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TXU GASCOMPANY STATEMENT OF §

INTENT TO CHANGE RATESIN THE § GASUTILITIES
COMPANY’SSTATEWIDE GASUTILITY 8§ DOCKET NO. 9400
SYSTEM g

PROPOSAL FOR DECISION
. INTRODUCTION

On May 23, 2003, TXU Gas Company, a direct subsidiary of TXU Corp.,* filed with the Railroad
Commission of Texas (Commission) its statement of intent to change rates in the utility’ s statewide gas
utility system? pursuant to TEX. UTIL. CODE ANN. (TUC), Title 3, Subtitle A (Gas Utility Regulatory Act,
88101.001, et seq.); TEX. UTIL. CODE ANN., Title 3, Subtitle B (Regulation of Transportation and Use,
88121.001, et seq.); and, specifically, TEX. UTIL. CODE ANN., Chapter 104, SubchaptersA-C, 88104.101-
104.111 (Vernon 1998 and Supp. 2003).

TXU’s application is the first of its kind. TXU requested system-wide rates so that al customers of a
particular customer class would be charged the samerate. TXU stated that the utility’ s customers would
benefit from this proposed rate structure by reducing rate case expenses, making rates more transparent
and easier to understand, ensuring that similarly-situated customers using similar services pay uniform
rates, equalizing rate effectsof additional investment acrossthesystem, and confirming that each customer
classbearsan equitable share of TXU’ scost of service and no customer class unfairly subsidizes another.?

! TXU Exhibit 11at 14.
2 TXU Exhibit 1 at 1.
¥ TXU Exhibit 11at 9.
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TXU proposed ratesfor six customer classes. Four classesof serviceare applicabletowell-head to burner-
tip service while two classes of service are applicable to customers using only Pipeline facilities. For
efficient case management, the Examiners divided the hearing into three phases: (1) Cost of Service, (2)
Allocation/Rate Design, and (3) Miscellaneous Issues.

[I. PROCEDURAL HISTORY AND NOTICE
A. Procedural History

Consolidations

OnMay 23,2003, TXU filedwiththe Railroad Commission of Texas(Commission) itsstatement of intent
to change ratesin TXU Gas's statewide gas utility system. The Commission assigned the statement of
intent to Gas Utility Docket (GUD) 9400. Also on May 23, 2003, TXU simultaneously filed its statement
of intent in each municipality where the utility provides natural gas service. Municipalities have origina
jurisdiction over the rates charged to customers located within city limits. TXU thereafter filed a series
of petitions for review (or appeals) of the decisions of the governing bodies of the municipalities. The
appeal s were consolidated into GUD 9400 as follows:

GasUtilitiesDocket (GUD) 9398, Appeal of TXU Gas Company fromthe Action of Municipalities
Denying a Rate Request, filed by TXU on June 16, 2003, and consolidated with GUD 9400 on July 22,
2003;*

GUD 9437, Petition for Review of TXU Gas Company from the Actions of Municipalities Denying
a Rate Request, filed by TXU on July 7, 2003, and consolidated with GUD 9400 on July 22, 2003;°

GUD 9442, Petition for Review of TXU Gas Company fromthe Actions of Municipalities Denying
a Rate Request, filed by TXU on July 14, 2003, and consolidated with GUD 9400 on July 22,
2003;°

GUD 9444, Petition for Review of TXU Gas Company from the Actions of Municipalities Denying
a Rate Request, filed by TXU on June 27, 2003, and consolidated with GUD 9400 on July 22, 2003;’

GUD 9448, Petition for Review of Municipal Rate Decisions and Expedited Motion to Consolidate, filed
by TXU on August 6, 2003, and consolidated with GUD 9400 on August 13, 2003;®

GUD 9450, Petition for Review of TXU Gas Company from the Actions of Municipalities Denying
a Rate Request and Expedited Motion to Consolidate, filed by TXU on August 13, 2003, and consolidated
with GUD 9400 on August 14, 2003;°

TXU Exhibit 1A.
TXU Exhibit 1B.
TXU Exhibit 1C.
TXU Exhibit 1D.
TXU Exhibit 1E.
TXU Exhibit 1F.

© 0 N o O s
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GUD 9451, Petition for Review of Municipal Rate Decisions and Expedited Motion to Consolidate, filed
by TXU on August 22, 2003, and consolidated with GUD 9400 on August 26, 2003;*°

GUD 9452, Petition for Review of TXU Gas Company from the Actions of Municipalities Denying a Rate
Request and Expedited Motion to Consolidate, filed by TXU on September 3, 2003, and consolidated with
GUD 9400 on September 9, 2003;*

GUD 9456, Petition for Review of TXU Gas Company from the Actions of Municipalities Denying a Rate
Request and Expedited Motion to Consolidate, filed by TXU on September 10, 2003, and consolidated with
GUD 9400 on September 11, 2003;*

GUD 9459, Petition for Review of TXU Gas Company from the Actions of Municipalities Denying a Rate
Request and Expedited Motion to Consolidate, filed by TXU on September 29, 2003, and consolidated with
GUD 9400 on October 6, 2003. **

On August 5, 2003, the Commission decided to consider GUD 9435, Request of Texas A&M University
for Establishment of Transportation Rate on TXU Gas Company separately from GUD 9400.*

|ntervening Parties

The Allied Codlition of Cities (ACC) intervened on behalf of the following municipalities:

Abilene, Addison, Allen, Alvarado, Angus, Argyle, Arlington, Athens, Austin, Bedford, Bellmead, Bells,
Benbrook, Blossom, Blue Ridge, Bowie, Bridgeport, Brownwood, Bryan, Burkburnett, Burleson, Caddo
Mills, Carrollton, Cedar Hill, Celina, Cleburne, Clyde, College Station, Colleyville, Comanche, Coppell,
Corinth, Corral City, Crandall, Crowley, Dalworthington Gardens, Denison, DeSoto, Duncanville, Early,
Eastland, Edgecliff Village, Ennis, Euless, Everman, Fairview, FarmersBranch, Farmersville, Fate, Flower
Mound, Forest Hill, Fort Worth, Frisco, Gainesville, Garland, Garrett, Grand Prairie, Grapevine, Haltom
City, Harker Heights, Haskell, Haslet, Henrietta, Highland Park, Highland Village, Honey Grove, Howe,
Hurst, Irving, Justin, Kaufman, Keller, Kennedale, Kerrville, Killeen, Krum, Lake Worth, Lancaster,
Lewisville, Lincoln Park, Little EIm, Malakoff, Mansfield, McKinney, Megargel, Mesquite, Midlothian,
Murphy, Newark, Nocona, North Richland Hills, Northlake, Ovilla, Palestine, Pantego, Paris, Parker,
Pecan Hill, Petrolia, Plano, Ponder, Pottsboro, Prosper, Putnam, Red Oak, Richardson, Richland Hills,
Robinson, Rockwall, Rowlett, Sachse, Saginaw, San Angelo, Seagoville, Sherman, Snyder, Southlake,
Springtown, Stamford, Stephenville, Sulphur Springs, Sweetwater, The Colony, Throckmorton, Trophy
Club, University Park, Vernon, Waco, Watauga, Waxahachie, Westworth Village, White Settlement,
Whitesboro, Wichita Falls, Woodway, and Wylie.

The Association of TXU Municipalities (ATM) intervened on behalf of the following municipalities:

Balch Springs, Bandera, Belton, Bertram, Bremond, Burnet, Caldwell, Cameron, Cedar Park, Cisco,
Clifton, Coleman, Commerce, Copperas Cove, Corsicana, De Leon, Denton, Dublin, Electra,
Fredricksburg, Frost, Gatesville, Goldthwaite, Granbury, Grandview, Greenville, Groesbeck, Hamilton,

10 TXU Exhibit 1G.
1 TXU Exhibit 1H.
2 TXU Exhibit 1l.
13 TXU Exhibit 1J.
14 Open Mesting Tr. at 62 (Aug. 5, 2003). Notice of Dismissal wasissued in GUD 9435 (Dec. 9, 2003).
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Hillsboro, Holland, Lake Dallas, Lampasas, Leander, Lexington, LIano, Lometa, Longview, Manor, Mart,
McGregor, Mexia, Pflugerville, Ranger, Rockdale, Rogers, Round Rock, San Saba, Santa Ana, Seymour,
Somerville, Thorndale, Trinidad, West, and Whitney.

The following municipalities ceded jurisdiction to the Commission:

Abbott, Anson, Bardwell, Blackwell, Blanket, Bronte, Calvert, Chandler, Como, Coolidge, Cooper,
Covington, Cumby, Emory, Ferris, Forney, Franklin, Gustine, Hamlin, Hawley, Hearne, Hubbard, Italy,
Ladonia, Lipan, Little River-Academy, Lott, Lueders, Madisonville, Marble Fals, Melissa, Merkel,
Midway, Moody, New Chapel Hill, Normangee, O’ Brien, Pecan Gap, Penel ope, Point, Robert Lee, Roby,
Roxton, Rule, Sadler, Sanctuary, Southmayd, Talty, Trent, Tyler, Van Alstyne, Weinert, Whitehouse,
Wixon Valley, and Wolfe City.

In addition, the following parties also intervened: the City of Dallas (Dallas); Industrial Gas Users (IGU);
Chaparral Steel Midlothian, L.P. (Chaparral); Brazos Electric Power Cooperative, Inc. (Brazos); Garland
Power & Light (GP&L); West Texas Gas, Inc. (WTG); CoServ Gas. Ltd. (CoServ); the Texas Generd
Land Office (GLO); the United State Department of Defense and Other Federal Executive Agencies
(DoD); the State of Texasthrough the Attorney General’ s Office Consumer Protection Division (State of
Texas); and Staff of the Railroad Commission of Texas (Staff).

TXU and CoServ negotiated an agreement whereby CoServ’s existing contract was extended for five
years.”® Therefore, on December 11, 2003, CoServ’s motion to withdraw as an intervening party was
granted.’® Onthefirst day of the hearing, TXU and GLO announced settlement.” On February 20, 2004,
the Examiners granted GLO' s February 19, 2004, motion to be dismissed as a party to GUD 9400.*

Suspension Order

On June 24, 2003, in accordance with TEX. UTIL. CODE ANN. (TUC) §104.107(a)(2) (Vernon 1998 and
Supp. 2003), the Commission suspended the operation of the proposed rate schedule for aperiod of one
hundred fifty (150) days from the date on which the rates would otherwise become effective.*®

Quarterly Rate Case Expenses
On August 5, 2003, the Commission ruled that TXU would providetointervening municipalitiesquarterly
reimbursement for eighty percent of rate case expenses.®

Severance of Certain Issues

To alow for further consideration of the issues, the following four dockets were created on October 9,
2003: (1) Proposed Curtailment Order, Rate Schedule 34 in Volume 3 of TXU Gas Company’ s Statement
of Intent, GUD 9460, Curtailment | ssues Severed from Docket No. 9400; (2) Proposed Service Rulesand
Regulations, Rate Schedules21—27inVolume3 of TXU GasCompany’ s Statement of Intent, GUD 9461,

15 Tr.Vol. 1 a 44 (Jan. 26, 2004).

* Examiners Letter No. 29 (Dec. 11, 2003).

7 Tr.Vol. 1 at 16 and 42-44 (Jan. 26, 2004).

¥ Tr.Vol. 18 at 43, Line6. Seedso Tr. Vol. 1 at 16, Lines 9-10 (Jan. 26, 2004) where GLO and TXU announced
a settlement agreement in principle.

¥ Commission Order (June 24, 2003).

2 Open Mesting Tr. at 50-53 (Aug. 5, 2003); Commission Order (Feb. 10, 2004).



GUD 9400 PROPOSAL FOR DECISION Page 5

Service Rules and Regulations Severed from Docket No. 9400; (3) Proposed Rate LEP - Line Extension
Policy, Rate Schedule 15in Volume 3 of TXU Gas Company’ s Statement of Intent, GUD 9462, Rate LEP
Severed from Docket No. 9400; and (4) Proposed Rider CIAF - Capital Investment Adjustment Factor,
Rider 18inVolume 3 of TXU Gas Company’ s Statement of Intent, GUD 9463, Rider CIAF Severed from
Docket No. 9400. # On March 23, 2004, the Commission severed rate case expensesinto GUD No. 9517,
Rate Case Expenses Severed from Gas Utilities Docket No. 9400.

Motions to Dismiss
On November 13, 2003, the Commission considered but took no action regarding parties’ appeal of the
Examiners’ denial of motions to dismiss that were based upon municipalities non-action.?

Prehearing conferences were held July 14, 2003; July 30, 2003; September 17, 2003; December 3, 2003;
December 16, 2003; December 30, 2003; January 7, 2004; January 14, 2004; and January 21, 2004. Notice
of Hearing was issued January 15, 2004.2 The Hearing on the Merits began January 26, 2004. Parties
werenot aligned. Witnesseswere examined individually rather thanin panels. TheHearing onthe Merits
closed on February 20, 2004. The evidentiary record was closed on April 20, 2004.

B. Notice

TheGasUtility Regulatory Act, Subtitle 3, Chapters 101-105 of the Texas UtilitiesCode (TUC),* requires
gasuutilitiesto“ . . . publish, in conspicuous form, notice to the public of the proposed increase once each
week for four successive weeks in a newspaper having general circulation in each county containing
territory affected by the proposed increase. . .. ”* From May to July, 2003, TXU published notice once
each week for four consecutive weeksin newspapers of general circulation in each county inwhich TXU
Gas Company provides gas service. In addition, TXU mailed notice to each industrial customer in the
utility’ s statewide gas utility system.®

TUC 8104.102 also requires that a gas utility may not increase itsrates unless the utility files a statement
of its intent with the regulatory authority that has origina jurisdiction over those rates at least 35 days
before the effective date of the proposed increase. The utility isrequired to mail or deliver acopy of the
statement of intent to the appropriate officer of each affected municipality.?” On or about May 23, 2003,
TXU filed with each municipality located in the system a statement of intent to increase rates for all
customers. The statement of intent filed with each municipality is the same statement of intent that was
filed at the Commission.®

2 Examiners Letter No. 14 (Oct. 9, 2003); Examiners Letter No. 17 (Oct. 16, 2003); Examiners' Letter No. 19
(Oct. 27, 2003); and Open Mesting Tr. at 36 (Nov. 13, 2003).

2 Open Mesting Tr. at 33 (Nov. 13, 2003).

% The Notice of Hearing was issued in accordance with the requirements of TEx. Gov’ T Cobe §2001.052 (Vernon
2000 and Supp. 2004) and 16 Tex. ADMIN. CODE 8§1.45 (1991).

2 Gas Utility Regulatory Act, TEX. UTIL. CODE ANN. (TUC), Subtitle A, §8101.001 - 121.057 (Vernon 1998 and
Supp. 2004).

% TUC 8104.103 (Vernon 1998).

% TXU Exhibit 3.

# TUC 8104.102 (Vernon 1998 and Supp. 2004).

# TXU Exhibits 1A, p.2; 1B, p.2; 1C, p.2; 1D, p.2; 1E, p.2; 1F, p.2; 1G, p.2; 1H, p.2; 11, p.2; and 1], p.2.
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TXU’s Position

TXU argued that the notice issues raised by Dallas in its closing argument were dismissed by the
Examinersin Examiners’ Letter No. 9 on September 4, 2003.* TXU argued that the notice issues raised
by ATM were similarly dismissed by the Examiners.®

With respect to the argumentsraised by WTG, TXU noted that WTG isatransportation customer of TXU
Gas, and that WTG received notice not only by publication but also by direct mail.** TXU noted that TUC
§104.103 only requires TX U to provide noticeto itscustomers, and doesnot require TXU to providenotice
to the customers of TXU’ s customers.® TXU argued that it would be impossible for TXU to identify the
customers of its customers or to know how their customers’ rates are structured.®

WTG's Position

WTG argued that TXU failed to comply with TUC §104.103, which statesthat a"gas utility shall publish,
in conspicuous form, notice to the public of the proposed increase once each week for four successive
weeks in a newspaper having general circulation in each county containing territory affected by the
proposed increase." WTG's position is that TXU was obligated to publish notice of its proposed rate
increase in Concho County, Texas; Sutton County, Texas; and McCulloch County, Texas, but did not.
WTG reasoned that because WTG, a customer of TXU, serves customers in these counties, WTG's
customers would be affected by TXU’ s proposed rate increase.®

The existence of two Firm Transportation and Storage Agreement contracts between WTG and TXU
formed the basis for WTG' s position. WTG maintained that Contract Numbers 3319 and 3349 contain
specific reference to Concho County, Sutton County, and McCulloch County. In addition, WTG argued
that because TXU isaware WTG' stariffs that govern service to its customers in these counties contain
purchase gas agreement clausesthat allow WTG to passto its customersincreasesin gascost. TXU must
publish notice of its proposed rate increase in Concho County, Sutton County, and McCulloch County.®

WTG qualified its position by stating that notice was required in Concho County, Sutton County, and
McCulloch County only if Contract Numbers 3319 and 3349 aretreated ascity gate sales. WTG attempted
to negotiate with TXU that if TXU will classify these contractsin Rate PT, Pipeline Transportation, then
WTG can agree with TXU’s argument that the TUC does not require TXU to provide notice to the
customers of TXU’s customers.®

WTG also cited TXU’ sfailureto send a Statement of Intent to the City of Eden (Concho County), the City
of Sonora (Sutton County), and the City of Brady (McCulloch County) as further evidence of no legal
notice being provided to all territory affected by TXU’s proposed rate increase.®

2 TXU Reply Brief at 3, (Mar. 17, 2004)

%0 TXU Reply Brief at 4 (Mar. 17, 2004).

% TXU Initial Brief a 6 (March 8, 2004).

% TXU Initia Brief at 6 (March 8, 2004).

% TXU Initial Brief a 6 (March 8, 2004).

% WTG Reply Brief at 3-7 (March 22, 2004).
% WTG Reply Brief at 3-7 (March 22, 2004).
% WTG Reply Brief at 7 (March 22, 2004).
¥ WTG Reply Brief at 7 (March 22, 2004).
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Finally, WTG defended its | ate participation in this proceeding. WTG cited two sentences that appeared
in TXU’ sexecutivesummary: "Asamatter of policy, webelievethat theincreasein Residentia [sic] rates
should be limited to 10 percent. Thereis a slight increase for the commercial class and no increase for
other classes of customers.” WTG determined from these two sentences that WTG would not be affected
by TXU’s proposed rate increase. Only later, after further review of the Statement of Intent, did WTG
learn that transportation customers could be affected.®

Dallas s Position

Dallas argued that TXU’ s notice in this case wasinadequate. Dallas argued that “[t]he purpose of notice
in an administrative hearing is to afford those opposing the application a chance to prepare, and to avoid
undue surprise.”** Dallas observed that the published notice only gave notice of the average systemwide
rate increase for residential and commercial.” Dallas pointed out that the percentage rate increase that
appeared in the published notice for each customer class differed from the percentage rate increase that
TXU filed with its Statement of Intent to the City of Dallas.** Thus, Dallas concluded that TXU’ s notice
to customers was misleading and constituted a failure to disclose material facts.*

Dadllas also argued that TXU'’s notice violated customers procedural due process rights under the U.S.
Constitution and the Texas Constitution.” Dallasargued that TX U’ snoti ce constituted state action because
TXU published notice in compliance with a state law, and thus became an agent of the state.** Under
Dadlas' s argument, customers procedural due process rights were violated when municipal and state
authorities acted on this defective notice.*

ATM'’s Position

ATM argued that TXU’ s notice was defective because it reflected the bundled rates or tariffs attached to
the Statement of Intent filed with the municipalitiesand the Commission;*® therefore, TXU did not provide
notice of the proposed increase in Distribution rates or services.

Examiners Recommendation

The Examiners find that TXU’ s notice was sufficient and in compliance with the law. TUC 8104.103
requires a gas utility to publish notice in each county containing territory affected by the proposed
increase.®® TXU published notice in each county in which it has customers. In addition, TXU mailed
written notice to each of itsindustrial customers of the proposed rate increase.

% WTG Reply Brief at 4-6 (March 22, 2004).
% DallasInitial Brief at 11 (Mar. 8, 2004).
“ DallasInitia Brief at 10 (Mar. 8, 2004).
4 DallasInitial Brief at 11 (Mar. 8, 2004).
“2 DallasInitia Brief at 12 (Mar. 8, 2004).
4 DallasInitial Brief at 12 (Mar. 8, 2004).
4 DalasInitia Brief at 12 (Mar. 8, 2004).
4 DallasInitial Brief at 12 (Mar. 8, 2004).
% ATM Initial Brief at 11 (Mar. 8, 2004).
7 ATM Initial Brief at 11 (Mar. 8, 2004).
% TeX. UTIL. CODE §104.103 (Vernon 1998).
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The Examiners find that TUC 8104.103 does not require a gas utility to publish notice in territories in
which its customers have customers. Section 104.103 must be read not in isolation but rather in
conjunction with all of the provisions of Chapter 104, relating to Rates and Services. For example, TUC
8104.003 statesthat "[a] rate may not be unreasonably preferential, prejudicial, or discriminatory must be
sufficient, equitable, and consistent in application to each class of consumer” (emphasis added). Clearly,
thelegidatureisconcerned with the proper application of agas utility’ sratesto its customers, and not with
their collateral impact downstream of theinitial assessment. TUC 8104.051 statesthat "[i]n establishing
agas utility’ srates, the regulatory authority shall establish the utility’ soverall revenues at an amount that
will permit the utility areasonable opportunity to earn areasonable return on the utility’ sinvested capital
used and useful in providing service to the public in excess of its reasonable and necessary operating
expenses." To establish proper rates, aregul atory authority must establish autility’ srevenuerequirements
and cost of service by evaluating a utility’s customer base. To attempt to identify and account for the
revenue that flows from a gas utility’ s customers’ customersin calculating such ratemaking components
would be difficult to impossible. Finally, the Examiners note that gas utilities are by statutory definition
monopoliesin the areasthey serve. It isreasonable to require utilities to provide notice of proposed rate
changes in their monopoly territory.

The Examiners conclude that the purpose of TUC 8104.103 is to notify persons in a gas utility’s
geographic monopoly territory of the possibility of achangeinthe cost of aservice, product, or commodity
provided by the gas utility. Under TUC 8104.103, this can be accomplished in several ways. Atissuein
this proceeding iswhether the language in TUC 8104.103(a) requiring a gas utility to publish notice "in
each county containing territory affected by the proposed increase” requiresthe gas utility to publish notice
interritoriesinwhich the utility doesnot directly provide service, but oneof itsgasutility customers serves
customers. The Examiners answer this question in the negative for the above reasons.

The Examiners find that TXU properly gave notice to WTG of the proposed rate increase. TXU clearly
provided itsfive-volume statement of intent to WTG.*® Although not entirely clear from therecord, it also
appears that WTG received a separate written notice from TXU that was mailed by TXU to all of its
industrial customers.®

The Examinersconsidered Dallas' sargumentsin City of Dallas’' sMotion to Dismissfor Defective Notice
and Filing filed on August 20, 2003. In Examiners Letter No. 9 issued on September 4, 2003, the
Examiners denied City of Dallas’'s motion. The Examiners affirm their previous ruling.

The Examinersfind that ATM’s October 9, 2003, Motion to Dismiss was premised on the fact that TXU
had bundled their rates in this proceeding. In the Examiners October 27, 2003, letter denying ATM’s
motion, the Examiners concluded that al rates at issue in GUD 9400 were subject to the review by the
Commission, under either itsoriginal or appellate jurisdiction. Although ATM did not at that time argue
that TXU’ s notice was defective because of the proposed bundled rate structure, the Examiners find that
an affected customer reading the published notice would conclude that the rates would be affected by this
proposal, whether bundled or unbundled. The title of the notice is “Notice of Gas Rate Increase

“ WTG Exhibit No. 5 at 1.
% Tr.Vol.1at85,197; Tr. Vol. 16 at 45 - 47; TXU Exhibit 3.
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Request.”® The second sentence of the notice reads “[t]he proposed revisions to the respective rate
schedules will impact all classes of service and all fees and charges presently being assessed by the
Company on its transmission and distribution systems.” (Emphasis added).** The Examiners find that a
reasonabl e person reading this notice would concludethat TXU isproposing to increase Distribution rates.

1. JURISDICTION

The Commission hasjurisdiction over TXU Gas Company and over the mattersat issuein thisproceeding
pursuant to TEX. UTIL. CODE ANN. 88102.001, 103.003,103.051, 104.001, 121.051, 121.052 and 121.151.
The Commission isvested with the authority and power to ensure compliance with the obligations of the
Gas Utility Regulatory Act and to establish and regulate rates of gas utilities.® Gas utilities are affected
with apublicinterest, are monopolies, and are therefore subject to the jurisdiction, control, and regulation
of the Commission.>*

The statutes and rules applicable to this proceeding included but were not limited to all sections of TEX.
UTIL. CoDE CHAPTERS 101, 102, 103, 104, and 121; and all Commission rulesin 16 TEX. ADMIN. CODE,
Chapters 1, 7, and 8; and 16 TEX. ADMIN. CODE 83.70 (2003).

A. Original

The Commission has exclusive origina jurisdiction over the rates and services of a gas utility that
distributes natural gas in areas outside a municipality and distributes natural gas in areas inside a
municipality that surrenders its jurisdiction to the Commission. The Commission also has exclusive
original jurisdiction over the rates and services of agas utility that transmits, transports, delivers, or sells
natural gas to agas utility that distributes the gas to the public.*® More specifically, the Commission has
exclusive original jurisdiction over TXU’s statement of intent filed at the Commission, the schedule of
rates and services to be charged to customers that are served by TXU’ s Pipeline system, the schedule of
rates and services to be charged to all environs customers served by TXU, and the schedule of rates and
services to be charged to customers located in any municipality located in the TXU system that ceded
jurisdiction to the Commission.*® Consistent with thefinal Order in GUD 8664, the Commission also has
jurisdiction over TXU’s gas costs under TUC 8§8104.051, 104.055, and 104.152.

B. Appedlate

The Commission has exclusive appellate jurisdiction to review an order or ordinance of a municipality
exercising exclusive original jurisdiction regarding a statement of intent.>” At the same time TXU filed
its statement of intent with the Commission on May 23, 2003, TXU also filed with each municipality
located inits system astatement of intent to increaseratesfor all customers. The statements of intent filed

51 TXU Exhibit 3.

%2 TXU Exhibit 3.

% TUC 8§101.002 (Vernon 1998 and Supp. 2004).

% TUC §101.002 (Vernon 1998 and Supp. 2004); TUC §121.051 (Vernon 1998).

® TUC 8§102.001(a) (Vernon 1998 and Supp. 2004).

% TUC §102.001(a) (Vernon 1998 and Supp. 2004) and §103.003 (Vernon Supp. 2004).
5 TUC §102.001 (Vernon 1998 and Sup. 2004).
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with each municipality are the same as that filed at the Commission. TXU appealed to the Commission
the decisions of the governing bodies of the municipalities regarding TXU’ s statement of intent.>®

C. Ceded by Municipalities

A municipality may have the Commission exercise exclusive original jurisdiction over gas utility rates,
operations, and services in the municipality.® A party to a rate proceeding before a municipality’s
governing body may appeal the governing body’ s decision to the Commission.®

Intervening Parties Positions
ATM argued that TXU Gas impinged on the Commission’s original jurisdiction over areas outside
municipalities when TXU Gas filed bundled rate cases before the municipalities.®*

In addition, ATM argued that the Commission does not have appellate jurisdiction over any of the
municipalitiesin this proceeding.®> ATM relied on TUC §103.054(b) and §103.055(b) to conclude that
the Commission does not have appellate jurisdiction over municipalities that took no action on or smply
dismissed the proposed rate case filed by TXU with the municipalities because TXU may appeal only a
“final decision” of amunicipality.®®* ATM argued that dismissing or not acting on arate caseisnot a“final
decision” that may be appealed to the Commission.*

ATM also argued that bundling of gas rates is not permitted by the TEXAS UTILITIES CODE because a
municipality hasjurisdiction only over ratesfor the gas Distribution system.®® ATM argued that the ATM
municipalities dismissed TXU’ s rate case because TXU did not propose revisions to Distribution tariffs
and schedules but rather bundled Distribution and Pipeline rates.®® ATM also noted that TUC §102.151
requires TXU to file with a municipality the new Distribution rate schedules established in this
proceeding.®’

ATM argued that the effort by 55 municipalitiesto cedejurisdiction in this proceeding to the Commission
was void because the municipal resolutions purporting to cede jurisdiction to the Commission were
adopted after the rate case was filed in each municipality.®® ATM found support for this positionin TUC
8103.003, which states “[a] municipality may not surrender its jurisdiction while a case involving the

% TXU Exhibits 1A, 1B, 1C, 1D, 1E, 1F, 1G, 1H, 1I, and 1J.
% TUC 8§103.003 (Vernon Supp. 2004).

% TUC 8§103.051 (Vernon 1998 and Supp. 2004).

8L ATM Initial Brief at 11 (Mar. 8, 2004).

2 ATM Initial Brief at 12 (Mar. 8, 2004).

8 ATM Initia Brief at 12 (Mar. 8, 2004).

 ATM Initial Brief at 12 (Mar. 8, 2004): ATM Reply Brief at 10-11 (Mar. 17, 2004).
& ATM Initial Brief at 14 (Mar. 8, 2004).

% ATM Initial Brief at 13 (Mar. 8, 2004).

 ATM Initial Brief at 15 (Mar. 8, 2004).

% ATM Initial Brief at 17 (Mar. 8, 2004).



GUD 9400 PROPOSAL FOR DECISION Page 11

municipality ispending.”® Therefore, ATM concluded that municipalities attempting to cedejurisdiction
to the Commission should be treated the same as municipalities that took no action on TXU’s proposed
rate increase.”

Dallas concluded that any purported action by a municipality to surrender its jurisdiction to the
Commission after the date the Statement of Intent was filed was void.” As aresult, Dallas argued that
TXU must charge its proposed rates in these municipalities because these municipalities did not act on
TXU’s proposal.”” As for those municipalities that neither attempted to surrender jurisdiction to the
Commission nor acted on TXU’ sproposal, Dallas concluded that TXU must chargeits proposed ratesin
these municipalities.” To support its conclusion, Dallas cited TUC 8§104.107, which states that “[i]f the
regul atory authority does not make afinal determination concerning aschedule of rates before expiration
of the applicable suspension period, the regulatory authority is considered to have approved the
schedule.”

TXU’s Position

TXU cited TUC §102.001 to support its position that the Commission has exclusive original jurisdiction
over TXU’ sproposed ratesin affected areas outside municipalities; in affected areasinside amunicipality
that surrendered its jurisdiction to the Commission; and to proposed rates that are to be charged to local
distribution companies.” TXU argued that the Commission hasexclusive appel | ate ] uri sdiction to conduct
adenovoreview of TXU’ sproposed ratesfor each affected municipality that denied TXU’ srequest before
the effective date; ceded jurisdiction to the Commission; took no action; dismissed the request; or
suspended the effective date of the request and then later denied TXU’ s request.”

TXU noted that Dallas' s arguments -- that the Commission lacked jurisdiction to review proposed rates
for municipalities that ceded jurisdiction to the Commission or that took no action regarding TXU’s
request -- were rejected by the Examinersin August 2003.” Likewise, TXU noted that in October 2003,
the Examiners dismissed the jurisdictional arguments raised by ATM in itsInitial Brief.”

Examiners Recommendation

In this proceeding, the Examiners found that the Commission has jurisdiction over TXU Gas Company
and over the matters at issue in this proceeding pursuant to TEx. UTIL. CODE ANN. §8102.001, 103.003,
103.051,104.001, 121.051, 121.052,and 121.151. ATM appeal ed Examiners August 12,2003, Letter No.
6 that denied ATM’s Motion to Dismiss. On November 13, 2003, the Commission considered ATM’s
appeal of the Examiners' denia of the motion to dismiss. ATM’ smotion was denied by operation of law.

% ATM Initia Brief at 17 (Mar. 8, 2004).
™ ATM Initial Brief at 17 (Mar. 8, 2004).
" DallasInitial Brief at 13 (Mar. 8, 2004).
2 DallasInitia Brief at 14 (Mar. 8, 2004).
3 DallasInitial Brief at 14 (March 8, 2004).
™ DalasInitia Brief at 14 (Mar. 8, 2004).
5 TXU Initial Brief at 6-7 (Mar. 8, 2004).
6 TXU Initial Brief at 7-8 (March 8, 2004).
" TXU Reply Brief at 5 (Mar. 17, 2004).

7 TXU Reply Brief at 5 (Mar. 17, 2004).
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The Commission is vested with the authority and power to ensure compliance with the obligations of the
Texas Utilities Code, and with the authority to establish and regulate rates of gas utilities.” A gas utility
isavirtua monopoly. The property of the business used in this state is subject to the jurisdiction, control,
and regulation of the Railroad Commission.®

V. OVERVIEW OF TXU

A. Corporate Structure

TXU Gas Company has initiated this rate proceeding. TXU Gasis awholly owned subsidiary of TXU
Corp. Prior to an August 1997 merger into TXU Corp., TXU Gas was known as ENSERCH Corp. and
was an independent, publicly traded company. TXU Corp. is apublicly traded utility holding company
and diversified energy company. TXU Corp. engages in numerous businesses such as electricity
generation, wholesale energy sales, retail energy sales and related services, portfolio management, energy
delivery, and telecommunications services. TXU Corp. discontinued its el ectric and gas operationsin the
United Kingdom and Europe in 2002, and now most of itsbusiness operationsarein the United Statesand
Australia®

TXU Corp. has a number of additional wholly-owned subsidiaries besides TXU Gas which are not part
of this proceeding (e.g., TXU Business Services Company, TXU US Holdings Company, TXU Energy
Retail Company LP, and Oncor Electric Delivery Company). Within TXU Corp.’ s system of companies,
TXU Gasispart of the Oncor Group for organizational and management purposes. The Oncor Group also
includes Oncor Electric, an electric utility that provides transmission and distribution service in Texas.
TXU Gasand Oncor Electric have common management.®? Thefollowing organizational chart illustrates
the relationship of TXU Gas within TXU Corp.

TXU Corporation
(fka Texas Utilities Co.)
(Texas Corporation)

TXU US Holdings Company TXU Gas Company TXU Business Service
(fka TXU Electric Company) (fka ENSERCH Corp.) (Texas Corporation)
(Texas Corporation) (Texas Corporation)
I | |
Oncor Electric Delivery Company TXU Gas Distribution TXU Gas Pipeline
(Texas Corporation) (unincorporated division) (unincorporated division)

" TUC §104.001 (Vernon 1998 and Supp. 2004).

8 TUC §8101.002 (Vernon 1998 and Supp. 2004), 104.001 (Vernon 1998 and Supp. 2004), and 121.051 (Vernon
1998).

8 TXU Exhibit 11 at 14-15; TXU Exhibit 12 at 2-11, and TXU Exhibit 22 at 9-11.

8 TXU Exhibit 11 at 14-15; TXU Exhibit 12 at 2-11, and TXU Exhibit 22 at 9-11.
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B. System Description

TXU Gas, which initiated this rate proceeding, is engaged primarily in the transmission and distribution
of natural gasin Texas. TXU Gasprovideslocal gasdistribution sales serviceto residential, commercial,
and industrial customers and transportation service to industrial customers in North Texas and parts of
East, Central, and West Texas. As part of its pipeline operations, TXU Gas provides gas transportation
service to the Distribution system and other local distribution companies for further sale and delivery to
industrial, commercial, and residential customers behind the city gate, and transportation service for on-
and off-system customersin Texas.®®

TXU Gasfurther dividesitsoperationsinto TXU Gas Distribution and TXU GasPipeline, neither of which
are individually incorporated entities. TXU Gas, through both TXU Gas Distribution and TXU Gas
Pipeline, provides service throughout the State of Texas. TXU Gas Pipeline's operations consist of
approximately 6,800 milesof transmission and gathering pipelines, fiveunderground storagefacilities, and
twelve compressor station sites. The pipeline system has connections to the magjor gas hubs at Wahain
West Texas, Katy in South Texas, and Carthage in East Texas. TXU Gas Pipeline transports natural gas
to loca distribution companies - including TXU Gas Distribution, industrial customers, and other
customers for on and off-system usage. TXU Gas Distribution provides natural gas to over 1.4 million
customersin 550 Texascommunitiesover some 26,000 milesof distribution mains. TXU GasDistribution
has more than 34,000 miles of high, intermediate, and low pressure mains and service linesthat it usesto
distribute natural gas.®

V. MULTI-AREA ISSUES

The Examiners found that there were three issues that were applicable to several different areas of
consideration. Therefore, as a matter of convenience, the Examiners addressed Poly 1 Pipe (Safety
Compliance Program), WINS, and Affiliate Transactions as separate issues. Throughout the Proposal for
Decision, references are made back to these three topics.

A. Poly 1 Pipe/ Safety Compliance Program

Overview of the Poly 1 Pipe Issue

In 1970 and 1971, the ENSERCH Corporation (ENSERCH), the parent company to Lone Star Gas (Lone
Star), installed unknown quantitiesof first generation polyethylene pipe, also knownasPoly 1 pipe.® TXU
merged with ENSERCH in 1997.% The TR-414 resin used to manufacture the Poly 1 pipe was made by
Phillips Chemica Company (Phillips). Nipak, Inc.(Nipak), asubsidiary of ENSERCH, used Phillips' TR-
414 resin to manufacture the Poly 1 pipe, gave the pipe the material code designation PE 3306, and sold

8 TXU Exhibit 11 at 14-15; TXU Exhibit 12 at 2-11, and TXU Exhibit 22 at 9-11.

8 TXU Exhibit 11 at 14-15; TXU Exhibit 12 at 2-11, and TXU Exhibit 22 at 9-11.

& TXU Exhibit 13 at 14; ACC Exhibit 4B at 48.

8 GUD 8976, Statement of I ntent to Change the City-Gate Rate of TXU Lone Star Pipeline, Formerly known as
Lone Sar Pipeline Company Established in GUD No. 8664, Final Order at 3 of 23, paragraph 22 (June 22, 2000).
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the Poly 1 pipetoits affiliate, Lone Star.®” Nipak did not sell the Poly 1 pipe to any other gas company.®
Before Nipak began manufacturing the Poly 1 pipe, Phillipsinformed Nipak that the TR-414 resin was
never intended to be used for the manufacture of gas utility pipe and that the pipe was designed for usein
conduit manufacture®® There was no Poly 1 pipein TXU’s pipeline system; Poly 1 pipe existed solely
in what is currently TXU’s Distribution system.®

Almost immediately, as early as 1971, the problems with the pipe become known.** A summary of the
explosions, fires, and consequences attributable to the Poly 1 pipe defectsis provided in the chart, below.
The problems with the Poly 1 pipe were so significant that Mr. Louis B. Huley of Lone Star ordered that
the pipe had to be removed from the warehouse.”? Over the last thirty years, Lone Star initiated removal
programsseveral times®andin 1997, after the Commission’ sPipeline Safety Staff becameinvolved, TXU
initiated its Safety Compliance Program to replace the pipe.** Despite the problems, the replacement
program was not completed until after the Garland explosion and the Commission issued its consent
orders.®

In 2001, the Commission determined that any recovery of the costsby TXU associated with the recovery,
removal, and replacement of Poly 1 pipe would be addressed in a future rate proceeding.® Starting in
January 2003, TXU began filing a series of casesreferred to asthe Region-wide cases. Before TXU filed
its Region-wide statements of Intent with the Commission, the utility had already received approval from
the cities for the corresponding rates. As indicated on Schedule B in each of TXU’s Region-wide
applications, TXU requested and the Commission approvedfor inclusionin TXU’ sratebase, thefollowing
amounts listed as “ Regulatory Asset -- Poly 1 Safety Compliance Program.”®’

8 ACC Exhibit 4B at 48.

8 ACC Exhibit 4B at 48.

8 ATM 56 (January 15, 1970 letter from G.M. Covington to W.C. McCord at 2 of 5).

% ATM Initial Brief at 15.

% ACC Exhibit 4B at 48; ACC Exhibit 57 at 4 and 42; Staff Exhibits 4-8.

92 Staff Exhibit 6.

% DallasInitial Brief at 8 (Mar. 8, 2004); TXU Exhibit 60 at 109. ATM Initial Brief at 40; TXU Exhibit 60 at 120
and 127; TXU Exhibit 60 at 136.

% ACC Exhibit 4 at 48 and ACC Exhibit 21 (GUD 9151, Commission Consent Order dated May 23, 2000).

% DalaslInitia Brief at 8 (Mar. 8, 2004); ACC Exhibit 21.

% ACC Exhibit 21 (GUD 9217, Commission Consent Order dated Dec. 20, 2002 at 3, Stipulation Paragraph 18 ).
9 Hearing Examiners’ Exhibit 1.
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Summary of Amounts of Safety Compliance Program Costs
Previously Approved by the Commission for Inclusion in TXU’s Rate Base

DOCKET AMOUNT

GUD 9353, TXU Gas Distribution Statement of Intent to Change Ratesin the $506,808
Environs of the Citiesin the Hill Country Distribution System

GUD 9361, TXU Gas Distribution Statement of Intent to Change Ratesin the $1,717,765
Environs of the Citiesin the East Region Distribution System

GUD 9365, TXU Gas Distribution Statement of Intent to Change Ratesin the $2,620,568
Environs of the Cities in the Dallas Region Distribution System

GUD 9366, TXU Gas Distribution Statement of Intent to Change Ratesin the $3,964,209
Environs of the Cities in the West Region Distribution System

GUD 9370, TXU Gas Distribution Statement of Intent to Change Ratesin the $2,780,920
Environs of the Cities in the South Region Distribution System

GUD 9376, TXU Gas Distribution Statement of Intent to Change Ratesin the $1,366,138
Environs of the Cities in the Northwest Region Distribution System

GUD 9377, TXU Gas Distribution Statement of Intent to Change Ratesin the $14,119,117
Environs of the Cities in the North Texas Metroplex Distribution System

GUD 9379, TXU Gas Distribution Statement of Intent to Change Rates in the $0
Environs of the Longview Distribution System

TOTAL: | $27,075,525

Although the Commission previously approved these amountsfor inclusion in invested capital, thisisthe
first timetheissue of recovery of the costsby TXU associated with the location, removal, and replacement
of Poly 1 pipe hasbeen litigated. At thetime of the eight region-widerate cases, TXU did not bring to the
Commission’s attention its inclusion of these amounts in invested capital for its Safety Compliance
Program. In GUD 9400, TXU requested the Commission approve a rate of return on the $42,982,796
regulatory asset for test holes dug where no Poly 1 pipe was located.

The issues of whether the Commission should approve the returnisripe for decisionin GUD 9400. The
issue of whether toinclude $42,982,796 for the Safety Compliance Program and $87,837,108.64 for utility
plant-in-service are also ripe for Commission decision in this GUD 9400 proceeding. Including these
amounts in rate base would allow for TXU to earn a return on amounts invested to fund the Poly 1 pipe
program (SCP). In this rate making proceeding, the Commission decision in GUD 9400 will consider
whether TXU will recover costs relating to the location and replacement of Poly 1 pipe; associated costs
such as software expenses, depreciation or amorti zation of asset and software expenses; legal and litigation
fees, and TXU’ srequested return and associated taxes on the assets.

Expense Accounting

TXU used two categories to classify the costsit incurred in locating and replacing Poly 1 pipe: (1) costs
capitalized to gas utility plant-in-service and (2) the Safety Compliance Program (SCP) costs booked as
aregulatory asset. From 1997 until December 2000, the utility recorded the costs as construction work in
progress.® In December 2000, the utility began to record the costs asaregulatory asset.* From 1997 until

% Tr,Vol.5at 21 (Jan. 30, 2004).
® ATM Exhibit 37; Tr. Vol. 5 a 21 (Jan. 30, 2004); Tr. Vol. 3 at 91-22 (Jan. 28, 2004).
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2002, TXU incurred Poly 1 pipe costs approximating $133,135,158.14.)° This amount includes
$87,837,108.64 for the removal and replacement of Poly 1 pipe booked as gas utility plant in service and
$45,298,049.50 for Safety Compliance Program Costs.*™ The $87,837,108.64 is calculated as follows:
$1,835,000.00 (1997) + $10,159,000.00 (1998) + $3,801,259.33 (1999) + $10,656,074.29 (2000) +
$59,454,085.30 (2001) + $1,931,689.72 (2002) = $87,837,108.64. The $45,298,049.50 is calculated as
follows: $22,602,053.73 (2000) + $16,491,383.69 (2001) + $6,204,612.08 (2002) = $45,298,049.50.1%
TXU’sproposa in GUD 9400 would result in all of these costs being borne by ratepayers.®

Costs Capitalized to Gas Utility Plant-in-Service:

If TXU located Poly 1 pipe through the process of digging atest hole, the Poly 1 pipe was replaced.’®
TXU accounted for the costs of the these test holes and audits by creating a separate replacement project
account to accumul atethe coststhat werebeingincurred. TXU booked thetest hol e costs, replacement pipe
costs, and other associated costs on the utility’ s books and records. Upon completion of the project to
replace Poly 1 pipe, TXU considered the replaced pipe plant to be “in service” and capitalized the
account.®  From 1997 to 2002, TXU has capitalized to the gas utility plant in service account
approximately $87,837,108.64.1%

Safety Compliance Program (SCP):

If TXU dug atest hole but located no Poly 1 pipe, then TXU recorded the costs as aregulatory asset called
the Safety Compliance Program and deferred thosetest holes costs.’” TXU expended $45,298,049.50 for
its Safety Compliance Program.'® TXU haspreviously amortized $2,147,776 and, therefore, proposed the
Commission approve reimbursement of $42,982,796 as a regulatory asset'® and amortized the costs at
$3,008,705 annually for fifteen years. (Calculation: $45,130,572 + 15 years = $3,008,704.80 per year, or
rounded = $3,008,705.)"° In the alternative, TXU argued that an alternative amortization period would
be the Distribution plant life, or forty years.

Explosions Due to Poly 1 Pipe Defects

A number of pipelineaccidentsinvestigated by the National Transportation Safety Board (NTSB) involved
plastic piping that cracked in abrittle-like manner.** Dueto the defectsin the brittle Poly 1 pipe, several
explosions and fires occurred. A summary of the explosions, fires, and consequences attributable to the

100 ATM Exhibit 1at 16-21; ATM Exhibit 1 at 60, line 7 (MLA-3); ATM Exhibit 37; ATM Initia Brief at 41 (Mar.
8, 2004); Staff’sInitial Brief at 3 (Mar. 8, 2004).

101 See ATM Exhibit 1 at 59; see also ATM Exhibit 37.

102 See ATM Exhibit 1 at 59; see also ATM Exhibit 37.

108 Dallas Initial Brief at 19 (Mar. 8, 2004).

104 TXU Exhibit 13 at 14.

105 TXU Exhibit 14 at 19; TXU Exhibit 18 at 24.

16 ATM Exhibit 1at 16-21; ATM Exhibit 1 at 60, line 7 (MLA-3); ATM Exhibit 37; ATM Initial Brief at 41 (Mar.
8, 2004); Staff's Initial Brief at 3 (Mar. 8, 2004).

107 TXU Exhibit 18 at 24 and ACC Exhibit 1 at 15.

108 See ATM Exhibit 37.

109 TXU Exhibit 61 (Feb. 6, 2004 Errata Filing) at Schedules D-4(D) and E-6(D), column (f). See also, Dallas
Initial Brief at 8 and at footnote 14 (Mar. 8, 2004).

10 TX U Exhibit 61 (Feb. 6 2004 Erratafiling) at WP/D-4/2(D) and WP/D-4/4(D); TXU Exhibit 14 at 19; TXU
Exhibit 18 at 24-25.

M ACC Exhibit 4B at 48 citing to NTSB Special Investigation, Brittle Like cracking in Plastic Pipe for Gas
Service (Apr. 23, 1998).
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Summary of Explosions, Fires, and Consequences Attributable to Poly 1 Pipe Defects

DATE, LOCATION, &
COMMISSION
REPORT NO.

SUMMARY

CONSEQUENCES

10/04/1971; Fort Worth

Explosion dueto leaks in service linesto a
plastic main; vertical loading over the connection
generated long-term stress that led to the crack

No deaths; one person burned;
house exploded

09/01/1978; Fort Worth;
79-09-002

Explosion and fire dueto leak on Poly 1 main

No deaths; hospitalization of
Hygrade employee and
destruction of asupply shed

12/09/1983; Terrell
84-A1-010

Explosion and fire at residence due to leak from
gasmain at street curb and underground gas
migration

1 death
1 treated for minor injuries
and released

10/24/1992; Arlington
93-Al-007

Fire resulting from a crack under a support clamp
onamain

oneinjury

12/03/1996; Grand Prairie
97-Al1-020

Explosion and fire destroying house, contents,
and damaging adjacent homes; no one in the
house at the time

7 injured and treated for
minor injuries

01-Al-011

08/11/1997; Lake Dallas Explosion and fire 1 fatality
97-Al-055
01/14/2000; Garland Explosion and fire at house; gas concentrations 3fatalities
00-Al-013 invicinity dueto crack in the area of a butt

fusion on the main supplying the residence
10/29/2000; Little Elm Explosion at residence dueto leak on servicetap | 1injury

branch ; accumulation of natural gas migrated
from the leaking saddle branch

In 1996, after theexplosionin Grand Prairie, the Commission’ s Pipeline Safety Staff met with ENSERCH
(Lone Star) regarding the Poly 1 pipe.*** Thereafter, TXU merged with ENSERCH on August 5, 1997.1*
When TXU merged with ENSERCH, TXU inherited and assumed all responsibilities and liabilities for
the predecessor company. It was TXU’sresponsibility and duty to research ENSERCH' s past practices
and procedures with due diligence. In 1997, TXU developed a Safety Compliance Program (SCP) to

12 ACC Exhibit 51; ATM Exhibit 52; TXU Reply Brief at 25-26 (Mar. 17, 2004); ACC Exhibit 4 at 49; ACC
Exhibit 4, attachment KIN-9; ACC Exhibit 4 at 49, foot note 109 citing to NTSB Pipeline Accident Report, Lone
Sar Gas Company, Fort Worth Texas, Oct. 4, 1971 (NTSB/PAR-72/5), referenced in NTSB Special Investigation,
Brittle like Cracking in Plastic Pipe for Gas Service, Apr. 23, 1998.

13 ACC Exhibit 4 at 49.

14 GUD 8976, Satement of Intent to Change the City-Gate Rate of TXU Lone Sar Pipeline, Formerly known as
Lone Sar Pipeline Company Established in GUD No. 8664, Final Order at 3 of 23, paragraph 22 (June 22, 2000).
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replace the Poly 1 pipe by no later than June 30, 2002.***> In response to the natural gas explosion in
Garland that resulted in three fatalities, TXU accelerated removal of the Poly 1 pipe to June 30, 2001.*¢

In response to the Garland incident, the Commission initiated an enforcement action requiring TXU to
survey and replace its Poly 1 pipe by no later than December 31, 2000.**" But TXU did not meet the
deadline imposed by the Commission. TXU requested the Commission extend the compl etion schedule.
The Commission granted TXU an extension of time to survey and replace Poly 1 pipe and associated
servicelinesby April 30, 2001, and non-associated service lines by December 31, 2001. In addition, the
Commission assessed a $25,000 penalty for failing to meet the deadline.*®

TXU, however, failed to meet these extended deadlines. The Commission initiated another enforcement
action when Poly 1 pipe was discovered by TXU after May 1, 2001."° The Commission assessed an
administrative penalty of $225,000 and ordered TXU to meet monthly with Commission staff to report on
TXU’ saudit of the Poly 1 pipe replacement program and to immediately remove any Poly 1 pipe found.

TXU’s Failure to Participate in Timely, Meaningful Discovery

In response to ACC RFI-42,"' TXU responded that TXU Gasinstalled Poly 1 pipein its systemin 1970
and 1971, but that it did not have datareflecting the amount of Poly 1 pipeinstalled. Inresponseto ACC
RFI-42,2 TXU claimed that it was in 1997 that the utility determined that it would have to replace all
known Poly 1 pipeinitssystem. ACC sRFI 14-14 referred TXU toitsresponsesto ACC 7-47 and asked
theutility if itis” ... TXU’sposition that prior to 1997, Nipak never communicated to Lone Star Gas any
concern over possible defectsin the Poly 1 pipe provided to Lone Star? If such communication did occur,
provide a copy of the communication. If documentation is no longer available, provide a statement
describing the communication in as much detail as possible, including date or approximate date of the
communication, author, recipient, contents, and any response by Lone Star Gas.” TXU'’s response was
“Yes” TXU’'s“yes” wasthe utility’sfull response to ACC RFI 14-14.

ACC served RFI 19-08" on TXU and asked TXU to “[p]rovide all documents related to Poly 1 pipein
TXU'’s possession prior to 1997.” Attorneys for TXU and ACC discussed this request and came to an
agreement.*** Per that agreement, TXU produced on December 16, 2003, memos and correspondence
dated 1970-1989 relating to Poly 1 pipe. That response of approximately 161 pages now comprisesACC
Exhibit 81.

15 ACC Exhibit 4 at 48; ACC Exhibit 21 (GUD 9151, Commission Consent Order dated May 23, 2000).
116 ACC Exhibit 4 at 48; ACC Exhibit 21 (GUD 9151, Commission Consent Order dated May 23, 2000).
17 ACC Exhibit 21 (GUD 9151, Commission Consent Order dated May 23, 2000).

118 ACC Exhibit 21 (GUD 9186, Commission Consent Order dated Dec. 20, 2000).

19 ACC Exhibit 4B at 51.

120 ACC Exhibit 21 (GUD 9217, Commission Consent Order dated Dec. 20, 2001).

121 ACC Exhibit 81.

122 ACC Exhibit 81.

128 See ACC RFI 19-08 as part of ACC Exhibit 81 and at ACC Exhibit 52.

24 Allied Coalition of Cities' Response to TXU’s Emergency Motion for Reconsideration of Examiners’ Order
Striking the Testimony of TXU Witness Duvall (ACC’s Response) at 4-5 (Feb. 19, 2004) and at Affidavit of
GeorgiaN. Crump (Feb. 18, 2004) attached to ACC’ s Response.
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On Saturday, February 7, 2004, two weeks after the hearing on the merits began in GUD 9400, TXU
produced abox of documents. The documents have been admitted into evidenceas ACC Exhibits 102 and
102-B (known as*“the Box”). ACC Exhibit 102C isanindex to the documents contained inthe Box. The
intervening parties were unfairly prejudiced because they were deprived of timely, pre-trial access to
documents in TXU’s custody, control, or possession that were favorable to the Intervening parties
positions and are against the interests of TXU. The evidence in the Box contradicted TXU’s previous
responses to discovery, indicated Lone Star was aware of potential problems with the Poly 1 pipe much
earlier than 1997, showed that Nipak wastold that the resin was improper for manufacturing of gas pipe,
and provided some amounts of installation of Poly 1 pipe. For thefirst time, the Intervening partieswere
made aware of the existence of documentation relating to Poly 1 pipe. The Intervening parties were
provided documentsrelating to historical information regarding defects, various communicationsrelating
to Poly 1 pipe, the utility’ s knowledge regarding the defects, and the intentions of and actions taken by
Lone Star to initiate pipe removal programs. For its failure to participate in meaningful discovery, the
Examiners sanctioned TXU by striking testimony of a TXU rebuttal witness.’®

TXU’s Position

ItisTXU’ sposition that becauseit was ordered by the Commission to remove and replace the Poly 1 pipe,
the utility should be reimbursed for its costs.’® TXU stated that because the costs to locate and replace
the Poly 1 pipe were borne by shareholders, TXU should be granted areturn on that investment. Itisalso
TXU’s position that because the Commission ordered it to locate and replace the pipe, its expenditures
were reasonable and prudent.

Tolocateand replaceal Poly 1 pipe, TXU reviewed numerous map sheetsand dug over 100,000 test holes
to locate Poly 1 pipe.” TXU argued that all of the costs associated with the replacement program,
including the costs of digging the test holes, were reasonable and necessary to comply with the
Commission’ smandateto removeall Poly 1 pipe.*?® TXU argued that because the Commission gave TXU
seven monthsto completeitsremoval program, it had an expedited timeframe, which caused TXU toincur
expenses above and beyond the normal level of expense that would have been incurred if the utility had
been ableto proceed onits own schedule.*”® TXU stated that for reasons beyond the utility’ s control, such
as weather conditions and labor availability, it was unable to meet the Commission’s deadline.**
Therefore, the Commission extended the deadlines.**

TXU argued that its treatment of the unamortized balance of the Safety Compliance Program as a
regul atory asset was proper because the coststhat wereincurred meet the definition of aregul atory asset.**
TXU stated that the Commission’ s order to the utility to replace all Poly 1 pipe and its discussionswith
Commission Staff regarding the program allowed TXU to assumethat costswould probably be recovered.
The Statement of Financial Accounting Standards (SFAS) 71 provides that a utility may defer the

125 Examiners’ Letter No. 39 (Mar. 1, 2004).

126 TXU’s Initial Brief at 36 (Mar. 8, 2004).

127 TXU Exhibit 13 at 14.

128 TXU Exhibit 13 at 14-15.

122 TXU Initial Brief at 34 (Mar. 8, 2004).

130 TXU’sInitial Brief at 35 (Mar. 8, 2004).

131 TXU’s|Initial Brief at 35 (Mar. 8, 2004); ACC Exhibit 21.
182 TXU’sInitial Brief at 86 (Mar. 8, 2004).
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recognition of costs and obligations that, as a result of the ratemaking process, have probable
correspondingincreases of decreasesin future revenues.™*®* TXU concluded that it was appropriateto defer
recognition of the Safety Compliance Program costs because all that is required is that the recovery be
probable; prior approval is not required.**

TXU argued that Dallas provided no support for its claim that the pipe was faulty or that the purchase of
the pipe from an affiliate was not appropriate.* TXU also argued that because investors supplied the
fundsfor the utility’ s Poly 1 pipe program, investors should be reimbursed for the costsincurred and earn
areturn on that investment.**

InitsMarch 17, 2004, Reply Brief,™*” TXU argued that its decisionsregarding Poly 1 pipe werereasonable
and prudent at the time the decisions were made. TXU argued the only issue to consider is whether costs
incurred in removing Poly 1 pipe were reasonable and necessary. TXU argued that the issue of whether
the utility was prudent in installing Poly 1 pipein 1970 and the issue of whether the Poly 1 pipe was used
and useful during thetimeit remained in serve arenot appropriatefor consideration becauseall Poly 1 pipe
has been included in rates since 1970 and has been fully depreciated. TXU stated that Poly 1 pipe costs
are not included in invested capital in this proceeding.’*®

TXU argued that the standard of review with respect to the removal of Poly 1 pipe must be based on
whether the utility’ s decision were reasonable under the circumstances that were known to the utility at
the time decisions were made. TXU argued that because no intervenor has argued the costs of the SCP
were unreasonable, the costs must be approved.**

TXU argued it was reasonable for the utility to install Poly 1 pipein 1970. TXU argued the TR 414 resin
complied with all federal requirements for polyethylene gas pipe resin.’*® TXU reported that Lone Star
tested TR 414 resin.*** Thus, it was reasonable and prudent for Lone Star to install Poly 1 pipe. TXU
noted that the Commission and municipalities approved costs of Poly 1 pipein invested capital in prior
proceedings. TXU pointed to Hearing Examiners’ Exhibit 1. TXU argued that none of the NTSB or
Commission investigation reports attributed failure to adefect in Poly 1 pipe or TR 414 resin because the
reports did not identify the cause of failure or identified the failure as attributable to fittings, fusion and
squeezing, or saddle-tap failures.**?

TXU addressed intervening parties arguments that Lone Star knew of the faulty pipe in 1971. TXU
argued that not until the release of the NTSB SIR in 1998 was there an understanding the Poly 1 pipewas
susceptible to brittle-like cracking.*® TXU noted that the leaks identified in the Leak Survey were

138 TXU’sInitial Brief at 86 (Mar. 8, 2004).

13 TXU’s|Initial Brief at 88 (Mar. 8, 2004);

1% TXU’sInitial Brief at 87(Mar. 8, 2004);

1% TXU Exhibit 31 at 32.

157 TXU Reply Brief at 22-37 (Mar. 17, 2004).

1% Tr. Vol. 3 at 64-66; TXU Reply at 22 (Mar. 17, 2004).
1% TXU Reply Brief a 23 (Mar. 17, 2004).

140 49 CFR §190 (1968) and 49 CFR §192 (1970).
141 Exhibit 60 at 13 and 69.

142 TXU Reply Brief at 24-27 (Mar. 17, 2004).

143 TXU Reply Brief at 27-28 (Mar. 17, 2004).
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attributable to construction defects, outside damage, and |eaks on steel mains or fittings.**

TXU addressedintervening parties’ argument that Phillips, the manufacturer of TR 414, warned Nipak that
TR 414 resin wasunsuitablefor gaspipeuse. TXU argued that interveners misrepresented the statements
contained in ATM Exhibit 56 at 4-8. TXU argued the memo actually represents that Phillips had been
marketing TR 414 as arecommended resin for gas utility pipe and fitting use and'* that the reason Nipak
discontinued manufacture of the pipe was not due to perceived problems but because Phillips no longer
manufactured TR 414 Resinonce TR 418 becameavailable. TXU stated that all plastic pipeof thisvintage
was first marketed for use in water systems.

TXU repeated its position that the utility’s SCP costs are reasonable and prudent and summarized what
it characterized as essential facts. TXU argued that NTSB determined in 1998 that it was reasonable for
utilities to monitor and replace as necessary first generation polyethylene pipe.**®

TXU argued that the Poly 1 pipe was used and useful until it was removed from service. TXU stated that
intervening parties’ arguments to make additional deductions from invested capital ignores that the pipe
was used and useful until it was removed from service, and the replacement pipe was used and useful.
TXU argued that no municipality challenged the used and useful nature of Poly 1 Pipe in any prior
municipa or Commission proceeding.**

TXU stated that all Poly 1 pipelocated in their system has been removed from invested capital. TXU also
stated that all salvage costs of removal replacement was excluded from Poly 1 pipe. TXU argued the
removal and replacement of Poly 1 pipe was necessary in the provision of gas utility service. TXU stated
there is no basisto reduce TXU’sinvested capital .

TXU argued that the documents in the Box were non responsive to ACC’s RFIs 7-47, 14-14, and 19-8
because the documents are outside of the requested date range, or are not memos or correspondence.*
TXU argued that ACC RFI 7-42 asked for the number of feet and size of Poly 1 pipeinstalled but did not
ask for the number of feet in the system.™ TXU reported that it does not have documentation of the
number of feet installed in the system.

TXU acknowledged itsoversight in production of documentsrelating to Poly 1 pipe, but characterized the
results as not severe. TXU argued that it acted in good faith to produce the Poly 1 pipe documents.™*

ACC’s Position
ACC argued that TXU should not recover any money for its Safety Compliance Program because
ENSERCH should have removed the faulty pipe in 1971 when there were still records and institutional

144 TXU Reply Brief at 28 (Mar. 17, 2004); ACC Exhibit 57; ACC Exhibit 58.
145 TXU Reply Brief a 29 (Mar. 17, 2004).

146 TXU Reply Brief at 29-30 (Mar. 17, 2004).

147 TXU Reply Brief at 30-31 (Mar. 17, 2004).

148 TXU Reply Brief at 31-32 (Mar. 17, 2004).

149 TXU Reply Brief a 33 (Mar. 17, 2004).

1% TXU Reply Brief at 34 (Mar. 17, 2004).

151 TXU Reply Brief at 36-37 (Mar. 17, 2004).
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knowledge of the location of the pipe. ACC also argued that TXU should not recover for legal expenses
that were used to further the delay of removal of the Poly 1 pipe. ACC stated that all costs of replacement
for Poly 1 pipe should be removed from TX U’ sinvested capital.*** Asaresult, ACC adjusted Distribution
depreciation expense by removing TXU’s requested amortization for Poly 1 pipe.*

InitsMarch 17, 2004, Reply Brief, ACC repeated that TXU should recover no Poly 1 pipe costs.™ ACC
argued that the intervening parties did not learn the history of the utility’s use of Poly 1 pipe until eight
months after the case was filed and until the evidentiary hearing was hafway through its four-week
schedule. ACC argued that the documentsin question were responsive to RFIs but were not provided by
TXU.»®

ACC argued that the utility should not be rewarded for manufacturing and installing defective pipe. ACC
noted that Nipak manufactured the Poly 1 pipe using resin that the supplier warned was not suitable for
use in the manufacture of gas utility pipe.*®® ACC argued that Nipak manufactured the pipe for usein the
Lone Star Gas affiliate’s distribution system and that this testing resulted in the deaths of at least five
people.™™’

ACC argued that even when the utility became aware of the problems by July 1970, the utility continued
to install the pipeinits system. The pipe was maintained in inventory until as late as November 1971.%%®
ACC argued that the utility’s dealings with the Poly 1 pipe resulted in increased expenses to ratepayers
over thelast thirty years. Now, TXU seeksmillions of dollarsfrom customersto correct the defectsin the
system. ™

ACC also argued that TXU should not be rewarded for waiting thirty years after the knowledge of the
defect of the pipe to remove the pipe from the system. ACC addressed TXU’sargumentsthat it removed
the pipe at the direction of the Commission and therefore should recover costs from rate payers. TXU
stated that the Commission directed the utility to remove the pipe more quickly than TXU had planned.
ACC noted that TXU did not mention its numerous, unsuccessful programs to remove the faulty Poly 1
pipe over the proceeding thirty years. ACC observed that only the threat of enforcement actions and fines
provided hefty incentive for the utility to finally complete the removal of the defective pipe from its
system.leo

ACC chalenged the credibility of TXU’s witness Greer regarding his responses to discovery and his
testimony asto when the utility first learned of the Poly 1 pipe defects. In discovery, Mr. Greer informed
intervening partiesthat the utility became aware of the potential Poly 1 pipe problemsin 1997. Not until
cross examination at the hearing did Mr. Greer respond that “an early indication of potential leaks

152 |nitial Brief of ACC at 12-13 (Mar. 8, 2004).

%3 Initial Brief of ACC at 80 (Mar. 8, 2004).

15 ACC Reply Brief a 4 (Mar. 17, 2004).

1% ACC Reply Brief at 4-5 (Mar. 17, 2004).

1% ACC Exhibit 102B at LSG 000355.

17 ACC Reply Brief at 6; ACC Exhibit 58; TR. Vol. 7 at 86-128.
1 Staff Exhibit 6; ACC Reply Brief at 6 (Mar. 17, 2004).

1% ACC Reply Brief at 6 (Mar. 17, 2004).

180 ACC Reply Brief at 7-8 (Mar. 17, 2004).
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surrounding the cracking were probably noticed around the mid to late ‘ 70s.”*** ACC referenced ACC
Exhibit 102, bates number LSG 000279 to support its position that the utility knew as early as July 1970
of thefailureswith Poly 1 pipe.*®> ACC also noted that Mr. Greer would not agree that the word “failure”
could be associated with the Poly 1 pipe until that word was shown to Mr. Greer in document production
sponsored by him.*®3

ACC argued that TXU provided no credible evidence to support its claim that the Poly 1 costs were
reasonable and necessary. ACC stated that TXU’ srequest to recover costsor investment should be denied
dueto TXU'’ sdeliberate pattern of deception in dealing with municipa and Commission regulatorson the
Poly 1 pipe issues. ACC stated that TXU has not provided hundreds of pages of documents, and this
conduct meritsimposition of sanctionsin TEX. R. CIV. PRO. §215.2 and §215.3, including the denia of
relief and the striking of pleadings, resulting in a complete exclusion of all expenses and investment of
Poly 1 pipe.!®* ACC called for denia of attorneys fees related to the three Commission enforcement
actions, and removal of replacement costs for the Poly 1 pipe that should have had a50-year life.'® ACC
argued that ratepayers should not have to provide these funds, and for the long term safety of ratepayers
TXU should bear these costs.

ACC argued that TXU cannot rely on the Commission’s enforcement orders or prior settled cases as
support or prior approval of TXU’s Poly 1 pipe costs. ACC argued that the fines were imposed for
violations of the Commission’ s safety standards. ACC stated that TXU cannot rely on the Commission’s
enforcement order to statethe Commissionimplicitly blessed TXU’ scost recovery claim. ACC noted that
the Commission’ sOrder in GUD 9217 specifically reserved the cost recovery issuefor afuturerate case.**
ACC aso disagreed with TXU’s position that TXU’s Poly 1 pipe removal costs received regulatory
approval. At TXU Exhibit 31 at 31 andinitsMarch 8, 2004, Initial Brief at page 88, TXU stated that “[i]n
a settled case, the absence of a specific finding disallowing a cost of service item means that the cost is
considered to be approved and any shortfall from the requested increaseis considered to be areduction to
the return allowed on common equity.” ACC argued that settled cases result in no approvals of any
items.*®” ACC argued that the U.S. Supreme Court held that cases have no precedential value on issues
neither argued nor decided. ACC provided several cases as examples of this premise.’®® ACC therefore
concluded that TXU’s settled cases in no way set any precedent on the issue of Poly 1 pipe recovery
costs.*®

ATM’s Position
ATM argued that the Commission should disallow al Poly 1 pipe costs because:

81 Tr. Vol. 2 at 68; ACC Reply Brief at 8 (Mar. 17, 2004).

182 ACC Reply Brief at 8 (Mar. 17, 2004).

183 ACC Reply Brief at 9 (Mar. 17, 2004); Tr. Vol. 7 at 110-113.

164 ACC Reply Brief at 10 (Mar. 17, 2004).

15 ATM Initial Brief at 28 (Mar. 8, 2004); ACC Reply Brief at 10 (Mar. 17, 2004).

166 ACC Reply Brief at 11 (Mar. 17, 2004); ACC Exhibit 21, GUD 9217 Consent Order at paragraph 18 (Dec. 20,
2001).

167 ACC Reply Brief at 11 (Mar. 17, 2004).

18 ACC Reply Brief at 12 (Mar. 17, 2004) citing U.S. v. L.A. Tucker Truck Lines, 344 U.S. 33, 38 (1952); Kershaw
v. Shalala 9 F. 3d 11 (5" Cir. 1993); and Southwestern Bell Tel. Co. v. Public Util. Comm’ n of Texas, 31 S.W. 3d
631 (Tex. App.—Austin 2000).

18 ACC Reply Brief at 12 (Mar. 17, 2004).
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. TXU failed to show that costs related to the replacement of Poly 1 pipe were reasonably and
prudently incurred;*™

. It wasimprudent of ENSERCH (Lone Star Gas) not to havereplaced the pipeearlier, when the cost
of replacement would have been less;*"*

. Theutility’ sfailureto replace Poly 1 earlier |ed to deaths and injurieswhich could have and should

have been avoided;'"? and

. When the hearing on the merits began in this GUD 9400 proceeding, ATM was unaware of the
extent of Poly 1 pipe failures and the defects, due to a deliberate attempt to keep that information
from the parties.’”®

ATM argued that even before Nipak began manufacturing the Poly 1 pipe, Phillips Chemical Company
(Phillips) informed Nipak that the TR-414 resin was never intended to be used for the manufacture of gas
utility pipe and that it was designed for use in conduit manufacture.’”* ATM argued that Lone Star Gas
knew in late 1971 of the defects and hazards of the use of Poly 1 pipe as evidenced by the instructive
correspondence regarding theremoval and replacement of all Poly 1 pipe.t”” ATM referredto aNovember
30, 1971, correspondence from Mr. Louis B. Hulsy*™ to support itsposition. That letter stated that “[y]ou
must promptly cause all Nipak polyethylene pipe, tubing, and fittings to be returned to Dallas for full
credit. Even more important, we do not want a single foot of Nipak 3306 polyethylene pipe, tubing, or
fittingsto remain in any Distribution warehouse, either in or out of stock. WWemust not |et asituation exist
whereby Nipak 3306 pipe, tubing, or fittings could beinadvertently used in our piping systems.” (Emphasis
inoriginal.)

ATM argued that Lone Star Gas knew, by December 7, 1972, of fifty-eight “material failures’*’” and by
September 7, 1973, Lone Star Gas knew of another seven leaks caused by material failures.*® “Fiveof the
reported failureswere brittle-type longitudinal cracks on various sizes of Nipak PE 3306 pipe. . . al these
failures were similar to those previously experienced.”*"

ATM argued that Lone Star Gas knew of the defects and potential hazards of the use of Poly 1 pipe and,
therefore, accelerated a leak surveillance program for “Generation | polyethylene pipe.”*®

Correspondence dated December 13, 1976, explained that the program was to be “effective
immediately.” The accelerated leak surveillance program began in 1977.%%? The evidence described that
maps marked to show the location of al Poly 1 mains had been distributed in 1972. Priorities for

0 ATM’snitial Brief 38 (Mar. 8, 2004).

7 ATM’s Initial Brief at 26 (Mar. 8, 2004).

2. ATM’snitial Brief at 27 (Mar. 8, 2004).

1% ATM Initial Brief at 41.

174 ATM Exhibit 56 (January 15, 1970 letter from G.M. Covington to W.C. McCord at 2 of 5).
5 ATM’sInitial Brief at 28-29 (Mar. 8, 2004); Staff Exhibit 6.
176 Staff Exhibit 6.

1 TXU Exhibit 60 at 74.

178 TXU Exhibit 60 at 85.

1 TXU Exhibit 60 at 85.

180 TXU Exhibit 60 at 109.

181 TXU Exhibit 60 at 109.

182 TXU Exhibit 60 at 109.
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replacement were established.™ Priority One (or Category 1) related to pipeswith stresscracking. Priority
two (or Category two) related to pipesin congested areas. Priority Three(or Category Thee) related to pipe
in non-congested areas.® Money wasto be budgeted in 1978 to replace Priority One pipe by mid-1979.'%
Replacement of Priority Two pipe was to be completed by mid-1981.%

ATM argued that Lone Star Gas knew the defects of Poly 1 pipe, knew Poly 1 pipes had cracks, and knew
of the potential hazards, but failed to meet its objectivesfor pipereplacement by 1979 and 1981.% By July
1981, the Lone Star Gas' West Texas Division, had replaced 10,382 feet out of 53,835 feet of Poly 1
pipe.’® By July 1981, the utility’s Fort Worth Division had replaced approximately sixty percent of the
Priority 1 pipe; eighty-eight leaks were located involving first generation (Poly 1) pipe during the
surveys.’® By August 1981, the Dallas Division had replaced 227,387 feet but reported that it till had
96,568 feet of Priority 1 and Priority 2 pipe to replace due to stress cracking or Priority 1 location.'*®
Greenvillereported that it had replaced 41,692 feet but had 39,183 feet still to replace. Greenville noted
itsspecia surveys had located 321 leaks on first generation pipe.'* The East Texas Division had replaced
all of its Priority 1 pipe but had not replaced any Priority 2 pipe by August 1981.*

ATM noted that in November 1981, Lone Star Gasimposed upon itself a new deadline of May 30, 1982,
for replacement of all Priority 1 pipe (pipe with stress cracking) and December 31, 1983, to replace all
Priority 2 pipe (pipe in congested areas).'®® However, by 1984, significant amounts of Poly 1 pipe
remained in several regions.® For example, the Texoma Region reported it had 521,458 feet of Poly 1
pipe (5,639 feet Priority One; 14,125 feet Priority Two; and 501,694 feet Priority Three).®® The Irving
Regionreported it had 329,578 feet of Poly 1 pipe (18,606 feet Priority One; 35,394 feet Priority Two; and
275,578 feet Priority Three).'*

ATM argued that L one Star Gas knew the Poly 1 pipewas def ective because Phillips had warned Lone Star
that the Poly 1 pipewas not appropriatefor usein gasutility piping;®” Nipak offeredto givecredit to Lone
Start for all Poly 1 pipe that was returned;**® and because Lone Star began a program in 1977 to replace
all Poly 1 pipein congested areas.'*

18 TXU Exhibit 60 at 110 and 127.

18 TXU Exhibit 60 at 110, 127, and 136.

1% ATM Initial Brief at 32 citing to TXU Exhibit 60 at 120 and 127.
18 ATM Initial Brief at 32 citing to TXU Exhibit 60 at 120 and 127.
187 ATM Initia Brief at 32.

18 TXU Exhibit 60 at 128.

189 TXU Exhibit 60 at 129.

1% TX U Exhibit 60 at 130.

1 TXU Exhibit 60 at 131.

192 TX U Exhibit 60 at 135.

198 TXU Exhibit 60 at 136.

1% ATM Initial Brief at 33 citing to TXU Exhibit 60 at 132-133 and ACC Exhibit 102 (“the Box”) at Bates LSG
002139 - 002140 and LSG002147-002149.

1% ACC Exhibit 102 (“the Box”) at Bates LSG 002139 - 002140

1% ACC Exhibit 102 (“the Box") at Bates LSG 002146 - 002150.

17 ATM Initial Brief at 39 (Mar. 8, 2004).

198 Staff Exhibit 6.

1% TX U Exhibit 60 at 109.
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ATM argued that all of this evidence was available to TXU Gas when it merged with ENSERCH on
August 5, 1997.2®° TXU stepped into the shoes of Lone Star Gas Company.”* Lone Star had a claim
against Phillips or Nipak to be made whole.®* ATM argued that ratepayers should not now have to pay
the costs that resulted from the purchase and use of a defective product.”® TXU did not show that Lone
Star’ s purchase of pipe from an affiliate company was prudent, when no bids were solicited and when no
action was taken against the affiliate.** ATM argued that TXU offered no evidence regarding the failure
to replace the Poly 1 pipe at an earlier time, when maps were available to locate the mains.”®

ATM decided that the utility’ s attempt to keep information regarding the Poly 1 pipe from the partieswas
deliberate®® TXU redacted LSG Bates Numbers from documents it produced, which became TXU
Exhibit 60. Dr. Duvall’s notes were not produced until February 9, 2004.%°” The documents listed on Dr.
Duvall’ s notes are referenced by their LSG Bates numbers. ATM argued that TXU had access to this
evidence, but failed to produce the documents.

ATM argued that the Commission should disallow all Poly 1 pipe costsbecausethe TR 414 Resin/PE 3306
(Poly 1 pipe) defect was inherent in the manufacture of the pipe; Lone Star and TXU were playing a
dangerous game with the lives and property of its customers until all Poly 1 pipe was replaced; the utility
knew the pipe was unsafe; and that record evidence indicated the utility knew before 1997 that the pipe
must be replaced.”®

In ATM’s March 17, 2003, Reply Brief, ATM argued that TXU made the issue of the prudence and
reasonableness of Poly 1 costs much more difficult due to its failure to provide discovery in atimely
manner. ACC noted that the discovery that was provided is still incomplete because critical documents
are missing from "the Box." ATM stated that even when the 161 pages that comprise TXU Exhibit 60
areadded to "the Box," over 300 pages were missing from the Bates stamped pages. ATM questioned the
concept that even though PE 3306 pipe (Poly 1 pipe) began to fail amost immediately, TXU did not
produce a single document about the TR 414 resin from Phillips or from Nipak or from Lone Star to
Phillips. ATM argued that there should have been correspondence produced in discovery that was either
to or from Phillips relating to the Poly 1 pipe failures.*®

ATM arguedthat TXU’ sInitial Brief defensesagainst disallowance of Poly 1 pipe costsis predicated upon
misstatements of law and omissions of fact. ATM corrected TXU that it is not Staff and intervening
parties which have the burden of proof to show that TXU Gas/Lone Star was imprudent in its
decision-making with regard to Poly 1 pipe installation and replacement, but rather it is TXU's burden.?*°
ATM stated that the Commission’s Rule 7.503 providesthat thereis a presumption of reasonableness of

20 ATM Initial Brief at 39 (Mar. 8, 2004).

21 ATM Initial Brief at 39 (Mar. 8, 2004).

22 ATM Initial Brief at 39 (Mar. 8, 2004).

203 ATM Initial Brief at 39 (Mar. 8, 2004).

24 ATM Initial Brief at 39 - 40 (Mar. 8, 2004).

25 ATM Initial Brief at 40 (Mar. 8, 2004); TXU Exhibit 60 at 109-111.
26 ATM Initial Brief at 41-42.

27 See Dallas Exhibit 10.

28 gtaff Exhibit 6.

29 ATM Reply Brief at 1 (Mar. 17, 2004).

210 ATM Reply Brief at 15-17 (Mar. 17, 2004) citing Codlition of Citiesv. PUC, 798 S.W.2d 560 (Tex. 1990).
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expenditures if the books and records are kept in accordance with Commission rules, but that the
presumption does not exist regarding Poly 1 invested capital .

ATM aso asserted that TXU' s settlements with citiesin 2001 and 2002 do not act to bar the litigation of
the prudence of Poly 1 replacement costs or the prudence of Poly 1 replacement costsin this proceeding,
asargued by TXU. ATM argued that TXU was unableto support its proposition that in a settlement, acost
of service item is considered approved unless there is a specific finding disallowing the item. ATM
distinguished TXU’ sargument from that position that a settled case could be considered to beresjudicata
of aclaim that was or could have been litigated in connection with a settled case. Res judicata bars the
retrial of claims pertaining to the same cause of action which has been finally adjudicated. To invokethe
doctrine, the prior judgment must involve the same issues, subject matter and parties or those in privity.

A settled case at the municipal level cannot satisfy these criteria. ATM argued that a municipality’s
adoption of arate ordinance is merely undertaking alegidlative function but is not adjudicating and is not
afina judgment. Therefore, the concept of resjudicata has no application to ratemaking ordinances and
settlements at the municipal level do not qualify for resjudicata treatment. It isATM’s position that for
the purposes of administrative law, the res judicata doctrine presupposes a trial has taken place- not a
settlement.*?

ATM went on to argue that a settlement at the Railroad Commission does not invoke the res judicata
doctrine because there has not been atrial where witnesses have vigorously been cross-examined.”® The
Coalition of Cities case made this a requirement before application of res judicata principles would be
appropriate. All of the same parties participated vigorously in theinitial contest with each presenting its
own evidence and cross-examining its opponent's witnesses.”

ATM argued that the January 10, 2002, Consent Order in GUD 9217, Enforcement Action Against TXU
Gas Distribution for Violation of Commission Satewide Pipeline Safety Rules and Violation of
Commission Consent Order in Docket No. 9186, reserved decision on the recovery of Poly 1 coststo a
futurerate proceeding. ATM stated that GUD 9217 was decided on December 20, 2001, before any of the
2002 settlementshad taken place. Therefore, all those settlementswere made subject to the Consent Order
which had been agreed to by TXU. ATM argued that this GUD 9400 proceeding, isthefirst contested rate
proceeding which has been litigated after the entry of that Consent Order and therefore GUD 9400 isthe
future rate proceeding referred to in the Consent Order.?®

ATM noted that TXU Gas Company was formerly known as ENSERCH Corporation and TXU
Gas-Distribution was formerly the Lone Star Gas Company (Lone Star). ATM argued that TXU
Gas-Distribution and Lone Star Gas Company are one in the same. The acts of Lone Star Gas Company

21 ATM Reply Brief at 15-17 (Mar. 17, 2004).
22 ATM Reply Brief at 18-20 (Mar. 17, 2004).
%3 Coalition of Citiesv. PUC, 798 S.\W.2d 560 (Tex. 1990).
24 ATM Reply Brief at 19-20 (Mar. 17, 2004).
25 ATM Reply Brief at 20-21 (Mar. 17, 2004).
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are the acts of TXU Gas Distribution. This is particularly important to understand when evaluating
whether the Poly 1 installation or replacement expenditures were prudently incurred.?®

ATM asserted that TXU failed to prove that the Poly 1 costs were prudently incurred, because the utility
could not show prudence of purchasing Poly 1 pipefrom amanufacturer who had never before beenin that
line of business; prudence of purchasing Poly 1 pipe from a manufacturer without taking bids from any
other manufacturer; prudence of purchasing pipe from a manufacturer who bought resin from a company
which indicated that the resin was not fit for gas pipe; and prudence of failingto replace Poly 1 pipe before
1997 after many years of failures and explosions.?’

ATM argued that the failure by TXU to meet its burden of proof regarding these issues means that TXU
is not entitled to put the requested Poly 1 costsinto invested capital. ATM argued that if Lone Star had
replaced all the Poly 1 pipe in the 1980s, then the Safety Compliance Program costs and the Poly 1
replacement costs requested in this proceeding would be far less. ATM noted that if Lone Star installed
pipe with the TR 418 resin between May and December 1970, then none of the Poly 1 replacement costs
would be considered in this proceeding.

Dallas's Position

Dallas argued that it is inequitable to force customers to pay for not only the replacement of plant when
the defective Poly 1 pipe was purchased from an affiliate but a so the digging of test holes associated with
replacement plant.*® Dallas argued that TXU is attempting to shift the excessive and otherwise non-
recoverable costs of the Poly1 pipe program.**

Dallasargued that TXU did not meet itsburden of proof in thisrate proceeding to show the reasonableness
of therates because TXU did not clearly identify the costs. Dallasargued that TXU identified some of the
resurvey costs, pipe removal costs, and pipe replacement costs incurred by TXU when Poly 1 pipe was
located, but made no effort to take an additional step to identify and justify the prudence or reasonableness
of those costs.?

Dallasargued that because TXU has not presented sufficient evidencein this proceeding, the Commission
can not determine whether costs would have been lower if Lone Star had used the advice of the resin
manufacturer that the resin was not intended for gas utility use; if the program had been initiated and
completed at an earlier date; or if Lone Star had gotten 700 people from around the country to survey and
complete the replacement of mainsin thelate 1970's or even the early 1980's. Dallas acknowledged that
TXU had provided its total spending capitalized to plant in service as $87,837,108.64.%* Because TXU
failed to identify the costs, break out the costs, or justify the costs included in its request for plant in
service, Dallas argued TXU has failed to meet its burden of proof on all issues and recommended the

26 ATM Reply Brief at 15-16 (Mar. 17, 2004); TXU Exhibit 11, attachment SJH-2:GUD 8976, Satement of Intent
to Change the City-Gate Rate of TXU Lone Sar Pipeline, formerly known as Lone Sar Pipeline Company
established in GUD Docket No. 8664,(June 26, 2000), Finding of Fact No. 22.

27 ATM Reply Brief at 22 (Mar. 17, 2004).

48 Dallas Exhibit 1 at 12.

29 DallasInitial Brief at 3-4 (Mar. 8, 2004).

20 DallasInitial Brief at 19 (Mar. 8, 2004).

#! Dadlas Initial Brief at 20 (Mar. 8, 2004); ATM Exhibit 37.

=
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Commission (1) exclude TXU’ srequest for aregulatory asset of $42,982,796, (2) exclude TXU’ srequest
for return and associated taxes on that asset, (3) exclude TXU’s request of $3,008,705 for amortization
expense, (4) exclude $212,093 of software and related return and taxes in rate base, (5) exclude $70,698
of amortization expense related to that software, and (6) make an adjustment to TXU’s plant in service
accounts relating to those replacement costs.?

Dallasrecommended removal of theamortization expensefor the Safety Compliance Program becausethe
costs of the Poly 1 pipe are historic and non-recurring, customers are already paying higher rates due to
early replacement of thefaulty pipe, the utility’ srequest already includesrecovery of theinitial cost of pipe
that wasretired and the cost of the replacement pipe, and because Lone Star and TXU knew of the dangers
and ineffectiveness of the pipe before the program was announced and started in 1997.%2

Dallasargued that TXU did not meet itsburden to prove the reasonabl eness of the costs. Dallasargued that
TXU initially expensed the costs and | ater decided to book the costsas aregulatory asset. However, TXU
failed to show the reason for this decision, provided no expert at the hearing on the merits with first hand
knowledge of theissues, problems, or reasonsfor the programsor the change in the method of accounting
treatment. TXU Witness Greer had no operational or accounting responsibility for the program. Mr.
Watson had no direct responsibility for the program. TXU failed to provide evidence justifying the
inclusion of the costs as being reasonable. Therefore, Dalas recommended the Commission reduce
Distribution rate base by $43.2 million and Distribution expense by $3.1 million.?*

Dallasrecommended that TXU’ srequest for legal and lawsuit expensesrelated to the Poly 1 pipeissue be
reduced by $104,176 because the expenses were non-recurring and were not justified.?

Dallasargued that it isinappropriate for TXU to recover coststo identify and replace faulty pipe that was
purchased from an affiliate company. Dallas argued that the reason TXU had not recovered costs of the
Poly 1 pipe problems from the pipe manufacturer, Nipak, is because the manufacturer was the affiliate
company. Dallasnoted that the utility provided no evidence of abidding processor other evidenceto show
that an appropriate arm’s length affiliate transaction occurred for the initial acquisition of the defective
pipe. Dallas also noted that Nipak did not sell its pipe to any other gas company.?*

InitsMarch 17, 2004, Reply Brief, Dallas argued that TXU presented no witness to specifically sponsor
evidenceto support the reasonableness of cost of installation or the cost of the replacement of Poly 1 pipe.
Dallas stated that no witness explained or testified about the reasonableness of TXU/Lone Star's conduct
in not removing this pipe before 1997, or in not removing more of it in the voluntary program in 1997.
Instead, TXU referred to itswitness Greer to describe the removal program. However, thereasonsfor the
program are never provided. Instead, TXU referenced the Commission’s Order to remove the pipe and
concluded that the costs were reasonable and necessary.?’

2

N

2 Dallas Initial Brief at 19-20 and 33-35 (Mar. 8, 2004) citing TUC §104.008 and Dallas Exhibit 1 at 8-13.
* Dallas Initial Brief at 33-34 (Mar. 8, 2004); Dallas Exhibit 1 at 8-13.

“ Dadlas Initial Brief at 34-35 (Mar. 8, 2004).

® Dallas Initial Brief at 45 (Mar. 8, 2004); Dallas 1 at 44.

¢ Dallas Exhibit 1 at 9-10.

22" Dallas Reply Brief at 18-19 (Mar. 17, 2004).
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Dallas retorted that unsupported conclusions do not rise to the level of evidence.?® TXU ignored the
documentary evidencefromitsown filesthat showed problemswith thispipeasearly asthe 1970's, specid
surveillance programs, and severa removal effortsover theyears. Dallasargued that the documents show
that the pipe should have been removed and replaced long before 1997. It is Dallas's position that Mr.
Greer's testimony was not supported and was not connected to the program.?®®

At pages 20 - 21 of its March 17, 2004, Reply Brief, Dallas cited numerous excerpts from the hearing to
show that Mr. Greer's blanket statement as to reasonableness is not supported by facts, research, or any
expertise in the area of Poly 1 pipe issues. Dallas argued that there is no probative evidence of the
reasonableness of the conduct of TXU on the Poly | pipeissue at al. Instead, the problems were well
known to TXU/Lonestar prior to 1997, and should have been addressed long before that time.

TXU requested Commission approval for inclusion of costsininvested capital becausetheremoval of the
defective pipe that was an improvement in safety; and because investor funds were advanced for this
program. Dallas argued that the test hole digging program should have been recorded as an expense item,
not capitalized, and not recovered in future years. Dallas argued that the test hole program did not better
the plant.?°

Dallasargued that the utility should not be able to neglect aknown problem for years and then when aloss
of lifeoccurs(the Garland Explosion), recover extraexpendituresto restore safety. Dallasargued that this
defiesany concept of reasonableness. Dallasargued that TXU provided no evidenceto show that theinitial
purchase and use of this pipe was reasonable or to show that it was reasonable to wait until an explosion
resulting in deaths occurred to then rush the SCP program. Dallas concluded that TXU's request for
invested capital treatment should be denied as should the amortization of this expense, cost of the
replacement pipe, and the software used to track this program.®*

Railroad Commission Saff’s Position

Staff argued that Poly 1 isan ancient problem that should have been corrected long ago. TXU should not
be rewarded for its performance and for thirty years of neglect. Staff argued that it is undisputed that
explosions, some fatal, were attributable to Poly 1 pipe. Yet, even as late as 1994, the utility was still
discussing options other than replacement of the Poly 1 pipe.?* Staff believed that the utility should have
faced itsresponsibility to itscustomersover thirty yearsago when it discovered the pipe was defective and
unsafe. No portion of the cost of Poly 1 pipe should be passed to the ratepayer. Instead, the utility should
forego any recovery in this docket related to Poly 1 pipe,>* should not recover for the Safety Compliance
Program;?** should not be allowed to amortize the costs;** and should be prevented from seeking
reimbursement of any poly 1 pipe costs in any future capital investment adjustment factor (CIAF) or gas
reliability infrastructure project (GRIP), in accordance with TUC 8104.301.

28 General Elec. Co. v. Joiner, 522 U.S. 136, 146 (1977).
22 Dallas Reply Brief at 18-19 (Mar. 17, 2004).

20 Dallas Reply Brief at 21.

Z! Dallas Reply Brief at 21-23.

22 Gtaff’ s Initial Brief at 3-4 (Mar. 8, 2004); Staff Exhibit 8.
28 Staff’s Initial Brief at 3-4 (Mar. 8, 2004).

24 Gtaff’ s Initial Brief at 3-4 (Mar. 8, 2004).

25 Staff’s Initial Brief at 3-4 (Mar. 8, 2004).
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Examiners Recommendation

In its December 20, 2001, Consent Order, the Commission determined that any recovery of the costs by
TXU associated with therecovery, removal, and replacement of Poly 1 pipewould be addressed in afuture
rate proceeding.”® This is the first time this issue has been litigated and is the first opportunity the
Commission has been given to examine the expenses incurred in the location, removal, and replacement
of Poly 1 pipe. Theissuesof whether the Commission should approve the requested amountsin rate base
and whether TXU should earn areturn on those amounts are ripe for Commission determination in GUD
9400.

The Examiners find that if the Commission orders TXU to immediately cease future recovery of all
amountsrelatingto Poly 1 pipe, theutility will have no argument regarding retroacti ve ratemaking because
the Commissionisnot disrupting any previousrate making decision, but rather isonly affecting futurerates
on aforward basis.

The Examiners find that TXU failed to meet its burden to prove reasonableness and prudence of its
expenditures relating to the location and replacement of Poly 1 pipe. The Examinersfind that the utility
failed to show the reasonableness and prudence of theinitial purchase and use of the Poly 1 pipe fromits
affiliate, Nipak. The burden of proof has two components. First, the utility has the burden of production
andisrequiredto bring forward competent evidence asto the reasonabl eness and necessity of itsexpenses.
By simply opening its books to inspection, a utility enjoys no presumption that the expenditures reflected
therein have been prudently incurred.”®” Second, the utility has a burden of persuasion. Whilethereisa
presumption that a utility’ s costs are reasonabl e and necessary, the utility must still provide evidence that
issufficient on the meritsto be persuasivethat the expenseis prudently incurred. The Examinersfind that
TXU failed on both production and persuasion to meet its burden of proof.

Because TXU failed to provide sufficient evidence showing that the expenseswere prudently incurred, the
Examiners find that TXU is not entitled to recover through rates paid by its customers the amounts it
expended relating to Poly 1 pipe. Having considered all parties arguments relating to the Poly 1 pipe,
Safety Compliance program issues, the Examiners recommend that with regard to Poly 1 pipe expenses,
the Commission:

@D Order TXU to immediately cease recovery of the $27,075,525 previously approved for
inclusionininvested capital relatingto Poly 1 pipe or the Safety Compliance Program. The
$27,075,525 amount isincluded in the $42,982,796 included in Schedul e E attached to the
Order inthisproceeding. In TXU’sworkpapersD(4) 1-2, page 1 line 5 and page 2 line 5,
TXU showed its annual amortization expense to be $3,008,705.

2 Deny TXU’srequest for areturn on any Poly 1 pipe expenses.

3 Deny TXU’srequest for $104,176 in legal fees.

4) Preclude TXU from all future recovery of the expenses capitalized as gas utility plant-in-
service.

5) Preclude TXU fromall futurerecovery of the expensesfor its Safety Compliance Program.

6 ACC Exhibit 21 (GUD 9217, Commission Consent Order dated Dec. 20, 2001 at 3, Stipulation Paragraph 18).
27 Coalition of Cities for Affordable Utility Rates v. Public Utility Commission of Texas, 798 S.W.2d 560, 563
(Sept. 12, 1990) Rehearing Overruled (Nov. 28, 1990).
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(6) Deny TXU'’ srequest to amortize the costs of the Safety Compliance Program over fifteen
years, forty years, or over any other time period.

@) Preclude TXU from any future request for reimbursement of location or replacement of
Poly 1 pipe as a Safety Compliance Program or under any other program from the
Commission or through capital investment adjustment factor (CIAF) or gas reliability
infrastructure project (GRIP), in accordance with TUC 8104.301.

(8 Deny TXU’s request to have the unamortized amounts of the SCP regulatory asset be
included in rate base.

Because the Commission has jurisdiction in this docket over the rates for TXU’s entire system, it is
appropriate for the Commission to preclude TXU’s recovery of the Poly 1 pipe costs from ratepayers
located anywhere in the TXU system, either within cities or within the environs.

