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.CiSion S? 1~ .004 DEC 2 21987 ®OO~~mIl&fL 
BEFORE THE PUBLIC UTILI'I'IES COMMISSION OF THE STATE OF CALIFORNIA 

In the Matter of the Application of ) 
Southern California Gas Company ) 
(U904G) to Implement its Attrition ) 
Allowance and to Establish a Return ) 

Application 87-07-048 
(Filed July 31, 1987) 

on Equity tor 1988. ) 

------------------------------) 
(See companion deeision in A.$7-07-0S0 et al. tor appearances.) 

OPINION 

On July 31, '1987 Southern california Gas Company 
(Socal Gas) tiled this application requesting authority to deerease 
its rates tor natural gas service by $74,000 annually beqin.~inq 

•

January 1, 1988, pursuant to the Rate case Plan previously adopted 
y the Commission. D.$7-0S-027 authorizes SoCal Gas to, file',a 

general rate case for Test Year (TY) 199~, instead of T~ 1988, and 
to tile Attrition Rate Adjustment (ARA or attrition) applications 
tor 1988 and ~989. 0.85-12-076 provides specitic guidelines tor 
attrition filings and requires a review of return on common equity 
tor'each utility tiling an ARA advice letter. The Commission has 
required. the filinq of applications tor financial attrition 'in 
order to allow for a full airing ot any factual disputes that may 
arise in connection with this review. This application complies 
with those guidelines, as augmented tor 50Cal Gas' 1988 and 1989 
attrition reviews by the Commission's directives in 0.87-05-027 
that: 

• 

a. The special ratemakinq procedure· applicable 
to Hazardous Waste Cos· -~/M~, ~ufaetured Gas 
Plant 5i tes set forth -: -:'4.:itie Gas and 
Electric Company's 19S7 general rate case 
decision, O.S6-~2-095, shall be applicable 
tor 50cal Gas' ,~oxic Waste Cleanup Program • 
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• 

• 

• 

b. SoCal Gas' authorized return on equity tor 
1988 and 1989 shall be reviewed and 
established annually. 

c. Rate base estimates used to calculate the 
1988 and 1989 attrition allowance shall be 
ba::ed on $325 million of additional gross 
capital expenditures during calendar years 
1988 and 1989. The revenue requirement' 
attributable tc any shortfall in such 
authorized inves~ent shall be refunded tc 
Socal Gas' customers. 

d. A one-time downward productivity adjustment 
equal tc 2% of adopted labor costs shall be 
made in the attrition adjustment to be 
effective January 1, 1988. 

e. The cost of gas inventory stored ' 
underqround shall be removed from rate base 
effective January 1, 1988. 

!. lo the extent t.b.e a:lortization periOd 
associated with certain abandoned gas 
supply projects terminates in either 1988 
or 1989, necessary adjustments will be made 
during those years to prevent over-recovery 
ot the costs associated with the relevant 
gas supply projects. 

The annual return on equity review may be accomplished 
informally through settlement between SoCal Gas, 'Division ot 
Ratepayer Advocates (ORA) and other interested parties or through 
evidentiary hearings. This annual review may be consolidated with. 
similar annual reviews ordered by the commission tor other energy 
utilities. 

ORA tiled a motion dated August 21, 1987 requesting that 
attrition tilings of several energy util~ties be consolidated tor 
the purposes ot the return on equity review. A preh.earing 
conference was properly not~ced and held before AIJs Stalder and 
Carew on Septelnl:ler 8, 1987, for this appl.icatio~ and the following 
other 1988 attrition applications: 

Application 87-08-025, Southwest Gas 
Corporation 
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• Application 87-08-006, Pacific Gas and Electric 
Company 

Application 87-07-0S0, San Diego Gas and 
Electric Company 

At the PRC, the ALJs heard argument on ORA's Motion to 
Consolidate from all parties, including Sierra Paci:f'ic' Power 
Company, which appeared voluntarily at the PHC, despite the tact 
that its attrition application had not yet been accepted tor 
filing. ~hereafter, these matters were consolidated for purposes 
of hearinq the rate of return reviews (PHC Tr. 18). By ALJ Ruling 
dated October 9, 1987, A.87-09-013 of Sierra Pacific Power Company 
was also consolidated wit.~ these matters. Hearings on the 
consolidated rate of return reviews were held October 21 through 27 
before AI.:J carew in san Franeisco. 'I'his decision disposes of all 
issues raised by SoCal Gas' attrition application, including r~te 
of return. 'I'he other consolidated rate of return reviews are 
addressed in a separate decision • 

• II. 