The Examiners' find that the evidence shows that TXU, or its predecessor Lone Star Pipeline, knew or
should have known for the last thirty years of the defects and potential hazards of the Poly 1 pipe. The
evidence, i.e., memoranda found in ACC Exhibit 102 “the Box,” shows that before the pipe was even
manufactured, Phillips told Nipak that the pipe was not intended for use in gas utility service. Itisa
legitimate inquiry to ask whether TXU’ s expenditure of money to locate and replace the Poly 1 pipe was
reasonable and prudent. The evidence does not show that it was prudent of the gas utility to purchase the
Poly 1 pipe from its affiliate, Nipak. The Examiners agree that it was prudent to remove the pipe from
service. However, inthis case, theinquiry must go further. The Examinersfind the evidence to show that
the utility’ s initial use of the Poly 1 pipe in 1970 and 1971 and the subsequent failure of the utility to
immediately remove the pipe from service in 1971 was neither reasonable nor prudent.

The Examiners conclude that it was not prudent for the utility to wait until the year 2001 to completeits
Poly 1 pipe location and replacement programs. Defects in Poly 1 pipe are attributable to severa
explosionsand firesfrom 1978to 2000, resulting in the deaths of five peopleandinjuriesto thirteen others.
As soon as Lone Star became aware that the pipe was defective in 1971, the utility should have
immediately removed and replaced the Poly 1 pipe. Thisisentirely supported by the great weight of the
evidence.

Theevidence showsthat Lone Star acted imprudently and unreasonably initsinitial use of the Poly 1 pipe;
Lone Star acted imprudently and unreasonably in its failure to completely remove the defective pipein
1971; Lone Star acted imprudently and unreasonably in failing to completely remove the pipe from 1971
to 1997; and that TXU acted imprudently and unreasonably in failing to meet both its own internally-
imposed and Commission-imposed deadlinesto completely removethe pipefrom service. TheExaminers
find no evidence persuasive that the entire costs of the Poly 1 pipe Safety Compliance Program, which
result from the imprudent activities of Lone Star Gas in 1970 and 1971, and the imprudent decisions of
Lone Star not to remove all Poly 1 pipe in 1971should now be borne by TXU’ s current ratepayers.

TXU failed to meet its burden to show the reasonableness and prudence of the component expenditures
that comprised both the $87,837,108.64 Gas Utility Plant-in-Service or the $45,298,049.50 for its Safety
Compliance Program. The Examiners find no evidence regarding the various component expenses that
comprise these totals reported by TXU in ATM Exhibit 37. At best, the evidence provided total
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expenditures for 1997, 1998, and monthly total expenditures for the years 1999 through 2002.%® The
evidence provided by TXU allowsthe Commission one of two options-- to allow all costsor to disallow
al costs. The Examinersdo not find record evidenceto support any middle ground amount. For example,
if the Commission were inclined to allow TXU to recover, through rates, the amounts expended strictly
for the physical plant, cost of installation, labor for installation, and initial line testing, it does not have
record evidence to support such determination and approval, because TXU failed to include supporting
evidence in the record. The Commission could instruct the Examiners to re-open the hearing on such
limited issue as the costs of the current plant that is in service. However, allowing the hearing to be
reopened at this time would reward the utility for its failure to present adequate information to meet its
burden and would reward TXU for failing to participate in meaningful, forthright discovery.

The Examinersfind evidence that Lone Star knew of the defect of the Poly 1 pipe and even instructed its
employees to remove the pipe from its warehouse and from service. However, the Examiners find no
evidence or explanation why Lone Star did not act prudently in 1971 to locate and remove the pipe at that
time -- i.e., when the utility first knew of the defect and potential hazards.

The Examiners find no persuasive evidence to determine whether costs of location, removal, and
replacement would have been lower if Lone Star had initiated and completed at an earlier date. There
exists no evidence in the record to show what the costs would have been if Lone star had acted prudently
in 1970 and never used the defective pipe. There exists no evidencein the record to show what the costs
of location and removal would have beenif Lone Star hd acted prudently in 1971 to locate and remove the
pipe. The Examinersdo find that if the explosions dueto defective Poly 1 pipe, asdescribed in the record
evidence, had never occurred, several liveswould have been saved and property damage would have been
less. Therefore, it would have been prudent to have never used pipe that was not intended for gas utility
pipe or to have immediately replaced the pipein 1971.

The Examiners find no evidence to support the reasonableness or prudence of expenses for legal and
litigation fees requested by TXU in the amount of $104,176. Litigation due to imprudent activity is not
within the normal practice of a utility. The Examiners find no evidence that those expenses should now
be paid by TXU’ srate payers.

The Examinersfind no evidenceto support the reasonablenessor prudence of TXU’ sexpensesfor software
used in the location of Poly 1 pipe nor the associated amortization of software costs. TXU stated that it
hasno “Poly 1 pipe” software but does have softwareto track installation, removals, and leak information
of al polyethylene pipein accordance with Commission Rule §7.70.2° TXU stated that it did not use the
software during the SCP. However, TXU failed to show that but for the Poly 1 pipe Safety Compliance
Program, it would have needed or used the software. TXU presented no probative evidence asto how the
softwareis used to comply with 16 TEX. ADMIN. CODE §7.70.

When TXU merged with ENSERCH and acquired Lone Star, TXU had an obligation to conduct due
diligence as to the business practices of the entity it was acquiring. TXU knew or should have known of
the defects of the pipe. It isunreasonablethat TXU now requestsitsrate payersto pay for thelocation and

8 ATM Exhibit 37.
29 TXU Initial Brief at 38; TXU Exhibit 26 at 6-7; TXU Exhibit 26, attachment JAG-R-1; Tr. Vol. 7 at 173 - 174.
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replacement of the defective pipe somethirty yearslater —especially when the utility was not forthcoming
during the discovery process with documents that were clearly against its position.

Because TXU knew of the defects and hazards of the Poly 1 pipe, it should have immediately located,
pulled, and replaced the pipein 1971. 1n 2002, the Commission determined that any recovery of the costs
associated with the recovery, removal, and replacement of Poly 1 pipe would be addressed in afuturerate
proceeding.?* The Commission should have never been put in the position of ordering TXU to locate and
replace the pipe. Commission Staff became involved after the utility experienced several explosionsand
fires. The Commission should have never been in the position of having to penalize TXU for itsfailure
tolocate and replacethe Poly 1 pipe. Atthetimethe Commission stated inits December 20, 2001, consent
order in GUD 9217, that it would consider the costs associated with the recovery, removal, and
replacement of Poly 1 pipe, the Commission was not aware that Lone Star, and therefore TXU, was aware
of the defects and potential hazards of the use of Poly 1 pipe.

TXU’s ratepayers should not pay for any portion of the Poly 1 pipe location or replacement. TXU’s
ratepayers should not pay for litigation costs, legal fees, or lawsuit settlementsinvolving Poly 1 pipe. TXU
should be precluded from seeking rate payer reimbursements for any Poly 1 pipe costs from the
Commission or through the GRIP process. TXU should be required to reimburse to ratepayers any and
al portions previously collected from ratepayers attributabl e to the l ocation or replacement of Poly 1 pipe.

TXU’s argument fails that costs of the Poly 1 pipe or Safety Compliance Program should be paid by
customers because it was the Commission that ordered the replacement of the pipe. The defective pipe
should have been removed from service long before the Commission ordered TXU to locate and remove
all Poly 1 pipe. Documentsin existencesince 1971 indicated that the utility knew of the potential hazards,
knew the need to replace the pipe was urgent, yet failed to meet company deadline after deadline. Not until
the Commission ordered the utility to replace the pipe did the replacement program become a serious
priority. Even then, TXU failed to meet its deadlines. When the Commission made the decision in 2001
that costs associated with Poly 1 pipe would be addressed in afuture rate proceeding, it was not aware of
the existence of documents that show that TXU, or its predecessor company ENSERCH, knew or should
have known of the defects and potential hazards of use of Poly 1 pipe in the natural gas industry.

During the hearing on the merits, TXU witness Greer was asked whether TXU was still filing monthly
updates with the Commission’ s steff, in accordance with the Commission’s Order. Mr. Greer responded
that when location of Poly 1 pipeismade, theinformation isimmediately transmitted to the Commission
office. Thisevidenceat Transcript Volume 2, pages 156-157 (January 27, 2004), showsthat TXU hasnot
yet completed the location and replacement of all of the Poly 1 pipe.

B. WINS
Issue Summary and Overview

Inthissection regarding WINS, the Examinersdistingui sh between threeareas of TXU’ soverall structure:
. TXU Corp. isTXU’s corporate head,;

20 ACC Exhibit 21 (GUD 9217, Commission Consent Order dated Dec. 20, 2001 at 3, Stipulation Paragraph 18 ).
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. TXU Business Servicesisthe TXU entity that providesgeneral and administrative services
to numerous affiliated entities under the TXU corporate umbrella; and
. TXU Gasisthe utility that provides gas services and is the applicant in GUD 9400.

TXU Business Services provides general and administrative services to affiliated companies under the
TXU Corporate umbrella, including services to TXU Gas. WINS was TXU Business Services
comprehensive review of TXU’s administrative and general (A& G) expenses** culminating in a cost
savingsprograminitiatedin 2002 toidentify and reduce operating and capital costs.?*> The program started
out as“Worldwide Innovative Services,” but as TXU’ s European operations were discontinued, the name
changedto “Winning Innovative Services.” ** TXU Business servicesconducted the WINS project inthree
phases (service assessment, core processredesign, and performance management). Therecommendations
were implemented in the TXU Business subsidiary to benefit all affiliated entities under the TXU Corp.
umbrella that receive services from TXU Business Services operations.®*

TXU proposed to address, through the rates set in GUD 9400, both WINS costs (asan expense) and WINS
benefits. TXU proposed to pass to its customers an estimated amount of the net benefit cost savings that
are being achieved through the WINS program by reducing the utility’s cost of service®®® At the same
time, TXU requested the Commission include an allocated portion of the cost of WINS implementation.
The key guestions regarding WINS issues were:
Did TXU Gas meet its burden of proof to show that the costs it incurred for the WINS
program were reasonable and necessary?
. Did the TXU Corp. assign to TXU Gas the appropriate amount of WINS savings? If not,
what should be the appropriate amount of savings?
. Should the costs of the WINS program be passed through to TXU Gas' customers? If so,
how much?

Costs: TXU stated that it incurred one-time costs for implementing of the WINS program, including steff
reduction severance and retaining the consulting services of Booze Allen Hamilton.?*® TXU allocated a
portion of these program coststo TXU Gas. Therefore, TXU Gas has requested that for setting rates, the
Commission approve these costs as an off-set to the savings allocated to TXU Gas. To determine the
amount of one-time WINS costsallocated to TXU Gas, TXU added the coststhat it allocated to TXU Gas
($1,443,362) to the TXU Gas direct costs ($6,291,595) to calculate the total one-time costs it alocated
to TXU Gas ($7,734,957).24 Of that total, TXU Gas assigned $5,560,483 to Distribution and $2,174,474
to Pipeline ($5,560,483 + $2,174,474 = $7,734,957).2®

Amortization of Costs: TXU requested the Commission approve WINS one-time costs of $7,734,957,
amortized over fiveyears($7,734,957 +~ 5= $1,546,991.40), to betreated asaregul atory asset for inclusion

21 TXU Exhibit 18 at 18-21.

22 TXU’sInitial Brief at 77 and 91 (Mar. 8, 2004); TXU Exhibit 18 at 18-21.

23 Gtaff’ s Initial Brief at 4 (Mar. 8, 2004); ACC Exhibit 2 at 41a.

244 TXU Exhibit 18 at 18-20.

25 TXU Exhibit 18 at 24.

26 TXU Exhibit 18 at 18-22; TXU Initial Brief at 78 (Mar. 8, 2004).

247 TXU Exhibit 18 at 21-22 and Exhibit MDM-2 at 29.

28 e Allocated and Direct Cost assignments for (D) and (P) at Exhibit MDM-2 at 29.
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in the rates it charges to its customers. To incorporate this amortization into the rates the Commission
approves in GUD 9400, TXU proposed that amount of annual savings approved by the Commission be
reduced by the amortized expense, as an offset. Then the approved amortized amount would be deducted
to result in anet savings.

Savings. TXU also proposed inclusion of the WINS cost-saving benefits in the rate calculation. TXU
identified WINS savings at page 81 of TXU Exhibit 15 (SNR-5). TXU Business Services reported that
the WINS initiative should ultimately result in $69 million total savings applicable acrossthe entire TXU
corporate structure.*® During the 2002 test year, TXU identified approximately $27 million of WINS
savings.® TXU estimated the total projected annual reduction in TXU Business Services' general and
administrative costs to be $42,224,702, which included beneficial amounts attributable to TXU Gas
Distribution of $1,768,158, to TXU Gas Pipdine of $1,198,394, and to Oncor Distribution of
$10,392,750.%" Theutility therefore proposed thisamount of $42,224,702 as an adjustment to thetest year
cost of service as a known and measurable adjustment to increase the amount of estimated savings.
Intervenors argued that TXU’ s estimate of savings should be increased.

TXU’s Position

TXU argued that the primary objective of WINS was to reduce operating and capital costs from the 2003
levelswhile maintaining or improving customers’ quality of service.”** TXU argued that its expenditures
for implementation of WINS were known, measurable, reasonable, and necessary and should be
approved.®? TXU countered Intervenors argumentsthat the utility had understated its savingsby arguing
that the initial WINS “savingstargets’ of $303 million were aspirational goals of the savings for athree-
year period, while the “estimated savings’ of $76.6 million for year 2003 are the actual savings.>*

TXU argued that TXU Gas customers will benefit from the WINS program through improved service
quality, lower costs, reduced revenue requirement, and lower customer rates than would have otherwise
been required.”* Most reductions resulted from reduced staff.>* TXU argued that it would be one-sided,
unreasonable, and unfair to allow gas customers to enjoy the savings benefits without having to pay for
the WINS-related program costs®’ To do so, TXU stated, would discourage utilities from ever
undertaking cost reduction programs.”® TXU recommended customers be allowed to enjoy the costs
savings through 2003 and customers be required to pay their share of the costs associated with those
savings.®*

29 TXU Initial Brief at 91 (Mar. 8, 2004); TXU Exhibit 31at 14-15.

%0 TXU Exhibit 31 at 15; Dallas Exhibit 1 at 26; Dallas Initial Brief at 37 (Mar. 8, 2004).
1 TXU 18 at 21; TXU Exhibit 15 at 81(SNR-5); TXU Initial Brief at 83 (Mar. 8, 2004).
22 TXU Initial Brief at 77 (Mar. 8, 2004).

23 TXU Exhibit 18 at 22.

%4 TXU Initial Brief at 79 (Mar. 8, 2004).

25 TXU Exhibit 18 at 20.

%6 TXU'sInitial Brief at 78 (Mar. 8, 2004); TXU Exhibit 18 at 21.

7 TXU Initial Brief at 85 (Mar. 8, 2004); TXU Reply Brief at 68 (Mar. 17, 2004).

28 TXU Initial Brief at 85 (Mar. 8, 2004).
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TXU argued that it will implement WINS over athree-year period (2003-2005) but requested a five-year
recovery period;*® therefore, the utility stated, its request for an annual costs offset of $1,546,991 to the
gas utility’ s portion of the WINS-related savings is reasonable.”®*

TXU proposed to include in the calculation of rates WINS savings in the amount of $42,224,702. TXU
argued thisamount is correct because rates are supposed to be set based upon an historic test year adjusted
for known and measurabl e changes. TXU argued that projected costs or savingsfor two or moreyears past
thetest year are not known and measurable and that the possibility that the utility’ s next rate making may
not be for many years does not justify inclusion of the additional savingsrecommended by the intervening
parties. TXU aso noted that arate inquiry can be initiated if, in the future, a city believes the utility is
earning more than its authorized rate of return.??

TXU argued that it included a WINS adjustment to reflect cost reductions (i.e., savings) in 2003, but
included only actual costsincurred in thetest year, and no additional costswereincurredin 2003. Arguing
against Intervenors positions, TXU stated that the savings and costs in 2004 or beyond were properly
excluded from consideration in this proceeding because the changes are smply not known and
measurable.®

TXU argued that the purpose of WINS was to decrease administrative and general expenses across all of
the TXU businesses, including TXU Gas; therefore, it isirrelevant whether theincreases of TXU Corp.’s
administrative and general expenses were the catalyst for initiating the WINS program.?** Because TXU
Business Service benefits from the WINS program, it and its client, TXU Gas, should share in the costs.

TXU took issue with ACC'’s position that TXU Gas customers have been overcharged for services for
several years. TXU argued that TXU Business Services has not overcharged TXU Gasfor the servicesit
received, as evidenced by Public Utility Commission and Railroad Commission approvals of TXU’s
previous requests for cost recovery in several cases.®®

Dallas

Dallasrecommended the Commissioneliminate TXU’ srequested WINSone-timecostsfromrates. Dallas
argued that a more realistic level of savings is needed and recommended the rates approved by the
Commissionreflect increased amountsof WINS-related savings. Dallasstated that elimination of the one-
time WINS costs a ong with arecognition of increased WINS savings has resulted in an overall reduction
of Distribution expenses by $4,100,000 and reduction of Pipeline expenses by $1,800,000.2%

Dallas remarked that TXU failed to clearly present its WINS program. Instead, the utility made
approximately 200 boxes of documents available to intervening parties. TXU provided no index to the

20 TXU Exhibit 18 at 21-23; TXU Initial Brief at 83 (Mar. 8, 2004).
%1 TXU Exhibit 18 at 21-23.

22 TXU Reply Brief at 67 (Mar. 17, 2004).

23 TXU Reply Brief at 66 (Mar. 17, 2004).

24 TXU Exhibit 31 at 15.

25 TXU Exhibit 31 at 19.

%6 Dallas Exhibit 1 at 5; Dallas Initial Brief at 37 (Mar. 8, 2004).
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contents of the boxes and provided noidentification of thefinal program documents.®’ Dallas argued that
the utility’ sorganizational presentation of 200 boxes of WINS documents without a usable index showed
that TXU failed to support its position and failed to show knowledge of its own cost savings program.®®®

Costs: Dallas sarguments regarding WINS one-time costs are found in Dallas Exhibit 1 at 18-20. Dallas
argued that TXU’ srequest for recovery of $7,734,995 ($5,560,000 Distribution + $2,174,000 Pipeline) as
WINSone-timecostsand TXU’ srequest for total program annual amortization of $1,546,991 ($1,112,097
Distribution + $434,895 Pipeline) for five years, should be denied for two primary reasons.®® First, TXU
has already recovered its WINS costs through the savings it has received since implementing WINS.2”
Second, the WINS program costs are non-recurring and therefore not recoverable.? If the Commission
were to deny TXU’s requested recovery of WINS one-time costs, the result would be a $1,112,097
reduction in expense for Distribution and a $434,895 reduction in annual expenses for Pipeline.”

Savings. Dallas sinitial argumentsregarding WINS savingsarefound in Dallas Exhibit 1 at 20-28. Dallas
argued that TXU’s proposal did not adequately share with ratepayers the actual savings experienced
through WINS. Dallas argued that the actual savings already enjoyed by TXU are greater than the
estimated savings the utility proposed.?” Dallas reviewed the 200 WINS boxes and located documents
indicating savingspossibilitiesranging from $136 millionto $297 million.?”* Dallasconcluded that TXU’s
proposed $42 million savings to be shared with its customers was therefore too low.

Dallasargued that greater levelsof WINS-rel ated savings should be passed through to the ratepayer. TXU
reported that the total WINS savings for TXU Business Services for the 2002 test year were
$42,224,702.2 Dallas argued the total TXU Business Services savings should reflect $22,695,000 in
addition to the $42,224,702. If the Commission were to agree with Dallas' s proposal, the portion of the
$22,695,000 attributable to Distribution ($3,079,711) and Pipeline ($1,350,353) would be a total of
$4,430,064 additional WINS-related savings to the benefit of TXU Gas' customers.®”

To make the recommendation in the preceding paragraph, Dall as used an approach different from TXU’s
to calculate WINS-related savings. Dallas used the estimated level of savingsin the last quarter of 2003
($32,218,000) and derived an annualized savings of $128,872,000 ($32,218,000 X 4 quarters =
$128,872,000). The estimated 2004 cost reduction reported by TXU was $144,663,000. Dallas averaged
the 2003 estimate of $128,872,000 with the 2004 estimate of $144,663,000 to reach $136,768,000 (
$128,872,000 + $144,663,000 = $273,535,000 + 2 = [rounded] $136,768,000). Dallas noted that it did
not use the higher 2005 estimated value of $188,365,000 or any other value that exceeded Dallas's
calculated 2003 - 2004 average estimated savings. Dallas removed foreign item entries and reduced the

%7 Dallas Initial Brief at 35-36 (Mar. 8, 2004).

28 Dallas Exhibit 1 at 15.

%9 Dallas Initial Brief at 35-36 (Mar. 8, 2004).
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$136,768,000 average down to $91,695,000, the amount applicableto the North American TXU Business
Services savings.

Dallas used the total test year WINS savings for TXU Business Services ($42,224,702) and added the
2002 test year savings reported by TXU ($27,000,000)?” to calculate $69,000,000 of TXU’s savings.
Dallas reduced the $91,695,000 North American TXU Business Services' savings by the $69,000,000 of
TXU’s savings to determine that the amount of additional savings not already reflected in TXU's
$42,224,702 WINS adjustment was $22,695,000 ($91,695,000 - $69,000,000 = $22,695,000). Dallas
argued that in addition to the $42,224,702 WINS adjustment, TXU Business Services should realize the
benefit of the additional $22,695,000 of WINS savings.?”® The additional $22,695,000 savings attributed
to TXU Business Services results in additional WINS-related savings for TXU Gas' customers as a
$3,079,711 adjustment to Distribution and a $1,350,353 adjustment to Pipeline.?”

Dallas compared the WINS program costs and benefits with two previous Commission cases, GUD 8664
and GUD 9145, and concluded that TXU’s proposal in GUD 9400 does not adequately attribute the
benefits of the WINS savings to customers, thereby benefitting shareholders to the detriment of
ratepayers.®® Dallas argued that because the WINS Program began in 2002 and the resulting savings had
aready begun to be enjoyed by TXU, theutility already recovered the cost of the WINS program attributed
to TXU Gas.® To alow the utility another opportunity to recover these amounts through rates would
result in a more than double recovery of the same amount.?®

ACC

ACC contemplated why TXU would initiate a year-long, comprehensive program costing millions of
dollars and involving the severance of 1,100 employees, for the purpose of identifying cost reduction
opportunities, and then fail to quantify the savings actually identified.?®* ACC had two WINS-related
recommendations for the Commission’s consideration of the WINSissue: eliminate from rates the costs
that TXU incurred to implement WINS and increase the resulting WINS savingsthat are to be enjoyed by
TXU Gas ratepayers.

Costs: ACC argued that with regard to WINS, TXU’ sexpenseswere not reasonabl e and necessary for two
primary reasons.?® First, TXU’s administrative and general costs were inflated to benefit TXU’s
unregulated businesses. ACC questioned whether TXU had included in its requested rates costs that are
attributable to TXU’ sunregul ated, competitive businesses.® Second, ACC argued that TXU’ s proposed
rates attempt to passtheseinflated coststo itsgas customerseven though itsWINS costswould bereduced
by the time the new rates are established by the Commission.

217 Dallas Exhibit 1 at 26; TXU Exhibit 31at 15; Dallas Initial Brief at 37 (Mar. 8, 2004);

28 Dallas Exhibit 1 at 25-27; Dallas Initial Brief at 36-37 (Mar. 8, 2004).
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ACC argued that TXU failed to meet its burden to establish that its costs are reasonable and necessary.
ACC argued that TXU had a $6,000,000 increase in general and administrative expenses in three years
(1999-2002) and timed its rate request during this time of increased costs.”® TXU knew it had an
inefficient general and administrative costs service delivery model.®” Because TXU Business Services
costs were excessive during the test year, TXU’s proposed cost of service is excessive; therefore, the
proposed amounts cannot be included in rates. ACC argued that TXU failed to explain why TXU Gas
shared in the inflated costs or took services from an affiliated company with inflated service costs.

ACC charged that TXU was not forthcoming with materia relating to the WINS documents or WINS
information. TXU madeavailablein Dallas 177 boxesof poorly organized and poorly indexed documents.
Until November 2003 for the entire 177 boxes, TXU provided , asingle-pageindex containing seven, one-
line entries.”® ACC located documentsin the 177 boxes that showed the dramatically increased general
and administrative costs were not aresult of TXU Gas' operations, but rather aresult of global business
activities.®

ACC argued that the increase to TXU’s overall general and administrative costs were also due to the
utility’ sinvolvement intherestructuring of theelectrical industry in Texas. TXU Corp.’s2002 Form10-K,
filed with the U.S. Securities and Exchange Commission (SEC), explained that its selling, genera, and
administrative expenses increased twenty-six percent, to $1.3 billion, and the increase was driven by
“higher staffing and other administrative expenses associated with expanded retail sales and wholesale
portfolio management operations, aswell as higher bad debt expense, all duelargely to the opening of the
Texas electricity market to competition.” The 10-K report went on to indicate that after the completion
of thetransition to competition (CTC) and TXU’ sexit of the businessin Europe, TXU Corp. initiated cost
savings actions in 2002 that continued in 2003.%°

TXU argued that both the Public Utility Commission and the Railroad Commission have approved TXU’s
requests for cost recovery relating to the services obtained from TXU Business Services; therefore, TXU
argued that ACC isincorrect that customers have been overcharged. ACC responded to TXU’ s position
by arguing that thisis the first instance where TXU requested an adjustment relating to WINS, the first
time regulators had access to the WINS documents, and the first time regulators have had information
showing the excessive cost increases and underlying reasons for those the increases. ACC argued that
never before have parties had possession of the statements in the financial reports, starting in late 2002,
providing the reasons for and goals of the cost cutting measures.

ACC disputed TXU’sposition that it isirrelevant why WINSwasinitiated. ACC argued that TXU failed
to explain why TXU Corp. would have TXU Gas share in inflated costs when TXU Gas has captive gas
utility customers. ACC argued that TXU Gas customers should not bear costs associated with TXU
Corp.’s unregul ated business ventures.*

26 |nitial Brief of ACC at 5 (Mar. 8, 2004).
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ACC argued that TXU’sWINS costswill have been significantly reduced by the time new rates are set by
the Commission in GUD 9400 because TXU has already implemented costs saving measures and is
receiving the benefits of those cost saving measures(i.e., savings) until the Commission’ sdecisioninGUD
9400. ACC argued that TXU Corp.’s annual costs will have been reduced by over $120 million by the
timethe rates approved in GUD 9400 go into effect.?> ACC argued further that because TXU is currently
in the process of implementing additional cost saving measures TXU’s shareholders will enjoy the
additional savings while the GUD 9400 rates are in effect. ACC concluded that TXU will be able to
recover revenues well in excess of its actual expenditures.®?

ACC argued that the issue is not whether TXU will implement cost reductions or when reductions may
occur. TXU may overspend at the expense of shareholders. Rather, theissueiswhether TXU’ stest year
costs were reasonable and necessary. It was ACC'’ s contention that TXU did not meet its burden to prove
the reasonableness and necessity of the costs; the costs should never have been charged to TXU Gas.***
ACC recommended that because none of the reasons stated by TXU asto the need to reduce costs related
to TXU Gas, none of the WINS costsincurred to achieve the WINS savings should be borne by the TXU
Gasratepayers.”® ACC recommended the Commission disallow TXU’ srequested $1,112,096 Distribution
and $434,895 Pipeline amortization amounts for WINS one-time costs.

Savings: ACC also recommended that all of the anticipated savings attributableto TXU Business Services
beincluded as anegative adjustment to thetest year costs-of-service. Rather than the $42,224,794 savings
identified by TXU to be deducted from test year costs, ACC argued that $231,100,000 is a more
appropriate number.?® ACC argued that TXU understated its savings in this proceeding by claiming the
“estimated savings’ of $76.6 million for year 2003 are the actual savings as opposed to the initial,
aspirational WINS “savings targets’ of $303 million.”*” ACC took issue with TXU’ s position®® that it
would beinappropriate to adjust the 2002 test year for targeted savings that may or may not occur in 2004
and 2005. ACC argued that particular WINS documents show that both TXU and its consultant believed
that $300 million in cost savings could be achieved.*®

Asexamples, ACC directed attention to ACC Exhibit 2, GWT-29 and to ACC Exhibit 2, GWT-30. ACC
stated that ACC Exhibit 2, GWT-29 shows TXU'’s effort to accel erate the pace of the WINS program in
order torealize$75millionin 2003 and $300 million long-term. ACC stated that ACC Exhibit 2, GWT-30
showsthat TXU Energy (Oncor) experienced a$600 million operating and mai ntenance cost increasesince
1999 due to expansion of wholesale marketing, competition, and the opening of the Texas electricity
market.
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To support its conclusion that $231,100,000 is amore appropriate amount of savingsfor TXU Gas, ACC
based its adjustments on TXU’s $300,000,000 company-wide target savings, and calculated that 77.1
percent of the WINS benefits were attributed to TXU Gas Services (benefits to TXU Business Services
$187,770,000 + tota WINS benefits of $243,526,000 = 77.1 percent).*® ACC argued that the
$300,000,000 targeted savings was indicated throughout the WINS documents** ACC therefore
concluded that the portion of the $300,000,000 target that is assigned to TXU Business services is
$231,100,000 (71 percent of $300,000,000 = $231,100,000).3* ACC’scalculation resultedin $6,892,675
(Distribution) and $4,394,220 (Pipeline) to add to the TXU Gas utility’s calculation for savings. ACC
argued that without this adjustment to TXU’ s 2002 expenses, TXU Gas ratepayerswould subsidize TXU
Corp.’s unregul ated, competitive activities.>®

ACC challenged TXU’ sstatement (located in TXU Exhibit 18 at 22) that WINSwill befully implemented
over a three-year period and that TXU is passing the estimated benefits of WINS to its customers
immediately. ACC argued that, inreality, TXU isnot passing the benefits (i.e., the reduction of excessive
costsidentified as part of the WINS program) to its gas customers because most of the reductions needed
tobring TXU’ scoststo areasonablelevel werenot implemented when TXU prepared its GUD 9400filing
and because the WINS program will not be fully implemented until the end of 2005.%*

ATM

ATM opposed TXU’s proposed inclusion of amortization of the one-time, non-recurring WINS costs.
ATM noted that TXU’s stockholders will benefit from the $250 million cost savings currently being
enjoyed until new rates are established in this proceeding. ATM argued that it would be inconsistent and
improper to allow TXU to defer one-time, non-recurring expenses from the WINS program while the
related costs savings are already being passed along to its sharehol ders.3®

ATM countered TXU’ spositionthat WINS payroll reductions should be matched with the coststo achieve
those savings by arguing that TXU failed to match costs and benefits. Unlikethe one-timeimplementation
and severance costs, the savings are recurring but have not been shared with customers. 3%

ATM challenged TXU’s position that the WINS costs are recurring because, ATM argued, WINS is a
downsizing program; severance costs are not incurred during the rate year.3’

Commission Staff

Staff agreed with ACC that none of the WINS costs incurred to achieve the WINS savings should be
included inrates.*® Staff summarized that the all ocated savings of approximately $3 million included by
TXU represented only savings that were achieved by the end of the first quarter of 2003, which is not

30 ACC Exhibit 2 at 50 -51 and attached GWT 37 at 15; ACC Initial Brief at 8 (Mar. 8, 2004).
B ACC Exhibit 2 at 50; ACC Initial Brief at 8 (Mar. 8, 2004).
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representative of the savingsfor afull test year. Staff argued that amore representative savings all ocation
for TXU Gasfor the entire test year should be in the range of $11-12 million, or four times the proposed
amount of $3 million included by TXU Gas.

Staff was perplexed by TXU witness Moseley’ s statement that he was unaware of whether TXU had ever
offered servicesto an entity other than an affiliate of TXU.3® Staff asserted that the WINS program is an
attempt by TXU Corp. to have one of its regulated affiliates, TXU Gas, subsidize the unregulated TXU
Business Services so that it will appear that a competitive environment exists.

Examiners Recommendation

The Examiners make two recommendations regarding WINS. First, the Examiners recommend the
Commission deny TXU’s request to include WINS costsin the rates for TXU Gas' customers. Second,
the Examiners recommend the Commission approve TXU’ s proposal to include WINS savingsiin rates,
however, the Examiners recommend increasing the amount of WINS savings, consistent with Dallas’'s
recommendation.

Asamatter of good public policy and business practice, both regul ated and un-regul ated businesses should
review their practices and procedures, make internal costs evaluations, and implement cost-saving
measures. Utilitiesshould review internal practices and staffing levelsand implement cost savings plans.
However, when aregulated gas utility seeks approval by the Commission of cost recovery for programs
such asWINS, the utility should be prepared to meet its burden to prove the reasonabl eness and necessity
for the costs incurred, as required by statute.

The evidence shows that consideration of TXU’ sreason or reasonsfor initiation of the WINS programis
relevant to the Commission’ s determination of the reasonableness and necessity for TXU Gas' costs and
expenditures. The regulated gas utility should not subsidize another entity; TXU Gas customers should
bear neither the costs incurred by another affiliated entity nor the increased costs due to the activities of
an affiliated entity under TXU’ s corporate umbrella. The Examinersfind that the evidence does not show
that the expenditure of money for reducing costswas aresult of increasesin TXU Gas administrative and
general costs. Instead, the great weight of record evidence showsthat TXU’ s need to reduce general and
administrative expenses was due to the significant increase in those costs resulting from TXU Corp.’s
overseas business ventures and its involvement in the restructuring of the electrical industry in Texas.

The Examiners find that TXU failed to meet its burden to show the WINS costs were reasonable and
necessary for the provision of gas utility service. The evidence shows that from the beginning of WINS,
the utility never intended to track all savings that were accomplished as a result of the WINS effort.
Because TXU decided at the initiation of the WINS project not to track the savings, TXU should have
planned from the beginning to provide other evidence to meet its burden to provethat the costs of planning
and implementing the WINS program were reasonable and necessary. In fact, this very concept was
contemplated by TXU when it contemplated treatment of WINScosts. Thefirst paragraph of ACC Exhibit
42 considers that costs assigned to aregulated entity may be subject to rate recovery with proper support

39 Staff Initial Brief at 4 (Mar. 8, 2004); Tr. Vol. 5 at 57-58.
310 TXU Exhibit 31 at 22.
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and documentation. The paragraph goes on to state that the decision to defer the costsfor recovery isthe
responsibility of the regulated entity.3"

TUC 8104.055 raises the standard of proof for transactions between affiliated entities. Subsection (b)
requires the Commission to make specific findings with respect to each affiliate transaction. First, the
Commission must make a specific finding of the reasonableness and necessity of each item or class of
items allowed. Second, the Commission must find, specifically, that the price to the gas utility is not
higher than the prices charged by the supplying affiliate to its other affiliates or divisions or to a non-
affiliated person for the same item or class of items.

The utility’ s recognition of increased administrative and general costs across the TXU Corp. and TXU’s
initiative to combat increased costs is not enough evidence to be persuasive that the WINS costs were
necessary and reasonable expensesfor TXU Gas, in light of the great weight of the evidence showing that
it was TXU’ sother business enterprises that caused the significant increase in administrative and generd
expenses. Those other TXU Corp. entitiesthat caused the increased administrative and general expenses
should carry the burden and pay for the WINS costs.

Asprevioudly stated, the purpose of thisadministrative hearingisto put into evidenceinformation that can
be used by the Examiners to make recommendations for setting rates and that can be used by the
Commission to support its rate determination. The Commission is required to set rates that are just and
reasonable and based in part upon expenditures(i.e., the cost-of -service) that arereasonable and necessary.
When TXU proposed to include WINS- related costs and savingsin itsrates, TXU assumed an obligation
to put forth competent, comprehensive evidence. The Examiners appreciate that TXU gathered 177 or
more boxes of WINS-related materials and documents for consideration in this docket.

However, TXU’s failure to present the WINS materials in an organized fashion or to timely provide a
usable and meaningful index hampered the utility’ sability to provide evidence to meet its burden of proof
and handicapped the other parties’ ability to consider the WINS issues. TXU failed to present evidence
to meet its burden to prove that its expenditures were reasonable and necessary.

TXU argued that Intervenor parties failed to show that TXU Gas was required to share in any increased
administrative and general costs. The Examinersdid not find the evidenceto show that TXU Gashas been
charging rates other than those approved. However, TXU is now asking the Commission to allow TXU
Gas customers to share in the costs of the WINS program, costs that were incurred due to increased
administrative and general costs of the TXU companies affiliated with TXU Gas. The evidence clearly
establishesthat TXU Corp. experienced significant administrative and general cost increasesthat werenot
attributable to its operation as a gas utility or attributable to its service to gas utility customers. The
evidence showsthat theincreased administrativeand general costsweredueto TXU Corp.’ sother business
activities, such asincreased costs for implementation of the statutorily required restructuring of electric
utility operationsin Texas and for TXU Corp.’ s business ventures overseasin Europe and Australia. The
Examiners find the 2002 Form 10-K prepared by TXU and on behalf of TXU to be probative evidence.

31 ACC Exhibit 42.
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TXU requested that the portion of WINS costs attributableto TXU Gas beincorporated into therates paid
by the utility’ sgas customers. However, the Examinersfind that TXU did not meet itsburden to show that
the WINS costs were reasonably and necessarily incurred by or on behalf of TXU Gas. The evidence
provided by TXU regarding its proposed treatment of WINS costs and WINS savings fails to meet the
utility’ s burden to prove the reasonableness and necessity of the costs. Instead, the great weight of the
evidence demonstrates that TXU Corp.’s other business activities caused a dramatic increase in its
administrative and general expenses. While it is reasonable and necessary for TXU Gas to pay for the
genera and administrative services it uses, TXU failed to provide competent and probative evidence to
show that it isreasonablefor the customers of TXU Gas, aregulated utility, to pay for increased costs due
in substantial part to TXU Corp.’s other businesses, both regulated and unregul ated.

TXU provided no evidence showing that the need for a cost-efficiency or cost-cutting program wasin any
part dueto the provision of gasutility service. Instead, the evidence showsthat administrative and general
costs had to be addressed due to TXU Corp.’ s overseas business ventures. Therefore, the Examinersfind
that the evidence does not support TXU’s position that TXU Gas should pay a portion of the costs to
implements the WINS program. The intervening parties argued that TXU has, since implementation of
the WINS program, recovered the amount of costs attributableto TXU Gas. It isnot reasonablefor TXU
to retain the additional savings that have been achieved through WINS. The evidence shows that the
amount that TXU proposed to attribute to TXU Gas understates the anticipated and the actual WINS
savings. Therefore the Examiners recommend the Commission approve WINS savings at alevel higher
than that proposed by TXU.

The Examiners also find that the evidence does not support the level of WINS savings proposed by TXU
Gas. Ddlas sreview of the WINS documentsrevealed savings possibilities ranging from $136 million
to $297 million.®? ACC argued that both TXU and its consultant sought $300 million in cost savings.
TXU argued that $300 million was an aspirationa savings target goal. The Examiners find the great
weight of the evidence supports the Intervenors position that the amount of WINS savings should be
increased. The Examiners recommend the Commission rely upon Dallas's calculation to increase the
savings amounts that are to be included in the approved rates. Dallas’'s recommendation used a
conservative method, based on amounts supplied by TXU, to calculate the increased amounts as aknown
and measurable change. Dallas' s recommendation is based upon the annualized fourth quarter savings of
2003, averaged with TXU’ sestimated savingsfor 2004. Dallasomitted the higher 2005 estimated numbers
from the averaged calculation.

ACC aso suggested the WINS savings beincreased and provided an alternative meansfor calculating the
increase. ACC suggested that TXU Corp’s $300 million anticipated savingsisthe realistic amount upon
which savings should be based. ACC also supported its position by noting that TXU will initiate and
implement future savings programs. The Examinersfind that ACC’ ssuggestion istoo speculative, at this
time, to rely upon its recommendation as a known and measurable change.

%2 Dallas Exhibit 1 at 23; Dallas Initial Brief at 37 (Mar. 8, 2004).
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C. Affiliate Transactions

TUC 8104.055(b) providesthe standard for review of transactionsbetween gas utilitiesand their affiliates.
In establishing a gas utility’s rates, the regulatory authority may not allow a gas utility’s payment to an
affiliatefor the cost of aservice, property, right, or other item or for an interest expenseto beincluded as
capital cost or as expense related to gas utility service except to the extent that the regulatory authority
finds the payment is reasonable and necessary for each item or class of items as determined by the
regulatory authority. That finding must include:(1) aspecific finding of the reasonabl eness and necessity
of each item or class of itemsallowed; and (2) afinding that the price to the gas utility is not higher than
the prices charged by the supplying affiliate to its other affiliates or divisions or to anon-affiliated person
for the same item or class of items.®3

TXU argued that the most recent published court opinion to address the affiliate transaction standard
applicable to gas utilitiesis City of Amarillo v. Railroad Comm’'n, 894 SW.2d 783 (Tex. App.--Austin
1995, writ denied). The opinion construesformer Gas Utilities Regulatory Act 85.06(b) (TEX. REv. Civ.
STAT. ANN. ART. 1446e, 85.06(b) (Vernon Supp. 1995), which wasre-codified in 1997 as Texas Utilities
Code 8104.055(b).

In Amarillo, the appellate court held that payments to affiliated entities are presumed excluded from rate
base (invested capital) or operating expensesunlesstheutility presentsevidenceand the Commission finds
that each item or class of itemsis reasonable and necessary and that the price charged is not higher than
the charge to other affiliates, divisions, or unaffiliated entities for the same item or class of items.

TXU argued that Railroad Comm’'n v. Rio Grande Valley Gas Co., 683 S.W.2d 783 (Tex. App.--Austin
1984, no writ), an opinion cited for its discussion of affiliate transactions, construes a former section of
the Public Utility Regulatory Act that isno longer in effect and no longer appliesto gas utilities. The most
notable difference between the statute construed in Rio Grande and the affiliate transaction standard in
TUC 8104.055 isthe absencein 8104.055(b) of the requirement in the old Public Utility Regulatory Act
that the regulatory authority’ sfinding of reasonableness "include specific statements setting forth the cost
totheaffiliate of eachitem or classof itemsin question.” TXU concluded that aproper analysisof affiliate
transactionsin this proceeding must consider the standard of 8104.055(b) asconstrued by City of Amarillo,
rather than Rio Grande, which contemplated a now-repealed statute.

TXU Gas receives affiliate services from the following entities: TXU Business Services, TXU Energy,
Oncor Electric Delivery Company, and Vermont Insurance.

3 TUC 8104.055(b) (Vernon 1998).
34 TXU Initial Brief at 100-101 (Mar. 8, 2004).
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Summary Table: Affiliate Transactions

TXU Entity Transacting with | Transaction Description

TXU Gas

TXU Business Services Administrative Services

TXU Energy Service Level Agreement (SLA) and
Customer Information System (CIS) lease back including
billing, payment processing, and customer care services

Oncor Electric Delivery Operations Support including reading customer meters,

Company design and engineering of certain construction projects,
certain operating activities, developing and maintaining
community and municipal relations, and managing business
and economic devel opment programs

Vermont Insurance Insurance/ Injuries and Damages

1. TXU Business Services

LikeTXU Gas, TXU Business Services Company (TXU Business Services), isawholly-owned subsidiary
of TXU Corp. TXU Business Services provides a variety of administrative and other services to TXU
Corp. and to several TXU Corp. subsidiaries, including TXU Gas, including accounting, financial,
information technology, personnel, procurement, environmental, real estate, corporate secretarial, and
facilitiesmanagement. TXU Gas sought recovery through rates of the costsfor services provided by TXU
Business Servicesto both Distribution and Pipeline.®*> TXU reported that the services provided by TXU
Business Services are billed to each entity served, in accordance with the cost driver, to each subsidiary
“at cost,” i.e., with no return or profit added.

The most significant issues pertaining to TXU Business Services expenses included whether the charges
were reasonable and necessary for the provision of gas utility service and whether TXU met its burden of
proof with respect to these affiliate transactions, in accordance with TUC §104.055.

This Business Services section is divided into two subsections. The first subsection provides a general
overview of the parties' positionsrelating to TXU Business Services. The second subsection summarizes
the parties’ specific argumentsregarding the disputed Activity/Project accounts. The Texas Utilities Code
reguires the Commission to determine whether TXU met its burden to prove that its costs are reasonable
and necessary. Therefore, the second subsection includes examination of each category along with the
Examiners recommendation. Intervening parties presented challenges to approximately 41 of the
Activity/Project accounts, recommending either partial or total disallowance.

5 TXU Exhibit 15, SNR-2 at 15.
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Subsection A: Overview of Parties Arguments Relating to TXU Business Services

Overview of TXU’s Arguments Regarding Business Services Issues

TXU argued that the costs for services provided by TXU Business Servicesto TXU Gas during the test
year®'® were reasonable and necessary®’ and the amounts paid by TXU Gas to TXU Business Services
during thetest year were reasonabl e and necessary®'® and were no higher than theamounts charged by TXU
Business Servicesto other affiliates or divisions or to a non-affiliated entity for the same item or class of
items. TXU argued that the changes to the TXU Business Services charges for the test year ending
December 31, 2002, were known and measurable and should be approved by the Commission as
adjustments to the utility’ s proposed cost of service.®

TXU stated that no intervening party’s witness challenged the reasonableness and necessity of the
incremental project expense items asdetailed in SNR-2; the billing methodol ogies used by TXU Business
Servicesto assign coststo TXU Gas; the proper billing or assignment from TXU Business Services, the
application of the statutory affiliate transaction standard; or the use of a centralized business services
organization. TXU summarized itsposition by stressing that TXU Business Servicesprovided itsservices
to TXU Gas and to the other TXU Corp. subsidiaries at cost, with no profit. Unlike affiliate transactions
wherethe providing affiliate is earning a profit, TXU argued there is no benefit to TXU Gas or any other
TXU Corp. entity to procure more servicesfrom TXU Business Services, or to pay ahigher pricefor those
services, than is required by that entity in order to conduct its business. TXU concluded that it met its
burden of proof under the statutory affiliate transaction standard with regard to the charges by TXU
Business Servicesto TXU Gas and that the Intervenors' proposalsto disallow costs should be rejected.®®

TXU countered Dallas’'s arguments®* that TXU Business Services made a profit on the provision of
services to TXU Gas and other TXU Corp. entities. TXU explained that interest expense that is a
component cost of certain services provided by TXU Business Servicesto its customersis not a profit to
TXU Business Services. While TXU acknowledged that there is interest expense included in TXU
Business Services' chargesto TXU Gasand other affiliates, the utility argued that it isan expenseitem or
a carrying cost rather than a profit. TXU Business Services incurred interest expense and passed that
expense to its customers; to disallow recovery of interest expense would require TXU Business Services
to operate at aloss.**

In response to Dallas'sand ACC’ s recommended partial or full disallowance of TXU Business Services
chargesto TXU Gas, TXU made the following arguments:*?

%8 On thefirst line of page 112 of TXU's March 8, 2004, Initial Brief, TXU referred to the test year as ending
December 31, 2003. The Examiners will assume aclerical error was made because the test year ended December
31, 2002 and the 2002 test year is correctly reflected at line 10.

87 TXU Exhibit 15 at 16; TXU Initial Brief at 112 (Mar. 8, 2004).

318 TXU Exhibit 15 at 14.

319 TXU Gas Exhibit 15 at 17 and 35; TXU Initial Brief at 112 (Mar. 8, 2004).

30 TXU Initial Brief at 112 -114 (Mar. 8, 2004); TXU Gas Exhibit 15 at 4.

%1 Dadlas|Initial Brief at 46 (Mar. 8, 2004).

%22 TXU Gas Exhibit 15 at 4; TXU Reply Brief at 77 (Mar. 17, 2004); Tr. Vol. 4 at 46-51.

83 TXU Exhibit 15 at 10; TXU Exhibit 28 at 8-10 and 11-52; TXU Reply Brief at 77-80 (Mar. 17, 2004); Tr. Vol.
4 at 52.



GUD 9400 PROPOSAL FOR DECISION Page 49

. Dallas and ACC used conjecture without supporting evidence. Dallasand ACC reviewed
TXU Business Services' test year activities and projects, observed the cost had increased
from prior years, and without considering any supporting evidence, concluded thetest year
costs were too high.

. Dadllas relied upon outdated information. Dallas relied upon GUD 9313 with atest year
ending September 30, 2001, and upon Public Utility Commission Docket No. 22350 with
atest year ending September 30, 1999.

. TXU Properties had negative income in 2002, so it could not have earned a profit during
the test year.

. Ad valorem and income taxes are expense items and do not inure to the benefit of TXU
Business Services.

. The TXU Business Services model has been approved previously by the Commission and

the Public Utility Commission. No credible testimony from a qualified witness was
presented to challenge TXU Business Services incremental expense itemsin GUD 9400.

. Whether an item is capitalized or expensed is not discretionary but is a function of
generaly accepted accounting principles (GAAP). Capital expenditures relate to the
acquisition of an asset, the benefit of which extends over one or more accounting periods
beyond the current period. Pipeline did not capitalize certain expenses because it has not
been in an intensive construction mode and the services performed by TXU Business
Services have supported operational needs. Distribution capitalized construction-related
expenses because they were incurred to support capital construction efforts. Dallas's
recommended disallowanceandfailureto recognizethe portion capitalized, understated the
amount included in cost of service.

. Nothing in the Utilities Code or Commission regul ations prohibits TXU Business Services
from earning a profit, so long as the affiliate expenses are reasonable and necessary and
otherwise meet the “no higher than” standard set out in the Utilities Code.

. Just because costs increased does not mean they are unreasonable.
. TXU Gas met its burden under the Utilities Code with regard to TXU Business Services
expenses.

Overview of Dallas s Arguments Regarding Business Services |ssues

Dallas took the position that because expenses for certain TXU Business Services costs were not
reasonable or were not representative of the level of expense to be incurred, an overall reduction of
$4,262,265 to TXU Business Services was appropriate. Dallas argued that if a particular expense was
inappropriate, the expense item must be adjusted without regard to what other expenses may be changed.
If TXU wished to adjust any of these expenses, it wasfreeto do so if it could support the change. Dallas
argued that TXU chose to use a blanket approach in GUD 9400. Therefore, any piece the Intervening
parties chose to investigate was reasonable and that it was not the intervening parties’ burden to establish
TXU’ s evidence relating to Business Services expenses.®

Dallas complained that TXU’s use of different allocators on the same account made review difficult,
especialy when the applied allocator changed from period to period and when the particular services

%24 Dallas Exhibit 1 at 47-64 and attachment JP-4.
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provided under an Activity/Project changed over time.**® Not al of the projects identified in TXU’s
request are appropriate for inclusion because expenses vary from year to year and should, therefore, be
evaluated for inclusion in rates on the basis of whether they are reasonable and necessary as ongoing
expenses. Dallas argued that because 2002 was not a typical year, adjustment of TXU’s request is
appropriate.®® As a test for reasonableness of these charges, Dallas compared costs proposed in this
proceeding with allocation of costs in two previous proceedings. GUD 9313 and Public Utility
Commission (PUC) Docket No. 22350. Dallasreasoned that these were the two most recent presentations
to stateregulatory agenciesby TXU Gasasto the chargesit paid to TXU Business Services. Dallasargued
that a snapshot of 2002 costs may not represent typical or reasonable expenses for the ongoing operation
of TXU Business Services costs that have been allocated to Distribution and Pipeline. Dallas suggested
that one consideration of the reasonabl eness of expensesisto compare the same areaof cost responsibility
for prior periods.®’

Dallas argued that TXU’s statement that TXU Business services does not make a profit is misleading.
Dallas argued that TXU Business Services earned aprofit for TXU dueto hidden costs of TXU Business
Services, including return (i.e, aninterest cost). Dallas noted that TXU Business Services charged TXU
Gas and the other affiliates amounts for rent on the TXU properties building in downtown Dallas; return
on the assets of TXU Business Services; income taxes; ad valorem property taxes, and depreciation.
Dallas argued that TXU failed to identify these amounts that are included in TXU Gas' proposed rates.
Dallas argued that if TXU Business Servicesis only allocating actual incurred costs at no profit, then it
must disclosethe amountsand percentagesadded for overhead. TXU did not do so, and istherefore asking
the Commission to authorize areturn on investment which is not disclosed.

Ddllas reviewed the costs, approximately $29 million, charged by TXU Business Services and identified
mis-allocations; failureto normalize excessive costs occurring during thetest year; andfailureto capitalize
portions of costs that require capitalization rather than full expensing. Dallas argued that the amounts
assigned to TXU Gas should be reduced by a combined total of $4,262,265 ($2,790,051 for Distribution
revenue requirements and $1,472,214 for Pipeline revenue requirements).

Dadlas explained its normalization process. Considering the projects associated with specific and
identifiable regulated affiliates and the equivalent unregulated affiliates that perform services that were
previously regulated, Dallasanalyzed chargesto the projectsfor thetest year (calendar year 2002), thetest
data provided in GUD 9313 (test year ending September 30, 2001), and the base year for the unbundled
cost of service (UCOS) filing by TXU Electric before the Public Utility Commission (test year ending
September 30, 1999).

Dallas observed that thelevel of expenses charged to the various affiliates varied significantly, depending
on what was transpiring during those particular periods. Dallas noted that in calendar year 2002,
Distribution was assigned 38.5 percent of the Regulatory Affairs cost attributable to the various electric
and gas entities. When the same projects were reviewed at atime frame approximately one year earlier,

3
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> Dallas Exhibit 1at 48.

¢ Dallas Initial Brief at 46-47; Tr. Vol. 4 at 41-53 (Jan. 29, 2004).
" Dallas Exhibit 1at 48-49.

%8 Dallas Exhibit 1 at 47-64 and attachment JP-4 at 1-8.
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the portion allocated to Distribution was 28.7 percent. Dallas considered that when the utility’ s electric
affiliate was undergoing its restructuring analysis, the percent of costs for the same projects dropped to
approximately 26.4 percent for Distribution. Dallas commented that TXU’s electric affiliates built into
their rates and tariffs an amount in excess of thetotal for both gas and electric related Regulatory Affairs
in this case.

Dallas looked at three different time frames for these same projects or services provided by Regulatory
Affairsand averaged the percent assignment in each year to Distribution and Pipeline. Then Dallasapplied
that average for the Distribution and Pipeline projects to the total TXU Business Services amounts for
these projects. Distribution was assigned $1,985,796, or 38.5 percent of the total similar type expenses
during the test year. The average of the three individual test years assignable to Distribution was 31.20
percent. Dallas applied the 31.20 percent proxy for a normalized allocation to the current test year total
for the comparable cost categories, resultingin only $1,608,981 being assignableto Distribution. Dallas's
calculation resulted in a$376,815 reduction to the cost level for Distribution that was reflected in Exhibit
SNR-2. Applying the same procedure for Pipeline resulted in an increase in expense of $20,413.

With regard to federal income tax (FIT), Dallas challenged inclusion of any amount for tax return
preparation because TXU had failed to provideinformation rel ating to the savings benefit the corporation
would recognize through a consolidated tax filing. Dallas argued that TXU should not be rewarded with
Commission approval for inclusion of the tax account when TXU presented no evidence on the matter.

Dallas Exhibit 1 at page 50 and Dalas's March 8, 2004, Initial Brief at page 47 provide severa items
Dallas considered to be in error or in need of correction or normalization and provided the City's
recommendation.®®

. Projects 1090000, 10921000, 109230000— Regulatory Costs should be normalized and
consequently reduced by $1,016,628 Distribution and $24,975 Pipeline.

. Projects53900000, 60320000— Tax Preparation Costs should bedisallowed intheamounts
of $1,014,760 for Distribution and $713,839 for Pipeline.

. Project 60400000-TXU Corporate Controller Property Accounting should have been
capitalized, inpart, resultinginareductionto Distribution expense of $294,081, areduction
of Pipeline expense of $420,553, and an appropriate change to invested capital.

. Project 54200000 Corporate Services Administrative Claims and Legal Administrative
Servicesshould be normalized resulting in Distribution expense reduction of $372,544 and
Pipeline increase of $5,324.

. Project 19920000— TXU Acquisition Services cost should have been capitalized, in part,
toreduce Pipeline expensesby $317,168 and increasinginvested capital by acorresponding

amount.

. Project 21820000- TXU Brand corporate identification expense should be disallowed in
its entirety, resulting in areduction to Distribution of $257,102.

. Project 83010000— Business Services Procure Resources Administration should be
normalized resulting in an adjustment of $17,496 Distribution and $175,305 Pipeline.

. Project 43000000 Information Technol ogy expense should benormalized by reducingthe

Distribution expenses by $96,885 and by reducing the Pipeline expenses by $65,162.

2 Based upon Dallas Exhibit 1 at 47-63 and attachment JP-4.
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Overview of ACC’s Arguments Regarding Business Services | ssues

ACC argued that TXU Gas failed to show that the costs allocated to TXU Gas from TXU Business
Services that were included in TXU’s requested cost of service were reasonable and necessary. ACC
compared the costs presented by TXU to the costs for the same services in the two years prior to the test
year. ACC then recommended adjustments to test year expenses in four categories. non-recoverable
expense, non-recurring expense, cost adjusted expenses, and allocation adjusted expense. Intotal, ACC
recommended adjustmentstotaling $8,477,490 ($5,418,217 for Distribution and $3,059,273 for Pipeline)
relating to TXU Business Services costs that were allocated to TXU Gas.®* ACC noted that TXU had
agreed to the recommended changes to 10970001 — Austin Regulatory — Lobbyist Activity and to
10921000 — Rates & Regulatory — Admin.

To TXU’s objections that it had not recommend any adjustments to increase TXU Business Services
allocationsto TXU Gas, ACC responded that it isthe utility’ s obligation to present the test year expense
adjustments it desired because Intervenors were under no obligation to assist TXU to increase its rates.
ACC aso argued that whether TXU Business Services operates at “no profit” isirrelevant. Instead, the
relevant question is whether the costs it seeks to passto TXU Gas' customers are reasonable.®*

ACC identified non-recoverable expensesin six accounts and, on the basisthat ratepayers should not pay
for these non-recoverable expenses, recommended an overall disallowance adjustment to Distribution of
$396,282 and to Pipeline of $75,899, for atotal reduction of $472,171.3%

ACC identified non-recurring expensesin four accounts. These projectsmay have provided benefit to gas
customers at the time they occurred, but because the activity is not recurring, the expenses should be
disallowed. For non-recurring expenses, ACC recommended an overal disalowance adjustment to
Distribution of $192,236 and to Pipeline of $132,176, for atotal of $324,412.3%

ACC identified thirteen accounts it considered to contain unreasonably high costs when compared with
previous years. ACC recommended overall cost adjustments to Distribution’s expenses of $2,355,988
and to Pipeline’ s of $2,392,546, for atotal of $4,748,534.3%

ACC identified thirteen accounts it considered to have an unreasonable allocation factor during the test
year. ACC recommended overall cost adjustments to Distribution’s expenses of $2,473,711 and to
Pipeline'sof $458,662, for atotal of $2,932,373.3%

Overview of ATM’ s Arguments Regarding Business Services | ssues
ATM stated that it supports the TX U Business Services adjustments recommended by Dallasand ACC.3*

30 ACC Exhibit 4, Table 4, at 34.

31 ACC Reply Brief at 67-68 (Mar.17, 2004).

%2 ACC Initial Brief at 90-92 (Mar. 8, 2004); ACC Exhibit 4 at 34-36; TXU 15 at 38-63 (SNR-1).

% ACC Initial Brief at 92-93 (Mar. 8, 2004); ACC Exhibit 4 at 34, 37-38; TXU 15 at 38-63 (SNR-1).
34 ACC Initial Brief at 93-106 (Mar. 8, 2004); ACC Exhibit 4 at 34, 38-42; TXU 15 at 38-63 (SNR-1).
® ACC Initial Brief at 107-128 (Mar. 8, 2004); ACC Exhibit 4 at 34, 43-47; TXU 15 at 38-63 (SNR-1).
3 ATM Initial Brief at 57 (Mar. 8, 2004).
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Overview of Examiners Analysis and Recommendation

TXU Gas has the burden to prove that the expenses associated with TXU Gas Services are reasonable,
necessary, and in accordance with the affiliate transaction standard. It is not the

obligation of the Intervening parties to make arguments on behalf of the utility in this proceeding or to
disprove TXU’s evidence.

It isawell established ratemaking principle that expensesincluded in a utility’ s cost of servicearelimited
to those necessary for providing serviceto customers and reasonablein amount. The Examinersreviewed
all the evidence in the record relating to the affiliate transactions and charges between TXU Business
Servicesand TXU Gas. The Examiners studied the equity of the billing process and considered whether
the costs assessed were reasonabl e and necessary expensesfor the provision of gasutility services. Having
examined al the evidence presented by TXU and the Intervenors, the Examiners find that in some
instances, as discussed in the next section, TXU failed to meet its burden of proof to show that al costs
were reasonable and necessary. The Examiners aso find that it is not appropriate for non-recurring
expensesto beincluded in the cost of service. In other words, one-time expenses should not be included
in the utility’s cost of service.

Subsection B: TXU Business Services Accounts

TXU encouraged the Examiners and Commission to review, in detail, the recommendations made by the
utility, Dallas, and ACC. Thissubsection providesthat detailed review. The TXU project number, name,
and description, alongwith parties’ positionsand recommendations, aresummarized. Theinformationwas
derived from the entire body of the evidence including TXU Exhibit 15 and attachments SNR-1 and
SNR-2; TXU Exhibit 28 and attachments; ACC Exhibit 4 and attachments KJIN-5 and KJN-6 including
RFI responses; and the parties March 8, 2004, briefs and March 17, 2004, reply briefs.

10900000 TUS Regulatory Administration

Expenses associated with regulatory support services for the Distribution business unit, Transmission
business unit, and Pipeline business unit, such as manual and electronic filings with the Public Utility
Commission, filings with FERC, printing of filings, and maintaining LAPIS, afile retrieval system.

TXU:

Activity/Projects 10921000, 10923000, 10984000, 10984000, and 10985000 arediscussed ingreater detail
under the respective Activity/Project accounts, that follow within this Business Services section. TXU
sought to include regulatory administration costs including:

Activity/Project 10900000 - Distribution: $119,080 and Pipeline: $119,080

Activity/Project 10921000 - Distribution: $811,772

Activity/Project 10923000 - Distribution: $163,460 and Pipeline: $21,772

Activity/Project 10984000 - Distribution: $1,985,796

Activity/Project 10985000 - Pipeline: $69,067

TXU disagreed with Dallas' s proposal that portions of the amounts billed to Distribution and Pipelinefor
TXU Business Services' Regulatory Affairs Organization bedisallowed. TXU noted that its explanation
for this project istied to Activity/Project 10984000. TXU argued that Dallas's “correlation approach” is
flawed in that, at varying times throughout the 4-year period that Dallas selected as a “normalization”
period, organizations that provide Regulatory Affairs services resided within TXU Business Services
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and/or the various business units they serve, e.g., Oncor Electric Delivery and TXU Energy. Therefore,
Dalas's comparative analysis is unfounded and incomplete. TXU argued that the only appropriate
adjustment to the Regulatory Affairs expenses assigned to Distribution is the reduction of $585,605 (See
discussion at Project/Activity 10921000, Rates & Regulatory-Admin, below). TXU stated that the
remaining amounts billed by TXU Business Services' to Distribution and Pipeline are reasonable,
necessary, and reflect an appropriate level of expense for this service.

Dallas s Position

Dallas addressed the regulatory and administrative regulatory related costs together, including Projects
10900000, 10921000, 10923000, 10984000, and 10985000.*" Dallas considered the projects associated
with specific and identifiable regulated affiliates and the equivalent unregulated affiliates that perform
services that were previously regul ated.

Dallas determined that the level of expenses chargeable to the various affiliates varied significantly
depending onwhat wastranspiring during those particular periods. In calendar year 2002, Distributionwas
assigned 38.5 percent of the Regulatory Affairs cost attributable to the various electric and gas entities.
However, when the same projects were reviewed at a time frame approximately one year earlier, Dallas
found the allocable portion to Distribution to have been 28.7 percent. When the utility’ selectric affiliate
was undergoing its restructuring analysis, the percent of costs for the same projects dropped to
approximately 26.4 percent for Distribution.

Dallas noted that TXU’ selectric effiliates ratetariffsreflect an amount in excess of thetotal for both gas
and electric related Regulatory Affairsin thiscase. Thus, Dallas concluded, if the Commission declined
to assign any amount to Distribution and Pipeline in GUD 9400 for Projects 10984000 and 10985000,
TXU Corporation would already be compensated for all the activitiesit claimed to have performed during
2002.

Dallasanalyzed chargesto the projectsfor thetest year (calendar year 2002), thetest dataprovidedin GUD
9313 (test year ending September 30, 2001), and the base year for the unbundled cost of service (UCOS)
filing by TXU Electric beforethe Public Utility Commission (test year ending September 30, 1999). Then,
Dallasapplied that averageto thetotal TXU Business Servicesamountsfor these projects. Dallasassigned
$1,985,796, or 38.5 percent, to Distribution of the total similar type expenses during the test year. The
average of thethreeindividual test years assignableto Distribution was 31.20 percent. Applyingthe31.20
percent proxy for a normalized level to the current test year total for the comparable cost categories
resultedinonly $1,608,981 being assignableto Distribution. Therefore, Dallas recommended a$376,815
reduction to the cost amount proposed by TXU. Dallas applied the same calculation methodology to
Pipeline. The result was an increase in expense of $20,413 to Pipeline.

Dallasrecommended that Regul atory Costs shoul d be normalized and consequently reduced by $1,016,628
Distribution and $24,975 Pipeline.

Examiners Recommendation
TXU hasthe burden to prove that its expenses are reasonabl e and necessary for the provision of gasutility

%7 Dallas Exhibit 1, Schedule JP-4 at 2 of 8.
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service. TXU reported that Project 10900000, TUS Regulatory Administration, isfor regulatory support
servicesexpensesfor the Distribution businessunit, Transmission businessunit, and Pipelinebusinessunit
these support servicesinclude manual and electronic filings with the Public Utility Commission, filings
with FERC, printing of filings, and maintaining LAPIS, afile retrieval system. However, TXU did not
provide sufficient evidence for determining which portions of this Project are attributable to gas utility
customers. TXU failedto explain how Distribution expense of $119,080 and Pipelineexpense of $119,080
is either reasonable or necessary. Therefore, the Examiners recommend the Commission disallow these
expense amounts, in total. The Examiners recommendations regarding Projects 10921000, 10923000,
10984000, 10984000, and 10985000 are found with those Projects.

10920109 City of Denton Litigation Suit
Expenses associated with regulatory work in support of the City of Denton franchise feelitigation. This
included litigation, employee expenses, and office support.

TXU’s Position
TXU requested Commission approval of $10,887 for Distribution, for inclusion in the rates paid by TXU
Gas customers.

ACC’s Position
ACC argued that thisproject was compl eted, and was not expected to berecurring. Thetest year contained
only 4 percent of the project expenses that were incurred since 2000. This item may have provided a
benefit to TXU Gas customers at the time the expense was incurred, but it is not an ongoing project or
activity expense. ACC argued that because the activity was completed and was not recurring, it would be
inappropriate to continueto recover these expensesfrom ratepayers. Therefore, it isreasonableto remove
these expenses from TXU Gas cost of service. ACC recommended the following adjustments as
non-recurring expense:

Distribution: ($10,887)

Pipeline: -0-

Examiners Recommendation

TXU failed to provide evidence showing that the $10,887 costs associated with the City of Denton
Litigation Suit were reasonable and necessary. TXU did not dispute that this was no longer an ongoing
expense, nor did TXU rebut ACC’'s argument that because the activity was completed and was not
recurring, it would be inappropriate to continue to recover these expenses from ratepayers. Having
reviewed the evidence, the Examiners find that it is reasonable for the Commission to disallow TXU’s
request for $10,887 for expenses associated with regul atory work in support of the City of Denton franchise
feelitigation.

10921000 Rates & Regulatory-Admin
Provides management of ratesand regulatory affairsbefore regulatory authorities, including rate and tariff
proceedings, rulemakings, reporting, customer complaints, and other regulatory issues.

TXU’s Position

TXU regquested Commission approval of $811,772for Distribution, for inclusionintheratespaid by TXU
Gascustomers. TXU disagreed with Dallas' s position that a portion of the amountsbilled to Distribution
regarding regulatory administration expenses should be disallowed based on an increase in the pro rata
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share assigned to Distribution in 2002 compared with the average of thetest year, the GUD 9313 test year
(ending September 30, 2001), and Public Utility Commission Docket No. 22350 test year (ending
September 30, 1999). TXU argued that Dallas's recommendation was a “piecemeal” approach to
ratemaking, ignored the Commission’s test-year-based ratemaking principles, and presented incorrect
information. TXU argued that the data Dallas used to “normalize” 2002 are four years old. Dalas
provided no evidence that these data reflect current expense levels; rather that this average islower than
the 2002 levels.

TXU argued that the only appropriate adjustment to the Regulatory Affairs expenses assigned to
Distributionisthereduction of $585,605 (See al so discussion at Project/Activity 10900000 regarding TUS
Regulatory Administration).

Allied Coalition of Cities' s Position
ACC noted that TXU acknowledged that approximately $1.27 million in legal expenses were charged to
this project that should have been assigned to Oncor Electricand TXU Energy only. ACC represented that
TXU agreed to makethisadjustment. ACC argued that thetotal allocated to TXU Gas Distribution should
be $226,167. ACC recommended the following adjustment to derive an allocation-adjusted expense:
Distribution: ($585,605)
Pipeline: -0-

Dallas s Position

As discussed under Activity/Project 10900000, above, Dallas considered the projects associated with
specific andidentifiableregulated affiliates and the equivalent unregul ated affiliatesthat perform services
that were previously regulated. Dallas analyzed charges to the projects for the test year (calendar year
2002), the test data provided in GUD 9313 (test year ending September 30, 2001), and the base year for
the unbundled cost of service (UCOS) filing by TXU Electric before the Public Utility Commission (test
year ending September 30, 1999). Dalas recommended that Regulatory Costs (Projects 1090000,
10921000, 109230000) should be normalized and consequently reduced by $1,016,628 Distribution and
$24,975 Pipeline.

Examiners Recommendation

The Examiners find that the $585,605 disallowance recommended by ACC and agreed to by TXU is
supported by the evidence and should be approved. TXU’ serrata spreadsheetsin TXU Exhibit 61 already
reflect this modification.

10923000 Regulatory Support

Expenses associated with provision of regulatory support for all TXU and Oncor businesses, such as
manual and electronic filings with regulatory agencies, printing of filings and development and
maintenance of monitoring and retrieval systems for regulatory data.

TXU’s Position

TXU requested Commission approval of $163,460 for Distribution and $21,772 for Pipelinefor inclusion
in the rates paid by TXU Gas customers. TXU argued that Dallas' s recommendation was a“ piecemeal”
approach to ratemaking, ignored the Commission’ s test-year-based ratemaking principles, and presented
incorrect information. TXU argued that the data Dallas used to “normalize” 2002 are four years old.
Dallasprovided no evidencethat these datareflect current expense levels; rather that thisaverageislower
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than the 2002 levels. For a complete discussion of TXU’s position, please see the discussion included
under Activity/Project No. 10984000, Reg Affairs-TXU Gas Distribution.

Dallas s Position

As discussed under Activity/Project 10900000, above, Dallas considered the projects associated with
specific and identifiable regul ated affiliates and the equivalent unregul ated affiliatesthat perform services
that were previously regulated. Dallas analyzed charges to the projects for the test year (calendar year
2002), the test data provided in GUD 9313 (test year ending September 30, 2001), and the base year for
the unbundled cost of service (UCOS) filing by TXU Electric before the Public Utility Commission (test
year ending September 30, 1999). Dallas recommended that Regulatory Costs (Projects 1090000,
10921000, 109230000) should be normalized and consequently reduced by $1,016,628 Distribution and
$24,975 Pipeline.

Examiners Recommendation

TXU did not provide evidence demonstrating that $163,460 is areasonable expense for Distribution and
$21,772 is areasonable expense for Pipeline for costs for manual and electronic filings with regulatory
agencies, printing of filings, and development and maintenance of monitoring and retrieval systems for
regulatory data as those expenses apply to the TXU gas utility service. TXU failed to meet its burden.
Therefore, it is reasonable for the Commission to disallow $163,460 Distribution costs and $21,772
Pipeline costs.

10926062 GasBill Charges

This project captured costs associated with the devel opment and design of anew gas bill, in accordance
with the Commission’s Order in GUD 8145. This project includes expenses for consultants, legal
assistance, office support, and employee expenses.

TXU’s Position

TXU requested Commission approval of $6,805 for Distribution, for inclusion in the rates paid by TXU
Gascustomers. TXU argued that the amount of $6,805 related to Activity/Project 10926062 was deferred
on the books of Distribution and is therefore not included in TXU Gas-Distribution’s requested cost of
service. To disallow these costs would understate TXU Gas-Distribution’s cost of service requirement.

ACC'’s Position

ACC acknowledged TXU'’s statement that it deferred $6,805 on the books of TXU-Distribution. ACC
stated that if TXU has not included the expense in the cost of service and does not intend to recover this
expense from ratepayers, then its recommendation can be withdrawn.

ACC argued, in the aternative, that this project is completed and is not expected to be recurring. In test
year 2002, only 2 percent of the project expenses were incurred since the project began in 2001. ACC
argued that this item may have provided a benefit to TXU Gas customers at the time the expense was
incurred, but it is not an ongoing project or activity expense. ACC argued that because the activity was
completed and was not recurring, it would be inappropriate to continue to recover these expenses from
ratepayers. Therefore, it is reasonable to remove these expenses from TXU Gas' cost of service. ACC
recommended the following adjustment to exclude non-recurring expense:

Distribution: ($6,805)

Pipeline: -0-
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Examiners Recommendation

Having considered the evidence, the Examinersfind that Project 10926062, Gas Bill Charges, wasashort
term project rather than a recurring, on-going activity. Therefore, this expense should be disallowed. It
is reasonable for the Commission to disallow TXU’s request for $6,805 Distribution expense for
development and design of anew gas bill.

10970001 Austin Reg.-L obbyist Activity
Services include lobbying activities associated with Austin regulatory lobbyist activities.

TXU’s Position
TXU requested Commission approval of $276 for Distribution for inclusion intheratespaid by TXU Gas
customers.

ACC’s Position
TXU acknowledgesthat these costs should be booked below theline, but wereincorrectly booked to TXU
Gas Distribution account 923. ACC recommended the following adjustment to remove non-recoverable

expense:
Distribution: ($276)
Pipeline: -0-

Examiners Recommendation

The Examiners find that, based on the evidence presented, lobbying activities associated with Austin
regulatory lobbyist activities, are non-recoverable expenses. TXU agreed to ACC's proposed
disallowance. Having reviewed the evidence, the Examinersfind that it isreasonablefor the Commission
to disallow TXU’ srequest for costs of $276 for Austin regulatory lobbyist activities as anon-recoverable
expense. TXU’s errata spreadsheetsin TXU Exhibit 61 already reflect this modification.

Activity/Projects 10984000 and 10985000 ar e considered together.

10984000 Regulatory Affairs-TXU Gas Distribution

Expenses incurred with the management of rates and regulatory affairs before the regulatory authorities
whichincluderate and tariff proceedings, fuel proceedings, rulemakings, reporting, customer complaints,
and deregulation issues impacting TXU Gas Distribution.

10985000 Regulatory Affairs - Pipeline

Expenses incurred with the management of rate and regulatory affairs before regulatory authorities and
which include rate and tariff proceedings, rulemakings, reporting, customer complaints, and deregulation
issues impacting TXU Lone Star Pipeline Company. Regulatory support services are necessary because
of the significant impact of regulatory actionson the cost of electric servicein Texas. Theservicesarealso
necessary to keep TXU Lone Star Pipeline Company informed as to the new laws and regul ations with
which it must comply.

TXU’s Position
TXU requested Commission approval of $1,985,796 for Distribution (Activity/Project 10984000) and
$69,067 for Pipeline (Activity/Project 10985000), for inclusion in the rates paid by TXU Gas customers.
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TXU disagreed with Dalas's position that a portion of the amounts billed to Distribution regarding
regul atory admini stration expenses shoul d be disallowed based on anincreasein the proratashareassigned
to Distribution in 2002 compared with the average of the test year, the GUD 9313 test year (ending
September 30, 2001), and PUC Docket No. 22350 test year (ending September 30, 1999). TXU argued
that Dallas's recommendation was a “piecemeal” approach to ratemaking, ignored the Commission’s
test-year-based ratemaking principles, and presented incorrect information. TXU argued that the data
Dallas used to “normalize” 2002 are four years old. Dallas provided no evidence that these data show
current expense levels; rather that this average is lower than the 2002 levels.

TXU argued that Dalas created a relationship between the amounts billed to Distribution through
Activity/Project 10984000 and TXU Business Services' total Regulatory Affairs expense as presented in
this proceeding, Docket No. 9313 before this Commission, and TXU Electric's UCOS filing before the
Public Utility Commission of Texas. TXU stated that a correlation does not exist between the amount
assigned to Distribution and the total regulatory affairs expense; therefore, TXU Business Services does
not assign Distribution costs according to the non-existent correlation.

TXU argued that at varying times throughout the four year “normalization” period, organizations that
provide Regulatory Affairs services resided within TXU Business Services and/or the various business
unitsthey serve, e.g., Oncor Electric Delivery and TXU Energy. Therefore, Dallas' scomparativeanalysis
is unfounded and incompl ete.

TXU stated that Activity/Project 10984000 is one exampl e of direct billing-- the service provided through
Activity/Project 10984000 is 100 percent dedicated to Distribution. TXU argued that the amountscharged
to Distribution through Activity/Project 10984000 remained relatively constant over the four-year period
Dallas chose as a normalization period, noting that for the twelve months ending September 30, 1999,
September 30, 2001, and December 31, 2002, the amounts billed to Distribution were $2,249,488,
$2,311,908, and $1,985,796, respectively.

TXU questioned the legitimacy and reasoning of Dallas approach. TXU observed that Dallas did not
remain consistent in its approach to normalization. Dallas did not use the three amounts or average the
three amountsto cal cul ate the recommended “ normalized” amount. Instead, TXU argued, Dallas created
an irrelevant correlation between the percentage of these amounts and an incomplete Regulatory Affairs
expenseto normalizeDistribution’ s“normalized” Regulatory Affairsexpense. TXU presumed Dallasused
this approach because it created a disallowance while other methods did not.

Examiners Recommendation

The Examinersconsidered theevidence; TXU failed to provethereasonablenessand the necessity of these
amounts as applicable to gas utility service. TXU did not provide evidence explaining the connection
between electric restructuring issues and the impact upon TXU Gas Distribution. TXU did not provide
evidence explaining how these fees differ from rate case expensesthat aretypically treated separately and
areamortized inrate case expenseproceedings. TXU averred that regul atory support servicesare necessary
because of the significant impact of regulatory actions on the cost of electric servicein Texasand that the
services are necessary to keep TXU Lone Star Pipeline Company informed as to the new laws and
regulations with which it must comply. The Examiners find that it is the responsibility of TXU Electric
to consider theimpact of regulatory actionson the cost of electric service. TXU Gas customers should not
pay for amounts associated with electric service. TXU did not provide evidence to demonstrate that
amounts applicable to electric utility issues were omitted. TXU failed to provide evidence showing that
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the proposed expenseamountswerereasonable. Therefore, itisreasonablefor the Commissiontodisallow
expenses of $1,985,796 for Distribution (Activity/Project 10984000) and $69,067 for Pipeline
(Activity/Project 10985000).

11700001 Oncor Financial Planning
Expenses associated with Oncor strategic planning, consolidation of financial and business plan
information, and financial analysis regarding valuation of assets to be bought or sold.

TXU’s Position

TXU requested $215,576 for Distribution and $77,901 for Pipeline. TXU disagreed with ACC’ s position
that a portion of the expenses in this account should be disallowed. TXU observed that the basis for
ACC’sproposal to disallow the costsisthat the costs were higher in 2002 thanin 2001. TXU argued that
ACC presented no evidence asto why thetotal costsincurredin 2002 are not reasonable; that costsfor this
service consist primarily of labor and labor-related expenses; and that this service alows for better
management of operations and the associated costs.

TXU noted that theincreasein these costs over prior yearsrepresented an increased staffing level required
to perform the tasks. TXU stated that the total costs associated with Project 11700001 for 2002 are
reasonable and necessary and should be included in TXU Gas' requested cost of service.

ACC’s Position
ACC observed that total expenses amost doubled between 2001 and 2002, while expenses allocated to
Distribution increased 70 percent and Pipeline increased 43 percent over the same period. ACC
recommended using the 2001 allocated amounts of $127,092 for Distribution and $54,301 for Pipelinefor
the adjusted test year amounts. ACC took the position that this project showed an extraordinary level of
expense in 2002 that was not representative of ongoing expenses. ACC based its adjustment upon a
comparison of the test year alocated expense with prior years expenses for the same activity. ACC
observed that the project may have represented an ongoing activity, but that the test year amount was
anomalously high compared to past years. ACC adjusted the test year coststo reflect amore likely level
of expense based on historic expenses. ACC recommended the following adjustments to derive cost-
adjusted expenses.

Distribution: ($88,484)

Pipeline: ($23,600)

Examiners Recommendation

The Examiners considered TXU'’s testimony that the increase in costs over prior years represented an
increased staffing level required to perform the tasks. The Examinersfind TXU’s evidence inadequate
because TXU failed to explain why the additional labor was necessary. Statements affirming that the
money was spent or that money was spent on labor fail to explain why the requested level of cost was
reasonabl e and necessary; why additional |abor wasnecessary; why theincreasewasamost doubledinone
year’ stime; or why the alocation to Distribution increased 70 percent and Pipeline increased 43 percent
over the same period. Because the evidence presented failed to show that the costs were necessary and
reasonable, the Examiners recommend partial disallowance in accordance with ACC’s proposal. Itis
reasonable for the Commission to reduce TXU’s request by $88,484 for Distribution and $23,600 for
Pipeline.
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18130000 Oncor Revenue & Receivables
Expensesassoci ated with maintenance of thefinancial information management (FIM) accountsreceivable
system, processing non-customer information system (CIS) payments, and collection services.

TXU’s Position

TXU requested Commission approval of $128,775for Distribution and $535,829 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU argued that for both Distribution and Pipeline, expenses
for thisaccount increased between 2000 and 2002 because (1) the non-ClSaccountsreceivabl e collections
processfor both Distribution and Pipeline was not achieving the desired coll ection successrate and (2) the
percentage of staff time spent supporting the revenue and recei vablesfunction of Distribution and Pipeline
increased significantly in 2002. TXU stated that, beginning in 2002, Oncor Revenue & Receivables
dedicated three full-time employees to the non-CIS collections process on behalf of Distribution and
Pipeline. Asaresult of theincreased staffing levels, non-CIS collectionsimproved. TXU argued that the
total costs associated with Activity/Project 18130000 for 2002 are reasonable and necessary and should
be included in the requested cost of service.

ACC'’s Position
ACC noted that after being stable in 2000 and 2001, expenses alocated to Distribution and Pipeline
approximately doubled in thetest year. ACC recommended using the 2001 allocated amounts of $67,717
for Distribution and $231,868 for Pipeline for the adjusted test year amounts. ACC stated that the
extraordinary level of expensein 2002 was not representative of ongoing expensesfor thisproject. ACC
based its adjustment upon a comparison of the test year allocated expense with prior years expenses for
the same activity. ACC recommended the following adjustments to derive cost-adjusted expenses.
Distribution: ($61,058)
Pipeline: ($303,961)

Examiners Recommendation

The Examinersfind that the additional costs were needed for increased labor dedicated to the collections
process on behalf of Distribution and Pipeline to improve the utility’s collection rate.  The Examiners
recommend the Commission approve TXU’s request of $128,775 for Distribution and $535,829 for
Pipeline.

18210000 Oncor System Implementation
Expenses for modifying, testing, and implementation of new systemsfor Distribution and Pipeline. TXU
reported that labor expense is the primary driver for costs.

TXU’s Position

TXU requested Commission approval of $82,991 for Distribution and an additional $82,991 for Pipeline,
for inclusionintheratespaid by TXU Gascustomers. TXU argued that from timeto time, TXU Business
Services establishes a separate Activity/Project to capture costs related to a specific short-term project.
Capturing these costs separately provides management with the necessary information with which to
optimally manage a project and/or provides for more specificity when necessary. The costs included in
Activity/Project 18210000 consisted aimost entirely of labor and labor-related expenses for employees
working, on an ongoing basis, in the Oncor Controller’ s function of TXU Business Services. During the
period inwhich employeesworked onthe Oncor System Implementation project, their costswere captured
in Activity/Project 18210000 to provide atool by which management could better manage these costs.
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Prior to working on this project and subsequent to the completion of this project, these employees
performed thelir traditional accounting related activitieson behalf of various TXU entities, including TXU
Gas - Distribution and TXU Gas - Pipeline. TXU argued that to exclude these ongoing costs from TXU
Gas' requested cost of service would understate the utility’ s required cost of service.

ACC’s Position
ACC argued that implementation of this system isastand alone, non-recurring project. ACC argued that
thisitem may have provided abenefit to TXU Gas customers at the time the expense was incurred, but it
IS not an ongoing project or activity expense. Now that the activity is completed and is not recurring, it
would beinappropriate to continue to recover these expenses from ratepayers. Therefore, it isreasonable
to remove these expenses from TXU Gas' s cost of service. ACC recommended the following adjustment
to remove non-recurring expense:

Distribution:  ($82,991)

Pipeline: ($82,991)

Examiners Recommendation

Having considered the evidence, the Examinersfind that Project 18210000 was ashort-term project rather
than arecurring, on-going activity. Therefore, the expense for it should be disallowed for rate setting. It
isreasonablefor the Commission to disallow TXU’ srequest for $82,991 for Distribution and $82,991 for
Pipeline for modifying, testing, and implementation of new systems under Project 18210000 becauseitis
anon-recurring cost.

19400000 Print Services
Expenses for copies, manuals, labels, and other miscellaneous printing.

TXU’s Position

TXU requested Commission approval of $71,398 for Distribution and $34,466 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU argued that rate case expenses have been excluded from
TXU Gas' srequested cost of service. TXU stated that the rate filing package associated with this Docket
No. 9400 was printed in the second quarter of 2003. Therefore, the costsfor that print job could not have
been included in 2002 expenses. TXU argued that printing costs associated with the printing of any rate
casefilingischargedtothe TXU Business Services' Activity/Project directly associated withthat rate case.
TXU argued that ACC’s proposed disallowance of $58,249 for Distribution and $22,669 for Pipeline
should be rejected.

ACC 'sPosition

ACC noted that total expenses more than doubled between 2001 and 2002. However, the expenses
allocated to Distribution increased more than fivefold and those allocated to Pipeline ailmost tripled
between 2001 and 2002. ACC argued that the increased printing costs reflected in the test year were
related to this GUD 9400 rate case and to the regional cases. ACC recommended that a more reasonable
level of expenses for the adjusted test year would be the 2001 amount of $13,149 for Distribution and
$11,797 for Pipeline. ACC stated that this project showed an extraordinary level of expensein 2002 that
was not representative of ongoing expenses. ACC based its adjustment upon acomparison of thetest year
allocated expense with prior years' expenses for the same activity. ACC observed that the project may
have represented an ongoing activity, but that thetest year amount was anomal ously high compared to past
years. ACC adjusted thetest year coststoreflect amorelikely level of expense based on historic expenses.
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ACC recommended the following adjustment to derive cost adjusted expenses.
Distribution:  ($58,249)
Pipeine: ($22,669)

Examiners Recommendation

TXU explained that the increased costs were not due to rate package printing. TXU aso stated
affirmatively that these costs were reasonable. However, statements affirming that the money was spent
fall to explain why the requested level of cost was reasonable and necessary and fail to explain why
additional printing services were needed in the test year. TXU failed to explain what caused the cost of
printing services to double, why the allocation to Distribution increased fivefold between 2001 to 2002,
or why the allocation to Pipeline amost tripled between 2001 to 2002. TXU failed to provide probative
evidence that the costs were both necessary and reasonable. The Examiners recommend partial
disallowance in accordance with ACC’ s proposal. It isreasonable for the Commission to reduce TXU's
request by $58,249 for Distribution and $22,669 for Pipeline.

19420000 Printing Services-Forms M anagement
Services associated with the design and production of standardized forms.

TXU’s Position

TXU requested Commission approval of $165,939 for Distributionand $18,919for Pipeline, for inclusion
in therates paid by TXU Gas customers. TXU argued that ACC improperly used atime period that was
two years prior to the test year, ssmply because theresult isalower percentage to apply to test year levels
than if year 2001 were used. TXU stated that Activity/Project 19420000 is assigned to each TXU entity
based on the cost of the individual jobs performed on behalf of that entity. TXU argued that the costs
included in Distribution’ srequested cost of servicefor this Activity/Project are reasonable and necessary,
that ACC presented no contravening evidence, and ACC'’ s proposed disallowance should be rejected.

ACC’s Position
ACC pointed out that total expensesincreased from approximately $294,000 in 2000 to $348,000in 2002,
an 18 percent increase over two years. At the same time, the amount allocated to Distribution increased
amost fivefold. ACC compared the test year 2002 allocation factor with prior years allocations for the
same activity. ACC observed that either an allocation factor changed appreciably during the test year, or
the allocation factor to Distribution or Pipeline was incorrect. ACC assigned arevised alocation factor
based on the prior years' allocations to yield a more equitable assignment of costs. ACC recommended
that the 2000 Distribution allocation of 11.75 percent be applied to the test year total of $347,541 for
allocated expenses of $40,836. ACC recommended the following adjustment to decrease the allocated
Distribution expense from $165,939 to $40,836:

Distribution:  ($125,103)

Pipeline: -0-

Examiners Recommendation

TXU offered no evidence explaining the significant increase of approximately 18 percent in these project
costs in two years. TXU’s arguments that costs for this project are assigned based on the cost of the
individual jobs performed on behalf of that entity do not demonstrate reasonableness or necessity. TXU
provided no evidenceto show how or why theseincreased costsfor servicesassociated with thedesign and
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production of standardized forms is reasonable and necessary for the provision of gas services. The
Examinersrecommend the Commission approvethe adjustments, consi stent with ACC’ srecommendation.

19650000 Vehicle Graphics Changeout

Expenses associated with development of a plan with implementation and staffing to convert vehicle
graphics from TXU to Oncor. Oncor was created to support the transition to the restructured electric
industry.

TXU:

TXU requested Commission approval of $2,709 for Distribution and $903 for Pipeline, for inclusion in
the rates paid by TXU Gas customers. TXU argued that the expenses incurred to provide the services
performed through Activity/Project 19650000 are not solely costs incurred as a result of electric
restructuring; rather, the costs consist of four months' labor and labor-related costsfor oneindividual who
works within the Administrative Services' Transportation Administration organization.

TXU Business Services creates, when appropriate, anew short-term Activity/Project to capture costs for
the purposes of management control and for lending greater specificity toitsbilling methodologies. TXU
argued that the costsidentified as Activity/Project 19650000 were not incremental costsincurred by TXU
Business Services. Rather, they are costs incurred on aregular and ongoing basis, and are captured in a
separate Activity/Project in order to lend specificity to the billing of those costs during the short-term
project period.

TXU explained that following completion of the project, theindividual returned to hisnormal work duties
on behalf of the TXU entities served by thisorganization, including TXU Gas- Distribution and TXU Gas
- Pipeline. TXU argued that disallowing the costsin this project would understate the ongoing known and
measurable costs incurred in the provision of TXU Business Services Activity/Project 19600000 —
Transportation Administration. Therefore, TXU stated, these costs should not be disallowed.

ACC’s Position
Because Oncor was created to support TXU’ s electric restructuring, these costs should be borne only by
TXU’ selectric company affiliate and el ectric rate customers. Thisproject provided no benefitto TXU Gas
customers. None of the costsassigned by TXU Business Servicesto TXU Gas (Distribution or Pipeline)
should be passed to TXU Gas customers. ACC recommended the following adjustments on the basisthat
these are non-recoverable expenses.

Distribution: ($2,709)

Pipeline: ($903)

Examiners Recommendation

TXU failed to provethat its request for expenses associated with converting vehicle graphics from TXU
to Oncor is anecessary and reasonable cost of gas utility service to be included in rates. Conversion of
vehicle graphicsfrom TXU to Oncor is part of TXU’ stransition to electric restructuring. TXU’selectric
division retained the familiar “TXU” name. Regulated gas utility customers should not pay for costs
created by TX U’ sbusiness separation resulting from el ectricrestructuring. Having reviewed the evidence,
theExaminersfindthat itisreasonablefor the Commissiontodisallow TXU’ srequest for Distribution cost
of $2,709 and Pipeline' s cost of $903, as a non-recoverable expense.
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19920000 TXU Acquisition Services

Acquire the properties essentia for the construction of all affiliates facilities, excluding TXU Electric
Distribution (ESD) and TXU Gas (LSGD), at the lowest possible cost and with minimal litigation and
negotiate the economic settlement of construction damage claims. Responsibilitiesinclude deed searches,
management of land rightsand interests, encroachment reporting and management, preparation of rel eases
and exclusions from easements, and renegotiation of relocation agreements.

TXU’s Position

TXU requested Commission approval of $343,684 for Pipeline, for inclusionintheratespaid by TXU Gas
customers. TXU questioned Dallas's position that $317,168 of the amount billed to Pipeline in this
account be capitalized. TXU stated that capital expenditures relate to the acquisition of an asset, the
benefit of which extendsover one or more accounting periodsbeyond the current period. TXU argued that,
in addition to facilitating the acquisition of right-of-way on behalf of TXU entities, TXU Business
Services Property Management Department al so provides ongoing land management services, including
prevention of easement encroachment, easement mai ntenance, protection and prevention of pipe erosion,
and highway relocations. TXU argued that because Pipeline has not been in an intensive right-of-way
acquisition mode, the majority of the services performed on behalf of Pipeline through Activity/Project
19920000 have been operational in nature and should not be capitalized.

Dallas's Position

Dallas argued that a significant portion of the costs of this project should have been capitalized. First,
Dallas noted that this particular project number did not exist in the prior case, GUD 9313, because the
expense was reflected elsewhere in the Administrative Service - Administrative Department of TXU
Business Services. Dallas reasoned that the project number was created to provide the same serviceasin
Project 19910000-TXU Right of Way Services.

Dallasnoted that in Exhibit SNR-1 at page 7, the project descriptionsfor TXU Right of Way Servicesand
TXU Acquisition Services are identical, except that TXU Acquisition Services excluded the electric and
gas Distribution utilities. However, when TXU allocated the costs from TXU Business Servicesfor this
sametype of service (Project 19910000) to Distribution, TXU significantly reduced the cost in recognition
that the types of activities reflected are the type that should be capitalized.

Dallascompared Exhibit SNR-2 and an RFI response about Project 19910000, and noted that Distribution
expensed only 7.72 percent of the cost assigned from TXU Business Services. Dallas concluded thisis
logical because the activitiesin the Project description are usually capitalized. Dallas recommended that
the same expense/capitalization ratio applied to Project 19910000, which has the same description of the
services provided but for Distribution, also be applied to the cost alocated from TXU Business Services
for Project 19920000 to Pipeline, resulting in a $317,168 reduction to Pipeline expenses and a
corresponding increase to invested capital .

38 Dallas Exhibit 1, Schedule JP-4 at 6 of 8.
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Examiners Recommendation

TXU did not provide adequate evidence or information for analysis of what portion of Project 19920000,
TXU Acquisition Services, isfor property acquisition and what portion isfor property management. The
Examiners are unable to determine which amounts, if any, TXU should have capitalized. In absence of
such information, it is reasonable that the Commission implement Dallas's recommendation. The
Examiners recommend that the Commission reduce Pipeline expense by $317,168 and make a
corresponding increase in Pipeline invested capital (Account 36502, Land Rights— Transmission).

20043300 Communications-INET Services
Labor and |abor-rel ated expenses associ ated with supporting the INET communi cationssystems, providing
TXU internet and intranet mai ntenance and devel opment.

TXU’s Position

TXU requested Commission approval of $335,044 for Distribution and $149,434 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU argued that in 2001, the INET project was still in
development and the devel opment-rel ated costs were capitalized. Oncethe system wasimplemented, the
costswere considered to be operational and werebilled tothe TXU entitiesusingtheservices. Thebilling
methodol ogy for Activity/Project 20043300 changed from awei ghted average of grossrevenuesand global
headcount in 2001 to a weighted average of desktops per business unit (a surrogate for the headcount of
those using the service) in 2002. The changewas madeto improve the precision with which this service
could be billed to users. TXU argued the total costs associated with Activity/Project 20043300 for 2002
are reasonable and necessary and should be included in TXU Gas requested cost of service.

ACC’s Position
ACC noted that total expensesincreased almost fourfold between 2001 and 2002. Expenses allocated to
Distribution increased almost seven times and those allocated to Pipeline increased more than ten times
between 2001 and 2002. ACC recommended that amorereasonablelevel of expensesfor the adjusted test
year would bethe 2001 amount of $50,475 for Distribution and $14,209 for Pipeline. ACC stated that this
project showed an extraordinary level of expensein 2002 that was not representative of ongoing expenses.
ACC based its adjustment upon acomparison of thetest year allocated expensewith prior years' expenses
for the same activity. ACC observed that the project may have represented an ongoing activity, but that
the test year amount was anomal ously high compared to past years. ACC adjusted the test year coststo
reflect a more likely level of expense based on historic expenses. ACC recommended the following
adjustment to derive cost adjusted expense amounts:

Distribution:  ($284,569)

Pipeline: ($135,224)

Examiners Recommendation

Having considered the evidence, the Examiners find the significant increase to be reasonable because it
was due to TXU’ streatment of that expense once the INET project development had been completed. It
is reasonable for the Commission to approve $335,044 for Distribution and $149,434 for Pipeline for
Communications-INET Services, as requested by TXU.

20043301 INET-Global
Expensesassoci ated with the continued maintenance and hardware needs of theglobal portion of theINET
project.
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TXU’s Position

TXU requested Commission approval of $48,695 for Distribution and $21,718 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU stated that services provided through Activity/Project
20043301 are pertinent to all TXU employees across the globe while those provided through
Activity/Project 20043302 are attributable to those TXU employeesresiding in North Americaonly. The
costs are separated into these two different activities/projects in order to provide the greatest level of
specificity possible. Therefore, ACC’s proposed disallowance of these costs should be denied.

TXU argued that the purpose of any TXU Business Services Activity/Project isto bill each subsidiary or
division, as accurately as possible, the costs that were incurred on behalf of that entity. Portions of the
INET servicesare pertinent only to TXU entitiesin North America, while other portions provided service
toall TXU entitiesacross the globe, including thosein North America. In order to provide agreater level
of specificity toitsbillings, TXU Business Services identified those hardware and software applications
that were attributable to all TXU entities across the globe and captured those costs in Activity/Project
20043301. Becausethose applicationswere useful to al TXU entities, their costsareassignedto all TXU
entities. Other INET applicationswere only applicable to North American employees. Those costs were
captured in Activity/Project 20043302 and billed only to North American TXU entities. The different
applications contained in each of the activities/projects was provided in TXU Gas' responseto ACC RFI
Set No. 3, Question No. 35.

ACC’s Position
ACC recdled TXU’s statement that there is no overlap between this project and Project 20043302 —
INET-North America, which captured expenses associated with the continued maintenance and hardware
needs of the North America portion of the INET project. As TXU Gas operates only in North America,
gas customers should not be required to support the global portion of the project. This project provided
no benefit to TXU Gas customers. None of the costs assigned by TXU Business Servicesto TXU Gas
(Distribution or Pipeline) should be passed to TXU Gas customers. ACC recommended the following
adjustments to derive the appropriate expense:

Distribution: ($48,695)

Pipdline: ($21,718)

Examiners Recommendation

The Examinersfind that thisisanon-recoverable expense and recommend that the Commission disallow
$48,695 Distribution expense and $21,718 Pipeline expense from TXU’ srequested expense. TXU failed
to provide evidence showing that these costs are reasonabl e and necessary expenditures for the provision
of service to gas customers. Because TXU Gas operates only in North America, gas utility customers
should not pay for or support the maintenance and hardware needs of the global INET project. TXU
provided no probative evidence that its requested amount is reasonabl e and necessary for the provision of
service to its gas utility customers. Therefore, it is reasonable for the Commission to disallow $48,695
from Distribution expense and $21,718 from Pipeline expense.

21820000 TXU Brand/Cor porate

Expenses associated with market research, consultation, project management, copy writing, artwork,
print/broadcast production, media placement, customer opinion surveys, bill inserts and publications to
generate awareness of corporate identity and brand.
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TXU’s Position

TXU requested Commission approval of $257,102 for Distribution, for inclusionintheratespaid by TXU
Gas customers. TXU argued that not all customers know the name of the gas utility in their areaand that
maintaining afamiliarity with the utility companiesin their areasisimportant to new customers who seek
utility service when moving to a new town or state. TXU stated that this familiarity is also important to
theelderly and childrenlivinginaparticular areaso that they may feel comfortablewhenthey see strangers
working in their neighborhoods or when they need assistance in an emergency. TXU argued that the
servicesprovided through Activity/Project 21820000, TXU Brand/Corporate, promotesinvestor awareness
that aidsin attracting capital necessary to support theutility’ sfinancial needs, thusminimizing the utility’s
cost of capital. TXU referred to Commission Rule 8§7.5414 and argued that actual expenditures for
advertisingwill beallowed asacost of serviceitem of ratemaking purposes. TXU concluded that the costs
associated with Activity/Project 21820000 are reasonable and necessary and should be included in TXU
Gas' cost of service.

ACC’s Position
ACC advocated that these costs should be disallowed. ACC stated that this project may benefit TXU
shareholders, but captive TXU Gas customers aready know their gas utility. This project provided no
benefit to TXU Gas customers. None of the costs assigned by TXU Business Services to TXU Gas
(Distribution or Pipeline) should be passed to TXU Gas customers. ACC recommended the following
adjustment to remove non-recoverable expense:

Distribution:  ($257,102)

Pipeline: -0-

Dallas s Position

TXU Gas requested $257,102 for expense associated with the TXU Corporation brand name for
Distributionin Project 21820000 “to generate awareness of corporate identity and brand.” Dallasargued
that thereisno legitimate reason for regulated gas utility customersto pay hundreds of thousands of dollars
for TXU Corporation to generate awareness for its identity. Dallas argued that this is an inappropriate
expense for regulated customers to pay.

Dallas argued that Commission Rule 87.5414 provides for the inclusion of up to one-half of 1 percent of
gross receipts of the utility, with certain exceptions. The key concept isthat an advertising expense must
be utility related and not |obbying, social membership, contributions, etc. The requested amount does not
fall into the allowable categoriesbecauseit isnot advertising for Distribution. Rather, it isadvertising for
anon-utility entity. Dallas argued that this is a contribution or donation to TXU Corporation.

Dallas recommend that the full amount be eliminated from the utility’s cost of service, resulting in a
reduction of Distribution’ s expense request of $257,102.%%

Examiners Recommendation
The Examiners recommend the Commission deny the entire amount of $257,102 for Project 21820000,
TXU Brand/Corporate.

%9 Dallas Exhibit 1, Schedule JP-4 at 1.
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TheExaminersconsidered 16 TEX. ADMIN. CODE §7.5414 (2002) and recognizethat the Commission may
allow expenditures for advertising to be included in a cost of service, that do not exceed one-half of one
percent of the gross receipts of the utility for utility servicesrendered in the public. TXU did not meet its
burden to show that its expenditure is reasonable and necessary for the provision of gas utility service to
the regulated gas utility customer.

The Examiners recommendation is consistent with the Commission’s rules because the exceptions
articulated in 16 TEx. ADMIN. CODE 87.5414 that allow for such expenditures are not to generate
awareness of corporate identity and brand. Instead, information relating to conservation of natural gas,
reduction of natural gas during peak demand, advertising required by law or relating to service
interruptions, saf ety measures, emergency conditions, empl oyment opportunities, proposed rate schedul es,
or notifications of hearings are al directly applicable to the gas consumer and provision of gas utility
service.

Although thefacts of the case are distinguishable, thereasoning of the Examiners’ recommendationinthis
proceedingisconsistent with prior Commissiondecisionin GUD 8976. Inbothinstances, theutility failed
to provide probative evidence showing that these advertising costs are reasonable and necessary for
provision of serviceto gas utility customers.

42100000 Desktop
Support for the business computers, mainframe terminals, and peripheral equipment on the desktop.

TXU:

TXU requested Commission approval of $1,288,003 for Distribution and $847,066 for Pipeline, for
inclusion in the rates paid by TXU Gas customers. TXU argued that ACC used atime period two years
prior to thetest year because the result was lower than if 2001 wasused. TXU stated that Activity/Project
42100000 expenseisassigned based on theactual number of desktop unitsand attendant devicessupported
for each TXU entity. Theamount billed to each of the various TXU entitiesfor services provided through
Activity/Project 42100000 in 2002, including Distribution, was based on the number of desktop devices
that each TXU entity had in 2002.

TXU explained that theincreasein total expensesfor Activity/Project 42100000 in 2002, as compared to
prior years, was primarily due to increased staffing levels and |ease costs associated with an expanding
desktop environment. In periods prior to 2002, numerous employees who provided Distribution with
services were assigned to TXU Electric Distribution (now Oncor Electric Delivery) and the expenses
associated with these devices were charged to TXU Electric Distribution and then subsequently billed to
TXU Gas - Distribution. In 2002, many of these same employees were assigned within TXU Gas -
Distribution. In turn, their desktop devices are the direct responsibility of Distribution and the expenses
associated with these devices are appropriately charged to Distribution.

TXU noted that of the $1,288,003 billed to Distribution for Activity/Project 42100000 during 2002,
$304,114 was either capitalized or charged to stores overhead expenses and not included in Distribution’s
request. Therefore, in addition to being substantively incorrect, ACC’s proposed disallowance amount
isincorrect, aswell. ThoseActivity/Project 42100000 expensesreflected in Distribution’ scost of service
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are reasonable, necessary, and reflect a normalized level of expense for this service. ACC provided no
evidence to the contrary and ACC’ s proposed disallowance should be rejected.

ACC’s Position
ACC observed that total expensesincreased from approximately $12.4 million in 1999 to $19.4 million
in 2002, reflecting a 56 percent increase in three years. At the same time, the amount allocated to
Distributionincreased by 187 percent. ACC compared thetest year 2002 all ocation factor with prior years
allocationsfor the sameactivity. ACC observed that either an all ocation factor changed appreciably during
the test year, or the alocation factor to Distribution or Pipeline was incorrect. ACC assigned arevised
allocation factor based on the prior years' allocationsto yield amore equitable assignment of costs. ACC
recommended that the 2000 Distribution allocation of 4.96 percent be applied to the test year total of
$19,369,639 for allocated expenses of $960,734. ACC recommended the following adjustment to derive
an allocation-adjusted expense:

Distribution: ($327,269)

Pipeline: -0-

Examiners Recommendation

The Examiners find that TXU’s evidence is vague and inconclusive regarding expenses for business
computers, mainframe terminals, and peripheral equipment on the desktop. The Examiners find that
TXU’srequest was nhot supported by the evidence provided in TXU Exhibit 15, Attachment SNR-2. That
exhibit indicated TXU’ srequest for expensesin the amounts of $1,288,003 for Distribution and $847,066
for Pipeline. After Intervening Parties challenged TXU’ s expense requests, TXU responded that of the
$1,288,003 hilled to Distribution for Activity/Project 42100000 during 2002, $304,114 was either
capitalized or charged to stores overhead expenses and not included in Distribution’ s request.

The Examiners find that TXU’ s expense request for Project 42100000, Desktop, was actually $983,919
($1,288,003 - $304,114 = $983,919) for Distribution and $847,066 for Pipeline. The Examinersfind that
ACC sallocationfactor wasappropriate, but wasappliedto the higher, incorrect amount. ApplyingACC’s
ratio of 25.40843 percent to the revised amount (327,269 + 1,288,033 = 25.40843 percent) resultsin anew
adjustment value of $249,998 ($983,919 x 25.41 percent = $249,998). Therefore, the Examiners
recommend that the Commission approve an expense adjustment of ($249,998), and approve $733,921
($983,919 - $249,998 = $733,921) as Distribution expense. The Examiners recommend that the
Commission approve the requested Pipeline cost of $847,066.

42200000 Telephone
Expenses for basic telephone service, equipment, PBX, handsets, maintenance, local and long distance
service, phone network, and moves and changes.

TXU’s Position

TXU requested Commission approval of $668,925 for Distributionand $506,418 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU argued that ACC used 2001 as the “normalized” year
because it results in a lower percentage to apply to test year levels. TXU stated that Activity/Project
42200000 is assigned based on the actual telephone service utilized. Therefore, the pro rata share of
expenses a TXU entity receives is dependent on the level of telephone service that TXU entity has
received. The amount billed to each of the various TXU entities for services provided through
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Activity/Project 42200000 in 2002, including to Distribution, was based on the level of telephone service
received by each TXU entity in 2002.

TXU explained why the increased pro rata share of expense assigned to Distribution in 2002 were higher
than in 2001. In periods prior to 2002, numerous employees who provided Distribution services resided
in TXU Electric Distribution (now Oncor Electric Delivery) and the expenses associated with
Activity/Project 42200000 were charged to TXU Electric Distribution and then subsequently billed to
Distribution. In 2002, many of these same employeesresided within TXU Gas- Distribution. Inturn, their
telephone devices and associated costs are the direct responsibility of Distribution, and the expenses
associated with these devices were appropriately charged to Distribution.

TXU noted that of the $668,925 hilled to Distribution for Activity/Project 42200000 during 2002,
$187,600 was either capitalized or charged to stores overhead expenses and not included in Distribution’s
request. Therefore, inadditionto being substantively incorrect, ACC’ sproposed disallowance of $243,518
for Distribution isincorrect, aswell. TXU argued the Activity/Project 42200000 expenses reflected in
Distribution’s cost of service are reasonable, necessary, and reflect anormalized level of expensefor this
service.

ACC:

ACC stated that total expenses remained relatively flat between 1999 and 2002, but the allocation to
Distribution more than doubled from 3.7 percent to 8.1 percent. ACC recommended that the 2001
Distribution allocation of 5.14 percent be applied to the test year total of $8,276,406 for alocated
Distribution expenses of $425,407.

ACC compared thetest year 2002 all ocation factor with prior years' alocationsfor thesameactivity. ACC
observed that either an allocation factor changed appreciably during the test year, or the allocation factor
to Distribution or Pipeline was incorrect. ACC assigned a revised allocation factor based on the prior
years alocations to yield a more equitable assignment of costs. ACC recommended the following
adjustment to derive an allocation adjusted expense:

Distribution:  ($243,518)

Pipeline: -0-

Examiners Recommendation

The Examinersfindthat TXU’ sevidenceisvagueandinconclusiveregarding expensesfor basictelephone
service, equipment, PBX, handsets, maintenance, local and long distance service, phone network, and
moves and changes. The Examiners find that the amount TXU requested was not supported by the
evidence provided in TXU Exhibit 15, Attachment SNR-2. That exhibit indicated TXU’s request for
expensesintheamountsof $668,925 for Distribution and $506,418for Pipeline. After Intervening Parties
challenged TXU’s expense requests, TXU responded that of the $668,925 hilled to Distribution for
Activity/Project 42200000 during 2002, $187,600 was either capitalized or charged to stores overhead
expenses and not included in Distribution’ s request.

The Examinersfind that TXU’ sexpense request for Project 42200000, Telephone, was actually $481,325
($668,925 -$187,600 = $481,325) for Distribution and $506,418 for Pipeline. The Examiners find that
ACC' sallocation factor wasappropriate, but wasapplied tothehigher, incorrect amount. ApplyingACC’'s
ratio of 36.40438 percent (243,518 + 668,925 = 36.40 percent) to the revised amount resultsin a new
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adjustment value of $175,223 ($481,325 x 36.40438 percent = $175,223). Therefore, the Examiners
recommend that the Commission approve an expense adjustment of ($175,223) and an expense amount
of $306,102 ($481,325 - $152,289 = $306,102) for Distribution. The Examiners recommend that the
Commission approve the requested Pipeline expense of $506,418.

42300000 Data Networ k
Expenses for access to end usage of the area-wide network.

TXU’s Position

TXU requested Commission approval of $673,023 for Distribution and $453,491 for Pipeline, for inclusion
in therates paid by TXU Gas customers. TXU argued that ACC altered its normalization approach. To
get the desired result ACC averaged three years of the pro rata share that Distribution received for the
services provided through Activity/Project 42300000 which is assigned to TXU entities based on their
access to end usage of the TXU Wide AreaNetwork. In periods prior to 2002, numerous employees who
provided Distribution servicesresided in TXU Electric Distribution (now Oncor Electric Delivery). The
expenses associated with Activity/Project 42300000 were charged to TXU Electric Distribution and
subsequently billed to TXU Gas - Distribution. In 2002, many of these same employees resided within
Distribution. In turn, their costs associated with the use of TXU’s Wide Area Network are the direct
responsibility of Distribution, and the expenses associated with this service are appropriately charged to
Distribution.

TXU noted that of the $673,023 billed to Distribution for Activity/Project 42300000 during 2002,
$178,030 was either capitalized or charged to stores overhead expenses and not included in Distribution’s
request. Therefore, inaddition to being substantively incorrect, ACC’s proposed disall owance amount of
$135,291 for Distribution was incorrect as well. TXU argued the Activity/Project 42300000 expenses
reflected in Distribution’s cost of service are reasonable, necessary, and reflect a normalized level of
expense for this service.

ACC’s Position

ACC noted that total expenses remained relatively flat between 2000 and 2002, but the allocation to
Distribution increased from 3.6 percent to 5.8 percent, a 61 percent change. The average over the
three-year period is 4.62 percent. ACC recommended that the average Distribution allocation factor be
applied to the test year total expense of $11,630,846 for allocated Distribution expenses of $537,733.

ACC compared thetest year 2002 all ocation factor with prior years' allocationsfor thesameactivity. ACC
observed that either an allocation factor changed appreciably during the test year, or the allocation factor
to Distribution or Pipeline was incorrect. ACC assigned a revised allocation factor based on the prior
years alocations to yield a more equitable assignment of costs. ACC recommended the following
adjustment to derive an allocation adjusted expense:

Distribution:  ($135,291)

Pipeline: -0-

Examiners Recommendation

The Examinersfind that the amount TXU requested was not supported by the evidence provided in TXU
Exhibit 15, Attachment SNR-2. That exhibit indicated TXU’s request for expenses in the amounts of
$673,023 for Distribution and $453,491 for Pipeline. After Intervening Partieschallenged TXU’ sexpense




GUD 9400 PROPOSAL FOR DECISION Page 73

requests, TXU responded that of the $673,023 billed to Distribution for Activity/Project 42300000 during
2002, $178,030 was either capitalized or charged to stores overhead expenses and not included in
Distribution’ s request.

The Examiners find that TXU’s expense request for Project 42300000, Data network, was actually
$494,993 ($673,023 - $178,030 = $494,993) for Distribution and $453,491 for Pipeline. The Examiners
find that ACC's allocation factor was appropriate, but was applied to the higher, incorrect amount.
Applying ACC’ sratio of 20.10198 percent to the revised amount (135,291 + 673,023 = 20.10198 percent)
resultsin a new adjustment value of $99,503 ($494,993 x 20.10198 percent = $99,503). Therefore, the
Examiners recommend that the Commission approve an expense adjustment of ($99,503), and approve
$395,490 ($494,993 - $99,503 = $395,490) as Distribution expense. The Examinersrecommend that the
Commission approve the requested Pipeline cost of $453,491.

42400000 Radio
Expenses related to day-to-day services and support of the TXU 896 field radio system.

TXU’s Position

TXU requested Commission approva of $1,299,507 for Distribution and $451,375 for Pipeline, for
inclusionintheratespaid by TXU Gas customers. TXU stated that Activity/Project 42400000 is assigned
to TXU entities based on the number of 896 radios used by a TXU entity. Various TXU entities use the
radios to provide both voice and data communications to and from field services functions. Subsequent
to themerger with Pipeline, TXU Gas- Distribution began using 896 radiosto facilitateits various service
functions. Use of the radios in Distribution’ s operations has been increasing since the merger.

TXU argued that prior to 2002, much of the field services organization that supports Distribution
operations resided in TXU Electric Distribution (now Oncor Electric Delivery). During that time, TXU
Electric Distribution billed TXU Gas - Distribution for the services performed based on time tracking.
Those costsincluded the costs associated with 896 radios. 1n 2002, most of these samefield organizations
resided within TXU Gas - Distribution. In turn, the 896 radios, and their associated costs, are the direct
responsibility of Distribution.

TXU noted that of the $1,299,597 billed to Distribution for Activity/Project 42400000 during 2002,
$379,314 was either capitalized or charged to stores overhead expenses and not included in Distribution’s
request. Therefore, in addition to being substantively incorrect, ACC'’ s proposed disall owance amount of
$712,456 for Distribution isincorrect, aswell. TXU argued that the Activity/Project 42400000 expenses
reflected in Distribution’s cost of service are reasonable, necessary, and reflect a normalized level of
expense for this service.

ACC 'sPosition

ACC compared thetest year 2002 all ocation factor with prior years' alocationsfor thesameactivity. ACC
observed that either an allocation factor changed appreciably during the test year, or the allocation factor
to Distribution or Pipeline was incorrect. ACC assigned a revised allocation factor based on the prior
years allocationsto yield a more equitable assignment of costs.

ACC noted that total expenses remained relatively flat between 2000 and 2002, but the allocation to
Distribution more than doubled between 2001 and 2002, from 5.1 percent to 11.4 percent. ACC
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recommended that the 2001 Distribution allocation of 5.14 percent be applied to the test year total of
$11,422,982 for alocated Distribution expenses of $587,141. ACC recommended the following
adjustment to derive an allocation adjusted expense:

Distribution:  ($712,456)

Pipeline: -0-

Examiners Recommendation

The Examinersfind TXU’s evidence to be vague and inconclusive regarding expenses for accessto end
usage of the area-wide network. The Examinersfind that the amount TXU requested was not supported
by the evidence provided in TXU Exhibit 15, Attachment SNR-2. That exhibit indicated TXU’ s request
for expensesin the amounts of $1,299,507 for Distribution and $451,375 for Pipeline. After Intervening
Parties challenged TXU’ s expense requests, TXU responded that of the $1,299,507 billed to Distribution
for Activity/Project 42400000 during 2002, $379,314 waseither capitalized or charged to stores overhead
expenses and not included in Distribution’ s request.

The Examiners find that TXU’s expense request for Project 42400000, Radio, was actually $920,193
(%$1,299,507- $379,314= $920,193) for Distribution and $451,375 for Pipeline. The Examinersfind that
ACC' sallocationfactor wasappropriate, but wasapplied to the higher, incorrect amount. ApplyingACC’'s
ratio of 54.82509 ($712,456 + $1,299,507 = 54.82509 percent) to the revised amount results in a new
adjustment value of $504,497 ($920,193 x 54.82509 percent = $504,497). Therefore, the Examiners
recommend that the Commission approve an expense adjustment of ($504,497) and approve $415,626
($920,123 - $504,497= $415,626) as Distribution expense. The Examiners recommend that the
Commission approve the requested Pipeline cost of $451,375.

42500000 App Port-MF Application
Expenses for mainframe and client/server system applications, including processor, storage, software,
application maintenance, and staff.

TXU’s Position

TXU requested Commission approval of $163,043 for Distributionand $103,437 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU explained that Activity/Project 42500000 is assigned to
TXU entities based on the mainframe storage capacity and mainframe processing time used by a TXU
entity. Many legacy software applicationsutilized by Distribution continueto be hosted onthe mainframe.
The amount billed to Distribution for the services provided through Activity/Project 42500000 reflected
the actual use of this service for 2002.

TXU disagreed with ACC’ s position that the increase in desktop expense in Project 42100000 - Desktop
should offset the mainframe expense because it would reduce reliance on mainframe applications. TXU
argued that ACC’ s argument was erroneous and had no fact basis. Rather, TXU explained, the desktop
environment is used to access the mainframe. The two are not mutually exclusive.

TXU noted that of the $163,043 billed to Distribution for Activity/Project 42500000 during 2002, $40,510
was either capitalized or charged to stores overhead expenses and not included in Distribution’ s request.
Therefore, in addition to being substantively incorrect, ACC'’ s proposed disallowance amount of $73,911
for Distribution isincorrect, aswell. TXU argued that the Activity/Project 42500000 expenses reflected
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in Distribution’s cost of service are reasonable, necessary, and reflect a normalized level of expense for
this service.

ACC’s Position

ACC comparedthetest year 2002 all ocation factor with prior years' allocationsfor thesameactivity. ACC
observed that either an allocation factor changed appreciably during the test year, or the allocation factor
to Distribution or Pipeline was incorrect. ACC assigned a revised allocation factor based on the prior
years allocationsto yield a more equitable assignment of costs.

ACC noted that total expenses remained relatively flat between 2000 and 2002, but the allocation to
Distribution almost doubled between 2001 and 2002, from 0.6 percent to 1.1 percent. ACC recommended
that the 2001 Distribution allocation of 0.62 percent be applied to the test year total of $14,376,054 for
allocated Distribution expenses of $89,132. ACC recommended the following adjustment to derive an
allocation adjusted expense:

Distribution:  ($73,911)

Pipeline: -0-

Examiners Recommendation

The Examiners find TXU’s presentation of the evidence to be vague and inconclusive with respect to
mainframe and client/server system applications, including processor, storage, software, application
maintenance. The Examiners find that the amount TXU requested was not supported by the evidence
provided in TXU Exhibit 15, Attachment SNR-2. That exhibit indicated TXU’ srequest for expensesin
theamountsof $163,043 for Distribution and $103,437 for Pipeline. After Intervening Parties challenged
TXU’s expense requests, TXU responded that of the $163,043 billed to Distribution for Activity/Project
42500000 during 2002, $40,510 was either capitalized or charged to stores overhead expenses and not
included in Distribution’ s request.

The Examinersfind that TXU’ s expense request for Project 42500000, App Port - MF Application, was
actually $122,533 ($163,043 - $40,510 = $122,533) for Distribution and $103,437 for Pipeline. The
Examiners find that ACC'’s allocation factor was appropriate, but was applied to the higher, incorrect
amount. Applying ACC’sratio of 45.33221 percent ($73,911 + $163,043 = 45.33221 percent) to the
revised amount resultsin anew adjustment value of $55,547 ($122,533 x 45.33221 percent = $55,547).
Therefore, the Examiners recommend that the Commission approve an expense adjustment of ($55,547)
and approve $415,626 ($122,533 - $55,547 = $66,986) as Distribution expense. The Examiners
recommend that the Commission approve the requested Pipeline cost of $103,437.

42700000 APP-Port-Client Server
Expenses for mainframe and client/server system applications.

TXU’s Position

TXU requested Commission approval of $1,692,509 for Distribution and $842,608 for Pipeline, for
inclusion in therates paid by TXU Gas customers. TXU argued that ACC’ s recommendation to disallow
aportion of the Distribution and Pipeline costs in this account should be denied. TXU stated that TXU
entities, including Distribution and Pipeline, have increased use of client servers for new software
applications and are not compatible with mainframe technology. The cost for leasing the servers and the
labor and labor-related costs associated with supporting these software applications are reasonable,
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necessary, and areongoing. Therefore, TXU argued, thefull amount of Distribution’ sand Pipeline’ s2002
expenses associated with Activity/Project 42700000 should be included in their respective cost of service
requests. TXU noted that of the $1,692,509 billed to Distribution for Activity/Project 42700000 during
2002, $369,989 was either capitalized or charged to stores overhead expenses and not included in
Distribution’ s request.

ACC'’s Position

ACC stated that this project showed an extraordinary level of expensein 2002 that was not representative
of ongoing expenses. ACC based its adjustment upon acomparison of thetest year allocated expensewith
prior years expenses for the same activity. ACC observed that the project may have represented an
ongoing activity, but that the test year amount was anomalously high compared to past years. ACC
adjusted the test year coststo reflect amore likely level of expense based on historic expenses.

ACC noted that the total expenses under this project increased by 34 percent from 2000 to 2001, and
jumped morethan 3.5 times between 2001 and 2002, from $10.0 million to $13.4 millionto $49.1 million.
Expenses alocated to Distribution increased by more than 60 percent between 2000 and 2002, while
expenses allocated to Pipeline increased from $77,242 in 2000 to $228,428 in 2001 to $842,608 in 2002.
ACC recommended that the Distribution and Pipeline adjusted test year expenses be limited to the 2001
amounts of $1,329,731 and $228,428 respectively. ACC recommended the following adjustments to
derive cost-adjusted expenses.

Distribution:  ($362,777)

Pipeline: ($614,179)

Examiners Recommendation

The Examiners did not find TXU’s evidence probative that the costs were reasonable. Statements
affirming that the money was spent or spent on | abor-rel ated costsfor supporting the software applications
fail to explain why the requested level of cost was reasonable and necessary; why additional labor was
necessary; or why there were significant increased costs. Because the evidence presented by TXU failed
to show that the costswere necessary and werereasonabl e, the Examinersrecommend partial disallowance
in accordance with ACC’s proposal. It is reasonable for the Commission to adjust TXU’s request and
allow Distribution expense of $1,329,732 ($1,692,509 requested - $362,777 adjustment = $1,329,732).
It isalso reasonable for the Commission to adjust TXU’ srequest and allow Pipeline expense of $228,429
($842,608 requested - $614,179 adjustment = $228,429).

42800000 Staff Support
Expenses associated with IT project related consultants.

TXU’s Position

TXU requested Commission approval of $78,972 for Distribution and $17,073 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU stated that Activity/Project 42800000 is billed to TXU
entitiesbased on timetracking. Therefore, the expenses billed to both Distribution and Pipeline represent
the actual level of service provided to each TXU entity for the test year period. TXU argued that ACC's
proposed disallowance of a portion of these costs should be denied. TXU noted that of the $78,972 billed
to Distribution during 2002, $8,375 was either capitalized or charged to stores overhead expenses and not




GUD 9400 PROPOSAL FOR DECISION Page 77

included in Distribution’ srequest. TXU argued that ACC'’ s proposed disall owance amount of $36,946 for
TXU Gas - Distribution is also incorrect.

ACC’ s Position
ACC observed that the total expensesactually declined between 2001 and 2002, but the amountsall ocated
to Distribution and Pipeline amost doubled between 2001 and 2002. ACC stated that this project showed
an extraordinary level of expense in 2002 that was not representative of ongoing expenses. ACC
recommended that the 2001 allocated amounts of $42,026 for Distribution and $11,264 for Pipeline be
used as the adjusted test year amounts. ACC based its adjustment upon a comparison of the test year
allocated expense with prior years expenses for the same activity. ACC observed that the project may
have represented an ongoing activity, but that thetest year amount was anomal ously high compared to past
years. ACC adjusted thetest year coststoreflect amorelikely level of expense based on historic expenses.
ACC recommended the following adjustments to derive cost-adjusted expenses:

Distribution:  ($36,946)

Pipeline: (%5,809)

Examiners Recommendation

TXU’s evidence is not probative of the reasonableness of expenses associated with IT project related
consultants. TXU’s statementsthat the billsfor services represent the actual level of service provided by
TXU Business Services to each TXU entity and that services were billed based on time tracking do not
demonstrate that the amounts were both necessary and reasonable. TXU failed to explain why the staff
support was necessary for IT project related consultants and why the requested cost was reasonable and
necessary. Because the evidence presented by TXU failed to show that the costs were both necessary and
reasonable, the Examiners recommend partial disallowance in accordance with ACC’s proposal. Itis
reasonable for the Commission to adjust TXU’s request and allow Distribution expense of $42,030
($78,972 requested - $36,946 adjustment = $42,030). It is also reasonable for the Commission to adjust
TXU’ srequest and allow Pipelineexpenseof $11,264 ($17,073 requested - $5,809 adjustment = $11,264).

42804000 Staff Support-Service Coordinator
Services associated with identification and coordination of emerging issues, and supporting executive
management in developing goals and strategies.

TXU’s Position

TXU requested Commission approval of $80,648 for Distribution and $53,877 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU stated that Activity/Project 42804000 is billed to TXU
entitiesbased on timetracking. Therefore, the expensesbilled to both Distribution and Pipeline represent
the actual level of service provided to each TXU entity for the test year period. TXU argued that ACC's
proposed disallowance of a portion of these costs should be denied. TXU noted that of the $80,648 billed
to TXU Gas - Distribution for Activity/Project 42804000 during 2002, $20,619 was either capitalized or
charged to stores overhead expenses and not included in TXU Gas - Distribution’ srequest. TXU argued
that ACC’s Expenses associated with IT project related consultants proposed disallowance amount of
$31,860 for TXU Gas - Distribution is also incorrect.

ACC’s Position
ACC caculated that the total expenses under this project increased 72 percent between 2001 and 2002,
from $1.0 million to $1.7 million. Similarly, expenses alocated to Distribution increased from $48,788
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to $80,648, or 65 percent, over the same period. ACC recommended that the adjusted test year for
Distribution be limited to the 2001 amount of $48,788. ACC stated that this project showed an
extraordinary level of expense in 2002 that was not representative of ongoing expenses. ACC based its
adjustment upon a comparison of the test year alocated expense with prior years expenses for the same
activity. ACC observed that the project may have represented an ongoing activity, but that the test year
amount was anomalously high compared to past years. ACC adjusted the test year coststo reflect amore
likely level of expense based on historic expenses. ACC recommended thefollowing adjustment to derive
acost adjusted expense:

Distribution: ($31,860)

Pipeline: -0-

Examiners Recommendation

TXU’s evidence regarding how the services in this category are billed does not demonstrate that the
amount was necessary or reasonable. TXU fails to explain how or why the costs for identification and
coordination of emerging issues and the support of executive management in development of goals and
strategies is necessary for the provision of gas service to TXU’s gas customers. The Examiners
recommend partial disallowancein accordancewith ACC’ sproposal. Itisreasonablefor the Commission
to adjust TXU’srequest by ($31,860) for Distribution.

42900000 I/T Management & Administration
Includes management & administration expenses, including office of the vice president, business support
services, accounting support, and technical support.

TXU’s Position

TXU reguested Commission approval of $372,100 for Distribution and $200,730for Pipeline, forinclusion
intheratespaid by TXU Gascustomers. TXU explained that expensesfor Activity/Project 42900000 are
assigned to TXU entities based on the planned spending Information Technology spending ratiosfor each
TXU entity. TXU stated that the increased pro rata share of total Information Technology expense
experienced by TXU Gas - Distribution over the past few years primarily resulted because Information
Technology expenses that once were billed to TXU Electric Distribution (now Oncor Electric Delivery),
and then subsequently billed to Distribution, are now billed directly to Distribution. Therefore,
Distribution’ s Information Technology spending ratios increased, compared to prior years. TXU argued
that thisis not actually anincrease in costs, but a change in the way these costs are captured and recorded
on the books of TXU Gas - Distribution. TXU also noted that of the $372,100 billed to Distribution for
Activity/Project 42900000 during 2002, $97,338 was either capitalized or charged to stores overhead
expenses and not included in Distribution’s request. Therefore, TXU argued, in addition to being
substantively incorrect, ACC’s proposed disallowance amount of $63,175 was incorrect.

ACC’s Position

ACC observed that total expenses remained relatively flat between 1999 and 2002, but the allocation to
Distribution increased almost 50 percent, from 3.6 percent to 5.3 percent between 2000 and 2002. The
averageallocation for each year of thethree-year periodis4.37 percent. ACC compared thetest year 2002
allocation factor with prior years' allocationsfor the sameactivity. ACC observed that either an allocation
factor changed appreciably during the test year, or the allocation factor to Distribution or Pipeline was
incorrect. ACC assigned arevised allocation factor based on the prior years' allocationsto yield amore
equitable assignment of costs. ACC recommended the following adjustment as an allocation adjusted
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expense: ACC recommended that the average Distribution all ocation factor be applied to thetest year total
expense of $7,069,259 to derive an allocated Distribution expense of $308,927. Thus, ACC recommended
the following adjustment to TXU’s request:

Distribution: ($63,173)

Pipeline: -0-

Examiners Recommendation

TXU’ sevidenceisvague and inconclusive regarding management and admini stration expenses, including
office of the vice president, business support services, accounting support, and technical support. The
Examiners find that the amount TXU requested was not supported by the evidence provided in TXU
Exhibit 15, Attachment SNR-2. That exhibit indicated TXU’s request for expenses in the amounts of
$372,100for Distribution and $200,730for Pipeline. After Intervening Partieschallenged TXU’ sexpense
requests, TXU responded that of the $372,100 billed to Distribution for Activity/Project 42900000 during
2002, $97,338 was either capitalized or charged to stores overhead expenses and not included in
Distribution’ s request.

The Examiners find that TXU’s expense request for Project 42900000, IT Management and
Administration, was actually $229,762 ($327,100 - $97,338 = $229,762) for Distribution and $200,730
for Pipeline. The Examiners find that ACC’s allocation factor was appropriate, but was applied to the
higher, incorrect amount. Applying ACC’sratio of 16.97742 percent ($63,173 + $372,100 = 16.97742
percent) to the revised amount results in a new adjustment value of $39,008 ($229,762 x 16.97742
percent = $39,008). Therefore, the Examiners recommend that the Commission approve an expense
adjustment of ($39,008) and approve $190,754 ($229,762 - $39,008 = $190,754) as Distribution expense.
The Examiners recommend that the Commission approve the requested Pipeline cost of $200,730.

43000000 Technical Planning, EIA, Chargeback, & Corp. Overhead

Expenses for TXU system-wide initiatives, IT product testing and evaluation, IT strategic planning, and
Business Services corporate overhead assigned to the I/T, human resources, and administrative services
departments.

TXU’s Position

TXU requested Commission approval of $835,681 for Distribution and $450,719for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU rgected ACC’s proposal to disallow a portion of these
requested amounts, claiming that ACC provided no basis other than that costs rose in 2002 compared to
2001. TXU noted that of the $835,681 billed to Distribution during 2002, $220,842 was either capitalized
or charged to stores overhead expenses and not included in Distribution’s request. ACC’s proposal is
substantively incorrect, and ACC's proposed disallowance of $350,266 for Distribution is incorrect, as
well.

TXU stated that aportion of the expensesincludedin Activity/Project 43000000 for thetest year consisted
of Information Technology’ s prior years salesand use tax adjustment. TXU excluded these prior years
sales and use amountsfrom its proposed cost of service. Therefore, Distribution’ sand Pipeline’ stest year
cost of service amountswere reduced by $109,130 and $64,252, respectively, to reflect the elimination of
prior years sales and use tax.
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TXU stated that Dallas' s data are outdated and contained no evidence that the amounts requested by the
utility were not reasonable. TXU also disagreed with Dallas’ s proposed adjustment that was based upon
an average of thetest year, the GUD 9313 test year (ending September 30, 2001), and the PUC Docket No.
22350 test year (ending September 30, 1999). TXU stated that Dallas s approach was an example of more
extreme piecemeal ratemaking. TXU argued that Dallas presented no evidence to support its position.

ACC'’s Position

ACC noted that total expenses nearly tripled between 2000 and 2002, climbing from $5.3 millionto $15.4
million. At the same time, expenses allocated to Distribution quadrupled over the same period. ACC
recommended that the adjusted test year be limited to the 2001 amount of $485,415 for Distribution.

ACC stated that this project showed an extraordinary level of expensein 2002 that was not representative
of ongoing expenses. ACC based its adjustment upon acomparison of thetest year allocated expensewith
prior years expenses for the same activity. ACC observed that the project may have represented an
ongoing activity, but that the test year amount was anomalously high compared to past years. ACC
adjusted the test year costs to reflect a more likely level of expense based on historic expenses. ACC
recommended the following adjustment to derive cost-adjusted expense:

Distribution:  ($350,266)

Pipeline: -0-

Dallas's Position

Dallas observed that a total of $835,681 and $450,719 of Project 43000000 costs were assigned to
Distribution and Pipeline, respectively. Dallas presumed that aportion of the costs was capitalized so that
the expenselevel sreflected in the revenue requirement were $619,374 and $385,016 for Distribution and
Pipeline, respectively.

Dallas reviewed the all ocation percentage for Distribution and Pipeline proposed in GUD 9400, in GUD
9313, and in the PUC Docket No. 23350 UCOS filing; decided the proposed costs were excessive; and
recommended an adjustment to reflect an appropriate, normalized expense level. Dallas noted that TXU
assigned costs on an annual basis, based on “planned spending ratios.”

Dallas calculated that the cost proposed in GUD 9400 to Distribution was forty-seven percent higher than
itwasin GUD 9313. The current allocation percentage to Distribution is approximately nineteen percent
higher than the average for the three rate case test years. The situation iseven more skewed for Pipeline.
Thetest year alocation percentage for Pipelineisafull 100 percent higher than the allocabl e relationship
proposed in GUD 9313. However, based on the average of the three selected test years, Dallas concluded
that the current alocation percentageisapproximately twenty percent greater than theaverage. Theresult,
as recommended by Dallas is a $96,885 reduction to Distribution revenue requirements and a $65,162
reduction for Pipeline.3*

Examiners Recommendation
TXU’ sevidenceisvagueandinconclusiveregarding expensesfor TXU system-wideinitiatives, I T product
testing and evaluation, I T strategic planning, and Business Servicescorporate overhead assigned tothel/T,

¥0 Dallas Exhibit 1, Schedule JP-4 at 8 of 8.
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human resources, and administrative servicesdepartments. Theamount TXU requested was not supported
by the evidence provided in TXU Exhibit 15, Attachment SNR-2. That exhibit indicated TXU’ s request
for expenses in the amounts of $835,681 for Distribution and $450,719 for Pipeline. After Intervening
Partieschallenged TXU’ sexpenserequests, TXU responded that of the $835,681 billed to Distribution for
Activity/Project 43000000 during 2002, $220,842 was either capitalized or charged to stores overhead
expenses and not included in Distribution’ s request.

The Examiners find that TXU’s expense request for Project 43000000 (Technical Planning, EIA,
Chargeback, & Corporate Overhead), was actually $614,839 ($835,681 - $220,842 = $614,839) for
Distribution and $450,719for Pipeline. The Examinersfindthat ACC’ sallocation factor wasappropriate,
but was applied to the higher, incorrect amount. Applying ACC’ sratio of 41.91384 percent ($350,266 +
$835,681 = 41.91384 percent) to the revised amount results in a new adjustment value of $257,703
($614,839 x 41.91384 percent = $257,703). Therefore, the Examinersrecommend that the Commission
approve an expense adjustment of ($257,703) and approve $357,135 ($614,838 - $257,703 = $357,135)
asDistribution expense. The Examinersrecommend that the Commission approvethe requested Pipeline
cost of $200,842.

43200000 Account Team M anagement
Expenses associated with account team management.

TXU’s Position

TXU requested Commission approval of $111,781 for Pipeline, for inclusionintheratespaid by TXU Gas
customers. TXU described that Activity/Project 43200000 is assigned to TXU entities based on the full
time equivalent |abor dedicated to each TXU entity. The amount of expensebilledto TXU Gas- Pipeline
during 2002 reflected the actual cost of performing this service on behalf of thisentity in 2002 and isthe
best representation of the ongoing level of service required by TXU Gas-Pipeline. TXU argued that the
Activity/Project 43200000 expenses reflected in TXU Gas-Pipeline’'s cost of service are reasonable,
necessary, and reflect a normalized level of expense for this service.

ACC’s Position

ACC argued that the description of this project offered by TXU provided too little information for
appropriate eval uation of the necessity of the activity. However, dueto the Pipelineallocation factor more
than doubling between 2001 and 2002, from 6.7 percent to 14.8 percent, ACC recommended that the 2001
allocation factor be applied to the test year amount of $757,776. Thus, the adjusted test year expense
would be $50,468.

ACC compared thetest year 2002 all ocation factor with prior years' allocationsfor thesameactivity. ACC
observed that either an allocation factor changed appreciably during the test year, or the allocation factor
to Distribution or Pipeline was incorrect. ACC assigned a revised allocation factor based on the prior
years alocations to yield a more equitable assignment of costs. ACC recommended the following
adjustment to derive an allocation adjusted expense:

Distribution:  -0-

Pipeline: ($61,237)

Examiners Recommendation
TXU’sexplanation of the manner in which Business Services bills TXU Gas, or stating that the costs are
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reasonable, is not sufficient to prove that the expenses are reasonable. The Examiners recommend,
consistent with ACC’ s proposal, that the Commission adjust TXU’ s request and alow Pipeline expense
of $50,544 ($111,781 requested - $61,237adjustment = $50,544).

50800000 Investor Relations

Services associated with informing the investment community of the state of the Corporation to facilitate
full valuation, respond to investment community inquiries and communicate investor and analyst outlook
to management.

TXU’s Position

TXU requested Commission approval of $26,456 for Distribution and an additional $26,456 for Pipeline,
for inclusion in the rates paid by TXU Gas customers. TXU claimed that Activity/Project 50800000 is
assignedto TXU entitiesbased on an assessment of dedicated resourcesto each TXU entity. Prior to 2002,
methodology for Activity/Project 50800000 was based on net assets plus investments. In 2002, the
methodol ogy was changed to assessment of dedicated resources. The changewasimplemented for greater
precision in billing Activity/Project 5080000 to the TXU entities for which investors demonstrated the
greater need for information. The increase in the pro rata share of Activity/Project 5080000 billed to
Distribution and Pipelineresulted from greater shareholder interest in the operations of thesetwo entities.
TXU argued that the Activity/Project 50800000 expenses reflected in Distribution’s and Pipeline’ s cost
of service amounts are reasonable, necessary, and reflect a normalized level of expense for this service.

ACC’s Position

ACC arguedthat the Distribution allocation factor dropped from 0.59 percent to 0.48 percent between 2000
and 2001, yet ailmost tripled to 1.25 percent in 2002. Likewise, the Pipelineallocation factor dropped from
0.28 percent to 0.21 percent between 2000 and 2001, but increased to 1.25 percent in 2002. ACC
recommended that the 2001 all ocation factors be applied to the test year amount of $2,116,517, so that the
adjusted test year Distribution expense is $10,159 and the Pipeline expense is $4,445.

ACC compared thetest year 2002 al ocation factor with prior years' allocationsfor thesameactivity. ACC
observed that either an allocation factor changed appreciably during the test year, or the allocation factor
to Distribution or Pipeline was incorrect. ACC assigned a revised allocation factor based on the prior
years alocations to yield a more equitable assignment of costs. ACC recommended the following
adjustments to derive an allocation- adjusted expenses:

Distribution:  ($16,297)

Pipeline: ($22,012)

Examiners Recommendation

TXU’ sstatements explaining how these services are billed or that the methodology of billing has changed
is not sufficient to show the reasonableness and necessity of the requested amounts. The Examiners
recommend that TXU receive no costs for Project 50800000, Investor Relations. This recommendation
isconsi stent with the previous Commission decisionin GUD 8976 in which the Commission denied TXU
$3,070 for shareholder services and investor relations because TXU Pipeline has no investors; only TXU
Corp. has outside investors and issues shares. TXU failed to prove that Investor Relations amounts of
$26,456 for Distribution and an additional $26,456 for Pipeline are necessary and reasonabl e expensesin
providing service to gas utility customers.
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53900000 Tax Services

Expenses associated with the administration of varioustax services and issues. Tax accounting expenses
reflect accounting for all federal and state income and other taxes. Thisincludes accounting information
required for tax filing compliance.

TXU’s Position

TXU requested Commission approval of $805,723 for Distribution and $690,619 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU argued that Intervenors assertion is incorrect that the
services provided to Distribution and to Pipeline through Activities/Projects 53900000 for Tax Services
and 60320000 for Corporate Tax Accounting are not pertinent to the utility’ sregulated tax expenses. TXU
stated that the services provided through Activity/Project 53900000 include the administration of various
tax services and issues such as state, federal, local, and international taxation. As part of these services,
the Corporate Tax Department, among other responsibilities, researches tax issues, analyzes the impact
of various tax laws, provides aliaison between the TXU entitiesit serves and the taxing authorities, and
prepares various tax filings directly related to the assets, revenues, and expenses of Distribution and
Pipeline. The Corporate Tax Department’ s performance of these services helps Distribution and Pipeline
correctly report its taxable income used to calculate its regulated tax expense, thus benefitting all
customers.

TXU claimed the services provided through Activity/Project 60320000 include accounting for all federal
and state income and other taxes, furnishing accounting information required for tax filing compliance,
and providing tax related regulatory support for regulated Business Units. As part of these services, the
Tax Accounting Department ensures the proper tax accounting for al assets, revenues, and expenses of
Distribution and Pipeline. The Tax Accounting Department’ s performance of these services ensures that
Distribution’ sand Pipeline stax expensesare appropriately captured and recorded for use by the Corporate
Tax Department, in SEC filings, and by various regulatory bodies, including the Railroad Commission.
TXU acknowledged that this Commission has established a precedent as to how regulated income taxes
areto be established in arate proceeding, but argued that such precedent was not intended to eliminate the
inclusion of reasonable and necessary tax compliance or accounting expense from a utility’s cost of
service.

ACC’s Position
ACC noted that total expensesincreased 45 percent between 2001 and 2002, climbing from $7.9 million
to $11.5million. Meanwhile, expenses allocated to both Distribution and Pipeline doubled over the same
period. ACC recommended that the adjusted test year be limited to the 2001 amounts of $397,980 for
Distribution and $318,384 for Pipeline. ACC stated that this project showed an extraordinary level of
expense in 2002 that was not representative of ongoing expenses. ACC based its adjustment upon a
comparison of the test year alocated expense with prior years expenses for the same activity. ACC
observed that the project may have represented an ongoing activity, but that the test year amount was
anomalously high compared to past years. ACC adjusted the test year coststo reflect amore likely level
of expense based on historic expenses. ACC recommended the following adjustments to derive cost
adjusted expenses.

Distribution: ($407,743)

Pipeline: ($322,236)
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Dallas' s Position

Dallas addressed Project 53900000 (Tax Services) and Project 60320000 (Corporate Tax Accounting)
together. Dallas calculated that the sum of TXU’s requests for these two projects was $1,014,760 for
Distribution and $713,839 for Pipeline.*** Dallas observed that the tax proposed by TXU is hypothetical
and fails to account for the utility’s income taxes on a consolidated basis. TXU did not provide to
ratepayers any benefit that would result from the TXU Corp. filing of a consolidated tax return. Because
the utility failed to provide the data needed for Commission consideration of a consolidated tax savings
component, Dallasrecommended that customersshould not pay for any cost of preparing and investigating
income taxes. TXU’shypothetical tax calculation used for ratemaking ignores the actual tax accounting
and related analyses associated with the maintenance of detailed records for filing tax returns. Dallas
recommended that the Tax Preparation Costs (Projects 53900000, 60320000) of $1,014,760 Distribution
and $713,839 Pipeline be disall owed because ratepayers receive none of the benefitsreceived by TXU for
its consolidated return.®?

Examiners Recommendation

The Examiners recommendationsfor project 53900000, Tax Services, and Project 60320000, Corporate
Tax Accounting, are the same. The Examiners have reviewed the evidence for any information relating
to TXU'’s consolidated tax benefits. Because TXU failed to present evidence regarding the savings it
would enjoy as aresult of its consolidated tax filing, the Examiners recommend that the Commission
disallow all expenses associated with the administration of tax services or for accounting information
required for tax filing compliance requested by TXU in Activity/Project 53900000, Tax Services.

This may be the first time this Commission has had an opportunity to address the use and treatment of
consolidated tax savings. However, the Public Utility Commission (PUC) recently required TXU Corp.
to derive a consolidated tax savings adjustment applicable to TXU Electric.3*

Rather than filing individual tax returns for each subsidiary, a parent company, such as TXU Corp., will
make a consolidated federal income tax return on behalf of it and its various subsidiaries. Consolidated
tax savings are the amounts saved by a parent company’ s use of a consolidated federal income tax return.
The consolidated tax filing results in annual consolidated taxable income for the parent company and
subsidiariesthat isin most instances |essthan the combined taxableincomes of the affiliated subsidiaries,
with gains calculated on a stand alone basis.

By making a consolidated tax filing, the corporation is able to take all current losses against all current
gains, thereby realizing the value of an affiliate’ s loss today, rather than having to wait until alater time
when the affiliate has again. In other words, a consolidated tax filing also allows for the corporation to
realize the advantage of the time value of money, thereby creating atax shield.

31 Dallas Exhibit 1, Schedule JP-4 at 3 of 8

%2 Dallas Exhibit 1 at 52-54, and Schedule JP-4 at 3 of 8.

33 PUC Docket No. 22350, Application of TXU Electric Company for Approval of Unbundled Cost of Service Rate
Pursuant to PURA §39.201 and Public Utility Commission Substantive Rule §25.33, Proposal for Decision Phases
Il & 1V: T&D Revenue Requirement, Cost Allocation, TXU Business Separation, and Excess Mitigation of
Stranded Costs at 108 - 114 (Nov. 27, 2000) and Order (Oct. 4, 2001).
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In Public Utility Docket (PUC) Docket No. 14965, the PUC found that it was appropriate to require a
consolidated tax savings adjustment known asa*“tax shield.” In an appeal of that docket, the Third Court
of Appealsdeemed the Commission’ stax shield cal culation methodol ogy to be acceptable, but ultimately
upheldtheDistrict Court’ sreversal for lack of record evidence supporting the Commission’ scal cul ation.®*
Therefore, because the Examiners found that TXU presented no evidence in this proceeding showing
whether the consolidated tax filing would provide savings to the gas utility customers or the amount of
savings that would be realized from a consolidated tax filing, TXU should be denied its request for the
costs of tax filing preparation.

Although the Gas Utility Regulatory Act (GURA) does not address the treatment of a consolidated tax
savings, an argument can be made that 8104.055 requires that the beneficial savings recognized by a
utility’ s consolidated tax filing should be passed to the ratepayer.

TUC 8104.055(c) providesthat “if an expenseis allowed to beincluded in utility rates, or an investment
isincluded in the utility rate base, the related income tax deduction or benefit shall be included in the
computation of income tax expense to reduce the rates. If an expenseis disallowed or not included in
utility rates, or an investment is not included in the utility rate base, the related income tax deduction or
benefit may not beincluded in the computation of incometax expenseto reducetherates. Theincometax
expense shall be computed using the statutory income tax rates.”

TUC 8104.055(e) providesthat “ section 104.055 isnot intended to increase gas utility ratesto the customer
not caused by utility service. Utility ratesmay includeonly expenses caused by utility service.” Therefore,
the Examiners conclude that TXU should have presented evidence of the savingsit will receive when it
prepares a consolidated tax filing for the corporation.

54200000 Claims & Legal Admin Services
Expenses associated with the investigation and resolution of liability claims and lawsuitsfiled against the
affiliates.

TXU’s Position

TXU requested Commission approva of $1,176,913 for Distribution and $30,971 for Pipeline, for
inclusion in the rates paid by TXU Gas' customers for Corporate Services-Administrative Clams and
Legal Administrative Services associated with Project No. 54200000. TXU disagreed with ACC’'s
position and argued that the costs assignmentsto the various TXU entities utilizing this service are based
ontimetracking. Therefore, the time tracking records reflect what actually occurred during the test year
and represent what is most likely to occur on an ongoing basis.

TXU asoregected Dallas' s proposed adjustment to total expense for Activity/Project 54200000 because,
contrary to Dallas' s assertions, thetotal costs for this Activity/Project have not been erratic over the past
three years. Rather, the costsincreased from year to year reflecting an increased need for these services.
TXU argued the expenses are reasonabl e, necessary, and reflect an appropriate level of expense for this

344 Application of Central Power and Light Company for Authority to Change Rates, Docket No. 14965, Second
Order on Rehearing (Oct. 16, 1997); Central Power and Light Company v. Public Utility Commission, 547 SW.3d
547 (Tex. App.-Austin 2000, writ requested).
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service.

ACC’s Position
ACC noted that total expensesincreased 65 percent between 2000 and 2002, climbing from $1.9 million
to $3.1 million. Meanwhile, expenses allocated to Distribution almost tripled over the same period. ACC
recommended that the adj usted test year be limited to the average amount of expensesover thethreeyears,
or $823,074. ACC stated that this project showed an extraordinary level of expensein 2002 that was not
representative of ongoing expenses. ACC based its adjustment upon a comparison of the test year
allocated expense with prior years expenses for the same activity. ACC observed that the project may
have represented an ongoing activity, but that thetest year amount was anomal ously high compared to past
years. ACC adjusted thetest year coststo reflect amorelikely level of expense based on historic expenses.
ACC recommended the following adjustment to derive a cost adjusted expense:

Distribution: ($353,840)

Pipeline: -0-

Dallas's Position

Dallas reported that TXU Business Services allocates these costs to affiliates based on time tracking, but
revised the all ocation factor annually. Based on its review of TXU’shistorical pattern, Dallas concluded
that TXU’ srequest in this proceeding was excessive because the test year costs, $3,097,140, represented
atwenty percent increase over the cost level claimed by TXU in GUD 9313 and is approximately thirty-
eight percent higher than the base year in PUC Docket No. 22350, which was TXU Electric's unbundled
cost of service (UCOS).

Dallasreasoned that it is possible for these coststo vary year to year; therefore, a single year snapshot of
the level of cost incurred during any year may not be representative of an average level appropriate for
ratemaking purposes. Dallas concluded that based on itsreview of the prior rate proceedings, TXU’ stest
year request was excessive.

Thus, Dallas recommended to calculate the overall level of expense in Project No. 54200000 using
normalization principlesbased on the average of the annual project cost level sreflectedinthisproceeding,
GUD 9313, and the base year for PUC Docket No. 22350. Dallas recommended an average expense of
$2,645,289 rather than $3,097,140 requested by TXU.

Dallas recommended an additional adjustment to the allocation to Distribution and Pipeline.

Dallas performed the same normalization calcul ation regarding the total level of expenses and applied it
to theallocabl e percentageto Distribution and Pipeline. Thisnormalization reduced the allocable portion
to Distribution by approximately 7.5 percentage points but increased the alocation to Pipeline by
approximately 4/10 of apercentagepoint. Therefore, Dallasrecommended areduction in expensefor this
project of $372,544 for Distribution, but an increase in expense of $5,324 for Pipeline.3*

Examiners Recommendation
TXU provided no evidence to show why the costs had increased from year to year, but concluded
nonethel essthat the higher costsreflected an increased need for these services. The Examinersdid not find

¥5 Dallas Exhibit 1, Schedule JP-4 at 5 of 8.
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probative TXU’ sargumentsthat the requested level of costsisreasonable. Because TXU failed to present
credible evidenceto support its position, the Examiners recommend disallowance, consistent with ACC’s
proposal. It is reasonable for the Commission to alow $30,971 for Pipeline. It is reasonable for the
Commissionto adjust TXU’ srequest and allow Distribution expense of $823,073 ($1,176,913 - $353,840
=$823,073).

54300000 Corporate Security Services

Services associ ated with examining the effectiveness of safeguardsfor protecting system assetsfrom loss
and investigating losses and related violations of the utility’s policy. TXU Business Services assigns
corporate security costs to its affiliates according to time spent on providing the services.

TXU’s Position

TXU reguested Commission approval of $202,338 for Distribution and $49,351 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU explained that because the Corporate Security Services
organization does not have atime tracking system that allows it to contemporaneously assign the cost of
its services during the test year, this organization historically used the prior years' timekeeping recordsto
assign current year costs. TXU stated that during 2001, approximately 12.5 percent of Corporate Security
Services' 2001 timewas spent on behalf of Distribution. Management of the Corporate Security Services
organization reviewed the level of serviceit provided to clients and adjusted its billing percentages based
on professional judgment. Following such areview, the management of the Corporate Security Services
organization utilized a rate of 8.2 percent in 2002. TXU argued that the Activity/Project 54300000
expenses reflected in TXU Gas - Distribution’s cost of service are reasonable, necessary, and reflect a
normalized level of expense for this service.

ACC’s Position

ACC compared thetest year 2002 allocation factor with prior years' allocationsfor thesameactivity. ACC
observed that either an allocation factor changed appreciably during the test year, or the allocation factor
to Distribution or Pipeline was incorrect. ACC assigned a revised allocation factor based on the prior
years allocationsto yield a more equitable assignment of costs.

ACC noted that whiletotal Corporate Security Services expense grew just 10 percent over the period, the
share assigned to TXU Gas Distribution climbed from 3.0 percent in 2000 to 4.3 percent in 2001 to 8.2
percent in 2002. TXU argued that Corporate Security averaged 8 percent of its billable hours on behal f
of TXU Gas Distribution over the three year period, but that this assertion was not supported by the
affiliate billing data provided by TXU. ACC recommended that the allocated amount to TXU Gas
Distribution belimited to 4.3 percent of thetest year total, or $106,104. ACC recommended thefollowing
adjustment to derive an allocation adjusted expense:

Distribution:  ($96,234)

Pipeline: -0-

Examiners Recommendation

TXU’s explanation of its billing method indicates arbitrary assignment of costs. TXU stated that
management reviewed the level of serviceit provided to clients and adjusted its billing percentages based
on professional judgment and therefore utilized a rate of 8.2 percent in 2002. TXU failed to provide
evidence explaining why the increase in the cost of these servicesis reasonable. It isreasonable for the
Commissionto allow $49,351 for Pipeline. It isreasonablefor the Commissionto adjust TXU’ srequest
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and alow Distribution expense of $106,104 ($202,338 - $96,234 = $106,104).

54600000 Compliance & Corporate Ethics
Services associated with affiliate rules compliance resulting solely from Senate Bill 7 (electric utility
restructuring).

TXU’s Position

TXU requested Commission approval of $58,075 for Distribution and $33,042 for Pipeline, for inclusion
intheratespaid by TXU Gas customers. TXU argued that, although the Corporate Ethics & Compliance
organization originated upon the implementation of Senate Bill 7, the gas utility should not be denied the
opportunity to ensure and requireitsemployeesto conduct themsel vesin an ethical manner. TXU reported
that the tasks performed as part of Activity/Project 54600000 included ongoing Code of Conduct training,
certification of TXU personnel, responding to inquiries, and maintaining an online Corporate Policy
Manual. TXU stated that these tasks ensure that all TXU employees, including those of Distribution and
Pipeline, are educated in and compliant with various ethical and compliance issues including, but not
limited to, diversity, sexua harassment, insider trading, etc. Thistraining benefits customers, regulators,
and investors by providing additional assurance that TXU Gas employees are trained in, and performing
their dutiesin, an ethical manner and in compliance with the law and acceptable standards.

ACC’s Position
ACC argued that these costs are rel ated to el ectric restructuring issues and should be borneonly by TXU’s
electric company affiliate. ACC argued that none of these costs assigned by TXU Business Services to
TXU Gas should be passed to TXU Gas customers. ACC recommended the following adjustments to
remove non-recoverable expenses:

Distribution:  ($58,075)

Pipeline: ($33,042)

Examiners Recommendation

The Examinersfind that costsof Project 54600000 result from the el ectric restructuring requiring business
separation and, therefore, should not be assigned to TXU Gas customers. TXU failed to provide evidence
showing that these costs, or portions of these costs, are directly attributable to gas utility services, thereby
allowing the Examiners or the Commission to consider what portion of this account, if any, relates to
issues other than business separation and electric restructuring requirements. It is reasonable for the
Commission to adjust TXU'srequest and allow no Distribution expense ($58,075 requested - $58,075 adj ustment
=$0). Itisalso reasonable for the Commission to adjust TXU's request and allow no Pipeline expense ($33,042
requested - $33,042 adjustment = $0).

60320000 Corporate Tax Accounting

Expenses associated with accounting for all federal, state income, and other taxes; furnishing accounting
information that is required for tax filing compliance; and providing tax-related regulatory support for
regulated Business Units.

TXU’s Position

TXU requested Commission approval of $207,264 for Distribution and $49,328 for Pipeline, for inclusion
intheratespaid by TXU Gas' customers. (See TXU’ sargument under Activity/Project 53900000, at page
82.
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ACC’s Position

ACC compared thetest year 2002 all ocation factor with prior years' allocationsfor thesameactivity. ACC
observed that either an allocation factor changed appreciably during the test year, or the allocation factor
to Distribution or Pipeline was incorrect. ACC assigned a revised allocation factor based on the prior
years allocationsto yield a more equitable assignment of costs.

ACC noted that total expensesincreased 22 percent from 2001 to 2002, but the allocation to Distribution
almost doubled, from 8.7 percent to 16.0 percent. ACC recommended that the 2001 Distribution allocation
of 8.67 percent be applied to the test year total of $1,296,533 for allocated Distribution expenses of
$112,409. ACC recommended the following adjustment to derive an allocation-adjusted expense:
Distribution: ($94,854)
Pipeline: -0-

Dallas's Position

Dallas observed that the tax proposed by TXU is hypothetical and failsto account for the utility’ sincome
taxes on a consolidated basis. TXU did not provide to ratepayers any benefit that would result from the
TXU Corp. filing of a consolidated tax return. Because the utility failed to provide the data needed for
Commission consideration of inclusion of consolidated tax savings component, Dallas recommended that
customers should not pay for any cost of preparing and investigating income taxes. TXU’s hypothetical
tax calculation used for ratemaking ignores the actual tax accounting and rel ated anal yses associated with
the maintenance of detailed records for filing tax returns. Dallas recommended that the Tax Preparation
Costs (Projects 53900000, 60320000) $1,014,760 Distribution and $713,839 Pipeline be disallowed
because ratepayers receive none of the benefits received by TXU for its consolidated return.>*

Examiners Recommendation

Under Project 53900000, the Examiners provided a thorough analysis and recommendation which is
reaffirmed for 60320000, Corporate Tax Accounting. The Examinershavereviewed theevidencefor any
information relating to TXU’s consolidated tax benefits. Because TXU failed to present evidence
regarding the savings it would enjoy as aresult of its consolidated tax filing, the Examiners recommend
that the Commission disallow all expenses under project 53900000, including accounting for all federal,
stateincome, and other taxes; furnishing accounting information that isrequired for tax filing compliance;
and providing tax-related regulatory support for regulated Business Units.

TXU failed to provethat $207,264 for Distribution and $49,328 for Pipeline are reasonabl e and necessary
costs; therefore, it is reasonable for the Commission to disallow these amounts, in total.

60347000 FIM-Migration & Upgrade

Expensesfor functional support for the migration of thefinancial information management (FIM) database
to Oracle database in a Unix environment, along with grading the architecture and software.

TXU’s Position

TXU requested Commission approval of $91,553 for Distribution and $49,185 for Pipeline, for inclusion
in the rates paid by TXU Gas customers. TXU stated that this account consists of costs of functional
support for the migration of the FIM database to Oracle. Due to changing information technology, costs

¥6 Dallas Exhibit 1 at 52-54; JP-4 at 3 of 8.
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incurred to modify or upgrade existing hardware and software applications areincurred on aregular basis.

Therefore, TXU argued, costs of this nature are recurring and should beincluded in TXU Gas' requested
cost of service.

ACC’s Position
ACC argued that this database migration project isastand a one, non-recurring project. ACC argued that
whilethisitem may have provided abenefit to TXU Gas customers at the time the expense was incurred,
it isnot an ongoing project or activity expense. ACC argued that because the activity was completed and
was not recurring, it would be inappropriate to continue to recover these expenses from ratepayers.
Therefore, it isreasonable to remove these expenses from TXU Gas cost of service. ACC recommended
the following adjustments to remove as non-recurring expenses.

Distribution: ($91,553)

Pipeline: ($49,185)

Examiners Recommendation

TXU failed to provide probative evidence that expenses for functional support for the migration of the
financial information management (FIM) database to Oracle database in a Unix environment, along with
grading the architecture and software, are necessary expenses for the provision of gas utility service, and
that the costs are reasonable. TXU’s statements that the expenses were incurred are not probative of the
reasonableness or necessity of the amounts. The Examiners find that the migration project from FIM to
Oracle was not an ongoing activity. The Examiners recommend the Commission disallow $91,553 for
Distribution and $49,185 for Pipeline as non-recurring expenses.

60400000 Property Accounting

Expenses associated with managing processes for capitalization of construction charges; asset cost
recovery processes, asset reporting and retirement; tracking and accounting for inventory; lease tracking
and reporting; shared asset billing; transportation accounting and job order process monitoring, and
regulatory support.

TXU’s Position

TXU requested Commission approval of $722,793 for Distribution and $659,367 for Pipeline, for inclusion
intheratespaid by TXU Gascustomers. TXU revealedthat Activity/Project 60400000isassignedto TXU
entities based on time tracking. TXU Gas provided supporting documentation regarding the amount of
time spent on behalf of each TXU entity for the services provided through Activity/Project 60400000. This
information reflected the actual time spent on behalf of all TXU entities, including TXU Gas - Pipeling,
during 2002, to support the assignment of these costs. Theincrease in the pro rata share assigned to TXU
Gas - Pipelineis primarily the result of Property Accounting’s increased focus on TXU Gas - Pipeline’s
property accounting issues and use of animproved, more precise timetracking system, beginning in 2002.
In 2001, the amount of time spent on behaf of TXU Gas - Pipeline' s property records was limited by
TXU’sinvolvementin TXU Electricrestructuring efforts. TXU argued that the A ctivity/Project 60400000
expensesreflected in TXU Gas - Pipeline’ s cost of service proposed amounts were reasonable, necessary,
and reflected an appropriate level of expense for this service.

TXU disagreed with Dallas sproposal. TXU capital expendituresrelate to the acquisition of an asset, the
benefit of which extends over one or more accounting periods beyond the current period. Property
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Accounting services include managing processes for capitalization of construction charges; asset cost
recovery processes, asset reporting and retirement; tracking and accounting for inventory; lease tracking
and reporting; shared asset billing; transportation accounting; and job order process monitoring. These
services are ongoing and operational in nature. They are not part of the cost to acquire a capital asset and
should not be capitalized. TXU argued that Dallas's recommendation should be rejected. TXU argued
that the data used by Dallas to normalize 2002 are four years old. Dallas provided no evidence that these
datareflected current expense levels, only that the proposed average islower than the 2002 levels. TXU
argued that the Activity/Project 60400000 expenses reflected in TXU Gas - Pipeline’ s proposed cost of
service amounts are reasonable, necessary, and reflect an appropriate level of expense for this service.

ACC’s Position
ACC compared thetest year 2002 alocation factor with prior years’ allocationsfor thesameactivity. ACC
observed that either an allocation factor changed appreciably during the test year, or the allocation factor
to Distribution or Pipeline was incorrect. ACC assigned a revised allocation factor based on the prior
years alocations to yield a more equitable assignment of costs. ACC noted that total expenses were
relatively stablebetween 2001 and 2002, but the all ocation to Pipelinemorethan doubled, from 7.3 percent
t0 16.9 percent. ACC recommended that the 2001 Pipeline allocation of 7.30 percent be applied to the test
year total of $3,889,770 for allocated Pipeline expenses of $283,953. ACC recommended the following
adjustment to derive an allocation-adjusted expense:

Distribution: -0-

Pipeline: ($375,413)

Dallas s Position

Dallasasserted that these costs are assigned on an annual basis, and updated quarterly based on aninternal
assessment of staff assignments, with labor being the primary cost driver. Dallas observed Exhibit SNR-2
reflected that atotal cost of $722,793 was assigned to Distribution and $659,367 was assigned to Pipeline.
All Distribution costs were expensed while a small portion of Pipeline costs were capitalized, so the
expense leve reflected in the revenue requirement for Pipeline is reduced to $653,737.

Dallas recommended an adjustment to properly reflect an appropriate allocable percentage of costs to
Distribution and Pipeline. Dallas's adjustment reflected that the alocable percent of charges to
Distribution and Pipelineare excessivewhen compared to other historical test yearsutilized for ratemaking
purposes. Dallas reviewed the allocation percentage for Distribution and Pipeline in the current case, in
GUD 9313, and in PUC Docket No. 22350 to find that a 4 percent adjustment to Distribution related
expenses, and a 69 percent adjustment to the Pipeline related expenses are appropriate .’ Dallas noted
that TXU’s requested alocated level of costs to Pipeline is more than 170 percent greater than the level
of costsassigned to Pipelinein GUD 9313 or the TXU Electric Company’s UCOSfiling before the PUC.

Based on areview of the project description and areview of TXU’ shistoric practice, Dallasrecommended
an additional adjustment because, in Dallas' s opinion, asignificant portion of the costs should have been
capitalized. The project description for thisaccount discussed the managing process for capitalization of
construction charges, asset cost recovery processes, and asset reporting and retirement. While it was
difficult to determine the level of costs that should be capitalized, Dallas concluded that the 100 percent

¥7 Dallas Exhibit 1, Schedule JP-4 at 4 of 8.
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expense for Distribution and the 99.15 percent expense ratio for Pipeline, as proposed, were excessive.
To further verify TXU’ s position, Dallas considered TXU'’ s practice in a previous proceeding.

Dallaslooked at a casethat “ultimately led to GUD 9313,” but did not provide citation to or name of that
case. Dallas stated that in that un-cited case, TXU provided information for test year ending September
30, 2001, regarding TXU Business Services costs assigned to various accounts. In that data response,
Dallasreported, TXU assigned 61.86 percent of the Distribution related coststo Account 923, an expense
account. It assigned the balance, or 38.14 percent of the cost to Account 107, which is construction work
inprogress(CWIP), acapital account. Dallasargued that it isnot appropriateto ignorethe historic practice
of assigning a portion of these project costs to account 107. Dallas recommended that 61.86 percent of
the costs for this project be expensed, with the remainder being capitalized to Account 107.

Dallas recommended reductions of $294,081 to the Distribution revenue requirement and $420,553 for
Pipeline, with corresponding increases to plant in service for the capitalized amounts.>*®

Examiners Recommendation

The Examiners find the evidence adequate to determine that these costs are reasonabl e and necessary for
theprovision of gasutility serviceand recommend the Commission approve $722,793 for Distribution and
$659,367 for Pipeline for property accounting.

81021000 Human Resour ces Information System (HRIYS)

Expenses related to the support and maintenance of the Employee Information System (EIS) and
maintenance of employee records. EIS provides the data warehouse for Employee and retiree records,
compensation/payroll information, employment status/hi story, educati on/training, thrift/En$ave enrollment
and participant information, retirement/term vested/surviving spouse data. Reporting issupported through
client request and a pre-programmed menu system avail able to system users. Thisareaa so maintainsthe
corporate employee records, complies with state and federal record retention regulations and responds to
al legal and court subpoena requests.

TXU’s Position

TXU requested Commission approval of $430,081 for Distribution and $169,996 for Pipdine, for inclusion
in the rates paid by TXU Gas customers. TXU argued that the increase in total expenses related to
Activity/Project 81021000 in 2002 compared to 2001 is primarily the result of increased information
technology and amortization expenses associ ated with new software applicationsrequired to maintain and
manage employeeinformation. TXU argued that these are reasonabl e and necessary expenses and should
not be disallowed. TXU argued that ACC’ sdisallowance would significantly understate Distribution and
Pipeline’ s requested cost of service amounts.

ACC’s Position

ACC argued that total expensesincreased more than 70 percent between 2001 and 2002, climbing from
$2.9 million to $4.9 million. Similarly, expenses allocated to Distribution increased 48 percent and
Pipeline increased 56 percent over the same period. ACC recommended that the adjusted test year be
limited to the 2001 amount of $291,367 for Distribution and $109,056 for Pipeline. ACC stated that this

¥8 Dallas Exhibit 1, Schedule JP-4 at 4 of 8.
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project showed an extraordinary level of expensein 2002 that was not representative of ongoing expenses.
ACC based its adjustment upon acomparison of thetest year all ocated expense with prior years' expenses
for the same activity. ACC observed that the project may have represented an ongoing activity, but that
the test year amount was anomalously high compared to past years. ACC adjusted the test year coststo
reflect a more likely level of expense based on historic expenses. ACC recommended the following
adjustments to derive cost-adjusted expenses:

Distribution:  ($138,714)

Pipeline: ($60,939)

Examiners Recommendation

The Examinersfind TXU’ s evidence to be credible that the increased costs for this project from 2001 to
2002 were due to information technology and amortization expenses associated with new software
applicationsthat were required to maintain and manage employeeinformation. Therefore, the Examiners
recommend the Commission approve TXU’s request of $430,081 for Distribution and $169,996 for
Pipeline.

81024000 Benefits Administration

Expensesrelated to the devel opment and ongoi ng administration of employee benefit programsincluding
Employee Retirement Income Security Act (ERISA)/governmental compliance, employee/retiree/manager
interface, actuarial studies, developing employee/retiree communication, thrift/En$ave plan accounting,
retirement counseling, legal/benefit planinterpretation and vendor management. Benefit programsinclude
retirement (TU/ENS/EBASCO), thrift, medical (POsand HMOs), dental, prescription drugs (PCS/Mail-
Order), life insurance, long-term disability, workers' compensation, employee transportation programs,
service awards, appliance purchase plan, and energy conservation program.

TXU’s Position

TXU requested Commission approva of $563,288 for Distribution and $220,979for Pipeline, forinclusion
in the rates paid by TXU Gas customers. In discovery, TXU described the expense level for
Activity/Project 81024000 in 2001 as“an aberration.” TXU explained that during 2001, the expensesfor
Activity/Project 81024000 had been reduced by a one-time, nonrecurring demutualization credit. Prior to
2001, TXU Business Services insurance carrier had demutualized, i.e., went from being an insurance
corporation owned by its policy holdersto a publicly traded corporation. At the time of demutualization,
TXU Business Services was issued common stock in the new publicly traded insurance corporation in an
amount equal to itsownership interest. TXU Business Services subsequently sold this common stock for
agan. Because TXU Business Services is a not-for-profit, zero-net-income company, TXU Business
Servicesused thisgainto reduce the expenses associated with thisservicein 2001. Theexpensereduction
amounted to $1,354,677 in 2001. Because thiswasaone-time, nonrecurring event that occurred in 2001,
the 2001 level of expense does not reflect anormalized level of expense for Activity/Project 810240000
and should not be used to adjust Distribution’s and Pipeline’ s requested cost of service amounts. TXU
argued, therefore, that ACC’ s proposed partial disallowance should be rejected.

ACC:

ACC noted that total expensesincreased 64 percent between 2001 and 2002, climbing from $3.9 million
to $6.5 million. Similarly, expensesallocated to Distribution increased 48 percent and Pipelineincreased
53 percent over the same period. ACC recommended that the adjusted test year be limited to the 2001
amount of $381,806 for Distribution and $144,328 for Pipeline. ACC stated that this project showed an
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extraordinary level of expense in 2002 that was not representative of ongoing expenses. ACC based its
adjustment upon a comparison of the test year alocated expense with prior years expenses for the same
activity. ACC observed that the project may have represented an ongoing activity, but that the test year
amount was anomalously high compared to past years. ACC adjusted the test year coststo reflect amore
likely level of expense based on historic expenses. ACC recommended thefollowing adjustmentsto derive
cost-adjusted expenses:

Distribution:  ($181,482)

Pipeline: ($76,651)

Examiners Recommendation

The Examiners find TXU’s evidence to be credible that during 2001, expenses for Activity/Project
81024000 were reduced by $1,354,677 due to a one-time, nonrecurring event, i.e., the sale of common
stock inapublicly-traded insurance corporation. Becausethiswasaone-time, nonrecurring eventin 2001,
comparison with the test year amounts produces skewed results. The Examinersfind that TXU’ srequest
of $563,288 for Distribution and $220,979 for Pipeline, is reasonable.

83010000 Procure Resour ces-Acquisition Services
Expensesto provide materia s/services, when needed, at |lowest eval uated cost, establish allianceswith key
suppliers/contractors, locate and develop qualified minority/women owned businesses.

TXU’s Position

TXU recommended the Commission approve a total of $663,168 and $804,153 of Activity/Project
83010000 costs to be assigned to Distribution and Pipeline, respectively.®*® TXU considered Dallas's
recommendation to be* piecemeal” ratemaking, to ignoretest-year-based ratemaking principles, and to be
unsupported by evidence. Dallas's data to “normalize” 2002 are four years old. Dallas provided no
evidencethat its datareflect current expenselevels. Rather, Dallas s dataare ssmply lower than the 2002
levels. Thehilling for Activity/Project 83010000 is based on an assessment of dedicated resources. TXU
provided at TXU Exhibit 28, SNR-R-2, a calculation how the level of dedicated resources for 2002 was
established for al TXU entities, including Distribution and Pipeline.

TXU argued that the level of servicesin Activity/Project 83010000, required by Distribution remained
relatively steady over the four year period selected by Dalas and requires no adjustment. The
Activity/Project 83010000 billings to Pipeline were not erratic. Rather, the billings demonstrate an
increased need for this service over the past four years, i.e., the pro rata share of billings from
Activity/Project 83010000 to Pipeline for the test years ended September 30, 1999, September 30, 2001,
and December 31, 2002, have been 5.82 percent, 9.59 percent, and 11.44 percent, respectively. TXU
argued that it provided support for the level of expense billed to both Distribution and Pipeline during
2002. The expenses proposed by TXU for inclusion in Distribution’s and Pipeline' s cost of service are
reasonable, necessary, and reflect an appropriate level of expense for this service.

¥9 TXU Exhibit 15, Schedule SNR-2.
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Dallas s Position

Dalas compared TXU’s proposed allocable percent of charges to Distribution and Pipeline to other
historical test years previoudly utilized for ratemaking purposes and concluded the proposed chargeswere
excessive.

Dallas noted that the assignment to Distribution was within three percent of the average of the test years
analyzed, but that Pipeline was approximately twenty-eight percent higher than theaverage.®® Dallasalso
noted that thetest year all ocabl e percentagefor Pipelineisapproximately ninety-seven percent greater than
the allocated percentage to Pipeline reflected in TXU’ s electric affiliate UCOS filing, PUC Docket No.
22350. Dallas proposed an adjustment to normalize the expense level resulting in a $17,496 reduction
to Distribution revenue requirements and a $175,305 reduction for Pipeline. **

Examiners Recommendation

TXU’s evidence consists of statements that these are the reasonable and necessary costs for expenses to
provide materials/services, when needed, at lowest evaluated cost, establish aliances with key
suppliers/contractors, and to | ocate and devel op qualified minority/women owned businesses. TXU offers
no probative evidence to show why or how these costs are reasonabl e or to explain why the requested cost
for Pipelineistwenty-eight percent higher than the average of the same costsfor thethreetest years Dallas
used as a comparison. Merely stating that money was spent for this project is not adequate proof to
establish reasonableness and necessity. Therefore, it is reasonable for the Commission to disallow
Distribution costs of $663,168 and Pipeline costs of $804,153.

13WELLNS Wélness
Expenses related to devel oping and supporting a hazard-free environment.

TXU’s Position

TXU requested Commission approval of $29,425 for Distribution and $20,226 for Pipeline, for inclusion
in therates paid by TXU Gas' customers. TXU argued that the amounts billed through Activity/Project
13WELLNS and Activity/Project 13SAFETY reflect costs of two separate and distinct services. TXU
described Activity/Project 13WELLNS as costs to promote healthful lifestyle choices among TXU
employees, including programsto provide education to employees regarding nutrition, exercise, tobacco
cessation, etc. TXU argued that by encouraging employeesto liveamore healthful lifestyle, TXU isbetter
ableto hold healthcare coststo aminimum while maintaining, and even increasing, employee productivity.

TXU described Activity/Project 13SAFETY asthe costsincurred to ensure asafer working environment,
including ensuring legal and regulatory compliance (e.g., OSHA compliance), developing and
administering saf ety policiesand programs, and consulting rel ated to workplace safety issues. TXU argued
that both of these servicesare necessary and benefit TXU Gas customers by hel ping hold down healthcare
costsandincreasing employees productivetimespent onthejob. TXU argued that because TXU Business
Servicesisanot-for-profit, zero-net-income company, charging twice for the same expenses would have
yielded a net income equal to this double charging, which did not happen. TXU argued that these costs
are reasonable and necessary and should be included in TXU Gas' cost of service.

%0 Dallas Exhibit 1, Schedule JP-4 at 7 of 8.
%1 Dallas Exhibit 1, Schedule JP-4 at 7 of 8.
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ACC’s Position
ACC argued that this project description isexactly the same as Project 13SAFETY and that the costswere
redundant of the same activity; therefore, ACC concluded the costs should be removed from cost of
service. ACC argued that none of these costs assigned by TXU Business Services to TXU Gas
(Distribution or Pipeline) should be passed to TXU Gas customers. ACC recommended the following
adjustments to remove non-recoverable expenses:

Distribution:  ($29,425)

Pipeline: ($20,226)

Examiners Recommendation

TXU’s evidence consists of the statement that because TXU Business Services is not-for-profit, its
expenses are reasonable and necessary. The Examiners do not find record evidence to show that the
healthful lifestyle programs and education relating to nutrition, exercise, and tobacco cessation under
Project 13WELLNSarereasonableand necessary for theprovision of gasutility service. Therefore, having
considered the evidence, the Examinersfind that it isreasonablefor the Commission to disallow, asanon-
recoverable expense, $29,425 for Distribution and $20,226 for Pipeline as proposed in Project
13WELLNS.

428X 0000 Information Technology Projects
Activities associated with implementation of new and/or upgrade of existing technological applications.

TXU’sPosition

TXU rejected ACC'’ s proposed $777,276 reduction to Pipeline' s cost of service that ACC based upon an
average of 2000, 2001, and 2002 expenses. TXU averred that ACC’s proposed averaging of IT client
project expense was “ piecemeal” ratemaking, was flawed because A CC proposed disallowance based on
incorrect numbers and assumptions, and was not supported by evidence. TXU argued that ACC's
proposed disallowance for Pipeline's IT client projects, amounting to $777,276, should be regjected.

TXU stated that ACC’ s approach is piecemeal ratemaking because ACC presented only cost decreases
rather than also including recommendations for increased costs. TXU stated that for Pipeline, ACC'sIT
client project expense averageislower thanfor 2002 alone. Using ACC’ spresentation of IT client project
expenses for these same years, Distribution’ s average I T client project expense would be $1,213,610, or
$430,863 higher than the test year amount. However, in the case of Distribution, ACC proposed that the
test year amount is appropriate.

TXU aso argued that ACC’ samountsfor IT client projects do not represent the amountsthat Distribution
and Pipelinerequested in cost of service. TXU asserted that during the test year Distribution and Pipeline
were billed $782,747 and $2,466,601 for IT client projects, respectively. However, only $675,921 and
$656,007 were expensed and proposed for inclusion in cost of service. TXU stated that, in other words,
Distribution capitalized $106,826 of its$782,747 billed amount and Pipeline capitalized $1,810,594 of its
$2,466,601 billed amount. TXU believed ACC's proposal was severely flawed because it would reduce
Pipeline' s cost of service by $121,269 more than TXU proposed ($777,276 - $656,007).

TXU challenged that ACC failed to distinguish between capital and operation and maintenance (O& M)
client projects in each year presented. For the years 2000, 2001, and 2002, Distribution’s expenses,
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excluding capitalized amounts, were $857,484, $885,122, and $675,921, respectively. For theyears 2000,
2001, and 2002, Pipeline's expenses, excluding capitalized amounts, were $391,404, $672,986, and
$656,007, respectively. Therefore, TXU concluded, IT client project expense amountswerelower in 2002
than in 2001 for both Distribution and Pipeline.

ACC’s Position

ACC noted that approximately 52 I T projectswere charged to Distribution or Pipelineduring thetest year.
ACC stated that while many of the specific projects conducted during the test year closed, TXU argued
that the constant changein available new technol ogy and the continual need to enhance or upgrade existing
technologies created need for ongoing I'T support. ACC agreed that, rather than identifying and removing
specific projects that have closed, it is sensible to look at the total group of IT projects. Exhibit KIN-6
compared the total dollar amount of IT projects for Distribution and Pipeline for the years 2000 through
2002. ACC noted that only one of the 52 projects allocated dollars to both Distribution and Pipeline.
Therefore, it was appropriate to look at the project dollars allocated to the affiliates separately. ACC
acknowledged TXU’ s argument that the costs for this project are relatively consistent from year to year,
but ACC found that Pipeline I T project expenses roughly doubled from 2000 to 2001, and doubled again
from 2001 to 2002. ACC argued that TXU provided no evidence that its unadjusted test year expenses
reasonably represent future expenses. Because the specific projects change from year to year, as stated by
TXU, itisreasonable to look at an average of these expenses over time. ACC recommended the level of
IT expenses for Pipeline be adjusted to reflect the three year average of IT expenses, or $1,689,325.

Examiners Recommendation

Having considered the evidence, the Examiners find that the costs for information technology projects
associated with implementation of new or upgrade of existing technological applications are reasonable
and necessary for theprovision of gasutility service. The Examinersrecommend the Commissioninclude
the amounts requested by TXU that were expensed and proposed for inclusion in cost of service, i.e.,
$675,921 for Distribution and $656,007 for Pipeline.

TXUWINSL TXU Worldwide Integrated Support
TXUWINS1 was TXU’s program to redesign the delivery of general and administrative services
throughout TXU’s global operations.

TXU’s Position

TXU requested $210,162 for Pipeline and $300,680 for Distribution. The Examiners provide thorough
analysis of the WINS issue in the WINS section of the Proposal for Decision (PFD). Consistent with the
Examiners' recommendation to disallow WINS-related costs and to increase calculated WINS-related
savings, the Examiners reaffirm their recommendation to disallow TXU’ srequest for inclusion of WINS
costs.

2. Service Level Agreement (SLA)

One of the affiliate transaction costs proposed by TXU is the Service Level Agreement (SLA) between
TXU Gas and its affiliate, TXU Energy. The SLA isafixed cost for five years. TXU Gas outsourced
billing and customer care servicesto TXU Energy. Beforethe Commission can approve amountsrelating
tothis SLA affiliate transaction, TUC §105.055 requiresthat TXU must show and the Commission must
specifically find (1) that the expensesfor billing and customer care services are reasonabl e and necessary
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for the provision of gas utility service; and (2) the charges by TXU Energy to TXU Gasunder the SLA are
no higher than the prices charged by TXU Energy to other affiliate or non-affiliate entities for the same
item, class of items, or services.*? The services were provided under an Interim Service Agreement
beginning January 1, 2002, and the same services continued under the SLA effective October 17, 2002.%%3

Billing and customer care services were described by TXU to include:

. Customer Information Service (CIS) services- theability to establish new accounts, assign
accounts to rate plans, accept meter reads, calculate bills, forward billing files, update
accounts with payments, and manage account exceptions;

. Bill Processing and Presentment Services - accepting billing data from CIS, reformatting
datainto print ready format (if not delivered in that format from the CIS), and bill printing
and exceptions handling;

. Bill Payment Processing Services - the receipt of checks, eectronic funds transfers, and
charge card payments, the processing of those payments, the application of payments to
accounts, and the handling of payment exceptions; and

. Customer Care Services - the use of the telephone, e-mail, or the Internet to establish new
accounts, to answer customer questions on existing accounts (including payment plan
options, payments, billing adjustments, and other customer inquiries), and to disconnect
accounts.®*

The SLA aso provided that if actual uncollectible write-off performance is below acertain quarterly and
annual target, TXU Energy iscredited for the difference. If actual performanceisabovetargets, TXU Gas
is credited with 50 percent of the write-off difference.®® Although the test year for most aspects of GUD
9400 was calendar year 2002, TXU’ stest year for SLA data was calendar year 2000. TXU records SLA
expensesto NARUC Account 903, Customer Records and Collections Expenses.®** During the test year,
TXU Gas was credited with $963,459 for write-off performance, which was included in Account 904,
Uncollectible Accounts.®*” TXU Energy’s lease payment to TXU Gas in the amount of $749,835 was
recorded in Account 493, Rent from Gas Property.**®

In accordance with the provisions of TUC 8104.055, to be approved as either acapital cost or an expense,
transactions between affiliates require specific findings by the Commission that the payments between
affiliates are reasonable and necessary. The Commission must also find, specifically, that the priceto the
gas utility isnot higher than the prices charged by the supplying affiliate to its other affiliates or divisions
or to anon-affiliated person for the same item or class of items. Under the SLA, TXU Gas paysto TXU
Energy monthly installments of $2,444,517.%° TXU Gas proposed that the Commission approverecovery
through rates of a $29,334,204 per year expense for customer care and billing services under the SLA
($2,444,517/month x12 months = $29,334,204). Thisisthe fixed annual price for the five-year term of

%2 TUC §104.055; TXU Exhibit 16 at 15; TXU Exhibit 29 at 18.

%3 TXU Exhibit 16 at 19-42.

%4 TXU Exhibit 16 at 4-5.

%5 TXU Exhibit 16, attachment BMG-3 at 3 of 17; ACC Exhibit 4 at 18.

%6 TXU Exhibit 17 at 19.

%7 ACC Exhibit 4 at 18.

%8 ACC Exhibit 4 at 18.

%9 TXU Exhibit 16 at 38; TXU Exhibit 16, attachment BMG-3 at 3 of 17; TXU Exhibit 17 at 19.
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the SLA.>* An additional transaction occurs under the provisions of the SLA. TXU Energy leasesfrom
TXU Gas its customer information system (CIS) for $62,486 per month ($62,486/month x 12 months =
approximately $749,835).%"

TXU’s Position

TXU Gas paid $29,334,204 to TXU Energy in the test year. TXU requested inclusion in cost of service
expenses of $29,334,204 for SLA expenses recorded to NARUC Account 903 and sought approval of a
reduction of ($963,459) recorded to NARUC Account 904 for the credit rel ated to uncollectible write-offs.
TXU stated that its test year 2000 for this SLA issue was the year with the lowest uncollectible write-of f
percentage over the last eight years.>®

TXU argued that neither Dallas nor ACC presented credible evidence to establish that the price paid by
TXU Gas under the SLA was unreasonable. In addition, none of the Intervenors challenged either the
necessity of the SLA costs or the fact that the price paid by TXU Gas under the SLA was no higher than
the price charged by TXU Energy to other entities for the same type of services. TXU argued that the
evidence showed that the rates for the SLA are reasonable and necessary for the provision of gas utility
service, and that the chargesby TXU Energy to TXU Gas were no higher than the prices charged by TXU
Energy to other entities for the same services.

TXU argued that the evidence established that the amount TXU Gas paid for the SLA services during the
test year was reasonable and was financially an "excellent” deal for TXU Gas.** TXU considered three
optionswith respect to billing and customer care services. TXU Gascould have: (1) contractedfor billing
and customer care services from an outsource company; (2) contracted with TXU Energy to provide the
services; or (3) developed and built its own customer service facilities.®*

TXU stated that the TXU Energy option provided the lowest operating cost, capital investment, and
implementation risk, while providing the highest probability of service performance.®® TXU compared
the $29,334,204 it paid for the SLA servicesduring thetest year to the $33,175,101 that was the minimum
expense actually incurred by TXU Energy during thetest year to providethe SLA services, and concluded
that the costs paid by TXU Gas under the SLA were reasonable.®** TXU summarized the cost savings as
follows:

360 TXU Exhibit 16 at 28 and 38; TXU Exhibit 29 at 2 -16.

%61 TXU Exhibit 16, attachment BMG-3 at 3 of 17; ACC Exhibit 4 at 18.

%62 TXU Exhibit 16 at 38; TXU Exhibit 16 at 29 at 2 and 11; TXU Exhibit 17 at 19.
%3 Tr.Vol. 4 at 101.

%64 TXU Exhibit 16 at 5.

%5 TXU Exhibit 16 at 5-6.

366 TXU Exhibit 28 at 55; TXU Exhibit 29 at 7-20.
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TXU’'s Summary of Cost Savings®

Year # Accounts | TXU Energy Outsource TXU Gas
Option Option Option

1 1,498,877 $29,334,204 $35,795,331 $32,927,936
2 1,530,353 $29,334,204 $37,277,392 $34,027,112
3 1,562,491 $29,334,204 $38,806,028 $35,169,160
4 1,595,303 $29,334,204 $40,401,636 $36,355,897
5 1,628,805 $29,334,204 $42,066,804 $37,589,215
Total $146,671,020 | $194,347,191 | $176,069,320

TXU addressed Dallas's arguments relating to the SLA. Dallas challenged that TXU did not prove the
reasonableness of the SLA. Dallas recommended that TXU should have used 2001 costs as the basis for
the SLA expenses. TXU responded that:

TXU Gas did not base its SLA costs on the higher cost months experienced in 2001, but
rather on the lower cost months experienced in 2000;

Dallas presented no evidence that the test year 2000 costs used to establish the price under
the SLA were anything but normal and representative;

Dallas' s method was piecemeal ratemaking because the data was a comparison of the four
highest cost months in 2001 with the four lower costs months in 2000;

Dallas s approach to normalize 2001 SLA costs was inconsistent with the methodologies
used by Dallas to normalize other costs.

consideration of Dallas's proposal would require evaluation of data that had not been
availableto TXU Gasat the time the SLA decision was made during June or July of 2001,
and the actual cost for billing and customer care services during 2001 was $30,505,408,
which was almost $1.2 million higher than the costs experienced during 2000.%%

Dallaschallenged that costsincurred during calendar year 2000 were assumed to betherepresentativelevel
of SLA expenses. TXU responded that:

TXU Gas reviewed the line-by-line 2000 costs and allocation methods, used externa
benchmarks to verify 2000 costs, and made this information available to Dallas in a
response to an RFI;

the allocation methods used in 2000 were favorable to TXU Gas by providing lower costs
than other availableallocation methods. For example, TXU Gasreceived 20 percent of the
cost alocation for CIS, where an alocation based on accounts would have required an
allocation of coststo TXU Gas of over 30 percent;

%7 TXU Exhibit 16 at 13.
%8 TXU Exhibit 29 at 3-7; Tr. Vol. 4 at 66-67, 94-95, and 112-13.