Regarding issues other than return on equity in this 
application, ORA reviewed the SOcal Gas filing and found an error' 
which, when corrected, resulted in an additional revenue 
requirement reduction of $361,000, for a total requested 1988 

attrition year revenue requirement reduction of $435,000, premised 
on SOCal Gas' requested rate of return. SoCal Gas agreed that the 
filing was in error and submitted revised Tables 1 and 2 and 
Schedule A with cover letter dated September 14, 1987, to correct 
the error. 

staff counsel Rood sent a letter dated SeptelTlber 25, 1987 
to AI.Js carew and. '~";..~:"·1er and. to all parties indicating that ORA 
had reviewed the application, found the error, and recommended that 
no hearings were necessary. No party requested hearing, or 
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responded to the letter. Therefore, no hearings'were held on 
issues other than return on equi.ty. 

The tollowing table itemizes the' eomponents of the 
attrition year 1988 adjustlnents whieh. are undisputed,l albeit 
based on SoCal Gas' ,requested rate ot return: 

1 In both its brief and in a Novem}:)er l6, 1987 letter to- AL:J ',tor 

Stalder, SOCal Gas requests permission to update its attrition 
tiling usinq the November 1987 OR! torecast. This results in a 
requested $1.887 million revenue requirement' increase in lieu of 

'the $435,000 decrease presently betore us.. ' 
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A. ~edural 'Background 
As noted, SoCal Gas' 1988 attrition year rate of return 

review w~s heard on a consolid.ated record with four other related 
applications, from October 21-27, 19$7. There were to~r active 
parties: Socal Gas, ORA., the City of Los Anqeles (Los Anqeles) , 
and the City ot San Diego (San Dieqo). 

SoCal Gas presented the testimony of two witnesses. Its 
president Jonel C. Hill testified on policy issues and its Vice 
President and Controller James D. Bailey presented an attrition 
year cost of capital study. ORA presented the testimony of 
Edwin Quan. Los Anqeles presented the testimony of consulting 
engineer Manuel Kroman. san Diego presented no affi~tive ease, 
but participated through. cross":examination o~ the various 
witnesses. Los Anqeles and San Oieg~.opted to, present oral 
argument on october 27th, in lieu of filing briets; SoCal Gas, DRA, 

• 
and TORN filed concurrent ~riets on November St 1987, and the 
matter was s~mitted on that date. the parties' positions are 
summarized in the taJ:lle below, and are s"@sequ~ntly discussed. as a 

• 

prelude to our disposition of the issues. 
B. Rate of Return Recommendations 

. tor Attn~i9n )'ear 1288 

Socal Gas' presently authorized rate of return is 
depicted in the following table~ 

CompeD,ent 

Long-term Oebt 
Pre~errecl Stock 
Common Equity 

Total 

capital 
_Ratio 

45.90%: 
9.10 

45.90 

100.00% 

cost Weighted. 
Factor Cost 

10.0&% 4.6Z% 
6.91 0.63 

13-.90 6.2'5 

11.51% 
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• This present authorization contrasts with the 
recommendations of the active parties for the 1988 attrition year, 
depicted in the following three tables: 

Component 

Long-ter.m. Debt 
Proferred Stock 
Conunon Equity 

'l'otal 

Compoocnt 

Long-term Debt 

•

Preferred Stock 
Conunon Equity 

Total 

Component 

Long-term Debt 
Preferred Stock 
Common Equity 

Total 

\. 

Socal Gas (Recommendation) 

capital 
Raj:io 

45.90% 
8=.80 

45.30 

100.00% 

DBA (RecommendatioDl 

capital 
Ratio 

45.90% 
8.80 

45.3Q 

100.00% 

COst 
Factor 

9.90% 
&.93 

13.90 

Cost 
Factor· 

9.90~ 
6.93-

12.2"S* 

* Miopoint o~ 11.75%-12.75% range. 

Los Angeles (Recommendation) 

capital Cost 
Ratio Factor 

4S.90% 9.862% 
8.80 6.903-

45.3Q 12.85-

100.00% 
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Weighted 
Cosj: 