GUD 9400 PROPOSAL FOR DECISION Page 101

. the allocation of costs within the call center was cal culated based on the number of calls,
although an alocation based on productive minutes would have allocated more costs to
TXU Gas,

. comparisons to external vendor costs were conducted and showed that the unit costs, as
calculated for 2000, were at or below industry benchmark costs; and

. that analysis of the call center using standard Erlang applications and efficiency analyses

found results that if TXU Energy had provided customer care servicesto TXU Gasfor a
price based on year 2000 costs, TXU Gas would have received these services at a
significantly lower cost thanif TXU Gas had provided the servicestoitself on astand-alone
basis.**®

TXU concluded that it made a careful review of the data that were available at the time it selected 2000
asthepricingbasisfor the SLA. TXU argued that the evidence established that no savingsfromthe WINS
effort would be realized with respect to TXU Energy's call center operations.3® TXU also argued that
Dallas's statements were without support and should be rejected.

TXU stated that the SLA expenses paid by TXU Gas during the test year, pursuant to the provisions of the
SLA, were at or below the actual cost for the services for each year during the period between 1999 and
2002. TXU provided the following chart to establish that Dallas's recommendation results in SLA
expenses that are more than $8 million below the actual costs to provide the servicesin 2002.

TXU’s Comparison of SLA and Negotiated SL A Expense®*

YEAR SLA Associated Difference from
Expenses Negotiated SLA
Expense
1999 $29,426,339 (note a) $92,135
2000 $29,334,206 (note a) $2 (note b)
2001 $30,085,985 (note a) $751,781
2002 $33,175,101 (note c) $3,480,895
Average $30,505,408 $1,171,204
Dallas's Recommendation $25,152,229 ($4,181,977)

Note a — Gillespie Rebuttal: TXU Exhibit 29, attachment BMG-R-1.
Note b — The $2 difference results from rounding the applicable numbers.
Note ¢ — Ragland Rebuttal: TXU Exhibit 28 at 55.

TXU addressed ACC’ sargumentsrelatingtothe SLA. ACC challenged that it isnot possibleto determine
the reasonableness of the SLA expenses based on the record evidence. TXU responded that plethora of
record evidence establishing the SLA expenses were reasonable and that:
. the SLA provided the lowest operating cost, capital investment, and implementation risk
for TXU Gas, while providing the highest probability of service performance;

39 TXU Gas Exhibit 29 at 9-10.
870 TXU Gas Exhibit 29 at 9-10.
S TXU Exhibit 29 at 7; TXU Initial Brief at 108 (Mar. 8, 2004).
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. contracting with TXU Energy provided the lowest cost option for TXU Gas by $4 to
$12.5 million per year over the outsourcing option, and by $3.5 to $8 million per year over
the TXU Gas owned-and-operated system option;

. under the SLA, TXU Energy leased TXU Gas customer information system (CIS) from
TXU Gasat an amount equal to the amortization for the system over thelife of the system;
. under the SLA, TXU Energy absorbed 50 percent of uncollectible write-offsexceeding the

2000 performance level of 0.37 percent, which was the lowest uncollectible write-off
percentage in recent history;

. the price under the SLA isfixed for the term of the agreement so TXU Gas s not subject
to cost increases due to inflation, an increase in account volume, or other factors;

. the SLA provides the lowest risk aternative to TXU Gas with respect to billing accuracy
and timeliness,

. TXU Gas paid only $29,334,204 under the SLA during the test year at atime when TXU
Energy incurred expenses of $33,175,101 to provide these services,

. the SLA was drafted so that enhancements to the CIS system are part of the fixed price of
the SLA; and
. the adjustments that were made to the 2000 book costsrelated to the SLA werethose costs

that were reasonable and necessary for the servicesto be provided to TXU Gas.32

TXU argued that ACC’ s recommendation of a$4,971,200 reduction to SLA expenses was based on
ACC’ sconclusion that the number of customer care advocates (CCAS) availableto answer callsdeclined
by 239 from 2000 to 2003. TXU stated that ACC used Waco and Irving CCAsfor calculating 2002 CCAs
at 417, but used Waco only for its 2003 headcount of 178. TXU argued that this misrepresents the
year-over-year comparison of CCAs. TXU asotestified that TXU Energy operatesitscall centersasone
virtual center, keeping the service levels of TXU Gas and TXU Energy consistent. Thus, the more
appropriate comparison would be the total headcount in Waco, Irving, and outsource vendor because the
use of the outside vendor for TXU Energy calls allows internal CCAs to answer more of the TXU Gas
calls. TXU suggested that inclusion of the FTEs for all three groups would be a more accurate
comparison.®® TXU reported that the total number of all FTEs supporting TXU Gas and TXU Energy
actually increased by 4 percent from the beginning of the test year through the end of November 2003.3"
TXU summarized its position that the SLA expenses incurred during the test year were reasonable; the
SLA costs were based on costs incurred during the lowest cost-year of the last four years.

TXU argued that the price paid by TXU Gas under the SLA was not higher than the price charged by TXU
Energy to other entities for the same type of services. TXU stated that TXU Energy does not provide the
same hilling and customer care services as those provided under the SLA to any other affiliate or third
party. Therefore, TXU rationalized, the price paid by TXU Gas under the SLA was not higher than the
price charged by TXU Energy to any of TXU Energy's other affiliates or divisions or to a non-affiliated
person for the same item or class of items. TXU stated that no intervening party contradicted this
evidence.>”

872 TXU Exhibit 16 at 5-14; TXU Exhibit 29 at 8; Tr. Vol. 9 at 133; Tr. Vol. 4 at 67-68; TXU Initial Brief at 109
(Mar 8, 2004).

S TXU Initia Brief at 110 (Mar. 8, 2004); TXU Exhibit 29 at 17; TXU Exhibit 29, attachment BMG-R-5.

87 TXU Exhibit 29, attachment BMG-R.

S5 TXU Exhibit 16 at 15; Tr. Vol. 4 at 85-86; TXU Initial Brief at 110-111 (Mar. 8, 2004).
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TXU summarized that the evidence established that the price paid by TXU Gasto TXU Energy under the
SLA was reasonable, that the evidence proves that TXU Energy's provision of billing and customer care
servicesto TXU Gasunder the SLA arenecessary to the continued provision of utility serviceto TXU Gas
customers, and that the price paid by TXU Gas under the SLA was not higher than the price charged by
TXU Energy to any of TXU Energy's other affiliates or divisions or to a non-affiliated party for the same
item or class of items. TXU argued that it met its burden of proof regarding the SLA costs. TXU
requested inclusion in cost of service expenses of $29,334,204 for SLA expenses recorded to NARUC
Account 903 and sought approval of areduction of ($963,459) recorded to NARUC Account 904 for the
credit related to uncollectible write-offs.

ACC’s Position

ACC recommended a$4,971,200 reduction to TXU’ scost of service becausethe payments made by TXU
Gasto TXU Energy under the SLA were not reasonable and necessary. In addition, ACC recommended
that TXU Gas file with the Commission on a quarterly basis the actual performance of TXU Energy for
each measure listed in the SLA, Exhibit A entitled Customer Service Metrics, upon which a future
evauation or adjustment of the SLA can be based, if TXU Energy consistently fails to meet the
contractually obligated performance standards.

ACC argued that TXU provided no support that its decision to outsource its customer care and billing
services to TXU Energy was the lowest cost option. ACC noted that in rebuttal TXU was unable to
provide datato support its conclusions regarding the low cost alternative; instead, TXU restated itsdirect
case.’”® ACC challenged thelist that TXU provided to support its position that the SLA expenses were
reasonable. ACC noted that TXU’ scitationswereto thetestimony of Mr. Gillespie, aconsultant hired by
TXU to advise the utility on the SLA. ACC stated that Mr. Gillespie is not a regulatory expert, has not
consulted on customer careissuesfor any other gasor electric utility in Texas, and has negotiated only one
other contract between aregulated entity and an affiliate. ACC represented that TXU’ sopinionsabout the
reasonableness of the SLA were unsupported and that TXU provided no evidence that its decision to
outsource its customer care and billing servicesto TXU Energy was the lowest cost option.

In ACC’ s opinion, both staffing levels and the quality of service at the call centers dramatically declined
sincethe SLA wasexecuted. For both measures, the SLA targetswere not met.*”” ACC reported that since
TXU Energy assumed responsibility for customer callsunder the SLA in 2002, the averagetimeto answer
general gas customer callsincreased more than 50 percent and the abandoned call rate doubled.*”® (The
abandon rate is the number of callsin which the customer disconnects before the call is answered, minus
two percent of total calls®”®) Therefore, ACC determined that the cost TXU Gas was paying to TXU
Energy for the poor service could not be justified as reasonable and necessary. ACC’s recommendation
toreduce coststo TXU Gascustomerswasbased oninformation that had been provided by TXU regarding
call center staffing levels. ACC recommended a reduction of $4,971,200 to TXU's cost of service to
account for thelow level of service being provided under the SLA contract. ACC stated that because TXU
did not provide sufficient information about salaries and headcounts, ACC based its recommendation on

¥ ACC Reply Brief a 70-71 (Mar. 17, 2004); TXU Exhibit 29 at 18; Tr. VVol. 9 at 136-137, 157-158.
37 ACC Exhibit 4 at 23a-24.

%8 ACC Exhibit 4 at 24.

379 TXU Exhibit 16, attachment BWG-3 at 12 of 17.
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an estimate of thereduction of call center employeesat the Waco center and sal ary and benefitsassumption
of $10 per hour.*®*® ACC argued that its recommendation isreasonabl e, given thelimited information TXU
provided.®!

ACC challenged that TXU did not support its position that the price paid by TXU Gasunder the SLA was
not higher than the price charged by TXU Energy to any other person for the same servicee. ACC
questioned whether the SLA was an arm’ s length agreement.®*? ACC argued that TXU witness Gillespie
stated that the SLA was an arm's length negotiated agreement, despite it being between affiliated
companies; yet, the witness did not know whether the attorneys representing TXU Gas and TXU Energy
were from the same firm. ACC stated that TXU’s representation that separate teams participated in
negotiationsisirrelevant. ACC pointed to TUC 8104.003(e) to argue that Texas statutes recognize that
negotiations between affiliated companies are not "arms length” and to conclude therefore that without
underlying support, TXU failed to show that entering into the SLA was in the best interest of gas
customers.®

ACC postured that staffing levelsat TXU's customer call centers did not support the level of paymentsin
the SLA. ACC demonstrated that by 2003, customer call center staffing was significantly reduced since
operation under the SLA began. At the sametime, the expense paid under the SLA remained the same as
staffing levels in 2000; therefore, ACC proposed to reduce costs to TXU Gas customers based on call
center staffing levels. ACC questioned thevalidity of TXU’ srevised call center headcounts because TXU
did not supplement its responses to intervening parties RFIsto account for the additional 198 full time
employees (FTE). These additional employees did not answer TXU Gas customers’ calls.®*

ACCwent onto statethat on January 14, 2004, TXU filed witness Gillespie'srebuttal testimony, including
headcount numbers not previously provided to ACC in response to RFIs; but not including supporting
workpapers. On January 20, 2004, TXU provided a spreadsheet that broke down the headcount numbers
between internal and external FTESs, but provided no source for thedata. The datadiffered from the data
provided in discovery and relied on by ACC. |Inan attempt to get the source data used by Mr. Gillespie,
ACC initiated a conference call with TXU on January 23, 2004. Witness Gillespie was included on the
conference call. ACC reported that it still was unable to get the source of the information. Asaresult of
the conference call, TXU provided on January 24, 2004, supplemental responsesto several relevant RFIs.
However, ACC considered the supplemental responsesto bewitness Gillespie'sreinterpretation of theRFIs
submitted by ACC to obtain call center headcount levels. ACC reported that, again, it received no source
datafrom TXU. ACC stated that TXU was not responsive to Dallas' s RFIs, either. ACC argued that
without access to the source data relied upon by TXU witness Gillespie, his testimony is unsupported
opinion and therefore should not form the basis of any findings in this case.® ACC noted that TXU

30 ACC Exhibit 4 at 23a.

%1 ACC Exhibit 4 at 20; ACC Initial Brief at 131 (Mar. 8, 2004); ACC Reply Brief at 71 (Mar. 17, 2004).

%2 ACC Exhibit 4 at 21.

33 TXU Initial Brief at 110 (Mar. 8, 2003); TXU Exhibit 29 at 18; Tr. Vol. 4 at 93; ACC Reply Brief at 72 (Mar.
17, 2004).

34 ACC Exhibit 4 at 21-22; TXU Exhibit 16 at 9; TXU Exhibit 29 at 17; TXU Exhibit 29, attachment BMG-R-5;
TXU Initial Brief at 110 (Mar. 8, 2004); ACC Reply Brief at 72.

385 TXU Exhibit 29 at 17; ACC Exhibits 67 - 70 are RFI responses relevant to the SLA, CCA issue; ACC Reply

Brief at 73; Tr. Vol. 9 at 138-146, 166-175; 192-195.
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witness Gillespie conceded that he never provided the source data® and that he never provided external
FTE numbersto ACC.*’

ACC recommended the Commission disallow costs for the SLA due to the CCA downsizing. ACC
corrected TXU’s understanding of how it derived its recommendation. TXU had understood that ACC
used a combination of Waco and Irving call center headcounts for the 2002 beginning number, but used
Waco aone for the 2003 ending number. ACC reported that it used the data provided by TXU, i.e., the
datathat reflected there were no gas-trained staff at the Irving facility by August 2003.3® ACC argued that
its recommended adjustment is the only reliable evidence in the record regarding gas customer service
representatives, showing that staffing and customer support declined.®® ACC reported that the number
of CCAs at the Waco facility declined from 258 in January of 2002 to 178 in August of 2003.3%®

ACC questioned TXU witness Gillespie's credibility, due to his actions during discovery, his RFI
responses, hisdemeanor on the stand, and histestimony. ACC suggested that it took extraordinary efforts,
even after rebuttal testimony had been filed, to attempt to get source data, because TXU and Mr. Gillespie
withheld information during discovery. ACC reiterated that TXU based its call center staffing counts on
data that were not provided to ACC in response to RFIs. In response to ACC’s claim that he did not
disclose the requested information, Mr. Gillespie explained that he believed that ACC 1-99 asked
specifically about call centers managed by TXU Energy, but that outsource vendors are not managed by
TXU Energy.**

ACC made an additional recommendation that TXU be required to file quarterly performance reports of
the actual performance under the SLA’ s performance measures. ACC argued that these results could be
the basis for an adjustment to future SLA feesif performance consistently failsto meet agreed standards.

Dallas s Position

Ddllas stated that TXU’ srequest for $29 million in Distribution revenue requirements associated with the
Service Level Agreement is not reasonable. Dalas argued that TXU witness Gillespie, an outside
consultant who was hired to provide testimony relating to the reasonableness of the SLA, failed to show
the reasonabl eness of the amountsrequested.®* Dallasargued that TXU’ sstatementsthat SLA isat afixed
level for fiveyears and that the SLA based upon year 2000 costs were not sufficient evidence to show the
requested cost for the SLA isreasonable. Dallas recommended that the cost of the SLA be reduced by
$4,181,977 because (1) the cost isexcessive when compared to 2001 costs properly adjusted; (2) the actual
costsfor 2000 were not shown to be representative; and (3) the cost level doesnot reflect WINS savings.**

%6 Tr.Vol. 9 at 141.

%7 Tr.Vol. 9 at 149-150.

%8 ACC Exhibit 4, Appendix E, TXU Gas Number of Customer Care Advocates (CCAS) at the Irving Facility.
%9 ACC Exhibit 4 at 22.

30 ACC Exhibit 4 at 22; ACC Exhibit 67, Jan. 23, 2004 Supplemental Response by TXU to ACC’s RFI 1-099,
TXU Gas Number of Customer Care Advocates (CCA’s) at the Waco Facility.

%1 Tr.Vol. 9 at 151.

%2 Ddlas Initial Brief at 41.

3% Dallas Exhibit 1 at 31-32.
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Dallas noted that both Dallas and ACC had presented requests for information (RFI) to TXU asking for
outsource vendor information. Like ACC, Dallas questioned witness Gillespi€’' s candor, noting that the
witness had not provided the information in a prompt manner because, “[o]utsource vendors are not
managed by TXU Energy.”*

Prior to the negotiation of the SLA, TXU Gas received hilling services from TXU Business Servicesand
customer care services from TXU Electric. Laws governing electric utility restructuring in Texas
prohibited an e ectric transmission and generation company such as TXU Electric from providing billing
and customer care servicesto an affiliated retail electric provider (REP) such as TXU Energy. Thereafter,
the billing and customer care facilities became TXU Energy’s. Because the electric restructuring law
prevented TXU Electric from providing billing and customer care servicesto TXU Gas, TXU Gas sought
other options. ACC reported that the reasonableness of the options could not be determined because the
support provided for the decision could not be verified.>*

Dallas considered that TXU Energy, the unregulated affiliate, intended to make a profit onthe SLA. The
agreement wasexecuted at thetime TXU wasintransitionto arestructured electricretail market; therefore,
the SLA wasmadeto protect TXU Energy by providing arevenue guaranty, against which it can cut costs.
It was Dallas's position that TXU entered into the SLA to put its unregulated companies in a better
position, and then engaged counsel and aconsultant to give legitimacy to the process.** Prior to the SLA,
TXU Electric had call centers and personnel in place to perform these same services. TXU Energy had
an all ocation agreement between TXU Electric and TXU Gas.*’ Dallas contemplated that the SLA and
the process of establishing the SLA were conceived and used to manipul ate the regulatory setting. Dallas
argued that when the process began, Mr. Gillespie was engaged and his firm was paid approximately
$120,000°*%® in order to attempt to justify the expense in a regulatory setting.>* The agreement was
presumably negotiated at armslength with TXU Gasand TXU Energy representatives, including TXU Gas
Company’ s regulatory counsel .*®

Dallas questioned how TXU Energy could have entered into afixed charge SLA with TXU Gas and still
make a profit. Dallas decided that the answer was in the information that TXU withheld from the
intervening parties-- that TXU Energy outsourced the electric side of itsbusiness. To support itsposition,
Dalasreferenced Tr. Vol. 9 at 138-139, 175, and 180. Dallas proposed that TXU did not consider and did
not provideinformation whether TXU Gas could have also outsourced for the services provided under the
SLA. Dallasargued that, regardless of the arrangement with TXU Energy under the SLA, TXU failed to
present evidence that the cost level of the SLA was reasonable.**

Dallasargued that the SLA amount was based on the coststo perform activities during calendar year 2000,
adjusted for claimed known and measurable changes. Dallas argued that calendar year 2000 costs were

%% Tr.Vol. 9 at 151.

3% TXU Exhibit 16 at 4-6; ACC Exhibit 4 at 19.

3% DallasInitial Brief at 42-43 (Mar. 8, 2004).

%7 Tr.Vol. 4 at 96. (Dallascitedto Tr. Vol. 9 at 96.)
%% Tr.Vol. 4 at 87.

%9 Tr.Vol. 4 at 105 -109.

40 Tr.Vol. 4 at 72-73 and 93-94.

41 Dallas Initial Brief at 40-42.
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used by TXU because TXU thought calendar year 2001 costswere not representative; the costsin thefirst
months of 2000 were atypical. TXU decided in early 2001 to use the higher costs to provide the level of
the agreement. TXU’s attempt to normalize the expense level resulted in asignificant overstatement of
costs, given that appropriately normalized costs during 2001, as calculated by Dallas, demonstrated a
significant reductionin the cost of providing these same services.*” Dallas also argued that the SLA costs
should reflect reductions due to WINS savings. Proper normalization of the costs for these services,
without recognition of additional WINS efforts, reduces Distribution expenses by approximately $4.2
million.*®

Dallas recalled TXU’s criticism of its proposed reduction. TXU had argued that Dallas had used
information that had been available to TXU at the time the SLA was negotiated, that use now of the
information was impermissible, that the costs of the SLA were lower than costs in prior years, and that
TXU witness Gillespie represented that there were no WINS savings. Dallas countered TXU’ s position,
stating that thisis not an instance of using improper or unknown information.

Dallas challenged TXU’sreliance on Gulf Sates Util. v. PUC, 841 SW.2d 459 (Tex. App.—Austin 1992,
writ denied) because the case does not stand for the proposition that the Commission cannot use the
information available. Dallas argued that the Court decided that after-the-fact analysisis permissible, if
not subject to more scrutiny.** Dallas argued that Gulf Statesindicated prudent decision making may be
demonstrated in two ways. To recover costs in rates, a utility may show either that its decision making
process was prudent, or that the same decision isin the select range of options that would have resulted
had prudent decision making been employed. Dallasargued that under the first method, autility presents
contemporaneous documentation of its decision-making process, thereby enabling the Commission to
review the actual investigations and analyses leading to the utility's decision. When there is no evidence
of contemporaneous investigation and analysis, a utility may employ the second method, analyzing the
prudence of the decision after-the- fact. An attempt to demonstrate prudent decision-making by
retrospective analysesis inherently defensive and hence more suspect. Second, the Court reiterated that
the burden of proof on such issues rests upon the utility.*®® Dallas argued that in this proceeding, TXU’s
claimthat it could not have known of theinformation is not true because theinterim agreement was signed
in December of 2001%% (at which time the costs for 2001 were known); the final agreement was signed
October 17, 2002.%"

Dallas demonstrated that areasonablelevel of expense—excluding the extreme weather situationsin early
2001-would be lower than the SLA level. TXU’s suggestion that evaluation of these levels should not
have occurred was incorrect. TXU Gas Distribution and TXU Energy had contemplated that the level of
expense in the agreement would be adjusted, if the contract level was disallowed by the Commission.
TXU Exhibit 16, attachment BMG-3 at 14 of 17, paragraph 6 provided optionsto TXU Gas Distribution

“2 Dallas Initial Brief at 42.

4% Dallas Initial Brief at 42; Dallas Exhibit 1 at 30-36.

44 See 841 SW. 2d 459 at 475.

4% Dallasreply Brief at 27-28 (Mar. 17, 2004) quoting from Gulf Sates Util. v. PUC, 841 SW.2d 459 (Tex. App.—
Austin 1992, writ denied).

“% Tr.Vol. 4 at 88.

47 TXU Exhibit 16, attachment BMG-3 at 1.
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and TXU Energy.*® Dallas also took note that TXU Gas Distribution, rather than TXU Gas, isthe entity
that entered into the SLA with TXU Energy. “®

TXU had argued that the costs of the SLA werelower thanin prior years. Dallas represented that the real
inquiry inthisproceeding should consider thereasonablelevel of expenseonagoing-forwardbasis. Dallas
addressed thisissue by looking at factorsrelating to the costs of this service; however, TXU ignored those
factors.*?

Dallasaddressed TXU’ sposition that WINS savingsbelonged to shareholdersand that contracting for this
servicewith theunregulated TXU Energy, TXU Gas customerswould not sharein WINS savings benefits
fromthe customer careservice. Dallasnoted that inrebuttal, TXU witness Gillespietestified that (1) TXU
selected 2000 asthe base year; (2) that TXU Gasunderstood that there may be savingsthrough technol ogy;
and (3) that the WINS program focused on reducing general and administrative expenses, including FTE's
at the call centers, through technology and outsourcing which would affect only TXU Energy.** Dallas
respondedthat Mr. Gillespie sstatementswereinconsi stent with TXU’ scontention that the 2001 cost level
data had not been available for consideration and showed (1) that the SLA in this proceeding, signed after
the WINS program was under way in 2002, did not contemplate that TXU Gas customers would receive
any benefit from savings attributabl e to technology or outsourcing; (2) TXU’ s position that those savings
werereserved to TXU Energy (the unregulated business); and (3) that TXU witness Gillespiedid not fully
understand that the SLA was with TXU Gas Distribution, not with TXU Gas.**2

Dallas concluded that the SLA was an example of TXU’s attempt to maximize the profits of the non-
regulated side of TXU’ sbusiness at the expense of theregulated side, i.e., TXU GasDistribution. For that
reason, Dallasurged that the SLA should be given greater scrutiny. Dallasargued that TXU failed to meet
the burden of proof; therefore, the level of expense for the SLA should be fixed at $25,152,229 (an
approximate $4,181,977 reduction). Dallas recommended the Commission adopt its recommended
adjustment because TXU did not provide evidence that costs requested for the agreement are reasonable.

ATM’s Position
ATM reported that it supported Dallas' s recommendation to reduce Distribution expenses related to the
SLA by $4,181,977 and supported ACC’ s proposed Distribution reduction of $4,971,200.*

Examiners Recommendation

The Examiners considered the evidence relating to TXU’ s request for approval of the SLA expense as a
cost of service. The evidence does not show that the requested expense of $29,334,204 for billing and
customer care servicesis reasonable and necessary for the provision of gas utility service.*** Therefore,
rather than approving SLA expense levels as proposed by TXU, the Examiners recommend the
Commission approve a$4,971,200 annual reduction, which issupported by the evidence. The Examiners

4% TXU Exhibit 16, attachment BMG-3 at 14 of 17, paragraph 6 (Bates stamped page 39).

4% Dallas Reply Brief at 28 (Mar. 17, 2004); TXU Exhibit 16, attach BMG-3 at 14 of 17, paragraph 6.

40 Dallas Reply Brief at 28 (Mar. 17, 2004).

4“1 TXU Exhibit 29 at 10-11.

42 TXU Exhibit 29 at 10-11; Dallasreply Brief at 28 - 29.

4“3 ATM Initial Brief at 57; Dallas Exhibit 2, attach DJL-3 at 2; ACC Exhibit 1, attachment EB-1(D) at 2.
44 TUC 8104.055; TXU Exhibit 16 at 15; TXU Exhibit 29 at 18.
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recommend the Commission approve $24,363,004 annual amount in TXU’ scost of servicefor reasonable
expense incurred for the SLA.

The Examinersconsidered ACC’ srecommendation that TXU Gasberequiredtofilewiththe Commission
on a quarterly basis the actual performance of TXU Energy for each Customer Service Metrics. The
Examiners recommend that TXU provide a quarterly report to the Commission showing the actual
performance of TXU Energy for each measure listed in the SLA, Exhibit A entitled Customer Care
Metrics. The information should be provided using a monthly breakdown and should be presented in a
manner to enable the Commission to determine whether an adjustment to the SLA level would be
appropriate on aforward-going basis.

The Examiners aso considered TXU’ s argument that the price paid by TXU Gas under the SLA was no
higher than the price charged by TXU Energy to other entitiesfor the same type of services because TXU
Energy does not provide the same billing and customer care services as those provided under the SLA to
any other affiliate or third party. The Examiners did not find evidence to refute TXU’s presumption. It
istrue that TXU Energy does not provide the same billing and customer care services to other affiliates
or third parties. However, the intent of the TUC 8104.055(b) requirement is to assure that gas utility
ratepayers are charged afair price in an affiliate transaction. The Examiners recommend that TXU be
required to affirm that TXU Energy does not provide similar billing and customer care services to other
affiliatesor third partiesand at its next rate case before the Commission to present additional information
showing that the price charged by TXU Energy to TXU Gasfor the servicesunder the SLA iscompetitive.

TXU reported that the servicelevelsset forthinthe SLA arenot only reasonable, they are excellent service
levelsfor TXU Gas.**® TXU also argued that the amount TXU Gas paid for the SLA services during the
test year was reasonable, and was financially an excellent deal for TXU Gas.**® TXU witness Gillespie
provided TXU Exhibit 29, attachment BMG-R-5, TXU Energy Total Gas and Electric Customer Care
Headcount (Jan. 2002 - Nov. 2003), and testified that the total number of all FTEs supporting TXU Gas
and TXU Energy increased by four percent from the beginning of the test year 2002 through the end of
November 2003.*” The Examiners do not disagree that 914 to 950 is an approximate four percent
increase. However, thegreat wei ght of the evidence presented does not support TXU’ stestimony. Instead,
the record evidence shows that the number of customer care FTEsfor TXU Gas actually declined during
that time, and the quality of the customer care declined, while the fixed cost of the SLA remained
constant.*®

TXU witness Gillespie testified that he provided the information that intervening parties requested;*®
however, the evidencein the record showsthat TXU was not forthcoming with discovery responsesto the
requestsfor information. Therecord lacks credible evidence showing why TXU did not disclose relevant
information, such as the source of data, and did not timely disclose external FTE numbers. TXU’s
explanations are not credible or probative that it believed that the intervening parties RFIs were
specificaly for call centersmanaged by TXU Energy and that outsource vendorsare not managed by TXU
Energy; or that TXU considered there to be a difference between managing a call center, using an

45 TXU Exhibit 16 at 15.

4% Tr.Vol. 4 at 101.

47 TXU Exhibit 29, attachment BMG-R-5.

48 ACC Exhibit 4 at 23a-24; ACC Exhibit4, Appendix E; TXU Exhibit 16, attach BWG-3 at 12 of 17.
4% Tr. Vol. 9 at 139, lines 15-16.
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outsource vender, and managing an outsource vender’ scall center.*® Being distracted during aconference
call is not credible, probative, or meaningful evidence of a genuine misunderstanding of the discovery
request.** The evidence showsthat it was appropriate for intervening partiesto rely on the data that were
provided by TXU. Further, those data do not support TXU’s position that FTE numbers relating to gas
services were increasing.

The evidence shows that TXU provided incomplete information in response to Dalas's and ACC's
discovery requests. It is reasonable, given the circumstances described in the record, for these two
intervening partiesto have requested proof of the legitimacy of the underlying support upon which TXU
based itsdecisions. TXU did not solicit bidsfor the provision of customer care services.** Instead, TXU
relied upon the knowledge and experience of its witness, Mr. Gillespie, President of Destination
Excellence. Destination Excellence provides consulting services relating to customer care.””® Mr.
Gillespie, however, had negotiated only oneother contract involving aregul ated utility. Inthat negotiation,
Mr. Gillespierepresented theinterestsof Utilipro, thefirmfor whichMr. Gillespieworked at that timeand
towhich serviceswould beoutsourced. Inthehearing, Mr. Gillespie explained that he had market research
and bids provided by his company to determine the appropriate costs of the SLA terms. However, the
intervening parties were not given access to the information that formed the basis of Mr. Gillespie’s
analysis.**

Aswell, the comparative analysisrelied upon by Mr. Gillespie to make hisrecommendationsto TXU Gas
was not available to the intervening parties for review, due to existing non-disclosure agreements.*®
Instead of providing verifiable information, data, or market research to support its position, TXU Gas
offered the testimony of Mr. Gillespie, his knowledge, and his experience. The Examiners did not find
TXU'’ s testimony to be credible, meaningful, or probative. When given an opportunity at the hearing to
provide supporting documentation and the sources of his data, Mr. Gillespie for the first time provided
some minimal basisfor hisdecisions. However, the evidence provided was little more than an recitation
of his experience and knowledge, not the factual data specific to TXU’s operations.*?

The great weight of the evidence showsthat TXU did not supplement its RFI responsesto theintervening
parties to provide the number of external FTESs or to reveal the source of the data.**” The evidence also
shows that TXU was reluctant to provide to the intervening parties information relating to the identity of
the outsource vendor and the numbers of outsource vendor employees, even though thisinformation was
relevant to customer care call center under the SLA.*® The evidence shows that TXU Energy uses more
outsource employees now than at thetimethe SL A was negotiated and, but for the collections group, those
outsource employees are dedicated to TXU Energy’ s work rather than to TXU Gas work.**®

“0 Tr.Vol.9at 72,151

1 Tr.Vol. 9at 192-193.

42 TXU Exhibit 16 at 12-14; ACC Exhibit 4 at 20; Tr. 4 at 60.
2 Tr.Voal. 4 at 59-60.

“4 Tr.Vol. 4 at 61.

4% ACC Exhibit 4 at 19-20;

426 Tr. 4 at 60-73, for specific examples, see Tr. Vol. 4 at 61, Line 14-17; Tr. Vol. 4 a 66, Lines 12-14; Tr. Vol. 4
at 71, Lines 18-72.

427 Tr.Vol. 9at 141, 149-150 .

“% Tr.Vol.9at 138 - 141.

42 Tr.Vol.9at 175.
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For these reasons, the Examiners recommend the Commission reduce TXU’ s requested cost of service,
and approve $24,363,004 as reasonable annual Service Level Agreement costs, including billing and
customer care.

3. Other Affiliate Transactions: Oncor Electric, Receivables and Vermont
I nsurance Co.

| ssue SUmmary
TXU Gashasadditiona affiliatetransactionswith Oncor Electric Delivery Company, L.P.(Oncor Electric);
TXU Receivables Company; and TXU Vermont Insurance Company (TXU Vermont).

Oncor Electric Delivery Company, L.P.(Oncor Electric) - Personnel of Oncor Electric perform operations
support services for TXU Distribution, including reading customer meters, design and engineering of
certain construction projects, certain operating activities, developing and maintaining community and
municipal relations, and managing certain busi nessand economic devel opment programs.*® Theoperating
and maintenance (O&M) expense associated with these activities is assigned based on timekeeping,
through application of appropriate cost causation principles, or aredirectly chargedto TX U Distribution.**
This section addresses the Automated Timekeeping System (ATS), Meter Reading Service (MRS), and
Other Transactions with TXU Electric. This issue is different from the Oncor Logo issue relating to
uniforms and trucks, addressed in the Expenses section of this PFD.

TXU Receivables— Certain subsidiaries of TXU Corp. sell customer accounts receivable to TXU
Receivables Company, awholly-owned bankruptcy remote subsidiary of TXU Gas, which sellsundivided
interestsin accountsreceivableit purchasesto financial institutions. During thetest year ended December
31, 2002, TXU Energy Retail Company LP, TXU SESCO Energy Services Company, Oncor Electric, and
TXU Gas Company were qualified originators of accounts receivable under the program. TXU
Receivables Company may sell up to an aggregate of $600 millionin undivided interestsin thereceivables
purchased from the originators under the program.

TXU Vermont Insurance Company— TXU Vermont Insurance Company (TXU Vermont) is a
wholly-owned single-parent captive insurance company responsible for providing varying levels of
insurance coverage for certain TXU Corp. subsidiaries, including TXU Gas.**?* The lines of insurance
written by TXU Vermont Insurance Company consist of third-party liability (i.e., general liability, auto
liability, and errorsomissions), property/boiler and machinery, and executive assigned vehicles. In
addition, TXU Vermont Insurance Company has been used to access the commercial reinsurance market
to which the subsidiaries of TXU Corp. would not otherwise have access.

TXU’s Position

TXU argued that affiliate transactions with Oncor Electric Delivery Company, L.P.(Oncor Electric) are
proper. These transactions include the Automated Timekeeping System (ATS), Meter Reading Service
(MRS), and other costs charged from Oncor Electric. TXU argued that by assigning shared costson either

0 TXU Exhibit 17 at 10-11.
“1 TXU Exhibit 17 at 10-12.
2 TXU Exhibit 15 at 32; TXU Exhibit 15, attachment SNR-4.
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aper unit basis, or through time-keeping systems, only actual costs are charged, and no affiliateis charged
ahigher pricethan any other affiliate or third party for the sameitem or classof items.*** TXU also argued
that all services performed by Oncor Electric for TXU Distribution are billed at actual cost, with no profit
or margin included in, or added to, the billings.*** TXU concluded that all charges from Oncor Electric
to TXU Distribution for shared servicesmeet the requirementsof TUC 8104.055, that no intervening party
challenged these costs, and that there is no evidence in the record to the contrary.”*®

Automated Timekeeping System (ATS)-- TXU described the Automated Timekeeping System (ATS) as
a computerized time reporting application that is integrated into TXU’s financial accounting system.**

TXU reported that ATS is used by Oncor Electric employeesto record actual time worked on certain gas
and el ectric projects. Recorded time servesasthe basi sto equitably charge operati ons support service costs.
During the test year, TXU reported that total O& M costs that Oncor Electric charged through the ATS
process to TXU Distribution were approximately $7.4 million.*’

TXU reported that ATS methodol ogy was approved by the Commission in GUD 9145 and no intervening
party in GUD 9400 challenged its use. TXU argued that the record evidence in this proceeding and
Commission precedent supports a finding that the ATS methodology is an appropriate methodology for
assigning costsfor operationssupport servicesfrom Oncor Electricto TXU Distribution. TXU also argued
the record evidence supports a finding that each item or class of items charged to TXU Distribution by
Oncor Electric through ATS is reasonable and necessary and the charges assigned through ATS from
Oncor Electric to TXU Gas are not higher than the prices charged by Oncor Electric to its other affiliates
or to non-affiliated persons for the same items or class of items.**®

Meter Reading Service (MRS)-- TXU described the Meter Reading Service (MRS) as a process
incorporated into Oncor Electric's financial accounting system that is used to equitably assign costs for
meter reading activitiesincurred by Oncor Electric for work performed for both el ectric and gasoperations
based on numbers of hours worked. The costs to provide meter reading services for electric and gas
customersareallocated based on the number of hoursactually required to read el ectric and gasmeterseach
month as determined based on data compiled by electronic meter reading devices. During the test year,
thetotal O& M costsfor meter reading, customer re-read, and customer contact servicesthat Oncor Electric
charged through the MRS process to TXU Distribution was approximately $9.9 million.**®

TXU argued that the M RSmethodol ogy isthe appropriate methodol ogy for the assignment of costsrelating
to meter reading activities between Oncor Electric and Distribution. For meter reading, the hoursrequired
to read gas and electric meters is the most appropriate basis to charge shared meter reading costs to the
electric and gas customers.*® The Oncor Electric coststhat are assigned to TXU Distribution through the
MRS process are reasonable and necessary and are based on the actual costs incurred in providing such

8 TXU Exhibit 17 at 10-12.
% TXU Exhibit 17 at 10-13.
% TXU Initial Brief at 101.
4% TXU Exhibit 17 at 13.
7 TXU Exhibit 17 at 14.
% TXU Exhibit 17 at 15.
9 TXU Exhibit 17 at 16.
“0 TXU Exhibit 17 at 16-17.
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services and are no higher than charges to athird party or other affiliate for the same or similar services.
TXU noted that no intervening party challenged the MRS methodology or the costs that were assigned.
Therefore, al of the record evidence in this proceeding, as well as Commission precedent, supports a
finding that the MRS system is an appropriate methodology for assigning costs of meter reading from
Oncor Electric to TXU Distribution.

Other Transactionswith TXU Electric— TXU identified other costs charged from Oncor Electricto TXU
Distribution including shared costs for common Company management, financial planning, human
resources and common office facilities and equipment.** TXU reported that the accounting system
accumulates expenses associated with these activities and assigns an equitable portion of these costs
directly to TXU Gas. These types of costs are assigned to all affiliates of Oncor Electric that consume
these services so that each affiliate pays the same amount on aper unit basis for the same item or class of
items. TXU also argued that Oncor Electric owns and leases facilities that are shared with TXU Gas.
Oncor Electric charges TXU Gasfor an equitable portion of these shared facilities costs, based on square
footage utilization. During the test year, the total O& M costs that Oncor Electric charged for these other
affiliate transactions to TXU Gas was approximately $4.8 million.**

TXU argued that the services provided by Oncor Electric and the methodol ogies used for the assignment
of such costs between Oncor Electric and TXU Gas are reasonable and necessary. The costs assigned to
TXU Gas are based on the actual costsincurred in providing such services and are no higher than charges
to athird party or other affiliate for the same or similar service. No intervening party challenged these
methodologies or assigned costs. TXU argued that the record evidence in this proceeding supports a
finding that these other costs assigned from Oncor Electric to TXU Gas are appropriate.

TXU Receivables— TXU argued that affiliate transactions with TXU Receivables are proper. Certain
subsidiaries of TXU Corp. sell customer accounts receivable to TXU Receivables Company, a
wholly-owned bankruptcy remote subsidiary of TXU Gas, which sells undivided interests in accounts
receivable it purchases to financial institutions. During the test year ended December 31, 2002, TXU
Energy Retall Company LP, TXU SESCO Energy Services Company, Oncor Electric, and TXU Gas
Company were qualified originators of accounts receivable under the program. TXU Receivables
Company may sell up to an aggregate of $600 million in undivided interestsin the receivables purchased
from the originators under the program.**

TXU argued that the TXU Corp. subsidiaries participating in the TXU Receivables program benefit in at
least three ways. First, cash inflows related to customer accounts receivable are expedited, thereby
reducing the level of cash working capital required by each participant. Second, the accounts receivable
program provides for alower cost source of funds. Finally, by selling these receivables, as opposed to
factoring or borrowing against the receivables, these subsidiaries do not incur additional debt on their
balance sheets to fund their cash working capital needs and are able to maintain a better debt rating than
they might otherwise have.**

“1 TXU Exhibit 17 at 17.
“2 TXU Initial Brief 102-103 (Mar. 8, 2004).
“3 TXU Exhibit 15 at 30.
“4 TXU Exhibit 15 at 30.



GUD 9400 PROPOSAL FOR DECISION Page 114

TXU stated that costs charged by TXU Receivables Company to the participantsin this program include:
(1) the fees (including interest and program fees) paid by TXU Receivables Company to the financia
institutions purchasing the receivables, (2) genera and administrative costsincurred by TXU Receivables
Company to manage the program, (3) payment processing fees charged to TXU Recelvables Company by
TXU Business Services, and (4) amargin of approximately $5,000 per month charged by TXU Receivables
Company. Thismarginisanecessary factor that establishes TXU Receivables Company as a bankruptcy
remote entity, which allows the program to maintain its "sal€" status for accounting treatment versus a
debt-financing program.**

TXU explained that costs were assigned to each participant that was in this program during the test year.
The fees charged by the financial institutions, the general and administrative costs incurred by TXU
Receivables Company, and the margin discussed above are assigned to the participants of this program
based on their relative share of sellable accounts receivable as a percent of the total amount of sellable
receivablesfor all participants. The payment processing fees are assigned to each participant based onthe
number of payments processed on behalf of each participant. The amount billed by TXU Receivables
Company during the 2002 test year to TXU Distribution was $1,144,866.21 and to Pipeline was $166,
913.78.4¢

TXU argued that thethese costs charged by TXU Recelvables Company to TXU Gaswerefor servicesthat
are necessary in the normal course of business, reasonably reflected the actual cost of these services, and
were no higher than the prices charged to other participantsin this program for the same service.*"

TXU Vermont Insurance Company (TXU Vermont) -- TXU argued that affiliate transactions with TXU
Vermont Insurance Company (TXU Vermont) are proper. TXU Vermont isawholly-owned single-parent
captiveinsurance company responsiblefor providing varyinglevel sof insurance coveragefor certain TXU
Corp. subsidiaries, including TXU Gas. The lines of insurance written by TXU Vermont Insurance
Company consist of third-party liability (i.e., general liability, auto liability, and errors/omissions),
property/boiler and machinery, and executive assigned vehicles. Inaddition, TXU Vermont hasbeen used
to accessthe commercia reinsurance market to which the subsidiaries of TXU Corp. would not otherwise
have access.*®

TXU argued that the primary benefit realized by utilizing a captive insurance company such as TXU
Vermont isthe ability to establish an insurance deductiblelevel appropriate for the corporation asawhole
while minimizing the impact of that deductible expense on the financials of the business units compared
to their using individually appropriate deductible levels. TXU Vermont has been used to access the
commercia reinsurance market to which the subsidiaries of TXU Corp. would not otherwise have access.

TXU explained that general liability premiumswere assigned based on revenues, employee count, 10 years
of loss history, a deductibility/policy limit factor, and a catastrophic factor (i.e., determination based on
experience of how likely atype of businessisto have aloss and how often and how severe those losses

“° TXU Exhibit 15 at 30-31.

“6 TXU Exhibit 15 at 31; TXU Exhibit 15, attachment SNR-3.
“7TXU Exhibit 15 at 31.

“8 TXU Exhibit 15 at 32-33.
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arelikely tobe). Auto liability premiums were assigned based on vehicle count, 10-year loss history, and
a deductible/policy limit consideration for each business unit. A portion of the errors and omissions
premiumswasassigned equally to all participants. Theremaining portionwasassigned based on a10-year
loss history and the general liability percentages. Property/boiler and machinery premiums are assigned
based on replacement cost values, 10-year loss history, and adeductible/limit factor. Executive assigned
vehiclespremiumswere assigned based on the number of assigned vehiclesand a10-year losshistory. The
premiums billed by TXU Vermont during the 2002 test year ended were listed in TXU Exhibit 15,
attachment SNR-4. TXU Vermont billed $2,473,598 to TXU Distribution, and $248,626 to Pipeline.

TXU argued that the premiums charged to TXU Gas were for services that are necessary in the normal
courseof itsrespective business, reasonably reflected the actual cost of these servicesto these entities, and
were no higher than the prices charged to other participantsin this program for the same service.**

TXU disagreed with Dallas' s recommendations to reduce Account 925, Injuries and Damage, due to the
fluctuations of payments over the last four yearsfor TXU Vermont.**® TXU argued that Dallas used the
charges from TXU Vermont in the four-year average on which it based its proposed normalization
adjustment to Injuries and Damages expense.®® TXU explained that Dallas's four-year adjustment
included the year 1999, ayear in which TXU Vermont charged no premiumsto TXU Gas because in that
year TXU had sufficient lossreserves. TXU argued that Dallas' s proposed adjustment was a piecemeal
and self-serving ratemaking approach.*?

Intervening Parities Positions

Dallas argued that charges from TXU Vermont contributed to the varying injuries and damages expense
experienced by TXU Gas over the four-year period that ended December 31, 2002.*** Dallas argued that
the expense paid to TXU Vermont varied for many reasons, including premium credit due to lower loss
expected in 1999 from TXU’ s wholly owned captive insurance company, reduction due to settlement of
claimsin 2001, and increasein premiumsand claimsin 2002. Dallasargued that injuriesand damageswas
increased in the four years, duein part to expense paid to the TXU Vermont Insurance. Based on afour-
year average, Dallas recommended a total injuries and damages expense reduction of $4,082,183 for
Distribution and $481,987 downward adjustment for Pipeline.

Examiners Recommendation

The Examiners recommend that the expenditures proposed by TXU for affiliate transactions with Oncor
Electric Delivery Company, L.P. (Oncor Electric), TXU Receivables Company (TXU Receivables); and
TXU Vermont Insurance Company (TXU Vermont) be approved. TXU described the expenditures and
billing methodologies used by each affiliate. The Examinersdid not find that the evidence presented by
the intervening parties contravened TXU’ s presentation regarding affiliate transactions. The Examiners
find that TXU demonstrated that its affiliate expenditures are reasonable and necessary. TXU
demonstrated that the price charged by Oncor Electric, TXU Receivables, and TXU Vermont arenot higher
than the prices charged to other affiliates or to non-affiliated persons. The Examiners recommendation

“9 TXU Exhibit 15 at 16-17, 29-33.

0 TXU Exhibit 28 at 54.

1 TXU Exhibit 28 at 55.

2 TXU Initial Brief at 114-115.

3 Dallas Exhibit 1 at 39-40 (Mar. 8, 2004).
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is consistent with Commission decision in GUD 9145.

VI. RATEBASE

Rate baseisthe utility’ sinvested capital. TUC 8104.053 provides that rate base is the adjusted value of
invested capital. Invested capital isthe original cost of plant at the time it became used and useful in the
service of gas service, less the amounts of depreciation. Rate base is calculated as a reasonable balance
between (1) original cost less depreciation ands (2) current cost, less an adjustment for the plant’ s present
age and condition. For consistency with TUC 8104.051, the Commission determinesthe utility’ soverall
revenues at an amount that will permit the utility to earn a reasonable opportunity to earn a reasonable
return on the utility’s invested capital. In other words, rate base is the amount upon which the utility
requeststo earn areturn. Evaluation of rate base uses asset balances during atest year. Therate baseis
then adjusted higher or lower based on known and measurable changes.

A. Invested Capital/Rate Base
1 Original Cost

TXU Exhibits6, 7, and 61, SchedulesB(D) and B(P), indicated that the original cost intheinvested capital
rate base, as adjusted, was $1,337,555,664. TXU sought Commission approval for this amount as the
combined invested capital rate base for both Pipeline and Distribution.***

2. Completed Construction Not Classified

| ssue Summary

In GUD 9400, TXU’s test year ended December 31, 2002. By March 31, 2003, TXU completed
Distribution and Pipeline projects that had been under construction as of December 31, 2002. TXU
proposed to include these projects in rate base as completed construction not classified (CCNC). When
utility plant is put into service and is used and useful, autility may incorporate the plant into its proposed
rate base, as aknown change. However, when autility proposes to adjust its rate base upward to account
for plant that became used and useful at a time beyond the test year, the utility must also account for the
related decreases in rate base.

TXU's Position

TXU included completed construction not classified (CCNC) in its proposed rate base.*®> TXU defined
CCNC asplant that wasin service after thetest year that TXU included asaknown and measurable change
to the test year data®*® The test year concluded on December 31, 2002; however, the CCNC sought by
TXU is for the cost of projects under construction as of December 31, 2002, that were completed by
March 31, 2003.*’

44 TXU Initial Brief at 12 (Mar. 8, 2004).

45 TXU Exhibit 14 at 5, 6.

4% TXU Exhibit 27 at 10.

%7 TXU Exhibit 61, Schedule C-1(D) at 1, line 18; Schedule C-1(P) at 1, line 44.
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As justification for inclusion of CCNC in rate base, TXU noted that the Commission approved the
inclusion of CCNC inrate basein two prior Commission proceedings, GUD Nos. 8664 and 9145.*® TXU
also argued that inclusion of CCNC in rate base is consistent with the Commission’'s Natural Gas Rate
Review Handbook.*® TXU included $5,912,729.61 of CCNC in the original cost of Distribution utility
plant.*® TXU included $2,600,248.39 of CCNC in the original cost of Pipeline utility plant.**

Intervenor's Positions
ACC recommended that CCNC placed in service subsequent to the end of the test year be disallowed
because TXU failed to match any additional revenue or expense related to the particular CCNC.** ACC
also disputed whether TXU's treatment of CCNC is consistent with the Commission's Natural Gas Rate
Review Handbook.*®®

ATM opposed TXU's proposed inclusion of CCNC.*** ATM noted that TXU had not matched inclusion
of CCNC with increases in accumulated depreciation nor with accumulated deferred income taxes.*®
ATM argued that adjusting balances of accumul ated depreciation and accumul ated deferred income taxes
to include the first three months of 2003 more than offset TXU's proposed inclusion of CCNC.** In
ATM'sestimation, Distribution rate basewould bereduced by approximately $13.275 million, and Pipeline
rate base by $3.147 million, if accumulated depreciation and accumulated deferred income taxes were
properly tabulated through March 2003.%¢"

Dallas aso noted that inclusion of CCNC in rate base without accounting for reductions to rate base due
to accrued depreciation expense would be inappropriate.®® Dallas recommended eliminating TXU's
proposed CCNC from rate base, or alternatively, recognizing an increase in accumulated provision for
depreciation of $13,241,885 for Distribution plant and an increase of $3,965,580 for Pipeline plant.*®

Commission Staff

Staff of the Railroad Commission noted that TXU misquoted the Commission's Natural Gas Rate Review
Handbook with respect to treatment of CCNC. Staff recommended that rather than addressing post-test-
year plant addition in this proceeding, TXU should consider seeking inclusion of CCNC under TUC
§104.301 relating to Interim Cost Recovery and Rate Adjustments.*”

Examiners Recommendation
The Examinersrecommend the Commission disallow TXU's proposal toincludeininvested capital plant

48 TXU Exhibit 27 at 11.

49 TXU Initial Brief at 13 (Mar. 8, 2004).

40 TXU Exhibit 61, Schedule C-1(D) at 1, line 18.
41 TXU Exhibit 61, Schedule C-1(P) at 1, line 44.
42 ACC Exhibit 3 at 8.

43 ACC Reply Brief at 15-16 (Mar. 17, 2004).

44 ATM Exhibit 1 at 9; ATM Initial Brief at 23 (March 8, 2004).
45 ATM Exhibit 1 at 9.

46 ATM Exhibit 1 at 10.

47 ATM Exhibit 1at 10.

48 Dallas Exhibit 1at 90.

49 Dallas Exhibit 1at 91.

40 Staff's Reply Brief at 5 (March 17, 2004).
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that it booked to the completed construction not classified (CCNC) account. The Examinersfind that the
plant that TXU characterized as CCNC was construction work in progress (CWIP) on December 31, 2002,
thetest year-end datefor settingratesin thisproceeding. TXU failed to present persuasive evidenceclearly
demonstrating that the $5,912,729.61 of Distribution utility plant and $2,600,248.39 of Pipeline utility
plant that was CWIP on December 31, 2002, was actually in service, used and useful, by March 31, 2003,
the date selected by TXU for including post-test year adjustments to rate base to reflect known changes
to asset balances. Evenif TXU had shown this plant to be used and useful, TXU failed to adjust revenues
and expenses to reflect the presence of this plant in rate base.

The test year-end date for setting rates in this proceeding is December 31, 2002. However, TXU sought
toincludeinrate base $5,912,729.61 of Distribution utility plant and $2,600,248.39 of Pipeline utility plant
that had been CWIP on December 31, 2002.4"* TXU characterized this plant not as CWIP, but rather as
CCNC. TheExaminersnotethat agas utility may be permitted toinclude CWIPinitsrate base only where
necessary to the financial integrity of the utility.*? TXU has made no reguest to include CWIP in rate
base, and has stated that it did not include CWIPinits calculation of rate base.*”® The evidence showsthat
TXU did not propose to include CCNC on the basis of the need for financial integrity.*

TXU'switness Mr. Dane Watson stated in hisdirect testimony that CCNC reflected construction projects
completed by March 31, 2003.4”* However, TUC §104.051 makes clear that in establishing agas utility's
rates, the Commission must establish the utility'srevenues based on "the utility'sinvested capital used and
useful in providing service to the public."*® In other words, completion of a project is not sufficient for
inclusion of that project in rate base; the project must be used and useful in providing serviceto the public
before it may be included in rate base. Although Mr. Watson's rebuttal testimony stated that CCNC
represented plant that was in service after the test year, TXU's Schedule C-1(D) again indicated that, at
least with respect to Distribution utility plant booked as CCNC, these projects were simply completed by
March 31, 2003.*” The Examinersfind that TXU did not provide evidence demonstrating that the plant
booked as CCNC was used and useful in providing serviceto the public. Evenif TXU showed that all the
plant booked by TXU as CCNC was used and useful by March 31, 2003, inclusion of that plant in rate base
isproblematic because TXU failed to account for theimpact of theresultant expensesand revenuesonrate
base.

The "matching principle" is a well-established fundamental principle of accounting and ratemaking. It
requires expenses to be reported in the same period as the revenues resulting from those expenses. Here,
TXU included CCNC in rate base after the end of the test year. Expenses and revenues attached to that
plant, and have not been accounted for by TXU. For example, TXU made no attempt to ascertain the
increased revenue from the inclusion of this plant.*”® Nor did TXU adjust its accumul ated depreciation

41 TXU Exhibit 61, Schedule C-1(D) at 1, line 18; Schedule C-1(P) at 1, line 44.
42 16 TEX. ADMIN. CODE §7.5212 (2002).

478 TXU Exhibit 14 at 5.

47 ATM Initial Brief at 24; Dallas Initial Brief at 18.

4 TXU Exhibit 14 at 5, 6.

47 TUC 8104.051 (Vernon 1998 and Supp. 2004).

417 TXU Exhibit 27 at 10; TXU Exhibit 61, Schedule C-1(D) at 1, line 18.

478 ATM Exhibit 1at 11.
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of utility plant resulting from inclusion of CCNC in rate base.*”® The Examinersfind that not accounting
for such items |leads to inaccurate conclusions about TXU's financial situation.

TXU pointed to Findings of Fact 27 and 28 in the final order of GUD 8664 as evidence that the
Commission has previously allowed the inclusion of CCNC in rate base.®®® Findings of Fact 27 and 28
do not, however, make clear that they address CCNC. Assuming that they do, however, the most
noticeable difference between that docket and the instant one is the dollar amount at issue. Findings of
Fact 27 and 28 concern atotal of $133,389. In this proceeding, TXU seeks to include $5,912,729.61 in
Distribution utility plant and $2,600,248.39 in Pipeline utility plant as CCNC. The Examiners find that
thedollar amountsat issuein thisproceeding aretoo largeto merit inclusion of CCNC inrate base, without
additional information relating to the revenues and expenses associated with that plant.

TXU also pointed to Schedule H-1 in the final order in GUD 9145-9148 as evidence that the Commission
alowed for CCNC in prior rate cases.”®" Schedule H-1 is a depreciation expense schedul e that showsthat
$63,726 of depreciation expense was attributed to "completed not classified" Distribution plant, and
$603,891 of Distribution expensewas attributed to "'compl eted not classified" general plant. However, the
Examinersfind no referenceto CCNC inthe Order to ascertain the amount of CCNC included in rate base
nor arationale for itsinclusion as aline item in Schedule H-1.

The Examiners find that the plant booked to CCNC should not be included in rate base in the current
proceeding because it was not used and useful as of the end of the test year and because TXU did not
account for known changes affecting rate base by itsdecision to include CCNC inrate base. However, the
Examinersnotethat TUC 8104.301 (SB 1271, 78th Reg. Leg. Session) providesgas utilitiesan opportunity
to file atariff or rate schedule for interim adjustments in the utility's monthly customer charge or initia
block rate to recover the cost of changes in the investment in service for gas utility services, without the
necessity of a full ratemaking proceeding.”®? Therefore, TXU has a vehicle to adjust rates to reflect
changesin the value of invested capital resulting from the used and useful service of CCNC plant.

Finally, the Examinersnotethat TX U misquotesthe Commission'sNatural Gas Rate Review Handbook.*

In fact, the handbook states that "[t]he present practice of the Commission isto use asset balances as of
the test year end adjusted for known changes, as opposed to the average balance for the test year, because
year end data more accurately represents existing conditions on which to base rates for the future."*%*
CCNC isnot expressly identified as an item that qualifies as a"known change" that merits amending test
year data. However, if TXU isgoing to include CCNC as a known change to test year data, TXU must
account for other known changes that result from inclusion of CCNC. Such an approach to addressing
post-test year known changes would be most consistent with the Handbook.

For these reasons, the Examiners recommend that the original cost of Distribution utility plant be reduced
in the amount of $5,912,729.61, and that the original cost of the Pipeline utility plant be reduced by

4% TXU Exhibit 61, Schedule D-1(D) at 1; Schedule D-1Revised (P) at 1.

0 TXU Exhibit 27 at 11.

81 TXU Exhibit 27 at 11.

“82 TUC §104.301 (Vernon 1998 and Supp. 2004).

8 TXU Exhibit 27 at 9.

4 Railroad Commission of Texas, Natural Gas Rate Review Handbook (November 1999) at 15.
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$2,600,248.39. Disallowance of TXU’s proposed inclusion of CCNC ininvested capital will require that
a depreciation expense reduction be made.

The Examinersrecommend further modification to Pipeline rate base be considered. TXU, inadditionto
proposing inclusion of CCNC in Pipeline rate base, also proposed reducing Pipeline rate base to account
for the sale of the Streetman and Teague Pipeline propertiesin March and April of 2003.%° Specifically,
TXU proposed to reducethe original cost of Pipeline utility plant by $3,367,402.95 to account for the sale
of these properties.®®* To be consistent with its decision to disallow post-test year CCNC and in
consideration of the matching principle discussed above, the Examiners further recommend that the
original cost of Pipeline utility plant beincreased by $3,367,402.95. Aswas discussed above, TXU may,
at itsdiscretion, at alater date, file with the Commission an application in accordancewith TUC §104.301
to account for this post-test year sale of plant. Addingthe Streetman and Teaguefacilitiesback toinvested
capital will require that a depreciation expense increase be made.

3. Streetman and Teague Gathering Systems/Gains from Sales

| ssue Overview

TXU Gas proposed an adjustment to its Pipeline rate base to remove the Streetman and Teague facilities
that were sold in March and April 2003." In the section on Completed Construction Not Classified
(CCNC), the Examiners recommended the Commission disallow TXU's proposal to include in invested
capital plant that it booked to the completed construction not classified (CCNC) account. TXU proposed
other post-test-year accountings. TXU had proposed to reduce the original cost of Pipeline utility plant
by $3,367,402.95 to account for the sale of these properties of the Streetman and Teague Pipeline
propertiesin March and April of 2003.%8  For consistency with the other post-test-year adjustments, the
Examiners recommend the Commission disallow TXU’s proposed adjustment, thereby increasing the
original cost of Pipelineutility plant by $3,367,402.95. TXU may filewith the Commission an application
in accordance with TUC 8104.301 to account for this post-test year sale of plant.

TXU’s Position
TXU provided argument relating to the sales of the Teague and Streetman facilitiesin its March 8, 2004,
Initial Brief and its March 17, 2004, Reply Brief.

TXU argued that it made reasonable adjustmentsto its Pipeline invested capital to remove the Streetman
and Teague facilities that were sold by TXU in March and April, 2003.%° TXU argued that ACC’s
recommendation -- to include gross (rather than net) sal es proceeds associated with the sale of the Teague
and Streetman Pipeline properties as an offset to TXU Pipeline's invested capital-- was inappropriate.
TXU argued that ACC’s proposal fails to recognize that the sales costs associated with the Teague and
Streetman properties must be netted against the proceeds of the sales.

TXU argued that itstreatment of the sal es proceeds of the Teague and Streetman properti eswas consi stent

%5 TXU Exhibit 61, Schedule C-1(P) at 1; line 46; WP/C-1/1(P) at 1.
486 TXU Exhibit 61, Schedule C-1(P) at 1; line 46; WP/C-1/1(P) at 1.
47 TXU Exhibit 14 at 5.

48 TXU Exhibit 61, Schedule C-1(P) at 1; line 46; WP/C-1/1(P) at 1.
4 TXU Initial brief at 37 (Mar. 8, 2004).
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with the NARUC Uniform System of Accounts, which requires sale proceeds to be netted against
associated costs.**® To support its position, TXU maintained that NARUC Plant Instruction 7E requires
the sales proceeds that are booked to be "the amount received from the sale | ess agent's commissions and
other costs incident to the sale.”

ACC had argued that NARUC Plant Instruction 7E required TXU to receive Commission approval before
costs associated with sales are deducted and booked in either Account 414 or 422" TXU argued that
ACC's statement is misleading because the sale of the Streetman and Teague facilities were booked in
Account 108-Accumulated Provision of Depreciation of Utility Plantin Service, not Account 414 or 422,42
ACC stated that the sales are properly included in Account 108 because they represent the retirement of
depreciable utility plant in service. TXU argued that no party chalenged the booking of the sales to
Account 108. TXU stated that NARUC Plant Instruction 7E demonstrates that the sales were properly
booked. TXU stated that support for its position that sales proceeds must be netted against the associated
costsisfound throughout the NARUC Uniform System of Accounts which defines"salvagevaue' as"the
amount received for property retired, less any expenses incurred in connection with the sale of or in
preparing the property for sale. .. ." TXU stated that NARUC Plant Instruction 10F provides that "the
book cost less net salvage of depreciable utility plant retired shall be charged initsentirety to account 108

TXU argued that ACC’ s position — that the utility did not adequately support the costs that were netted
against the sale proceeds-- wasincorrect.*® TXU relied upon ACC Exhibit 27 asits support, noting that
the expenses incurred from the sale of the Streetman and Teague facilities including legal fees and an
environmental insurance policy, should be netted against the proceeds of the sale.***

TXU also argued that it is unreasonable to expect the utility to continually update its cost of servicefiling
beyond March 31, 2003, to reflect additional expenses incurred as a result of these sales.

TXU concluded that the pro formaadjustment reflects the known and measurable change associated with
the sale of these assets. The period captured by the pro forma adjustment ended March 31, 2003.4*

Intervening Parties Positions

ACC noted that TXU had reduced the proceeds from the sales of the two facilitiesfor expensesit incurred
relating to the actual sale of the facilities. TXU had reduced the value of the proceeds for legal and
insurance costs. ACC recommended that for application to the utility’s plant-in-service, no amounts
should be “netted” against the proceeds because those costs are not recurring. ACC aso argued that the
legal and insurance costswere not shown to be specifically applicableto thesale of thetwofacilities. ACC
recommended an adjustment to reduce Pipeline plant in service by $86,273, to account for the proceeds
that were received from the sales of the facilities.**

40 TXU Initial Brief at 37 (Mar. 8, 2004).

©1 ACC Initial Brief at 38 (Mar. 8, 2004).

492 ACC Exhibit 27.

43 ACC Initial Brief at 39-40 (Mar. 8, 2004).

44 TXU Reply Brief at 38 (Mar. 17, 2004).

4% TXU Reply Brief at 38 (Mar. 17, 2004).

4% ACC Exhibit 3 at 18; ACC Initial Brief at 38-39; ACC Exhibit 101, attachment EB-4(P) at 2.
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ACC argued that TXU should not be allowed to deduct costs without prior approval of the Commission
and only after providing clear and convincing evidence that such costs were only related to the sale of the
facilities. ACC noted that TXU had confirmed that the assets were no longer used and useful, had been
removed from invested capital, but had not researched the legal fees that it argued were appropriately
removed from the sales proceeds. ACC argued that TXU failed to state who had incurred thefees. ACC
stated that TXU did not provide information to determine whether the costs were included in the
determination of theallocation factorsfor affiliated transactions. ACC observed that TXU hadrelied upon
NARUC Utility Plant Instruction 7E to support its treatment of the proceeds from the sales. ACC noted
that Instruction 7E pertainsto the sale of land and land rights, and was therefore not determinative of this
particular issue. ACC argued that even if Instruction 7E were determinative of thisissue, Instruction 7E
also requires the approval of the Commission before the costs were to be properly deducted.*”

ACC argued that TXU failed to provide any details, beyond the aggregate, for these expenses in spite of
being requested for information concerning the costs that were applied against the sales proceeds. ACC
argued that information was requested but not provided. ACC argued that no supplemental response to
ACC Exhibit 27 wasever provided, that TXU testified that additional costsfor the sale had been incurred,
that TXU never included adequate information in this proceeding, and that none of these additional costs
were included TXU’s corrections to testimony. Therefore, ACC argued, TXU did not support its
statements.*®

Examiners Recommendation

The Examiners affirm their recommendation that post-test-year adjustments be disallowed, including the
saleproceeds of the Streetman and Teague Pipeline propertiesin March and April of 2003. The Examiners
recommend the Commission disallow TXU’s proposed adjustment, thereby increasing the original cost
of Pipeline utility plant by $3,367,402.95. The post-test-year sales of Teague and Streetman can be
considered at the same time as TXU'’s post-test-year plant addition, if TXU files an application at the
Commission in accordance with TUC 8104.301 to account for this post-test year sale of plant.

4, Accumulated Depreciation

While depreciation records the decline in service capacity of property over an asset’s service life, the
accumulated depreciation accountsfor the cumulative depreciation costs that are recovered through rates.
Accumul ated depreciation isalso called adepreciation reserve and representsthereturn of theinvestment.
This on-going record of the deduction from rate base occurs to obtain the net investment. When a utility
calculatesitsinvested capital in accordance with TUC 8104.053, onebasisit considersisitsoriginal cost,
less its accumulated depreciation. In this proceeding, accumulated depreciation issues include the
accumul ated depreciation associated with the vintage plant transferred between Pipeline and Distribution
operations subsequent to June 1999 and ACC’ s half-year convention. Inaddition, Commission decisions
regarding construction completed not classified, and treatment of Streetman and Teague may require
modification of the accumulated deprecation reserve.

47 ACC Initial Brief at 38-39.
4% ACC Initial Brief at 38-39; Tr. Vol.2 at 204 -209; Tr. Vol. 2 at 205-208; ACC Reply Brief at 33 (Mar. 17,
2004).
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TXU’s Position

Both Distribution invested capital and Pipelineinvested capital are derived from the books and records of
the utility and have been appropriately adjusted for known and measurable changes. TXU argued that the
evidence established that TXU properly calculated accumulated depreciation for rate base in this
proceeding. TXU reported that it calculated accumulated depreciation for rate base using the same
methodol ogy approved by the Commission in GUD 8664, 8976, and 9145-9148.*®° TXU argued that no
basis exists for calculating accumulated depreciation any differently.

TXU based its accumul ated depreciation on historic depreciation rates of the original cost of thefacilities
used to provide serviceto TXU Gas' customers. The accumul ated depreciation associated with the vintage
plant transferred between Pipeline and Distribution operations subsequent to June 1999 isoneissueinthis
proceeding.

TXU addressed ACC's proposed application of a half-year convention adjustment to reduce the
Distribution and Pipeline accumulated depreciation balances in invested capital by $2,834,316 and
$393,432, respectively. TXU argued that ACC's proposal should be rejected because no accepted
depreciation treati se condonesthe use of the half-year conventioninthe manner proposed by ACC. ACC's
proposal would prevent TXU from ever earning areturn on itsinvestment, which would be reduced by an
amount equal to a half year of future depreciation expense the moment the investment is made.
Accordingly, thisapproach would result in the Commission disallowing aportion of TXU’ sinvestment.*®

TXU did not agree with ACC’s use of TUC 8104.301 to support its proposal because the statute only
allows the utility to recover net investment made since its last rate case filing and TUC 8104.301(e)
requires TXU to filean annual earnings monitoring report with the Commission. Thisreport providesthe
Commission with atool to determine whether to initiate arate proceeding for over-earnings. Thus, TUC
8104.301 actually negates the concernsthat ACC cited in support of its proposal to moderate earnings by
applying a half-year convention adjustment to reduce TXU’s rate base.

TXU criticized ACC’ sposition that its proposed adjustment would provide consistency between test year
depreciation expense and the year-end rate base. ACC failed to explain how its adjustment would
accomplish thisresult. ACC's failed to acknowledge that the effect of its adjustment would be to move
the test year forward for only a single component of the cost of service, i.e., the depreciation expense on
existing assets. TXU used ACC Exhibit 66 to illustrate that artificial manipulation will reduce the level
of investment and prevent TXU from ever earning areturn onitsinvestment becauseinvestment isreduced
by an amount equal to ahalf year of future depreciation expense the moment theinvestment ismade. TXU
gave the example that, under ACC's proposal, if TXU had $100 of investment and this investment was
reduced to reflect ahalf year of future depreciation expense ($20), then the net investment on which rates
are based is $80. This has the effect of disallowing $20 of the utility's prudent investment absent any
evidentiary support and prevents TXU from ever earning areturn of or on this $20 in investment. Such
aresult must be rgjected as unsound, unsupported, and confiscatory.

TXU summarized its position, stating that ACC’s proposed methodology is unsound; TXU properly

49 TXU Exhibit 27 at 9.
%0 TXU Exhibit 27 at 9 - 10; TXU Initial Brief at 16-17; TXU Reply Brief at 12-13.
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calculated accumulated depreciation for rate base in this proceeding, using methodologies previously
approved by the Commission. Therefore, the Commission should approve TXU’s accumulated
depreciation calculated in this case.®

ACC'’s Position

ACC argued that accumul ated reservesfor depreciation should be recal culated, resulting in areduction of
Distribution net plant in service in the amount of $2,834,316 and reduction in Distribution general plant
in the amount of $15,277.%%

ACC recommended that TXU’s accumulated reserve for depreciation be adjusted using a regulatory
half-year adjustment for consistency with thetest year depreciation expense and the use of ayear-end rate
base. ACC argued that if this adjustment is not made, TXU will likely over-recover its authorized return
onplantin service. ACC explained that the half-year convention is usually recommended for plant added
during the test year, to recognize that the additional investment would have some depreciation during the
future rate period. ACC argued that in other cases there would be several years between rate increases.
Thus, the normal increases and decreases in plant in service amounts would level each other out over a
period of time. However, when the rate cases are more frequent, or when a utility is able to update its
investment amount without filing arate case then aproper baseline amount must be set. ACC argued that
TUC 8104.301 allows TXU to update its investment without filing a rate case. ACC argued that the
resulting impact on rate base is to reduce the total net Distribution plant in service by $2,834,316, and to
reduce Distribution general plant by $15,277. 5

ACC commented on TXU’s statements that no treatise condones the use of the half-year convention in
the manner proposed by ACC and that ACC'’ s proposal would prevent TXU from ever earning areturn on
itsinvestment. ACC responded that the Public Utility Commission of Texas has considered or used the
half-year proposal in several utility dockets and that TXU misunderstood ACC'’ s adjustment.>*

ACC clarified TXU’ s understanding of its half-year convention. ACC argued that the examplein ACC
Exhibit 66 shows that without the adjustment, based only on the incremental increase in depreciation
expense, TXU will not only receive al of theincrease in depreciation expense as an expense item, but a
higher than authorized return on the net plant -- because the increase in depreciation is not being
recognized in the accumulated reserve or depreciation. ACC argued that without the adjustment, TXU
benefits from the recovery of the principal investment (through depreciation) as well as areturn on that
principal asif it remained unrecovered by investors.>®

ACC noted that if the Commission approved its half-year convention, an adjustment to the depreciation
expensefor construction completed not classified (CCNC) would be necessary. ACC argued that if CCNC
were alowed, the Commission should require an adjustment to the accumulated reserve for depreciation
to take into account the half-year adjustment to assure that no over-recovery of return is alowed on the

%01 TXU Exhibit 27 at 9 - 10; TXU Initial Brief at 16-17; TXU Reply Brief at 12-13.
52 ACC Initial Brief at 21-22.

58 ACC Initial Brief at 21-22.

54 ACC Reply brief at 18-19.

%5 ACC Exhibit 66; ACC Initial Brief at 21-22; ACC Reply Brief at 18-19.
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CCNC. ACC argued aternatively if the Commission were to disallow CCNC, then ACC’ proposed
adjustment to TXU’ s depreciation expense is appropriate.

Finally, ACC argued that if the Commission determined that the CCNC is appropriately included, but the
depreciation expense shoul d be adjusted by the one-hal f year method, then the CCNC depreci ation expense
should be added into ACC’ s proposed depreciation expense with one-half of the expense amount added
to depreciation reserves.>®

ATM’s Position

ATM argued against TXU’ spost-test-year inclusion of plant addition. ATM argued that if the Commission
disallows TXU’ sproposed adjustmentsfor post test year plant additions, the year-end depreciation reserve
and year-end accumul ated deferred income tax balances are proper. However, if the Commission wereto
allow TXU’ sproposed post-test-year plant additionsthrough March 31, 2003, the depreciation reserveand
the accumulated deferred income tax balances should aso be adjusted to March 31, 2003 levels.
Recognition of the matching change in the accumulated depreciation reserve and accumulated deferred
income tax balances would reduce Distribution rate base by $13.275 million and Pipeline rate base by
$3.147 million.>’

Examiners Recommendation

The Commission’s decision on many issues in this proceeding will require associated adjustments to
TXU’s accumulated depreciation. In the section of this PFD relating to Depreciation, the Examiners
recommended that the Commission reject ACC’ sproposed half-year adjustment in thisproceeding because
TXU properly calculated accumulated depreciation for its assets using the methodology previously
approved in GUD 8664, 8976, and 9145-9148; and because the evidence presented by ACC was not
probativethat ahalf-year adjustment to TXU’ sdepreciation reservewas necessary. For the samereasons,
the Examiners affirm their recommendation relating to the half-year convention.

In the section of the PFD relating to Construction Completed Not Classified (CCNC), the Examiners
recommended the Commission disallow TXU’s proposed post-test-year plant addition. For the same
reasons, the Examiners affirm their recommendation relating to CCNC. In that case, no adjustment to
accumul ated depreci ation would beneeded. However, the Examinersrecommend the Commissionrequire
an adjustment to accumul ated depreciation be implemented by TXU if the CCNC isalowed. Similarly,
if the Commission agreeswiththe Examiners recommendationtodisallow TXU’ spost-test-year treatment
of the Streetman and Teague facilities, an adjustment to accumulated depreciation would be necessary.

5. I nventory, Materials and Supplies, and Prepayments
TXU requested the Commission approve inclusion of materials and supplies inventory in its rate base

calculations.®® TXU proposed inclusion of $3,859,290 for materials and supplies in total rate base for
TXU Gas—Distribution.®® Theutility proposed inclusion of $3,141,829 for materialsand suppliesintotal

5% ACC Initial Brief at 21-22.
07 ATM Initial Brief at 23-25; ATM Reply Brief 12-13.
58 TXU Exhibit 14 at 6.

59 TXU Exhibit 61, Schedules B(D) and E-1(D).
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rate base for TXU Gas — Pipeline.*

TXU also requested the Commission approve prepayments in its rate base calculations.® Generally, a
prepayment is an amount paid in advance to a service or product supplier (for example, for insurance,
undelivered gas, rent, etc.). TXU proposedinclusion of $11,911,827 for prepaymentsin total rate basefor
TXU Gas— Distribution.** TXU proposed inclusion of $760,368 for prepayments in total rate base for
TXU Gas— Pipeline.®*

Intervenor’ s Positions
No intervening party opposed TXU’s proposal.

Examiners Recommendation
The Examiners recommend the Commission approveinclusion of inventory and prepaymentsin rate base
as reasonabl e and necessary.

6. Line Pack Gas

TXU requested the Commission approve inclusion of line pack gas in its rate base calculations.® Line
pack gasisthat gasnecessary to maintain pressurein the pipelineto ensurean uninterrupted flow of natural
gasat al times. TXU proposed inclusion of $2,506,634 for line pack gasin total rate base for TXU Gas
— Pipeline.®®®

Intervening Parties' Positions
No intervening party opposed TXU’s proposal.

Examiners Recommendation
The Examiners recommend the Commission approve inclusion of line pack gas in rate base as both
reasonabl e and necessary in amount and used and useful in providing utility service.

7. Cushion Gas

TXU’s Position

TXU included an amount for Cushion Gas In Storage in its rate base calculations for TXU Gas -
Pipeline.®® Cushion gasis the gas that must be maintained in areservoir used for the storage of natural
gas; cushion gas ensures a reservoir pressure sufficient to ensure the recovery of the storage gas. TXU
proposedinclusion of $18,021,864 for Cushion GasIn Storageintotal rate basefor TXU Gas—Pipeline.®’

510 TXU Exhibit 61, Schedules B(P) and E-1(P).

51 TXU Exhibit 14 at 6.

512 TXU Exhibit 61, Schedules B(D) and E-2(D).

513 TXU Exhibit 61, Schedules B(P) and E-2(P).

514 TXU Exhibit 14 at 6.

515 TX U Exhibit 61, Schedules B(P) and E-9(P).

515 TX U Exhibit 61, Schedule E-10(P) and Schedule B(P).
517 TXU Exhibit 61, Schedule E-10(P) and Schedule B(P).
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Intervening Parties' Positions
No intervening party opposed TXU’s proposal.

Examiners Recommendation
The Examiners recommend the inclusion of TXU’s requested amount for Cushion Gas In Storage in
Pipeline rate base as reasonable and necessary and used and useful.

8. Working Gasin Storage/Working Gas | nventory

TXU's Position

TXU proposed toinclude $98,182,654 booked for Working Gasin Storagein theinvested capital for TXU
Gas - Digtribution.™® TXU stated that Working Gas in Storage is gas that is injected into storage and
removed from storage in order to meet the gas supply needs of Distribution.>*® TXU argued that working
gas inventory has been a TXU Gas - Distribution asset "since at least 1996 . . . and the return on that
working gas has been a component of the gas cost charged by Distribution to residential and commercial
sales customers since that time.">

Intervening Parties Positions

ACC stated that working gas should not beincludedin theinvested capital for Distribution.®* ACC argued
"that working gas inventory should continue to be a component of Pipeline related rate development asit
hasbeenin prior city gate cases before this Commission.”** Dallas also opposed including Working Gas
in Storagein Distribution rate base.>*® Dallasnoted that “all storage assetsare part of the Pipeline business
and the gas stored in these facilities is more appropriately included in the Pipeline cost of service, not
Distribution.”***  ATM supported ACC’s and Dallas’s position.®”

Examiners Recommendation

The Examiners recommend that $98,182,654 booked for Working Gas in Storage be included in the rate
base for Pipeline and allocated entirely to the City Gate customer class. No party opposed the inclusion
of Working Gas in Storage in the rate base of TXU Gas. No party opposed the dollar amount that TXU
booked for Working Gas In Storage. The sole dispute is whether Working Gas in Storage should be
included in the rate base for TXU Gas - Distribution or the rate base for TXU Gas - Pipeline.

The Examinersfind that it is reasonable to include Working Gas in Storage in the rate base for TXU Gas
- Pipeline. Although TXU maintained that Working Gas in Storage has been a Distribution asset since at
least 1996, TXU did not include Working Gas in Storage as a component of rate base in rate proceedings
affecting at least seven separate TXU regional distribution systems, with test years ending in 2000 and

18 TXU Exhibit 61, Schedule B(D), page 1, line 12.
19 TXU Exhibit 38 at 6.

50 TXU Exhibit 27 at 7.

%21 ACC Exhibit 3A at 14.

52 ACC Exhibit 3A at 14.

52 Dallas Exhibit 2 at 35.

52 Dallas Exhibit 2 at 35.

525 ATM Initial Brief at 26 (March 8, 2004).
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2001.%%® The Examinersnotethat TXU witnessMr. Dane A. Watson sponsored TX U's schedul esfor total
rate base in both this GUD 9400 proceeding and in the seven regiona distribution rate cases.®®’ In
addition, during the hearing on the meritsin this proceeding, Mr. Watson confirmed that Working Gasin
Storage would have been listed on the rate base schedul e for each of theregional distribution rate systems
had it been a component of rate base.>*®

9. I nvestment Tax Credit (ITC) and Accumulated Deferred FIT (ADFIT)

Investment Tax Credit (ITC) accounts are cost-free capital on the books of a utility. 1TCs are often used
by utilities to reduce taxes. Usually, a deduction from invested capital is made to account for ITC.
Accumulated Deferred Federal Income Tax (ADFIT) is the difference between total normalized FIT
expense based on book net income and the amount of the current tax liability actually reflected onthe FIT
return. The deferred tax is subsequently amortized over the life of the asset or other basis that givesrise
to the tax benefit or increase.®”

TXU’s Position

TXU reported the amount of unrestored investment tax credits (ITC) for Distribution was $10,340,440°%
and for Pipelinewas $7,934,761.%3" TXU stated that no intervening party took issue with these amounts,
and they should be included as credits (reductions) to invested capital.>** TXU reported the amount of
accumulated deferred federal income tax (ADFIT) for Distribution was $126,964,321°* and for Pipeline
was $62,909,895.5* TXU stated that no intervening party took i ssue with these amounts, and they should
be included as credits (reductions) to invested capital .>*°

Examiners Recommendation

Theevidence wasuncontroverted. The Examinersrecommend the proposed I TC and ADFIT adjustments
be approved; therefore, Distribution invested capital should be reduced by $137,304,761 ( $10, 340,440
+ $126,964,321= $137,304,761) and Pipeline invested capital be reduced by $70,844,655 ($62,909,895
+ $7,934,761).

10. Customer Deposits, Customer Advancesfor Construction, I njuriesand Damages
Reserve

TXU proposed to reduce its Distribution rate base by $24,590,346 for customer deposits; to reduce its
Distribution rate base by $5,031,889 for customer advancesfor construction; and to reduceitsDistribution

5% Hearing Examiners' Exhibit 1.

2" Hearing Examiners Exhibit No. 1

528 Ty, \Vol. 8 at 181 (Feb. 4, 2004).

52 TXU Exhibit 19 at 3.

50 Exhibit 61, Schedule E-7.2(D).

531 Exhibit 61, Schedule E-7.2(P).

522 TX U Exhibit 19 at 4; TXU Exhibit 61, Schedule E-7.2(D); TXU Exhibit 61, Schedule E-7.1(P).
53 Exhibit 61, Schedule E-7.1(D).

5% Exhibit 61, Schedule E-7.1(P).

5% TXU Exhibit 19 at 4; TXU Initial Brief at 32.
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rate base by $1,284,500 for injuriesand damagesreserve.>** TXU proposed to reduceits Pipelinerate base
by $272,500 for injuries and damages reserve.>*’

Intervening Parties' Positions
No intervening party opposed TXU's proposal.

Examiners Recommendation

The Examinersrecommend that TXU Gas- Distributioninvested capital and TXU Gas- Pipelineinvested
capital be reduced by the amounts proposed by TXU for customer deposits, customer advances for
construction, and injuries and damages reserve.

11. Asset Relocations

| ssue Summary

TXU requested Commission approval of $55,660,675 as invested capital for the relocation of pipeline.
Plant relocation costs for gas utilities are the costs of relocating gas facilities (e.g., mains, service lines,
etc.) to accommodate construction or improvements. The construction or improvements generally relate
to highway, road, street, public way, or other public works. As noted by TXU, many plant relocation
projects occur in areas with high growth and increased economic activities. Municipalities may request
pipe be relocated to allow for increased economic activities such as the examples of street or highway
improvements. The majority of the pipe relocations considered in this proceeding were made in the
Dallas/Forth Worth Metroplex area due to the high growth in that area.

The entity requesting the rel ocation of pipe should pay all or part of the costs of the requested rel ocation.
Traditionally, the plant relocation costs shown to be reasonable and necessary were added to gas plant in
service at the time the projects were shown to be used and useful. To the extent that these costs were not
reimbursed by the cost-causing entity, the utility recovered them by including them in rates as invested
capital, thereby increasing the utility’s depreciation expense and return requirements for ratemaking
purposes. TXU recorded reimbursements for plant relocation costs in Account 108, the accumulated
provision for depreciation (i.e., in sub-account Other Recoveries). When a cost is considered to be
invested capital, the cost isrecovered through depreciation and the utility isgiven areasonabl e opportunity
to earn areasonable return on its invested capital.

Effectivein 1999, TUC 8104.112, Surchargeto Recover Rel ocation Costs, was promulgated and provided
amechanism to utilitiesfor an additional option to recover the un-reimbursed costs of rel ocation through
theuse of asurcharge. TUC 8104.112 allowsthe surchargeto berecovered over aoneto threeyear period,
but there is no return or depreciation treatment.

TXU’s Position

TXU stated that in calculating invested capital, it included plant relocation costs as part of the normal
ratemaking recovery process. TXU argued that the costs were correctly recorded on its books, the assets
were used and useful to gas customers, and the amounts are therefore properly included in invested

5% TXU Exhibit 14 at 7; TXU Exhibit 61, Schedules B(D), E-3(D), E-4(D), and E-5(D).
537 TXU Exhibit 14 at 7; TXU Exhibit 61, Schedules B(P) and E-5(P).
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capital >

TXU made the following arguments. TXU is not required to recover plant relocation costs under TUC
§104.112.5% Instead, TUC §104.112 is another mechanism through which utilities can recover relocation
costs. If the utility elects not to recover under TUC 8104.112, it is not precluded from seeking
reimbursement using thenormal ratemaking recovery process, i.e., putting the costsinto invested capital .>*
The capital investment assets relocated in accordance with aregulatory mandate or municipality’ srequest
are currently used and useful > Therefore, this capital investment was reasonably incurred, because the
rel ocations were mandated by city or other governmental entities and because the rel ocations were useful
and beneficial to communities served by the utility.> The recovery of un-reimbursed costs of invested
capital related to relocations is necessary to ensure the continued provision of gas utility service.>?
However, TXU isnot required to conduct astudy comparing the cost to ratepayers of including rel ocations
in invested capital versus the cost of surcharging relocation costs under TUC §104.112.

Inresponseto ATM’ sarguments, TXU stated that amunicipality cannot, throughitsfranchise agreements,
preclude a utility from recovering costs reasonably incurred for the provision of gas utility service in
defiance of the governing statutes.>* TUC 8§104.053 requires that the Commission and municipalities
allow TXU to recover costs used and useful in providing serviceto the utility customers and that all of the
capital investment that wasrel ocated pursuant to aregulatory mandate, whether the utility wasreimbursed
or not, is used and useful and reasonably incurred.>® Thus, amunicipality iswithout the authority to take
any action contrary to state law, such as 8104.112, because municipalities have no inherent authority to
regulate utilities. In other words, TXU argued that municipalities have only the specific authority granted
to them by the legislature.>*®

The Commission allowed TXU to include rel ocation costs in proceedings subsequent to the enactment of
TUC 8104.112. TXU urged that the Commission should not disallow these costs solely based upon
ATM’sdesire that the utility use TUC 8104.112 to recover costs through asurcharge. Recovery of the
investment for relocations should be allowed.>*

TXU argued that ATM’ s position-- that relocations are used and useful to some communities while not
necessarily used and beneficial to other communitiesserved by the utility-- ismisplaced. TXU argued that
legal precedent supported the utility’ s decision to recover relocation costsin invested capital, and gave as
an example the Public Utility Commission of Texas (PUC) unbundled cost of service (UCOS)
proceedings regarding electric restructuring in which the issue of municipal franchise fee allocation was
examined. The PUC held that such fees (referred to as Local Gross Receipts Taxes or LGRT) should be

5% TXU Exhibit 27 at 7; TXU Exhibit 13 at 6.

% TXU Exhibit 27 at 6-7; Exhibit 27, attachment DAW-R-1.

50 TXU Exhibit 27 at 6-7; Exhibit 27, attachment DAW-R-1.

%1 TXU Exhibit 26 at 19.

%2 TXU Exhibit 26 at 19.

53 TXU Exhibit 26 at 19; TXU Exhibit 27 at 6-7; TXU Initial Brief at 15.

54 TXU Reply Brief at 11.

5% TXU Exhibit 26 at 19.

5% Southwestern Bell Telephone Co. v. Houston Independent School Dist., 397 SW.2d 419 (Tex. 1965).
%7 TXU Exhibit 27 at 6-7.
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collected from all customers on atransmission and distribution company's system, rather than collecting
them solely from those customers | ocated within the municipal boundaries.>® TXU reported that the PUC
determined the collection of LGRT from all customers on a utility's system serves the entirety of the
transmission and distribution system, benefits all customers in the system and, consequently, the costs
should be shared among all customers through base rates. TXU noted that the PUC aso found that
collecting revenues from all customers honors the principle of equity for customerswithin rate classes.>
TXU argued that, like LGRT, the inclusion of relocation costs in invested capital is consistent with this
recent regulatory policy and precedent in Texas and will result in equitable rate treatment across the
utility’ s customer classes.™

ATM

ATM based its arguments on the ratemaking principle that the customer or entity for whom service is
provided should pay the costs necessary to provide service. ATM reported that from 1998 to 2002, TXU
was reimbursed $12,600,240 of the $100,924,625 costs for plant relocation. ATM provided a summary
of the TXU’s 1998 to 2002 plant relocation costs by year.>>*

The relocation projects were for street or highway improvements and were performed by TXU at the
request of a municipality and were to allow for increased economic activities. Because most of the
rel ocation projectswerein the high growth area of the Metroplex, those municipalitiesthat required TXU
to relocate its gas pipe should bear the cost incurred for plant relocation. The rest of the communities
should have no responsibility for the relocation costs incurred.*?

ATM argued that TXU failed to show how communities located far from a plant relocation project are
benefitted. ATM Exhibit 33 listed relocation projects costing more than $2,000,000, which were
undertaken between 1988 and 2002. ATM noted that over 90 percent of these projects took placein the
Metroplex, i.e., the Dallas/Fort Worth metropolitan area. TXU provided no evidence showing that
ratepayers in the Hill Country, Bryan/College Station, Longview, or Bandera would benefit from any of
these projects.®™* ATM argued that TXU provided no evidence and undertook no study to comparethe cost
of utilizing the recovery mechanism provided by TUC 8104.112 (surcharging) versus putting the expense
into invested capital. For the relocations required by the City of Dallas, that city (and its residents)
received the benefit of theincreased economic activity that caused the need for the pipe relocation. While
these relocations are useful or beneficial within the Metroplex, this does not mean that such projects are
useful or beneficial in Austin, Somerville, or Fredericksburg or in any of 200 other communitiesfar away
from the Metroplex. ATM argued that if these relocation costs are put in invested capital, the low-growth
or no-growth communitieswill subsidize the high growth communitieswhich received the benefit of high

58 TXUReply Brief at 10-11 (Mar. 17, 2004); Application of TXU Electric Company for Approval of Unbundled
Cost of Service Rate Pursuant to PURA §39.201 and Public Utility Commission Substantive Rule §25.344, PUC
Docket No. 22350, Order at 163-64, 190 (Oct. 3, 2001); Application of Reliant Energy for Approval of Unbundled
Cost of Service Rate Pursuant to PURA §39.201 and Public Utility Commission Substantive Rule §25.344, PUC
Docket No. 22355, Order at 135, 149, 163 (Oct. 4, 2001).

59 PUC Docket No. 22350, Order at 163-64; PUC Docket No. 22355, Order at 149.

%0 TXU Reply Brief at 10-11.

%1 ATM Exhibit 1, attachment MLA-4, line 6, columns (C) and (E).

%2 ATM Exhibit 1 at 27; TXU Exhibit 26 at 19.

%3 Tr.Vol. 2 at 117-118.
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economic development and the benefit of therelocations. Since September 1, 1999, TXU could have used
TUC 8104.112 to surcharge those communities which are benefitting from the increased economic
development.>**

ATM took the position that TXU failed to meet its burden to show that the rates are just and reasonable
because the utility must not only show that invested capital isused and useful but also that the costswhich
constitutetheinvested capital arereasonableand necessary. ATM argued that TXU failed to provethecost
incurred by TXU for relocation projects was reasonable or necessary.>*

ATM argued that TXU should have provided evidence showing the treatment of relocation costs as
invested capital produces more favorableresultsto the ratepayer than when projects are surcharged to the
municipalitiesthat caused therel ocation expenseto beincurred. TXU provided no such evidence. Instead,
TXU explained that the relocation projects were not surcharged due to concern that the surcharge could
have been unduly largein small communities.®™® ATM noted that TXU provided no basisfor its position
that asmall city would wind up with alarge surcharge. ATM argued that the need for arelocation is due
to economic growth and that the record does not show that small citiesare experiencing significant growth
or that relocationswere needed in small towns. ATM argued that TXU did not put forth asingle concrete
example where arelocation in asmaller populated community would result in a significant surcharge.”

ATM recalled that the Commission previously addressed asimilar issue. Southern Union Gas Company
(now Texas Gas Service) had two surcharge cases before the Commission. ATM reported that in GUD
9174, there were 23 relocation projectsinvolved. Twenty-two of the projects werelocated in Austin and
one proj ect waslocated within the City of Sunset Valley at aproject cost of $120,337. The City of Sunset
Valley hasapopulation of 427. Southern Union demonstrated to the Commission that the Central Texas
cities of Austin, Westlake, Sunset Valley, Rollingwood and Cedar Park benefitted from the relocation
projects due to the proximity and common use of roadways. Thus, all the cities that were surcharged for
the 23 projects, including the Sunset Valey project, were shown to be those municipalitiesin proximity
to the relocation projects and to be the municipalities with ratepayers who would benefit from the
relocation projects. In GUD 9174, the Commission also found that Southern Union had sought
reimbursement from the central Texas municipalities before requesting the Commission approve a
surcharge.>®

ATM argued that there was no effort by TXU to show that the utility had sought reimbursement from the
governmental entity or the regulatory entity that ordered the Distribution pipe to be relocated for each
relocation project. ATM stated that evenif TXU could not be reimbursed by the governmental entity that
ordered the relocation, the utility made no effort to show that it sought to surcharge the customersin the
area, asdid Southern Union Gas. ATM emphasized that TXU provided no evidence that it had attempted
to bereimbursed from the cost-causing entity beforerequesting the Commission approveinclusion of these
relocation costsin invested capital.

%4 ATM Exhibit 1 at 27; ATM Initial Brief at 44-45 (Mar. 8, 2004); ATM Reply Brief at 23-26 (Mar. 17, 2004);
Tr.Vol.1at 109-117; Tr. Vol. 2 at 117-118.

%5 ATM Initial Brief at 44-45 (Mar. 8, 2004); ATM Reply Brief at 26 (Mar. 17, 2004).

%6 Tr.Vol. 1at 1112.

7 ATM Initial Brief at 43-44 (Mar. 8, 2004); ATM Reply Brief at 23-26 (Mar. 17, 2004).

5% ATM Reply Brief at 25 (Mar. 17, 2004).
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ATM also argued that TXU had failed to show the reasonabl eness and necessity of the rel ocation projects
or the relocation costs. The relocations ordered by a governmental entity were not a"necessary” cost for
the general body of TXU ratepayers. Thereisno benefit to the general body of ratepayersfor arelocation
that was ordered by the City of Allen or by any other Metroplex city. A relocation ordered by the City of
Round Rock is aso not of benefit to the Metroplex ratepayers or to the general body of ratepayers. Thus,
such relocations are not "necessary” except to the area where such rel ocations occur.>®

ATM acknowledged TXU’ sargument that TUC 8104.112 is permissive and therefore the utility does not
need to show that it attempted to surcharge the rel ocation costs to customers of the citieswho ordered the
relocations. ATM responded that TXU’s argument is misplaced. TXU has the burden to show that the
relocation costs are "necessary” costs for the general body of ratepayersto bear. ATM argued that TXU
failed to provide evidence that its tracking of property accountsisaproblem. ATM noted that today, rate
caseexpensesurcharges, franchisefee collections, and local tax collectionsaredone on acity-by-city basis,
but TXU offered no evidence why keeping property accounts on a city-by-city basiswould be a problem.
TXU hasnever previously complained to the Commission about being ableto properly perform thesetasks.
ATM argued that other gas utility companies are ableto track property accounts on a city-by-city or on a
small distribution system-by-small distribution system basis. Therefore, ATM concluded that thisis an
excuse and has no merit.>®

TXU indicated that getting municipal approval for the surcharge is aproblem. Yet, ATM noted, TXU
provided no basis for this statement because TXU never tried to surcharge relocation costs using TUC
8104.112. ATM argued that TXU did not provide any evidencethat the utility ever sought reimbursement,
or even partial reimbursement, from the municipalities which ordered the relocations. ATM argued that
therelocation costswere not necessary and TXU made no attempt to show it had requested reimbursement
from any of the citiesthat ordered the Distribution or Pipelinemainsto berelocated. ATM identified this
omission as TXU’ sfatal flaw. Pipes are rel ocated because cities and other governmental entitiesorder the
pipes to be relocated. The city that orders the pipes to be relocated is getting the benefit of increased
economic activity.**

As aresult of the municipality’s action, TXU has a claim to be reimbursed by the municipality, as a
governmental entity, causing TXU to incur the expense. For any relocation expense that was not
recovered, TXU could seek approval of asurchargefrom the municipality astheregulatory authority. TXU
offered no evidence of what action, if any, it took to be reimbursed from the local governmental entity as
the cost-causing entity. TXU offered no evidence of what action, if any, it took to seek approval of a
municipal surcharge for reimbursement of unrecovered amounts. ATM provided the hypothetical that if
acity vehicledamagesaTXU pickup truck, TXU would first makeaclaim against the municipality before
it could ask ratepayers to pay for fixing its pickup truck. Before a cost can be shown to be "necessary,"
TXU must exhaust itsthird-party claim possibilities. ATM claimed that this was common sense. Before
TXU isallowed to surcharge rel ocation costs under TUC 8104.112 it isrequired to show "that reasonable
efforts have been made to receive reimbursement from the entity requiring the relocation.” ATM argued
that the statute codified the evidence that TXU is required to produce to show that the relocation cost is

5% TXU Reply Brief at 23, 26-30 (Mar. 17, 2004).
%0 ATM Reply Brief at 25(Mar. 17, 2004); Tr. Vol. 1 at 113.
61 ATM Reply Brief at 26 (Mar. 17, 2004); Tr. Vol.1 at 123-124.
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a"necessary" cost to be borne by the general body of ratepayers. ATM concluded that TXU should have
produced this same evidence at the hearing if TXU wanted to show that the general body of ratepayers
should be charged for relocation costs by adding them to TXU's invested capital .>*

TXU did not file testimony showing that it sought reimbursement from the governmental entities that
ordered the pipesto be relocated. Thus, TXU did not show that it is"necessary” for the general body of
ratepayers to be obligated to pick up the tab for the relocation costs. In light of TXU’sfailure to show it
sought reimbursement from the cost-causing municipalitiesor governing entities, TXU hasnot proven that
the total cost for plant relocations is reasonable. TXU provided no board minutes, reports, memoranda,
analyses, or calculations to support the utility’s decision to include relocation costs in invested capital
rather than attempting to create a surcharge in those cities for which relocations were performed.*

ATM and TXU were in agreement that TXU’s right to seek reimbursement of relocation costs from
ratepayersisnot controlled by franchise agreements. TXU argued that municipal franchise agreementsdo
not impose an impediment to the third-party recovery against cities that order distribution pipes to be
relocated. ATM argued that to the extent that the franchise agreement requires TXU to assumerel ocation
costswithout reimbursement from the municipality, TXU isalso not entitled to seek reimbursement inthis
proceeding before the Commission. TXU offered no evidence of its right to seek compensation or
reimbursement for rel ocation costs under the municipal franchise agreements. Therefore, TXU’ srequest
should be disallowed.>*

ATM argued that because TXU failed to meet its burden to show that the plant rel ocations were useful to
the general body of ratepayersand that the total cost for relocationsis reasonabl e, the Commission should
disallow from invested capital $55,660,675. On an annual basis this means that return of $6,673,715 is
disallowed along with the associated depreciation of $1,942,558. TXU isfreeto seek reimbursement from
the city or governmental entity that ordered the pipe to be relocated and then to seek a surcharge under
TUC §104.112 to recover the relocation costs that were not reimbursed.>®

ATM referred to the activities of the PUC to support its argument that TXU must show that it attempted
to recover expenses from third parties, when applicable, before seeking to add a cost to invested capital.
ATM reported that the PUC was confronted with the issue of whether ratepayers should be charged for
"Batch 10" nuclear fuel costs. The Batch 10 nuclear fuel had properties which made the fuel useless for
producing electricity. The Batch 10 issue came up in the context of afuel reconciliation proceeding. The
administrative law judge decided that the Batch 10 costs should not be borne by ratepayersuntil the utility,
Entergy Gulf States, had shown that it had pursued recovery from third-party sources. In other words, the
Batch 10 costswere not "necessary” until the utility had shown it could not recover those costs from third
parties. The PUC made the following finding: “It is appropriate to defer reconciliation or review of the
failed Batch 10 fuel costs, inthe amount of $4,721,492, until such time as potential insurance or warranty
claims have been resolved.”>®

62 ATM Reply Brief at 26-27(Mar. 17, 2004); ATM Exhibit 1 at 27.
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TXU failed to refute the intervening party’ s position that it isunfair for the general body of ratepayersto
subsidizecitiesthat requirepipelinerel ocations. ATM testified that gross subsidies occur whenthegeneral
body of ratepayers pay for costs relating to city-ordered relocations. ATM argued that customersin low
growth areas should not be required to pay for expensive rel ocations which provide economic benefitsto
other areas. TXU’s March 8, 2004, Initial Post Hearing Brief did not dispute ATM’s position on this
subject. Because TXU did not provide clear and convincing evidence that it took reasonable steps to
secure reimbursement or to surcharge areacustomers, the utility should not be allowed to pass these costs
on to the general body of ratepayers.>’

From 1998 to 2002, TXU Gas Distribution spent approximately $101 million on plant relocation costs.
TXU intends to spend similar amounts in the future for plant relocations. TXU’s 2003 - 2007 Capital
Expenditure Plan projected that the utility will spend approximately $102 million on plant rel ocation costs
inthe next five years. The estimatesinclude $22.1 million in 2003 and $20.0 million per year from 2004
to 2007.%%®

Under TUC 8104.112, a gas utility must file an application to recover plant relocation costs with the
regulatory authority wheretherel ocation occurred. Theapplication must demonstrate: (1) the requirement
for each relocation; (2) the entity requiring the rel ocation; (3) costs incurred for rel ocation of comparable
facilities, (4) surcharge computation; and (5) that reasonable efforts have been made to receive
reimbursement from the entity requiring the relocation. The gas utility's application must be granted or
denied within 30 days. Reasonsfor denying the application include afinding that: (1) the relocation was
not necessary or required; (2) the costs of the rel ocation were excessive or not supported; (3) the utility did
not pursue reimbursement from the entity requiring the relocation; (4) the surcharge is unduly
discriminatory among customers or classes of customerslocated inthe service areg; or (5) the period over
which therel ocations costs are designed to be recovered does not comply with the oneto three year period
alowed by TUC §104.112.5%

ATM argued that the benefit of TUC 8104.112 is that the gas utility may recover plant relocation costs
from the customers who benefit from that plant relocation. Many of the relocations are in areas of high
growth and the relocations provide for increased economic activities. Customers in low growth areas
should not be required to pay for expensive relocations which provide economic benefits to other areas.
The Act results in more equitable recovery of plant relocation costs.

Because the surcharge is a visible cost to customers, ATM argued that gas utilities and the entities that
cause the plant relocation costs should be more inclined to cooperate in order to fully plan facility
relocations. ATM reasoned that this should result in lower costs and greater efficiencies.>™

ATM stated that TUC 8104.112 resultsin greater review of therel ocation projectson anindividual project
basis. ATM noted that in utility rate cases, there are usually so many issues that review of individual

%7 ATM Reply Brief at 29-30 (Mar. 17, 2004).
%8 ATM Exhibit 1 at 27-28.
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projects may not be possible. However, review of theindividual projectson alocal level should improve
regul atory oversight and may result in lower costs.

ATM noted that in the four years TUC 8104.112 has been in effect, TXU has never used the surcharge
provisions and provided no evidence in this proceeding why. TXU stated that its policy for facility
rel ocation costs which are not reimbursed by another party isto add the coststo plant in service at thetime
the projects go into service. Those amounts are recovered through normal rate-making treatment by
inclusion as invested capital. TXU further stated that TUC 8104.112 would alow the utility, at its
discretion, to surcharge those amounts in rates. But, after consideration, the utility decided to continue
including those amounts as normal invested capital additionsin regulatory proceedings.®”*

ATM concluded that because the utility failed to utilize the provisions contained in TUC 8104.112,
increased un-reimbursed plant rel ocation costs, increased invested capital, increased return, and increased
depreciation requirements resulted. TXU provided no documentation or analyses to support its decision
not to use TUC 8104.112. TXU'’s fallure to use TUC 8104.112 increased costs and caused harm to
ratepayers who have been subsidizing plant rel ocation costs of others. TXU did not demonstrate that it
isappropriateto spread these costs systemwide as opposed to utilizing the mechanismsof TUC §104.112.
Therefore, ATM recommended that the Commission not allow relocation costs to be recovered on a
systemwide basis, but rather only through the application of TUC §104.112.%"

Examiners Recommendation

In this proceeding, the Examiners considered whether TXU’s request for approval of unrecovered
rel ocation costswas proper and whether the costswerereasonableand necessary. The Examiners analysis
of the cost of relocation was made in two parts. First, the Examiners considered whether TXU was
required to use TUC 8104.112. The Examiners find that TUC 8104.112 is not a mandatory provision.
Utilitiesmay use TUC 8104.112 to seek interim recovery of invested capital through a surcharge, but are
not required to do so.

Finding that TUC 8104.112 is not mandatory, the Examiners next considered whether TXU had provided
evidence to meet its burden to show that these costs are reasonable and necessary to gas utility customers
for the provision of gas utility service. The Examiners find that TXU failed to provide meaningful,
probative evidence to support its request for rel ocation reimbursement asinvested capital. Therefore, the
Examiners recommend that the Commission disallow from invested capital $55,660,675. On an annual
basis this means that return of $6,673,715 is disallowed and the associated depreciation of $1,942,558 is
disallowed.

The Examinersacknowledgethat there may berate proceedings, past and future, inwhichthe Commission
appropriately findsthat rel ocation coststhat were not reimbursed by the cost-causing entity are reasonable
and necessary and therefore allow the utility to include the expense as invested capital. However, thisis
not such aproceeding. TXU failed to provide probative evidence to support its proposed request and to
allow the Commission to make a finding of reasonableness or necessity of the cost.

> ATM Exhibit 1 at 31.
2 ATM Exhibit 1 at 33.
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TXU stated that it was not required to seek relief through a surcharge under TUC §104.112, and had
instead appropriately recorded the un-reimbursed expenses on its books for inclusion as invested capital.
However, by simply opening its booksto inspection, a utility enjoys no presumption that the expenditures
reflected therein have been prudently incurred.>” The utility is required to put forth evidence to support
its proposed inclusion of the cost in invested capital. The Examiners find that TXU did not provide
evidence showing why the rel ocations were necessary or how therelocationswere applicableto gasutility
services. The evidence did establish that the relocations were required by a municipality or other
regulatory entity. However, stating that a municipality or other governmental entity required relocation
of an asset isneither material nor probative evidence that the costs were necessary for the provision of gas
utility service. TXU did not show that the relocations were reasonable and necessary for a utility need.
The Examiners find that the relocations may have been necessary for repair or building of street or
highway, but were not shown to have been necessary for the provision of gas utility service to gas
customers. TXU did not provide evidence that the expense it incurred for relocation was reasonable.
Whether the utility undertook the relocation project at the request of a municipality or other governing
entity is not probative or material evidence that the asset relocation costs were reasonable and necessary
for the procurement of gas utility service.

TXU provided no evidence showing mitigation of the costsit now seeksto recover from rate payers so that
the requested inclusion of un-reimbursed expenses could be considered reasonable. TXU provided no
evidence that it took reasonable measures to seek reimbursement from the municipality or other
governmental entity that had requested TXU to undertake the relocation project. TXU provided no
evidencethat it sought reimbursement for rel ocation projectsfrom the cost-causing entitiesor that the cost-
causing entity had refused to reimburse TXU for those relocation costs. ATM requested TXU to explain
the reasons why relocation projects were not fully reimbursable.® In response, TXU made an assertion
that projectsinvolving municipalities are not reimbursable — but provided no reference or documentation
to support this position.>™ TXU cannot proveits expense request is reasonableif it provides no evidence
that it attempted to mitigate the coststo its customersor if it provides no evidence to support its position.
The Examiners do not find that the costs were reasonable.

TXU stated that the impact of asset rel ocation to customersin asmall town could be tremendous.®”® This
statement isnot probative evidence. Therecord evidence showsthat relocationstend to occur inareaswith
high growth andincreased economic activity. TXU provided no probative evidencethat rel ocation projects
were prevalent outside of such high-growth areas. TXU presented no evidence showing that there is
decreased impact to customersin asmall town through use of TXU’ s proposed invested capital treatment
rather than through a surchargeto the customersin the areawhere the rel ocation occurred. The Examiners
found no evidenceto show that customerslocated in municipalities other than the high growth areaswhere
the relocation projects occurred should bear the costs of relocation projects for which TXU was not fully
reimbursed by theentity causing thecost. The Examinersfound no material or probative evidence showing
that customers who are not located near the relocations would receive any benefit from the relocations.
Therefore, it isreasonable for the Commission to deny TXU’ s request for asset relocation costs.

5% Coalition of Cities for Affordable Utility Rates v. Public Utility Commission of Texas, 798 S.W.2d 560, 563
(Sept. 12, 1990) Rehearing Overruled (Nov. 28, 1990).

54 ATM Exhibit 33.

5% ATM Exhibit 33.

56 Tr.Vol. 1at 112.
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The Examinersdid not find TXU’ s example of the PUC’ streatment of local grossreceiptstaxes(LGRT)
in its electric restructuring unbundling-cost-of-service (UCOS) casesto be probative. In this proceeding,
TXU failed to provide evidence showing that asset relocations are of benefit to the entire system to justify
that costs could be shared among all customers.®”’

TXU stated that keeping separate property records and appropriate cal cul ation of return to assurethat there
is no double recovery could be a problem.°® TXU also stated that getting approval of the surcharge
mechanism was a problem. However, provided no meaningful, probative evidence to support these
conclusions. TXU provided no evidence showing how or why record keeping or getting approval of the
mechanism was a problem and provided no evidence countering evidencethat TXU currently accountsfor
rate case expense surcharges, franchise fee collections, and local tax collections on acity-by-city basis.>”
TXU did not provide evidence showing that asurchargefor rel ocation costs applied on acity-by-city basis
would adversely impact TXU’s pursuit of system-wide rates.>®

The Examiners do not find that TXU was required to perform a study comparing costs to ratepayers of
including relocationsin invested capital versus surcharging relocation costsunder TUC 8104.112. TXU,
is however, required to present evidence showing the necessity and reasonableness of its proposal to
include relocation costs as invested capital. TXU is not bound to any single method for presenting such
evidence. However, the Examinersfind that TXU did not offer any such evidence. TXU did not show that
the relocation costs were a benefit to the entire system. The record evidence did not demonstrate that it
isreasonable to spread the costs system-wide, as opposed to having those customers who benefit from the
relocation pay those costs.

The record does not show that municipalities used their franchise agreements to preclude TXU from
recovering costs from the municipalities that required relocations. Such provision would be contrary to
the requirements of TUC 8104.053 that utilities be allowed to recover costs shown to be used and useful
in providing service to the utility customers.

TXU concluded that the relocated pipe is used and useful, but failed to provide meaningful, probative
evidence showing the rel ocation costs were reasonable and necessary. Having considered all the evidence
relating to pipeline rel ocation costs, the Examinersfind that TXU failed to show its request for inclusion
of un-reimbursed plant relocation costs in invested capital, thereby recovering from al system-wide
ratepayers is reasonable and necessary.

. TXU failed to show that the amount requested is reasonable.
. TXU failed to show that the costs it incurred were reasonable.
. TXU failed to show that the costs were reasonable and necessary for the provision of gas

utility service rather than for an economic activity, such as for construction or for
improvements in a high-growth area.

. TXU failed to show that before seeking Commission approval to include asset relocation
costs in system-wide rates, the utility had mitigated costs by seeking reimbursement from

57 TXU Reply Brief at 11.
58 Tr.Vol. 1at 113.

5% Tr.Vol. 1at 123-124
%0 Tr.Vol. 1at 121.



GUD 9400 PROPOSAL FOR DECISION Page 139

the cost-causing entity, so that the costs to TXU Gas customers would be reasonable.

. And, TXU failed to show that before seeking Commission approva to include asset
relocation costs in system-wide rates, the utility had mitigated costs by seeking approval
of a surcharge applicable to the cost-causing municipality, so that the costs to TXU Gas
customers would be reasonable.

12. Transfer of Facilities

| ssue Summary

The function or use of plant assets may change between Pipeline and Distribution. Plant assets are
classified according to their operational function. TXU has previously transferred and reclassified assets
to reflect the function currently served by the assets as compared to the function being served when those
assets were originally installed.®®' The issue of the transfer of facilities impacts rate base, depreciation
expense, and costs of labor.

TXU’s Position

TXU explained that if an asset functions primarily asadistribution asset whenitisinstaled, itisclassified
asaTXU Gas - Distribution asset; if an asset functions as a transmission asset when it isinstalled, it is
classified asaTXU Gas- Pipelineasset. Changesin environment occur inthevicinity of a pipe segment;
therefore, the utility analyzes those pipe segments and may re-classify the pipe according to its use.
Weighted criteria used by TXU to functionalize the specific assets include the following concepts.
Storage assets belong to Pipeline. Distribution assets provide primarily a firm (human needs) purpose
rather than providing a primarily interruptible service. Functionalization of assets produces contiguous
systems. Systemsthat are net exportersof gasto atransmission asset should remain astransmission assets.
The number of taps or customers on a given pipe should be considered. Distribution assets should be
downstream of treating, whenever practical .>*

TXU gavethefollowing asan example. If inyear 1, Pipelineinstalled atransmission pipelinein an open
field in an unpopulated areathen the asset would be aPipeline asset. If inyear 5, the areaaround the same
pipeline had become densely popul ated and began serving more as a Distribution asset than atransmission
asset, then the pipeline would likely be re-classified to Distribution, according to its new function. This
type of activity and analysisis part of TXU’s on-going effort to properly serve its customers and charge
rates accordingly.>

TXU stated that the facility transfers are consistent with their current operational uses; the transfers were
properly recorded on the utility’ s books and records consistent with NARUC accounting principles; and
assets should be aligned with their proper operating function. TXU argued that ACC’ sproposal to reverse
all transfers between Pipeline and Distribution since July 1, 1999, would reduce rate base by adjusting
depreciation expense but would be consistent with their functions. TXU further noted that ACC’ sproposal
contained errors in the proposed adjustment calculations. First, ACC did not use the correct Pipeline

%1 TXU Exhibit 26 at 16-18; Tr. Vol. 7 at 69-81.
%2 TXU Exhibit 26, attachment JAG-R-8; TXU Initia Brief at 57-58 (Mar. 17, 2004).
% TXU Exhibit 26 at 17-18.
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depreciation rate to calculate accumulated depreciation expense for Pipeline. Second, ACC did not
account for theactual timing of thetransfersto cal cul ate the adjj usted accumul ated depreci ation bal ances.>®*
TXU calculated the impact of reversing the transfers, as recommended by ACC, but corrected ACC's
calculation errors.®* TXU argued that it did not manipulate depreciation rates; rather, the utility made
operational and management decisions to transfer the assets to be consistent with their current use, as
compared to their use at the time of installation.>®

In response to ACC'’s statement that reclassification should be prohibited to prevent the possibility of
double recovery, TXU argued that al of the investment in both Distribution and Pipeline is before the
Commission in this case; therefore, double recovery is not possible.®®” TXU responded that rates are
established based on asnapshot in time of the utility'srate base, but that its expenses and revenues are not
static. Assetsarebought, sold, conveyed, and transferred all thetime. Thetransferred assets have not ever
been simultaneously included in both the Pipelineand Distribution rate bases. Rather, pursuanttoNARUC
Plant Instruction 12, the utility transferred, at net book value, the functionalized assets to the appropriate
divison of TXU Gas based on relevant operating considerations, and simultaneously removed the
transferred asset from the rate base of the other division of TXU Gas.*® TXU argued that ACC’ s proposal
would result in customers of one division continuing to pay for an asset that is no longer used and useful
tothem. Thisresultisinconsistent with NARUC accounting principles, Commission statements, and cost
of service ratemaking principles and should therefore be regjected. TXU also argued that ACC’ s proposal
is retroactive ratemaking.>®

TXU stated that there is no accounting principle that precludes the transfer of assets. The utility’s
treatment of the transferred assets comportswith NARUC Utility Plant Instruction No. 12, which requires
TXU to properly assign its functionalized assets to each division of TXU Gas at net book value based on
the transfer decisions made by Distribution and Pipeline operations personnel .>®

TXU stated that ACC’ s cross examination of TXU’switness Greer did not show that the utility does not
know wherereclassified lines are located, when they wereinstalled, or why they werereclassified. TXU
argued that just because Mr. Greer could not recognize the location of certain assets by a numbered line
location does not mean that TXU does not have employees with that information or that TXU classified
assets in ahaphazard manner. TXU described the reasonableness of the process by which it evaluatesits
assets. ™

ACC

ACC recommended several adjustmentsto TXU’s proposed rate base. One of these adjustments related
to TXU’s transfer of vintage plant. ACC proposed to reverse all transfers between Pipeline and
Distributionsince July 1, 1999, thereby reducing rate base by adjusting depreciation expense. Thisresulted

8 TXU Initial Brief at 12-13 (Mar. 8, 2004).

% Hearing Examiners Exhibit 3.

%6 TXU Exhibit 26 at 17-18; Tr. Vol. 7 at 69-81.

7 TXU Reply Brief at 7 (Mar. 17, 2004).

%8 TXU Reply Brief at 7-8 (Mar. 17, 2004); TXU Exhibit 37 at 5.
5% TXU Reply Brief at 7-8 (Mar. 17, 2004).

%0 TXU Exhibit 27 at 5 -6.

*! Tr.Vol. 7 a 75-77.
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in areduction of Distribution plant in service of $8,324,223.>* ACC argued that reclassification should
be prohibited to prevent possible double recovery if the asset was included in the calculation of rate base
for both Distribution and Pipeline.>®

ACC noted that TXU’ slast Pipelinerate case was GUD 8976 (1999). Inthat docket, TXU’sPipelinerate
base was established and Pipeline depreciation rates were set for the assets included in the Pipeline rate
base, at that time. Thecity gaterateincluded areturn onthese assetsaswell asrecovery of the depreciation
expense. Since the issuance of the Fina Order in GUD 8976, TXU filed a number of Distribution rate
cases, including seven regional cases. ACC stated that since theissuance of the Final Order in GUD 8976,
TXU hasreclassified assetsfrom Distribution to Pipeline, and viceversa. Asassetswerereclassified from
Pipeline to Distribution, the assets were included in Distribution plant in TXU’ s Distribution rate cases,
yet, the city gaterate that isalso charged to Distribution customers has never been adjusted to reflect the
transfers. In GUD 9400, TXU proposed to remove the assets from Pipeline rate base and the associated
rate treatment. Until December 31, 2002, the assets that had been reclassified as Distribution assets from
Pipeline wereincluded in the calcul ation of both rate bases. Until December 31, 2002, the assets that had
beenincludedinthecal culation of both rate baseswereal so includedin both returnsreceived by theutility;
until December 31, 2002, the assets that had been included in the cal culation of both rate basesandin both
returnsreceived by TXU were a so being depreciated at two different depreciation rates (1.61 percent for
Pipeline plant and 2.7 percent for Distribution plant).>*

ACCdidnot agreewith TXU that itsreclassificationswere necessary or appropriate. ACC stated that there
is nothing that requires TXU Gas to periodically re-evaluate the operational use of its assets.** ACC
argued that if the Commission allows the transfers of plant, then the Commission should reverse the
double-recovery of both Pipeline and Distribution return and of the depreciation expense of the assetsthat
wereincluded in the city gate and Distribution rate charged to customers. ACC'’ s calculation of the effect
of the complete reversal of the reclassifications determined that Distribution plant in service would be
reduced by $8,324,223.5% |n its March 8, 2004, Initial Brief at 15, footnote 38, ACC stated that the
corrected impact of the transfersis $8,538,117.68."

ACC claimed to have properly cal culated the amount of assetstransferred and the appropriate restatement
of areversal of the depreciation expenses associated with the transfers. The original cost of the assets
transferred from Pipeline to Distribution was approximately $19 million. The original cost of the assets
transferred from Distribution to Pipeline was approximately $3.4 million. If the assets had not been
transferred, the Distribution assets (currently classified as Pipeline) would have been depreciated using the
Distribution depreciation rate and the Pipeline assets (currently classified as Distribution) would have been
depreciated using the Pipeline depreciation rate. ACC used the depreciation rate of 2.70 percent to restate
Distribution depreciation on the assets that ACC recommends be transferred back from Pipeline to
Distribution. ACC argued that despite the fact that communities continued to have a depreciation rate of

%2 ACC Initial Brief at 14 (Mar. 8, 2004).

53 ACC Initial Brief at 14-15 (Mar. 8, 2004).

%4 ACC Exhibit 3, attachment CTC-13; ACC Exhibit 101, attachment EB-4(D); ACC Initial Brief at 14-15 (Mar. 8,
2004); Hearing Examiners' Exhibit 3; Tr. Vol. 8 at 170.

%% ACC Exhibit 3 at 6.

%% ACC Initial Brief at 15 (Mar. 8, 2004).

%7 Hearing Examiners Exhibit 3.
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2.70 percent in 2002 and until August 2003, TXU maintained that the cities it served had a composite
depreciation rate of 3.12 percent as of 2002. ACC stated that TXU agreed with ACC that if the assetswere
transferred back to their original classifications at the time of GUD 8976, the accumul ated depreciation
would have to be restated.>*®

ACC argued that it was inappropriate for TXU to have reclassified assets that were not required to be
transferred by theutility’ sfunctionalization criteria. ACC stated that TXU did not provide acogent reason
for transferring the assets from Pipeline to Distribution or from Distribution to Pipeline. ACC criticized
TXU’ sfunctionalization criteria because the criteria contain no specific requirements. ACC argued that
the use of the asset does not change with its reclassification. ACC also asserted that TXU does not know
specifically where the reclassified lines are located, when the lines were installed, or the reason for
transferring each asset.>®

ACC stated that assets that TXU transferred from Pipeline to Distribution have continued to be included
in the Pipeline city gate rate, even though TXU classified the assets as Distribution assets in the seven
regional cases. Thetransferred plant hasvarying vintage years; if the assetswerein service prior to GUD
8976, then they would have been included in the Pipeline rate base. The assets that were subsequently
transferred to Distribution were included in the Pipeline rate base in GUD 8976, and therefore generated
areturn and recovery of depreciation expensefor TXU. No adjustmentswerefiledto the Pipelinecity-gate
rate since GUD 8976 to reflect these transfers out of Pipeline. ACC argued that TXU admitted that if the
booksof particular citieshad thetransferred assets, then they would have been reflected in the Distribution
schedules from the regional cases. ACC concluded that there is a double recovery of the return on and
depreciation of these assets included in the GUD 8976 Pipeline case and again in aregional Distribution
Case_eoo

ACC argued that asaresult of thetransfersproposed by TXU, assetsareincluded in functional groupswith
different useful lives, different depreciation requirements, and different net salvage val ue, even though the
assets have not changed, nor have their useful lives. ACC stated that TXU confirmed that the transferred
assets would now be included in the depreciation studies based on their new classification, even though
the actual life and replacement of the individual assets have not changed.®®

ACC stated that TXU was not forthcoming with requested data showing the revenues and volumes
associated with the transfer of the utility's customers from Pipeline to Distribution, as a result of the
reclassification. TXU provided three different responses, initially stating that the requested information
was not available, then providing two different sets of data. ACC stated that the inaccurate and late data
had conflicting usage and revenue information; had conflicting customer notations; and conflicted with
TXU’soriginal position that such datawerenot available. ACC challenged theknowledge of TXU witness
Greer because he could not state whether O& M expenses had been quantified for thetransfer of the assets.
Mr. Greer sponsored TXU’s response to ACC's request for information relating to the number of
customersrelated to the plant transfers from Distribution to Pipeline. Because Mr. Greer responded that

%% ACC Initial Brief at 15-16 (Mar. 8, 2004); Tr. Vol. 8 at 152 - 160.

% TXU Exhibit 26, attachment JAG R-8; Tr. Vol. 7 at 72-81; ACC Initial Brief at 16-17 (Mar. 8, 2004).
80 ACC Initial Brief at 17 (Mar. 8, 2004); Tr. Vol. 7 at 77 - 79; Tr. Vol. 8 at 169 - 176.

€L ACC Initial Brief at 18 (Mar. 8, 2004); Tr. Vol. 8 at 166 - 167.
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the 78 customers and the plant transfers from Distribution to Pipeline “appear to be related,” ACC
challenged the extent of Mr. Greer’s knowledge because he was unable to provide a more definitive
answer. %%

ACC concluded that TXU’s responses contained misinformation relating to customer counts and varied
from 77 customers, 78 customers, and 79 customers. Therefore, ACC'’ s cal cul ations were accurate based
upon the assumptions made in reliance upon TXU’s responses. ACC argued that the numbers and
calculationsin ACC Exhibit 14 are correct.®® ACC Exhibit 14isTXU’ ssupplemental responseto ACC'’s
RFI 5-33, sponsored by TXU witness James A. Greer. ACC Exhibit 14 provides volume deliveries and
revenue amount during the 2002 test year for each of 78 customers transferred from Distribution to
Pipeline.

Examiners Recommendation

In GUD 9145, the Examiners merely noted that “if the Dallas South System isused primarily to transport
gas, perhaps TXU GasDistribution should consider transferring that lineto TXU LSP. Nevertheless, TXU
gas Distribution has not elected to do that in thiscase.” The Examinersin this proceeding acknowledge
that this comment is not probative evidence. Nevertheless, the Examiners recommendation in this
proceeding is consistent with the statement in GUD 9145. The Examiners recommend the Commission
alow TXU to make the proposed transfers of assets between the two divisions, i.e., Pipeline and
Distribution.

A well established ratemaking principleisthat costs should be assigned to the customerswho benefit from
the cost or the service. The concept of transfers of utility plant from Distribution to Pipeline, and vice-
versais consistent with this ratemaking principle. Assets that are used primarily to serve a distribution
function should be assigned to Distribution. Assetsthat are used primarily to serveatransmission function
should beassignedto Pipeline. In other words, the primary use of the asset should dictatethe classification
of that asset as either Distribution or Pipeline.

TXU provided an examplein TXU Exhibit 26 at 18 that explainsthe need for transfers. At thetime of the
initial installation of pipein north Tarrant County, the areawasrural. The pipewasclassified by TXU as
transmission facilities. Asresidential and commercial customers began to populate the area, additional
taps were made off the original plant. TXU transferred the plant from Pipeline to Distribution in 2001
when the utility realized that the plant was functioning as a Distribution asset rather than asatransmission
asset.

For every transfer, the evidence does not provide a detailed explanation such as the example provided in
the above paragraph. However, TXU provided the general criteria used to classify plant®* and provided
listings of the transfers of assets from Pipeline to Distribution and from Distribution to Pipeline. TXU’s
explanations were that the plant was transferred to align the asset with the primary service that was being

2 ACC Initial Brief at 18 (Mar. 8, 2004); Tr. Vol. 2 at 26-36; Tr. Vol. 7 at 74.
83 ACC Initial Brief at 19 (Mar. 8, 2004); TXU Exhibit 39 at 20; ACC Exhibit 14.
04 TXU Exhibit 26, attachment JAG-R-8.
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provided, that Distribution had assumed use of the entire facility or equipment, or that the asset was
realigned to connect a mainline customer to town plant.®®

The evidence presented by ACC does not show that TXU has experienced doublerecovery. Itispossible
that the ratemaking process could, at times, result in over-recovery of someitems and under-recovery of
other items. Even if the evidence showed that the alleged double recovery had occurred, rate making
principles do not support reversal of the transfers and perpetuation of the counting. In any case, if these
costs were counted in both the city-gate rate and in the municipal distribution rate, the Commission sets
rates in accordance with the statute on a forward-going basis.

TXU’s proposal to set system-wide rates without setting a city-gate rate will preclude the possibility of
double recovery in the future of transferred assets.

The evidence does show that, consistent with the accounting principles of NARUC Plant Instruction 12,
TXU transferred at net book value various assets to the appropriate division of TXU Gas. The decisions
to transfer plant were based on actual operating considerations. Simultaneously, TXU removed the
transferred asset from the rate base of the other division of TXU Gas.®®

Therefore, the weight of evidence supports TXU’ stransfer of assetsto prevent customers of onedivision
from paying for an asset that is not used and useful to those customers. The Examiners recommend the
Commission approve TXU’ s plant transfers.

13. Poly 1 Pipe/ Safety Compliance Program | nvested Capital
Poly 1 Pipe issues are discussed starting on page 13.

14. Poly 1 Pipe Initiative Software
Poly 1 Pipe issues are discussed starting on page 13.

15. Cash Working Capital
| ssue
Cash working capital (CWC) isthe amount of cash required to fund the day-to-day operations of a utility.
Inclusion of an amount of working cash in the rate base is allowed to provide the opportunity for investors

to earn a return on the funds they provide as invested capital to meet the daily funding needs of the
utility.®” Although the need for working cash has long been recognized by regulatory bodies and courts,

85 TXU Exhibit 26, attachment JAG-R-9.

86 TXU Reply Brief at 7-8 (Mar. 17, 2004); TXU Exhibit 37 at 5.

87 Alabama-Tenessee Natural Gas Co. v. Federal Power Commission, 230 F.2d 494, 498 (3" Cir. 1953;)
People’ s Counsel v. Public Service Commission, 399 A.2d 43, 46 (D.C. Cir. 1979).
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an allowance for CWC is not guaranteed as a component of the rate base and the utility bears the burden
of establishing the need for CWC.%%®

Cash working capital requirements may be positive or negative.®® Positive working capital is investor-
supplied; however, anegative amount of working capital reducesthe need for investor-supplied fundsand
occurs when the utility receives customer payments before service is rendered, or when it receives funds
before it must satisfy a corresponding liability. To illustrate the concept of cash working capita, if one
assumed that the utility paid for natural gas before it is paid for the natural gas by its customer, then the
utility would be using positive cash working capital, i.e. fundsfromitsinvestors, to pay for the natural gas
until the customer made payment to the utility. In this example, the investor would have an expectation
of receiving areasonable return on their investment. If however, the consumer paid the utility in advance
for use of the product, the utility has a negative cash working capital and the investor would have no
expectation of return becauseinvested capital wasnot being used. Ultimately, adetermination of working
capital is an exercise of discretion as to what particular method yields the most fair and equitable result
in each case.®?

In order to determinethe appropriatelevel of CWC to fund its day-to-day operations, TXU performed two
lead-lag studies (one for TXU Gas - Distribution and one for TXU Gas - Pipeline) based on its test year
ending December 31, 2002.°® The purpose of alead-lag study is to establish the net amount, if any of
CWC supplied by investors, and to identify thelevel of capital investment that must beincludedintherate
base so that the total of rate base components equals the total capital provided by investors.®*2

Given the dynamic nature of fund inflows and outflows to assess an appropriate level of working cashin
daily operations, alead-lag study is commonly employed to arrive at the required level of working cash.
A lead-lag study is an analysis that matches recurring fund inflow and outflow patterns to each other to
identify working capital requirements over adesignated time interval.

Inarriving at amethod for the utility’ slead-lag studies, the utility proposed the use of the guidelinesfound
in Public Utility Commission’sRuleat 16 TEX. ADMIN. CODE §25.231, the only rule concerning lead-lag
studiesthat is propounded by a Texas regulatory agency. °* No intervening party opposed the application
of 16 TEX. ADMIN. CoDE §25.231, and ACC intervening party witness Tucker agreed that therule provide
an appropriate guidance for partiesin this case.™* In the circumstances where 16 TEx. ADMIN. CODE
§25.231 did not provide guidance, TXU implemented the findings from the Commission’ s Final Order in
GUD 9145, the Utility’ s most recent rate proceeding before the Commission.®*

%8 Southern Union Gas Co. v. Railroad Commission of Texas, 701 SW.2d 277 (Tex. App.—Austin 1986) (Gas
utility failed in its burden of proof regarding its working capital needs); Peoples Counsel v. Public Serv. Comm'n
399 A.2d 43, 45.

89 Cincinnati Gas & Elec. Co. v. Public Util. Comm'n, 620 N.E.2d 821 (Ohio 1993).

610 General Tel. Co. v. Arkansas Pub. Serv. Comm' n, 23Ark.App 73, 744 SW.2d 392, 397 (Ark. Ct. App.) aff'd
295 Ark 595, 751 SW.2d 1 (1988).

811 TXU Exhibit 21 at 4.

82 TXU Exhibit 21 at 4.

13 TXU Exhibit 21 at 5.

84 ACC Exhibit 2 at 10.

815 TXU Exhibit 35 at 6



GUD 9400 PROPOSAL FOR DECISION Page 146

Based ontheresultsof TXU’ sproposed |lead-lag studies, the CWC requirement for TXU Gas- Distribution
isnegative $53,963,727 and the CWC requirement for TXU Gas- Pipelineisnegative $1,711,028.°° The
CWC amounts identified by the TXU were adjusted from initial stated requirements of negative
$53,763,162 and negative $3,224,772 for Distribution and Pipeline respectively.®*’

TXU’s lead-lag studies were challenged by ACC and Dallas. The intervening parties took divergent
positions. ACC concluded that the TXU’s studies should be determined to be “so flawed as to be
unreliable” and therefore pursuant to 16 TEX. ADMIN. CODE §25.231, the CWC should be set equal to an
amount of negative one-eighth of O&M expense including gas cost.®*® Dallas did not find the study
“flawed,” but instead recommended adjustmentsto TXU’s CWC request that result in overal changes
resulting in CWC of negative $85,924,561 for Distribution and negative $5,157,255 for Pipeline.®

The lead-lag study evaluated funds and activities in 11 categories for Distribution, and 8 categories for
Pipeline. Specifically, the lead-ag study evaluated funds and activitiesin categories for: Operation and
Maintenance (O& M) costs, Current and Deferred Federal Income Taxes, Taxes other than income taxes,
Depreciation Expense, Return, Average Daily Bank Balances, Working Funds, and Other.®® Distribution
further added to these categories for Purchased Gas Cost, Pipeline Costs, and Interest on Customer
Deposits.®

Based on precedent established in GUD 9145, the TXU proposed allowancesfor Deferred Federal Income
Taxes, Depreciation Expense, and Return to $0.5%

ACC recommended that TXU receive an amount equal to negative one-eighth of O& M expenseincluding
gas cost as the appropriate level of CWC. The basis for this contention is 16 TEX. ADMIN. CODE
§25.231(c)(2)(B)(iii).*® In support of this contention, ACC identified the following problems with the
TXU’s lead-lag studies: (1) failure to use weighted dollar days for revenue lag in the TXU Gas -
Distribution study; (2) use of non-cash itemsin the cal culation of weighted dollar daysfor revenuelagin
the TXU Gas - Pipeline study; (3) O&M expense lag calculations should consistently use the mid-point
of the service period and dollar weighted lag days; (4) income tax payment patterns do not reflect actual
payment patterns; and (5) Bank Balances and Working Funds should not be included in CWC, based on
prior Commission rulings.®

Dallasraised severa issues with TXU’ s Distribution and Pipeline studiesfor lead days calculated for the
following expense categories. Purchased Gas Costs, Payroll, Affiliated Company Payments, Third Party
Invoices, Taxes Other Than Income Taxes, Franchise Fee Payments, Average Daily Bank Balances,

816 TXU Exhibits 6, 7, 61, Schedules E-8(D) & E-8(P).
817 TXU Exhibit 21 at 5.
618 ACC Exhibit 2 at 34.
519 Dallas Exhibit 1 at 96.
620 TXU Exhibit 34, attachment ALW-R-2 at 139.
521 TXU Exhibit 34, attachment ALW-R-2 at 33.
62 TXU Exhibit 21 at 15.
62 ACC Exhibit 2 at 33.
624 ACC Exhibit 2 at 14.
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Pipeline O&M costs, and methodology for the sale of Accounts Receivable (securitization costs).®®

a Use of Weighted Dollar Days in Revenue Lag Calculation

Revenue lag represents the amount of time between the delivery of service to customers and the receipt
of the related revenues for such service.®® In the TXU’s calculation of revenue lag days for the
Distribution lead-1ag study, a weighted-dollar-day approach was not used. ACC argues that aweighted-
dollar-day approach was appropriate, was used for the Pipelinelead-lag study, and requested that the TXU
provide a calculation in weighted-dollar-days of Distribution revenue lags, which was subsequently
provided and incorporated into the TXU’ s cal culation of cash working capital. ACC maintained that the
initial lack of aweighted-dollar-day approach to determining the revenuelag daysinthe Distribution lead-
lag study impugns the reliability of the study. TXU maintained that, while it is acceptable aternative
method for determining the revenue lag days, a weighted-dollar-day approach is not addressed under 16
TEX. ADMIN. CODE §25.231, or TXU’smost recent rate case, GUD 9145, which TXU used as abasisfor
preparation of thelead-lag studies. The Examinersagreewith the utility that use of adollar-day weighting
isnot compelled under the framework of either the PUC rule or GUD 9145; however dollar-day weighting
of revenuelag daysis preferable for Distribution and is consistent with TXU’ s calculation of revenuelag
days for Pipeline CWC.

TXU’s Position

Revenue lag represents the amount of time between the delivery of service to customers and the receipt
of the related revenues for such service. The use of weighted dollar days in this calculation is not
addressed by 16 TEX. ADMIN. CODE §25.231. Accordingly, consistent with TXU’soverall approach, the
utility provided testimony that TXU implemented the methodology approved in its most recent
Commission rate case, GUD 9145. In GUD 9145, the utility did not use weighted dollar days and the
Commission approved the utility’ s methodology. ®  Nonetheless, TXU Gas subsequently provided the
weighted dollar day cal culation when requested by ACC, which TXU noted actually resultedinanincrease
in TXU Gas - Distribution CWC. %

ACC aso asserted that TXU erred by failing to use weighted dollar payment calculations for O&M
expenselags. However, the utility argued that 16 TEX. ADMIN. CODE 8§825.231 does not require the use of
weighting of dollar days in calculating O&M expense lag and therefore, consistent with the overall
approach to the utility’ slead-lag studies, TXU followed the guidance provided in the Commission’ sFinal
Order in GUD 9145, TXU Gas most recent contested case at the Commission. ®® In that docket, TXU
did not use adollar day weighting approach and its methodology was not at issue. TXU contendsin this
proceeding that reasonable minds may dispute the appropriate methodol ogy; however, such an approach
cannot be considered an error on which a study is considered flawed.®*°

53 Dallas Exhibit 1 at 95; Dallas Exhibit 1, attachment JP-9 and JP-10.
626 TXU Exhibit 21 at 10.
827 TXU Initial Brief at 20 (Mar. 8, 2004).
628 TXU Exhibit 35 at 13.
62 TXU Exhibit 35 at 18-109.
60 TXU Initial at 21 (Mar. 8, 2004).
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TXU calculated and provided to ACC the weighted dollar day calculation requested, and it isthe utility’s
position that using weighted-dollar-daysis an acceptabl e alternative method for calculating lead-1ag days
in these areas.®*

Intervenors' Position

ACC asserted that TXU initialy failed to use weighted dollar-days for calculating its revenue lag in the
Distribution lead-lag study and to determine payment lags to affiliate companies. ACC noted that TXU
revised its lead-lag study to use weighted dollar-days for its Distribution study.®*> ACC further asserted
that if it had not raised the issue, it is unlikely that TXU would have provided an expense lag calculated
using weighted dollar-days.®*® ACC argued that TXU denied that it was a mistake to not use weighted
dollar days, alleging that this was merely a disagreement over the methodology to be used. Thus, even
though TXU eventually agreed with ACC that weighted dollar days should be used, the underlying data
used by TXU are still suspect and unreliable.®*

Examiners Recommendation

The evidence shows that a weighted dollar-day revenue lag calculation is not the only methodol ogy that
may beemployed. TXU subsequently provided adollar-day weighted cal cul ation for the Distribution | ead-
lag study which provides a reasonable basis for calculating revenue lag days.

Though never overtly stated, itisimplicitin ACC’ sargument that an expenselag must be cal culated using
a weighted dollar-day method to be valid. However, TXU has established that its methodology was
reasonable, i.e., using the PUC rulefor initial guidance and then looking to precedent in GUD 9145 when
the rulewas silent. TXU provided the expense lag calculation using the weighted dollar-day approach
when requested by ACC and stated that this methodology provided an acceptable aternative. While the
Examiners agree that a dollar-weighted method is appropriate, especialy in the interests of consistency
when other elements of the lead-lag study use it, the evidence presented by ACC does not establish a
requirement for aweighted dollar-day approach in the lead-lag study. Inthe absence of requirement under
16 TAC §825.231 or under Railroad Commission rate case precedent, and given that TXU revised CWC
calculations incorporating the use of weighted dollar-days, the TXU’s lack of a weighted dollar-day
approachincalculating revenueand expenselagsinitsinitial filing doesnot invalidatetheutility’ slead-lag
study. Theevidence showsthat TXU’srevisionsto incorporate weighted dollar-daysin its cal culation of
revenue and expense lag days are reasonable.

b. Non-Cash Items

TXU’s Position

The utility asserted that payments between affiliated companies where cash trades hands via accounting
entries without the issuance of a check, or the payment of cash, constitute bona fide transactions, just the
sameasif an actual physical fundstransfer had taken place.®®*® While TXU acknowledged 16 TEX. ADMIN.
CoDE §25.231 provided that non-cash itemswill not be considered for purposes of CWC, argued that the

8L TXU Initial Brief a 21 (Mar. 8, 2004).
62 ACC Exhibit 2 at 15.
63 ACC Initial Brief at 28 (Mar. 8, 2004).
6% ACC Initial Brief at 29 (Mar. 8, 2004).
85 TXU Exhibit 35 at 15.
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rule does not identify accounting transactions between affiliates as “non-cash” items. All transactions
among the utility’ svarioussubsidiariesand divisionsare“ non-cash” accounting transactions.®* However,
the TXU maintained that these transactions are not the transactions 16 TAC 825.231 seeks to exclude.
TXU further argued that it would not make sense, nor would it be efficient or beneficial to ratepayers, for
these companies and divisions to actually write checks to each other, as such an approach would have no
effect to CWC other than to increase it for the amount of check float. ¢’

Intervenors’ Positions

ACC argued that in accordance with PUC rule 25.231(c)(2)(B)(iii)(1V)(-&), itisinappropriate to use non-
cash itemsin the cal culation of cash working capital .®® Theintervening party alleged the utility admitted
that it provided revenue estimates for accounting transactions, which ACC contends are non-cash
transactions. The intervening party further argued that these non-cash transactions, have significantly
different lead-lag days and distort the cash needs of the utility resulting in an unreliable lead-lag study.
Therefore, because all of the transactions between TXU Gas and its affiliates are non-cash transactions,
these transactions should be disallowed in its |ead-lag studies.®*

Examiners Recommendation

The Examiners find that the evidence shows that inclusion of accounting entry payments is reasonable.
Theevidence does not show accounting entries paymentsbetween affiliate companiesbe classified asnon-
cash items.

The Examiners recommend that non-cash transactions not be excluded from the calculation of cash
working capital. The Examiners note that while PUC Rule 25.231 states that al non-cash items should
not be considered from the lead-lag study,** the utility’ s inclusion of non-cash accounting transactions
among affiliate companiesis appropriate for an evaluation of the cash working capital allowance in rate
base, because in this proceeding TXU established that the transactions constitute a pattern of recurring
paymentswhich, although transacted el ectronically among affiliated compani es, effectively servethesame
purpose as cash transactions.®*

C. Mid-Point of Service Period

TXU’s Position

TXU provided testimony that TXU used the definition of service period that was established in GUD
9145, which recommended that the starting point of thelead period should beidentified by theinvoice date
and that the end date should be the due date.® TXU argued that because PUC Rule 25.231 provided no
guidanceonthisissue, itsuse of theinvoicedateinstead of the mid-point of the service period issupported
by the Commission’s decisionin GUD 9145 and is appropriate. ** TXU further argued that compliance

8% TXU Exhibit 35 at 15.

87 TXU Exhibit 35 at 15.

8% ACC Exhibit 2 at 21.

8% ACC Exhibit 2 at 21.

64 16 TEX. ADMIN. CODE §25.231 (c)(2)(B)(iii).
81 TXU Exhibit 35 at 15.

52 TXU Exhibit 34 at 7.

843 TXU Exhibit 34 at 8.
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with the most recent order of the Commission cannot be considered an error on which a study may be
considered flawed.**

ACC and Dallas's Positions

ACC argued that the use of the mid-point of the service period asthe beginning point is appropriate. Other
O&M ExpensesApril 16, 2004 istheonly expenselag in TXU’ sstudies -- except for federal incometaxes
-- that does not use the mid-point of the service period in the cal cul ation of payment lags.®* ACC argued
that the use of the invoice date can result in unreasonable payment lags. ACC stated that the use of the
mid-point of the service period has been found to be a reasonable method in previousfilingsin Texas.**
ACC argued that TXU’ s use of the invoice date as the beginning point for the calculation of payment lag
days distorts the picture of the utility’s actual payment practices.*’ As described by ACC, even though
TXU was serioudly delinguent in the payment of rent on acommunications tower, the utility’ s use of the
invoice date (of a past due invoice showing the utility to be in arrears for over three years), resulted in a
payment lag of only 15 days, because payment was made only 15 days after the past due notice was dated.
Thisresulted in an artificial increase in the cash working capital needs of the utility.®*

ACC argued that TXU’s use of the invoice date in this docket is contrary to the PUC’ s practice. ACC
urged that the Railroad Commission’s determination in GUD 8976 is more appropriate than the invoice
date in calculating lag periods.** In GUD 8976, the Commission based the period on the date services
wererecelved. Dallas argued that its review of the sample taken for the third party invoices revealed a
tremendous number of errors, including TXU’s use of the invoice dates as the service periods. Dallas
joined in ACC’ s contention that the lead period should be from the midpoint of the service period to the
due date.®*®

Examiners Recommendation

The evidence shows that the starting point of the lead period should be identified by the invoice date and
the end date should be based on the due date. The evidence doesnot show that the mid-point of the service
period must be used in O & M expense lag day calculations.

It isreasonable for TXU to use the service period as defined in GUD 9145, which specified the beginning
of the lead period as the invoice date and the end period as the due date.®®* The evidence shows this
methodol ogy would definethe actual service period, thereforeit isareasonablebasisfor the service period
calculation.

The Examinersconsidered Dallas stestimony that TXU’ sstudy contained numerouserrors. Theevidence
does not show that TXU’s methodology was incorrect. The evidence does not support areversal of the
service period definition. The evidence shows that TXU’ s methodology was reasonable.

844 TXU Initial Brief at 21 (Mar. 8, 2004).
%5 ACC Exhibit 2 at 28.

5% ACC Exhibit 2 at 28.

87 ACC Initial Brief at 30 (Mar. 8, 2004).
548 ACC Exhibit 2 at 29.

49 ACC Exhibit 2 at 30.

80 Dallas Exhibit 1 at 101-102.

%1 GUD 9145-9148 at 27.
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d. Purchased Gas Cost

TXU recommended 48.269 |ead daysfor purchased gas cost during thetest year inits Distribution lead-lag
study.®? Dallas argued that purchased gas cost should reflect subsequent changesin the market price of
gas sincethetest year and that 48.335 |lead days more accurately reflects actual expense lead days.®>®* The
Examiners recommend 48.335 lead days for purchased gas costs incurred during the test year.

TXU’s Position

TXU argued that lead-lag studies reflect the cost of purchased gas during the test year, and that Dallas
ignored the test year concept. TXU recommended increasing the purchased gas cost used in the
development of CWC to reflect average costs through October 2003. TXU argued Dadlas's
recommendation isfaulty for three reasons. First, Dallas sproposal violated the test year concept and the
matching principle. Second, Dallas's proposal was piecemeal ratemaking. Dallas adjusted the value of
one item (Purchased Gas Cost), but failed to make conforming adjustments to the values of other related
items in the test year, such as Working Gas in Storage, Lost and Unaccounted for Gas, and Line Pack.
Third, the price of gas changes constantly. Gas costs increased after the test year, but are presently
declining. TXU noted that ACC recommended a reduction in test year gas costs in contradiction to
Dallas srecommended increase.®* Theconstant variationinthecost of gas supports TXU’ suse of the test
year numbers because they capture the cost of gasincurred at the sametime as all of the other elements
that are included in the test year. Accordingly, TXU argued that Dallas's recommendation should be
rejected.®®

Intervenor’s Position

In pre-filed testimony, Dallas argued that in order to reflect the conditions during the period that rates will
be in effect, to reflect the changesin costs that TXU is experiencing, and to accommodate the leads and
lags associated with those changes, a more current cost of gas should be used.®® Dallas noted that gas
costs have increased significantly since the test year, and that the lead period also must be adjusted to
reflect the actual payment period. Dallas based the need for the lead day adjustment on the actual payment
pattern for purchased gas for the month of April during thetest year. In April 2002, the payment was due
on the 25™ of the following month.%” Dallas argued that under the terms of the supplier contract, when
the 25" falls on aweekend TXU is entitled to make payment on the next following business day. In this
case, payment was duethe 27" of May 2002.%%® In cal cul ating thelead period for thisexpense Dall as stated
that TXU used the 24™ of May asthe basisfor thelead day cal cul ation which should be changed to the 27"
for consistency with TXU’s actual payment patterns. This change would then reflect true expense lead
days. The additional 3 days for the subject month increases the overall lead days by .1645 days thereby
increasing the overall lead days to 48.4335 days.®*®

82 TXU Exhibit 34, attachment ALW-R-2 at 33.
83 Dallas Exhibit 1 at 96.

84 TXU Exhibit 34 at 3-4.

85 TXU Initial Brief at 30 (Mar. 8, 2004).
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Examiners Recommendation
The evidence shows that the purchased gas cost should reflect the test year cost of gas with lead days of
48.4335. The evidence does not support Dallas's proposal to increase the price.

The evidence shows Dallas's calculation of 48.4335°° expense lead days for purchased gas cost to be
reasonable and to most accurately reflect actual test year purchased gas cost lead days. The calculation
correctsthe associated expenselead daysfor the month in question and correctsoverall expenselead days.
The Examiners recommendation isconsistent with TXU’ streatment of other invoiceswherethe due date
falls on non-business days.®*

The evidence aso shows that TXU’s proposed use of test year purchased gas cost is reasonable. It is
reasonable for TXU to use the test year to determine the data used for developing the rate base.®®* The
evidence showsthat another method besidestest year purchased gas cost would beinconsistent with other
components of rate base, resulting in inherently dissimilar rate base components. Accordingly, the
Examiners recommend that the purchased gas cost incurred during the test year be the basis of this CWC
expense calculation.

e Affiliated Company Payments

TXU proposed expense lead days of 26.439 in the Distribution lead-lag study and 26.438 in the Pipeline
lead-lag study for payments made by TXU Gas to its affiliates, TXU — Business Services and TXU —
Pipeline.®®® The affiliated company paymentsto TXU - Pipeline apply to the Distribution |ead-lag study.
TXU argued that this|ead day period, based on payment made on the eighth working day of thefollowing
monthfor which servicesarereceived, isstandard practicefor TXU and correctly reflectstheactual pattern
of payments as they are in TXU operations for purposes of the lead-lag study.®® Dallas argued that the
proposed expense lead days for the two affiliates are inconsistent with payment patterns made to other
affiliated companies and are an arbitrary choice made by TXU without justification.®®

TXU’s Position

TXU argued that it has properly reflected the actual pattern of payments between TXU Gas - Distribution
and TXU Business Services and between TXU Gas— Distribution and TXU Gas— Pipelineinitslead-lag
studiesfor both Distribution and Pipeline.®® TXU testified that such payments are made on the eighth day
of the month following the month in which the services were rendered, which is consistent with TXU’s
practice and with common industry practice.*” TXU stated that Dallas's recommendation — — that the
Commission disregard the actual pattern of payment in favor of ahypothetical payment pattern —— has no
basisinfact or actual practice. TXU maintained that thelead-1ag studiesweredesigned to reflect the actual

80 Exhibit 1 at 98.

%! Dallas Exhibit 1 at 98.

82 TXU Exhibit 34 at 3.

83 TXU Exhibit34, attachment ALW-R-2 C-4aat 74 and B-4b at 167.
4 TXU Exhibit 35 at 16.
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87 TXU Exhibit 35 at 16.
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test year operations of TXU, adjusted for known and measurable changes. TXU argued that Dallas's
proposal would reject actual test year operations and replace them with hypothetical payment periods.
TXU argued that Dallas provided no evidence to support this method.®®

In response to ACC'’ s contention that TXU erred in initially not providing a dollar-weighted calculation
of expense lag days to affiliated companies, the utility stated that using weighted dollar days is an
acceptable alternative method for calculating lead-lag days in these areas.®®

Dallas and ACC’s Position

Dallas disagreed with TXU’ s use of the payment to affiliated companies made on the 8" working day for
TXU Business Servicesand Pipeline. Dallasargued that this period of timeismuch shorter than the period
utilized for other affiliated companies and for non-affiliated companies.®”® Dallas revised the study to
reflect the use of the same number of daysfor TXU Business Servicesand Pipelineas TXU used for other
affiliated companies or 42.708 lead days for this portion of other O& M.*" Dallas's noted that this issue
also appliesto the TXU — Pipeline lead-lag study for its payment lead daysto TXU — Business Services.
Dalasargued that the TXU —Pipelinelead lag study should also be placed under the same 42.708 |ead day
calculation, which would provide consistency with TXU’ s payments to other affiliates.®”

ACC argued that TXU erred by failing to use weighted dollar-day payment lags for the affiliate company
payments.®”® However, TXU Gasperformed the cal cul ations necessary to comply with ACC’ srequest and
modified the results of the lead-lag studies accordingly.®™

Examiners Recommendation
The evidence shows 26.439 daysfor affiliated company payment lead days are appropriate. The evidence
does not support modification of the payment lead daysfor TXU Business servicesand for TXU Pipeline.

The Examiners recommend the expense lead days of (26.439) lead days for paymentsto TXU —BS and
TXU —Pipelinein the case of the Distribution lead-lag study, and TXU — BSin the case of the Pipeline
lead-lag study. TXU provided probative testimony of witnesses Warren and Joyce to rebut Dalas's
proposed change to the expense lag days for payment to thetwo affiliates.*” Dallas s position isbased on
using alag day calculation that is consistent with that used for payment of other affiliate companies.®™
This calculation was derived by TXU and is not merely hypothetical. Nevertheless, evidence shows
Dallas's proposal to be inconsistent with the test year concept, and does not reflect the actual payment
patterns. The Examiners find that the lead-lag studies provide a reasonable calculation of lead days for
affiliated company payments.

88 TXU Exhibit 34 at 6.

89 TXU Exhibit 35 at 17.
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f. O&M Expense Sample

TXU calculated 40.3 lead days for the category of Other O& M expenses in its initial filing.®”” After
revision for correction of errors, TXU’s calculation changed to 47.560 lead days. Dallas argued that
TXU'’slead day cal culation was erroneous and mi sstated the service period definition used for determining
lead days.°® The Examiners recommend that TXU’s calculation of expense lead days, as revised is
reasonable.

TXU’s Position

TXU provided detailedinformati on establishing the appropriatelead daysfor third party O& M expenses.®”
TXU argued its lead lag studies were supported with documentary evidence. TXU noted Dallas's
challenges are to electronic invoices, which Dallas never reviewed.®®

TXU argued that Dallas's recommendation are based on personal preference, that the recommend
methodology isinconsistent with GUD 9145. In GUD 9145, the service period definition used theinvoice
datefor abeginning and check datefor theend. TXU aso argued that Dallasincorrectly added check float
days to electronic transactions that clear on the same day.®®* TXU asserts that the revisions proposed by
Dallas are inappropriate because they do not reflect consistency with GUD 9145 and are based on
insufficient understanding of TXU’ s transactions.®

Dallas s Position
Dallas noted that there were a tremendous number of errorsin the utilization of the sample taken for the
third party invoices.®® Dallas explained that for this expense category, every invoice is not studied, but
asampleistaken. Inthiscase, asample of 150 invoiceswasused. Dallas asserted that a competent |ead-
lag study could use that sample to determine the appropriate number of days for the expense category.®®*
Dallas argued that the deficienciesin the TXU study included insufficient material for over 75 percent of
the invoices, no backup for electronic data invoices (EDI). Dallas argued these flaws destroyed any
credibility for TXU’s study and conclusions.®® Dallas observed that TXU used the invoice date as the
serviceperiod. TXU reported it only had EDI data, wheninfact it had aninvoice.®®® Dallasalsoidentified
the error in Invoice No. 80 in which the TXU relied on the service date.®®’

Dallasalso asserted that TXU misstated the effect of correction of errors. TXU claimed that the correction
of the errors increased the cash working capital. Dallas argued that the claimed change was actually a
change in method, not merely a correction of errors.®® Dallas argued that its revisions correctly applied

7 Dallas Exhibit 1 at 101.
%8 Dallas Exhibit 1 at 102.
7 TXU Exhibit 34 at 9.
80 TXU Exhibit 34 at 9.
8 TXU Exhibit 34 at 9.
2 TXU Exhibit 34 at 10.
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the days to the Other O& M sampl e category, properly applied those amounts to the study, resulted in an
increase of 35.347 days lead time in the other O& M sample category, and which reduced CWC.%

Examiners Analysis
The evidence shows that 47.560 lead days, as proposed by TXU, is reasonable for Distribution Other O
& M expenses as determined by TXU’s sample methodol ogy.

TXU relied on GUD 9145 to define the service lead periodsfor third party transactions. Theinvoice date
and payment due date define the service lead period.*® Dallas's approach used an actual stated service
period, when avail able, from theinvoiceto definelead days.*** TheevidenceshowsDallas' smethodology
is not unreasonable. Dallas's methodology may add greater precision to the calculation of expense lead
days by using the actual service periods, when known, for the invoice sample. The evidence shows that
because the service period is often unspecific, this method will provide only an approximation of the
service lead day calculation. The evidence shows a narrow sample of invoices. Therefore, inconsistent
methods may distort results. The evidence shows TXU based its lead day calculation on a consistent
service period lead day definition in the Distribution and Pipeline lead-lag studies. The Examinersfind
TXU’s proposal isreasonable.

. Payrall

TXU’s Position

TXU argued that it does not accrue sick days and therefore an empl oyee, when severed, isnot paid for sick
time; no such time has been accrued.®®® Dallas recommended an adjustment to Payroll |ead days based on
TXU’s position that it does not accrue sick days for its employees. TXU stated that Dallas' s adjustment
would not reflect the actual operations of TXU Gas at the current time, and that Dallas cited no authority
or support for its proposal.** TXU argued that Dallas ignored the actual operations of the utility in
proposing a change in lead days to 28.517.%%

Dallas s Position

Dallas argued that TXU miscalculated the lead days associated with payroll expense.®® In order to
properly account for vacation, sick leave, and check float, the number of lead days should be increased
from 24.705t0 28.517.%% Dallas' srevised cal cul ation was performed on the basi s of correcting normalized
vacation pay to 7.7 percent. Based on average employee tenure of 17 years, Dallas estimated sick leave
payroll on the level TXU identified in GUD 8976 and on TXU’s check float calculation.®”
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Examiners Recommendation
The evidence shows TXU’ s cal culation of expenselead daysfor payroll isreasonable. The evidence does
not support a change to the payroll lead days.

The 24.705 payroll expense lead days proposed by TXU are reasonable and should be adopted. The
evidence showsthat Dallas’ s cal cul ation was based oninformation extrapol ated from GUD 8976,° ¥ which
is materially dissimilar to the test year data used in this proceeding. TXU’s evidence established that
because it does not pay for sick time upon an employee is severance, there is no reasonable basis for
including it in the calculation.

h. Sales of Accounts Receivable (Securitization)

Receivablessecuritization programisamethod by whichacompany sellsitsaccountsreceivablesto athird
party for cash, thereby accelerating the receipt of cash collected.*® This acceleration of cash collection
reduces working capital requirements as it provides the benefit of immediate returns on receivables sold.
TXU testified that it doesnot unilaterally el ect to securitize any level of itsrecelvabl es, because the amount
of cash received isafunction of acredit-based filter process used to determinethereceivablesto be sold.”®
The percentages of receivables sold reflected TXU Gas' pro rata share of cash advanced for high-quality
filtered receivables as apercentage of thetotal receivables sold.™ The Examinersagreethat TXU’ sbasis
for adjusting itsreceivableslead days under the utility securitization program wasreasonable and therefore
need not be modified to comply with an approach assuming 100 percent securitization.

TXU’s Position

TXU testified that areceivables securitization program requires awilling buyer or buyers. There are four
purchasing entities in the program in which TXU Gas participates.? TXU noted that it does not control
the actions of these entities and must negotiate the parameters of each program. The program size is
determined in conjunction with the entitiesthat desire to purchase thereceivables, not solely by TXU Gas,
and is generally afunction of four determinants: (1) the credit quality of the receivablesto be purchased,;
(2) the credit quality of the utility selling the receivables; (3) the amount of extra accounts receivable or
reserves required to ensure purchasers are able to collect the full amount advanced; and (4) the month-to-
month sustainable amount of saleable receivables given the previous three parameters.’® TXU
summarized that it did not artificially limit the size of the program. The size of the program isdetermined
through careful consideration of all of the foregoing factorsin conjunction with the purchasing entities.”

TXU noted that several factors impact the amount of receivables for which TXU Gas may receive
immediate payment. First, the purchasing entities require that the receivables be “filtered.” Filteringis
a standard market process utilized to eliminate receivables with a higher likelihood of non-collection in

% Dallas Exhibit 1 at 99.
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order to ensurethe purchased receivablesachieveaStandard & Poorsrating of ‘ A.’ ® Examplesof filtering
include, but are not limited to the exclusion of: (1) individual customer accounts representing more than
2 percent of total receivables; or (2) accounts with more than 20 percent past due for more than 90 days.

Filtered receivables increase collection risk and must be set aside when determining the cash to be
tendered for sold receivables.”® Second, the purchasers require that a certain amount of receivables be
effectively held as collateral until the purchased receivables are paid. This is known as the “reserve
protection requirement.” " Combined, TXU argued, thesetwo factors decreasethe amount of receivables
for which TXU Gas may receive immediate cash at any given time.”®

TXU stated that it cannot securitize 100 percent of its accounts receivable because of the filtering process
and reserve protection requirements.”® TXU also noted that no purchaser would fund dollar for dollar a
receivables program for which the purchaser has no guarantee of collection. TXU argued that the
purchaser considers the time value of money.”® TXU argued that the intervening parties’ assumptions
about its program are incorrect and Dallas' s proposal's should be rejected.

Dallas' s Position

TXU securitizes a portion of the revenues billed for Distribution and Pipeline. This process reduces the
costs incurred by customers associated with the revenue lag for the period between issuing bills to
customers until TXU receives cash from customers for such bills.”** Dallas observed that TXU Gas
securitized only 58.579 percent of Distribution and 50.86 percent of Pipeline accounts receivables.”?
Dallasargued that other utilitieshavesecuritized 100 percent of theaccountsreceivable, and TXU’ sfailure
to securitize the full level of revenues for Distribution and Pipeline is inappropriate and unreasonable.
Dadllas stated that its correction would reduce Distribution invested capital by approximately $18 million
and Pipeline invested capital by approximately $5.3 million.”?

Examiners Recommendation

The evidence shows TXU appropriately included sales of receivables. The evidence does not support that
cash working capital must be based on 100 percent securitization of accounts receivable for Pipeline and
Distribution.

The Examiners recommend including securitization of receivablesin the calculation of the cash working
capital allowance for TXU — Distribution and TXU — Pipeline as proposed by TXU. TXU presented
evidence showing that its basis for adjusting receivables lead days for both Distribution and Pipeline
entitiesfrom the actual percentages of receivables sold isreasonable. Dallas argued that other companies
have securitized 100 percent of receivables, but presented no probative evidence for this assertion. The
Examinersagreethat if TXU were ableto provide for full securitization of itsreceivables, it would beto
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the mutual benefit of its ratepayers and itself.”* The evidence presented shows a reasonable calculation
of TXU’ sreceivables expense lead days, based on the securitization program in place during the test year.

i. Payroll Taxes

Payroll taxes are acomponent element of the cash working capital expense category of Taxes Other than
Income Taxes for both the Distribution and Pipeline lead-lag studies.”” As in the case of the Payroll
expenselead days, thelead day calculation for Payroll tax isdisputed by Dallas. Dallas proposed to adjust
payroll tax expense days by incorporating vacation related payrol| adjustmentsinto the lead time as TXU
has done with payroll lead days.”® The differences in lead times by adjusting for vacation lead days is
summarized in the following table. The Examiners recommend the expense lead days as proposed by
Dallas be adopted.

Summary Table: Number of Lead Days

Distribution TXU Dallas Examiners Proposal
FICA (14.245) (28.295) (28.295)

Federal Unemployment (97.181) (111.231) (111.231)

State Unemployment (91.563) (105.613) (105.613)

Pipeline: TXU Dallas Examiners Proposal
FICA (14.273) (28.323) (28.323)

Federal Unemployment (87.476) (113.839) (113.839)

State Unemployment (82.220) (108.583) (108.583)

TXU’s Position
TXU stated that theissueraised by Dallasdoesnot reflect actual TXU operationsand thusargued it should
be denied.”™’

Dallas s Position

Dallas argued that the cal cul ation of the lead days for payroll taxes must match the lead daysfor payroll.”®
Dallas argued that TXU did not recognize the longer lead time for the payroll taxes associated with
vacation pay for the payroll taxes associated with vacation —— the federa and state unemployment taxes
——and proposed that the vacation adjusted lead day cal culation of 24.705 should be incorporated in each
of the categories for payroll taxes for both Pipeline and Distribution.”® Dallas provided specific revised
lead day calculationsfor Distribution, which Dallas derived by summing the original lead day calculation

4 Dallas Exhibit 1 at 114.
5 TXU Exhibit 21 at 15.
1% Dallas Exhibit 1 at 106.
7 TXU Exhibit 34 at 11.
8 Dallas Exhibit 1 at 106.
™ Dallas Exhibit 1 at 106.
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with the 24.705 vacation lead day adjustment and 1.932 lead days identified with the time from check
issuance to deposit, less 3.191 check float lead multiplied by the 16.532 percent of payroll paid by check
(Distribution). Using similar methodol ogy, Dallas also provided calculationsfor the lead day periods for
payroll taxes in the Pipeline lead-lag study.’®

Examiners Recommendation
The evidence shows that payroll tax expense lead days should include vacation adjusted payroll as
provided in the lead-lag studies for Distribution and Pipeline.

TXU did not directly address Dallas' s contention that alonger |ead time for payroll taxes was warranted
to adjust for vacation time.””* TXU argued for the rejection of Dallas’'s proposal on the basis of non-
accrual of sick time. However, thiswasnot theissueraised by Dallasinthisinstance. The evidence shows
Dallas' s argument for an adjustment in payroll tax lead days to reflect consistency in the application of
vacation lead days for payroll is reasonable. The Examiners recommend the proper level of lead days as
proposed by the City of Dallas for payroll taxes be adopted.

J. Franchise Fees

TXU calculated (46.534) lead daysfor Local Gross Receipts Tax or franchise fees, during thetest year in
the Distribution lead-lag study.”? TXU stated that TXU Gas correctly calculated the service period for
local gross receipt taxes (or franchise fees) lag days, and that the utility excluded pre-payments from the
total calculated amount to be applied to CWC.”? Dallas argued that TXU included a portion of its
payments as pre-payments, which resulted in an incorrect calculation of lead days. Dallas recommends
(106.617) lead days.”** The Examiners recommend that the (106.617) lead day calculation be adopted.

TXU’s Position

TXU argued that TXU’ s franchise agreements may include both a privilege period and afee calculation
period.”” The privilege period isthe time period over which the governmental authority grants TXU Gas
theright to usetheauthority’ sstreetsand aleyways. Inexchange, the TXU paysafranchisefee. TXU also
maintained that the privilege period may be the same as the period used for the fee calculation.”®
Nonetheless, TXU argued that it properly recognized this payment pattern in its lead-lag study. TXU
argued Dallasfailed to recognize that TXU expressly removed al prepaymentsfrom the CWC calculation
asrequired by PUC’sRule, 16 TEx. ADMIN. CoDE §25.231(c)(2)(B)(iii)(1V)(a).”” Accordingly, TXU Gas
held that Dallas' s proposal was not proper or appropriate.

Dallas's Position
Dallasargued that the question relating to the cal cul ation of franchi sefee paymentsiswhether the payment

2 Dallas Exhibit 1 at 106.

2L TXU Exhibit 34 at 11.

72 TXU Exhibit 34, attachment ALW-R-D at 89.
2 TXU Exhibit 34, attachment ALW-R-D at 89.
724 Dallas Exhibit 1 at 107.

25 TXU Exhibit 34 at 5.

%6 TXU Exhibit 34 at 5.

2 TXU Exhibit 34 at 5.
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isapayment dictated by thewordsof the current franchise. Dallasargued that afranchise agreement which
statesthat apayment on or before the 15" of February for “the preceding calendar quarter” means exactly
that, i.e., not something else that is not in the current franchise agreement.”® Dallas used the example of
the franchi se agreement between TXU and the City of Fort Worth to illustrate that franchise fee payments
are wholly contained within the period specified under the franchise agreements. Dallas argued that the
payments are not prepayments in the current franchise and that its alternative calculation of lead dayson
the franchise taxes more accurately reflects TXU’ s actual franchise fee payment experience.’®

Examiners Recommendation

The record evidence showed that (106.617) expense lead daysisreasonable. Dallas presented probative
evidence that the City of Fort Worth franchise agreement is clear in its meaning. The current franchise
agreement states:

The franchise fee shall be paid on or before the fifteenth (15") day of February, May, August, and
November of each year for the preceding calendar quarter during the term of this franchise. Such
payments shall be by the utility and accepted by the City as full payment for the utility’s privilege
of using and occupying the streets, alleysand public thoroughfareswithin the city and of other fees
connected with that use. . .

(Amendment No 1. to City of Ft. Worth Ordinance No. 10692 TXU Gas Franchise.)”®°

Using the language of thisfranchise agreement, TXU’ s calculations providing net lead days incorporated
the supposition of a prepayment,” which artificialy shortened the overall applied lead days to this
calculation. Using Dallas's corrections based on the franchise agreements of twelve cities resulted in a
reasonable revision to this calculation. TXU falled to present probative evidence that its proposed
calculation of expenselead daysfor franchisefeesisrepresentative of itsactual experience and reasonable.
Therefore, the Examiners recommend that the (106.617) lead day calculation be approved by the
Commission.

K. Income Tax Payment Patterns

TXU proposed a(39.500) expense-lead-day level for federal incometaxes (FIT) based on annual quarterly
payments.”** ACC argued that TXU’s payment of FIT is hypothetical and therefore should be excluded
from consideration in cash working capital.”® The Examiners recommend that TXU’s lead-lag study
calculations for FIT be adopted.

TXU’s Position
TXU argued that it accurately reflected expected incometax payment patternsin thelead-lag studies. TXU
explained that it followed the Final Order in GUD 9145 as guidance for the FIT provisionsin itslead-lag

2 Dallas Initial Brief at 26 (Mar. 8, 2004).

2 Dallas Exhibit 1 at 107.

730 TXU Exhibit 34 attachment ALW-R-1 at 6.

81 TXU Exhibit 34 attachment ALW-R-2 at 90-106.

732 TXU Exhibit 34 attachment ALW-R-2 at 83 and 176.
78 ACC Exhibit 2 at 31.
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studies.”® TXU also used the requirements of the IRS to establish the due dates utilized in the studies.”®
These requirements provided that for corporations with aDecember 31 fiscal year, equal installments (25
percent each) are due on April 15, June 15, September 15, and December 15.TXU accurately reflected
these payment datesin its CWC request.

ACC’s Position

ACC argued that TXU Gas did not used actual income tax payments to calculate the lag in payment of
incometaxes.”® Asaresult, thecal culationiserroneousand contrary to established Commission precedent
established in GUD 8976.”*" ACC relied on GUD 8976 to support its position that hypothetical tax
payments should not be used. ACC argued TXU has not paid income taxes for the past severa years,
therefore, the only payment | ag that could be used isahypothetical lag.”® ACC also argued that TXU does
not make equal tax payments every quarter for income taxes, TXU’s assertion that it makes equal tax
payments for cash working capital purposesiswrong.

Examiners Recommendation
Theevidence showsTXU presented areasonable calculation for FIT in the Distribution and Pipelinelead-
lag studies.

The Examiners recommend that the lead days proposed by the utility and the provision for FIT in the
Distribution and Pipelinelead-lag studiesbeapproved by the Commission. ACC did not provide probative
evidence to demonstrate that the expense lead calculation by TXU was unreasonable. ACC’s argument
that TXU’s tax payments are hypothetical is based on the fact that TXU has received tax refunds and
therefore does not pay taxes.”®® The Examinersfind that the receipt of refunds meansthat TXU isrefunded
from payments that it made; therefore, the assertion that TXU’s tax payments are hypothetical is not
established.

l. Average Daily Bank Balances and Working Cash Funds

TXU’s Position

TXU stated that average daily bank balances and working cash funds represent funds that TXU must
maintain to meet the day-to-day cash needs of TXU Gas Distribution and Pipeline entities.”® TXU'’s
testimony noted that PUC Rule 25.231 provides:

For electric utilitiesthe balance of cash and working fundsincluded in theworking cash allowance
calculation shall consist of the average daily bank balance of all non-interest bearing demand
deposits and working cash funds. (Emphasis added.)

(16 Tex. ADMIN. CoDE 8§25.231(c)(2)(B)(iii)(1V)(e)(2003)).

# TXU Exhibit 34 at 21.
% TXU Exhibit 34 at 21.
% TXU Exhibit 34 at 21.
#7 ACC Exhibit 2 at 31.
8 ACC Exhibit 2 at 31.
% ACC Exhibit 2 at 31.
0 ACC Exhibit 2 at 31.
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TXU argued that PUC Rule 25.231 specifically required the inclusion of average daily bank balancesin
the CWC calculation.” TXU also argued that the funds included in Bank Balances and Working Funds
have not been provided by the ratepayer, primarily because customers do not pre-pay their bills.”** TXU
explained that such funds are actually supplied by vendors, not customers.™?

TXU noted that the PUC previously considered and rejected arguments similar to those asserted by ACC
and Dallas. TXU argued that the record evidence, PUC Rule 25.231, and PUC precedent are clear that
AverageDaily Bank Balances should beincluded in the cal cul ation of working capital.”** TXU argued that
the intervening parties’ proposals regarding Average Bank Balances must be rejected.

TXU noted that ACC argued that Working Funds should be excluded from CWC, but PUC Rule 25.231
required the inclusion of Working Funds.”®

ACC and Dallas's Position

ACC argued that TXU'’ s practice of including bank balances and working fundsin the cal culation of cash
working capital is contrary to established Railroad Commission precedent.”*® ACC stated that these are
funds that ratepayers have provided, and it is inappropriate that the ratepayers should be required to
compensate the sharehol dersfor interest on fundsthat the sharehol dersdid not provide.”” ACC noted that
the Commission established in GUD 9145, Finding of Fact No. 75, that if TXU’s shareholders are not
supplying the working cash, then the shareholders are not entitled to a return on that working cash; the
working cash should not be included in the calculation of TXU’ s cash working capital needs.”®

Dallas echoed ACC’ s contention that the inclusion of an amount for average daily bank balances, when
the cash working capital isprovided by ratepayers, double the chargesto customersfor the same expense.
The denial of an amount for average daily bank balances is well established in prior cases before this
Commission including GUD 9145. Dallasargued that TXU’ sresponse on thisissueisareferenceto the
PUC Rule, not Docket 9145. Consistent with the Raillroad Commission’s prior precedent, Dallas urged
that average bank balances should be removed from working capital .”*

Examiners Recommendation
TXU did not provide probative evidence showing that ratepayers should provide a return on funds that
shareholders did not supply.

TXU request for acash alowance for average daily bank balances and working fundsis not reasonable.
The Examinersrecommend the Commission disallow TXU’ sproposal. The Commission rejected similar
requestsin GUD 8878, GUD 8976, and GUD 9145. TXU failed to provide probative evidence showing

"1 TXU Exhibit 21, attachment ALW-2 at 7.
™2 TXU Exhibit 34 at 22.

3 Tr.Vol. 11 at 96-97 and 101-102.

™4 Tr,Vol. 11 at 96-97 and 101-102.

5 TXU Exhibit 34 at 31.

™6 TXU Exhibit 35 at 24.

47 ACC Exhibit 2 at 32.

™8 ACC Exhibit 2 at 32.

™ Tr.Vol. 11 at 5095 and 102.
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that Commission precedent should be ignored. While an alowance for average daily bank balances is
provided under the provisionsof PUC Rule 25.231 and may be permissiblein ageneral allowancefor cash
working capital, this allowance applies to instances where average daily bank balances are provided by
investor-supplied funds.” TXU did not establish that its average daily bank balances and working funds
are investor-supplied. The evidence shows that ratepayers should not be required to compensate
shareholdersfor return on fundsthey did not provide. The Examinersfind that a substantial negative cash
working capital impliesthat the bank bal ances are provided through funds made avail able by ratepayers.”™
The Examiners recommend exclusion of average daily bank balances and working funds from the
calculation of Distribution CWC and Pipeline CWC.

m. Errors and Lead-Lag Study Reliability

In consideration of the preceding issues for cash working capital, the over-arching issue is whether the
lead-lag study provided by TXU for Distribution and Pipeline operations provides a reasonable basis for
arriving at an equitable level for a cash working capital allowance. TXU argued that the lead-lag studies
for Distribution and Pipeline are reasonable and do not contain significant errors in either amount or
effect.” ACC argued that TXU’s lead-lag studies are flawed to the extent of being unreliable and
therefore requested cash working capital request as determined by the lead-lag studies should be set aside
in favor of an allowance equal to negative one-eighth of O&M expenses as provided under PUC Rule
25.231.%3

TXU’s Position

TXU argued that the lead-lag studies for Distribution and Pipeline result in reasonable levels of cash
working capital and are not flawed, as alleged by the Intervenors.” TXU noted that a significant amount
of timeat the hearing was spent discussing clerical and input errorsidentified during the discovery process,
but arelatively small number of errors wasidentified in thetwo lead-lag studies.”™ TXU maintained that
in the tens of thousands of inputs in the two lead-lag studies, there were only 97 errors identified, and
explained that in order to properly comprehend the insignificance of the 97 errors, it is important to
understand the magnitude of the two |ead-1ag studies performed by TXU. During the hearing, TXU stated
that over 4,000 pages of workpapers were created in preparation of the studies, with ailmost every page
effectively covered with numbers and/or calculations. Out of all 4,000 plusworkpapers, TXU stated that
only 18 included errors. Accordingly, TXU concluded that over 3,980 workpapers included no errors.
Given the volume of numbersincluded in the studies, TXU argued that it is not significant that 97 errors
were identified.™®

TXU noted that in good faith, it corrected every true error that was identified,” and argued that
disagreements as to appropriate methodologies do not constitute “errors.” TXU refused to make some

" Dallas Exhibit 1 at 108.

™ 16 TEX. ADMIN. CODE 825.231(c)(2)(B)(iii).
2 GUD 9145-9148 at 37.

™8 TXU Exhibit 34 at 3; TXU Exhibit 34 at 6.
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6 TXU Initial Brief at 24 (Mar. 8, 2004).
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changes requested by theintervening parties.” TXU also argued that the PUC and the Commission have
clearly established that changes to lead-lag studies, after they are filed, are allowed.™®

TXU stated that the PUC contemplated that some level of errors is acceptable and even expected;
otherwise there would be no need for a comparison of the number of errors with the “sample of the
informational i nputs against the stati stically-predicted number of errors.””® In addition, TXU maintained
that 97 errors out of literally tens of thousands of inputs in the CWC calculation cannot be considered a
high number of errors. Even if 97 errors were considered to be high, intervening parties provided no
record evidence of “testing of a sample of the informationa inputs against the statistically-predicted
number of errors’ specifically contemplated in the PUC’s Preamble to its rule.”® Thus, TXU concluded
there is no evidence that the number of errors reaches the level contemplated by the PUC to be necessary
to find the study “flawed.”

TXU aso observed that both the PUC and the Commission have allowed modificationsto |ead-lag studies
significantly greater than thosein this proceeding without finding that the study wasflawed. InGUD 9145,
intervening parties alleged that TXU’'s study was flawed. However, the Commission allowed
modifications that were significantly greater than those that have occurred in this proceeding.’®?

ACC’s Position

ACC stipulated that a reasonable allowance for cash working capital is generally included as an expense
item in calculating a utility’ s invested capital. It represents the average amount of capital provided by
investors to bridge the gap between the time expenditures are made to provide service and the time
collectionsarereceived for those services. ACC described that aproperly conducted |ead-lag study isused
to accurately measure the amount of cash investors must provide to support utility operations on a cash-
flow basis.”?

ACC argued that in this proceeding, TXU’s lead-lag studies for Distribution and Pipeline are so flawed
and so full of errorsthat they are unreliable and should be disregarded. ACC aleged TXU made alarge
number of mistakesin both its compilation of dataand inits application of the proper methodol ogy to the
data, which were uncovered by the intervening parties through the discovery process. ACC also argued
that although TXU made a number of corrections to its studies, many of these changes came at the last
moment (when the sponsoring witness was on the stand),”® or were incomplete.

It is ACC’s position that in the absence of areliable lead-lag study, TXU’s cash working capital should
be calculated using negative one-eighth of allowed operation and maintenance expense, including gas
cost.”®® ACC recommends that the Commission find the |ead-lag studies to be unreliable because TXU’s
study is rife with errors that rise above the level of methodological differences; failure to use weighted

8 TXU Exhibit 34 at 10.
™ TXU Exhibit 34 at 10.
0 TXU Exhibit 34 at 8.
61 TXU Exhibit 34 at 11.
62 TXU Exhibit 34 at 11.
6 TXU Exhibit 34 at 11.
4 ACC Exhibit 2 at 12.
% Tr.Vol. 5 at 18-63.



GUD 9400 PROPOSAL FOR DECISION Page 165

dollar days for revenue lag in the Distribution study; use of non-cash items in calculation of weighted
dollar daysfor revenuelagin the Pipeline study; inconsi stent use of mid-point of service period and dollar
weighted lag days for O&M expense lag calculation; failure to reflect actual tax payment patterns for
income tax payments; and improper inclusion of bank balances and working funds.”®

ACC agrees with TXU that PUC Rule 25.231 provides appropriate guidance for the Commission, and
urged that the rule be consistently applied to TXU’ sfiling.”” Most importantly, the Commission should
be guided by paragraph (V) of that rule, that provides as follows:

(V) If cash working capital isrequired to be determined by the use of alead-lag study under the
previous subclause and either the electric utility does not file a lead-lag study or the electric
utility's lead-lag study is determined to be so flawed as to be unreliable, in the absence of
persuasive evidence that suggests a different amount of cash working capital, an amount of cash
working capital equal to negativeone-eighth of operationsand maintenance expenseincluding fuel
and purchased power will be presumed to be the reasonable level of cash working capital.”®
(Emphasis added.)

ACC stated that the extent of trust one can put in TXU’s lead-lag study is severely diminished and the
study itself isunreliable. Therefore ACC argued that under the mandate of the PUC rule, acash working
capital amount of negative one-eighth O& M expense should be presumed reasonable.”®

Examiners Recommendation
The evidence shows that TXU’s lead-lag studies should be relied upon for determining cash working
capital allowances for Distribution and Pipeline.

TXU’s lead-lag studies for Distribution and Pipeline provide a reasonable basis for estimating cash
working capital. The Examiners recommend the lead lag studies, as modified, are an appropriate means
of arriving at aCWC allowance. ACC argued that TXU’ s lead-lag studies submitted for Distribution and
Pipeline are so flawed as to be unreliable and therefore that negative one-eight of O& M expenses be
designated as the cash working capital alowance for Distribution and Pipeline. The evidence presented
did not show that ACC established a statistical standard or other standard to demonstrate the significance
of the flaws it alleged.

The evidence presented in this proceeding did not show that the errorsin the lead-lag studies invalidate
the overall result of the studies. A lead-lag study will not produce an estimate of cash working capital that
is precisely correct; the purpose of the study should be to arrive at an amount that is reasonable and
containsno obviousdefects. Totheextent that the Intervening partiesdemonstrated defectsin thelead-lag
studies, the Examiners recommended corrections. However, the Examiners find that individual defects
do not nullify the overall framework of alead-lag study that is reasonable and that was conducted in good
faith.

6 ACC Exhibit 2 at 34.
67 ACC Exhibit 2 at 14.
%8 ACC Exhibit 2 AT 10.
8 16 TeEX. ADMIN. CODE §25.231(c)(2)(B)(iii).



GUD 9400 PROPOSAL FOR DECISION Page 166

B. Adjustmentsto I nvested Capital
1 Customer I nformation System

| ssue

The Customer Information System (CIS) is also discussed in the Affiliate Transactions section of this
proposal for decision TXU Gasleasesthe CIS system to TXU Energy. This section discusses whether an
adjustment to invested capital relating to the CIS would be appropriate. TXU argued that it properly
included its net plant investment in the CIS as part of TXU Gas - Distribution's invested capital. TXU
argued that the CIS system is gas utility plant investment that is used and useful in providing service to
TXU’sDistribution customers. Intervening parties did not argue that the costs associated with CIS were
imprudent; however, ACC proposed to remove $2,691,934 of costsrelated to the CIS system from TXU
Gas - Distribution's general plant invested capital. TXU countered that ACC’ s proposal lacked support.

TXU’s Position

TXU argued that the sole purpose of the CIS system isto maintain gas customer records and perform the
billing processes required to render gas billingsto TXU Gas - Distribution customers. The CISsystemis
properly recorded as TXU Gas - Distribution plant because TXU Gas ownsthe CIS system. TXU stated
that the capitalized cost of the CI S system was comprised solely of the cost of the enhancementsto the base
CIS system that are necessary to allow TXU Gas - Distribution to use this billing and customer care
software. TXU aso testified that the sole purpose of the CIS system isto maintain gas customer records
and perform the billing processes required to render gas billingsto TXU Gas - Distribution customers. It
iIsTXU’s position that its reliance on the system makes it used and useful to the utility. TXU urged that
ACC’scomments about the utility’ s software costsare not persuasive evidence. TXU argued that no party
offered evidence to demonstrate that the CIS system costs were unreasonable or imprudent. Likeal gas
utility plant investment that is used and useful in providing service to the gas utility’s Distribution
customers, TXU Gas properly included its net plant investment in the CIS system as part of TXU Gas -
Distribution's rate.”™

ACC’s Position

ACC took the position that the CIS is not totally used and useful solely to Distribution. ACC
recommended areduction of net Distribution plant in theamount of $2,691,934. ACC agreed withTXU’s
position that TXU Gas owns the Customer Information System (CIS). ACC noted, however, that TXU
failed to mention that the CISisnot used and useful only to TXU Gas because TXU Energy must usethis
ClSasset inorder to performitsobligationsto TXU Gasunder the Service Level Agreement (SLA). ACC
stated that the computer software was developed in 1998 and had been included as a general plant
investmentinall of TXU Gas filingssincethat time. Now, the CIS softwareisbeing used by TXU Energy
to performitsrequired serviceson TXU Gas' behalf, pursuant to the Service Level Agreement. Thus, the
CISis not used exclusively for TXU Gas operations. TXU Energy's customers are also receiving the
benefits of this software. But for the use by TXU Energy of the ClSasset, TXU Energy would not be able
to meet itsobligations under the SLA. ACC argued that the total cost of this plant should not be included
in Distribution rate base, in accordance with TUC 8104.051. ACC reduced the amount in the same

0 TXU Exhibit 27 at 14; TXU Exhibit 30 at 3; ACC Initial Brief at 20-21 (Mar. 8 2004); TXU Reply Brief at 38
(Mar. 17, 2004).
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percentage asthe number of customer service representatives (CSRs) attributableto TXU Gas' operations
to conclude that Distribution general plant should be reduced by $2,691,934. Becauseof theuseby TXU
Energy and the obvious usefulness of the CISto TXU Energy, it isinappropriate to include all of the CIS
costsin Distribution net general plant. Therefore, ACC argued that its proposed adjustment in the amount
of ($2,691,934) should be made to net Distribution general plant.””*

ACC argued that TXU included the CISin invested capital becauseit isonthe gas utility’ sbooks, but that
TXU hasnot determined whether the CISisappropriately included for rate making purposes. ACC argued
that TXU guessed that the CIS is used and useful to the utility, because it made no investigation as to
whether any other entity isalso using thisasset. ACC argued that TXU did not take into account whether
the asset was used and useful to other TXU entities when including it in rate base, and did not properly
account for the asset that is shared by severa entities. Even though TXU did not include the revenues
received from TXU Energy under the Service Level Agreement in adjusted revenues, it has not made any
adjustmentsto investment to reflect the fact that this asset isno longer used and useful 100 percent to gas
customers.””?

ACC concluded that its cal cul ation is made on the basis of employee counts provided by TXU. ACCaso
noted that TXU’ ssoftwareinvestment costsarerising. ACC argued that the magnitude of these costsand
thelaissez-faireattitude of TXU regarding the used and useful standard should increasethe Commission’s
scrutiny.’”

Examiners Recommendation

The evidence shows that the purpose of the CIS system is to maintain gas customer records and perform
the billing processes required to render gas billings to TXU Gas - Distribution customers. The evidence
also shows that the CIS system is used and useful to TXU Gas. The capitalized cost of the CIS system
comprises of the cost of the enhancementsto the base CIS system that are necessary to allow Distribution
to use thisbilling and customer care software. Because TXU Gas must rely on the system for its billing,
the CIS is used and useful to the utility. The evidence does not show that TXU’s inclusion of CISin
invested capital violates the requirements of TUC 8104.053. The Examiners recommend no adjustment
to invested capital relating to the CIS. In TXU’sinitial filing, TXU had inappropriately double-counted
thisitem. The Examiners note that the error has already been corrected in TXU Exhibit 61.

2. Accumulated Deprecation

Issues relating to Accumulated Depreciation begin on page 123 of this Proposal for Decision. The
Examiners recommendation can be found on page 126. No additional discussion is necessary. The
accumulated depreciation reserve calculation is dependant upon the Commission’s decisions in thisrate
making proceeding.

™ ACC Exhibit 3 at 9-10; ACC Initial Brief at 38 (Mar. 8, 2004); ACC Final Brief at 18.
2. ACC Exhibit 3 at 9-10; ACC Initial Brief at 38 (Mar. 8, 2004); ACC Final Brief at 18.
3 ACC Final Brief at 18.
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3. Adjustments to I nvested Capital

TXU’s Position

In thisrate making proceeding, TXU Gasdid not request areturn on the adjusted value of invested capital
as provided for in TUC 8104.053. Instead, TXU requested areturn on the net original cost of property,
plant, and equipment that is being considered in this case. TXU stated that the Commission is therefore
not required to make a determination of adjusted value rate base.”*

TXU recalled nointervening party challenging itsuse of net original cost of property, plant, and equipment
to value rate base in this docket. However, TXU noted that ACC reported that TXU had improperly
recovered areturn of approximately $36 million on adjusted value rate base between 1980 and 1995 and
that this money should be returned or credited to TXU Gas customers. ACC aso argued that
municipalities approved thisreturn on adjusted value rate base dueto utility representations and the belief
that these dollars would be used to "cover the rising costs of replacing plant."”> ACC’s position lacks
support and must be rejected.