4.54% 
.. 61 

6.39 

1J..4S~~ 

Weighted 
Cost 

4.54% 
.61 

5.5:5 

10.70% 

Weighted 
~~~ 

4.527% 
.607 

~ta~l 

10.955% 
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A review of these recommendations demonstrates that there 
is no dispute among the p~rties over the capital ratios to ~e used 
for the attrition year. Socal Gas' last rate case decision did not 
speeify a particular capital structure for use during the attrition 
year: thus ORA reviewed the last authorized capital structure and 
SoCal Gas' updated financing plans as a prelude to. making its 
recommendation (DRA Brief, p. 4), and there is general consensus 
among the active parties as to the appropriateness of this result. 
Therefore, we will adopt the agreed-upon capital ratios for 1988. 

SoCal Gas does not plan to issue new preferred stock 
during 1988. Based on a review process s~ilar to that undertaken 
in the area of capital ratios, SoCal Gas and ORA have reached 
agreement on a cost figure for SoCal Gas' existing prefe'r::-ed stock 
(5.93%); Los Angeles' figure (6..903%) is very close to t!lis agreed. 
upon figure. Given the virtual consensus, we will adopt 0._93% for 
attrition year 1988. 
c. Cost 0: Debt 

• 
soCal Gas' long-ter.a. debt is now rated A.. Both ORA's 

Quan and Socal G~s' Bailey aqree that it is appropriate to add. SO 
~asis points to ORI's forecast of AA utility bones to arrive at the 
forecast cost of lonq-ter.a. debt for new ~ond issues during 1988 
CExh.. 14, p. 40.). 

It was agreed by all parties at the conclusion Of 
evident~ary hearings, and. at the request of the applicants, t..i.at 
the most recent DR! control forecast (Nove~er 1987) would be used 
to update debt costs for purposes of this decision. This forQcast 
was furnished by PG&E's counsel to all parties by letter dated 
November 2, ~9S7. It shows a decline in the forecasted level of 
interest rates for 198&, to. 9.68%.. The comparable DRI October 1987 
forecast, available to the parties during hearings, showed a 10.48% 
figure. 'rhus SOCal Gas requests ad:;.~~tio~ ot a 10.18% figure 
(9.68 .... 50), to reflect the cost 0):' new debt issues d.uring 1988' • 

• - 8· -. 
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~(socal Gas Brief, p. lS~) We will adopt this figure pr~sed on 
the ~greement to use the November ORI update' tor this purpQse. 

In its brief, ORA updated its initial recommended 9.SS% 
embedded debt cost fig\lJ:e (Exh.. 14, Table 27), to 9.90% to account 
for the NQvember DR! forecast. SoCal Gas calculates the same 9.90% 

embedded debt cost figure as a result of using the Nove~er OR! 

forecast (SoCal Gas Nove~er 16, 1987 letter to ALJ Stalder, 
Table 5) .. Los Angeles has used a slightly different fig-ure, 
9.862%, which does not reflect the November DR! control forecast .. 
We will adopt the 9.90% figure as more reflective of current 
conditions .. 
D. Ee;turn on Equity: 

In this proceeding the chief contested issue is the 
appropriate return on common equity tor 1988. The following table 
summarizes the positions of the parties .. , 

• 
~ary or ROE Reeommendati2~ 

Partv 

Socal Gas 
ORA 
Los Angeles 
San Oieqo 
'I"O'RN • 

~ 

13.90% 
11.7S%-12~75% 

12 .. 85% 
12.25%-12.75% 

1.2.00% 

SoCal Gas, ORA, and LQs Angeles s~m.i tted testimony 
showing the results of various financial models as the starting 
point for establishing ROE, but they cautioned that the model 
results are an analytical guide, whose results must be tempered by 

judgment. SoCal Gas presente~ three discounted cash flow CDCF) 
studies and two risk premium ~nalyses. ORA, which ,relied on three 
financial models (DeF, risk premium, and the capital asset pricing 
model CCAPM» in its review of these consolidated applications, 
does not recommend use of SoCal Gas specific inputs to the ~c~ ~nd 
CAPM models. DRA favors analysis ot comparable qas group' data, 
given recent diversification efforts whicn raise doubts whether the 
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• stoel< price of Socal Gas' parent Pacific Liqhting Corporation (PLC) 
can be used as an accurate input tc DCF and CAPM. ORA ~ use 
socal Gas specific data in connection with its risk premium 
analysis. Los Ang'eles made an analysis of comparable qas 
distribution utilities (Exh. 13, Table 24). San Diego and ~~ did 
not present independent analyses, but made arguments in support of 
their recommended ranges. The following' table summ~rizes the 
results of the models presented by witnesses Bailey, Quan, and 
Kroman. 

R9E Hodel Resul~s 

Party 

SoCal Cas OCF 

RQli 

13.54%-15.19% 
13.35%-l3.66% Risk Prel:l.ium 

DCF 
Risk Premium 
CAPM 

ll .. 54%-l2.60% 
12 .. 72%-l3 • 66'$ 

ll.61% 

• Los Angeles Comparable Earnings 12.85% 

BeCause these models are only used to· establish a range 
for ROE, we will not repeat the detailed descriptions of eac~ model 
contained in this record. Additionally, the parties have advanced 
arquments in support of their analyses and in criticism of the 