First, TUC 8104.053 expressly authorizes rates to be established using the adjusted value of rate base.
Second, the evidence is uncontroverted that TXU received only the return authorized by either the
Commission or the governing municipalities in which it provides services.””® TXU noted that ACC did
not challenge this position; rather, ACC speculated that the Commission would not have authorized such
revenues if the municipally-approved rates had been appealed to the Commission for review. ACC’'s
opiniononthismatter isirrelevant. Themunicipalitiesinwhich TXU Gas providesservicehaveexclusive
original jurisdiction over TXU’s Distribution rates under TUC 8103.001. Thus, unless appealed, the
municipalities have sole, and final authority to establish TXU’s return. TXU observed that the
municipalities served by the utility approved the recovery on and of certain amountsas part of the utility’s
invested capital. TXU argued that itisalso undisputed that the utility hasnot received morethan thereturn
authorized by those governing municipalities.””

ACC' s proposal attempts to modify prior rate orders constitutes retroactive ratemaking in violation of
Texas law and therefore should be rejected.”® TXU argued that the rule against retroactive ratemaking
prohibitsaregulatory authority from making aretrospective inquiry to determine whether aprior rate was
reasonable and from imposing a surcharge when rates are too low or arefund when rates are too high.””
ACC’ sproposed refund of authorized return dollarsfalls squarely within thisprohibition. ACC's proposal
is not, as it attempted to argue, comparable to the utility’s establishment of regulatory assets for costs
expensed in years outside the test year.”® TXU Gas return on the adjusted value rate base was approved
by municipalities having origina jurisdiction over the utility’ srates and cannot be adjusted after the fact,
contrary to ACC'’s assertion.”™ TXU argued that ACC's advocacy that the revenues recovered as

" TXU Exhibit 14 at 8; TXU Initial Brief at 38-39 (Mar. 8, 2004); TXU Reply Brief at 39-40.

™ ACC Initial Brief at 35 (Mar. 8, 2004).

76 TXU Exhibit 27 at 13; TXU Initial Brief at 39 (Mar. 8, 2004).

7 TXU Exhibit 27 at 13; TXU Initial Brief at 39 (Mar. 8, 2004); TXU Reply Brief at 38-39 (Mar. 17, 2004).
" Gatev. PUC, 883 S.W.2d 190, 199 (Tex. 1994).

™ Gatev. PUC, 883 S\W.2d 190, 199 (Tex. 1994).

8 ACC Initial Brief at 35.

8 Railroad Comm'n of Texas v. Moran Utilities Co., 728 SW.2d 764, 768 (Tex. 1987).
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authorized return be credited to ratepayers in the form of a negative regulatory asset, an adjustment to
TXU’sdepreciation rates, or asareduction to TXU’s net salvage depreciation expense violates the legal
principle of retroactive rate making.”®

TXU also disagreed with ACC’ srecommendation to tie the proposed net salvage value with the historical
return earned on adjusted value invested capital. ACC proposed the Commission should, ten years after
thefact, reduce TXU’ sremoval coststo reflect return dollars that were presumably earned on the utility’s
adjusted value invested capital. TXU advocated establishing net salvage value based on the historical
experience of the utility rather than being derived from an artificial imputation that fails to reflect the
utility’ s actual costs. TXU noted that ACC offered no support for its contention that return on adjusted
value of invested capital was used as "ahedge against inflation.” ®®* ACC'sreferenceto theinflation rates
of the 1970s is also irrelevant given the time period (1980-1995) on which ACC based its proposed
adjustment.”®*

TXU countered ACC'’ s assertion that the utility "double recovered.” The recovery of investment dollars
occurs through the depreciation expense alowed in rates. Adjusted value rate base does not affect the
recovery of thisexpense because depreciation expenseiscalculated ontheoriginal cost of theinvestment.
Rather, inclusion of an adjusted value rate base factor affects only the calculation of the return earned on
theinvestment. TXU stated that it receives only the return of itsoriginal investment regardless of whether
an adjusted value rate base factor isincluded as part of the ratemaking calculation. TXU concluded that
there is therefore no "double recovery" as ACC suggested.’®®

ACC’s Position

ACC stated that TXU has inappropriately received additional funds related to adjusted value of invested
capital. Prior to and throughout the 1980s and most of the 1990s, TXU inappropriately requested and
received additional ratepayers’ dollars; since 1980, the amount is estimated to be more than $36 million.
Thesedollarswererelated to the utility’ srepresentationto local regulatorsthat thelaw allowed for areturn
on the adjusted value rate base, and such return was in excess of any return shown to be reasonable based
on the original cost rate base. "

From the 1970s until 1996, TXU represented to regulators that the incremental return applied to the
adjusted value increment of invested capita (i.e., the difference between invested capital and adjusted
value rate base) wasrequired by law. ACC reported that in testimony in GUD 4153, after explaining his
calculation of the incremental return applied to the adjusted value increment of rate base, Lone Star Gas
witnessMr. Florencerepresented that Section 41(1) of the Public Utility Regul atory Act stated that "[u]ility
rates shall be based upon the adjusted value of property. . .". Mr. Florence further testified that it was
"necessary to calculate an incremental return on the adjusted value increment . . . | have applied a 1.0
percent rate of return to the adjusted value increment."”®” ACC stated that TXU did not contest this
representation that the utility continued to request and receive the additional one percent return on the

8 TXU Exhibit 27 at 13; TXU Initial Brief at 39 (Mar. 8, 2004); TXU Reply Brief at 38-39 (Mar. 17, 2004).
8 ACC Initial Brief at 33; TXU Reply Brief at 38-40 (Mar. 17, 2004).

8 TXU Initial Brief at 39 (Mar. 8, 2004); TXU Reply Brief at 38-40 (Mar. 17, 2004).

7 TXU Exhibit 27 at 13; TXU Initial Brief at 39 (Mar. 8, 2004);TXU Reply Brief at 38-409 (Mar. 17, 2004).
8 ACC Exhibit 3 at 33; ACC Initial Brief at 33 (Mar. 8, 2004); ACC Reply Brief at 31-32.

8 ACC Exhibit 3, attachment CTC-11at 7-8; ACC Reply Brief at 31-32.
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adjusted value increment long after the Commission and the Court of Appeals had ruled that additional
return based on adjusted value was inappropriate.”®

TXU argued that adjusted value invested capital does not affect the recovery of depreciation expense
because depreci ation expense is cal cul ated based on the original cost of the investment.”® ACC argued
that TXU iswrong because the depreciation rates TXU seeksin thiscaseinclude not only the original cost
of the assets, but al so huge costs of removal (through very large negative salvage values). ACC explained
that the additional one percent return on the adjusted value increment was historically supplied by the
utility’ sratepayers, not itsinvestors, and was used asahedgeagainst inflation, i.e., to cover therising costs
of replacing plant. Because TXU received these additional dollars on the adjusted value rate base
increment, and because such dollars were a hedge against inflationary pressures, then including large
negative salvage values-due in large part to inflation-in the depreciation rates would necessarily result in
adouble recovery of the removal dollars.”®

However, because of the significant negative salvage value of the plant being forecasted by TXU in this
proceeding, (i.e., negative 40 percent), ACC argued that it isunlikely that TXU used the additional return
for itsstated purpose. Therefore, thisadditional return provided by ratepayersin local distribution cases,
but not sanctioned in cases at the Commission, amounted to additional incometo TXU’ sshareholders, for
which ratepayers have received no corresponding benefits. ACC reported that TXU agreed that these
funds were included in rates,”* although the utility argued that these funds were like any other return on
investment. ACC argued that if TXU was already receiving a fair return through the return on original
cost, then these funds were not, in fact, return, but rather just additional dollars received by the utility to
be used for replacement costs of plant.”?

ACC suggested severa remedies that are available to the Commission to attempt to compensate the
ratepayers for having contributed these additional dollars to the shareholders over the years:
Q) Set up anegative regulatory asset to be amortized over a set period of time;
2 Adjust TXU’s depreciation rates to recognize that ratepayers have aready contributed
significantly toward the replacement costs of the assets; and
(©)) Reduce TXU’s depreciation expense associated with negative net salvage values for
Distribution to recognize that the utility has received additional revenues intended for
capital replacements.”?

ACC noted that the adjusted valueincrement fundswere provided pursuant to Lone Star Gas position that
afiling based on an adjusted value rate base was required by law. Because the law considersthe adjusted
value rate base to be appropriate to "hedge" against inflation and the need for additional capital, the
additional monies inappropriately supplied to TXU as aresult could be considered as an offset to the
increasing costs of removal for plant. ACC understood that TXU is not requesting the Commission

™8 Railroad Commission of Texas V. Lone Star Gas Co., 599 S.W.2d 659 (Tex. Civ. App.--Austin 1980, writ ref'd,
n.r.e.); ACC Reply Brief at 32.

™ TXU initia Brief at 39; ACC Reply Brief at 32.

" ACC Reply Brief at 32-33.

" ACC Initial Brief at 34 (Mar. 8, 2004); Tr. Vol. 2 at 186.

2 ACC Exhibit 3 at 33-34; ACC Initial Brief at 34 (Mar. 8, 2004).

7% ACC Initial Brief at 34 (Mar. 8, 2004).
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approve areturn on adjusted value rate base -- only onitsoriginal cost. ACC argued that TXU could have
presented its case on an adjusted value basis, indicating that the return on original cost isall that has been
required, even in these earlier cases at the local distribution level.”

TXU argued that ACC’ s proposal would be retroactive ratemaking and therefore inappropriate because it
takes into account circumstances that existed before the test year. ACC responded by noting that in this
proceeding, TXU arguedthat it hasappropriately set upitsregulatory assetsfrom coststhat were expensed
in years outside of thetest year due to regulatory requirements. For example, TXU proposed to establish
positiveregulatory assetsto recover other post employment benefits (OPEB) or other past expenses. ACC
argued that its proposal regarding this past one-percent over recovery by TXU is not different that its
proposd isconsistent with TXU’ slogic, becausetheadditional return component wasal so received outside
of thetest year asaresult of TXU’ srepresentationsto local regulatorswhen it filed its rate cases between
1980 and 1996. Therefore, ACC urged, the same argument concerning regulatory assets could be made
with respect to these ratepayers dollarsthat were provided. Theadditional dollarsreceived by TXU under
the misrepresentation that the adjusted value return increment was required by law necessarily meansthat
regulators were told that a regulatory requirement forced the collection. Therefore, classification as a
"regulatory asset" would be appropriate.””

TXU stated that increased removal costsare one primary reason why it hasincluded anegative 40 percent
net salvage value; However, TXU agreed that the cost of removal includes labor and "a lot of other
components."’® TXU further agreed that inflation would be a component in the cost of removal trends,
andinfact, the highinflation ratein the 1970s actually caused the current cost of removal to be so high.”’
TXU stated that the net salvage amounts areintended to reflect what has happened up to the present. ACC
reported that this statement by TXU supports its recommendation because what has actually happened up
to the present is that the current costs to remove plant that was in service (on which the utility earned an
additional one percent return) includes the inflation from the time that plant was put into service.

ACC provided an examplethat in 1985 the cost of removal was $X. If plant was put into servicein 1985
and was then replaced in 2002, the removal costsin 2002 are now $X plus inflation from 1985 to 2002.
ACC noted that i nfl ation woul d necessarily impact all costsassociated with replacement of plant, including
labor, material and supplies, and equipment usage. Therefore, ACC argued, TXU’sadmission that costs
of removal reflect present conditions confirmsthat inflation isincludedin the costs of removal. ACC also
argued that TXU’s agreement that salvage values are set in depreciation rates to estimate the costs of
removal (in the aggregate) going forward confirms that inflation is included in the costs of removal.
Therefore, if TXU received the additional one percent for inflation, then thereisno need to recognize that
sameinflationinincreased negative salvage. ACC argued that to do so would provide TXU with adouble
recovery of these funds from ratepayers.’®

ACC concluded its argument stating that even though ACC presented an estimate on the amount of
adjusted valueincrement and has not been able to measure such amounts absol utely, TXU did not disagree

7 ACC Initial Brief at 34 (Mar. 8, 2004).

% ACC Initial Brief at 34-35 (Mar. 8, 2004); ACC Reply Brief at 32 (Mar. 17, 2004).
™ Tr.Vol. 2 at 190.

" Tr.Vol. 2 at 188-199; ACC Initial Brief at 34 (Mar. 8, 2004).

™8 Tr.Vol. 2 at 194; ACC Initial Brief at 33-36 (Mar. 8, 2004).
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with the calculation of the adjusted value increment or disagree with the fact that TXU used the adjusted
value increment.”®

Examiners Recommendation

The Examiners recommend that the Commission make no adjustment to invested capital. The evidence
presented in this proceeding does not support the contention that TXU requested and received over $36
million from the 1970s until 1996 due to the utility’ s representation to local or municipal regulators that
the law allowed for a one percent adjustment to the invested capital.

TXU’s return on the adjusted value rate base was approved by municipalities that exercised original
jurisdiction over the utility and the utility’ srates. It would be retroactive ratemaking in this proceeding
to make a determination that the return on equity approved by a municipality in a prior ratemaking was
incorrectly set. It isreasonable in this proceeding for the Commission to set rates for the future and not
the past.

The Examiners find that, as stated in Sate v. PUC, 883 S.\W.2d 190, 199 (Tex. 1994), the rule against
retroactive ratemaking prohibits the Commission from setting future ratesto allow autility to recoup past
lossesor torefund to consumersexcess utility profits. The Supreme Court of Texaswent further to explain
that the rule prohibits a regulatory authority from making a retrospective inquiry to determine whether a
prior rate was reasonable and imposing a surcharge when rates were too low or arefund when rates were
too high.

The Examiners considered ACC’ s arguments whether TXU’ s current calculation of net salvage valueis
too high as aresult of the way that TXU was compensated for presumed inflation in prior years. The
Examiners did not find evidence to support ACC’s recommended options.

VII. RATE OF RETURN

The Commission must establish areasonable rate of return for TXU. In establishing agas utility’ srates,
theregulatory authority shall establishtheutility’ soverall revenuesat an amount that will permit the utility
a reasonable opportunity to earn a reasonable return on the utility’s invested capital used and useful in
providing service to the public in excess of its reasonable and necessary operating expenses.®® The
regul atory authority may not establish aratethat yields more than afair return on the adjusted value of the
invested capital used and useful in providing service to the public.?

A utility’ sreturn onitsinvestment is aproduct of the rate base multiplied by afair rate of return.®® Thus,
having established arate base, the next task for the Commission isto determine asuitabl e rate of return.®®
The rate of return isthe amount of money that a utility is allowed an opportunity to earn, over and above
operating expenses, depreciation and taxes. As noted by the Austin Court of Appeals in Railroad

™ Tr.Vol. 8 at 234.

80 TEx. UTIL. CODE ANN. §104.051 (Vernon 1998).

81 TEX. UTIL. CODE ANN. §104.052 (Vernon 1998).

82 Railroad Commission of Texasv. Lone Sar Gas Company, 599 S.W.2d 659 (Tex. App. — Austin 1980).
83 Railroad Commission of Texasv. Lone Star Gas Company, 599 S.W.2d 659 (Tex. App. — Austin 1980).
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Commission v. Lone Sar Gas Co., to achieve therate of return that the utility should be allowed to earn,
the regulatory agency should consider the cost to the utility of its capital expressed asfollows: (1) interest
on long-term debt; (2) dividends on preferred stock; and (3) earnings on common stock .2

Thefirst step in determining an appropriaterate of return for TXU iscalculatingitscapital structure. Each
of the elements of the capital structure of the utility is given aweighting based upon its contribution to the
company’s capital structure to arrive at a composite rate of return.®®

TXU’s Position

TXU hasrequested an overall rate of return of 8.75 percent. Thisrate of return proposal isbased on capital
structure ratios of 48.3 percent long-term debt, 1.9 percent preferred securities, and 49.8 percent common
equity. TXU has proposed a cost of long-term debt of 6.57 percent and a cost of preferred securities of
5.51 percent.®® TXU has proposed areturn on common equity of 11.00 percent.?” The following tables
summarize TXU’ s proposals for this docket (which concerns both pipeline and distribution systems) and
Commission approved valuesin the TXU dockets most recently litigated before the Commission: GUD
No. 8976 (which concerned the pipeline system) and GUD No. 9145 (which concerned the Dallas
distribution system).

Table 7.1 Capital Structure

Capital Structure 9400 - Proposed GUD No. 8976 - RRC approved GUD No. 9145 - RRC approved
Long-term debt 48.3% 47.3% 47.1%

Preferred securities | 1.9% 1.9% 1.7%

Common equity 49.8% 50.8% 51.2%

Table 7.2 Cost of Capital

Capital Cost 9400 - Proposed GUD No. 8976 - RRC approved GUD No. 9145 - RRC approved
Long-term debt 6.57% 7.42% 7.34%
Preferred securities | 5.51% 6.58% 5.54%
Common equity 11.0% 11.0% 12.1%

804 Railroad Commission of Texasv. Lone Sar Gas Company, 599 S.W.2d 659 (Tex. App. — Austin 1980).
85 Railroad Commission of Texasv. Lone Star Gas Company, 599 S.W.2d 659 (Tex. App. — Austin 1980).
86 TXU Exhibit 62 at 4, 8.
87 TXU Exhibit 62 at 7-8.
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Table 7.3 Rate of Return
Rate of Return 9400 - Proposed GUD No. 8976 - RRC approved GUD No. 9145 - RRC approved

8.75% 9.223% 9.75%

TXU’ srate of return proposal was presented by TXU witness Bruce H. Fairchild. Dr. Fairchild based the
capital structure ratiosfor TXU on eleven publicly traded LDC' s at fiscal year-end 2002.3® Dr. Fairchild
testified that his proposal for TXU’s capital structure is based on an analysis of publicly traded LDC’s
because the capital structures of TXU Gas and TXU are not well-suited to calculate the overal rate of
return, and that thismethod is consi stent with economic and legal principlesunderlyingafair rateof return,
appropriately reflects business risk, cost of equity estimates are based directly on that for comparable
utilities, and follows previous Commission decisions.?®

Dr. Fairchild testified that the 6.57% and 5.51% average costs of debt and preferred stock are the average
costs of debt and preferred stock at the most recent fiscal year-end for each of the eleven LDC'’s he
analyzed.®® The proposed rate of return on common equity was determined by Dr. Fairchild by utilizing
the discounted cash flow method (DCF) and the risk premium method to establish acurrent cost of equity
range for the group of LDC's.®* Dr. Fairchild, who updated his initial analysis with more current data,
testified on rebuttal that the updated DCF and risk premium analyses point to acurrent cost of equity range
for the group of LDC's of between 10 and 11 percent.®*? Dr. Fairchild testified that TXU should be
authorized arate of return on common equity of 11 percent.®*® Dr. Fairchild justifies authorizing the upper
end of the 10 to 11 percent equity range in order “to recognize the greater risk associated with TXU Gas
being an integrated gas company versus having distribution-only operations.” 4

Allied Coalition of Cities Position

ACC objectsto TXU’ s proposed capital structure, cost of equity, cost of preferred securities, and cost of
long-term debt.?> ACC witness Steven Hill testified that the equity cost of capital for TXU should bein
the range of 9.25% t010% and recommends that TXU’s cost of equity be set at 9.375%.5° Mr. Hill
performed a DCF analysis of agroup of gas distribution companies which yielded a cost of equity capital
of 10.1%° Mr. Hill also performed three additional equity cost studies to compare and corroborate his
DCFstudy. Mr. performed aCapital Asset Pricing Model study(CAPM), aModified Earnings-Price Ratio
analysis(MEPR), and aMarket-to-Book Ratio analysis(MTB).2*® Mr. Hill testified that the corroborative

88 TXU Exhibit 62 at 4.

89 TXU Exhibit 22 at 6.

810 TXU Exhibit 62 at 4.

811 TXU Exhibit 22 at 57-60; TXU Exhibit 62 at 4-8.
812 TXU Exhibit 62 at 6.

813 TXU Exhibit 62 at 7.

814 TXU Exhibit 62 at 7.

85 ACC Initial Brief at 40-68.
816 ACC Exhibit 62 at 4, 34, 38.
817 ACC Exhibit 62 at 22-32.
818 ACC Exhibit 62 at 33.
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studies indicate that his DCF study may have over estimated the cost of equity.?”® Mr. Hill testified that
it would be reasonable to set the allowable cost of equity at the midpoint of the study’s range with a 25
basis point discount for the reduced risk that Senate Bill No. 1271 affords TXU.®® Senate Bill No. 1271
was enacted as TEX. UTIL. CODE ANN. 8104.301 and allows the utility to incrementally increase rates on
new investment without first filing a statement of intent.

Mr. Hill testified that TXU’s capital structure should be 45% common equity, 4.69% preferred stock,
9.19% preferred securities, 31.75% long-term debt, and 9.38% short-term debt.2* Mr. Hill testified that
the cost rates for preferred stock, preferred securities, long-term debt, and short-term debt are 4.67%,
6.79%, 6.39%, and 3.50%, respectively.?? Based on the testimony of Mr. Hill, ACC arguesthat a7.42%
rate of return that should be authorized for TXU in this docket.??

City of Dallas s Position

Dallas recommends an overall rate of return of 8.18%.8* Daniel Lawton testified on behalf of Dallas that
the appropriate capital structure for TXU is 51.0% long-term debt, 1.1% preferred stock, and 47.9%
common equity.?> Mr. Lawton testified that the appropriate costs for long-term debt, preferred stock, and
common equity are 6.71%, 5.53%, and 9.80%, respectively.?

Mr. Lawton’ stestimony isthat TXU’ s proposed cost of equity isnot reasonable. Mr. Lawton recommends
a9.80% cost of equity based on a DCF analysisusing the same proxy companiesas TXU’ switness, atwo-
stage growth model, and an average risk premium calculation. Mr. Lawton calculated costs of equity of
9.4%, 9.8% and 10.2% using DCF, two-stage growth model, and average risk premium, respectively. His
recommendation is the midpoint of these results.®’

Examiners Recommendation

The Commission must approve arate of return on TXU’srate base that is just and reasonable and which
fairly compensatesthe utility for investments madein providing gas service. The Examiners find that the
weight of the evidence indicates that the method proposed by TXU’s witness Fairchild to establish the
applicant’ s rate of return isreasonable. The evidence establishes that TXU’s proposed capital structure
with weighted parameters for long-term debt, preferred securities, and common equity is reasonable.

TXU’ switnessrecommended that the higher valuein his cost of equity range of 10% to 11% be approved
by the Commission. Dallas's witness recommended the midpoint cost of equity in the studies he
conducted. ACC’s witness recommended the midpoint cost of equity, less a 25 basis point discount to
reflect lower risk asaresult of TEX. UTIL. CODE ANN. 8104.301, as ACC'’ sproposed cost of equity for the
utility. The Examiners do not agree with TXU that the company has established that its operations are

819 ACC Exhibit 62 at 34.

820 ACC Exhibit 62 at 37-38.

81 ACC Exhibit 62 at 21.

82 ACC Exhibit 62 at 21.

83 ACC Initial Brief at 40-68.

84 City of Dallas Closing Argument at 31.
85 Dallas Exhibit 2 at 25.

86 Dallas Exhibit 2 at 25.

87 Dallas Exhibit 2 at 11-25.
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morerisky than the proxy class and necessarily justify higher cost of equity. Further, the Examinersagree
with the positions espoused by ACC and Dallasthat the ability of TXU to recover streams of revenuefrom
investment under 8 104.301 would tend to lower the risk premium demanded by a hypothetical investor
in the utility’ ssecurities. Therefore the Examiners recommend the Commission approve a cost of equity
of 10% for purposes of establishing the company’ s weighted average cost of capital and alowable rate of
return. The Examiners also find that the weight of the evidence establishes that TXU’s cost of debt and
cost of preferred securities are reasonable. The Examiners recommend that the Commission approve an
overall 8.258% rate of return for TXU.

VIIl. REVENUESAND EXPENSES

A utility’ srevenuesand expenses are considered in aratemaking proceeding because autility’ snet income
should be equal to the required monetary return on the utility’ srate base. TUC 8104.055 providesthat net
income isthetotal revenues of the gas utility from its provision of gas utility service, less all reasonable
and necessary expenses related to that gas utility service. Only the payments that the Commission finds
to be reasonable and necessary for the provision of gas utility service are approved asexpenseitems. TUC
8104.055(b) requires the Commission to make specific findings of reasonableness and necessity of each
item or class of items to be alowed as an expense. The Commission adopted 16 TEX. ADMIN. CODE
887.501, 7.5252, 7.5525, 7.5414 for determination of revenues and expenses.

TUC 8§104.051 provides the standard for the Commission to establish revenues. The Commission sets
rates to permit the utility a reasonable opportunity to earn a reasonable return on the utility's invested
capital used and useful in providing service to the public in excess of its reasonable and necessary
operating expenses.

A. Revenues
1 Revenues

TXU proposed severa adjustments to the data used to determine its cost of service and revenue
requirements. Theissues beforethe Commission arewhether the proposed adjustmentsare reasonableand
necessary for the establishment of just and reasonablerates. Alternatively phrased, the Commission must
decide whether the dataadjustments proposed by the utility are sound rate-making procedures, giveamore
accurate portrayal of the utility’s cost of service and revenue requirement, and lead to the establishment
of just and reasonable rates. TXU’s testimony and schedules regarding revenue are presented at TXU
Exhibit 17 at 3-6 and TXU Exhibits6-8 and 61 at Schedules F-1(D), F-1(P), WP/F-1(D), and WP/F-1(P).

2. Gain on Sale of Assets

|ssue

In test year 2002, TXU Distribution sold the Carrollton Service Center land to CB/Title, Ltd. and
Billingsley Realty Investors, Ltd. The salestotaled $2,466,146. The net book valuewas $1,037,533. The
net gain was $1,428,613. Alsoin test year 2002, TXU Pipeline sold cushion gas to Richardson Energy
Marketing and to TXU Energy Trading. The sales totaled $5,260,600. The net book value was
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$1,484,808. The net gain was $3,775,792.5% Theissue regarding the gain on the sale of assetsiswhether
shareholders and ratepayers should benefit from gainson the sales of the assets.

TXU’s Position

TXU argued that the evidence showsit properly handled thegain onthe salesof land. TXU disagreed with
ATM’s proposal to reduce Pipeline’ sinvested capital by $3,775,792 for gains on the sale of cushion gas
or Distribution's invested capital by $1,428,613 for gains on sales related to land.

TXU argued that in GUD Nos. 8664, 8976, and 9145, the Commission considered and rej ected arguments
that the gain on plant sales should be treated as an adjustment to invested capital .#*° TXU noted that the
arguments in those dockets are the same arguments made in this proceeding. TXU argues that ATM
ignored the Commission requirement that TXU adhere to the NARUC system of accounts.®* NARUC
requires TXU Gas to book gains or losses "below the line."®" ATM’s proposal would require TXU to
disregard the Commission’ srule mandating compliancewith NARUC andinstead treat gainson plant sales
as an "above the line" item. ATM'’s proposal would reduce TXU Distribution's and TXU Pipeline's
invested capital.

TXU argued that the evidentiary record showsland and cushion gasto be non-depreciabl e; therefore, TXU
Gas customers have not contributed areturnto investorson their invested capital for these assets.®? TXU
explained that depreciation involves the recovery of investment from customers. Thus, it isthrough the
recovery of depreciation expensethat TXU Gasrecoversfromitscustomerstheinvestment in utility assets.
TXU Gas does not, however, recover depreciation expense on land or cushion gas and does not recover
from its customers the investment in land or cushion gas. TXU asserted that this position went
unchallenged in this proceeding.®*

TXU also argued that there has been no evidence showing that the customers have borne any of the risk
associated with the land or cushion gas. Beforethe allocationto TXU Gas' customers of any gain related
to such asale, such ashowing would have been required.®* In Gulf Sates, the Texas Supreme Court noted
that an allocation of the gain from the sale of plant must be governed by the equitable principles that
"benefits should follow burdens' and that "gain should follow risk of loss." TXU argued that in this
proceeding, the risk of loss and the risk of inadequate return has been borne by investors. Because
investors provided the financing for the assets that were sold, it is the investors that bore the risk of those
assets becoming lessvauable over time. TXU argued the Gulf States standard was not met and the record
does not support a finding that any gain associated with the sale of land should benefit the ratepayers.
TXU stated that TXU Gas' customers benefitted from the use of the land and cushion gas, that TXU Gas
excluded these assets from its invested capital in this docket to reflect the sale of these assets prior to the
test year, and ATM's proposed adjustment should be denied. TXU summarized that (1) TXU Gas

88 ATM Exhibit 1, attachment MLA-7.

89 See GUD 8664, Second Order Nunc Pro Tunc, FOF No. 24 (November 25, 1997); GUD 8976, Final Order, FOF
Nos. 102-106 (June 22, 2000); GUD 9145, Fina Order, FOF Nos. 90-94 (November 20, 2000).

80 16 TeEx. ADMIN. CODE §7.43.

81 TXU Exhibit 27 at 31.

82 TXU Exhibit 27 at 31.

83 TXU Initial Brief at 50-51 (Mar. 8, 2004); TXU Reply Brief at 49-51 (Mar. 17, 204).

84 public Util. Comm'n of Texas v. Gulf Sates Utilities Co., 809 S.W.2d 201 (Tex. 1991).
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complied with NARUC and the Commission's rules that require land sales to be booked below the ling;
(2) there has been no showing that customers have borne any of the risk associated with theinvestment in
the sold property, as required under the Texas Supreme Court's ruling in Gulf Sates; and (3) prior
Commission Orders establish that invested capital should not be adjusted based on the sale of facilities.®*®

ATM’s Position

ATM considered TXU’ s position that it should get to keep 100 percent of the gain on the sale of cushion
gas and gains on the sale of land. ACC argued that, contrary to TXU’s position, ratepayers have been
paying expenses associated with these two assets and have been paying areturn on invested capital (rate
base) on both these items.

ATM argued that gains on the sales of assets are recurring events as certain utility property is no longer
needed and the property is sold. Because ratepayers have paid for the cost of capital and expenseson this
property whileit wasused to provide utility service, theratepayersshould also benefit from any gainswhen
the property issold. The Distribution assetswere sold at 2.38 times net book valuewhichisa 138 percent
return ontheinvestment. The Pipelineassetswere sold at 3.74 times net book valuewhichisa274 percent
return on investment. ATM argued that failure to recognize these gains for ratemaking purposes would
result in windfall profits for TXU Gas.?®

ATM recommended that the gain on the sale of these assets be amortized over three years and the
unamortized balances be included as an invested capital deduction. ATM's proposed adjustments reduce
Distribution invested capital by $1,428,613 and amortization expense by $476,204 ($1,428,613 + 3 years
=$476,204). In addition, ATM's proposed adjustments reduce Pipeline invested capital by $3,775,792
and amortization expense by $1,258,597 ($3,775,792 + 3 years= $1,258,597).5%

ATM acknowledged TXU’ sreference to Public Utility Comm'n v. Gulf States for the proposition that the
"benefitsshouldfollow theburdens.” ACC arguedthat TXU hasbenefitted from ratepayerspaying areturn
on these assets and paying the expenses related to these two assets. As a matter of equity, ratepayers
should not be shut out from at least receiving a portion of the gain. ACC noted that regulatory
commissionsoften split the gain between sharehol dersand ratepayerson a50/50 basis. ACC reported that
in a Southern California Gas Company case, the gain on the sale of cushion gaswas split on a50/50 basis
between shareholders and ratepayers®™ and in a recent New Jersey Board of Public Utilities Case, the
Board approved a 50/50 split between shareholders/ratepayers on the gain from the sale of land by the
utility.#® ATM concluded that given the equitiesin this proceeding, it is grossly unfair for TXU to keep
al the gain.®®

85 TXU Initial Brief at 50-51 (Mar. 8, 2004); TXU Reply Brief at 49-51 (Mar. 17, 204).

8% ATM Exhibit 1 at 46-48; ATM Exhibit, attachment MLA-7; ATM Initial Brief at 47-48; ATM Reply Brief at
14-15.

87 ATM Exhibit 1 at 46-48; ATM Exhibit, attachment MLA-7; ATM Initial Brief at 47-48; ATM Reply Brief at
14-15.

88 ATM Reply Brief at 14-15 (Mar. 17, 2004) citing Decision, Re Southern California Gas Company, 2001 WL
1160003, at 8 (Cal. PUC, June 28, 2001).

89 ATM Reply Brief at 14-15 (Mar. 17, 2004) citing Order Adopting Initial Decision/Settlement, Re Elizabethtown
Water Company, 2002 WL 1969372 (NJ Bd. Of Public Utilities, Jan. 23, 2002).

80 ATM Exhibit 1 at 46-48; ATM Exhibit, attachment MLA-7; ATM Initial Brief at 47-48; ATM Reply Brief at
14-15.
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Examiners Recommendation

The Examinersrecommendthat ATM’ sproposed adjustment beallowed. Asin GUD 9145, the Examiners
in this proceeding rely upon the standard in the Gulf States case in which, the Texas Supreme Court held
that gains should be allocated to that group (as between shareholders and ratepayers) that has "borne the
financial burdens (e.g., depreciation, maintenance, taxes) and risks of the asset sold." The Court
enumerated severa other factors that may be considered: (1) whether the asset has been included in rate
base over theyears; (2) whether the asset is depreciable property; (3) theimpact of the proposed alocation
on the financia strength of the utility; (4) the reason for the asset's appreciation; (5) any advantages
enjoyed by the sharehol ders because of the favored treatment accorded the asset; and (6) any extraordinary
burdens borne by the ratepayers in connection with the asset.

The Examinersdo not find that the record evidence contradicts TXU’ sposition that it properly booked the
gainor lossof asset sales. Therecord shows TXU booked the sales to the appropriate NARUC accounts.
However, examination of the record must go further because there is a difference between a return of
invested capital and areturn on invested capital. The evidence showsthat customers have contributed to
these assets. Evidence at TXU Exhibit 61, Schedule E(P), Line 5 shows that cushion gasisincluded as
anitemininvested capital. Record evidence at Exhibit 61, Schedule C-1(D), Line 2 showsthat land isan
item aso included as original cost of Distribution plant-in-service. When TXU sellsan asset, it takesthe
item out of these accounts. TXU'’ streatment of itsbooksto record gain or loss on the sale of an asset does
not modify theinclusion of the assetsinrates. Until thetimethat rates are set that do not include theitems
in those accounts, the ratepayer continues to pay amounts for those assets.

The evidence shows that the ratepayer has borne the financial burden; therefore, the Examiners find that
the ratepayers should receive a benefit from the sale of these assets. The Examiners find that further
support for this recommendation in TXU’s own testimony. In GUDs 8664, 8976, and 9145, the
Commission considered arguments that the gain on plant sales should be treated as an adjustment to
invested capital. ATM Exhibit 1, attachment MLA-7 showsthat TXU included cushion gasin 1999, 2000,
and 2002 invested capital. Cushion gaswassold by TXU for againin 1999, 2000, and 2002. The Exhibit
also shows that TXU previously included items like office buildings. Unlike GUD 9145, the Examiners
inthisproceeding have considered the sal e of assetsthat occurred during thetest year. The Examinersfind
that because customers payed for areturn on these accounts, they have contributed to the assets and should
therefore receive benefits from the sale of those assets.

Having considered all the evidence presented by the partiesrelating to the gains on the sales of assets, the
Examinersfind that ratepayers have borne the financial burdens and risks of the asset sold, that the assets
have been included in invested capital prior to the sales, that TXU’ sfinancia integrity will not be at risk
if it wereto share the benefit of the sale of the sold asset, and that the sharehol ders would enjoy awindfall
if the benefit were not shared with ratepayers. The evidence shows that the Distribution assets were sold
at 2.38 times net book value, which isa 138 percent return on the investment; the Pipeline assetswere sold
at 3.74 times net book value, a 274 percent return on investment. The Examinersfind that an adjustment
to invested capital is reasonable.

The Examiners recommend the Commission reduce TXU’s proposed Distribution invested capital by
$952,409 ($1,428,613- $476,204) and reduce Distribution amortization expense by $476,204 ($1,428,613
+ 3years=%$476,204). The Examinersalso recommend the Commission reduce TXU’ sproposed Pipeline
invested capital by $2,517,195 ($3,775,792-$1,258,597) and reduce Pipeline amortization expense by
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$1,258,597.84

3. Transfers of Assets between Pipeline and Distribution
Theissue of transfers of assets between Pipeline and Distribution are discussed starting at page 140. The
Examiners affirm their recommendation. No adjustment to revenue is needed for transfers of assets
between Pipeline and Distribution.

4, Affiliate Transactions
Affiliate Transactions issues and the Examiners' recommendations are discussed starting at page 46.

5. Removal of Poyner and Riesel Environs Duplicated Revenue
ACC identified that TXU duplicated the revenues reported for the Poyner and Riesel Environs on
WP/L-1/9(D).2* Accordingly, TXU reduced the Distribution Residential and Commercial revenuesinthe
amount of $10,394, including gas costs. 3
Intervening Parties Positions

No intervening party opposed the reduction in the Distribution Residential and Commercial revenuesto
account for the duplication of revenues reported for the Poyner and Riesel Environs.

Examiners Recommendation
The Examiners recommend that the Distribution residential and commercial revenues be reduced in the
amount of $10,394, including gas costs.

6. Temporary Disconnects

The issue of temporary disconnects is discussed in this Proposal for Decision in the Rate Design
Miscellaneous Service Charges section, beginning at page 262.

7. Weather Normalization

TXU’s Position

TXU has proposed weather normalization adjustmentsto the sales volumes of residential and commercial
customers. Mr. Gary L. Goble, of Management Applications Consulting, Inc., testified on behalf of the
Applicant regarding the proposed weather normalization adjustments.®** Mr. Gobl etestified that abnormal
weather conditions during atest year may result in overstated or understated gas volumes during that test

81 ATM Exhibit 1at 46-48; ATM Exhibit, attachment MLA-7; ATM Initial Brief at 47-48; ATM Reply Brief at 14-
15.

82 ACC Initial Brief at 79 (March 8, 2004); ACC Exhibit 7 at 33.

843 Hearing Examiners' Exhibit 6, page 2, line 1.

844 TXU Exhibits 24 and 39.
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year and thereforeit is necessary to adjust test year gas sales for weather.8* Mr. Goble also testified that
TXU proposesno weather normalization adjustment to transportation and industrial gassalesbecausethese
types of gas usage are non-weather sensitive and have little seasonal fluctuation.?*

Mr. Gaoble testified that the weather normalization adjustment procedure for residential and commercial
gas sales volumes involved the following: (a) identifying the weather sensitive portions of gas sales; (b)
determining the Mcf per Heating Degree Day (HDD) portion of sales; (c) adjusting the weather sensitive
portion of sales up or down; and (d) calculating the total weather adjusted Mcf sales volumes®’ The
weather normalization adjustment is based on use of HDD data reported by the National Oceanic and
Atmospheric Administration (NOAA) for ten (10) weather stations that cover the geographic areawhere
TXU provides gas service. Annual normal HDDs total 2,362 for the test year. The actual number of
HDDsfor thetest year totaled 2,457. The weather normalization adjustment reduces annual gas sales by
2,393,043 Mcf for residential customers during the test year. Likewise, the weather normalization
adjustment reduces annual gas sales by 958,900 Mcf for commercial customers during the test year.

Allied Coalition of Cities Position

ACC spositionisthat TXU’ sweather normalization adjustmentsfor residential and commercia gassales
should be disallowed.?® ACC argues that TXU’s weather normalization is not needed and that the
calculationisnot reasonable. ACC arguesthat TXU’ sweather normalization calculationisflawed for the
following reasons: (1) the calculation inappropriately usesten (10) weather stationsfor HDD data; (2) the
adjustment is inappropriate at the total company level; (3) the caculation of the HDD normals is
inconsistent with NOAA methodology; (4) test year HDDs are inappropriately included in the HDD
normals; and (5) the month of June isinappropriately excluded from the base load.®*

Association of TXU Municipalities’ Position
ATM stated initsInitial Closing Brief that it supports ACC’ s proposal s regarding adjustmentsto weather
normalization.®°

Examiners Recommendation

The Examinersrecommend that TXU’ sweather normalization adjustment for residential and commercial
customers be adopted. TXU utilizesthe weather normalization procedure that is discussed in the Natural
Gas Rate Review Handbook ! Weather normalization adjustments for gas sales are necessary in order
to account for the net effect of below average and above average heating degree days during a test year.
By making such adjustments, gas sales during the test year will not be over or under-stated and ultimately
distort the test-year cost of service of the utility. TXU’s proposed weather normalization procedure is
reasonable and will prevent the distortion of gas sales numbers during the test year. The weight of the
evidence does not support the position advocated by ACC.

85 TXU Exhibit 24 at 6.

846 TXU Exhibit 24 at 7.

87 TXU Exhibit 24 at 35-36 (GLG -3).

8% ACC Exhibit 3 at 20; ACC Initiad Brief at 68-69.

849 ACC Exhibit 3 at 21-27; ACC Initial Brief at 68-75.

80 ATM Initial Brief at 49.

&1 Natural Gas Rate Review Handbook pps. 33, 45-48, and 50-51.
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8. Customer Growth Adjustment

TXU’s Position

TXU proposed making adjustments to the number of residential and commercial customers. Mr. Gary L.
Goble offered testimony regarding the Applicant’s proposed adjustment methodology.®> Mr. Goble
testified that by “adjusting sales and customers to reflect changes in the number of customers occurring
during the test year, costs and revenues related to changes in the number of customers are presented at a
level that more accurately depicts the anticipated costs and revenues during the period in which rates will
be in effect.”®? The adjustments were made to reflect the levels of customers for residentia and
commercia class customers for the test year.2 TXU’s customer adjustment is made to the number of
customers, sales volumes, gas costs, and revenues®® The test year adjustments for the number of
customers increases annual gas sales by 966,152 Mcf for residential customers during the test year. The
adjustments for the number of customers increases annual gas sales by 439,657 Mcf for commercial
customers during the test year.

Allied Coalition of Cities Position

ACC's position is that TXU’s customer growth adjustment should be disallowed.®* ACC argues that
TXU’ scustomer growth adjustment isinappropriately calculated on asystem-widelevel. ACC arguesthat
any customer growth adjustment should be performed on ajurisdiction by jurisdiction basis and be based
on the average and year-end customer counts in each of the jurisdictions.®’

Examiners Recommendation

The Examiners recommend that TXU’s customer growth adjustment for residential and commercial
customers be adopted. TXU’s proposed customer growth adjustment procedure isreasonable. TXU has
proposed system-widerates and the adj ustment methodol ogy TXU advocatesisreasonableand appropriate
under the circumstances. TXU’ s proposed customer growth adjustment is necessary to accurately reflect
the numbers of customersreceiving service at the end of thetest year. The weight of the evidence does not
support the position advocated by ACC.

9. Industrial, Transportation, and PipelineTransportation Customers, Salesand
Revenues

TXU’s Position

TXU has proposed adjustmentsto industrial, transportation, and pipeline transportation customers, sales
and revenues. Mr. Gary L. Goble testified on behaf of the Applicant regarding the proposed
adjustments.®® Mr. Gobletestified that transportation customers served directly from the pipeline portion
of the system were removed from the books and records of the distribution system so that the actua

82 TXU Exhibits 24 and 39.

83 TXU Exhibit 24 at 5.

84 TXU Exhibit 24 at 5.

85 TXU Exhibit 24 at 6.

86 ACC Exhibit 3 at 28; ACC Initial Brief at 76.
%7 ACC Exhibit 3; ACC Initial Brief at 76.

88 TXU Exhibits 24 and 39.
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number of customers, Mcf, and revenuesfor the distribution portion would not be misstated.®* Mr. Goble
also testified that TXU proposes adjustments to recognize the effects of industrial and transportation
customers changing service classes, customers leaving the distribution system, and industrial sales
customersbeing recl assified ascommercial customers.®® TXU proposesadjustingindustrial salesrevenue
to annualize revenue for each customer based on volume adjustments.®' TXU also proposes adjusting
industrial sales revenue to reflect gas cost.®?

Allied Coalition of Cities Position

ACC’s position is that the transfer to pipeline of industrial distribution customers should be disallowed
and customers and volumes should be moved back to distribution.?®® ACC argues that the transfers of
customers and usage associated with plant transfers from TXU Gas-Distribution to TXU Gas-Pipeline
occurring prior to the test year should be disallowed.®*

Examiners Recommendation

The Examiners recommend that TXU’s proposed adjustments to industrial, transportation, and pipeline
transportation customers, sales and revenues be adopted. TXU’s proposed adjustment procedure is
reasonable. TXU’s adjustments will allow a more accurate depiction of customer usage, revenues and
costson TXU’ s system during thetest year. The adjustments are necessary because they more accurately
reflect customers' actual use of the system and known and measurable changes in customer status. The
weight of the evidence does not support the position advocated by ACC.

B. Expenses
1. New | nvestment

From 1998 to 2002, the utility invested approximately $721 million dollars in the System, $107 million
of which wasinvested inthetest year. All of the costsassociated with the new investment the utility made
in the System, al of which isused and useful, are reasonable and necessary. TXU argued that there have
been no challenges to the used and useful nature of the investment nor has there been a challenge to the
level of expense associated with theinitial investment made by the utility.®® Asdiscussed in this section
and throughout the PFD, the intervening parties challenged TXU’s proposed expenses for Poly 1 pipe
replacement, plant relocation, CCNC, etc.

2. Lost and Unaccounted for Gas

Theissue of lost and unaccounted for gasisaddressed in the Gas Cost Recovery and L ost and Unaccounted
for Gas section of this proposal for decision, beginning at page 232.

89 TXU Exhibit 24 at 8-9.

80 TXU Exhibit 24 at 8-9.

81 TXU Exhibit 24 at 8-9.

82 TXU Exhibit 24 at 8-9.

83 ACC Exhibit 3 at 20.

84 ACC Exhibit 3 at 29.

85 TXU Exhibit 13 at 3-7; TXU Initial Brief at 58.
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3. Transfer of Gathering Facilities

Theissue of transfers of assets between Pipeline and Distribution are discussed starting at page 140. The
Examiners affirm their recommendation. No adjustment to expense is needed for transfers of facilities.

4, PEP Adjustment

The Performance Enhancement Plan (PEP) is one component of overall employee compensation, which
also includes base pay, overtime pay, and holiday premiums. TXU proposed an upward adjustment from
test year levels. ACC argued that these items are not known and measurable changes.

TXU’s Position

TXU asserted that the proposed adjustmentsto test year amounts are reasonabl e and necessary and reflect
expected costs for the period in which rates will be in effect.®® TXU explained that it adjusted test year
salary expenseto reflect acompensation increase anticipated to reflect ongoing future salariesincurred by
TXU Gas, the PEP adjustment.®’

TXU argued that it could have eliminated parties' challenges to this expense adjustment by paying each
employee a higher base salary. However, TXU attempted to promote productivity increases, provide
higher levels of quality customer service, and promote safe and efficient operating activities through a
salary plan (PEP) that rewards employee performance that isbeneficia to both TXU and to its customers.
TXU’s programs encourage desired performance by making a portion of the employees overal
compensation contingent on the accomplishment of certain financial and operational goals. If standards
are met, the employee receives the PEP component of hisor her salary. If the goals are not accomplished,
an employee would not receive the PEP component.®®  Accordingly, PEP is designed to encourage TXU
employees to perform more efficiently and safely, and providing a higher quality of customer service.
TXU should not be penalized for attempting to encourage better performance by its employees.

TXU addressed the arguments of ACC. ACC stated that the PEP adjustment is "at risk" and should be
denied. TXU argued ACC misrepresented the level of "risk" associated with the PEP adjustment and
recommended an adjustment that would wrongly penalize TXU Gas for attempting to achieve a higher
quality of customer service and amore efficient, safer company. PEPisnot a"bonus' or "profit sharing"
compensation plan. Rather, it isacomponent of each employees annua salary. TXU Gas total salaries
are targeted to be paid at the median (i.e., 50th percentile) of the appropriate market salary range with
opportunities for individual employees to increase their total compensation based on performance.
Isolating and removing a portion of an employee’ stotal compensation, as recommended by ACC, would
understate TXU’s payroll costs from those costs actually incurred, and would penalize the utility in its
efforts to promote productivity increases, provide higher levels of quality customer service, and promote
safe and efficient operating activities through a salary plan that rewards desired performance. Thisis
especially true given that PEP has been paid out every single year since the program's inception and
because PEP is specifically structured in a manner that provides any given employee an 80 percent or

86 TXU 17 at 10; TXU Exhibits 6, 7, and 61, Schedules G-5(D) and G-5(P).
87 TXU Exhibits 6A, 8, and 61, at WP/G-5.5(D) and WP/G-5.5(P).
#8 TXU s Exhibit 30 at 4-6.
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greater opportunity to receive the PEP payout at "target” level. The goals of the program are just and
beneficial to both TXU and its customers.®®® TXU argued that ACC’ s recommendation should be denied
and the utility’ s adjustment should be approved.

ACC’s Position

ACC argued that TXU's proposed adjustments for its Performance Enhancement Plan (PEP) should not
be approved because the adjustment proposed by TXU is not reasonabl e and necessary, and should not be
approved as a known and measurable adjustment. ACC recommended adjusting Account 920 (A& G
Salaries) to remove $1,030,834 from Distribution and $465,438 from Pipeline for Performance
Enhancement Plan (PEP) compensationincreases.®”® ACC’ sadjustment did not eliminateentirely the PEP
compensation. TXU test year expenses included $2,296,166 for Distribution and $774,366 for Pipeline
for PEP payments and those amounts are the only known and measurable levels of PEP expense that
should be allowed.®™

ACC addressed TXU’ scriticism of ACC’ suse of theterm "at risk" to describe the PEP adjustment. ACC
noted that TXU described the PEP program as "at risk" at least three times in response to ACC during
discovery. TXU testified that PEP compensation has been paid every single year since 1998, but the
amount paid is based on arange depending on performance. TXU also testified that it did not know what
the performance levelswould bein the future. Assuch, TXU's proposed adjustments are not known and
measurable and should not be approved.®

ACC argued that TXU is again proposing that costs included in rates should be increased over test year
levels at a time when TXU stated that its costs are too high and is in the process of implementing
company-wide cost reduction programs. ACC noted that one of the guiding principles articulated in the
early planning phase of the WINS program was that the cost reduction initiatives were about “ creating
valuefor TXU, not what is best for afunctional group but what is best for the enterprise."®”® ACC argued
that what creates value for TXU's shareholders in terms of cost reductions should also be shared with
TXU'scaptiveratepayers. Therefore, ACC recommended the Commission disapprove TXU'sproposal to
add dollars to the PEP program account over and above test year amounts.®’

Examiners Recommendation

TXU’sresponseto ACC RFI 1-151%” included astatement in section (a) that TX U’ sproposed PEP upward
adjustment beyond test year levels assumed performance at an expected level of attainment. TXU then
attached its evidence of compensation adjustment for Distribution and Pipeline. For Distribution, TXU
reported that it recorded $2,296,166 of compensation adjustment in test year 2002 but was requesting a

89 TXU Exhibit 31 at 4-6.

870 TXU Exhibit 4 at 26a; TXU Exhibit 61, WP/G-5.5(D), line 10; TXU Exhibit 61, WP/G-5.5(P), line 10.

81 ACC Exhibit 2 at 27a-30; ACC Exhibit 2, Appendix C (TXU Response to Dallas RFI 6-11); ACC Exhibit 2,
Appendix C (TXU Response to Dallas RFI 8-6); Tr. Vol. 9 at 102 - 103. ACC Initial Brief at 128-130.

872 ACC Exhibit 2 at 27a-30; ACC Exhibit 2, Appendix C (TXU Response to Dallas RFI 6-11); ACC Exhibit 2,
Appendix C (TXU Responseto Dallas RFI 8-6); Tr. Vol. 9 at 102 - 103. ACC Initial Brief at 128-130.

873 ACC Exhibit 29.

87 ACC Reply Brief at 68-69.

85 ACC Exhibit 4, Appendix C (TXU’sresponseto ACC's RFI 1-151).
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$1,030,834 increase to achieve a 2003 target amount of $3,327,000.8® For Pipeline, TXU reported that
it recorded $2,774,366 of compensation adjustment in test year 2002 but was requesting a $465,438
increase to achieve a 2003 target amount of $1,239,804. The Examiners find that TXU did not provide
probative, meaningful evidenceto show that the upward adjustmentswere both reasonable and necessary.
The evidence shows that the upward adjustments were requested by TXU based on assumption and
expected level of performance by TXU employees. The Examinersfind that the requested adjustment is
speculative and is not known and measurable. Therefore, it isreasonable for the Commission to approve
the test year levels of $2,296,166 for Distribution and $2,774,366 for Pipeline and to disallow any
adjustments.

5. DICP Adjustment

The Deferred Incentive Compensation Plan (DICP) is a specia stock-based compensation program for
senior management officials of TXU Corporation. The stock inthe DICP is purchased by atrustee using
a deferred percentage of the salaries of certain qualifying TXU system participants. The dligible
participants are el ected corporate officers of TXU Corp. and its participating subsidiaries with thettitle of
Vice President or above. The participants may defer up to 15 percent of their base salary. TXU makesa
matching award equal to 150 percent of the participant’s deferred salary. TXU reported that the
participants bear all of therisk, and receiveall of thereward, of fluctuationsin the value of the TXU Corp.
stock held in the DICP for their benefit. In this sensg, it is similar to a 401(k) or other account that is
invested in equity stocks. The DICPfluctuateswith the market to the benefit or detriment of the beneficial
owner. TXU described that DICPisunique becauseit sitson TXU Business Services booksasaliability,
which must be adjusted up or down to reflect the market value of TXU Corp.'s stock. Whatever the
adjustments to the liability over time, the amount that is paid out to a DICP participant upon retirement
or other qualifying payout event is the value of the TXU Corp. stock held for that participant at the time
of payout. Ratepayers are never required to absorb any of the risk.®”

TXU’s Position

TXU Gas' proposed DICP adjustment is an example of a known and measurable adjustment for utility
ratemaking. TXU provided testimony that the proposed DICP adjustment serves to normalize TXU
Business Services test year expenses by excluding the impact of an extraordinary, non-recurring,
non-operating, accounting transaction.®®

TXU addressed ACC’s recommendation to disallow TXU Gas adjustment related to TXU Business
Services' DICP, based on ACC'’s assertion that this adjustment cannot be classified as known and
measurable.®” Accordingto TXU, ACC’ sargument misrepresentsthe known and measurabl e adjustment
that TXU is making with regard to DICP expense. Adopting it will create an absurd result that iswholly
inconsi stent with the concept that known and measurabl etest year ratemaking should reflect of the utility’s
ongoing cost of service.® TXU argued that its proposal is aknown and measurable adjustment for utility
ratemaking. The proposed DICP adjustment simply servesto normalize TXU Business Services test year

87 ACC Exhibit 4, Appendix C (TXU’ sresponseto ACC’'s RFI 1-151, attachment 1.
877 TXU Exhibit 28 at 6-8, 59.

878 TXU Exhibit 28 at 7-8.

89 TXU Initial Brief at 96-98.

80 TXU Exhibit 28 at 5.
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expenses by excluding the impact of an extraordinary, non-recurring, non-operating, accounting
transaction.®" During the test year, the value of the stock held in the DICP for TXU Business Services
participants, which is carried on TXU’s books for accounting purposes as a liability, declined by
$9,040,661, due to a substantial drop in the TXU Corp. share price. As a consequence of that
non-recurring event, the corresponding accounts payable balance declined by this amount. The
corresponding accounting entry to this reduction in the amount payable was a decrease in expense of
$9,040,661. The $9,040,661 credit to expense simply restates the liability associated with the DICP to
current valuations based on market conditions. TXU Gas' proposed DICP normalization adjustment
eliminates the impact of this extraordinary non-recurring event. Not making this adjustment would
understate Distribution and Pi peline'sknown and measurabl etest year cost of serviceamountsby $565,014
and $356,202, respectively.®

TXU argued that if the Commission were to disallow the adjustment, it would assume that this
extraordinary event was likely to occur each and every year implying that the price of TXU Corp. stock
is expected to drop by more than $30 per share every year. TXU noted that this was a mathematical
impossibility, considering the stock priceis currently less than $30 per share.?®® TXU stated that no one
can predict the increase or decrease in the TXU Corp. share price. Therefore, its proposed adjustment
assumed noincreaseor decreasein TXU Corp. sharepriceduringtheyear. After making TXU’ sproposed
adjustment, Distribution and Pipeline included approximately $150,000 and $109,000, respectively, in
thelr proposed test year revenue requirement requestsrel ated to the cost of funding TXU Business Services
DICP program.®

ACC suggested that the proposed DICP adjustment requires TXU Gas customersto contribute additional
revenues so that TXU executives can be protected from lossesin TXU Corp. stock. TXU responded that
ACC’spositionisinaccurate, reflects afundamental misunderstanding of the DICP, and basic accounting
principles. ACC stated that TXU's DICP adjustment creates a floor price on the common stock in the
DICPfor TXU Corp. senior management that minimizes or compl etely eliminates potential compensation
losses and that this floor price is subsidized by TXU Gas customers rather than by TXU Corp.
shareholders. TXU disagreed. The DICP adjustment does not establish afloor pricefor thecommon stock
held on behalf of the DICP participants, nor does it eliminate the participant's potential compensation
losses. Any lossor gainonthestock priceisrealized by the DICP participants, not TXU Gas customers.®

ACC also stated that TXU isreguesting recovery of an expense that may bereversed in the futureif TXU
Corp. common stock rallies from the levels during the test year.# TXU again disagreed with ACC’s
position. The purpose of TXU Gas' adjustment is not to recover an expense. TXU Gas known and
measurabl e adjustment servesto normalizethetest year by eliminating thisextraordinary negative expense
amount. If TXU Corp.'scommon stock priceincreasesin thefuture, it will cause TXU Business Services
DICP liability to increase at the same rate. The corresponding accounting entry to this increase in the
amount payable to DICP participants would be an equal increase in TXU Business Services expense for

81 TXU Exhibit 28 at 7-8.

82 TXU Exhibit 28 at 5-6.

83 TXU Exhibit 28 at 5-6.

84 TXU Exhibit 28 at 59.

85 TXU Exhibit 28 at 6; TXU Reply Brief at 71-72.
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that period. But TXU Gas and its shareholders would bear the burden of any such increase, not
customers.®’

ACC

ACC argued that TXU’s proposed adjustments for its Deferred Incentive Compensation Plan (DICP)
should not be approved because TXU did not provethat the DICP adjustment isreasonabl e and necessary,
and known and measurable. ACC recommended a reduction to Account 923 to remove $565,014 from
Distribution and $356,202 from Pipeline.®®

ACC disagreed with TXU’ s description of the DICP adjustment as restating the liability associated with
the DICPto current valuations based on market conditions and that the DICP adjustment isanormalizing
adjustment necessary dueto adeclinein TXU stock prices during thetest year. ACC asserted that TXU's
stock prices declined during the test year asthe result of the discontinuance of TXU's European business
and the credit crisis that impacted the electric utility industry in 2002. ACC argued that if TXU's
shareholders desire to protect the corporate officers from the impact of such events, they may do so.
However, it is not reasonable and necessary for TXU’s gas customers to be required to contribute
additional revenues so that TXU executives can be protected from losses incurred due to events
precipitated by TXU.

ACC argued that there is no known and measurable basis to support TXU’s proposed adjustment. TXU
Gasadmitted that it cannot predict the price of TXU stock inthefuture. ACC recalled that TXU provided
testimony that it did not predict the 2002 stock price decline, and that it is unknown what the price of the
stock will bein2004. ACC argued that TXU wanted gas customersto pay $921,216 moreayear because
the value of TXU stock declined in its executive stock savings program. ACC argued that this is
unreasonable and recommended the Commission adjust Account 923 to remove $565,014 from
Distribution and $356,202 from DICP costs.

ACC argued that ratepayers, who are already paying the salaries of all the upper management at TXU Gas,
should not pay an additional $9 million each year to compensate them for a drop in stock price in a
stock-based savings account as aresult of poor management decisions. ACC argued that the DICP isa
program that only benefitsthose TXU employees who are at high management positionsat TXU and who
can afford to defer 15 percent of their salariesto participatein thisprogram. TXU then providesthesehigh
paid officers of the utility with further rewards by giving them another 22.5 percent boost (150 percent
of deferred salary amount) to their salariesby buying TXU stock for them. ACC argued that these benefits
should come at the expense of shareholders, not ratepayers.®°

ATM’s Position

ATM stated that, with regard to TXU’s Performance Enhancement Plan and the Deferred Incentive
Compensation Plan, it supports the adjustments proposed by ACC to reduce Distribution expenses by a
total of $1,595,848 and Pipeline expenses by atotal of $821,640.5%°

87 TXU Exhibit 28 at 7.

88 ACC 4 at 27a; TXU Exhibit 61, WP/G-5.5(D), line 13; TXU Exhibit 61, WP/G-5.5(P), line 17.
89 ACC Reply Brief at 68-69.

80 ATM Initial Brief at 49.
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Examiners Recommendation

The Examiners recommend the Commission disallow TXU’ s request for expense adjustments related to
its Deferred Incentive Compensation Plan (DICP). TXU did not provide meaningful, probative evidence
that the adjustment requested isreasonabl e and necessary, or known and measurable. During thetest year,
the common stock held in the DICP was reduced by $9,040,661 due to the $30 per share declinein TXU
Corp.’s common stock price.®* TXU normalized the stock price in the test year to compensate for the
decrease stock price. TXU provided no evidence showing that this decline was a non-recurring event.
Instead, the evidence showsthat TXU cannot know what will happen to the stock pricein thefuture. TXU
provided no probative, meaningful evidence that its normalization was reasonable and necessary for the
provision of utility gasservice. Although TXU can provide no evidence asto the future value of the stock,
it requested the Commission allow it to recover an expensethat may not exist if the TXU Corp. stock value
increases. Therefore, it is reasonable for the Commission to disallow TXU’s request for $565,014 from
Distribution and $356,202 from Pipeline relating to the DICP adjustment.

6. Payroll Adjustment (Non-WINS)

Theadjustmentsfor TXU Gas- Distribution and TXU Gas- Pipelinefor thetest year ended December 31,
2002, are presented and described on Schedules G-5(D) and G-5(P) with additional details provided on
the supporting schedules and workpapers that are included in the utility’ s rate filing package.®

TXU’s Position

TXU addressed Dallas' s arguments that the Commission should adjust TXU’s payroll expense in the
amount of $1,474,244 for TXU Gas - Distribution and $1,481,226 for TXU Gas - Pipeline, based on the
concept that TXU’ semployee level declined by 256 employees, with approximately 196 of the employee
reduction occurring after thetest year end. TXU labor turnover reports provided in discovery, 2 provided
the number of employees. (1) terminated (including the permanent reductions resulting from the WINS
program); (2) hired; and (3) transferred between TXU entities.®** TXU argued that Dallasignored the last
two categories of employees (new hires and transfers) and focused solely on the number of employees
terminated.

891 ACC Exhibit 4 at 29-30.

82 TXU 17 at 10; TXU Exhibits $2,128,832 6, 7, and 61, Schedules G-5(D) and G-5(P).
898 TX U’ s responses to Dallas's RFls 1-017, 1-018, 18-01, 18-04, 20-06, and 20-07.

8% TXU Exhibit 26 at 16;TXU Exhibit 30 at 6-8; TXU Exhibit 31 at 4-7.
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Summary Table: TXU’s Labor Turn-Over Reports®
Employee Action Time Period Time Period Totals
1/02 - 10/03 11/03 - 12/03
Terminations (256) (5) (261)
Hires 11 0 11
TransfersIn 54 29 83
Number of Employees Off Payroll at | (191) 24 (167)
End of Period
Reconciliation of Employee Actions:
WINS Reductions - Permanent 121
Long-term Disability and Duplicate 2
Listingin Termination Report
Open Positions at 12-31-03 44
Total Employee Changes 167

TXU argued that this table showed that 261 employees were terminated through December 2003.
However, as explained in response to ACC and Dallas RFIs (12-57 and 7-03, respectively), 121 of these
terminations were permanent reductions resulting from the WINS program. The difference between the
total of 261 terminations and the 121 permanent reductionsis 140 terminations that were not permanent
reductions because they required replacements (i.e., retirements, resignations, long-term disability, and
poor job performance). TXU explained that the majority of the non-permanent reductionswere "filled by
11 new employees from the external job market and 83 existing employees transferring from other areas
of the Company.” As of December 2003, only 44 non-permanent reductions were unfilled pending the
selection of skilled candidates.®®

TXU argued that Dallas's recommendation to decrease labor expense by almost $3 million failed to
consider and calculate the number of permanent reductions of employees. Dallas's calculation is a
selective analysis of employee countsthat skewsthe actual TXU Gas staffing level. Simply stated, TXU
has not experienced the staffing reduction of 256 employees suggested by Dallas nor has it experienced
any significant changein staffing levelsthat have not already been accounted for in the utility’ srequested
cost of service.®” TXU argued that Dallas’'s recommendation be denied because it is based entirely on
flawed calculation of the number of TXU Gas employees terminated as aresult of the WINS program.

Dallas s Position
Dallas argued that TXU’ s payroll request reflects actual test year levels. TXU then adjusted for WINS-

85 TXU Initial Brief at 61.
8% TXU Exhibit 26 at 16;TXU Exhibit 30 at 6-8; TXU Exhibit 31 at 4-7; TXU Initial Brief at 61; Tr. Vol. 7 at 177.
87 TXU Exhibit 26 at 16; Tr. Vol. 7 at 175-179.
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related cost reductions. Dallasreviewed TXU’s monthly termination reportsto determine that additional
Distribution and Pipeline employees were terminated. Recognition of the corresponding lower payroll
aready in effect reduces Distribution by $2,128,832 and Pipeline payroll by $2,121,759.5% Dallas
proposed these amounts as reductions to TXU’ s proposed expenses.

Theonething that TXU and Dallas agree upon isthat in December 2003, TXU had 44 vacant positions.®*
Dallas s proposed reductions to TXU’ s requested expenses are for non-WINS related payroll. At Dallas
Exhibit 1, page 30, Dallas provided atable describing the proposed adjustmentsto payroll. Dallas based
its calculation on the 256 employees terminated to recommend reduction of $1,474,244 for Distribution
and $1,481,226 for Pipeline. Dallas assumed an average salary of $45,000 per year. Dallas added
empl oyee benefit adjustments basing its employee benefit adjustments on the rel ationship between TXU’ s
proposed benefit reduction and its corresponding labor reduction. The employee benefit factor was44.12
percent. Instead of using the 44.12 percent benefit factor, Dallas used the more conservative benefit factor
of 36.54 percent based upon the WINS adjustment at workpaper G-5.11(D). Theresulting calculationwas
a reduction of employee benefits of $538,689 for Distribution and $541,240 for Pipeline. Dallas also
added payroll tax adjustments, based upon TXU’s payroll tax rate of 7.8616 percent for Distribution and
6.7035 percent for Pipeline. Theresulting payroll tax adjustment would be $115,899 for Distribution ands
$499,294 for Pipeline. Dallas's position is summarized in the following table.

Dallas's Summary Table: Payroll and Payroll-Related Adjustments®®

DESCRIPTION DISTRIBUTION PIPELINE TOTAL
Payroll Expense $4,319,974 $2,459,266 $6,779,240
WINS Labor Adjustment (%$2,845,730) ($978,040) (%$3,823,770)
Additional Labor Adjustment $1,474,244 $1,481,226 $2,955,470
Benefits $538,689 $541,240 $1,079,929
Payroll Taxes $115,899 $99,294 $215,193
Totd $2,128,832 $2,121,759 $4,250,591

Dallasargued that TXU madeanincorrect assumption. Dallas’ srecommended adjustmentswerenot based
upon 256 employees.™ It was based upon the 44 vacant positions. Dallas stated that TXU’s rebuttal
testimony does not address the same reductions as proposed by Dallas.*

Dallasnoted that TXU’ sInitial Brief contains statementsthat areinconsistent with discovery responses. ™
Dallas explained that its recommendation does not relate to employees who transferred within the TXU
Corp. Instead, Dallasargued, itsrecommendation rel ates to permanent reductionsto TX U’ sworkforce.*

88 Dallas Initial Brief at 39; Dallas Exhibit 1 at 28-30; Dallas Exhibit 1, attachment JP-1; TXU Exhibit 61, WP/G-
5.11(D).

8% Tr.Vol. 10 at 75-76.

%0 Dallas Exhibit 1 at 30.

%L Tr.Vol. 7 at 175-179.

92 Dallas Initial Brief at 38-39.

93 Dallas Reply Brief at 12.

%4 Dallas Reply Brief at 12.
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ATM’s Position
ATM stated that it supported Dallas's adjustments related to payroll costs, benefits and taxes to reduce
Distribution expenses by $2,128,832 and Pipeline expenses by $2,121,760.%%®

Examiners Recommendation

The Examiners recommend that the Commission make no adjustment to TXU’ s Payroll expense request
beyond the additional WINSsavings. Theevidenceshowsthat Dallas’ srecommendation to decreaselabor
expense did not consider that TXU Gas has not experienced a permanent staffing reduction of 256
employees.®® In the WINS section of this PFD which begins on page 34, the Examiners recommended
that TXU Gasratepayersreceiveadditional beneficial savingsamounts. Theevidence showsthat with that
additional WINS savings, no additional payroll adjustment isreasonable. No additional reductionfor staff
reductions, as recommended by Dallas and discussed in this section of the PFD is necessary to result in
areasonable payroll expense for TXU.

7. Federal Income Tax

One of the components of expense usually allowed by the Commissionistax. Tax isgenerally considered
in one of two categories. First, federal income tax, aso known as FIT, is based upon revenues and
expenses. Second, taxesother thanincometax component includessuchitemsaspayroll taxes, ad valorem
taxes, Texas franchise tax, and sometimes the U.S. Department of Transportation’s pipeline user fee.
Taxesincluded in TXU’s calculation do not include tax categories for which the utility acts asacollector
and merely remits collected amounts to another entity, such asamunicipality.

TEX. UTIL. CoDE §104.055 (c) and (e) provide that tax isto be based upon revenues and expenses and that
tax is not intended to increase gas utility rates that are not caused by gas utility service. In other words,
the utility’ srates may include only expenses caused by gas utility service. As contemplated by the statute,
the Commission should approve amounts for FIT proved by TXU to be no more than the utility will pay
intax. The ratepayer, who paysto the utility its revenues, should receive the benefits of any tax savings
enjoyed by theutility. Commission Rule 87.501(2) requiresagas utility to present evidence of the amount
of any income tax savings or deferrals derived from the application of such methods as liberalized
depreciation or amortization.

TXU’s Position

TXU argued that FIT expense was computed based on revenues and expenses included in the requested
revenue requirements. Tota tax expense included in the cost of service equals the statutory income tax
rate (currently 35 percent)®’ timesthe regul ated book net income before taxes, adjusted for the tax effects
of non-normalized differences between book income and taxable income. The difference between total
normalized FIT expense based on book net income and the amount of the current tax liability actually

% ATM Initial Brief at 29.

%6 TXU Exhibit 26 at 16; Tr. Vol. 7 at 175-179.

%7 No party contested that 35 percent is the generally accepted statutory income rate. Although no witness
provided testimony regarding the origins of the 35percent tax rate, see 26 USCA 811 (2002) codifying P.L. 103 -
66 §1322, Omnibus Budget Reconciliation Act of 1993, approved August 10, 1993, effective January 1, 1993,
which raised the tax rate from 34 percent to 35 percent.
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reflected on the FIT returnisrecorded asdeferred FIT. The deferred tax is subsequently amortized over
the life of the asset or other basisthat givesrise to the tax benefit or increase.®® TXU also noted that no
intervening party took issue with this testimony. The utility also acknowledged that the actual federal
income tax figures are dependant upon the Commission’s decisions as to the utility’s cost of service —
especially its return on invested capital .*®

Intervening Parties Positions

Dallas had two recommendationsregarding FIT. First, Dallas proposed an adjustment to FIT without an
adjustment to the methodol ogy used by TXU tocalculate FIT. InaccordancewiththemodificationsDallas
recommended regarding invested capital and the change in rate of return, Dallas recommended that FIT
expensewould also haveto bereduced.” Dallasal so recommended that tax preparation costs be excluded
from expenses associated with TXU Business Services because the utility failed to provide evidence
relating to its consolidated tax savings.* Dallas argued that TXU’ s proposed taxes are hypothetical and
bear no relationship to the actual amount of incometaxes paid on aconsolidated basis. Dallas argued that
ratepayerswere not assigned any of the benefits associated with the corporation’ sfiling of a consolidated
tax return. Therefore, the ratepayer should not be burdened with the cost of preparing incometax filings.
Dallaswent asfar asto say that TXU refused to provide the datato allow the cal cul ation of a consolidated
tax savings.”?

Examiners Recommendation

The Examinerswere unableto locate any previous Commission consideration regarding consolidated tax
savings. Tothe Examiners knowledge, thisisamatter of first impression for the Railroad Commission.
TXU failed to provide adequate information to the parties, to the Examiners, and to the Commission that
would have allowed for complete evaluation and consideration of the reasonableness of its request for
inclusion of FIT ininvested capital. Therefore, because TXU did not meet its burden to proveits request
for amounts to be included in invested capital for FIT were reasonable and necessary, and because TXU
failed to present evidence of the amount of any income tax savingsin accordance with Commission Rule
§7.501(2), the Examiners recommend the Commission disallow all amounts for federal income tax.

Rather thanfiling individual tax returnsfor each subsidiary, aparent company, like TXU Corp., will make
a consolidated federal income tax return on behalf of it and its various subsidiaries. Consolidated tax
savings are the amounts saved by aparent company’ s use of aconsolidated federal incometax return. The
consolidated tax filing results in annual consolidated taxable income for the parent company and
subsidiariesthat is, in most instances, | ess than the combined taxableincomes of the affiliated subsidiaries
with gains calculated on a stand alone basis. A large corporation is likely to benefit from the use of a
consolidated tax filing because the corporation is able to take its current losses against its current gains,
thereby realizing the value of an affiliate’s loss today, rather than having to wait until a later time when
the affiliate hasagain. In other words, a consolidated tax filing allows for the corporation to realize the
advantage of the time value of money. This concept isalso used in corporations with utility subsidiaries.
The corporation may use the income of the regulated utility to offset losses, if any, of its unregulated

98 TXU Exhibit 19 at 3. Thistestimony was subsequently adopted by TXU witness Moseley.

%9 TXU Initial Brief at 99 (Mar. 8, 2004).

90 Dallas Exhibit 2 at 36 (Pous Direct Testimony).

91 See Consolidated Tax Returns, Internal Revenue Code, 26 USCA 881501 -1505 (2002 and Supp. 2003).
%2 Dallas Exhibit 1 at 53-54.
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subsidiaries.

Even though it was TXU’ s burden to prove the reasonableness of its invested capital requests, including
itsrequest for FIT, TXU did not provide evidence of the amount, if any, of savingsthat would berealized
by a consolidated tax filing. In this proceeding, the parties, Examiners, and Commission were not
furnished with sufficient information to determinewhether asavingswould berealized from aconsolidated
tax filing. The Examinersfind that, consistent with TEX. UTIL. CODE 8104.055 (c) and (€), ratepayerswho
produce the utility’s income should share in the tax benefits. The Examiners also find that failure to
recognize tax savings that would result from the filing of a consolidated return would, in effect, be
allowing atax allowance in excess of the actual tax requirement. Therefore, the Examiners recommend
the Commission disallow all requests for FIT.

This may be the first time this Commission has considered the consolidated tax savings issue; however,
thisis not the first time TXU has faced thisissue. TXU frequently has matters before the Public Utility
Commission of Texas. ThePublic Utility Regulatory Act (PURA) 836.060 requiresthat unlessit isshown
to the satisfaction of the regulatory authority that it was reasonable to choose not to consolidate returns,
an electric utility'sincome taxes shall be computed as though a consolidated return had been filed and the
utility had realized itsfair share of the savings resulting from that return, if: (1) theutility isamember of
an affiliated group eligibleto fileaconsolidated incometax return; and (2) itisadvantageousto the utility
to do so. PURA explicitly requires TXU Electric to consider consolidated tax savings. It is not
inconsistent to read the Gas Utility Regulatory Act asrequiring TXU Gasto construeitstax to the benefit
of theregulated ratepayer, particularly because TEX. UTIL. CODE 8104.055 (€) providesthat thesection“is
not intended to increase gas utility rates to the customer not caused by utility service. Utility rates may
include only expenses caused by utility service.” Inthisproceeding, TXU should have passed the savings
to the ratepayer or, in the alternative, should have presented evidence that no savings would be realized
by aconsolidated tax filing. TXU did not show that a consolidated tax filing would result in asavings to
the ratepayer. TXU did not show that there would be no savings realized by the use of a consolidated tax
filing. Because the record contains no evidence, the Examiners cannot find that TXU’s request is
reasonable.

Neither can the Examiners recommend a partial allowance and partial disallowance of FIT expense,
because there is no evidence in the record to support that result. There is no evidence to alow the
Examinersto even consider that acredit to ratepayersfor aportion of the consolidated tax savingsrealized
by the parent company in the form of an invested capital adjustment might be appropriate. Therecordis
devoid of any evidence as to the savings of a consolidated tax filing. Because the record contains no
evidence, the Examiners cannot find that TXU’ s request is reasonable and cannot recommend that TXU
be allowed any amounts for FIT.

Texashas previously dealt with avery similar situation. In Public Utility Commission (PUC) Docket No.
14965, the PUC found that it was appropriate to require a consolidated tax savings adjustment. In an
appeal of that docket, the Third Court of Appeals deemed the PUC’s calculation methodology to be
acceptable, but ultimately upheld the District Court's reversal for lack of record evidence supporting the
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PUC's alternative calculation.”® Therefore, because the Examiners in this proceeding have found that
TXU presented no evidence showing whether the consolidated tax filing would provide savingsto the gas
utility customers or the amount of savings that would be realized from a consolidated tax filing, TXU
should be denied itsrequest for costs of tax filing preparation. Without evidence in the record regarding
aconsolidated tax savings, apartial allowance and disallowance of FIT expense could belikely construed
by Texas courts as unsupported.

8. Taxes Other Than Income Taxes and State Franchise Tax

TXU proposed that the following taxes (taxes other than income tax) be included in TXU Gas' cost of
service: payroll taxes, ad valoremtaxes, revenuerel ated taxes, U.S. Department of Transportation pipeline
user fees, and Texas' franchise tax.®* Revenue related taxes include state gross receipts tax, local gross
receipts tax, and the gas utility tax. TXU proposed the expense amount to be attributed to each tax.”™

Intervening Parties Positions

No intervenor opposed TXU's proposal that the identified taxes be included in TXU Gas' cost of service.
No intervenor opposed the reasonableness of the expense amount to be attributed to each tax. However,
ACC identified anerrorin TXU'scal culation of the state franchisetax expensefor Distribution net taxable
capital .*** ACC alsoidentified atranscription error in TXU's calculation of the state franchisetax expense
for Pipeline.®’ TXU agreed with ACC’ scommentsand revised itstestimony, schedul es, and workpapers,
accordingly.®®

Examiners Recommendation
The Examinersfind that it is reasonable to include payroll taxes, ad valorem taxes, revenue related taxes,
U.S. Department of Transportation pipeline user fees, and state franchise taxesin TXU’ s cost of service.

Theevidence showsthat approval of anamount of statefranchisetax using the net Taxable Capital Method
isreasonable. In Texas, corporations calculate the tax due on net taxable capital and the tax due on net
taxable earned surplus, and pay the greater of thetwo. The Texas Corporation Franchise Tax Report (Form
05-142; 05-143), requires two calculations: (1) tax due on net taxable capital and (2) net tax due on net
taxable earned surplus.

TXU claimed that it isthe TXU Gas entity that makes the franchise tax filing.”® In test year 2002, TXU
Gaspaid atotal of $307,440 in state franchisetax. TXU Gas stated that it had a stand a one net operating
lossfor theyear. Therefore, TXU adjusted its state franchise tax to reflect the taxable capital and earned

93 Application of Central Power and Light Company for Authority to Change Rates, Docket No. 14965, Second
Order on Rehearing (Oct. 16, 1997); Central Power and Light Company v. Public Utility Commission, 547 SW.3d
547 (Tex. App.-Austin 2000, writ requested).

94 TXU Exhibit 20 at 3-6.

95 TXU Exhibit 61, Schedule G-6(D) and Schedule G-6(P).

96 ACC Exhibit 2 at 4.

97 ACC Exhibit 2 at 7.

918 ACC Exhibit 40; TXU Exhibit 61, Schedules G-6(D) and G-6(P).

99 TXU Exhibit 20at 6; TXU Exhibit 61, WP/G-6.3(P), Note at lines 20-22.
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surplusat the proposed rate.* In TXU Exhibit 61, the utility’ scorrected cal cul ation of franchisetax under
the Taxable Capital Method resulted in $396,420.88 for Pipeline and $1,242,084.81 for Distribution.**
Under the second method, i.e., the Taxable Income Method, the state franchise tax calculation was
$648,158.16 for Pipelineand $2,134,685.37 for Distribution. However, the Examinersfind that TXU did
not provide clear evidence regarding its franchise tax calculation and treatment.®? The Taxable Capital
Method appears to calculate less tax than the Taxable Income Method. Nevertheless, at the bottom of
Workpaper WP/G-6.3(P) of TXU Exhibit 61, TXU included the note that "[f]ranchisetax is remitted to
the state based on total TXU Gas, which under proposed rates would be calculated under the Taxable
Capital Method.” TXU provided no evidence or testimony to explain how or why the TXU Gascal cul ation
of franchisetax would have adifferent result than theindividual Pipeline and Distribution cal cul ations of
franchise tax, such that TXU would remit using the lower Taxable Capital Method rather than the higher
Taxable Income Method. The evidence did not provide for amounts of |ossthat were considered by TXU
in each calculation. The evidence did not support the higher calculation method. The evidence did not
provide any other possible explanation.

Basing the state franchise tax expense on the Taxable Capital Method results in a more accurate cost of
service than the Taxable Income Method and the record lacks evidence to support the Taxable Income
Method; therefore, the Examiners recommend the Commission approve state franchise tax expense
calculated using the Taxable Capital Method. The Examiners’ recommendation asto theexpenseamounts
to be attributed to each tax (taxes other than income tax) is contained in Examiners' Schedule N(D) and
Schedule N(P).

The Examinersrecommend that, asacompliancefiling, the Commission require TXU Gasto filewith the
Railroad Commission a copy of its Texas Corporation Franchise Tax Report (Form 05-142; 05-1243) at
thetime it isfiled each year with the Texas Comptroller.

9. Pensions and Other Employee Benefits

TXU sought approva from the Commission for Pension and Other Employee Benefits as an expense.
TXU represented that the amounts reflect the normal ongoing costs of TXU Gas operations. TXU stated
that no Intervening Party challenged the utility’ s request.

For Pipeline, TXU reported test year costsof $5,760,899.47 and an adjustment of $2,580,097.75, for atotal
of $8,338,021.46.%2 For Distribution, TXU reported test year costs $16,106,271.77 and an adjustment of
$5,286,036.69, for atotal of $21,518,788.41.

Examiners Recommendation
The Examinersfind little evidence to substantiate TXU’ s position that these amounts and adjustmentsare
reasonable and necessary.®*® However, in the absence of contravening testimony, the Examiners

90 TXU Exhibit 20 at 6.

%21 TXU Exhibit 61, WP/G-6.3(D); TXU Exhibit 61, WP/G-6.3(P).

92 TXU Exhibit 61, WP/G-6.3(D); TXU Exhibit 61, WP/G-6.3(P).

923 TXU Exhibit 17 at 10; TXU Exhibit 61, Schedule G-5.7(P); TXU Exhibit 61, Work paper WP/G-5.7(P); TXU
Initial Brief at 90 (Mar. 8, 2004).

94 TXU exhibit 17 at 10; TXU Exhibit 6,7, and 61, Schedules G-5(D) and G-5(P).
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recommend the Commission approve TXU'’ s requested amounts.
10. Poly 1 Pipe/Safety Compliance Program Expenses

Theissueof Poly 1 pipe, TXU’ s Safety Compliance Program, and TXU’ srequested treatment is discussed
starting at page 13 The Examinersrecommended that TXU’ srequest for areturn on assetsbedenied. The
Examinersal so recommended that the Commissionrequire TXU, from thedate of thisOrder on aforward-
going basis, to cease collection in ratesfor Poly 1 pipe expenses. TXU stated that expensesfor Poly 1 pipe
have been previously approved by the Commission and by municipalities. However, thisisthefirst time
the issue has been fully litigated and is therefore ripe for decision. The Examiners recommend that the
Commission disallow a return on the Poly 1 pipe Safety Compliance Program Costs, denia of these
expenses asinvested capital from the date of the Commission’s Order, denia of related legal and lawsuit
expenses, and denial of the amortization of the Poly 1 pipe software. TXU’ s proposed Safety Compliance
Program amortization expense of $3,008,705 isdiscussed further, starting on page 13 of this Proposal for
Decision.

11.  WINS Expenses

Theissue of WINSisdiscussed starting at page 34. The Examinersrecommended that no WINS program
implementation costsareattributableto TXU Gas' utility customers. The Examinersalso recommend that
the beneficial savings resulting from the WINS program should be increased.

12. Pipeline I ntegrity Testing

TheCommission’ srule 88.101, Pipelinelntegrity Assessment and Management Plansfor Natural Gasand
Hazardous Liquids Pipelines (16 TEx. ADMIN. CODE §8.101,%% “Pipeline Integrity Rul€”), requires gas
utilitiesin Texasto assesstheintegrity of their pipeline systems and to repair or replace pipe that does not
meet safety standards. Utilities that desire to use a direct assessment methodol ogy as an inspection and
assessment tool were required to prepare a direct assessment plan and to submit the plan to the
Commission for review and approval. The Pipeline Integrity Rulerequires that at |east one-half of agas
utility’ s pipeline be assessed by January 1, 2006, and the remainder by January 1, 2011.°% TXU reported
that the GUD 9400 test year of 2002 was the first year the utility operated under its integrity management
plan, in compliance with the Pipeline Integrity Rule.”” TXU reported that its O& M expenses associ ated
with pipeline assessment included pressure tests, in-line inspections, modifications to pipes to complete
pressure tests, and the cost to maintain gas service to customers during the tests.%?®

XU
TXU Distribution experienced no integrity testing costsduring thetest year.”® TXU Pipeline experienced

95 §8.101 was effective April 30, 2001, 26 Tex Reg 3214; amendment effective August 25, 2003, 28 Tex Reg
6829.

96 16 TEX. ADMIN. CODE §8.101(b)

927 TXU Exhibit 13 at 12-13; TXU Gas Exhibits 6-8 and Exhibit 61 at Schedules G-5.8(D), G-5.8(P),
WP/G-5.8(D), and WP/G-5.8/1-2(P).

98 TXU Exhibit 13 at 12.

99 ACC Exhibit 4 at 9a (Nalepa Direct Testimony).
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$3,763,720 of integrity testing costs during the test year®™ for assessing 277.2 miles of pipeline at an
average cost of $13,577 per mile. TXU reported that as of January 1, 2003, the utility had 1,454 milesto
assess before its 50 percent deadline on December 31, 2005. TXU estimated its total capital cost to
comply with the December 2005 deadline to be $28.3 million.**

TXU requested recovery of additional integrity testing costs through 2005. The annual adjusted amount
TXU proposed for Distribution was $683,376. TXU’scalculation for thisamount islocated at WP/G-5.8
(D). TXU assumed that it would assess approximately fifty milesin 2003, fifty milesin 2004, and fifty-
onemilesin 2005 (average = 50.33 milesfor thethreeyears). TXU calculated that it assessed its pipeline
at approximately $13,577 per mile during the test year. Therefore, TXU estimated that its three year
average was $683,376.%2 TXU sought this amount of $683,376 asits yearly adjustment for Distribution.

TXU reported that it had $3,763,667 of actual test year 2002 integrity testing costs attributable to
Pipeline.”*® TXU estimated the amount needed for 2003, 2004, and 2005 would average $6,424,944.9%
Therefore, TXU proposed an adjustment. The annual adjusted amount TXU proposed for Pipeline was
$2,661,277.%° TXU’s calculation for this amount is located at WP/G-5.8/2(P). TXU assumed that it
would assess approximately 434 miles in 2003, 434 miles in 2004, and 434 milesin 2005. TXU
calculated that it assessed itspipeline at approximately $13,577 per mile. The$13,577 per mile, times434
miles, is$5,892,418. Then, TXU added verification costs of $528,000 to total $6,420,418 ($5,892,418 +
$528,000 = $6,420,418). The three year average was estimated by TXU to be $6,424,944. Considering
that the test year 2002 costs were $3,763,667, TXU determined that the adjustment it needed was
$2,661,277. TXU sought approval of $2,661,277 asits yearly adjustment for Pipeline.®*

ACC opposed TXU’ sadjustment, in part,and ATM opposed TXU’ sadjustment, intotal. TXU argued that
ACC's and ATM’s recommendations were unreasonable and must be rejected. TXU stated that its
proposed adjustment to account for the increased expenses associated with the Pipeline Integrity Rule are
known, measurable, and reasonable.*’

TXU countered ACC’s proposal and argued that no efficiencies can be gained by creating an integrated
testing program between TXU Gas and TXU Fuel Company because such an integrated testing program
is aready in place; *® that TXU Gas cannot simply exempt pipeline segments from the required
assessments merely by transferring the assets between operating divisions;** that there are significant
operational constraints that prevent the utility from merely transferring assets to avoid compliance with
aCommission rule;*® and that it is not possible, as suggested by ACC, to reclassify certain segments of

90 ACC Exhibit 20.

%1 TXU Exhibit 13 at 12.

%2 TXU Exhibit 61 at Schedule G-5 (D), line 8; WP/G-5.8(D); ACC Exhibit at 9a; and ACC Exhibit 20.
%3 \WP/G-5.8/2(P), Line 10.

%4 \WP/G-5.8/2(P), Line 11.

%5 \WP/G-5.8/2(P), Line 12.

96 TXU Exhibit 61 at Schedule G-5 (D), line 8; TXU Exhibit 61 at Schedule G-5 (P), line 8; TXU Exhibit 13 at
12, line 27; ACC Exhibit 20, attachment 1.

%7 TXU Initial Brief at 115-118 (Mar. 8, 2004); TXU Reply Brief at 81 - 83 (Mar. 17, 2004).

98 TXU Gas Exhibit 26 at 12.

99 TXU Gas Exhibit 26 at 13.

%0 TXU Gas Exhibit 26 at 13; Tr. Vol. 7 at 183-185.



GUD 9400 PROPOSAL FOR DECISION Page 199

pipeline and to operate at reduced pressures.®*

TXU stated that ATM’s proposal was to disallow all adjustment amounts attributable to the pipeline
integrity program and that ATM’s proposal was based on incorrect and unfounded assertions. TXU
concluded that:

. the utility considered compliance with the Commission's existing Pipeline Integrity Rule
only, and not any present or futurefederal rules, when devel oping its adjustment to its cost
of service;*?

. the utility will comply with the rule to assess 50 percent of the necessary mileage by 2005,
because it has aflexible plan to allow for the necessary mileage by 2005;°#

. the utility based its adjustment on its test year experience in complying with the Pipeline

Integrity Rule and disclosed during discovery all costs and activities undergone during the
test year to comply with the Integrity Rule and the test year cost per mileisrepresentative
of the expected costs in the future;**

. TXU disclosed that TEPSCO wasthe project manger for 2003 and the term of the contract
with TEPSCO does not expire until 2008;**°

. TXU presented and used the costs associated with its experience in complying with the
Pipeline Integrity Rule as the basis for its adjustment;**

. TXU will use approved methodol ogies to assess the pipeline segments under the Pipeline
Integrity Rule;** and

. if TXU’ sdirect assessment methodol ogy is approved, the utility will usethe methodology

to assess pi peline segments, but the costs associated with direct assessment are no lessthan
the estimated cost per mile included in the utility's proposed adjustment;** and

. increased numbers of customers and revenues have no relationship to how much it costs
to assess its pipelines, as required by the Pipeline Integrity Rule.

ACC

ACC argued that the adjustment requested by TXU was not warranted and questioned the credibility of
TXU’ switnesson thisissue.**® ACC argued that TXU failed to demonstrate that its proposed adjustment
is known and measurable or that the expenses are reasonable and necessary. ACC recommended an
integrity testing reduction of $9,413 for Distribution and $1,045,747 for Pipeline to remove redundant
verification costs and implementation of identified cost savings initiatives.®®

ACC took the position that the Pipeline Integrity Testing Program expense adjustment proposed by TXU
was not reasonable and necessary, nor wasit a known and measurable adjustment. ACC challenged that

%1 TXU Gas Exhibit 26 at 14; Tr. Vol. 7 at 183-185.

%2 TXU Gas Exhibit 26 at 7-11.

%3 Tr. Vol. 2 at 65.

%44 TXU Exhibit 13 at 11-13; TXU Exhibit 26 at 8; TXU Exhibit 26, attachment JAG-R-2; and TXU Exhibit 26,
attachment JAG-R-3.

%5 TXU Exhibit 26 at 9; TXU Exhibit 26, attachment JAG-R-4.

96 TXU Exhibit 26 at 8; Tr. Vol. 2 at 51-52.

%7 TXU Exhibit 26 at 9; TXU Exhibit 26, attachment JAG-R-4; Tr. Vol. 2 at 60-65.

%8 TXU Exhibit 26 at 10; Tr. Vol. 2 at 61 and 159-160; Tr. VVol. 7 at 186.

99 ACC Initial Brief at 131-133 (Mar. 8, 2004); ACC Reply Brief at 76 (Mar. 17, 2004).
%0 ACC Exhibit 4 at 10a.
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TXU’sintegrity testing costs are not known and measurable because TXU testified that it will continue
to look for ways to reduce its integrity testing costs, and because future integrity testing costs are
determined by the condition of the specific section of pipe being tested.® ACC reported that TXU's
expense calculation for its proposed adjustment includes redundant verification costs of $7,970 and that
because TXU did not rebut ACC’ s adjustment for redundant verification costs the calculation of integrity
costs should be adjusted by this amount.*?

ACC arguedthat TXU should beableto achieve cost savingsthrough coordinated pipelineintegrity testing
between TXU Gasand TXU Fuel Company and recommended that TXU's proposed expensesfor program
management could be reduced by 5 percent as costs that could be saved through coordination of project
management teams between TXU Gas and TXU Fuel.** ACC pointed out that TXU adopted the cost
saving measureit recommended, but continuesto object to an adjustment to itsexpensesto recognizethose
savings. ACC argued that its 5 percent recommendation resulted in a $44,075 adjustment to TXU’s
proposed costs and should be approved.®*

ACC noted that it was actually TXU’ sown staff that considered the possibility that reclassification of the
pipethat issubject to integrity testing requirements could be one way to reduce costs. ACC recommended
that the costs savings of any such reclassification should bereflected in TXU’ s proposed cost adjustment.
ACC suggested that TXU be required to affirm that it will not take such action to reclassify pipe, as
recommended by TXU’s Gas Initiatives Pipeline Integrity Team.**

ACC summarized the effect of itsrecommendationson therecal cul ation of aper-milecost. ACCremoved
$7,970inredundant verification costsand $44,075 to reduce project costsfor total adjustmentsof $52,045.
Therefore, ACC's recalculation of the test-year-per-mile cost was $13,390 per mile ($3,763,666.60 -
$52,045 + 277.2 miles = $13,390).%°

ACC applied thisrateto Pipeline. ACC acknowledged that milage was reduced by 72 miles per year due
to reductions in the amount of pipe subject to testing ($13,390 x [434.3 - 72] = $4,851,197). ACC then
added verification cost of $528,000 to calculate total Pipelineintegrity testing costs of $5,379,197, which
isareduction of $1,045,747 from the amount requested by TXU.%’

ACC did not adjust the amount of Distribution pipe. Therefore, ACC applied its adjusted test year per-
mile expense to the miles estimated by TXU ($413,390 X 151 miles/3years) to calculate $673,963. ACC
determined that this was a reduction of $9,413 from the amount sought by TXU.%®

ATM
ATM argued that TXU’s proposed adjustment for future expenses through December 31, 2005, are not

%1 ACC Initial Brief at 132(Mar. 8, 2004); Tr. Vol. 2 at 57 and 63.

%2 ACC Exhibit 4 at 10a.

%3 ACC Exhibit 4 at 13 - 14.

%4 ACC Exhibit 4 at 12; TXU Exhibit 26 at 12-13; Tr. Vol. 2 at 103-105.

%5 ACC Initial Brief at 132-134; ACC Exhibit 4 at 11- 16a; TXU Exhibit 26 at 13-14.
96 ACC Exhibit 4 at 16a.

%7 ACC Exhibit 4 at 17a.