input assumptions used by other parties.. these arquments are not 
extensively addressed in this decision, given our assessment that 
they do not alter the model results shown above. these models 
provide a reasonable rang'e from which to· choose, and we will use 
them as a rougon quidepost in selecting SoCal Gas' 1988 ROE. 
Nonetheless, in the final analysis, it is the application cf 
judgment, not the precision of these models, which is the key to· 
our decision. 

• 
In applyfn..:; ·.:.~is judqment,. we assess the arquments 

presented by SOcal Gas that it faces increased business and 
financial risk during' J.988 • 
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!he utility views elimination of SAM tor the noncore 
market (first annQunced by this commission in 0.86-12-010) as the 
most siqnificant of these additional risks, since the noncore 
market comprises over 50 percent of sales. This market includes 
utility electric generation (UEG) customers and other large 
industrial customers who have the capacity t~ ~se alternative 
energy sources such as fuel oil, out-ot-state electric purChases 
and hydroelectric energy. 

SoCal Gas posits that notwithstanding the Negotiated 
Revenue Stability Account (NRSA), or safety-net provision 
established by the Commission, there is very little real 
protection. It maintains that even with NRSA it can possibly lose 
up to $31 million of net income per. year due to elimination of SAM 
for the noncore market (EXh. 1, p. 6). In short, So Cal Gas 
believes the merits of NRSA, as a risk minimization mechanis~, are 
overstated. (SoCal Gas Brief, p. 7.) Further, the utility asserts 
that the elimination of SAM for noncore customers caused Standard & 
Poors to reduce its lonq-term debt ratinq from AA to A, thus 
further underscoring these adverse impaets. 

SoCal Gas also argues that the benefits of the new 
regulatory framework adopted in OIl S6-06-005 and OIR 86-06-00Q 

(the NOII/OIRN), are overstated by ORA's Quan, since Nsocal Gas can 
only negotiate rates to noncore customers ~elow the costs allocated 
to such eustomers. H (SoCal Gas Brief, p. S.) 

SoCal Gas makes additional risk arguments based on. its 
initial review of the A!J's Proposed Decision in the OII/OIR, which 
was served on the parties the same day briefs were tiled in this 
matter in early November. These arguments are not considered, in 
fairness to all other parties, given the tact that the Proposed 
Decision in the OII/OIR was released after hearings in this 
proceeding had concluded. ~-

ORA acknowledges that risk (in terms of earnings 
. variability) may increase as a'result ot the commission's SAM-
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related decisions. However, it urges the commission not to lose 
si9ht of the underlyin9 intent of thes~ decision,s, which. w~s to 
enable the utilities to respond to changes in the marketplace keyed 
to competition and bypass concerns. The Commission recognized, 
according to ORA, that in such an environment, SAM operates to both 
reduce the utilities' incentive to compete and to penalize them 
when they compete successfully. 

Further, in eliminating S1I11, the Commission acted. very 
carefully, opting for a two-year transitional period., and retaining 
the mechanism for core customers. T~e purpose of this policy, 
according to ORA, was to encourage the utility to make sales to 
noncore customers and to purchase gas at marketable prices. At the 

same time the Commission adopted the NRSA during the two-year 
transitional period as a " ••• floor to limit losses so that they 
cannot grow to disastrous proportions due to wholly unforeseen 
circumstances." (0.87-05-046, mimeo., p. l~.) 

In short, ORA believes SoCal Gas has painted an overly 
bleak picture of the impacts of the Commission's actions, wh.ich 
were desiqned to instill confidence, rather than produce 
uncertainty in the marketplace., 

Finally, ORA points to Exhibit 10,'PG&E's 1987 second 
quarter letter to shareholders wherein the Chairman ot the Board 
provides an assessment of the positive side ot competition. This 
demonstrates, in ORA's view, that the utility applicants 
(pres'llln.ably including Socal Gas) often present somewhat varying 
views of the competition issue to shareholders and. regulators. 

As further evid.ence of the increased. risks it faces 
d.urinq 1988, S?cal Gas cites FERC Order No. 500 as an example ?:f 
what it views as the increasing trend at the fed.eral leve~ to shift 
~isk~ from interstate pipeline companies and natural gas producers 
~~ local d.istribution companies. SoCal Gas views Order SOO's gas 

• inventory charge as a minimum Dill in disguise. socal Gas also 
views FERC Order No·. 436 as establishing' a prestllnption favoring 
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bypass, which is being used by proponents of the propose~ Mojave 
interstate pipeline to further that proposal. ~ 

Finally, SoCal Gas argues that it faces increased 
financial, risk during 1988 due t~ the Tax Reform Act of 1986 and 
the removal o! gas storagc inventory from ratc base, which it 
believes will ~ecrease its interest coverage ratios significantly 
(Tr., pp. 59-60). 

We acknowledge that SoCal Gas may indeed be experiencing 
some additional risk in connection with the restructuring cf the 
natural gas industry taking place in the gas OII/OIR, inclu~ing the ~ 
partial elimination of SAM, that is not entirely counterbalance~ by 
the protective measures taken to date. Whether that increased risk 
requires an increase in the return on equity is another matter, 
however. We are in essential agreement with the observation of Los 

'Anqeles' l\roman that the Socal Gas witnesses have presented a. 
somewhat flawed risk analysis, which faile~ to differentiate 
between changes on absolyte risks and chanqes in relative risks: 

dIn an absolute sense, it may well be true that 
natural gas distributors are now facing 
increased risks, largely from increased 
competitive pressures and changing regulatory 
procedures. However, in a relative sense, this 
is no different from the arguments 'being made, 
by the telecommunications and electric 
utilities. 

." ." ." 

dAs for the unregulated sector, it is hardly 
necessary to ~oint to the plight of the steel, 
automobile, 011, machine tool, computer and 
fa:r:lll sectors, all of which are severely 
impacted by fiercely competitive pressures. 

dThus, applicant's failure to consider its 
increased ri~k exposure in the context of 
increased risr~ being faced by virtually all 
segments of 'tne economy results in an 
incomplete showing which falls short of 
providing a basis for authorizing any specific 
rate of return.· (Exh.. 12, .pp. 2'2,-23.) 
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·' However, even it we accept the notion ot increased risk, 
and the tact that interest rates have reversed their mid-1987 
downward trend, the tact remains that SOCal Gas has not requested 
an increased ROE for the 1988 attrition year. It simply seeks 
maintenance ot its 1987 authorized ROE ot 13.90%. ORA arques, 
persuasively in our view, that this implies a recognition of the 
reality ot lower required equity allowances (ORA Brie! ,. p. 19.) 

Los Anqoles also ~rgues th~t, in ~sses$inq SoCal Cas' 
request to maintain its currently authorized 13.90% ROE, we ~hould 
be :mindtul ot the fact that that ROE determination has no 
precedential value tor attrition year 1988, since it was not based 
upon record evidence and was a compromise fiquro ne90tiated between 
So cal Gas and. DRA. In ad.dition, the deeision adoptinq the 1:.90% 
figure explicitly provided that H ••• none ot the parties are to use 
the aqreements in evidence in this proceedinq or any other 
proceeding. H (0.86-08-025, milneo·., p. 14.) Los Angeles ~er 
argues that any commission authorized ROE tor 1988 must reflect the 

•
raality that the cost of money has decreased 200-500 basis po.ints 
since the close of hearin9s in A .. S4-02-02.s, SoCal Gas' 1985 test 
year rate case (~r. 6l1: 24). Given these facts, Los Angeles' 
comparable earnin9s analysis leads it to recommend a 12.85% ROE tor 
~~S8 (Exh. 12, p. 36). 

The other parties' ROE recommendations, with the 
exception of Socal Gas, are ~elow the 12.85% recommenaed by 

Los Angeles, as reflected in the preceding summary table. 
san Diego's reconunended range is premised on its critique of 
SoCal's risk premium and ocr analyses (Tr. 607-609). TORN's 12% 
recommendation in keyed principal,ly to the Novelllher OR! forecast, 
which it believes warrants a downward adjustment of 25 baSis points 
to all ORA recommendations. 

ORA's recommended range o! 11.75%-12.75% is premised on 
the argument that current authorizations have not been fully 
adjusted to reflect the downward trend in interest rates since 1982 

• - 14 -
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(Exh. ~4, p. 52). For support, it points to the quantitative model 
results, and to the fact that recent returns for comparable' gas 
utilities clearly evidence the downward trend. (Exh. 14, Table 5). 
It also points to Exhibit 15, an American Gas Association document 
provided by SoCal Gas, which indicates that tor the first six 
months of ~9$7, seven gas distribution utilities' returns were 
reviewed and revised to new ranges of 11.7% to 13.5%, averaqinq 
12.6%. None of the utilities listed in Exhibit 15 were authori:ec! 
returns' as high as the 13.90% SoCal Gas seeks to retain. 

Thus, while we agree with SoCal Gas that increas~d risk 
associated with requlatory chanqes, specifically the restructuring 
of the natural gas industry, will be considered by investors to 
some extent, we believe this consideration is counterbalanced by 
the evidence that the cost of money has substantially diminished 
since SoC~l Gas' ROE was last formally reviewed. The financial 
models and the economic indicators (e.g .. , Exh. 14, Table 1, "Trenels 

• 

in Inte.rest Rates") support a re.duction in ,Socal Gas' authori::e.d 