%8 ACC Exhibit 4 at 17a.
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known and measurable. ATM argued that because the expenses have not beenincurred, TXU cannot know
what its integrity assessment costs will be. ATM argued that TXU’s adjustment calculation is flawed.
TXU took itstest year expenditure while in start-up mode and divided it by the number of miles assessed
to arrive at acost per mile.®® ATM represented that TXU had provided no evidence that 2002 costs were
representative of the costs TXU will incur in 2003, 2004, or 2005, or that the costs of repairs madein 2002
are similar to the amounts that will be incurred in future years.*®

ATM questioned why TXU replaced Fluor Daniel at the end of the test year as the project manager and
noted that TXU never explained why. Because TXU provided no clear explanation, ATM assumed that
it was because Fluor Daniel was not performing well. ATM suggested that the costs for the 2003 project
manager, TEPSCO or Tellepsen, were unknown and it was al so unknown whether TEPSCO or Tellepsen
would continue as the project manager in 2003, 2004, and 1005.%*

ATM alsoquestioned TXU’ srecord of scheduling, rescheduling, and compl etion of capital projects. ATM
noted that TXU’ s explanation for no assessment activity in the first four months of 2003 was that it was
a peak period for gas consumption. However, ATM asserted that March and April are not peak
consumption months and questioned why TXU’ s witness was unable to determine whether assessments
had been performed in the first four months of test year 2002.

ATM listed several other uncertaintiesregarding future costs. OnewasTXU’ snumber of test verifications
and estimate of test verification costs, because the number of tests and the costs of those tests varied from
2001 to 2002, and TXU was not certain how many test verificationswill be madein 2003, 2004, and 2005.

962

Examiners Recommendation

TXU failed to meet its burden regarding pipeline integrity assessment and testing costs. The Examiners
make two recommendations. First, the Examiners recommend that the Commission disallow $881,499,
which is the amount TXU Gas spent in test year 2002 for Fluor Daniel Project Management services. ™
Therecord evidence does not show that TXU’ s decision to use Fluor Daniel astheinitial project manager
was prudent, reasonable, or necessary. Second, TXU’ sevidencerelatingto itsestimated cal culation of the
2003, 2004, and 2005 integrity testing costs is speculative and unreliable. Therefore, the Examiners
recommend that the Commission deny TXU’s proposed adjustments to both Pipeline and Distribution,
because TXU did not meet its burden to prove that these amounts for future integrity testing costs are
known and measurable changes. The Examiners' recommendations regarding the treatment of Pipeline
Integrity Testing expenses are discussed more thoroughly in the following paragraphs.

The Examiners have thoroughly reviewed al evidence on this issue, including the January 27, 2004,
hearing transcript. The Examiners considered TXU’s explanation regarding the project management.***
Mr. Greer stated that Fluor Daniel (Fluor) supplied other servicesfor the TXU companiesand wasinitially

%9 ACC Exhibit 20; ATM Initial Brief at 58.

%0 ATM Exhibit 1 at 36-37.

%1 ATM Exhibit 1 at 37.

%2 ATM Exhibit 1 at 37-39.

%3 ACC Exhibit 20, RFI Response to ACC 1-118, Attachment 1, line 23.
%4 Tr.Vol. 2at 101 - (Jan. 27, 2004).
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selected for theintegrity testing program because therewasal ready an astructure (negotiated rates) in place
that would allow TXU to use the services from Fluor Daniel. However, Greer was unsure as to whether
Fluor Daniel had previously provided servicesfor TXU Gas, could not provide the date the arrangement
between Fluor and TXU wasinitiated, and was vague about the nature of the servicesthat Fluor wasunder
an existing arrangement to provide.

The Examiners find that TXU did not provide probative evidence regarding the services or results that
Fluor actually provided to TXU. The extent of Mr. Greer’ s description was that Fluor provided generd
engineering, project management, program management, and servicesthat TXU did not havein-house staff
to do, but were necessary.*> Mr. Greer stated that his responsibility with regard to the pipeline integrity
testing was day-to-day management of the project, to make surethat TXU had aplanin place, and to make
sure that the plan got implemented. However, Mr. Greer stated that he did not know the name of the
person from Fluor who wasin charge of the project, that no one from Fluor reported to Mr. Greer, and that
he was not sure where the Fluor management team was located, or where the Fluor office staff was
located.*®

Fluor did not do all the work; Fluor contracted with TEPSCO.*’ Mr. Greer was not certain how many
contractors under Fluor wereinvolved. Mr. Greer didn’t know the arrangement or contractual obligation
between TXU and TEPSCO. Mr. Greer stated that he believed TEPSCO took itsdirection from Fluor but
may have actually had a commercial arrangement with TXU Gas.*® Mr. Greer did not know whether
TEPSCO had contracted with other companiesfor similar services.*® The Examinersfindthat TXU failed
to present probative evidence why the utility referred to the new project manager as Tellepsen Services
Company, L.P., stating at the hearing that TXU offered the wrong name and that TEPSCO was the
appropriate name.*™

When questioned as to why Fluor was replaced with TEPSCO, TXU offered no probative evidence. Mr.
Greer gavenoreasonfor TXU’ sdecisionto solicit bidsafter Fluor had been the project manager for ayear.
Instead, Greer testified that TXU knew it had other optionsfor the servicesthat were performed by Fluor,
and that it was prudent business practiceto test the market and understand TXU’ soptions. The Examiners
note the evidence shows TXU did not solicit bids or consider any other company when Fluor became the
initial project manager. TXU offered no evidence that it was able to procure a preferred contractual
arrangement with TEPSCO for amore economical cost, for better service, or for different test verification
anaysis.

The Examiners find that the evidence shows that TXU did not solicit bids and did not consider any
company other than Fluor astheinitial project manager. The evidence does not show that TXU Gaswas
required or contractually obligated to use Fluor astheinitial project manager. The evidence doesnot show
that the services provided by Fluor to TXU Gas were satisfactory to TXU.

%5 Ty, Vol. 2 a 101 (Jan. 27, 2004).
%5 Ty, Vol. 2 a 101-102 (Jan. 27, 2004).
%7 Ty, Vol. 2 a 104 (Jan. 27, 2004).
%8 Ty, Vol. 2 a 103-104 (Jan. 27, 2004).
%9 Ty, Vol. 2 a 106 (Jan. 27, 2004).
970 Ty, Vol. 2 a 106 (Jan. 27, 2004).
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Merely stating that TXU paid amounts to Fluor is not probative of their reasonableness or necessity.
Merely stating that the Commission’ sRule containsaDecember 2005 deadlineisnot evidence of anything.
Merely stating that the adjustments are reasonabl e and necessary and reflect expected costs for the period
inwhich rateswill bein effect isnot probative.®* TXU did not show that $881,499 was areasonable and
necessary expenses for general engineering, project management, and program management services
provided by Fluor.? The evidence does not show that TXU made a prudent, reasonable, or necessary
expenditure for the services of Fluor. TXU did not show that the services provided by Fluor would
contribute to future activity in the pipeline integrity assessment project.

TXU stated that it will assess more pipe in 2003-2005 and therefore requested an adjustment. However,
the Examinersfind that TXU provided no evidenceregarding the per-milecost. The Examinersareunable
to determine whether the per mile cost will increase, decrease, or remain constant at $13,577 for years
2003-2005. The Examiners find that the evidence provided by TXU does not show that future costs of
pipeline assessment are known and measurable. TXU may become more efficient at integrity assessment;
therefore, the costs may decrease. TXU may assess pipeline in environmental conditions that increases
theper-milecost. TXU may belikely tofirst assessits highest-risk pipe segments; therefore, TXU’ scosts
may decrease over time. TXU provided no support for its assumption that the test year cost-per-mileis
indicative of future cost-per-mile.

TXU stated that it received five bidsfor project management servicesfor the 2003 pipelineintegrity work,
and decided to use TEPSCO because TEPSCO was then providing TXU with contract pipeline services
and had enhanced familiarity with the TXU pipeline system. (Emphasisadded.) The Examinerstherefore
recommend that the Commission disallow $881,499, the amount TXU Gasdetermined it spent in test year
2002 for Fluor Daniel Project Management,®”® from the expenses associated with this project.

TheExaminers second recommendation regarding Pipeline Integrity Testingisthat the Commission deny
TXU’ s proposed adjustments to both Pipeline and Distribution, because TXU did not meet its burden to
provethat these amountsfor futureintegrity testing costs are known and measurable. TXU’ sestimate that
2003, 2004, and 2005 integrity testing costs will increase by the requested amounts is insufficient to
warrant an upward adjustment to its proposed expenses. It is not probative to state that future expenses
associated with pipeline integrity testing will increase or that the future expenses are known and
measurable. TXU failed to meet itsburden of proof that itstest year amounts should be adjusted upward.

TXU provided no probative evidencethat it would increase the amount of milesassessed for Pipelinefrom
277 (test year) to 434 or 435 milesin years 2003, 2004, and 2005, and would increase miles assessed for
Distribution from zero to 50 or 51 milesin years 2003, 2004, and 2005. TXU provided no evidence about
how it would increase its inspection miles. TXU provided no probative evidence that, subsequent to the
test year, it had managed to actually increase the miles assessed. Because of thelack of probative evidence
presented, TXU failed to show that it will meet the Commission’s 50 percent completion milestone for
December 2005.

91 TXU Exhibit 17 at 10.
%2 Ty Vol. 2 a 101 (Jan. 27, 2004).
97 ACC Exhibit 20, RFI Response to ACC 1-118, Attachment 1, line 23.
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The Examiners recommendation regarding TXU’s requested upward adjustment is consistent with the
Commission’ sdecisionin GUD 9304 (SOAH Docket 455-02-2065), Statement of I ntent of TXU Lone Star
Pipelineto Establish an Integrity and Safety Assessment for Recovery of Pipeline Integrity Assessment and
Management Expenses and Class Location Changes. 1n GUD 9304, the Commission found that it could
not establish the incremental rate requested by TXU Lone Star Pipeline without establishing the utility's
reasonable and necessary operating expenses and appropriate rate of return on itsinvested capital. Inthis
proceeding, TXU failed to present credible, probative evidence that the proposed upward adjustment of
test year expenses constitutes a known and measurable change to produce a reasonable and necessary
operating expense. Therefore, it is reasonable that the Commission disallow the adjustment.

TXU did not rebut ACC'’s assertion that $7,970 in redundant verification costs should be disallowed.
TXU'’s statement that additional efficiencies could not be gained because an integrated testing program
between TXU Gasand TXU Fuel Co. isaready in placeisinsufficient to overcome ACC’s proof.

Therefore, the Examiners recommend that the Commission incorporate their recommendations and two
of ACC’s recommendations to calculate a new, reasonable O& M expense for integrity assessment, as
follows.

For Pipeline, thetest year costs of $3,763,720 should be reduced by $881,499 to eliminatethe Fluor project
management costs and further reduced by $7,970 for redundant verification costs to derive new test year
amount of $2,874,252. Applying a5 percent (or $43,713) reduction for project efficiencies results in
$2,830,539 (or $2,830,539, rounded). The Examiners find that this is a reasonable amount for integrity
assessment for the period in which the rates will be in effect. The Examiners do not recommend the
Commission apply an upward adjustment for future, unknown cost increases, as proposed by TXU.

For Distribution, the Examinersrecommend using the previously recommended disallowanceto calculate
areasonable per-mile cost estimate of $10,211.18 ($2,830,539 + 277.2 miles= $10,211.18). TXU should
average inspection of 50.3 miles of Distribution pipe per year for the years 2003 - 2005. Therefore, the
appropriate annual expense is $513,962.72 ($10,211.18 x 50.3 miles = $513,962.72). The Examiners
recommend the Commission allow TXU toinclude $513,963 asthe reasonable O& M integrity assessment
expense for the period in which the rates will be in effect. The Examiners do not recommend the
Commission apply an upward adjustment for future, unknown cost increases, as proposed by TXU.

13. Uncollectible Expense

NARUC described Uncollectible Account 904 an account that shall be charged with amounts sufficient
to providefor lossesfrom uncollectible utility revenues. Concurrent credits shall be made to account 144,
Accumulated Provision for Uncollectible Accounts. Lossesfrom uncollectible accounts shall be charged
to Account 144.

Inthis Proposal for Decision, the section on TXU’ s proposed service agreement (SLA) starting at page 98
contains additional information relating to the issue of uncollectible accounts. The SLA provided that if
actual uncollectible write-off performance is below acertain quarterly and annua target, TXU Energy is
credited for the difference. If actual performance is above targets, TXU Gas s credited with 50 percent
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of the write-off difference.®™

TXU’s Position

TXU stated that the amounts recorded to NARUC Account 904 relating to uncollectible expense that is
included in total operating and maintenance (O& M) expense are reasonabl e and necessary and reflect the
normal ongoing costs of TXU Gas operations.””> TXU stated that in test year 2002, a credit reduction to
Uncollectible Accounts Expense in the amount of $963,459 was made.®"

TXU criticized Dallas's approach regarding Uncollectible Expense. Dallas recommended the use of a
three-year average consisting of the years 1999, 2000, and 2002.°”” TXU noticed that year 2001 was
omitted. Dallasincluded year 2001 in other normalization proposed averages. Dallasremoved 2001 from
its calculation of Uncollectible Expense, claiming that it was an "outlier." TXU observed that Dallas
presented no evidence to show that TXU’s proposed Uncollectible Expense is unreasonable or
unnecessary.?”®

TXU stated that Dallas ignored the facts that:

. the level of uncollectible expense has increased since 1999;
. TXU has taken steps to minimize the level of expense through the SLA; and
. utilizing a true continuous three-year average, and incorporating the SLA adjustment,

produces an increase, not a decrease, in expense.””

TXU did not use a contiguous three year average 2000, 2001, and 2003. TXU stated that using a
contiguous three year average would have been to the utility’s benefit. Instead , TXU used a more
conservative approach.®® TXU argued that the conservative level of Uncollectible Expenseis therefore
reasonable and necessary, and reflects the utility’ s ongoing level of expense.®!

Dallas s Position

TXU Gas included atotal of $4,543,652 in its proposed revenue requirement for uncollectible expense
($4,019,755 Distribution + $523,897 Pipeline = $4,543,652). Dallas reported that the uncollectible
expenserequested by TX U for Distribution was$4,019,755.% TXU testified that the actual creditto TXU
Gas under the SLA with respect to uncollectible write offs in 2002 was $963,459.° The total
uncollectible expense for Pipeline for the test year was $523,897.%* Dallas recommended reducing the
Distribution expense by $565,939, resulting in a Distribution uncollectible expense of $3,453,816, based
upon athree year average.

974 TXU Exhibit 16, attachment BMG-3 at 3 of 17; ACC Exhibit 4 at 18.
95 TXU Exhibit 30 at 14-15.

96 TXU Exhibit 16 at 14; TXU 17 at 19.

977 TXU Exhibit 30 at 13.

978 TXU Exhibit 30 at 13.

979 TXU Exhibit 30 at 13.

%0 TXU Exhibit 30 at 13.

%L TXU Initial Brief at 98-99.

% TXU Exhibit 61, Schedule G-2 (D), line 27.
%3 TXU Exhibit 16 at 14.

%4 TXU Exhibit 61, Schedule G-2 (P), line 76.
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Dallas noted that expense categories can vary significantly from year to year and argued that ratemaking
principlesrequireexpensesbenormalizedtoreflect averagelevel sof expensesthat may occur on an annual
basisin the future. Dallas stated that it based its three-year average on 1999, 2000, and 2002, excluding
year 2001 because it was an unusua year.”® The following table provides the annual uncollectible
expenses.

ANNUAL UNCOLLECTIBLES™®

Distribution
1999 $2,779,531
2000 $3,569,827
2001 $13,656,773
2002 $4,019,755

Dallas averaged 1999, 2000, and test year 2002 to derive the average uncollectible level of $3,777,524.
Then, Dallas applied the SLA adjustment of $323,708 to the average expense in accordance with the
provisions of TXU’s SLA with TXU Energy. The following table summarizes Dallas's calculations.

Summary Table: Dallas's Calculations
for Annual Uncollectible Expenses®’

Distribution
1999 $2,779,531
2000 $3,569,827
2001 $13,656,773
2002 $4,983,214
g— Oeoa?r aerllvderzaggzof 1999, | $3,777,524
SLA adjustment®® ($323,708)
3-year average $3,453,816

Dallas argued that the 2001 uncollectible expense of $13,656,733 was excluded because unusually cold
weather caused the expense level to be extraordinarily high. Dallas noted that TXU did not use the 2001
data when establishing the SLA normalized level of charges.”® Dallas summarized its position that the
test year level was not representative-- it was higher than other recent years. An averageisan appropriate
way to look at this expense. Both TXU and Dallas agree that 2001 data should not be used.*®

9
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> Dallas Initial Brief at 52.

% Dallas Exhibit 1 at 37.

%7 Dallas Exhibit 1 at 38.

%8 Dallas Exhibit 1 at 38 citing TXU’ s supplemental response to ACC RFI 6-19 and to the SLA agreement.
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For 2002, Dallas used $4,983,214 for the uncollectible expense instead of $4,019,755 for calendar year
2002. Inaccordancewiththe SLA agreement between Distribution and TXU Energy, acredit was applied
to the 2002 level after uncollectible expense was calculated. There was no equivalent SLA reduction for
prior years. Dallas calculated the three-year average on a consistent basis and then reduced the three-year
average by the SLA uncollectible credit applicable during 2002 pursuant to the agreement.

ATM’s Position
ATM stated that it supported Dallas' sproposed adj ustmentsto reduceinjuriesand damages expenses, legal
fees, and uncollectible expenses.**

Examiners Recommendation

The Examiners recommend the Commission approve the $565,939 reduction, resulting in a Distribution
uncollectible expense of $3,453,816. TXU stated that it could have used a contiguousthree-year average.
TXU argued that the calculation would have been to the utility’ s benefit. Therefore, TXU used a more
conservative approach. TXU also stated that the expensewas reasonable and necessary and reflected the
normal ongoing costs of TXU Gas operations. The Examiners find that the evidence and argument
presented by TXU isnot meaningful or probative. TXU failed to show that its request of $4,019,755 for
Distribution uncollectible expense and $523,897 for Pipeline uncollectible expense is reasonable and
necessary for the provision of gas utility. Dallas provided its calculation based on athree year average.
Ddllas used $2,779,531 (1999), $3,569,827 (2000), and $4,019,755 (2002) and omitted $13,656,773
(2001). TXU did not show that Dallas's approach was piecemeal ratemaking. The evidence shows that
TXU also omitted the higher $13,656,773 value when it devel oped the valuesto beused inthe SLA. The
Examiners find that it is reasonable for Dallas to have used the three year average to normalize the
expense. The Examiners also find that it is reasonable that Dallas omitted the use of year 2001 because
the evidence showsthat year 2001 isagreater amount than years 1999, 2000, and 2002 combined. Having
considered the evidence, the Examiners find that it is reasonable for the Commission to approve
Distribution uncollectible expense of $3,453,816. Dallas did not recommend adjustment to the Pipeline
expense and the remaining record evidence does not support an adjustment. Therefore, the Examiners
recommend the Commission approve TXU’ s request for Pipeline uncollectible expense of $523,897.

14. Injuries and Damages

NARUC account 925, Injuries and Damages, includes the cost of insurance or the cost of reserve accrual
to protect the utility against injuries and damages claims of employees and others, settlement of injuries,
and damages claims. It aso includes the cost of labor and |abor-related supplies and expenses incurred
for injuries and damages activities. Reimbursements from insurance companiesfor expenses charged on
account of injuries and damages and insurance dividends or refunds are credited to this account.*®

TXU’s Position
TXU offered that the amounts it recorded to NARUC Account 925 and that it adjusted on Schedules
G-5.6(D) and G-5.6(P) are reasonable and necessary and reflective of the normal ongoing costs of TXU

“1 ATM Initial Brief at 56-57.
%2 From NARUC Uniform System of Accountsfor Class A and Class B Gas Ultilities.
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Gas operations.”® TXU included Injury and Damages expense in the amount of $6,302,621 for
Distribution and $916,300 for Pipeline, because the amountsrepresent the actual expensesincurred during
the test year, as adjusted for known and measurable changes.

TXU addressed Dallas' s concerns regarding TXU’ s treatment of injuries and damages. TXU stated that
Dallas ignored TXU’s actual experience in the test-year and instead based its recommendation on a
four-year averageto normalize Injury and Damage Expense. TXU argued thiswas piecemeal ratemaking
and isaviolation of test-year-based ratemaking principles.***

Dallas used the same three year average used for the Uncollectibles Expense. TXU argued that alarge
component of itsInjury and Damages expense resulted from the payment of insurance premiumsto TXU
Vermont. In 1999, TXU did not pay premiumsto TXU Vermont due to sufficient lossreserves available
at that time.**®> Asaresult, TXU Pipeline had anegative balancein expensefor theentireyear.”® Theyear
1999 wasan aberration and not indicative of theknown and measurablelevel of premiumschargedto TXU
Distribution and TXU Pipeline on an ongoing basis.**’ Dallas's exclusion of data as an outlier is not
applied consistently. Indeed, TXU observed that Dallas's normalization methodology is for the goal of
producing adesired outcome of lower expense, regardless of whether arational basis existsto support that
outcome.”® TXU argued that the level of Injury and Damages expense incurred in the test year and
adjusted for increasing costs relative to increases in premiums is known and measurable.®® These
expenses are reasonable and necessary and representative of TXU’s ongoing level of expenses. TXU
argued that Dallas did not provide justification for use of the 1999 aberration. Dallas' s recommendation
to reduce Injury and Damages expense is therefore unsupportable and should be rejected.'*®

Dallas's Position

Dallasargued that TXU'stest year level of Injuries and Damages Expense was atypical and too high to be
reasonably representative of acontinuing level of expense. Dallasused a four-year averageto recommend
that the appropriate level is $4,082,183 for Distribution, and $481,987 for Pipeline, which are reductions
of $2,220,438 and $434,318 respectively.’®* Dallas used the four years because that was the information
that was available. The following chart summarizes Dallas's presentation of the four years of data.

93 TXU Exhibit 17 at 10-11; TXU Exhibit 30 at 14-15; TXU Exhibit 28 at 54-55; TXU Initial Brief at 92 (Mar. 8,
2004).

94 TXU Exhibit 28 at 54-55; TXU Exhibit 30 at 14-15; TXU Initial Brief at 92-93 (Mar. 8, 2004).

95 TXU Exhibit 28 at 55; TXU Exhibit 30 at 13.

9% TXU Exhibit 30 at 13.

%7 TXU Exhibit 28 at 55.

98 TXU Exhibit 30 at 13.

99 TXU Exhibit 30 at 15.

1000 TX U Exhibit 28 at 55; TXU Initial Brief at 92-93 (Mar. 8, 2004); TXU Reply Brief at 71 (Mar. 17, 2004).

100 Dallas Initial Brief at 52.
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Summary Table:
Four Year Injuries and Damages Amounts
YEAR DISTRIBUTION PIPELINE
AMOUNT AMOUNT

1999 $1,402,335 ($263,796)
2000 $5,688,360 $780,899
2001 $2,935,417 $494,545
2002 $6,302,621 $916,300
4-yr. Average [$4,082,183 $481,987
Difference  [$2,220,438 $434,313 1002

Page 209

Dallasargued that this evidence showsthat the amount in the Injuriesand Damages account during the test
year isnot arepresentative valuefor usein thefuture. Dallasargued that TXU would not want the expense
to be set on 1999 amounts as Dallas does not want expense to be set on 2002 amounts where the average
value is so much different from the test year.'®®

ATM’s Position

ATM supported Dallas' s recommendation of areduction to Distribution in the amount of $2,220,438 and
a reduction in the amount of Pipeline of $434,318, resulting in appropriate levels of $4,082,183
(Distribution) and $481,987 (Pipeline).'®

Examiners Recommendation

The Examiners recommend that the Commission approve TXU’ srequest for Injuries and Damages based
upon test year levels of $6,302,621 for Distribution and $916,300 for Pipeline. The record showsthat in
1999 TX U did not pay premiumsto TXU Vermont dueto sufficient lossreservesavailable at that time.’*
The record shows that a component of TXU’s Injury and Damages expense is its payment of insurance
premiums to TXU Vermont. As aresult, TXU had Injuries and Damages expense of $1,402,335 for
Distribution and a negative $263,796 for Pipeline.®® The evidence shows that year 1999 was not
indicative of the known and measurable level of premiums charged to TXU Distribution and TXU
Pipeline on an ongoing basis.'®” The Examinersfind that it is reasonable for the Commission to approve
Injuries and Damages expense of $6,302,621 for Distribution and $916,300 for Pipeline.

15. Merger Related Expenses

For discussion relating to merger-rel ated expenses such as Other Post Employment Benefits (OPEB), 1997
and 1999 Enhanced Retirement Plan (ERP), and the 1999 V oluntary Severance Plan (V SP), please seethe
discussion relating to Amortization of Regulatory Assets, beginning on page 224. The Examiners
recommended that, consistent with prior Commission ruling, TXU’ srequest for merger-rel ated expenses

1002 Dallas Exhibit 1 at 40.

1003 Dallas Initial Brief at 52 (Mar. 8, 2004); Dallas Reply Brief at (Mar. 17, 2004).
1004 ATM Initial at 56-57.

1005 TXU Exhibit 28 at 55; TXU Exhibit 30 at 13.

1006 TXU Exhibit 30 at 13.

1007 TXU Exhibit 28 at 55.
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be denied.
16. Legal Expenses/Regulatory Expenses

| ssue Summary

TXU requested the Commission approve $1,552,350 in lawsuit rel ated expensesit booked to Account 923
for Distribution.’®® |ntervening parties recommended the Commission disallow $809,092 for legal and
lawsuit fees; $537,634 for the Denton Franchise Fee lawsuit; $167,282 for the PG& E weighted average
cost; and $104,176 relating to Poly 1 pipe.

TXU’s Position

TXU argued that it incurred expenses associated with three Commission regulatory proceedings and two
civil lawsuits as ongoing costs of its business operations.'® TXU argued that although the exact nature
and issues change, civil and regulatory proceedings are realities of operating a gas utility and will occur
in future years. TXU stated that the lawsuit-related expenses and costs for representation before the
Commission are reasonabl e expenses that are recurring in nature and are properly included in the cost of
service, 10

Dallas

Dallasrecommended disallowing atotal of $809,092 for legal and lawsuit fees, including $167,282 for the
PG& E weighted average cost, $537,634 for the Denton Franchise Fee lawsuit, and $104,176 relating to
Poly 1 pipe. Dallas argued that the $167,282 requested for the PG& E case relating to a contract dispute
involving weighted average cost of gas was neither reasonable or necessary because the cost is non-
recurring and TXU failed to demonstrate that asimilar lawsuit will occur on an annual basis and because
TXU withdrew from the case.'™

Dallasargued that the Commi ssion shoul d disallow $537,634 for the Denton Franchi se Feelawsuit because
TXU failed to demonstrate that asimilar lawsuit will occur on an annual basis, because the lawsuit settled,
and as a part of the dismissal of the lawsuit, the utility agreed that none of the city’s legal fees would be
passed through to ratepayers.

As discussed previoudly in this proposal for decision, Dallas recommended that TXU’ s request for legal
and lawsuit expenses related to the Poly 1 pipe issue be reduced by $104,176 because the expenses were
non-recurring, were not reasonable, were not prudent, and were not justified.*?

ACC

ACC aso argued that the City of Denton litigation expense, project 10920109, should be disallowed
because the activity was completed and isnon-recurring. Therefore, it would beinappropriate to continue
to recover these expenses from ratepayers.’®® ACC argued further that TXU did not rebut ACC's

1008 Dallas Exhibit 1 at 43.

1009 TX U’ s Initial Brief at 94-95 (Mar. 8, 2004); TXU Exhibit 30 at 11.
1010 TXU’s Initial Brief at 95 (Mar. 8, 2004).

1011 Dallas Exhibit 1 at 43.

102 Dallas Initial Brief at 45 (Mar. 8, 2004); Dallas 1 at 44.

1013 ACC Exhibit 4 at 37.
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recommendation to remove the City of Denton litigation costs; therefore, the Commission should adopt
its recommendation.**

ATM
ATM concurred with Dallas and ACC.19%

Examiners Recommendation

The Examiners recommend the Commission deny TXU’ s request for $537,634 for the Denton Franchise
Feelawsuit, $167,282 for the PG& E weighted average cost , and $104,176 relating to Poly 1 pipe, totaling
$809,092 inlegal and lawsuit fees. The Examinersfind the evidence showsthat these were one-timelegal
expenses, rather than on-going legal expensestypicaly incurred in the regular course and conduct of gas
utility business. The Examinersfind TXU’s arguments and evidence unpersuasive that the Commission
should approve legal feesfor the PG& E contract dispute when TXU failed to show that asimilar lawsuit
will occur on an annual basis. The Examinersfound no evidenceto rebut Dallas' s argument that as a part
of thedismissal of the lawsuit, the utility agreed that none of the city’ slegal feeswould be passed through
to ratepayers. The Examiners found no evidence or arguments put forth by TXU to be persuasive that
TXU’s customers should therefore pay for legal expenses relating to the Denton Franchise Fee lawsuit.
Asdiscussedinthe Poly 1 pipe section of thisproposal for decision, TXU sought $104,176 relating to Poly
1 pipe. The Examiners reaffirm their recommendation that the Commission should disallow TXU’s
requested recovery of $104,176 relating to Poly 1 pipelegal and lawsuit fees'®*® becausethe expenseswere
non-recurring and were not justified.’®’ It is inappropriate for TXU’s current ratepayers to pay for
location and replacement costs of the Poly 1 pipe when it was imprudent and unreasonable for the utility
to have used the Poly 1 pipein 1970 and 1971 and when it was unreasonable and imprudent of the utility
not to haveimmediately located and replaced the defective pipe as soon as it became aware of the defects
in1971.

The Examiners found no evidence to support TXU’s position that it should be reimbursed for amounts
spent for lega or litigation fees relating to cases brought before the Commission, but for which the
Commission granted no relief. 1f included as expenses or as legal fees for approval by the Commission,
TXU should not recover amounts for GUD 9291 or GUD 9300.

17. Oncor Logo Labeling Expenses

TUC §39.051'%*8 and PUC Rule 25.342" required each Texas electric utility in transition towards a
competitive retail electric market to separate its regulated utility activities from its customer energy
services business activities. In other words, business separation was required between power generation,
retail electric providers (REP), and the transmission and distribution company. On April 25, 2000, the

1014 ACC Initial Brief at 92.

1015 ATM Initial Brief at 56 (Mar. 8, 2004).

1016 Dallas Initial Brief (Mar. 8, 2004).

107 Dallas Initial Brief at 45 (Mar. 8, 2004); Dallas 1 at 44.

1018 pyblic Utility Regulatory Act, TEX. UTIL. CODE ANN. §811.001 - 64.158 (Vernon 1998 and Supp. 2004)
(PURA).

101916 TEX. ADMIN. CODE §25.342.
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PUC approved TXU’s plan for business separation.’’® TXU’s retail electric provider became TXU
Energy. TXU’swires company became Oncor Electric.

In the section of this PFD regarding affiliate transaction issues with TXU Business Services, the issue of
Activity/Project 19650000, Vehicle Graphics Changeout, is discussed. That account is for expenses
associated with development of aplan with implementation and staffing to convert vehicle graphicsfrom
TXU to Oncor. In that section, the Examiners found that the record evidence did not show that TXU’s
request for expenses associ ated with converting vehicle graphicsfrom TXU to Oncor was anecessary and
reasonable cost of gas utility service to be included in rates. Instead, the Examiners found that the
conversion of vehicle graphics from TXU to Oncor is part of TXU’s transition to electric restructuring.
TXU’selectricdivisionretained thefamiliar “TXU” name. Regulated gas utility customersshould not pay
for costs created by TXU’s business separation resulting from electric restructuring. The Examiners
recommended that the Commission disallow TXU’ srequest for Distribution cost of $2,709 and Pipeline’s
cost of $903 as a non-recoverable expense.

For similar reasons stated by the Examiners in the TXU Business Services section of this PFD, the
Examinersrecommend that the Commission approve Dallasand ACC'’ sproposed adjustment of $340,955
for Distribution cost of service for expenses related to Oncor brand logos and signs.

TXU’s Position

TXU stated that Oncor Electric provides certain essential servicesto TXU Gas, including meter reading
and other services, that are common to both the el ectric and gas companies.'®* Combined business support
activities benefit both gas and el ectric customers through the elimination or reduction of costs associated
with duplicate management, computer systems, and buildings/facilities. TXU argued that it istherefore
appropriate to assign a portion of these chargesto TXU Gas.'%%

TXU stated that no intervening party challenged the stated benefits of the services provided by Oncor
Electricto TXU Gas. TXU argued that TXU Gas saves approximately $1,000,000 from Oncor Electric's
refinement of the meter reading service (MRS). TXU argued that Account 930.2 expenses relate to
uniform and vehicle branding expenses that are directly related to the provision of the shared services by
Oncor Electric, therefore, the Commission should not approve ACC and Dallas's recommendation for a
$340,955 adjustment. These NARUC Account 930.2 expenses result from activities including the
purchase of Oncor Group meter reader uniforms and the placement or replacement of logos on Oncor
Group vehicles. TXU argued that as a recipient of the benefits of the services, TXU Gas should be
assigned an appropriate amount of the expenses incurred. TXU argued that these are normal ongoing
operating costs of TXU Gas.

TXU stated that meter reading activities are a shared service performed by Oncor Electric employees.
Because Oncor Electric meter readers read both el ectric and gas meters, Oncor Electric meter readers are

1020 PUC Docket No. 21950, Application of TXU Electric Company for Approval of Business Separation Plan
Pursuant to SQubst. R. 25.342, Interim Order Approving Stipulation and Settlement Regarding Approval of Business
Separation Plan (Apr. 25, 2000).

1021 TXU Exhibit 30 at 9.

1022 TXU Exhibit 30 at 9-10.
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required to be physically present on the premises of both electric and gas customers each month.’** These
employees wear Oncor uniforms, travel in Oncor vehicles, and work in Oncor facilities.™® TXU argued
that because they perform servicesfor both electric and gas customers, all costs and savings of the Oncor
Electric meter reading operations are properly shared by electric and gas customers.'

TXU stated that it did not manipulate the regulatory process as Dallas aleged. TXU could have made no
changestoits2002 meter reading cost assignment methodol ogy and not reduced gas meter reading expense
by approximately $1 million. TXU argued that rebranding costs associated with electric operations that
do not provide servicesto TXU Gaswere not allocated to TXU Gas; only aportion of the rebranding costs
for meter reading, economic development and support, and other shared organizations were assigned to
the TXU Gas.’®® TXU argued that it isunreasonable and inequitableto provide TXU’ sgas customerswith
the benefits of these shared operations, but then disallow the costs incurred in providing such shared
services.

TXU argued that costsincluded in Account 930.2 are not one time costs resulting from a corporate name
change, as alleged by intervening parties. Rather, they represent ongoing costs associated with repairing
or replacing damaged or worn uniforms, vehiclelogos, and facility signs. It isunreasonableto assumethat
TXU Gaswill not incur these types of chargesin the future. The amounts recorded to NARUC Account
930.2 related to Oncor Electric Branding/Relabeling included in total O& M expense are reasonable and
necessary and reflect normal ongoing costs of TXU Gas operations.

Dallas s Position

TXU’s response to ACC RFI 18-03 included at least $340,955 for expenses relating to the electric
restructuring process. This amount included approximately $144,000 for the purchase of uniforms,
approximately $132,000 as TXU'’ s proposed cost-of -service for changing the logo on trucks to the Oncor
logo, and approximately $65,000 per year for building signs identifying the new Oncor logo.**” Dallas
argued that these are not recurring costs. Building signs and new truck logos are not costsincurred every
year. These costs were incurred during the first year of electric restructuring which happened to be the
2002 test year. Dallas argued TXU's requested expense should be reduced by $340,955 to comply with
Commission recognized principle of regulatory consistency or recognition of necessary known and
measurable changes.’®® Dallas stated that this adjustment would reduce Distribution by approximately
$7.2 million and Pipeline revenue requirements by approximately $1.8 million.0

ACC'’s Position

ACC argued that the $340,955 included by TXU inits Distribution cost of service for expensesrelated to
Oncor brand logos and signs should be rejected. ACC stated that these costs are not reasonable and
necessary to provide gas service. Oncor was created as part of TXU's transition to competition for the
benefit of TXU's electric operations. The Oncor name is for the benefit of TXU Corporation and,

1023 TXU Exhibit 30 at 9-10.

1024 TXU Exhibit 30 at 9-10.

1025 TXU Initial Brief at 93-94.

1026 TXU Exhibit 30 at 9-10; TXU Initial Brief at 93-94.
1927 Dallas Exhibit 1 at 46.

1928 Dallas Exhibit 1 at 47.

1029 Dallas Exhibit 1 at 46-47; Dallas Initial Brief at 44-45.
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ultimately, its transition into electric competition. Rebranding costs necessitated by having a separate
Oncor business unit to meet TXU Electric's obligations should not be borne by TXU Gas' captive
ratepayers. Gas customers did not need a second company to provide their gas service and, therefore,
should not be charged with the cost of maintaining the Oncor name.'%%°

ACC noted that in TXU’s rebuttal testimony, services provided to TXU Gas by Oncor Electric were
confused with the coststo create the Oncor organization. These serviceswere provided to TXU Gasprior
to the creation of Oncor. ACC stated that it did not dispute the provision of the services. ACC
summarized that TXU created Oncor Electric for reasons unrelated to gas operations; therefore, gas
customers should not have to pay costs to preserve the name of a company other than TXU Gas. This
expense should be disallowed. !

ATM’s Position
ATM supported the recommendation by Dallas and by ACC to remove costs related to one-time,
non-recurring changes in logos and signage, thereby reducing Distribution expenses by $340,955,1%%

Examiners Recommendation

The intervening parties did not dispute the shared service of meter reading. TXU’s arguments are
misplaced. Theintervening parties challenged whether it is appropriate for gas utility customersto share
in coststhat would not have been incurred but for TXU’ s Business Separation Plan. TXU failed to prove
that itsrequest for expenses associ ated with converting vehiclegraphicsfrom TXU to Oncor, the purchase
of new uniforms, or changing building signsto identify the new Oncor logo is anecessary and reasonable
cost of gas utility service to be included in rates.

In 1999, the Texas Legidlature recognized as part of the restructuring of the electric industry that a utility
should be allowed to recover its regulatory assets.’®* However, the statute does not provide that electric
regulatory assets should be recovered from gas utility customers. The evidence does not show that these
costs are reasonable and necessary for the provision of gas utility services.

TXU stated that these costs represent ongoing costs associated with repairing or replacing damaged or
worn uniforms, vehiclelogos, and facility signs. The Examinersfind no probative evidence showing that
these expenses would have been incurred but for the change of the name of the utility due to electric
restructuring activities. The record evidence does not show that building signs and new truck logos are
yearly expenses. Record evidence does not show what the usual expense would be for purchasing new
uniforms or for replacing worn uniforms in the usua course of business. No evidence was provided
explaining why vehicle logoswould have to be replaced. No probative evidence showsthat building and
facility signs would need to be modified in any way but for the change in name resulting from TXU’s
Business Separation Plan. The evidence shows that these costs were incurred during the first year of
electric restructuring, which happened to be the 2002 test year. Having reviewed the evidence, the
Examinersfind that it is reasonable for the Commission to reduce TXU’ s requested Distribution expense

1050 ACC Initial Brief at 139; ACC Reply Brief at 70.
1031 ACC Initial Brief at 139.

1032 ATM Initial Brief at 56.

1033 pURA §39.301.
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by $340,955.
18. Affiliate Transaction | ssues

For discussion and Examiners' recommendations relating to expenses and affiliated transaction issues,
please see the discussion starting on page 46.

19. Depreciation

Depreciationisacomponent of theinvested capital determination. Inthisproceeding, TXU’ sdepreciation
using equal life group (ELG) methodol ogy, servicelives, amortization of computer software, treatment of
computer equipment, net salvagelevels, and half-year construction areconsidered. TUC 8102.152 requires
utilities to carry a proper and adequate depreciation account. TUC 8104.053(a)(1) provides that the
adjusted value of invested capital is original cost, less depreciation. This section provides TXU’s
arguments on each of these issues and is then followed by the parties’ responses.

TXU’s Position

TXU requested the Commission approve depreciation expense for both Pipeline and Distribution.

For Distribution, TXU used two general classes, or functional groups, of depreciable property: (1) the
Distribution Plant property; and (2) General Plant property. The Distribution plant functional group
consisted of service lines and associated facilities used to distribute gas within cities to TXU Gas
customers. The general plant functional group contained facilities associated with the overall operation
of the utility, such as office equipment and computers. TXU requested annual depreciation expenseinthe
amount of $61,921,258 for its Distribution assets ($57,274,192 for Distribution plant functional group +
$4,647,066 for the general plant functional group).'*

For Pipeline, TXU used five general classes, or functional groups, of depreciable property: (1) Gathering;
(2) Transmission-Compressors; (3) Transmission-City Gate; (4) Underground Storage; and (5) Generd
Plant. The gathering functional group consisted of smaller lines and associated facilities used to collect
gas from wells. The Transmission-Compressors functional group includes facilities that are used to
maintain adequate pressure throughout the System and to transport gas from the source of supply to the
ultimateend-user or delivery point. The Transmission-City Gatefunctional group included larger pipelines
and associated equipment, primarily used to transport gas from gathering and transmission systems to
delivery points at the city gates and other large volume delivery points and interconnections. The
Underground Storage functional group contained underground gas storage reservoirs and related
equipment. The General Plant functional group contained facilities associated with the overall operation
of the utility, such asoffice equipment and computers, rather than with aspecific Transmission, Gathering,
or Underground Storage classification. TXU requested annual depreciation expense in the amount of
$15,689,774 for its Pipeline assets ($14,279,470 for the combined Transmission functional groups +
$1,410,304 for the General functional group).’**

1034 TXU Brief at 62 (Mar. 8, 2004); TXU Exhibit 14 at 10-11; TXU Exhibit 61, Schedule D-4(D).
1035 TXU Brief at 62 (Mar. 8, 2004); TXU Exhibit 14 at 10-11; TXU Exhibit 61, Schedule D-4(P).
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a ELG Methodology

ELG Methodology: TXU used the ELG method to calculate depreciation, noting the Commission
previously approved TXU’ suse of thismethod in GUDs 8664, 8976, and 9145-9148.1%%¢ TXU stated that
no intervening party challenged TXU’s use of the ELG method. TXU’s service life calculation was
described at TXU Exhibit 14, attachments DAW-2 (Distribution) and DAW-3 (Pipeline). TXU stated that
no intervening party challenged TXU's proposed service life calculations. TXU countered Dalas's
contentions that ELG provides the utility with a revenue advantage and accelerates the recovery of
investment by stating that Dallas presented no evidence to support its position. TXU argued that ELG is
astraight-line method of depreciation that ensuresamore accurate recovery of itsinvestment over thelife
of the assets. TXU argued that with respect to retirement mix, if historical retirement data are dismissed
and only the current investment mix is considered, the net salvage percent would be more negative than
the negative 40 percent TXU has requested here.'®’

b. Service Lives/Lives of Lessthan Five Y ears

Remaining Life: TXU responded to Dallas's proposal regarding an adjustment to expense for accounts
having aremaining life of lessthan fiveyears. No intervening party challenged the servicelives proposed
by TXU regarding Distribution; however, Dallas proposed an adjustment to depreci ation expensefor three
Pipeline gathering accounts having aremaining life of less than five years. TXU responded that it does
not continue to book depreciation expense once an account isfully accrued argued and that (1) the utility
cannot book more that 100 percent of its original investment as depreciation expense for an asset, (2)
Generally Accepted Accounting Principles (GAAP) and 16 TEX. ADMIN CODE 87.5252(a) require assets
be depreciated over the remaining service life of the asset rather than on an estimate of the time until the
next ratefiling, and (3) that no additional depreciation expensewill berecovered to correct under-accrued
accounts. TXU stated that the remaining lives for the three accounts at issue have remained relatively
constant asaresult of investment activity occurring between rate cases. Thus, it isinappropriateto assume
that the utility will over-recover on accounts with aremaining life that will be completed before TXU’s
next full rate case.*®

C. Amortization of Software

Amortization of Software: TXU determined the appropriate amortization periodsfor intangible computer
software, consistent with the expected useful life of the software, its underlying amortization rate, sound
ratemaking policy, Generally Accepted Accounting Principles (GAAP), and the recognition of the
increasing pace of technology improvements. Therefore, TXU argued, the proposed amortization periods
for intangible computer software are appropriate. TXU did not agree with Dallas's proposal to extend
software amortization lives to the period between rate proceedings. TXU referenced 16 TEX. ADMIN.
CoDE 87.5252(a) and GAAP, which require assetsto be depreciated over their expected useful lives. TXU
followed the American Institute of Certified Public Accountants Statement of Position 98-1. TXU stated

10% TXU Brief at 63 (Mar. 8, 2004); TXU Exhibit 14 at 11-12.

1057 TXU Exhibit 14 at 11-12; Tr. Vol. 3 at 136; TXU Reply Brief at 57 (Mar. 17, 2004).

1038 TX U Exhibit 14, attachments DAW-2 at 29-30; TXU Exhibit 14, attachments DAW-3 at 37; TXU Exhibit 27 at
21-23; TXU Brief at 64 (Mar. 8, 2004); TXU Reply Brief at 60-61 (Mar. 17, 2004).



GUD 9400 PROPOSAL FOR DECISION Page 217

that it ceases accrual on an asset when the asset is either fully depreciated or fully amortized. TXU
opposed Dallas's proposal to tie the amortization period to the time between rate proceedings'®® and
argued that its proposed amortization periods for intangible computer software should be adopted.

d. Miscellaneous Computer Equipment-Account 398

Miscellaneous Computer Equipment: Dallas recommended an adjustment to Account 398 (TXU
Miscellaneous Computer Equipment), to exclude the depreciation expense from rate base. Dallas argued
that because the booked depreciation expense for Account 398 is less than the amount granted in the
utility’s last rate case, any excess collected through rates should be used to reduce rate base and be
refunded. TXU disagreed and responded that Dallas’ s position deniesthe utility recovery of theremaining
investment in Account 398, even though the investment in the account is used and useful to gas utility
customers. TXU argued Dallas's proposal would be retroactive ratemaking. TXU stated that it has a
cumulative under-recovery of roughly $17.6 millionin depreciation expensethat it experienced sinceGUD
9145 was decided.'*®

e Net Salvage

Net Salvage: TXU argued that industry standards, municipal regulations, and removal costs have become
increasingly expensive and requested the net salvage rate be adjusted from negative 30 percent to negative
40 percent for the Distribution function. Dallas recommended continuation of the existing negative 30
percent net salvage rate for the Distribution plant function. TXU stated initsMarch 17, 2004, Reply Brief
that the negative 30 percent net salvage rate for the utility's Distribution function has been in place
unchanged since 1995 and the natural gasindustry asawholeis experiencing increasingly higher negative
percentages of net salvage for Distribution plant.

TXU argued that its calculation of net salvage is appropriate because it used historical data, field
experience, operations experience, and the same methodol ogy approved by the Commissionin GUD Nos.
8976 and 9145-9148 to calculate the rate. To ensure a more accurate representation of the asset
characteristics in developing the depreciation study, TXU excluded outliers from the life and salvage
analysis sales of plant facilities, inter-company transfers, and activity for capital projectswherethe utility
received reimbursement for relocations from the life and net salvage analysis. TXU explained that it
considered outliersto be data that does not fall within the normal distribution pattern of the sample data.
These are considered to be anomalies because they deviate in excess of normal variation.'** TXU stated
that the Poly 1 pipe removed as part of the safety compliance program (SCP) was considered to be an
outlier and was excluded from both the life and net salvage analysis. TXU’s policy to abandon facilities
in place has existed since 1997; therefore, TXU reasoned, the historical data used to develop its proposed
net salvage rate for the Distribution function reflected realistic removal costs. Similarly, any economies
of scale currently realized were reflected in the historical net salvage data. TXU argued that the Edison
Electric Institute (AGA/EEI) data was not the basis of its recommendation, but that the report

1039 TXU Brief at 65 (Mar. 8, 2004); TXU Exhibit 27, attachment DAW-R-5.

1090 pallas Initial Brief at 54-55 (Mar. 8, 2004); TXU Initial Brief at 66-67 (Mar. 8, 2004); TXU Exhibit 27 at
23-24; TXU reply Brief at 61-62 (Mar. 17, 2004).

1041 TXU Exhibit 14 at 13.
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independently validates the reasonableness of its request.’**
f. Half Y ear Construction

Half-year Construction: TXU argued that ACC'’ s half-year proposed adjustment was inappropriate; that
reversal of vintage plant transfers excludes known and measurable changes in post test year plant; that
exclusion of costs associated with computer software used solely for the benefit to TXU Gas customers
is unreasonable; and that ACC’s recommendations regarding the costs associated with the sale of the
Streetman and Teague facilities are unfounded. TXU argued that itsoriginal cost of service at Exhibit 7,
Schedule D-5(P) used an amortization rate of 17.99 percent for Account 303-Intangible Software (Pipeline
computer software); however, TXU revised its schedules at TXU Exhibit 61, Schedule D-5(P), to use an
amortization rate of 19.24 percent for thisaccount. TXU argued that it fully supported the change to the
depreciation ratefor Pipeline computer softwarein itsrevised schedulesin WP/D-4/3(P) of TXU Exhibits
61 and 67. TXU argued that, upon removal of this software investment, it recal culated the depreciation
rate for Account 398 and the amortization rate for Account 303. The resulting depreciation rate for
Account 398 went from 10.90 percent to 0.93 percent. The amortization rate for Account 303 went from
17.99 percent to 19.24 percent.’**

TXU argued that the evidentiary record in this proceeding supported a finding that TXU’s requested
depreciation expensefor its Pipelineand Distribution assetswere reasonabl e and that the requested amount
should be approved by the Commission.

g. Construction Completed Not Classified (CCNC)

TXU requested to include post-test-year additional plant it referenced as construction completed not
classified (CCNC). For discussion regarding CCNC, please see page 117. The Examiners recommended
that post-test-year additions be disallowed; therefore, no decrepitation adjustment is needed for CCNC.
However, if the Commission wereto allow TXU toinclude CCNC, then the Examinersrecommended that
TXU berequired to account for the associated depreci ation amountsthat were not included inits proposed
rates.

h. Transfer or Relocation of Pipe

For discussion relating to depreciation rel ating to the transfer or rel ocation of pipe, please seethisProposal
for Decision starting on page 130. The Examiners recommend that the Commission disallow from
invested capital $55,660,675 relating to transfer and rel ocation of pipe. On an annual basisthis meansthat
return of $6,673,715 is disallowed and the associated depreciation of $1,942,558 is disallowed.

1022 TXU Exhibit 13 at 10-11; TXU Exhibit 14 at 13; TXU Exhibit 27 at 16-19, 33-34 and 69; TXU Reply Brief at
57-60 (Mar. 17, 2004). Net salvage levelsfor Distribution functional groups were analyzed at TXU Exhibit 14,
attachment DAW-2, Appendices E and F; Net salvage levels for Pipeline functional groups were analyzed at TXU
Exhibit 14, attachment DAW-3, AppendicesE and F; Tr. Vol. 3 at 143-144 and 156.

1043 TXU Exhibit 7, Schedule D-5(P); TXU Exhibit 61, Schedule D-5(P); ACC Initial Brief at 14-20, 36-40, and
81; TXU Exhibits 61 and 67, Workpaper WP/D-4/3(P).
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ACC

ACC recommended adjustments to depreciation expense that would reduce Distribution depreciation
expenseand increase Pipelinedepreciation expense. ACC recommended reversal of vintage plant transfers
made subsequent to the final Order in GUD 8976, and disallowance of post test year construction
completed not classified (CCNC). Because the net impact reduced plant-in-service, ACC reduced
depreciation expense by $1,456,153. ACC also removed additional amortization relating to Poly 1 pipe
of $3,008,705. The total reduction ACC recommended to Distribution depreciation expense was
$4,464,858.1%

For Pipeline, ACC recommended the Commission reverse vintage plant transfers, which impacted
construction completed not classified (CCNC) and the Streetman and Teague sale proceeds. ACC's
recommendationswould increase Pipeline plant amounts. Therefore, ACCincreased Pipelinedepreciation
expense by $259,392.1%%

ACC proposed that the accumul ated depreciation reserve be adjusted by half of theincreasein annualized
depreciation expense based upon the level of year-end plant-in-service (half year convention). For
consistency with the test year depreci ation expenses and the use of ayear-end rate base,*** ACC proposed
to adjust depreciation expense for only theincremental depreciation expense.*®” ACC clarified that it was
not recommending a half-year of depreciation expense subtracted from the net book value for calculation
of anew rate base, as TXU understood. ACC recommended a half-year calculation to reduce total net
Distribution plant-in-serviceby $2,834,316. Thehalf-year adjustment to general plant reduced Distribution
general plant by $15,277.2% Accumulated depreci ation for Pipelinewoul d bereduced by $393,342. ACC
argued that its proposed half-year convention has been accepted by the Public Utility Commission.'%*

The result would be a reduction to Pipeline accumulated reserve for depreciation of $217,615 and
increasing net plant-in-service by thesameamount. Theadjustment to Pipelinegeneral plantisareduction
of $175,817 due to the increase in proposed depreci ation rates.**>

Dallas

Dallasagreed that no party opposed TXU’ suseof the EL G method; however, Dallas noted that use of ELG
results in a greater amount of depreciation expense in current years than the ALG method. Dallas
considered thisto bearevenue advantagethat allowsTXU to accel eratetherecovery of investment. Dallas
recalled that the Commission had increased TXU’s negative net salvage to 30 percent in GUD 9145.
Dallasargued that, considering the accel erated recovery of investment, it isinappropriate for TXU to now
request the Commission increase its net salvage from negative 30 percent to negative 40 percent. Dalas
also argued that theincreasein negative net salvage isimpacted by the 2001 - 2002 accel erated Poly 1 pipe
removal costs. Dallas identified four depreciation issues: (1) Distribution net salvage; (2) software
amortization; (3) Account 398-Depreciation; and (4) afive-year remaining life for Pipeline plant.

1044 ACC Initial Brief at 80; ACC Exhibit 3A, attachment CTC-7.

1% ACC Initial Brief at 81; ACC Exhibit 3A, attachment CTC-9.

1046 ACC Exhibit 3 at 11.

1047 ACC Reply Brief at 19 (Mar. 17, 2004).

1098 ACC Exhibit 3 at 13.

109 ACC Reply Brief at 20 (Mar. 17, 2004).

1050 ACC Initial Brief at 40; ACC Exhibit 101, attachment EB-4(P) at 2, lines 9-10.
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Dallas argued that TXU’s actual net salvage experience in the last three years does not warrant or
substantiate TXU'’ s request to increase the negative net salvage by 33 percent. Dallasargued that TXU’s
explanation -- that municipalities are passing more restrictive ordinances -- is not sufficient evidence to
warrant the proposed increase. Dallas challenged TXU’s position, stating that higher costs are for
installation of new pipe rather than removal of old pipe, and that the install ation was booked to plant-in-
service. Dallas recommended the Commission approve the current negative 30 percent net salvage and
order TXU to fully document and demonstrate the reasonableness and appropriateness of any proposed
modification in afuture rate case. Retaining the negative 30 percent net salvage resultsin a $5,131,121
decrease to TXU’s requested Distribution depreciation expense.’®*

Dallastook the positionthat additional labor used for Poly 1 piperemoval affected TXU’ snegative salvage
calculation; that the study period regarding net sal vage included time for which Poly 1 pipelabor increase
was included; that ratepayers should not bear these additional Poly 1 pipe costs; that there are no data
supporting TXU’s presumption that municipalities ordinances will increase future removal costs; that
TXU’s retirement mix during the test year was not typical of TXU’s usual retirement mix and therefore
overstated the negative salvage; allocation of replacement-cost activity overstates negative salvage; and
smaller replacement jobs (i.e., the more targeted replacements described by TXU)*? inflated negative
salvage.

Dallas observed that TXU relied on the same Edison Electric Institute (AGA/EEI) report the utility
previously relied upon in GUD 9145 to propose 30 percent negative salvage; and that TXU presented no
new datain this GUD 9400 proceeding.’®* Dallas noted that TX U was not forthcoming with information
in responses. The utility represented that salvage and cost of removal data were only available at the
functional level for Distribution,’®™* but in its rebuttal testimony TXU provided functiona level and
account level information.'®®

Dallas further argued that TXU’s proposed amortization period of ten years for the graphical mapping
system software and customer information system (CIS) wastoo short and would result in an over-recovery
of theutility’ sinvestment. Dallas determined the software investmentswill be fully recovered before or
shortly after the rates in GUD 9400 become effective and TXU isnot likely to return to the Commission
for afull rate review for five years due to Tex. Utility Code, 8104.301, entitled Interim Adjustment for
Changes in Investment, enacted by Senate Bill 1271 (Acts 2003, 78th Legislature (2003 R.S.), Ch. 938,
81, eff. September 1, 2003). Based upon the type of software, historical usage of other large software
programs, and treatment by other regulatory commissions, Dallas proposed to extend the amortization
period of TXU’s software from ten years to fifteen years for TXU’s two largest software investment
programs. Thiswould cause Distribution’ s amortization expense to decrease by $2,396,336 and Pipeline

1051 Dallas Initial Brief at 50 (Mar. 8, 2004); Dallas Exhibit 1 at 64-76; Dallas Exhibit, attachment JP-5; Dallas
Reply Brief at 15 (Mar. 8, 2004);

1052 Cross Examination of TXU Watson, Tr. Vol.9 at 44-45.

1053 Dallas Initial Brief at 52 (Mar. 8, 2004) citing to TXU Exhibit 52; Dallas reply Brief at 15.

1054 Dallas Exhibit 7.

1055 Dallas Initial Brief at 53 (Mar. 8, 2004); TXU Exhibit 27, attachment DAW-R-3; Tr. Vol. 9 46 -50 (Feb. 5,
2004).
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amortization expense to decrease by $715,038.2%

Dallas recommended an adjustment to reduce depreciation expense by $1,501,422 for TXU’s Account
398-Miscellaneous Computer Equipment. Dallas asserted that athough TXU had made adjustments for
other outlier data, it had failed to do so regarding Account 398. Dallas reported that in GUD 9145, the
Commission granted TXU over $2 million of annual depreciation expenseto recover lessthan $3 million
of remaining unrecovered investment. But, following the GUD 9145 rate proceeding, TXU retired the
majority of the investment in the 398 account. Dallas argued that TXU was granted over $6 million of
depreciation expense since its last rate case, to recover less than $3 million. In this proceeding, Dallas
argued that TXU’ s request for an additional one-half million dollars per year for further recovery of its
unrecovered investment is not reasonable or supported by evidence. Dallas argued that GAAP requires
a$1,501,422 reduction to Distribution depreciation expense and a $5,928,517 decrease to rate base.'®’

Dallas further argued that TXU’s depreciation process will allow the utility to over-recover for certain
Pipeline accounts, and proposed the utility be required to extend its Pipeline remaining life for five years
to prevent over-recovery. Dallas provided an example that in a previous docket TXU sought and the
Commission granted afull year’ s depreciation expense for an item in plant that will be fully depreciated
by November 2004. Thus, granting TXU’s proposed request in this proceeding, without applying a
reduction, will enable TXU to over-recover for the threeto five years that the ratesin GUD 9400 will be
in effect.’®® Dallasrecommended use of afive-year remaining lifefor recovery. Dallas used thefive-year
period because provisions of SB1271 led Dallas to assume the next TXU full rate proceeding will not be
for another five years. Dallas reported that the five year remaining life for Pipeline would result in an
approximate $575,671 reduction to annual depreciation expense.’®

ATM

ATM supported Dallas sproposed reductionsto Distribution depreci ation and to Pipeline depreciation.**®
Examiners Recommendation

With regard to TXU’s use of ELG methodology, and calculations of remaining life, amortization of
software, and miscellaneous computer equipment, the Examiners recommend the Commission approve
TXU’s depreciation requests. The Examiners find that the evidence supports a decrease to Distribution
rate for computer software Account No. 303 to 13.6955 percent to reflect removal of Poly 1 initiative
software from this account. Theissue of Poly 1 pipeisdiscussed in this proposal for Decision starting at
page ?. Otherwise, the Examiners recommend the Commission approve TXU’s request with respect to
the amortization of computer software.

The Examiners find that the evidence does not support TXU’ s request for a higher negative net salvage
(from negative 30 percent to negative 40 percent). The Examinersrecommend that ACC'’ s proposed half-

1056 Dallas Exhibit 1 at 76-77 and 81-83; Dallas Exhibit 1, attachment JP-6; Dallas Initial Brief at 53-54; Dallas
Reply Brief at 13 (Mar. 17, 2004); TXU Exhibit 61, WP/D-4/3(D); WP/D-4/3(P).

1057 Dallas Exhibit 1 at 83-89; Dallas Exhibit 1, Schedule JP-7, lines 14 and 15; Dallas Initial Brief at 55 (Mar. 8,
2004); Dallas Reply Brief at 14 (Mar. 17, 2004).

1058 Dallas Reply Brief at 13 (Mar. 17, 2004).

108 Dallas Exhibit 1 at 92-94; Dallas Initial Brief at 55 (Mar. 8, 2004).

1060 ATM Initial Brief at 50; Dallas Exhibit 2 at 64-89; Dallas Exhibit 2, attachment DJL-14 at 3.
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year adjustment be rejected. The Examiners find that ELG is a straight-line method of depreciation;
approval of ELG methodology is consistent with prior Commission decisions regarding the TXU Gas
utility.

The unknown, future time until TXU will return to the Commission for afull rate case does not overcome
the requirements of Generally Accepted Accounting Principles (GAAP) and 16 TEX. ADMIN CODE
8 7.5252(a), which require assets to be depreciated over their expected servicelives. Thus, amortization
of an asset isto be over the life of the asset rather than on an estimated time until the utility will return to
the Commission for afull ratemaking proceeding. The evidence showsthat TXU followed the American
Institute of Certified Public Accountants Statement of Position 98-1 to propose amortization periods for
intangible software. The evidence did not show that TXU used any treatment inconsistent with GAAP;
that TXU will over-recover; or that TXU accrues additional amounts on an asset after it has been fully
depreciated or fully amortized. GAAP requires an individual amortization period for each piece of
software; therefore, the Examinersfind that it isreasonablefor different software accountsto havevarying
service lives. The evidence shows that TXU’s amortization period for intangible software, service life
calculation, and depreciation of computer equipment are reasonable.

The Examiners did not find ACC’ s half-year convention to be radical, as TXU suggested. However, the
Examiners recommend the Commission reject ACC'’ s proposed half-year adjustment in this proceeding
because TXU properly calculated accumulated depreciation for its assets using the methodology
previously approved in GUD Nos. 8664, 8976, and 9145-9148; and because the evidence presented by
ACC was not probative that a half-year adjustment to TXU’ s depreciation reserve was necessary.

When net salvage is negative (i.e., cost of removal exceeds the salvage or scrap value), the effect is an
increaseto depreciationrates. TXU’ spositionthat the Commission should approveanincreasein negative
net salvage (from negative 30 percent to negative 40 percent) is not supported by TXU’s statements
regarding industry trend, increased removal costs, more restrictive municipal ordinances, morerestrictive
work hours, or requirementsto repair streetsfrom curb to curb.*®* Onthisissue, TXU’sevidence was not
credible, material, or probative. Mr. Watson presented depreciation testimony on behalf of TXU. He
stated that it was his responsibility to compile information into either capitalization or regulatory asset
categories.'®* Although Mr. Watson stated that he had reviewed the statute in preparation of testimony,
Mr. Watson did not demonstrate ageneral working knowledge of the statutory requirements applicableto
depreciation issues. '

Mr. Watson testified that TXU had experienced a significant change in net salvage because of increased
removal costs that were dueto increasingly restrictive municipal ordinances. The Municipal ordinances
related to right-of-way work, repair of facilities under streets, and replacement requirements for entire
panelsof asphalt.’®®* Mr. Watson’ stestimony assumed “ significant” increased costs but failed to quantify
the actual effect of claimed increased removal costs on net salvage resulting from municipal ordinance
demands. For example, Mr. Watson did not provide evidence showing distinction between increased

1961 Tr, Vol 3 at 92-100 (Jan. 28, 2004).
192 Ty Vol. 3 at 46-48 (Jan. 28, 2004).
1968 Ty, Vol. 3 at 39-40 (Jan. 28, 2004).
1064 TXU Exhibit 14 at 16.
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removal costs and increased removal costs due to changes in municipal ordinance requirements.'®®

Instead, Mr. Watson directed the Examiners’ attention to hisdepreciation study at TXU Exhibit 14, DAW-
2 at page 107 of 117, and made a blanket statement that the amounts were actual retirement, salvage, and
removal costs all booked as removal costs. Mr. Watson noted that there was a trend of increased costs,
but stated that TXU did not determine the level of how much increase was attributable to a specific
cause.’® Mr. Watson stated that TXU’s“. . . path wasto look at what happens on the books and then try
to verify, if you will, that what is happening isreal and why. And so we didn’t try to get to the level of
how much is removal for this and that.”'*’ The Examiners find that a proposed change to depreciation
rates resulting in a$5 million increase to cost of service warrants a detailed investigation into the causes
of this change. The Examiners find that TXU’s proposal, based on historical data, actuarial analysis,
consultation with field engineers, and consultation with operating personnel is not probative. TXU’s
proposed modification of the net salvage from negative 30 percent to negative 40 percent isnot supported
by the weight of the evidence, the depreciation study, changesin municipal ordinances, or industry trend.
The Examiners recommendation to disallow TXU’s proposed modification and to retain a negative 30
percent net salvage level is consistent with the Commission decision memorialized in the November 20,
2000, Final Order in GUD 9145, Finding of Fact 117.

In the section of this proposa for decision relating to the Transfer of Facilities, the Examiners
recommended the Commission approve TXU’s proposed transfer of assets to classify the asset in
accordance with the asset’ s actual use. Therefore, no adjustment to depreciation is necessary.

20.  Amortization of Regulatory Assets

Amortization of Regulatory Assets
In accordance with the Statement of Financial Accounting Standards (SFAS), autility isallowed to defer
the recognition of regulatory costs that have a probable corresponding increase or decrease in future
revenues. TXU sought approval to amortize several items, including:

(1) thetransition obligation related to Other Post Employment Benefits (OPEBS);

(2) the 1997 Enhanced Retirement Plan (1997 ERP);

(3) the 1999 Early Retirement Plan (1999 ERP) and the 1999 Voluntary Severance Plan (1999

VSP);

(4) the Winning Innovative Services (WINS) Program; and

(5) the Safety Compliance Program (SCP).

TXU sought approval toinclude amortized expensesfor theseitemsconsidered to beregul atory assets. The
regulatory asset amount and subsequent amortization treatments are summarized in the two tables that
follow,8

1065 Ty \ol. 3a 92-100 (Jan. 28, 2004).

1068 Tr.Vol. 3at 98-99 (Jan. 28, 2004).

1067 T, Vol. 3at 99, lines 3-7 (Jan. 28, 2004).
1068 ACC Exhibit 2 at 35.
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Regulatory Asset Distribution Pipeine
1997 ERP 16,175,827 0
OPEB - Transition Obligation 12,259,711 2,706,514
1999 Early Retirement Program (ERP) 2,171,687 819,157
1999 Voluntary Service Program (V SP) 967,095 52,695
WINS - TXU Business Services 878,146 565,216
WINS - Oncor Electric 4,682,337 1,609,258
Total $37,134,803 $5,752,840
Regulatory Asset Amortization Distribution Pipdine
1997 ERP 1,672,036 0
OPEB - Transition Obligation 1,225,9711%° 270,65307°
1999 Early Retirement Program (ERP) 246,837 67,386
1999 Voluntary Service Program (V SP) 108,459 4,335072
WINS - TXU Business Services 175,629 113,043
WINS - Oncor Electric 936,467 321,852
Total $ 4,365,399 $ 777,269

a SFAS 106 OPEB Transition Obligation

TXU’s Position

TXU explained that Other Post Employment Benefits or OPEBsrefersto all forms of post employments
or post retirement benefits, other than pensions, expected to be provided by TXU in the future to
employees and retirees. SFAS 106 provides that OPEB costs should be recognized by the utility during
the employee’ semployment period because they represent an obligation to provide future benefits. OPEB
transition obligationistheliability the utility recognized when the utility adopted SFAS106in 1993. TXU
argued that the merger between ENSERCH and TXU Corp. caused the utility to actually incur the OPEB
transition liability.'°"

TXU acknowledged that in GUD 9145, the Commission disallowed the OPEB transition obligation.
However, the utility argued that the Commission disallowed the amount because the utility mistakenly

1069 ACC Exhibit 2, Schedule GWT-23,

1070 ACC Exhibit 2, Schedule GWT-25.

1071 1999 ERP + 1999 V'SP = $71,720.25; TXU Exhibit 7, Schedule G-5.12(P).
1072 TX U Exhibit 7, Schedule G-5.12(P)).

73 TXU Initial Brief at 70-72 (Mar. 8, 2004).
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identified the amount as a merger-related cost. Therefore, TXU reasoned, the Commission would
reconsider the transition obligation at thistime. At the time of the Commission’ sdecision in GUD 9145,
TXU continued to amortize the OPEB regulatory asset. TXU argued that the OPEB transition obligation
was not amerger related cost but arose as aresult of the adoption of SFAS 106 in 1993; that amortization
of that transition obligation has been approved by the Commission; and it is reasonable to include
transition obligation amortization expense in this proceeding.’*

Dallas's Position

Because TXU madetheclassificationin GUD 9145 and received an adverse ruling from the Commission,
Dallas argued that the utility should be bound by that ruling. Dallas argued that the items contemplated
in GUD 9145, OPEB, and ERP or VSP, were litigated and should require no further discussion in this
proceeding.’’®

ACC’s Position

ACC stated that SFA S106 definesthetransition obligation asthe unfunded and unrecogni zed accumul ated
post-retirement benefit obligationfor all plan participantsat the date SFAS 106 wasadopted by acompany.
The accepted amortization in the utility industry is20 years, as TXU requested. TXU reported these same
amounts as merger related costsin GUD 9145, which were disallowed by the Commission. ACC reported
that if these costs were mistakenly identified as merger-related costs, the utility never corrected the error.

ACC also argued that the Examiner in GUD 9145 made it clear that the decision was based upon the fact
that the costs were non-recurring, rather than whether these were merger related. In responseto TXU’s
assertion that it has received rate relief from 99.95 percent of its Distribution customers,**”® ACC noted
that there is no specific approval of the amortization expense. Instead, ACC argued it is not possible to
determine whether any amount for the regulatory asset amortization was actually approved.’*”’

ACC argued that theseitemswereincluded in TXU’ srequest in GUD 9145, were appropriately denied by
the Commission, and TXU should not get a second attempt.’*”® ACC stated that the only merger related
costs in GUD 9145 were the OPEB transition obligation and the 1997 ERP; the Commission’s
disallowance was based on both their merger related character and because these costs were non-
recurring.**”®

ATM'’s Position
ATM opposed theinclusion of the OPEB transition obligation costs, stating that the costswere disallowed
in GUD 9145,1%°

Examiners Recommendation
The Commission previously denied TXU this amortization request; the Examiners find that the

1074 TXU Initial Brief at 72 (Mar. 8, 2004).

0% Dallas Reply Brief (Mar. 17, 2004).

1076 ACC Exhibit 2 at 38 and attachment GWT-25 at 1.
1077 ACC Exhibit 2 at 35-40.

1078 ACC Initial Brief at 86-87.

107 ACC Reply Brief at 66-67.

1080 ATM Initial Brief at 50-51.
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Commission determination in GUD 9145 should stand. TXU should not be given an opportunity to
relitigate prior decisionsthat were adverseto itsposition. TXU should have made appropriate arguments
at the time of GUD 9145, rather than waiting until this proceeding to try to rectify its possible mis-
characterization of the expense as merger related.

Further, the Examiners have studied all the evidence. The Examiners find that rates should not be based
upon atypical, non-recurring costs that pertain to prior periods. Instead, ratesin this proceeding should
be based on test year 2002 level of expenses adjusted for known and measurable changes. TXU failed to
show that the requested amounts for amortization of expenses were related to the utility’ s 2002 test year
amounts. TXU attempted to explain that it made amistake in how it characterized the amounts requested
in GUD 9145, but failed to provide sufficient, persuasive evidence that its request to recover this expense
in GUD 9400 is reasonable and necessary. Therefore, the Examiners find that it is reasonable for the
Commission to disallow OPEB amounts and to preclude TXU from bringing this expense forward yet
another time.

b. 1997 Enhanced Retirement Plan (1997 ERP)

The 1997 Enhanced Retirement Plan (1997 ERP) was created after the merger between ENSERCH and
TXU Corp. asacost reduction, when an early retirement plan was offered to employees. Approximately
153 TXU Gas Distribution employees retired early. TXU sought approval to include as an amortized
expense the amounts for the 1997 ERP.

TXU’s Position

The utility argued that these were not merger costs because they were not costs incurred in the merger.
TXU stated that it could have achieved the merger without offering any retirement plan, but choseto offer
aplan because employee reductions would reduce future costs of serving customers, therefore benefitting
gascustomers. TXU considered thisto be the same as offering an early retirement plan independent of any
merger, asin 1999. The purpose of the 1997 ERP was to reduce payroll and related employee benefit
costs. TXU argued that it incurred liability costs associated with the 1997 ERP, and deferred the costsinto
aregulatory asset. %

TXU argued that in GUD 9145, it inadvertently combined 1997 ERP costs with the OPEB transition costs
and mistakenly classified the costs as merger related. TXU argued that the costs are actually on-going
costs of doing business and should therefore be included in rates,’*®

TXU countered ACC’ sand Dallas’ sargumentsthat theseweremerger rel ated costsby stating that although
the 1997 ERP costs were incurred in order for the utility to achieve savings, the costs were not costs to
achieve the merger and were not necessary to make the merger a success. TXU countered Dallas's
assertion that the costs are not recurring by stating that cost reduction programs involving employee
severance are recurring. TXU argued that the nature of aregulatory asset amortization recognizesthat it
is appropriate to defer some types of costs for recovery over time.**®

1081 TXU Initial Brief at 73-75 (Mar. 8, 2004).
1082 TXU Initial Brief at 74 (Mar. 8, 2004).
1088 TXU Initial Brief at 75-76 (Mar. 8, 2004).
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TXU also argued that, in accordance with the requirements of SFAS 71, to create aregulatory asset, itis
probable that future revenue in an amount at least equal to the capitalized cost will result from including
that cost in allowable costs for ratemaking purposes. TXU stated that it correctly believed that the
Commission would allow the utility to recover ERP costs in rates because if the utility had correctly
classified the expensesin GUD 9145, they would have been approved.

ACC’s Position

ACC'’s arguments were similar to those it expressed relating to the OPEB transition obligation costs,
discussed above. ACC argued that these items were included in TXU’s request in GUD 9145, were
appropriately denied by the Commission, and TXU should not get a second attempt.'®* ACC stated that
the only merger related costs in GUD 9145 were the OPEB transition obligation and the 1997 ERP; the
Commission’s disallowance was based on both their merger related character and that these costs were
non-recurring.'%°

ACC noted that the U.S. Securitiesand Exchange Commissionfiling, Form U-1, filed by the TUC Holding
Company on November 6, 1996, stated that among other things, the mergers[of TUC and ENSERCH] are
also expected to create significant operational and administrative economies and efficiencies through
combined meter reading, meter testing and billing operations as well as customer service operations,
savings in facility maintenance and emergency work coordination, and other administrative and general
savings. ACCrecalledthat in GUD 8976, the Examiner discussed the sources and quantification of merger
savings and determined that the savings were the result of employee reductionsidentified and recognized
in the merger transaction.'®®

ACC also noted that the 1997 ERP costswere not coststo achievethe merger, but wereincurred to achieve
themerger savings. ACC reflected upon TXU’ sstatement that the purpose of the 1997 ERP wasto reduce
payroll and related employee benefit costs, and declared that is exactly what “merger-related savings’
means. ACC recommended that the Commission’s decision in GUD 9145 should be followed in this
proceeding to disallow 1997 ERP costs.'%®’

Dallas s Position

Dallas argued that TXU simply renamed the costs and now seeks a second request for rate treatment.
Dallas noted that these ERP and V SP costs are the same merger costs that were previously denied by the
Commissionin GUD 9145 as TU/ENSERCH costsrelating to the retirement and severance costsin 1999.
Dadllas realized that in GUD 9145, TXU had made the same arguments it now makes regarding other
agencies approvalsof similar costs. Dallas recommended that the Commission affirm its prior decision
and disallow these costs. Dallasargued further that rates should not be based upon atypical, non-recurring
costs that pertain to prior periods. Instead, rates should be based on test year 2002 level of expenses
adjusted for known and measurable changes. Dallas asserted that these are indeed merger related costs
that did not occur in the test year. Dallas concluded its argument that the Commission should deny the
amounts as expense and should deny TXU'’ s requests for amortization.'%®

1084 ACC Initial Brief at 86-87.

1085 ACC Reply Brief at 66-67.

1086 A CC Exhibit 2 at 40; ACC Exhibit 2, attachment GWT-28; ACC Exhibit 2, attachment GWT-19.
1087 ACC Reply Brief at 66-67.

1088 Dallas Exhibit 1 at 41-43.
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ATM’s Position

ATM noted that in TXU’sMarch 8, 2004, Initial Brief, TXU stated that the purpose of the 1997 ERP was
toreduce payroll and rel ated empl oyee coststo take advantage of the synergiesassociated with the merger.
ATM argued that thisis a clear admission by TXU that the ERP was merger related. ATM argued that
similar to eventsthat were reviewed by the Commission in GUD 8976,'%° downsizing occurred asaresult
of themerger; sharehol ders have enjoyed the merger savingsfrom themoment the ERPwasin place. TXU
did not immediately defer these savings to ratepayers. Therefore, it is unfair to now charge ratepayers
seven years after the merger for the costs of the ERP when ratepayers have not had the benefit of the
savings, as did the shareholders.**®

Examiners Recommendation

The Commission previously denied TXU this amortization request for 1997 Enhanced Retirement Plan
(1997 ERP) expense; the Examinersfind that the Commission determination in GUD 9145 should stand.
TXU should not be given an opportunity to relitigate prior decisionsthat wereadversetoitsposition. TXU
should have made appropriate arguments at the time of GUD 9145, rather than waiting until this
proceeding to try to rectify its possible mis-characterization of the expense as merger related.

The Examiners reject TXU’s position'™ that in a settled case, in the absence of a specific finding
disallowing a cost of service item, the cost is considered to be approved and any shortfall from the
requested increase is considered to be a reduction to the return allowed on common equity. Rather,
settlementsare generally made through anegotiated processthat resultsin numbersthat arereasonableand
are acceptable to al involved parties. The Examiners are not aware of any authority for TXU’ s blanket
assumption and note that TXU failed to provide citation to such authority to support its position.

The Examiners have studied all the evidence. The Examiners find that these are merger related costs.
Further, the Examiners find that rates should not be based upon atypical, non-recurring costs that pertain
to prior periods. Instead, rates in this proceeding should be based on test year 2002 level of expenses
adjusted for known and measurable changes. TXU failed to show that the requested amounts for
amortization of expenses were related to the utility’s 2002 test year amounts. TXU attempted to explain
that these costsfor 1997 ERPwereinadvertently combined with OPEB amountsand mistakenly referenced
as merger costs in the GUD 9145 proceedings, however, TXU failed to provide sufficient, persuasive
evidencethat itsrequest to recover thisexpensein GUD 9400 isreasonable and necessary. Therefore, the
Examinersfind that it is reasonable for the Commission to disallow 1997 ERP amounts and to preclude
TXU from bringing this expense forward yet another time.

C. 1999 ERP and 1999 VSP
In 1999 TXU offered an early retirement plan (ERP) similar to the 1997 ERP, discussed in the previous

section. To reduce salaries, costs, and labor, ERP 1999 was initiated to provided an opportunity for TXU
employeesto retire. A total of fifteen Distribution employees and ten Pipeline employees accepted the

108 ATM Initial Brief at 34 (Mar. 8, 2004), citing to Finding of Fact 37 in GUD 8976, Satement of Intent to
Change the City-Gate rate of TXU Lone Sar Pipeline (Jun. 26, 2000).

1090 ATM Exhibit 1 at 41; ATM Initial Brief at 51 (Mar. 8, 2004); ATM Reply Brief at 34 (Mar. 17, 2004).
1091 TXU Exhibit 31 at 10.
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early retirement offer. In an effort to encourage employees who were not otherwise eligible for the 1999
ERP to leave TXU, the utility developed the 1999 voluntary severance plan (VSP). Four Distribution
employees accepted the voluntary severance offer, %

TXU’s Position

TXU argued that it incurred liability costs associated with the 1999 ERP and 1999 V SP, and deferred the
costsinto aregulatory asset. TXU also argued that, in accordance with the requirements of SFAS 71, to
createaregulatory asset, it isprobabl e that future revenuein an amount at least equal to the capitalized cost
will result from inclusion of that cost in allowable costs for ratemaking purposes. TXU stated that it
correctly believed that the Commission would allow the utility to recover ERP costs in rates because, if
the utility had correctly classified the expensesin GUD 9145, they would have been approved.’®® TXU
proposed to amortize these costs over twelve years, based on the average remaining service life of those
employees that elected to accept the 1999 packages.

Dallas's Position

Dallas recommended that the Commission disallow TXU’s requested expenses for the ERP or VRP.
Dallas recommended TXU's requested expenses be reduced by $2,927,332 Distribution and $71,721
Pipeline for the claimed Enhanced Retirement Plan or Voluntary Severance Plan, and $1,225,971
Distribution and $270,631 Pipeline for what is now claimed to be transition obligation.®

ATM'’s Position

ATM opposed TXU’sinclusion of costs for 1999 ERP and 1999 V SP because these costs were incurred
approximately five years ago. ATM argued that the utility has benefitted from the savings of these
programs through the reduction of employee levels. ATM stated that TXU has proposed no adjustment
to defer and refund prior cost savings to ratepayers; therefore, it would be improper to recognize prior
expenseswithout recognizing prior cost savings. ATM argued that it would beinconsi stent and improper
to allow the utility to defer expenses from 1999 while the related cost savings have been passed to
stockhol ders.'%%

Examiners Recommendation

In TXU Exhibit 18 at 17; TXU Exhibit 31 at 11; TXU’s March 8, 2004, Initial Brief; and TXU’s March
17, 2004, Reply Brief, TXU stated that in GUD 9145, the Commission allowed recovery of the costs for
1999 ERP and 1999 V SP and that the 1999 ERP and 1999 V SP savings were reflected in the GUD 9145
rates. TXU failedto citeto the Commission’ sfinal Order or the PFD in GUD 9145 to support its position.

Even if the Intervening Parties were wrong as to the facts of GUD 9145, the Examiners find that it is
TXU’sburden to show that the requested amortization is reasonable and necessary. The Examinersfind
that TXU failed to meet that burden because thereis alack of evidence to support TXU’ s request.

1092 TXU Exhibit 18 at 16-18; TXU Initial Brief at 76.

1098 TXU Exhibit 18 at 17; TXU Initial Brief at 76.

109 Dallas Exhibit 1 at 42; Dallas Initial Brief at 44-45; Dallas Reply Brief at 16-17 (Mar. 17, 2004).
195 ATM Initial Brief at 53 (Mar. 8, 2004).
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The Examinersfind that rates should not be based upon atypical, non-recurring costs that pertain to prior
periods. Instead, ratesin thisproceeding should be based on test year 2002 |evel of expenses adjusted for
known and measurable changes. TXU failed to show that the requested amounts for amortization of
expenses were reasonable or necessary.

d. WINS

TheWINS program started out asWorl dwidelnnovative Services, but asTXU’ sEuropean operationswere
discontinued, the name changed to Winning Innovative Services.'®® WINS s discussed thoroughly in a
dedicated WINS Section. In this section regarding TXU’ srequest for amortization of expense relating to
WINS, the Examiners affirm their two recommendations regarding WINS. First, the Examiners
recommend the Commission deny TXU’srequest for inclusion of WINS costsin the rates for TXU Gas
customers. Second, the Examiners recommend the Commission approve TXU’s proposal to include in
rates WINS savings; however, the Examiners recommend increasing the amount of WINS savings,
consistent with Dallas's recommendation.

Examiners Recommendation

WINS is throughly discussed in this Proposal for Decision starting on page 34. Consistent with earlier
discussion, the Examiners recommend the Commission disallow TXU’s request to amortize WINS
expense.

e Poly 1 Pipe/ Safety Compliance Program (SCP) Expenses

The Poly 1 pipe/ Safety Compliance Program (SCP) issues are discussed in this Proposal for Discussion
starting at page 13. Inthissectionregarding TXU’ srequest for amortization of expenserel ating to the Poly
1 pipe program or SCP expense, the Examiners affirm their recommendation.

Because TXU failed to provide sufficient evidence showing that the expenseswere prudently incurred, the
Examiners find that TXU is not entitled to recover through rates paid by its customers the amounts it
expended relating to Poly 1 pipe. Having considered all parties arguments relating to the Poly 1 pipe
safety compliance program (SCP) issues, the Examiners recommend that with regard to Poly 1 pipe
expenses, the Commission Order TXU toimmediately ceaserecovery of any amountspreviously approved
relating to Poly 1 pipe or the Safety Compliance Program; deny TXU’s request for areturn on any Poly
1 pipe expenses; deny TXU’srequest for $104,176 in legal fees; preclude TXU from all future recovery
of the expenses capitalized as gas utility plant-in-service; preclude TXU from all future recovery of the
expensesfor its Safety Compliance Program; and preclude TXU from any futurerequest for reimbursement
of location or replacement of Poly 1 pipe as a Safety Compliance Program or under any other program
from the Commission or through capital investment adjustment factor (CIAF) in accordance with TUC
§104.301 (SB 1271, 78" Reg. Leg. Session).

Examiners Recommendation
Consistent with their comprehensive analysis of the Poly 1 pipe program or SCP expense, the Examiners
recommend the Commission disallow TXU’ s request to amortize SCP or Poly 1 pipe costs; deny TXU’s

10% Staff Initial Brief at 4 (Mar. 8, 2004); ACC Exhibit 2 at 41a.
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request to amortize the costs of the Safety Compliance Program over fifteen years, forty years, or any other
time period; and deny TXU’s request to have the unamortized amounts of the SCP regulatory asset be
included in rate base.

IX. GasCost Recovery and L ost and Unaccounted for Gas
A. Lost and Unaccounted for Gas

TXU’s Position

Mr. Gary Goble testified that the lost and unaccounted for gas percentage for the distribution system for
the twelve months ending June 30, 2002 was 2.59%.'%" Mr. Goble testified that 16 Tex. Admin. Code
§7.5525 requires that LUG be based on the most recent annual period ending June 30.1°® Mr. Goble also
testified that the retention factor for the pipeline system is 1%. Mr. Goble further testified that the
retention factor is the percentage of customer supplied gas retained in the pipeline in order to use for
company operations.’®® Mr. Gobletestified that the primary use of retention gasisto providereplacement
gas for lost and unaccounted for gas in the pipeline.*'®

Railroad Commission Saff’s Position

Staff arguesthat 16 Tex. Admin. Code 87.5525 requires LUG to belimited to amaximum of 5% or actual,
not to exceed 5%. Staff also argues that known and measurable gas volumes that are not company used
gas should not be included in the calculation of LUG. ™™

Allied Coalition of Cities Position

Mr. McMorriestestified on behalf of ACC that it appeared “ that the volumes of gas sold to the Residential
and Commercial customerswere not corrected to the 14.65 psi base before deducting these volumesfrom
the total gas entering the system to determine the LUG factor.”*'% Asaresult, Mr. McMorries testified
that there is a net over-recovery of $1,557,203. ACC proposes setting LUG for the Distribution system
“at amaximum of 2.00%, which represents afive year average of experienced gas|osses since recent year
losses do not appear representative of TXU historical experience.” '

ACC aso proposes increasing TXU’s lost and unaccounted for gas amount by 402,077 Mcf due to net
over-recovery of gas costs and corresponding understatement of gasloss.**** Mr. McMorriestestified that
the “objective of the gas cost adjustment clause should be to recover only costs of gas, not profit or
operating expenses, and to recover that cost in areasonably accurate and non-discriminatory manner.” %

1097 TXU Exhibit 24 at 11.

10% TXU Exhibit 24 at 12.

109 TXU Exhibit 24 at 12.

100 TXU Exhibit 24 at 12.

1oL graff Closing Argument at 6.
102 ACC Exhibit 224 at 27.

103 ACC Exhibit 224 at 27.

10t ACC Exhibit 224 at 16-17.
105 ACC Exhibit 224 at 19.
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Industrial Gas Users' Position

IGU’s position is that TXU’s proposed LUG factor is unreasonable and should be reduced.*® |GU
proposesthat the Commission reduce TXU’ sLUG factor and that LUG be based on the three-year average
of LUG percentages for the years 2000-2002.*% |GU recommends the Commission adopt the three-year
average for Pipeline of 0.82% and 1.72% for Distribution.*'%

Examiners Recommendation

TXU has proposed for thefirst timethat actual LUG berecovered asgascost. Given that actual LUG will
be recovered, the Examiners agree with Staff’s position that a 5 percent cap on LUG be adopted. The
Examinersfind thisto be areasonable proposal to limit any atypical result that may occur asaresult of the
utility recovering actual LUG through gascost. Thereforethe Examinersrecommend that LUG be capped
at 5 percent.

The parties objected to TXU’s LUG factor astoo high. Further objection was made to the cal culation of
LUG on asystem-wide basis. The weight of the evidence indicates that LUG was determined correctly.
Theevidenceindicatesthat determining LUG for theentire TXU systemismoreaccuratethan determining
LUG at the municipal level. Given that system-wide rates are being sought in this case, it is reasonable
and appropriate to determine LUG on a system-wide basis. The evidence does not establish that the test
year data is atypical and should be rejected. Further, the evidence submitted did not establish by a
preponderance of the evidence that a period other than the annual period ending June 30 should be used.
Therefore the Examiners find that TXU’s proposed LUG factor is just and reasonable and recommend
adoption by the Commission.

B. GasCost Recovery

TXU’s Position

TXU has proposed Rider GCR — Gas Cost Recovery (“Rider GCR”), as a mechanism for recovering
TXU’ scostsfor gas salesmadeto residential, commercial andindustrial customers.**® AlanD. Anderson,
Ph.D., provided testimony on behalf of TXU regarding its proposed gas cost recovery mechanism.**° Dr.
Anderson testified that there are three el ements to the gas cost recovery mechanism: (1) the monthly Gas
Cost Recovery Factor; (2) the annual reconciliation of amounts billed for gas with the costs incurred for
gas; and (3) an annual review of TXU’s gas purchases. ™"

Rider GCR determinesthe amount duefor gas cost recovery by multiplying the Gas Cost Recovery Factor
(GCRF) by the customer’ s monthly volume.*? The GCRF is determined by adding the Estimated Gas
Cost Factor (EGCF), Reconciliation Factor (RF), Taxes and Adjustments.™** TXU proposes submitting

1% |GU Initial Brief at 5-7.
107 1GU Initial Brief at 5-7.
1% |GU Initial Brief at 5-7.
1108 TXU Exhibit 4 at 25.

110 TX U Exhibits 25 and 38.
1L TXU Exhibits 25 at 3.
112 TXU Exhibit 4 at 25.

113 TXU Exhibit 4 at 25.
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a quarterly filing to the Commission showing each element of the GCRF and the total GCRF.*'* The
EGCF isthe estimated cost of gas divided by the total gas salesto residential, commercia and industrial
customers.™™®> TXU has proposed including lost and unaccounted for gas attributed to residential,
commercia and industrial customers and the reconciled balance of unrecovered gas costs in the
determination of the EGCF.**

The RF isdetermined by taking the difference of Actual GasCost Incurred and Actual Gas Cost Billed and
then dividing by the estimated total residential, commercial and industrial gas sales.™™’ Dr. Anderson
testified that the basisfor the RF isthat gas costs are collected over the year based on estimatesand require
areconciliation process.**® Dr. Anderson testified that there are three primary differences between the
proposed RF and the previous reconciliation procedure: (1) lost and unaccounted for gas (LUG) will be
recovered asapart of gas cost; (2) all gas purchases and sales are included in asingle calculation; and (3)
to the extent thereis difference from what isincluded in the cost of service, carrying costs on the working
gas in storage owned by Distribution will be included in gas costs.***® Dr. Anderson testified that the
inclusion of LUG in the gas cost recovery mechanism simplifies the calculation of LUG expense and
makes cost recovery more precise.*

TXU proposed an annual Gas Cost Reconciliation Filing Procedure (RFP).**?* TXU proposesfilingonan
annual basisacertified statement with all municipalities served and the Gas Services Division astatement
which reconciles its expenditures and recoveries for gas sales to residential, commercial and industrial
customers, and includesacal cul ation of the RF.**?? The Commission would have asixty (60) day deadline
to evaluate the RF and either issue an Administrative Order certifying the RF, or, establish a contested
docket to evaluate the RF.**?* A failure to act within sixty (60) days will result in the RF being deemed
certified by the Commission.™™* If a contested docket is established the Commission will have two
hundred forty (240) days from the date of filing to issue afinal order.

TXU has a'so proposed an Annual Gas Cost Review Filing and Protest Procedure (ACR).***®* TXU has
delineated its proposal regarding the Annual Gas Cost Review into four categories: (1) Filing Procedure;
(2) Commission Review; (3) Protest Procedure; and (4) Approval Procedure.*** Astothe proposed Filing
Procedure, TXU proposesfilingannually adetailed gas purchasesreport with all municipalitiesserved and
the Gas Services Division by September 1 for the proceeding 12-month period ending June 30."'%" The

14 TXU Exhibits 25 at 4.
115 TXU Exhibit 4 at 25.
116 TXU Exhibit 4 at 25.
M7 TXU Exhibit 4 at 25.
118 TXU Exhibits 25 at 4.
119 TXU Exhibit 25 at 5.
120 TXU Exhibit 25 at 6.
121 TXU Exhibit 25 at 13.
122 TXU Exhibit 25 at 13.
123 TXU Exhibit 25 at 13.
124 TXU Exhibit 25 at 13.
12 TXU Exhibit 25 at 21.
126 TXU Exhibit 25 at 21.
127 TXU Exhibit 25 at 21.
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report isto include gas purchases by month, by contract, and purchase prices listed for each entry.'?

Astoitsproposal for Commission Review, TXU proposes that the Commission have forty-five (45) days
to conduct a prudence review of TXU’s gas purchases.*** The Commission would have sixty (60) days
to issue adetailed report and establish a contested case docket if the Commission determines such action
to be necessary."*

Asto its proposal for Protest Procedure, TXU proposes that municipalities have forty-five (45) days to
protest the report with the Commission, and that a contested case docket be established within sixty (60)
days of the date that TXU filed itsreport.***! Filed protests shall “identify the specific item or items that
the city or town finds objectionable.” %2

TXU further proposes an Approval Procedure. If no contested docket is established (within the 60 day
deadline for establishing a contested case docket) the Commission will issue a Final Order certifying
TXU’ sgas purchasesto have been prudently made.™* If no Final Order isissued by the Commission, and
no contested case docket was established, the gas purchases are deemed prudent by operation of law.***
If a contested case docket is established, the Commission will have two hundred forty (240) daysto issue
aFinal Order or TXU’s gas purchases will be deemed prudent by operation of law.**

Railroad Commission Saff’s Position

Railroad Commission Staff has several proposals regarding Rider GCR-Gas Cost Recovery.'***  Staff
recommends the denial of passing rate case expenses and other surcharges through Rider GCR.*¥" Staff
recommends that lost and unaccounted for gas be limited to 5 percent or actual, not to exceed 5 percent,
and excluding known and measurable non-company gas.*** Staff also recommends arevision to allow
interest to be applied to the difference between actual gas cost incurred and actual gas cost billed when
calculating the reconciliation factor.™*

Jackie D. Standard testified as to the opinion of Railroad Commission Staff on certain aspects of the
TXU’ sproposed Rider GCR.**° Ms, Standard testified that Rider GCR should not include aprovision for
passing through rate case expenses or other surcharges; lost and unaccounted for gas should be limited to
amaximum of 5% or actual; known and measurable volumes of gas other than company gas should not
be included; and that the text of Rider GCR should be revised to more clearly reflect the inclusion of

128 TXU Exhibit 25 at 21.

129 TXU Exhibit 25 at 21.

10 TXU Exhibit 25 at 21.

131 TXU Exhibit 25 at 21.

132 TXU Exhibit 25 at 21.
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interest in the RF calculation.***

Mark Brock testified on behalf of Railroad Commission Staff regarding the proposed procedures for
TXU’s Gas Cost Recovery, including the Annual Gas Cost Reconciliation Filing Procedure, Annua Gas
Cost Review Filing and Protest Procedure, and other proposed approval procedures.**** In regards to the
Annual Gas Cost Reconciliation, Mr. Brock testified that Railroad Commission Staff objects to the sixty
(60) day and two hundred forty (240) day time periods for Commission action on the RF.** Mr. Brock
testified that Staff does not object to an annual review, but rather “ objects to the mandate of review within
arestrictive time period, the ultimatum of approval or protest and the restrictive ‘ closed door’ indication
to dialogue.” '*

In regardsto the Annual Gas Cost Review Filing and Protest Procedure, Mr. Brock testified that Staff has
two main objectionswith regardsto TXU’ sproposal: (1) staff objectsto the time periodsfor Commission
action because the “RRC is not bound by statute or Commission rule to indicate a requirement the RRC
hasarestrictivetimeperiod for thereview and prudenc|e] determination of thistypeof filing;” and (2) “the
RRC is not bound by statute or Commission rule that would indicate the RRC has only two options to
either accept thefiling or to establish acontested docket to determine the prudenc €] of gas purchases.” **°

Rose A. Ruiz testified on behalf of Staff regarding the triennial gas purchase prudence review currently
in effect for TXU as it relates to the procedure proposed by TXU in this docket. Ms. Ruiz testified that
TXU is proposing to change the current triennial prudence review which was established in GUD No.
8664."% Ms. Ruiz testified that under the order issued in GUD 8664, TXU is required to file an
application for gas cost review every three years.™*’ The Commission reviews TXU’ s gas procurement
practicesto determineif costsincurred were reasonable and necessary.***® The Commission also reviews
TXU'’s affiliate transactions for reasonableness.™* Ms. Ruiz testified that TXU’s proposed prudence
review methodology “does not provide sufficient information to conduct a thorough review in order to
deem gas purchases prudent and does not allow incorporated areas their statutory authority of original
jurisdiction.”**® Ms. Ruiz proposes that the Commission continue the thirty-six (36) month prudence
review process.’** Ms. Ruiz al so proposed a36-M onth Gas Purchase Prudence Review Procedure™>? that
requires TXU to provide a gas contract index listing all natural gas purchase contracts.