ROE. 

After considering all the evidence of market conditions, 
trends, and the quantitative mod.els presented by the parties, we 

• 

believe that an ROE ?t 12.75% is just and. reasonable tor attrition 
year 1988. This adopted ROE produces an overall rate of return of 
1.0 .. '93% ~or the attrition year, as shown in the following table 
depicting the adopted. cost of capital. 

Componen1; 

Long-term Debt 
Preterred stock 
Com:mon.:~qui~y 

Total 

Adopted cost or capital 

,··".,;'.:t'" : 

, ' .. ', 

capital 
Ratio 

45.90% 
8.S0 

45=3Q 

100.00% 

- l5: -

Cost 
Facto): 

9.90% 
6.93-

12.75 

", . ','.: .. 

Weighted 
Cost 

4.54% 
.6l 

5.78 

lO.93% 
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We have recently concluded a lengthy investigation 
(I.86-06-00S) into the gas industry regulatory and rate design 
structure. In that case we conclude that the public is ,:best served 
:by avoiding frequent rate changes, and thus we provide that gas 
rate changes which recognize several upcoming revenue requirement 
effects should :be deferred to May 1, 19a8. Today's order will 
effect a revenue requirement decrease, although the precise amount 
is unclear pending the filing of an advice letter :by SoCal Gas, as 
ordered herein. Once this decrease is ordered and effective, 
however, the rates presently in effect will overcollect the 
authorized revenue, until changed on May 1, 1988. Therefore, the 
difference in the revenue requirement stemming from this decision 
and revenues at present rates should :be placed in, the consolidated 
balancing accounts, for disposition in accordance with our upcoming 
decision in I.86-06-00S.. 

Socal Gas was the only party to- file comments. We have 

• 

reviewed the comments and with the exception of allowing SOCal Gas 
to use the November 1987' DRI forecast to update its attrition 
filing, we do not :believe any change to the proposed decision is 

• 

warranted. 
Findings of Fact 

~. Soca1 Gas tiled an attrition adjustment application on 
July ll, 1987 for a rate decrease for, natural gas service of 
$74,000 annually beginning January 1,. 1988. 

2. D.8S-12-076 sets forth specific guidelines for attrition 
applications. 

3. 0.87-05-027 authorized SoCal Gas to file an attrition 
application tor 1988 and 1989. 

4. 0.87-0S-027 specified exceptions to the guidelines in 
D.85-12-076 for 1988 and 1989 attrition adjustments. 

s. 0.87-05-027 provided for Socal Gas' return on ecui~J to 
be adjusted in 1983. and 1989' • 
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6. A duly noticed prehearinq con~erence was held on 
sept~er S, 19S7 to discuss this application and A.S7-0S-02S, 

Southwest Gas Corporation; A.S7-0S-006, Pacific Gas and Ele~ric 
Company: and A.87-07-0S0, San Oiego Gas and Electric Company. 

7. At the above prehearing conference the )J,;:J granted a 
motion to consolidate the above applications for purposes of 
considering return on equity issues for attrition year 1988; by 
ruling dated October 9, 1987, the ALr consolidated Sierra Paeific 
Power Company's A.87-09-013 witA these matters as well. 

S. DRA discovered an error in SoCal Gas~ attrition 
application that, when corrected, resulted in an additional 
reduetion o~ $361,000 for a total requested revenue requirement 
reduction of $435,000, based on Socal Gas' requested rate o·f 
return. 

9. A letter from staff counsel dated September 25-, 198.7 was 
sent to the assigned A:L!s and to the parties notifying them of the 
above error, stating that no other issues werefound~ and 
recommending no hearinqs be held on these operational attrition 
issues. 

10. No party re~ested a hearinq on operational attrition 
issues, and no party responded t~ the above letter; the financial 
attrition issues raised in SoCal ~s' application proceeded to 
hearinq on a consolidated record. 

11. There is no disaqreement aIllong the active parties as to 
SoCal Gas' appropriate capital ratios for the 1988 attrition year. 
The agreed-upon figures are 45.90% (long-term debt): 8.80% 

(preferred stock): and 4S.~O% (common equity). 
1.2. Socal Gas and DItA. a9"%'ee that the appropriate cost figure 

for Socal Gas' preferred stoektor the 19S8 attrition year is 
6.93%. 

13. Prior to the conclusion of evidentiary hearings, the 
parties agreed to use the November DR! control forecast to update 
debt costs _~or purposes o~ this decision.. 'I'he Novem):)er DR! 

'. ' .. ,.'. ,. p,',-' . ', ". . ,I'" I' ,f I' ,,' , .. ' """~. " I., ,.'" ,,I ;, .•.• .'.', . : '~.' 

.. ', ." 
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forecast shows a decline in the forecasted level of interest rates 
for 1988 to 9.68%. 

14 • Socal Gas ana DRA agree that SO basis points shoula be 

added t~ ORI's forecast of AA utility bonds, given SOCal Gas' A 
rating, to arrive at the forecast of long-term debt for new bond 
issues during 1988. This calculation results in a lO.l8% cost for 
incremental long-term debt for the 1988 attrition year. 

15. Socal (';as and. DRA have upcl.atea their fiqures for the 
embedded cost of debt for attrition year 1988, based on the 
November OR! forecast; both parties calculate that this cost is 
9.90%. 

l6. Investors can be expected to consider increased risk 
associated with regulatory changes, specifically the restructuring 
of the natural gas industry. But such consideration is 
counterbalanced by the substantial decrease in the cost of money 
since Socal Gas' ROE was last reviewed formally. This substantial 
decrease militates against SoCal Gas' retention of the currently 
authorized l3.90% ROE, in favor of a reduced ROE of l2.75% which is 
more consi~tent with current economic indicators and the results of 
the financial models reviewed during this proceeding. 
Conelusi2Ds of Law 

l. Public hearing is necessary only for the financial 
attrition issues raised in SoCal Gas' application. 

2. The agreed.-upon capital ratios for attrition year 1~88 
should be adopted as reasonable, consistent-with the relevant 
finding of fact. 

3. The agreed-upon cost figure (6.93%) for SoCal Gas' 
preferred stoc~ for attrition year 1988 should be adopted as 
reasonable. 

4. The agreed-upon cost figure (10.18%) for incremental debt 
for attrition year 1988 should be adopted as reasonable. 

S. The agreed upon cost figure (9.90%) for embedded long
term debt for attrition year 198~ should be adopted as reasonable • 

- l8-
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6. A 12.75% ROE should ~e adopted as just and reasonable for 
attrition year 1988, based upon all of the evidence considered in 
this proceeding. 

7. SOcal Gas should. file an advice letter pursuant to. 
General Order 96-A to implement its 1988 attrition allowance 
effective January l, 1988, ~ased on the calculation shown in the 
table appearing at page 5 o.f this decision, but adjusted. to. reflect 
the tmpacts of the rate cf return adopted herein tcr attrition year I 
1988. ScCal Gas may use the November OR! tcrecast it submitted on 
November 16, 1987 When making this filing. 

8. The difference in the revenue requirement flcwing from 
tcday's decision and revenues at present rates shculd be placed in 
the consclidated balancing accounts, on a monthly basis, as cf 
January 1, 1988, fcr dispositicn in acco.rdance with our future 
decision in I.86-06-00S, as previously discussed. 

9. The amcunts in the above conso.lidated balancing acccunts 
shculd accrue interest at the 90-day commercial paper rate until 
ultimately reflected in rates, pursuant to.· further crder cf this 
commission. 

2RPER 

IT IS ORDERED that: 
l. The following cost of capital is adopted for SoCal Gas 

for attriticn year 19S5. 

~omponexrt: 

Long-term Debt 
Preferred Stock 
Ccmmon Equity 

'rotal 
'.' •. ' .' I," t' ',' ". :::~ .. '., 

Adopted· S:Ost ot capital 

capital. 
J@,tio 

4S· .. 90!l> 
8;.8:0 

45.30 

100.00% 
··,'·.It ... ••• '.·f'~ \,' //" '~.' ,,:""'''.' .r; ,.-'" \""~: .. ~ •• 

• ,,'0' . , . 
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Cost 
Factor 

9.90% 
6 .. 93 

12.7$ 

Weighted 
COst 
4.54* 
.6l 

5.78 

10.93% 
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2. Within seven days after the effective date of this'order, 
SoCal Gas shall file an advice letter pursuant to General Order 
96-A to implement its 1988 attrition allowance effective January 1, 

1988, based on its operational attrition showinq as corrected, and 
its financial attrition showing- as adjusted to reflect the rate of • 
return adopted herein. 

3. SoCal Gas shall place the difference between the revenue 
requirement tlowinq from this decision an~ revenues at present 
rates in the consolidated balancing- accounts, on a monthly basis, 
to accrue interest at the 90-day commercial paper rate, beginning 
January 1, 1988, for disposition in accordance with our future 
order in I.S6-06-00S. 

This order is efte~~e today. 
Oated DEC 2 z l::ftsl , at San Francisco, california • 

.' 
- 20 -
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BEFORE THE PUBLIC OTILITIES COMMISSION OF THE STATE OF CALIFORNIA 

In the Matter of the Application of ) /r 
Southern california Gas Company ) 
(U904G) to Implement its Attrition ) Application 87-07-0 
Allowance and to Esta))lish a Return) (Filed July 31, 19 ) 
on Equity for 1988. ) 

-------------------------------) 
(See companion decision in A.87-07-050 et 

OPINION 

I. Background 

On July 31, 19$7 Southern Cali 
(SoCal Gas) filed this application re 

rnia Gas Company 
sting authority to decrease 

its rates for natural gas service by 74,000 annually beginning 
January 1, 1988, pursuant to the Ra e case Plan previously adopted 
by the Commission. D.87-05-027 a orizes SoCal Gas to file a 
general rate case tor Test Year Y) 1990, instead of TY 1988, and 
to tile Attrition Rate Adjustm t (ARA or attrition) applications 
tor 1988 and 1989. 0.85-12-0 6 provides specitic guidelines tor 
attrition filings and requi s a review of return on co~on equity 