Allied Coalition of Cities Position
ACC has proposed gas cost correction factors (GCCF) to adjust volumesto prevent the over-recovery of
gas cost. ACC’'s GCCEF is based on adjusting TXU’s metered gas volumes for changes in elevation

L Staff Exhibit 1at 12.
142 Staff Exhibit lat 3.
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144 Staff Exhibit 3 at 6.
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andatmospheric pressure. Bill R. McMorries, P.E. testified on behalf of ACC regarding the proposed
GCCF.1=3

Mr. McMorries proposed amethod to correct the volumes of gasfor residential, commercial and industrial
customers receiving service from meters not corrected for pressure.*>* Mr. McMorries proposed method
divides TXU’s service areainto eight elevation or pressure zones with gas cost correction factors so that
customers measured gas volumes are more accurate.™* ACC recommends the GCCF “because the
Company’s gasis priced based upon 14.65 psi pressure, yet it is delivered to meters with greater or less
psi because of atmospheric and elevation conditions.” *** ACC arguesthat the GCCF is needed to prevent
TXU from discriminating agai nst customerslocated in higher elevationsby recovering morethanitsactual
gas cost from these customers.

ACC further argues that TXU’ s proposed procedural deadlines inappropriately shift the burden of proof
to entities challenging TXU’s gas costs, instead of requiring TXU to establish the reasonableness of the
costs.

City of Dallas s Position

Dallasarguesthat TXU’ sproposed Rider GCR isnot reasonabl e for two reasons; One, the proposed GCR
“includes a return component on investment;” and two, the proposed procedures improperly seek to
remove original municipal jurisdiction over these rates.***" Dallas argues that TXU’s proposal whereby
Rider GCR recovers gas costs associated with increasesin working gas in storage constitutes areguest to
recover “invested capital/rate base.”***® Dallas argues that GCR is defective for recovering returns on
“invested capital/rate base” and should be rejected.

Dallas also arguesthat the “second problem with the proposed GCR Rider is the proposed elimination of
original municipal jurisdiction.”***® Citing TEx. UTIL. CODE ANN. §104.003(c) (Vernon1998), Dallas
argues that GURA does not contemplate Commission review of gas costs in city-gate proceedings.

Examiners Recommendation

Withregardto TXU’ sproposalsfor recovery of gas costs, the Commission hastwo broad issuesthat must
be decided. The first issue concerns the reasonableness of the gas cost recovery mechanismitself. The
second issue concernsthe reasonableness of TXU’ s proposed deadlinesand Commission procedureswith
respect to implementing Rider GCR.

TXU has proposed a Gas Cost Recovery Factor (GCRF) to be comprised of four components:
(1) Estimated Cost of Gas Factor (ECGF); (2) Reconciliation Factor (RF); (3) Taxes; and (4) Adjustments.
The only argument made against this general structure of the GCRF was made by ACC. ACC essentially
argues that the GCRF is not reasonable because it does not include an additional factor to adjust for

153 ACC Exhibit 224.

1% ACC Exhibit 224 at 16-17.
USSACC Exhibit 224 at 16-17.

156 ACC Initial Brief at 134.

157 Dallas Closing Argument at 55.
1% Dallas Closing Argument at 55.
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inaccuracies in metered volumes due to changesin elevation. ACC argues, through the testimony of Mr.
McMorries, that inaccurate meter measurement of gas volumes will allow the utility to over-recover gas
cost. ACC’'s argument is based on the indisputable principle that customers should only pay for gas
volumes they actually receive, therefore accurate measurement of those volumes is important to prevent
over or under recovery of gas cost. However, the evidence presented does not lead the Examiners to
concludethat differencesin elevation throughout TXU’ s service arealead to inaccurate meter readings of
gas volume. Further, the evidence does not indicate that the Gas Cost Correction Factor (and
corresponding eight elevation districts) proposed by ACC will actually provide gas volumes delivered to
customers with more accuracy. Therefore, the Examiners do not recommend the adoption by the
Commission of the GCCF proposed by ACC.

In general, the Examiners find that a GCRF comprised of four components (ECGF, RF, Taxes and
Adjustments) to be a reasonable mechanism for the utility to recover its gas costs and recommend
Commission adoption of the GCRF as such. However, each of the components of the GCRF contain
elements that parties have contested. For reasons specified below, the Examiners do not recommend
adoption of the components as originally proposed by TXU.

The parties do not appear to have objected to TXU’ s proposed Estimated Cost of Gas Factor. Although
several parties object to TXU’ slost and unaccounted for gas factor in and of itself, there does not appear
to be an objection that TXU recover the cost of lost and unaccounted for gas through the GCRF. Thisis
the first time TXU has proposed recovering the cost of gas of LUG through its gas cost recovery
mechanism.*®® Dr. Anderson testified that it is necessary for TXU “to buy gas and thus incur gas costs
to supply LUG. The inclusion of LUG in the gas cost recovery mechanism greatly simplifies the
calculation of LUG expense and makes cost recovery more precise.”*** The cost of gasthat islost and
unaccounted for is obviously a cost of gasincurred by the utility. It isreasonableto recover the alowable
portion of these coststhrough the gas cost recovery mechanism as opposed to embedding them in ratesfor
gas service. The Examiners find that it is reasonable to recover the costs of gas associated with LUG
through the GCRF. Thereforethe Examinersrecommend approval of the ECGF component of the GCRF.

The parties voiced objectionsto TXU’ s proposed Recovery Factor. Dallas sobjection tothe RF isthat it
will allow therecovery of thereturn on investment the utility isallowed to earn on working gasin storage.
The underlying issue of Dallas s objection iswhether or not TXU’ s gas cost recovery mechanism should
be used solely for the recovery of the commodity costs of gas. Testimony justifying the recovery of return
on investment in working gas in storage is scant to none although the item appears in Dr. Anderson’s
schedules.™® Further, return on investment with regard to TXU’s gas inventories is not a concept the
average customer of TXU islikely to associate with the commodity cost of gas. Recovery of thisitem
through the gas cost recovery mechanism is therefore misleading. The Examiners recommend denial of
TXU’sproposal to recover the return on investment associated with working gasin storage through Rider
GCR.

160 TX U Exhibit 25 at 5.
H6L TXU Exhibit 25 at 6.
162 TXU Exhibit 25 at 14, 17, 19 and 20.
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Staff objects to the proposal of TXU to recover rate case expenses through the RF. TXU offered rebuttal
testimony that theutility only intended to recover rate case expenses associ ated with contested case dockets
associated with gas cost recovery issues and not the present case. The Examiners agree with Staff’s
objection that rate case expenses should not be recoverable through the GCRF. The Examiners
recommend the denia of the proposed inclusion of rate case expenses, whether in this docket or in
subsequent dockets, because such an expenseis not necessarily associ ated with the commaodity cost of gas.
If the underlying policy of the gas cost recovery mechanism isfor the utility to transparently recover the
commodity cost of gassoldtoitscustomers, rate case expensesand other itemsnot directly associated with
commodity gas cost should not be recovered thereby.

Staff also proposes that the wording in Rider GCR should berevised so that it isclear that interest will be
applied to the difference between Actual Gas Cost Incurred and Actual Gas Cost Billed when calculating
the Reconciliation Factor. The Examiners recommend the Commission disallow the recovery of any
interest through Rider GCR. First, there was no testimony submitted by the utility justifying the recovery
of interest onthisitem, other than theinclusion of thisitemin Dr. Anderson’ s Schedules.**** Second, there
is no indication guaranteeing that cash would actually be borrowed by TXU from athird party lender to
fund such purchases and result in interest expense. Third, thereisno indication that if such an interest
expense were actually incurred by the utility, that the interest expense was not factored into the utility’s
cash working capital model and thus recovered through rates for cost of service. Fourth, if the interest
were generated on internally borrowed cash, the application of the Prime Rate by Dr. Anderson is
unreasonable and excessive.

TXU basesits procedural proposalsfor theannual reconciliation filing and the annual prudence review on
the utility’s need for efficient regulatory decision making where TXU’s actions are dependant on
regulatory approval. Dallas aleges TXU’s procedural proposals would violate GURA because the
Commission would beillegally affecting the jurisdiction, power or duty of amunicipality that has el ected
to regulate and supervise a gas utility in the municipality.”'** The Examiners find Dallas's objection to
have little weight because TXU does not propose that the Commission, directly or indirectly, hinder a
municipality fromregulating agasutility within that municipality’ sjurisdiction. Rather, therecommended
procedural mechanisms would be ordered as a result of a contested case docket over which the
Commission has jurisdiction. Whether or not the Commission orders TXU to file gas prudence reviews
at the Commission does not directly or indirectly hinder the regulatory actions taken by a municipality
which has jurisdiction over TXU within that municipality.

ACC has argued that TXU’s proposals inappropriately shift the burden of proof to entities challenging
TXU’sgascosts. ACC does not specifically argue how the proposal improperly shifts TXU’s burden of
proof. The Examiners do not find that TXU has proposed the elimination of its requirement to establish
the prudence of its gas cost purchases.

Railroad Commission Staff offer several objectionsto the deadlinesfor TXU’ sproposed procedures. The
Examinersagreewith Staff that TXU’ sproposed proceduresare unreasonable. The Examinersagreewith
TXU that regulatory decision making should be done in an expeditious and efficient manner. However,

163 TXU Exhibit 25 at 14 and 20.
1184 City of Dallas Closing Brief at 57, citing TEx. UTIL. CODE ANN. §102.002 (Vernon 1998).
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TXU’ s proposal would have the effect of establishing unique procedural rules not applicable to other gas
utilitiesand which limit the ability of TXU’scustomersto participatein contested case dockets before the
Commission. Such aproposal is more suitable for a proposed rule-making. The Examiners recommend
that the Commission deny TXU’ sproposed Reconciliation Filing Procedureand other procedural deadline
proposals.

Staff objects to the annual filing proposed by TXU in its proposed Annual Gas Cost Review Filing and
Protest Procedure (ACR). Staff objectsto ayearly filing for the ACR on the basis that it will prevent an
effective review of the prudence of TXU’sgas purchases. Staff recommends the adoption of a 36-Month
Gas Purchase Prudence Review Procedure which is the same time period as that adopted in GUD No.
8664. The Examiners agree with Staff that a 36-month gas purchase prudence review is reasonable and
should be adopted by the Commission.

The Examiners find that the evidence establishes that TXU’s proposed quarterly filing of the GCRF is
reasonable and should be adopted by the Commission.

X. Cost Allocation

Cost alocation is the process of allocating costs to different customer classes. The allocation of cost
responsibility for each customer classisintegral to determining the rates each customer classis charged
for gasservice. Inthisdocket TXU proposed ratesfor six (6) different customer classes. On the pipeline
portion TXU proposes two customer classes: (1) city gate service and (2) pipeline transportation. On the
distribution portion, TXU has proposed four customer classes:. (1) residential sales; (2) commercial sales,
(3) industria sales; and (4) transportation.**®> TXU’s cost alocation study attempts to allocate cost
responsibility to these six classes of customers and involves four maor steps: functionalization,
classification, the development of allocation factors; and allocation

A. Functionalization

Functionalization isthe process whereby costs areidentified by their function in order to determinewhich
customer classes should bear those costs. The basic issue the Commission must decide is whether the
utility’ s proposal regarding cost functionalization is reasonable.

TXU’s Position

TXU proposesidentifying all costs according to four mgjor functions: transmission, storage, distribution,
and general."'®® Additionally, for the Pipeline portion of its system TXU proposes the functionalization
of mains on the pipeline system as providing one of two major functions: (1) bulk transmission or (2)
network transmission. TXU defines bulk transmission and network transmission as follows:

Bulk Transmission consists of the large diameter, high pressure pipeline from the Waha
Hub to the Katy Hub, including the large diameter lateral pipeline connecting to the Bethel
storage. Network Transmission consists of the mainsthat connect the Bulk Transmission

1% TXU Exhibit 23 at 4.
1% TXU Exhibit 23 at 5.
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pipeline, pipelinesfrom other sources of gas supply, and other transmission pipelines, and
smaller, lower pressure mainsthat integrate Bulk Transmission and storageinto aflexible,
widely distributed delivery network for service City Gates and large volume customers,***’

TXU proposed allocating the costs associated with these two categories to City Gate and Pipeline
Transportation customer classes by using the 4AMDU demand allocator.®® (See bel ow)

Allied Coalition of Cities Position

ACC’spositionisthat TXU’ sproposed functionalization of the pipeline systeminto bulk transmission and
network transmissionisamajor flaw and should berejected. ACC’spositionisthat thisfunctionalization
isinconsistent with Commission precedent, is arbitrary and incomplete, and unreasonably resultsin a5%
increase in the allocation of transmission plant to Distribution customers.”'® ACC argues that TXU'’s
functionalization of its pipeline system into bulk transmission and network transmission contradicts the
utility’ stheory of anintegrated system.**”® ACC arguesthat the bulk/network functionalization artificially
decreases costsassigned to bulk serviceand “ arbitrarily reducesthe share of return, incometaxes, property
taxes and depreciation expense that bulk transmission must contribute.”*** ACC argues that the
bulk/network functionalization is “incomplete because it overstates the peak day demand that ‘ network’
customers impose upon ‘bulk’ transmission.”*”? ACC argues that TXU’s proposed bulk/network
functionalization is similar to that which was proposed and rejected in GUD No. 8976.1'7

Industrial Gas Users’ Position
IGU agrees with TXU’ s proposed functionalization of its system. “TXU has properly functionalized and
classified its costs.” "

Examiners Recommendation

TXU’s proposed functionalization of its system as transmission, storage, distribution, and general was
unopposed by the parties. Identifying costsassociated with transmission, storage, distribution and general
functions of the TXU system is reasonable for purposes of conducting a cost allocation study. The
Examiners recommend the Commission approve TXU’s proposed four tier functionalization.

The Examiners recommend that the proposed additional functionalization of TXU’ s pipeline system into
bulk transmission and network transmission be rejected by the Commission. TXU providesno testimony,
justification, or explanation as to why the pipeline system should be additionally functionalized. There
has been no demonstration by the utility that such an additional functionalization is necessary and
reasonable. TXU hasnot demonstrated the effects such afunctionalization resultsin when all ocating costs
among customer classes. TXU has clearly not met its burden of proving to the Commission that such a
methodology is reasonable and in accordance with sound rate-making principles. TXU’s proposed

1167 TXU Exhibit 23 at 7.

1168 TXU Exhibit 23 at 7.

1189 ACC Initial Brief at 139.

1170 ACC Initial Brief at 140.

11 ACC Initial Brief at 140.

1172 ACC Initial Brief at 142-143.

1 ACC Initial Brief at 142-143.

174 Initial Brief of Industrial Gas Users at 7.
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bulk/network functionalization distorts cost alocation by increasing the all ocation of coststo distribution
customers. TXU proposed asimilar functionalization of the TXU Lone Star Pipeline system in GUD No.
8976. The Examiner recommended rejection and the Commission rej ected the functionali zation proposed
by TXU in GUD No. 8976.1*"

B. Classification

Classificationinvolvesclassifyingitems—capital investment, revenues, and expenses—by elementsof cost
causation. Classification involves associating costs incurred by the utility with the factors that most
directly cause those costs to be incurred.

TXU’s Position

TXU proposed the following cost causation elements. customers, demand, volume, or combinations
thereof. TXU proposed classifying all fixed costs as demand or customer related, and variable costs as
volume related.™”® TXU additionally proposed a Minimum Distribution System methodology whereby
distribution mains are classified as either customer-related or demand related using the minimum
distribution system.**”” The proposed Minimum Distribution System method is only applied to TXU’s
distribution system. The broad issue the Commission must decide is whether TXU’s proposed
classification of costsis reasonable. More specifically, the Commission must decide if TXU’s use of a
proposed Minimum Distribution System Methodology is reasonable.

TXU usesaproposed Minimum Distribution System analysisto classify aportion of its Distribution Mains
(Account 376) as customer-related and the remaining portion as demand-related. The minimum
distribution system is the minimum-sized distribution system that would be installed to serve new
customers and therefore TXU classifies this as customer-related cost. TXU proposes calculating the
minimum distribution system by adjusting the cost of new 2" plastic distribution pipe ($5.57 per foot) to
original cost by multiplying by aratio of gross mains investment at original cost to mains investment at
replacement cost, yielding an adjusted cost per foot of $2.99. The adjusted cost per foot is multiplied by
the total footage of mains, adjusted for depreciation, and yields a minimum distribution system cost of
approximately $287 million.**”® Thus, TXU is proposing to classify approximately $287 million of its
Distribution System Mains (Account 376) as customer-related and the balance of Distribution System
Mains, approximately $377 million, as demand-related.**"

Allied Coalition of Cities Position
ACC recommendsthat TXU’ s minimum distribution system method berejected and TXU’ sclassification
and allocation of costs associated with distribution mains be rejected.”® ACC argues that TXU’s

1175 GUD No. 8976 Proposal For Decision at 98-103. Interestingly, it appears that in GUD No. 8976 TXU
submitted significantly more testimony, argument, explanation and proof regarding this sort of functionalization
than was submitted in this docket. If TXU was unable to prove the reasonableness of such afunctionalization in
GUD No. 8976, why would the utility be able to establish its burden of proof in this case with less evidence?
176 TXU Exhibit 23 at 5

177 TXU Exhibit 24 at 37-42 (Exhibit GLG-4).

1178 TXU Exhibit 23 at 9.

17 TXU Initial Post-Hearing Brief at 125.

1180 ACC Initial Brief at 150.



GUD 9400 PROPOSAL FOR DECISION Page 242

calculation of minimum system costs using system replacement cost and minimum system replacement
cost isinconsistent.”® ACC arguesthat TXU’ s cal culation of minimum distribution system replacement
cost using an engineering estimate procedure and the cal cul ation of the system replacement cost based on
the Handy-Whitman Index isinconsistent and inaccurate.*#?

ACC aso argues that TXU’s actual investment in distribution mains does not correlate with TXU’s
calculation of minimum system costs. “TXU’sminimum system analysisfailsto account for the fact that
the number of feet of main installed to serve acustomer varies based upon several components, including
customer size, density of development, and customer location. TXU’sfailure to address these variances
resultsin an allocation that is systematically biased against the residential class.”'*

Association of TXU Municipalities Position

ATM’s position is that the proposed minimum distribution system methodology for classifying
distributions should be rejected by the Commission.®* Jeffrey Rudolph testified on behalf of ATM that
TXU’s minimum-system method “is based on development of a vaguely defined hypothetical system
comprised of two-inch poly pipe.”**¥* Mr. Rudolph also testified that the Commission should “either 1)
cap the customer-related classification of Account 376 at 33%, or 2) adopt Bonbright’s conclusion that
minimum-system costs do not belong to any cost function.”**¥ ATM arguesthat acustomer classification
of 43.23% of Account 376 results in disproportionate cost burdens for residential and commercial rate-
payers because residential and commercial customers are 99.9% of TXU’ stotal number of customers.™®’
ATM further argues that the minimum-system method unreasonably affects other cost classificationsand
allocations due to TXU’s use of numerous composite allocators (See Below).*#® ATM argues that the
minimum-system method is subjective and “ reflects neither minimum size, capacity, nor usage, and thus
its theoretical foundation is flawed.”*® ATM also argues that in GUD No. 9145, “the Commission
approved a customer classification of 16.55%, about one-third as large as the 43.25% customer
classification proposed by TXU in this case.”"'® ATM argues that TXU has not provided sufficient
evidence or established its burden of proof to justify such an increase in the alocation of costs to
residential and commercial customers for Account 376 is reasonable. ATM recommends that the
Commission either allocate 1/3 of Account 376 on a customer basis, or evenly apportion the 43 percent
attributed to customers by TXU on ademand, energy and customer basis.****

City of Dallas s Position

Dallas argues that the assignment of 43.25 percent of the costs of mains as customer-related using the
minimum-system method is problematic. Dallas points out that the cost allocation study used by TXU in
GUD No. 9145 used the zero intercept method, and resulted in an allocation of 16.5 percent to customers.

181 ACC Initial Brief at 151-152.
1182 ACC Initial Brief at 151-152.
118 ACC Initial Brief at 151-152.
184 ATM Initial Brief at 67.
1185 ATM Exhibit 121 at 12.
118 ATM Exhibit 121 at 14.
187 ATM Initial Brief at 68.
18 ATM Initial Brief at 68.
118 ATM Initial Brief at 69.
10 ATM Initial Brief at 70.
1L ATM Initial Brief at 71.
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Dallas recommends that the Commission “utilize the update to the prior study which resulted in a zero
intercept value of $4.09 per foot. The result of the study is allocation of $302,734,524 of mains on a
customer basisinstead of TXU’s $412,033,944.” 1

Industrial Gas Users' Position

IGU arguesthat it is appropriate to classify distribution mains as having both demand and customer cost
components and that TXU correctly does so using the minimum distribution system method."* IGU also
argues that “the criticisms of TXU’s minimum system methodology advanced by ACC and ATM are
invalid and appear calculated only to shift costs from residential customers to other classes.” 1

Examiners Recommendation

The parties did not contest TXU’ s general proposal to classify costs as being driven by demand, volume,
customers, or acombination thereof. The Examinersfind that TXU’s proposal to classify costs as either
customer-rel ated, demand-rel ated, volume-rel ated, or acombination thereof i sreasonabl e and recommend
the Commission adopt TXU’ s proposal to do so.

The parties did contest TXU’s proposed Minimum Distribution System methodology used in the
classification of Account 376, Distribution Mains. Theinitial issueregarding TXU’s proposal regarding
Account 376 iswhether it isreasonableto classify aportion of that account as demand-related and another
portion as customer-related. TXU’s basis for such adivision is that costs arise on a certain minimum
portion of the distribution system primarily because “the system would have to be in place to provide the
potential for service even though the customer did not use any gas or place any demand on the system.” %
In effect, TXU incursdistribution mains costsfor customerswhether or not they usegas. TXU arguesthat
these costs are driven by the number of customers, not the demand for gas or the volumes of gassold. The
Examinersfind this to be reasonable and recommend the Commission adopt TXU’ s proposal to classify
aminimum portion of its Account 376 as customer-related and the remainder as demand-rel ated.

The other issue involving TXU’s proposed Minimum Distribution System methodology is the
reasonabl eness of the method for cal culating the minimum portion of the system (which will be classified
as customer-related for cost allocation purposes). The parties’ objectionsto TXU’ s proposed method are
essentially that the calculation isflawed. TXU’s proposed method involved estimating the actual cost of
installing new two inch distribution pipe and obtaining estimated value for the embedded minimum
distribution system. TXU aso applied the Handy-Whitman index to the historical cost of its mains to
estimate the replacement cost of the system. TXU calculated the customer portion of the distribution
system by comparing these two amounts (estimated current replacement cost of system with estimated
actual cost of installing 2 inch mains) to obtain the percentage of customer related distribution mains,
approximately 43%. The Examiners find this method to be a reasonable method of estimating the
minimum system portion of TXU’s distribution mains account. The Examiners recommend the
Commission adopt TXU’ sproposed Minimum Distribution System method for this case and that Account
376 be classified as 43.2% customer-related and 56.8% demand-rel ated.

1% City of Dallas Closing Argument at 60.
183 |GU Initial Brief at 19.

134 |GU Initial Brief at 19.

1% TXU Exhibit 23 at 8.
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C. Allocation Methodology

Cost dlocation isthe process of assigning responsibility for coststo the various customer classes. Inthis
docket, TXU proposed a classification of costs as being driven by customers, demand, volume, or
combinations thereof. Determining the appropriate allocation methodol ogy involves a determination of
the reasonableness of how these costs are assigned. The Commission must determineif TXU’ s proposal
for allocating costs associated with demand is reasonable. Likewise, the Commission must determineif
TXU’sproposal for alocating costs associated with volume and customersisreasonable. Theallocation
methodology issue primarily contested by the parties is the proposed method by which TXU allocates
demand driven costs.

TXU’s Position

First of all, TXU proposes allocating fixed costs as demand driven costs. TXU proposes the allocation of
fixed costs by using the average of the peak daily usage occurring during each of the peak volume months
of December through March. Thisisreferred to asthe Four Maximum Daily Usage method (“4MDU”) 1%
Mr. Houletestifiesthat the “most important criterion in the selection of ademand all ocation methodol ogy
isthe annual load shape of TXU Gas.”***" He further testifiesthat TXU’s load shapeis characterized by
a winter peaking pattern and that the system load in the winter months of December through March
exceedsthe other months by a substantial margin. Mr. Houle testifies that the winter months are the most
important demand period because the amount of capacity required by a utility is determined by the
maximum load that must be served during the peak period.

TXU proposes devel oping customer allocation factors by using the number of customersin each rate class
at the end of the test year. TXU proposes devel oping volume allocation factors based on the actual gas
usage of each customer class.™® Mr. Goble proffered testimony regarding the Applicant’s capacity
demand data and the development of allocation factors.***® Mr. Goble testified that the proposed 4MDU
method “correctly and accurately reflects the manner in which capacity costs are incurred by the
Company.”**® Mr. Gobletestified that the TXU system isawinter-peaking system and that the use of four
winter months to calculate capacity is appropriate.”* Mr. Goble testified that MDU data for pipeline
customers was based upon actual recorded data. The MDU datafor City Gate Customersis adjusted for
weather normalization, end-user customer growth, and billing cycledifferences. MDU for industrial sales
and transportation customers is statistically derived.'?*

Allied Coalition of Cities Position
ACC’sposition isthat the proposed 4M DU all ocation methodol ogy should be rejected. ACC argues that
use of the*4M DU method ignoresthe costsimposed upon the system by off-peak usage and unreasonably

1% TXU Exhibit 23 at 6.
197 TXU Exhibit 23 at 6.
1% TXU Exhibit 23 at 5.
1% TXU Exhibit 24 at 10-13.
1200 TXU Exhibit 24 at 10-13.
1201 TXU Exhibit 24 at 10-13.
1202 TXU Exhibit 24 at 10-13.
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understates the cost of using the system during the months of April through November.”*®* ACC argues
that TXU’s proposed 4MDU method creates a free-rider problem and provides free off-peak service
becauseit does not account for off-peak usage.*** ACC arguesthat TX U’ s proposed all ocation of pipeline
operation and maintenance expenses should be rejected. ACC recommends the all ocation of main and
station operation expenses based on annual usage with an adjustment to reflect higher Mcf costs during
December through March.”®® ACC also recommendstheallocation of 32 percent of distribution’ sportion
of pipeline costs based on annual usage with an adjustment that provides a pass through of the seasonal
differencesin cost.”®”

Association of TXU Municipalities Position

ATM'’ sposition isthat the Commission should reject the use of a4M DU allocator to allocate costs. ATM
arguesthat using 4MDU resultsin unreasonable all ocations of costs.**® ATM recommends modification
of TXU’s proposed 4MDU method by equally weighting annual Mcf throughput and demand in the
allocation of the demand-rel ated portion of Account 376 and pipeline costs.”® ATM arguesthat demand
allocation factorsthat are based on asmall number of daysyield more volatile results and are inconsi stent
from year to year. ATM argues that the proposed 4MDU method relies on estimated usage for
transportation and sales customers and may beinvalid. ATM also argues that use of 4MDU to allocate
costs represents a departure from Commission policy and TXU policy.*?*®> ATM also recommends the
50/50 weighting of demand and annual throughput for the allocation of distribution system costsfor plant-
in-service, related depreciation, and return.”** ATM recommends the 50/50 weighting for the allocation
of operations and maintenance expenses on the TXU pipeline system.*?*

City of Dallas' s Position

Dallas's position is that the Commission should reject the use of a 4MDU allocator to allocate costs.
Dallas proposes use of the Seaboard (50/50) method to allocate demand related investment.?*®* Daniel
Lawton testified on behalf of Dallasthat demand measured using 4M DU has* significant deficiencies.” '
Dallas s expert recommended “that the demand all ocator be based on the Seaboard M ethod employing or
weighting the ‘4MDU’ and annual throughput on a 50/50 basis.” '

Chaparral Steel’s Position
Chaparral Steel arguesthat the 4MDU method most closely correlatesto actual class cost causation onthe
TXU system.’® Additionally, Chaparral arguesthat TXU should discount the 4MDU allocation of cost

1203 ACC Initial Brief at 144.

1204 ACC Initial Brief at 145.

1205 ACC Initial Brief at 145-146.
1206 ACC Exhibit 61 at 7.

1207 ACC Exhibit 61 at 7.

1208 ATM Initial Brief at 63.

1209 ATM Initial Brief at 63.

1210 ATM Initial Brief at 64.

1211 ATM Initial Brief at 66.

1212 ATM Initial Brief at 66.

1213 Dallas Exhibit 82 at 30.

1214 Dallas Exhibit 82 at 29.

1215 Dallas Exhibit 82 at 31.

1216 Chaparral Initial Post Hearing Brief at 13.
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tointerruptible classesby 50%.""" Chaparral arguesthat interruptible customersarereceivinginferior gas
service and should not bear the same cost responsibility for the incurrence of peak-driven costs.**8

Industrial Gas Users' Position

IGU recommends the rejection of TXU’s proposed 4MDU allocator in favor of a single coincident peak
alocator. 1GU argues that because system capacity is determined by peak usage the coincident peak
alocator isthe most appropriate method as it represents peak demand. 1GU further argues that TXU has
not demonstrated any atypical conditions that would mandate the usage of the 4AMDU allocator over the
coincident peak method. 1GU further arguesthat ACC, ATM, and Dallas advocate the Seaboard method
as means to shift costs to high load customers.

Examiners Recommendation

The allocation issues most contested concern TXU’ s proposal to alocate al fixed cost as demand driven
costsand allocate them using the 4AMDU method. The evidence submitted by TXU indicatesthat the TXU
system is a winter-peaking system. The peak usage of TXU’s system occurs during the months of
December through March. Asaresult of this winter-peaking pattern, TXU based its demand allocation
method on maximum daily use patterns during these four months, hence the 4 maximum daily usage
method (“4MDU”). One party argues that the single peak usage day of the test year is a better indicator
of system demand. However, the Examinersfind that use of asingle peak day is not areasonable method
for estimating system demand. There is no evidence that a single coincident peak indicator will more
accurately measure system demand, will not overstate abnormal usage patterns, or ismorereflectiveof true
peak demand by customer class. Further, there is no evidence that a single coincident peak indicator
accurately measures peak demand behavior per customer class and is statistically significant for cost
allocation purposes. The weight of the evidence indicates that it is reasonable to estimate peak system
demand per customer classon TXU'’ sdistribution and pipeline systemsby determining the peak usage days
during the months of December through March.

The Examiners find that TXU’s proposed 4MDU concept for its distribution system is reasonable.
However, the Examinersfind that TXU’s calculation of maximum daily usagesfor its pipeline systemis
unreasonable. TXU calculated MDU’ s on its pipeline system using cumul ative volume amounts that are
based on its distinction between bulk and network transmission. TXU did not submit sufficient evidence
justifying its cumulative adjustments to pipeline volumes when calculating MDU’ s and has not met its
burden of proof establishing the reasonableness of the adjustments. The Examiners find that TXU’s
method of calculating MDU'’ sfor its pipeline system is unreasonable and yields distorted results because
it allocates more coststo city-gate customers than to pipeline transportation customers than an allocation
based on annual volumes delivered. Tables 10.1 and 10.2 illustrate 4AMDU calculations, volumes and
corresponding percentages using TXU'’ s adjustments and the Examiners recommended use of delivered
volumes. The Examiners recommend calculating MDU'’ s for the pipeline portion of the system using
delivered volumes.

1217 Chaparral Initial Post Hearing Brief at 13.
1218 Chaparral Initial Post Hearing Brief at 13.
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Table 10.1 Pipeline4M DU

AM DU with adjusted volumes used Total City Gate Service Pipeline/ Transportation

TXU Proposed (Cumulative) 6,034,070 | 4,857,557 (80.5%) | 1,176,513 (19.5%)

Examiners' Recommended (Delivered) | 2,386,243 | 1,802,317 (75.5%) 583,926 (24.5%)

Table 10.2 Pipeline Volumes

Volumes Delivered Total City Gate Service Pipeline/ Transportation
TXU Proposed (Cumulative) 899,223,470 | 561,500,439 (62.4%) 337,723,031 (37.6%)
Examiners' Recommended (Deliver ed) 368,409,593 | 209,109,982 (56.8%) 159,299,611 (43.2%)

The Examinersalso conclude that the use of the 4AMDU method to allocate fixed costs on TXU’ s pipeline
and distribution systems does not accurately allocate the costs based on the overall use of the systems by
al customer classes. Essentially the argumentsagainst TXU’ s proposal are that use of a4MDU allocator
will yield unreasonable allocation results; it represents a significant departure from prior Commission
policy, and; the costs associated with average throughput and the role of off-peak customers in cost
causation are minimized.

The Examiners recommend that the Commission reject TXU’s use of the 4AMDU allocator as proposed.
The Examinersrecommend that accountsallocated by TXU usingthe4M DU allocator be all ocated as50%
Capacity and 50% Commodity. That is, the Examiners recommend the allocator be equally weighted as
50% 4M DU and 50% volume. Asis shown on the following chart, the Examiners' recommendation for
Pipelineis still a departure from GUD No. 8976, though not as significant a departure as the allocation
method proposed by TXU. The evidence indicates that the allocators based on number of customersand
volumes delivered are calculated correctly, do not distort results and are reasonable. The Examiners
recommend that the Commission adopt TXU’s customer and volume allocators as proposed by TXU.
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Table 10.3 Pipeline Allocation

Pipeline Capacity Allocation City Gate Service Pipeline/ Transportation
TXU Proposed (4MDU Cumulative Volumes) 80.5% 19.5%

50/50 Capacity / Commodity - Cumulative Volumes 71.5% 28.5%

Examiners' Recommended - Actual Volumes 66.15% 33.85%

(50/50 Capacity / Commodity)

Current Allocation - GUD No. 8976 (fixed costs) 46.18% 53.82%

Table 10.4 Distribution Allocation

Pipeline Capacity Allocation Residential Commercial Industrial Sales /

Transportation
TXU Proposed (4MDU) 57.38% 29.25% 13.37%
Examiners Recommended - (50/50 Capacity / 49.97% 27.98% 22.04%
Commaodity

Cost Allocation Calculations and Spreadsheets

TXU's application included schedules and work papers, which record in part the calculations made
accordingtoitscost allocation methodology. The Examinersnotefor therecord that TXU'scost alocation
methodology and the calculations based on it were overly complex, difficult to understand, and
burdensome ontheintervening partiesand the Examiners. Theelectronic spreadsheetseventually provided
by TXU were of limited value with respect to cost allocation, based in part on proprietary software of one
of TXU's consultants, and according to ACC witness Nalepa, "...examined and found to contain enough
errors, hard coded numbers, and lost links that ACC decided not to rely on the model for comparing
changesto TXU'sfiled case."*?"® The Examinersexperienced similar difficulty with TXU'sfinancial model
and question whether any purported increased accuracy of cost allocation afforded by the complexity of
the model outweighs the resulting lack of transparency and costs to the parties, the Examiners, and the
Commission resulting from that complexity. The Examiners recommend that future filings with the
Commissionrely onfinancial methodol ogy and cal cul ationsthat are compl ete, straightforward, transparent,
not based in part or in whole on proprietary software, and are initially filed both in hard copy and as
el ectronic spreadsheets using Microsoft Excel format.

1219° ACC Exhibit 4 at 5-6.
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Xl. RateDesign

The process of rate design concerns the design, structure and implementation of rates to generate the
revenues approved by the Commissionfor theutility. Thereareseveral rate designissuesthe Commission
must decide in this docket. Notably, this is the first time the Commission will be considering the
implementation of uniform system-wide rates for all customers of TXU. This is the first time the
Commission has been requested by TXU to set “bundled” rates — rates that bundle transmission and
distribution rates exclusive of a city-gate rate. Further, the Commission is being asked to set rates for
industrial sales and transportation customers.

A. Initial Policy Issues. System-Wide Rates, Bundled Rates

TXU’s Position

TXU proposes system-wide rates for six classes of service: City Gate Service, Pipeline Transportation,
Residential Sales, Commercial Sales, Industrial Sales, and Transportation.*** TXU hasproposed ratesthat
are standard for each customer classacrossits system.** Mr. Houle testified that system-wide rates“will
provide greater price transparency for customers and ensures the opportunity for cost recovery by the
Company.”**? TXU argues that its customers will benefit from system-wide rates because one system-
wide rate case in place of numerous municipal rate cases should result in lower rate case expenses.’®
TXU dso argues that similarly situated customers will pay uniform rates under a system-wide rate
structure. TXU further arguesthat the effects of additional investment will be equalized acrossits system,
individual municipalities will not be economically disadvantaged, and savings from more efficient
administration of ratesand contractswill bethe result of the Commission approving system-widerates.'?**
TXU argues “that setting rates on a system-wide basis will result in rates that are more transparent, less
complicated, and more consistent with current state and national ratemaking policy.” %%

Another unique proposal advanced by TXU in this docket is the company’s proposal to “bundle’
distribution and pipeline rates. TXU proposes a single rate for each customer class that includes both
pipeline and distribution components “bundled” into one rate.””*® TXU argues that its proposed rates
provide one clear, easily understandable rate for receiving gas service.®®’ TXU argues that bundling
transmission and distribution rates provides complete price transparency and that customers can clearly
see and understand the rates and charges TXU charges for service on its system.*

TXU has presented testimony that the objective of itsrate design isto move al customer rate classes to
a100% relative rate of return. TXU has proposed limiting customer class relative rates of return by not

1220 TXU Exhibit 23 at 10.

1221 TXU Exhibit 23 at 10.

1222 TXU Exhibit 23 at 11.

1228 TXU Initial Brief at 147.

1224 TXU Initial Brief at 147.

1225 TXU Initial Brief at 149.

1226 This has been referred to as asingle rate for gas service from “wellhead to burner tip.”
1221 TXU Initial Brief at 149.

1228 TXU Initial Brief at 149.
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imposing rate increases or decreases greater than 10% on any customer class.**® TXU arguesthat it is
reasonable to limit the impact of rate increases on customer classes.’*® Mr. Houle offered the following
table to summarize the proposed relative rates of return.*>*

TXU’sProposed Relative Rates of Return

Rate Class % Increase % Increase TXU Proposed Relative Rate of
(with gas cost) (without gas cost) | Return

Rate CGS 10% 86%

Rate PT 0% 160%

Rate R 10% 20% 78%

Rate C 2% 4% 140%

Rate| and Rate T 0% 0% 328%

Association of TXU Municipalities' Position

ATM does not oppose the Commission setting system-wide rates for rate components for which
geographical differences cannot be demonstrated.’”* ATM argues that certain rate components, such as
pipe rel ocation costs, should be assessed on ratepayers within the citiesrequiring such relocations. ATM
recommends the Commission reduce TXU’ srevenue requirement by removing al rel ocation costs where
there is no relationship to cost requirements.*#*

ATM opposes TX U’ sproposal to establish bundled rates.*** ATM arguesthat unbundled rates—ratesthat
distinguish between pipeline and distribution service — should be approved by the Commission because
unbundled rates facilitate review of the distribution-only portion of the rates by municipalities.”*> ATM
also arguesthat unbundled rates provide better price signals and transparency to energy consumers. ATM
also arguesthat unbundled rates provide more information to consumers who have alternative gas supply
choices.'**

Brazos Electric Power Cooperative' s Position

Brazosobjectstotheultimateratesand rel ativerates of return that transportation customerswill bear under
TXU’s proposed rate design.’”” Brazos argues that TXU’s proposed 10% limit on rate increases is
unreasonabl e and should be increased to approximately 11.2% so that customer classes pay ho more than
their actual cost of service. Brazos proposes that transportation customers bear no more than a 100%

1229 TXU Exhibit 23 at 10.

1230 TXU Initia Brief at 150.

1281 TXU Exhibit 23 at 10. In general, Rate CGSisfor city-gate service to LDCs; Rate PT is for transportation
customers; Rate R isfor residential customers; Rate Cisfor commercial customers, Ratel isfor industria
customers; and Rate T is for transportation customers downstream of the city-gate.

122 ATM Initial Brief at 76-77.

123 ATM Initial Brief at 76-77.

1234 ATM Initial Brief at 76-77.

125 ATM Initial Brief at 77; ATM Exhibit 2 at 5-6.

1238 ATM Initial Brief at 78.

1287 Brazos Initial Closing Statement at 3.
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relative rate of return and not be charged more than their respective cost of service.**®

City of Dallas s Position
Dallas argues that TXU’s proposed system-wide rates should be rejected.’” Dallas argues that the
proposed system-wide rates result in more litigation expense, do not result in bills with greater

transparency or simplicity, and have no effect on economic devel opment with respect to municipalities.**

Dallas arguesthat the Dallas system is an independent gas system with unique cost structures and should
be entitled to separate rates to reflect the costs associated with gas service within the Dallas system.*?*
Dallas argues that system-wide rates amount to a $12 million subsidy by Dallas ratepayers to customers
receiving gas service on other parts of TXU’s system.'?*

Industrial Gas Users' Position

IGU supports TXU’s proposed system-wide rates as a logical and reasonable approach to prevent “a
patchwork of inconsistent ratesthat would be confusing and potentially discriminatory.” *** |GU’ sposition
isthat TXU’ sproposal to bundle pipelineand distribution ratesisnot reasonabl e, sendsinappropriate price
signals and is anti-competitive.*** 1GU argues that the Commission should set separate TXU Gas
Distribution and Lone Star Pipe Line rates in this proceeding and order TXU to prepare a separate,
unbundled cost-of-service study.*® 1GU argues that bundled rates force industrial customers to pay for
transportation service as part of their distribution service and therefore an industrial customer would
effectively be prevented from choosing other transportation service if available. IGU further argues that
TXU’sproposal to limit rateincreasesto no more than 10% per customer class and deny any rate decrease
is unreasonable and discriminatory.*4

Sate of Texas s Position

The State of Texasopposes TX U’ sproposed rate design and arguesthat TXU’ s10% limit on rateincreases
is unreasonable and unfairly impactsindustrial class customers.’*”’ Texas proposes that the rate increase
for residential class customers be increased to 12.67% to alow for reasonable rates that do not violate
§104.003.12%

Examiners Recommendation

The Examiners recommend the Commission approve TXU’s proposal to limit all rate increases to 10%.
Suchapolicy isreasonableand preventsrate shock. Most of theargument and testimony that opposessuch
apolicy focuses on ending class subsidiesand moving ratestowards equalized rel ativerates of return. The
calculation of cross-class subsidization is determined by how system costs are alocated among customer

128 Brazos Initial Closing Statement at 5.

2% Dallas Closing Argument at 60.

1290 Dallas Closing Argument at 61.

1241 Dallas Closing Argument at 61-65.

1242 Dallas Closing Argument at 61-65.

1283 |GU Initial Brief at 24.

1244 1GU Initial Brief at 24.

1245 |GU Initial Brief at 24.

1296 |1GU Initial Brief at 25.

1247 state of Texas Closing Argument and Brief at 7-12.
1248 State of Texas Closing Argument and Brief at 12.
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classes— an inherently subjective process. The degreeto which ratesreflect equal relative rates of return
isapolicy issue that the Commission must decide. The Examiners recommend the Commission adopt
TXU’s proposal to gradually move rates for all customers classes towards equal relative rates of return.
However, the Examiners recommend that the Commission approach this goal gradually and limit rate
increases per customer class to no more than 10%, as proposed by TXU.

A fundamental policy issue the Commission must decide concerns TXU’ s proposal to haveitsrates set on
a system-wide basis. In the past, the Commission has set a system-wide city-gate rate on TXU Gas
pipelinesystem. Municipalitieshave set rateswithin their jurisdiction. Recently, municipalitiesapproved
ratesfor TXU in eight regionsacrossthe state. TXU arguesthat rates set on asystem-wide basiswill offer
several benefits to customers and the company. GURA does not prohibit a system-wide filing by TXU.
Although GURA contemplates a bifurcated regulatory scheme with regulatory oversight vested in the
Commission and municipalities, the filing and consolidation of a statement of intent under the origina
jurisdiction of the Commission with appeals of the actions of municipalitiesis not prohibited by GURA.

TXU primarily argues that the advantages of system-wide rates are economic. Whilethis proceeding has
no doubt been long, complex, and expensive, the Examinersfind it adifficult prospect to accept that the
alternative to system-wide rates — the utility having a myriad number of rates, tariffs, and corresponding
rate cases—ismoreefficient and lesscostly. Dallasarguesthat it isentitled to be treated as a separate and
independent system for rate making purposes. However, the weight of the evidence does not indicate that
Dallasisaseparate and distinct utility system with unique coststhat mandate consideration apart from the
remainder of TXU’s system. The Examiners therefore recommend the Commission approve and set
distribution rates on a system-wide basis for TXU.

Another fundamental policy issue the Commission must decide concerns TXU’s proposal to charge
“bundled” rates. TXU’s proposal is essentially one rate for all service — from wellhead to burner-tip.
There have been numerous objections to TXU’s proposed bundled rate structure throughout this
proceeding. GURA does not expressly require a separate city-gate rate for transmission service that ends
at the jurisdictional boundaries of a municipality. Thus, GURA does not expressly prohibit TXU’s
proposal to bundle its pipeline and distribution costs into asingle rate for gas service.

The primary concern of the parties, and of the Examiners, with the proposed “bundled” rate is that it
impedes regulatory examination at the municipal and Commission level. TXU did not provide aseparate
customer charge and volumetric rate for pipeline service that is simply added to the customer charge and
volumetric rate for distribution service. Rather, TXU incorporated its pipeline cost of service into the
distribution cost of service to calculate “bundled” rates. This makes the analysis and review of the
proposed rates— by amunicipality regarding rates over which it hasjurisdiction — unnecessarily complex
and burdensome. Given that rate proceedings under GURA have statutory deadlines, sound rate-making
policy would disfavor rate structures that are unnecessarily complex and hinder timely review within the
legally alotted period.

“Bundling” transmission costswith distribution costs contradicts TXU’ s proposed functionalization of its
system into separate and distinct costs for transmission and distribution. “Bundling” transmission costs
with distribution costs does not result in more transparent rates because regul ators and customers are not
easily able to discern these distinct types of costs from rates for gas service. Further, bundling
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transportation rateswith distribution ratesmay beanti-competitivewith respect toindustrial transportation
customersdownstream of thecity-gate. If ratesare bundled, an industrial transportation customer that has
aternative transmission choices would not likely choose an alternative shipper because that customer has
aready paid for pipeline transmission service. In such a scenario, the bundled rate captures industrial
transportation customers and forces them to pay for TXU pipeline transmission services.

TXU hasnot met itsburden of proof of establishing that “bundled” ratesarejust, reasonable, conformwith
sound rate-making policy, and allow for clear regulatory oversight at the municipal level and Commission.
The Examinersrecommend the Commissionreject TXU’ sproposed “ bundled” ratedesign and set separate
rates for distribution and pipeline service.

B. Pipeline System Rates

TXU proposes two rates for its pipeline system, City Gate Service (“Rate CGS’) and Pipeline
Transportation (“Rate PT”).

TXU’s Position for Rate CGS

TXU proposes Rate CGS for service to the point of delivery of adistribution system. City Gate Service
isgenerally firm service.'*® TXU has proposed two classes of servicefor Rate CGS—Bulk Transmission
and Network Transmission. Additionally, TXU proposes monthly, hourly and daily imbalance fees, an
operational flow order imbalance fee, and a curtailment overpull fee for Rate CGS. The curtailment
overpull feewould be charged to industrial and city-gate customersin the event that they utilize gas above
the stated level of curtailment. The imbalance fees are incurred in the event a customer incurs gas
imbalances in excess of gas volumes nominated. The following table summarizes the meter charge,
capacity rate and volumetric rate for Rate CGS.

Table11.1 Rate CGS

Bulk Transmission Network Transmission Distribution System
Meter $200 per meter $200 per meter $200 per meter
Capacity $0.2710 per MDU $ 1.0405 per MDU $ 1.0405 per MDU
All MMBtu $0.0795 per MMBtu $0.2182 per MMBtu $ 0.7553 per MMBtu

TXU’s Position for Rate PT

The proposed Pipeline Transportation Service constitutes gas delivery to entities connected to the pipeline
system who have procured their own gas supplies and is provided on an interruptible basis.®*® TXU has
proposed two classes of service for Rate PT — Bulk Transmission and Network Transmission.
Additionally, TXU proposes monthly, hourly and daily imbalance fees, an operational flow order
imbalance fee, and a curtailment overpull fee for Rate PT. The following table summarizes the meter
charge, capacity rate and volumetric rate for Rate PT.

1249 TXU Exhibit 23 at 12-14.
1250 TXU Exhibit 23 at 11.
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Table11.2 Rate PT

Bulk Transmission Network Transmission
Meter $ 200 per meter $ 200 per meter
Capacity $0.3910 per MDU $0.9160 per MDU

First 12 MM Btu per BillingMDU | $0.0770 per MMBtu | $0.1038 per MMBtu

All Additional MM Btu $0.0700 per MMBtu | $0.0800 per MMBtu

Railroad Commission Saff’s Position

Railroad Commission Staff argues that the proposed daily and hourly imbalance fees are only reasonable
if real-timedataisavail ableto customers prior to theimposition of such fees.*** Staff arguesthat it would
be premature to impose such fees until real-time datais available at a reasonable price.

Brazos Electric Power Cooperative' s Position

Brazos argues that TXU’ s proposed pipeline transportation rates are unreasonabl e because TXU isover-
recovering costs caused by transportation customers.'®? Brazos position isthat pipeline transportation
rates should be designed solely to recover the cost of service to pipeline transportation customers.'#?
Brazos also objectsto TXU’ s proposed imbalance fees. Brazos argues that the proposed imbal ance fees
are not supported by any cost study and are in effect a subsidy of residential and commercial customers
by transportation customers.*®* Brazos argues that the imbalance fees are a penalty on transportation
customers and beyond the statutory authority of the Commission.*®* Brazos further argues that its gas
nominations are determined pursuant to ERCOT requirements which are determined late in the day after
gas markets and gas nomination deadlines have passed.'?*®

Chaparral Steel Midlothian’s Position

Chaparral objectsto TXU’ s proposed daily and hourly imbalance fees. Chaparral primarily objectsonthe
basisthat TXU “failed to show there isaneed to implement adaily imbalance charge” and “ presented no
cost justification for imposing the fee and has submitted no studies supporting the extent, if any, to which
the failure of acustomer to in balance on adaily basisimposes unrecovered costs on the TXU system.” %>’

City of Garland / Garland Power and Light’'s Position

Garland arguesthat TXU’ s proposed Rate PT, Rate T, and Rider CT (for competitive transportation) are
unreasonable and should be rejected by the Commission. Garland argues that TXU has failed to justify
abandoning negotiating contracts for these services.’® Garland arguesthat el ectric generation customers

1281 staff Closing Statement at 12.

1252 Brazos' Initial Closing Statement at 7.

1283 Brazos' Initial Closing Statement at 7.

1254 Brazos Initial Closing Statement at 10-11.
125 Brazos' Initial Closing Statement at 10-11.
125 Brazos Initial Closing Statement at 13.
1257 Chaparral Initial Post-Hearing Brief at 17.
1288 Garland Closing State at 2-3.
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(such as Garland) provide human needs services and should be allowed to negotiate competitive
transportation contracts that recognize their unique character, large volumes, and contributions to the
operation of pipeline and distribution systems.’**® Garland also argues that the proposed Rates PT, T and
Rider CT are anti-competitive and discriminatory because these rates benefit electric generation plants
owned by TXU.™® Garland argues that TXU owns over haf of the 27 electric generation customers of
TXU Gas, that over 80 percent of TXU’ saffiliate owned electric generation customersreceive alternative
gas service from non-regulated TXU Fuel, and this may result in anti-competitive and discriminatory
practices by TXU. 12!

Garland also argues that TXU’s proposals for imbalance fees are unjust and unreasonable.’*** Garland
argues that the proposed imbal ance fees are unjust and unreasonabl e because they are not cost based.**%®
Essentially, Garland argues that the fees are exorbitant, TXU failed to quantify the costs associated with
imbal ances, and the datais not avail able for transportation customers to make nominations accurately and
avoid penalties.’**

Industrial Gas Users' Position

IGU objectsto TXU’ sproposed capacity chargesfor pipelinetransportation customers.®® |GU arguesthat
the proposed capacity charges are essentially demand costs that are typically collected solely from firm
customers — customers who receive non-interruptible service pursuant to the Commission’s curtailment
order. IGU’ sposition isthat customerswho receive interruptible service should not pay capacity charges
because asinterruptible customers they have no right to demand system capacity on afirm basis.** 1GU
also objectsto theimbalancefees, curtailment overpull fee, and operational flow order imbalancefee TXU
proposesfor pipelinetransportation customers.’®” IGU arguesthesefeesareunreasonablebecause TXU'’ s
metering capability is deficient.'%®

Sate of Texas Position

The State of Texas opposes TXU’ s proposed hourly and daily imbalance fees.’*® Texasarguesthat TXU
failed to meet its burden of proof of establishing that the proposed hourly and daily imbalance fees are
cost-based, necessary, feasible, and just and reasonable. Texas argues that TXU submitted no evidence
of costs associated with imbalances or evidence of revenues that such fees would generate.**

Examiners Recommendation
As discussed in section X.A., the Examiners have recommended denial of TXU’'s proposed
functionalization of its transmission system into bulk transmission and network transmission. TXU also

128 Garland Closing State at 2-3.

12680 Garland Closing State at 2-3.

1261 Garland Closing State at 2-3.

1262 Garland Closing State at 4-7.

1263 Garland Closing State at 4-7.

1264 Garland Closing State at 4-7.

1265 |GU Initial Brief at 25-26.

1266 |GU Initial Brief at 25-26.

1267 |GU Initial Brief at 29-31.

12688 |GU Initial Brief at 29-31.

1269 gtate of Texas Closing Argument and Brief at 14-17.
1270 Gtate of Texas Closing Argument and Brief at 14-17.
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proposed separate bulk transmission and network transmission ratesfor Rate CGS and Rate PT that were
based on that additional functionalization of the transmission system. TXU did not submit sufficient
evidence or justification to satisfy its burden of proof to establish that the proposed bulk transmission and
network transmission ratesarejust and reasonable. TXU’ sproposed bulk/network distinction distortscost
alocation by increasing the allocation of costs to city-gate customers. Rates based on the proposed
bulk/network division will disproportionately cause more costs to be incurred by city-gate customers.
Further, the Commission denied asimilar division of the pipeline system in GUD No. 8976. Therefore,
the Examiners recommend that the Commission deny separate bulk and network transmission rates for
Rates CGS and PT.

Asanother sub-rateinthe proposed design of Rate CGS, TXU proposed aseparatedistribution systemrate.
TXU’s proposed distribution sub-rate has the highest volumetric charge and the highest capacity charge
under Rate CGS. TXU did not submit sufficient evidence, justification, or satisfy its burden of proof to
establish that the proposed distribution system sub-rateisjust and reasonable. The effect of the separate
distribution sub-rate is that city-gate customers (ultimately distribution customers) are allocated
disproportionately more costs and incur more expense for gas service than customers receiving city-gate
service under the other proposed sub-rates. Therefore, the Examiners recommend that the Commission
deny the distribution system sub-rate for Rate CGS. The Examiners recommend that the Commission
establish asingle City Gate Service Rate comprised of ameter charge, acapacity charge and asingle block
volumetric charge. The Examiners' recommended ratesfor City Gate Service are the following: $200.00
per meter charge, acapacity charge of $0.8137 per billing MDU, and a volumetric charge of $0.1697 per
MM Btu.

TXU also proposed separate bulk transmission and network transmission sub-rates for its proposed Rate
PT. Asdiscussed above, TXU did not submit sufficient evidence, justification, or satisfy its burden of
proof to establish that the proposed bulk transmission and network transmission sub-rates are just and
reasonable. Therefore the Examiners recommend the Commission set asingle Rate PT that is applicable
to appropriately classified customers.

TXU'’s proposed Rate PT consists of a $200.00 per meter charge, a capacity charge, and two declining
block rates. TXU has proposed capacity fees for the pipeline transmission rate. The primary argument
against the capacity charge in Rate PT is that it is a charge for firm service and would be charged to
interruptible customers. The Examinersfind IGU’ sposition persuasive. TXU hasnot provided sufficient
evidence andjustification to base aportion of Rate PT on capacity. In effect, the proposed capacity charge
isamethod of extracting an increased minimum payment from pipeline transportation customersin lieu
of relying exclusively on volumetric rates. The Examiners therefore recommend the Commission not
approve a capacity charge element in the rate design for Rate PT. The Examiners recommend the
Commission set asingle Rate PT to be comprised of a meter charge and two declining block rates. The
Examiners' recommended rates for Pipeline Transportation service are the following: $200.00 per meter
charge, and volumetric charges of $0.1544 per MMBtu for the first 122 MMBtu per Billing MDU, and
$0.1389 per MMBtu for al additional MMBtu..

Theproposed hourly and daily imbal ancefees, and the operational flow order imbal ancefeewere contested
by many of the parties. The primary objection of the parties, including Commission Staff, isthat thereis
not sufficient dataavailable on TXU’ s system and its customersto allow customersto adjust gas volumes
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in order to avoid imbalance fees on an hourly and daily basis. TXU argued and provided testimony that
the underlying policy of such feesisto “incent” transmission customers to nominate gas accurately. In
order to allow atransmission customer to adjust itsnominations and avoid feesfor imbalances, itiscrucial
that the customer have accurate and timely information upon which to act. The weight of the evidence
indicatesthat such information isnot currently available or usable on an hourly and daily basis. Therefore
the Examiners recommend the Commission deny TXU’ s proposed hourly and daily imbalance fees, and
the operational flow order (hourly) imbalance fee for City Gate Service (Rate CGS), Pipeline
Transportation (Rate PT), and Distribution Transportation class customers (Rate T).

Upon review, the Examiners find that TXU’s proposed curtailment overpull fee is reasonable and
recommend adoption by the Commission. The curtailment overpull fee will be incurred in the event of
acurtailment or interruption and the customer receives gas in excess of the stated level of curtailment or
interruption. The proposed feeis 200% of the midpoint price for the Katy point listed in Platts Gas Daily
published for the applicable gas day. Curtailments are rare. The fee will discourage the receipt of gas
deliveriesin excess of the stated level of curtailment and is therefore reasonable.

C. Distribution Rates

TXU’s Position

TXU proposesfour ratesfor itsdistribution system: Residential Sales(“RateR”), Commercia Sales(“Rate
C”), Industrial Sales (“Rate I”), and Transportation (“Rate T”). Residential Sales service is service to
separately and individually metered individual private dwellings or apartments. TXU has proposed
declining block rates for Rate R. The following table summarizes the proposed rates for Rate R.

Table 11.3 Residential Sales

Minimum Customer Charge $12.00
0 Mcf to 3 Mcf $ 1.4533 per Mcf
All additional Mcf $1.2032 per Mcf

Mr. Goble testified on behalf of TXU that the proposed declining block rate structures, along with the
monthly customer charge, are designed to collect more revenue in the initial usage blocks than in the tail
blocks of the rates.**”* He testified that customers benefit from this rate design because they will pay
successively lessfor gas consumed during cold weather.*?"? Mr. Goble further testified TXU will benefit
because more revenues are collected from the customer charge and initial block.*?”® Because of thisfront
loading, thedeclining block rateisal sointended to achieverevenue protection from consumption variances
due to weather in lieu of aweather normalization adjustment clause.**™

271 TXU Exhibit 24 at 24.
1272 TXU Exhibit 24 at 24.
123 TXU Exhibit 24 at 24.
1274 TXU Exhibit 24 at 25.
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Commercial Saes Service (“Rate C”) is proposed as service to any customer with a North American
Industry Classification System Code (“NAICSC”) beginning with 11, 22 (excluding electric generation),
23,41- 46, 48, 49,51 - 56, 61, 62, 71, 72, 81, or 91 - 93. Industrial customers using less than 3,000 Mcf
are eligible for Commercial Sales Service. TXU proposes declining block rates for Rate C. Mr. Goble
testified that TXU has expanded the middle volumetric block of its commercial service rate in order to
recover agreater amount of revenuefrom that block. The purposeisto reduce TXU’ sbusinessrisk related
to weather.’*” The following table summarizes TXU’ s proposals for Rate C.

Table11.4 Commercial Sales

Minimum Customer Charge $ 20 per month

First 0 Mcf to 30 Mcf $ 1.5327 per Mcf
Next 320 Mcf $1.2827 per Mcf
All Additional Mcf $1.0329 per Mcf

Industrial Sales Service (“Ratel”) isproposed for customerswith NAICSC beginningwith 21, 22 (electric
generation only), 31, 32 or 33. TXU proposes a curtailment overpull fee for Rate I. TXU proposes
declining block rates for Rate. The following table summarizes TXU’s proposed Rate .

Table11.5 Industrial Sales

Meter Charge $ 150 per meter

First 0 MM Btu to 1,500 M M Btu $0.7879 per MMBtu

Next 3,500 MM Btu $0.6414 per MMBtu
Next 45,000 M M Btu $ 0.4949 per MMBtu
All Additional MM Btu $0.3485 per MMBtu

The Applicant’ s proposed Transportation Serviceisdelivery service provided to large consumersdirectly
connected to the TXU Distribution System who procure their own gas supplies.*”® TXU proposes a
curtailment overpull fee for Rate T. TXU proposes declining block rates for Rate T. TXU proposes
hourly, daily, and monthly imbalance fees, an operational flow order imbalance fee, and a curtailment
overpull feefor Rate T. The following table summarizes TXU’s proposed Rate T.

1275 TXU Exhibit 24 at 26.
1276 TXU Exhibit 23 at 12.
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Table 11.6 Transportation

Meter Charge $ 150 per meter

First 0 MM Btu to 1,500 M M Btu $0.7879 per MMBtu

Next 3,500 MM Btu $0.6414 per MMBtu
Next 45,000 M M Btu $ 0.4949 per MMBtu
All Additional MM Btu $0.3485 per MMBtu

Allied Coalition of Cities Position

ACC opposes TXU’s proposed residential and commercial minimum customer charge increase and
residential declining block rate structure.?”” ACC argues that TXU’s proposed residential minimum
customer charge ($10.00) should bereduced to $7.00. ACC aso arguesthat TXU’ sproposed commercial
minimum customer charge ($20.00) should be reduced to $10.00."*"® Steven Andersen testified on behalf
of ACC that the minimum charge for commercia customers should be set below class average customer
costs because a minimum charge designed to recover average customer costs would discriminate against
small commercial customers.**”® ACC also argues that the Commission should reject TXU’s proposed
declining block rates for residential service. ACC argues that declining block rates are unnecessarily
complex, increase cross-subsidieswithin theresidential class, and reduce the financial incentiveto invest
in more efficient appliances and heating equipment.*#*

Association of TXU Municipalities' Position

ATM recommendsthe Commission deny TXU’ sproposed customer chargeincrease and deny the proposed
declining block rate structurefor residential customers.’®* ATM witness Jeffrey Rudol ph testified that the
minimum customer chargesfor residential and commercial service should be limited to $7.00 and $14.00
respectively.’® He testified that the residential service rate should be a single block and seasonally
differentiated with winter rates 15 cents per Mcf greater than summer rates.”® He also testified that the
commercia service rate should be seasonally differentiated, with a constant summer rate and two winter
blocks. Mr. Rudolph further testified that the first winter block should be 15 cents per Mcf higher than
the summer block, and that the second winter block should equal the summer block.'®* ATM arguesthat
the Commission should only approve athree block structure for Commercial ratesasis currently adopted.
ATM arguesthat TXU’ s proposed declining block rate structure for residential rates results in customers
paying “alower average rate during high usage months than during warm temperature months.” 2> ATM
recommends “an unbundled energy charge, that includes separate Mcf rates for pipeline and distribution

127 ACC Initial Brief at 158-9.

1218 ACC Initial Brief at 158-9.

12 ACC Exhibit 61 at 41.

1280 ACC Initial Brief at 158-9.

1281 ATM Initial Brief at 81.

1282 ATM Exhibit 121 at 25, 32.
1283 ATM Exhibit 121 at 25, 33-45.
1284 ATM Exhibit 121 at 25, 33-45.
1285 ATM Initial Brief at 85-86.
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service, and aflat energy charge that is seasonally differentiated.”*?®** ATM argues that the increasesin
minimum customer charges proposed by TXU unfairly burden low-use and/or low-income ratepayers,
promote inefficient energy consumption, and include many costs that do not fluctuate with the number of
customers.*?®’

Dallas s Position

Dallas s position is that the Commission should regject TXU’ s proposed minimum customer charge and
declining block rate design for residential customers.’?®® Essentially, Dallas arguesthat GURA §104.301
(the “GRIP” statute) increases the customer charge over time and that it is inappropriate to charge
residential customers declining block rates.**

Examiners Analysis and Recommendation

TXU’s proposed minimum customer charges were contested by many of the parties. TXU’s proposed
residential customer charge of $12.00 would increase the minimum customer charges approved in the
previous eight region-wide cases™® between $3.50 to $5.00 per month (41% to71% increase). TXU’s
testimony, evidence, and argument is that the increased minimum customer charges are necessary to
recover fixed, customer-related costs. The Examinersfind that the weight of the evidence does not show
it unreasonable to recover a large portion of fixed, customer-related costs through minimum customer
charges. However, the Examiners' consider it unreasonable to increase the minimum customer charge
for residential serviceby 41%to 71%. The Examinersrecommend the Commission approve aminimum
customer charge of $9.00 for residential service. This will increase the minimum customer charges
approved in the previous eight region-wide cases $2 to $0.50 (28% to 6%, respectively).

TXU’ s proposed minimum customer charges for commercia customers were also contested by many of
the parties. TXU’s proposed commercial customer charge of $20.00 would increase the minimum
customer charges approved in the previous eight region-wide cases™* between $5.25 to $8.00 per month
(35% to 66% increase). The Examiners opinion is that it is unreasonable to increase the minimum
customer charge for commercia service by 35% to 66%. The Examiners recommend the Commission
approve aminimum customer charge of $15.50 for commercial service. Thiswill increase the minimum
customer charges approved in the previous eight region-wide cases $3.50 to $0.75 (29% to 5%,
respectively).

The parties did not contest the $150 per meter charge proposed by TXU for Rates| and T. The Examiners
find that the weight of the evidence indicates that TXU’s proposed $150 meter fee for Rates T and | are
reasonable. The Examiners recommend the Commission adopt the $150 meter fee proposed by TXU for
Ratesl and T.

Many parties contested TXU’s proposed declining block rates for residential service. The evidence
submitted in this case shows that gas cost isthe most significant portion of aresidential customer bill that

1286 ATM Initial Brief at 85-86.

1287 ATM Initial Brief at 85-86.

1288 Dallas Closing Statement at 65.

128 Dallas Closing Statement at 65.

2% GUD Nos. 9353, 9361, 9365, 9366, 9370, 9376, 9377, 9379
121 GUD Nos. 9353, 9361, 9365, 9366, 9370, 9376, 9377, 9379
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varieswith volume. The effect that a declining block rate for residential serviceislikely to haveis more
theoretical and speculative and clearly not as significant as the effect gas cost has on residentia class
customers. The Examiners find that the weight of the evidence does not indicate TXU’s proposed
declining block ratesfor residential serviceto be unreasonableasargued by several intervenors. However,
the Examinersrecommend that the Commission adopt asingleblock volumetric ratefor residential service
to serve the policy goals of simplicity of rate design and bill comprehension. Further, because the
Examiners recommend an increase in the minimum customer charge, more fixed costs and customer-
related costs are recovered reducing the need to load the first volumetric block in order to recover more
costs as TXU proposes. ATM recommended seasonally adjusted single block rates for residential
customers. The Examinersdo not recommend the Commission adopt seasonally adjusted ratesas proposed
by ATM for the following reasons:. (1) seasonally adjusting rates is a more complex process; (2) ATM
proposes rates higher in the winter when residential customers are likely to have higher gas bills due to
increased consumption; and (3) theweight of the evidence does not establish that seasonally adjusted rates
will lead to more efficient consumption by residential customers.

Objections were made to TXU’ s proposed “elongation” of the middle volumetric block for Commercial
service. TXU submitted testimony that the first block captures average base load usage, the middle block
recoverswinter heating load and excess base|oad consumption, and thefinal block recoverstheremaining
load exceeding 350 Mcf per month.**>  The weight of the evidence and testimony indicates that the
proposed volumetric blocksfor commercia service arereasonable. The Examinerstherefore recommend
the Commission adopt TXU'’s proposed volumetric rate structure for Commercial service.

The partiesdid not object to the volumetric rate structure proposed by TXU for Rates| and T. Theweight
of the evidence and testimony indicates that the proposed volumetric blocks for Industrial Sales service
and Transportation service are reasonable. The Examiners therefore recommend the Commission adopt
TXU’ s proposed volumetric rate structure for Industrial Sales service and Transportation service.

The Examiners recommend the Commission deny hourly and daily imbalance fees, operational overflow
imbalance feesfor Rates| and T. These fees require the timely accessto accurate datain order to adjust
gasdeliveries. The evidenceindicatesthat such dataisnot readily availableto TXU’s customersin such
amanner that customerswho may be charged with thesefeesare ableto maketimely decisionsand prevent
them. The Examinersrecommend the Commission adopt the proposed curtailment overpull feefor Rates
land T.

D. Miscellaneous Service Charges

TXU’s Position

TXU has proposed severa increases in fees for miscellaneous services. In its Rate M - Miscellaneous
Charges, TXU proposesseveral chargesfor miscellaneousservices. Thefollowing table summarizesthese
proposals.

1292 TXU Exhibit 39 at 65-67.
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Rate — Miscellaneous Char ges

Connection Charge: Connection charge for reconnecting gas $65 during business hours
service. $97 after business hours
Field Read of Meter: Read for change charge. $19.00

Returned Check Charge: $20.00

Chargefor Installing and Maintaining an Excess Flow Valve Actua Cost

Recovery of Connection Costs Associated with Certain Stand-By Actua Cost

Gas Generators

Chargefor Temporary Discontinuance of Service - Residential: $65

Temporary disconnect at customer request

Chargefor Temporary Discontinuance of Service - Non- $107
Residential: Temporary disconnect at customer request

Chargefor Meter Testing: Incurred if performed more than once $15
within previous four years

Chargefor Service Call: For customer related problems $26 during business hours
$40 after business hours

Tampering Charge: $125

Mr. Goble testified on behalf of TXU regarding the proposalsin Rate M.*** Mr. Goble testified that the
increasesin the connect/reconnect charge, thefield read of meter charge and the returned check chargeare
necessary to morefully recover the costs of these services. Mr. Gobletestified that TXU isproposing new
charges: servicecall charge, meter tampering charge, and temporary discontinuance of servicecharge. He
testified that the service call charge is cost based and designed to compensate TXU for time, labor and
transportation.’** Mr. Goble testified that the temporary discontinuance of service chargeisintended to
recover lost customer chargerevenuefor customerswho disconnect during the spring and reconnect during
the winter to avoid minimum customer charges.***

Allied Coalition of Cities Position

ACC objects to the amounts of the fees proposed by TXU in Rate M. ACC argues that TXU has not
justified the magnitude of the proposed increases.”® ACC recommends thefollowing changesto TXU’s
proposed miscellaneous service charges: '’ (1) Reduce proposed Connect Chargesfrom $65.00t0 $45.00;
(2) Reduce proposed Service Call Chargefrom $26.00to $15.00; (3) Reduce proposed M eter Read Charge
from $19.00 to $15.00; (4) Reduce proposed Temporary Disconnect Charge from $65.00 to $45.00; (5)

1258 TXU Exhibit 24 at 26-28.
1294 TXU Exhibit 24 at 26-28.

12%5 TXU Exhibit 24 at 26-28.

12% ACC Initial Brief at 160-1.
1297 ACC Initial Brief at 159-163.
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Eliminate proposed Meter Testing Charge of $15.00; and (6) Reduce proposed Tampering Charge from
$125 to $110.

Association of TXU Municipalities Position

ATM objectsto the proposed temporary disconnect charge.’*® ATM arguesthat Mr. Rudol ph’ stestimony
establishes a cost-based discontinuance charge of $4.25 per month for residential customers, $9.56 per
month for commercia customers, or aggregate amounts of $23 and $52 for residential and commercial
customers over a 5.33 month average disconnect time-frame.***® ATM argues that current reconnect
charges capture costs associated with temporary disconnection of service seasonally.

Examiners Recommendation

TXU proposed increases to existing service charges and additional service chargesto prevent temporary
disconnection of serviceto avoid minimum customer charges. After reviewingall thetestimony, evidence,
and argument, the Examinersfind that the weight of the evidence shows that TXU’s proposed Rate M to
be cost-based and reasonable. The temporary disconnect charge is a reasonable means to discourage
customersfrom avoiding minimum customer chargesand free-riding fixed capacity costs seasonally. The
Examiners recommend the Commission adopt Rate M as proposed by TXU.

E. Standard Contractsfor Industrial and Transportation Customers

TXU’s Position

In this docket, TXU has filed proposed standard agreements for service for Rates CGS, PT,and T. The
standard agreements are contracts for transportation service and are what TXU proposes be entered into
between TXU anditstransportation and city-gate customers. Rate schedule31isTXU’ sproposed Generd
Transportation Contract Terms and Conditions and includes the following sections: (1) Definitions; (2)
Quantity; (3) Lawsand Regulations; (4) Nominations; (5) Imbalances; (6) Rates; (7) Receipt Point(s) and
Delivery Point(s); (8) Pressures at Points of Receipt and Delivery; (9) Measuring Equipment and Testing;
(10) Measurements; (11) Quality; (12) Additional Facilities; (13) Taxes; (14) Billing, Accounting, and
Reports; (15) Responsibility; (16) Title-Warranty & Indemnity; (17) Waiver of Breaches, Defaults, or
Rights; (18) Remedy for Breach; (19) Force Mg eure; and, (20) Miscellaneous. Rateschedule32isTXU’s
proposed City Gate Transportation Terms and Conditions and includes sections and subsections which
concernthefollowing: (1) Subject Matter; (2) Downstream responsibilities; (3) Transportation and Storage
Capacity; and (4) Gas Supply Sourcing. Rate schedule 33 is TXU’s proposed Pipeline/Distribution
Transportation Termsand Conditionsand i ncludes sections and subsectionswhich concern thefollowing:
(1) Subject Matter; (2) Priority of Service, (3) Plant Protection Service and Firm Electric Load
Quantities.® TXU proposes that its standard agreements for service be reviewed and approved by the
Commission.

Railroad Commission Saff’s Position
Staff arguesthat all of TXU’ sproposed Standard Agreements should beremoved from thetariff filingand
thus not approved by the Commission. Staff arguesthat no contract term or condition should befiled with

12% ATM Initial Brief at 95.
2% ATM Initial Brief at 95.
1300 TX U Exhibit 1, Volume 3 at 74-95.
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the Commission in theform of atariff. Staff essentially arguesthat thefiling of such contracts would put
an undue burden on the Commission to analyze, review, and enforce the contracts. Staff also argues that
litigation before the Commission may increase because disputes over such agreements may require
Complaints to be filed before the Commission.**

Brazos Electric Power Cooperative’' s Position

Brazos argues that the historical practice of negotiating contracts with transportation customers is
proper.’*? Brazos also questions the legality of the Commission’s authority to impose standardized
agreements on an entireindustry or customer class. Brazos argues that the Commission does not have the
authority to adjudicate contract claims, and therefore should not require the adoption of contracts.***
Brazosarguesthat TXU’ sproposa would havethe Commissioninappropriately impose one-sided contract
termson transportation customersand prevent thisclassof customer from engaging in contract negotiation,
mediation, arbitration, or litigation.***

Chaparral Steel Midlothian’s Position

Chaparral Steel is opposed to several terms and conditions that TXU has proposed in the standard
agreementsfor transportation service.** Chaparral proposesthat meter tests beinserted into the standard
termsand conditions. Chaparral proposesrequiring TXU personnel tofollow anindustrial facility’ ssafety
protocols. Chaparral objectsto TXU’ sproposalstolimititsliability, deliver gasat TXU’ sdiscretion, and
plant protection service. 3%

Industrial Gas Users' Position

IGU arguesthat uniform standardized tariffsand agreementsfor gas service are necessary to prevent TXU
from imposing one-sided terms and conditions on transportation customers.**”” IGU objects to several
proposed terms and conditions in TXU’s proposed agreements. IGU argues that TXU’s proposed
limitations of liability are unreasonable.*® IGU argues that the general terms and conditions of TXU’s
proposed transportation contract are unreasonable.®® 1GU argues that TXU’s proposed plant protection
fee is unreasonable and any amounts collected to date under it should be refunded pursuant to a
Commission Order."**°

Examiners Recommendation

TXU arguesthat Texas Utilities Code §104.253 allowsagasttility tofileits proposed agreements.™** The
Examiners agree with TXU that the Utility Code allows TXU to file agreements with the Commission.
However, the Examiners agree with the recommendation of Staff and recommend the Commission not
allow TXU to file its proposed agreements. TXU has not specifically addressed the legal effect of

1301 Sraff’ s Closing Argument at 5-6

1302 Brazos Closing Statement at 5-7.

Brazos Closing Statement at 5-7.

Brazos' Closing Statement at 8.

1305 Chaparral Steel’s Initial Post Hearing Brief at 24-27.
1306 Chaparral Steel’s Initial Post Hearing Brief at 19-27.
1907 1GU’ s Initial Brief at 26-29.

1308 |GU’ s Initial Brief at 32-33.

18 |GU’ s Initial Brief at 33-35.

1310 |GU’ s Initial Brief at 38-43.

B TXU Initial Brief at 157.

1303
1304
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Commission approval of itsproposed contract terms. Thelegal effect of the Commission mandating terms
and conditions relating to indemnity, waiver of liability, title to gas, force majeure, and other clauses
governed by contract and/or property law principles is unclear. Given the fact that such clauses have
historically been negotiated by parties as part of negotiating contractsfor service, it would be asubstantial
change in Commission policy to use the Commission’s jurisdiction and authority to impose the content
of transportation contracts on transportation customers. The Examinersfind it unreasonableto force such
termson transportation customerswhen the historical practice hasinvolved negotiation of suchterms. The
weight of the evidence does not establish that TXU has met its burden of proof of establishing that its
standard agreementsfor servicearejust and reasonable. The Examinersrecommend the Commissiondeny
TXU’s proposed standard service agreements — rate schedules 28, 29, 30, 31, 32, and 33. |If the
Commission decidesto include the standard service agreementsin thisdocket, the Examinersrecommend
that TXU’s proposed plant protection service fee be considered in GUD No. 9460 as part of TXU’s
proposed curtailment order.

F. Miscellaneous Service Rates:
Rate ANS, Rider CT, Rider RA, Rider FF, Rider SUR, and Rider Tax

TXU’s Position

TXU has proposed Rate ANS - Ancillary Services, which is applicable for agreements TXU enters to
provide ancillary servicesto shippers, operators, gas marketers, and other types of customers. Rate ANS
includesbutisnot limited to thefollowing services: transportation for off-system customers; compression;
parking, lending; storage; blending; pooling; hub services; facility construction and/or operation; and
exchange services.

Rider FF - Franchise Fee Adjustment is TXU’ s proposed tariff for adjusting customers’ billsfor municipal
franchisefees. Rider SUR - Surchargesis TXU’ s proposed tariff for surcharges that may be imposed on
customers bills. Rider CT - Competitive Transportation Service is TXU’'s proposed tariff for
transportation service contracts. TXU proposes that Rider CT be applicable for situations where true
competition for transportation service exists. Rider RA - Retention Adjustment is TXU’ s proposed tariff
for retention adjustment for Rate CGS, PT, and T customers. Rider Tax - Tax Adjustment is TXU’s
proposed rider for adjusting al rates (R, C, I, T, CGS, and PT) for applicable taxes.

Railroad Commission Saff’s Position

Commission Staff opposes the approval of the proposed tariff Rate ANS - Ancillary Services becausethe
proposed tariff has no ascertainableratesfor the services described. Staff arguesthat TXU should not be
allowed to file a tariff until a specific rate for each service listed is set under GURA and Commission
Rules.’**?

Association of TXU Municipalities’ Position

ATM'’ spositionisthat the Commission should modify Rider CT torequire TXU to only offer non-standard
contracts within a certain pricing bandwidth.”** ATM’s testimony and argument is that a pricing
bandwidth is necessary to prevent TXU from charging something less than incrementa costs so that

1312 gtaff’ s Closing Argument at 5.
1813 ATM Initial Brief at 96-101.
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regulated customers do not subsidize lower rates for non-standard contract customers.™**

Industrial Gas Users Position
IGU arguesthat proposed Rider RA isunreasonable. IGU recommendsthe Commission modify Rider RA
to reflect retention levels of 0.82% for Rate PT and 2.53% for Rate T.:*%°

Examiners Recommendation

The proposed tariff for Rate ANS contains no specific rates for the serviceslisted. The fact that no rates
are proposed isthe basis for Staff’ s opposition to thetariff. TXU argues that the serviceslisted are ones
that are negotiated and thus the ultimate rates for the services will be determined when parties enter into
an agreement with TXU. TXU statesthat rates will be filed with the Commission in accordance with the
Commission’ sruleswhen contractsfor such servicesareentered.™ Thetariff inand of itself islittlemore
than acursory listing of servicesthat the applicant may contract for with third parties. The Examinersfind
the tariff for Rate ANS to be just and reasonable. Given that TXU has stated it intends to follow all
Commission reporting rules should the company enter into an agreement to provide serviceslisted in Rate
ANS, the Examiners find no basis to recommend denial and/or removal of the proposed tariff from this
docket.

No party objected to Riders FF, SUR, and TAX. The Examiners find that the evidence establishesRiders
FF, SUR, and TAX arereasonable. The Examinersrecommend the Commission approveRidersFF, SUR,
and TAX as proposed by the utility.

ATM proposes a pricing bandwidth to prevent TXU from charging rates to competitive transportation
customers below incremental costsof service. Ineffect, ATM wantsthe Commission to insure TXU does
not subsidize below market contracts with revenues from non-competitive customers whose rates are set
by the Commission. ATM’ sexpert offered testimony regarding aproposed pricing bandwidth. However,
the evidence does not indicate that TXU islikely or ableto charge rates for competitive customers below
theutility’ sincremental cost of service. The Examinersfind that proposed Rider CT isjust and reasonable
and recommend the Commission approve it as proposed by the applicant.

IGU proposes a modification of Rider RA. TXU argues that IGU’ s proposal is not appropriate because
it doesnot reflect appropriate LUG and retention factors. The Examinershave recommended therecovery
of actual LUG in TXU’s gas cost recovery, subject to review by the Commission. TXU’s proposed RA
is reasonabl e given the proposal to recover LUG through gas costs. The Examiners find that the weight
of the evidence establishes that Rider RA is reasonable and recommend the Commission adopt it as
proposed by the utility.

G. Ratesfor Incremental Costs

Sate of Texas Position
The State of Texas proposes that state agency customers are entitled under the provisions of 8104.201 of

1314 ATM Initial Brief at 96-101.
1815 |GU Initial Brief at 31.
1816 TXU Initia Brief at 167.
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the Texas Utilities Code to rates for transportation service based on the “incremental cost” of providing
that service.™™ The State's expert witness, Kelso M. King, testified as to the different types of cost of
servicestudies: embedded andincremental .***# Mr. Kingtestified that the difference between an embedded
cost-of-service study and an incremental cost-of-service study relates to the different costs measured.
Embedded costs are the accounting costs on the utility’ sbooksduring atest-year and incremental costsare
the costs of the resources required to provide the last unit of production.®*°

The State’'s argument is that state agencies are entitled to rates based solely on the costs incurred by
transporting additional volumesof gas. The State arguesthat Tex. Util. Code Ann. § 104.201 was enacted
in 1993 to specifically provide that transportation rates for State agencies should be based upon the “cost
of providing thetransportation service.” ** The State arguesthat thislanguage requires gastransportation
rates based on incremental costs be set for state agencies.™™ The State argues that TXU’s incremental
costs for state agencies are the following: (1) State agency commercial distribution customersis $0.0748
per MM BLtu; (2) State agency industrial distribution customersis$0.0156 per MM Btu; and (3) State agency
pipeline system customers is $0.00097 per MM Btu.**#

The State alternatively proposed, in the event the Commission does not use incremental coststo set rates
for state agencies, that the Commission should set rates based on the embedded costs of the test year.’**
The Statearguesthat TXU’ scost of service study establishesthat the proposed pipelinetransportation rate
is24.5% higher than its embedded cost of $0.0608 per Mcf and that the distribution transportation rate is
43% higher than its embedded cost of $0.3367 per Mcf %>

TXU’s Position
TXU argues that state agency customers are not entitled to rates based on TXU’s incremental cost of
service.®® TXU argues that the State’ s reliance on §104.201 is improper because this docket has been
filed under §§104.101 — 104.111.%3% TXU further arguesthat Commission precedent established in GUD
No. 9291 that rates set under 8104.201 are not required to be set on theincremental transportation expense
of the utility.™®*’

Examiners Recommendation

Thereareno statutory provisionswithin GURA that utilizeincremental cost methodol ogiesfor setting gas
utility rates. GURA contains statutory provisions establishing a rate-making methodology based on the
embedded costs of the gas utility. The Examiners recommend that the State of Texas proposal to have
transportation rates set on incremental cost be rejected.

1817 State of Texas Closing Argument and Brief at 3-7.
1318 Texas Exhibit 132 at 31.

1819 Texas Exhibit 132 at 31-35.

130 gtate of Texas Closing Argument and Brief at 3-7.
1321 State of Texas Closing Argument and Brief at 3-7.
1322 gtate of Texas Closing Argument and Brief at 5.
State of Texas Closing Argument and Brief at 6.
State of Texas Closing Argument and Brief at 6.
1825 TXU Initial Brief at 171.

1326 TXU Initial Brief at 171.

1827 TXU Initial Brief at 171.
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1324
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XIl. CONCLUSION

TXU Gasrequested atotal revenuerequirement of $1,029,162,347 for itsoverall Pipelineand Distribution
systems, which isan increase of $68,641,862 over total present revenue of $960,520,485. For the reasons
discussed in the preceding sections of this Proposal for Decision, the Examiners recommend that the
Commission approve atotal revenue requirement of $918,115,119, a decrease of $42,405,366 from total
present revenue.

Respectfully submitted,

John Chakales Michelle Lingo Mark Evarts
Hearings Examiner Hearing Examiner Technical Examiner
Office of General Counsel Office of General Counsel Gas Services Division
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X111, PROPOSED ORDER
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X1V. SCHEDULES
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XV. ATTACHMENTS
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A&G
ACC
ADFIT
AGA
ALG
APB 16

APBO
ATM
ATS

BRAZOS

CAP
CAPM
CCA
CCNC
CHAPARRAL
CIAF
CIS

COS
COSERV
CPI

CSR
CTC
cwC
CWIP

DALLAS
D&A
DCF
DEVON
DICP
DOD

E&P
EGCF
EPI
ELG
ERP

FASB
FERC
FIM
FIT
FOF

G&A
GAAP
GCCF
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B. Acronymsand Terms

ADMINISTRATIVE AND GENERAL COSTS

THE ALLIED COALITION OF CITIES (INTERVENING PARTY IN GUD 9400)
ACCUMULATED RESERVE FOR DEFERRED FEDERAL INCOME TAX
AMERICAN GAS ASSOCIATION

AVERAGE LIFE GROUP (DEPRECIATION METHOD)

ACCOUNTING PRINCIPLES BOARD OPINION NO. 16 (RELATING TO BUSINESS
COMBINATIONYS)

ACCUMULATED POST-RETIREMENT BENEFIT OBLIGATION

ALLIANCE OF TXU MUNICIPALITIES (INTERVENING PARTY IN GUD 9400)
AUTOMATED TIME KEEPING SYSTEM

BRAZOS ELECTRIC POWER (INTERVENING PARTY IN GUD 9400)

COMPETITIVE ACTION PLAN

CAPITAL ASSET PRICING MODEL

CUSTOMER CARE ADVOCATES

COMPLETED CONSTRUCTION NOT CLASSIFIED

CHAPARRAL STEEL MIDLOTHIAN, L.P. (INTERVENING PARTY IN GUD 9400)
CAPITAL INVESTMENT ADJUSTMENT FACTOR

CUSTOMER INFORMATION SYSTEM

COST OF SERVICE

COSERV GAS, LTD. (INTERVENING PARTY IN GUD 9400)

CONSUMER PRICE INDEX

CUSTOMER SERVICE REPRESENTATIVES

COMPETITION TRANSITION COST OR COMPETITION TRANSITION COMPLETION
CASH WORKING CAPITAL

CONSTRUCTION WORK IN PROGRESS

THE CITY OF DALLAS (INTERVENING PARTY IN GUD 9400)

DEPRECIATION AND AMORTIZATION COMPENSATION

DISCOUNTED CASH FLOW

DEVON GAS SERVICES, L.P. (INTERVENING PARTY IN GUD 9400)

DEFERRED INFORMATION SYSTEM

UNITED STATE DEPARTMENT OF DEFENSE (INTERVENING PARTY IN GUD 9400)

EXPLORATION AND PRODUCTION

ESTIMATED GAS COST FACTOR

TXU PROCESSING, FORMERLY ENSERCH PROCESSING, INC.
EQUAL LIFE GROUP (DEPRECIATION METHOD)
ENHANCED RETIREMENT PLAN (1997 & 1999)

FINANCIAL ACCOUNTING STANDARDS BOARD (ESTABLISHED GAAP)
FEDERAL ENERGY REGULATORY COMMISSION

FINANCIAL INFORMATION MANAGEMENT

FEDERAL INCOME TAX

FINDING OF FACT

GENERAL AND ADMINISTRATIVE COSTS
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES
GAS COST CORRECTION FACTOR
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GCR
GCRF
GDP
GLO
GPL
GUD
GURA

HDD
HRIS
HWI

IGU
ITC
ITS

LDC
LEP
LIBOR
LSG
LSP

LUG
LEAD LAG

MCF
MDT
MDU

MEPR
MGCA
MRS

MTB
MOODY’S

NARUC
NOAA
NTSB
Oo&M
OPEB

PEP
POLY 1 PIPE
PSI

PUCT

RF
RFI
ROR
RRC
R&C
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GAS COST RECOVERY

GAS COST RECOVERY FACTOR

U.S. GROSS DOMESTIC PRODUCT

THE GENERAL LAND OFFICE OF TEXAS (INTERVENING PARTY IN GUD 9400)

GARLAND POWER & LIGHT COOPERATIVE, INC. (GPL)

GAS UTILITIES DOCKET, RAILROAD COMMISSION OF TEXAS

GAS UTILITY REGULATORY ACT, TEX. UTIL. CODE ANN. §§101.001-123.024 (VERNON 1998 and
SUPP. 2004)

HEATING DEGREE DAY

HUMAN RESOURCES INFORMATION SYSTEM

HANDY WHITMAN INDEX (FOR MEASURING RELATIVE COSTS OF MAIN CONSTRUCTION
FOR DIFFERENT YEARYS)

INDUSTRIAL GASUSERS (INTERVENING PARTY IN GUD 9400)
INVESTMENT TAX CREDIT
INVESTMENT TAX CREDITS

LOCAL DISTRIBUTION COMPANY

LINE EXTENSION POLICY

LONDON INNER BANK OFFERING RATE

LONE STAR GAS

TXU LONE STAR PIPELINE, A DIVISION OF TXU GAS COMPANY, FORMERLY
KNOWN ASLONE STAR PIPELINE, A DIVISION OF ENSERCH CORPORATION
IN GUD NO. 8664

LOST AND UNACCOUNTED FOR GAS

CASH WORKING CAPITAL ANALYSIS

THOUSAND CUBIC FEET

MOBILE DATA TERMINALS

MAXIMUM DAILY USAGE FOR THE MONTHS OF DECEMBER JANUARY, FEBRUARY, AND
MARCH (4MDU)

MODIFIED EARNINGS-PRICE RATIO

MONTHLY GAS COST ADJUSTMENT CLAUSE

METER READING SERVICE

MARKET-TO-BOOK RATIO

MOODY’ S INVESTOR SERVICES (DEBT RATING)

NATIONAL ASSOCIATION OF REGULATORY UTILITY COMMISSIONERS

NATIONAL OCEANIC AND ATMOSPHERIC ADMINISTRATION

NATIONAL TRANSPORTATION SAFETY BOARD

OPERATION AND MAINTENANCE COSTS

OTHER POST EMPLOYMENT BENEFITS SUCH AS POST RETIREMENT BENEFITS,
HEALTHCARE, DENTAL INSURANCE, MEDICAL INSURANCE, LIFE INSURANCE
PERFORMANCE ENHANCEMENT PLAN

3306 POLYETHY LENE PIPE, MADE OF TR-414 RESIN

POUNDS PER SQUARE INCH

PUBLICUTILITY COMMISSION OF TEXAS

RECONCILIATION FACTOR

REQUEST FOR INFORMATION

RATE OF RETURN

RAILROAD COMMISSION OF TEXAS
RESIDENTIAL AND COMMERCIAL CUSTOMERS
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SCP

S&P

SCP

SEC
SFAS
SFAS106

SLA

SOl
STAFF
STATE

T&D
TXU

VSP

WACOG
WINS

WTG

PROPOSAL FOR DECISION Page 274

SAFETY COMPLIANCE PROGRAM

STANDARD & POOR’'S CORPORATION (DEBT RATING)

SAFETY COMPLIANCE PROGRAM

SECURITIES & EXCHANGE COMMISSION

STATEMENT OF FINANCIAL ACCOUNTING STANDARDS

STATEMENT OF FINANCIAL ACCOUNTING STANDARDSNO. 106 RELATINGTO EMPLOYERS
ACCOUNTING FOR POST RETIREMENT BENEFITSOTHER THAN PENSIONS; AMENDED APB
6

SERVICE LEVEL AGREEMENT (AGREEMENT EFF. 1-1-2002 WHEREBY TXU ENERGY
PROVIDES CUSTOMER SERVICES TO TXU DISTRIBUTION FOR BILLING, CUSTOMER INFO,
BILL PRINTINGAND MAILING, REMITTANCE PROCESSING, COLLECTIONS, AND REPORTING)
STATEMENT OF INTENT

THE RAILROAD COMMISSION OF TEXAS (INTERVENING PARTY TO GUD 9400)

THE STATE OF TEXAS, ATTORNEY GENERAL’S OFFICE, CONSUMER AFFAIRS

TRANSMISSION AND DISTRIBUTION
TXU GAS COMPANY

VOLUNTARY SEVERANCE PLAN (1999)

WEIGHTED AVERAGE COST OF GAS

WINNING INNOVATIVE SERVICES PROGRAM INITIATED BY TXU IN 2002 TO REVIEW TXU
BUSINESS SERVICES; ANTICIPATED COMPLECTION OF PROGRAM [N 2005

WEST TEXAS GAS, INC. (INTERVENING PARTY IN GUD 9400)