tor each utility filing an ARA advice letter. The co~ission has 
required the tiling of a 
order to allow tor a tu 

lications for financial attrition in 
airing of any tactual disputes that may 

arise in connection wi this review. This application complies 
with those ~ideline , as augmented tor SoCal Gas' 1988 and 1989 
attrition 
that: 

a. 

the Commission's directives in D.87-05-027 

Th special ratemaking procedure applicable 
to Hazardous Waste Costs(Manutactured Gas 
P ant Sites set torth in Pacitic Gas and 
~ectrie company's 1987 general rate case 
decision, D.86-12-095, shall be applica))le 

/~or SoCal Gas' Toxic Waste Cleanup Program • 
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b .. 

c. 

d. 

e. 

f. 

Socal Gas' authorized return on equity tor 
1988 and 1989 shall be reviewed and 
established annually. 

Rate base estimates used to calculate the ~ 
1985 and 1989 attrition allowance shall be / 
based on $325 million ot additional grossy 
capital expenditures during calendar years 
1988 and 1989. The revenue re~irement 
attributable to any shortfall ~n such 
authorized investment shall be refund

7
ed t~ 

SOcal Gas' customers. 

A one-time downward productivity ad~stment 
equal to 2% ot adopted labor costs~s~ll be 
made in the attrition adjUstment~o be 
effective January 1, 19S8. ;" 

The cost of gas inventory sto ed . 
underground shall be remove from rate base 
effective January 1, 1988. 

To the extent the amorti ation period 
associated with certain abandoned gas 
supply projects termin tes in either 1988 
or 1989, necessary' ad ustments will be made 
during those years t prevent over-recovery 
of the costs associ ted with the relevant 
gas supply project .. 

The annual return on equity review may be accomplished 
informally through settlemen between SOcal Gas, Division of 
Ratepayer Adv~ates (ORA) ~ other interested parties or through 
evidentiary hearings. Thii annual review may be consolidated with 
similar annual reviews ordered by the Commission for other energy 
utilities. / ' 

ORA filed a motion dated August 21, 1987 requesting that 
attrition filings of ~veral energy utilities be consolidated for 
the purposes of the ~turn on equity review. A prehearing 
conference was pro~ly noticed and held before ALJs Stalder and 
carew on September/s, 1987, 'for this application and the follOwing 
other 1988 attrit~~ applications: 

APPli~ion 87-0S~025, SOuthwest Gas 
Corpo~tion , 

- 2' - , 
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Application 87-08-006, pacific Gas and Electric 
Company 

Application 87-07-050, san Diego Gas and .£ 
Eleetric Company 

At the PRC, the AL1s heard argument on DRA's Motio to . 
Consolidate from all parties, including Sierra Pacific Powe: 
Company, which appeared voluntarily.at the PRC, despite de tact 

I' 
that its attrition application had not yet been accepted tor , 

.. "' ...... .. -' 

filing. Thereafter, these matters were consolidated;f0r purposes . 
ot hearing the rate of return reviews (PHe Tr. *8) By ALJ Rulin~ 
dated October 9, 1987, A.87-09-013 of Sierra Pac' ic Power Company 
was also consolidated with these matters. Hear' gs on the 
consolidated rate of return revie .... -s were heldjOetober 2l through 27 

before ALJ carew in San Francisco. This deciSion disposes of all 
issues raised by SoCal Gas' attrition appl~ation, including rate . 

I . 
ot return. ~e other consolidated rate of return reviews are 
addressed in a separate de~ision. L 

• II. :o:naiSj2ut-----yes 

d " "'10. .. 1 ' 'th' Regar ~g ~ssues o~er w.an return on equ~ty In lS 

application, ORA reviewed the So~l Gas filing and found an error 
Which, when corrected, resulteQ~n an additional revenue 
requirement reduction ot $361~000, for a total 'requested 1988 

attrition year r~venue requi7~ment reduction of $435,000., premised 
on SoCal Gas' requested rate( ot return. Socal Gas a~eed that the 
tiling was in error and s~itted revised ~ables land 2 and 
Schedule A with cover lettkr dated september 14, 1987, to correct 
the error. I . 

Staff counselJRood sent,a letter dated September 25, 1987 
to ALJs carew and Stalder and to· all parties indicating that DRA 
'10._' ii, 
~d rev1ewed the appl cat1on, found the error, and recommended that 

• 

Xlc> hearings were ne(~sary. No party requested hearing, or 
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responded to the lettar. Therefore, no hearings were held on 
issues other than return on equity. 

.1"-

'I'he ~ollowing table itemizes the components of the /",,--
attrition year 1988 adjustments whieh are undisputed,l albeit( 
based on socal Gas' requested rate of return: 

l In both its brief d in a November l6, 1987 letter to ALJ 
Stalder, SoCal Gas requests permission to' update its at~rition 
tiling using the Nove~er 1987 ORI forecast. This results in a 
requested $l.887 mill~on revenue requirement increase in lieu of 
the ($435,000) presently before us. However, in addition to the 
legal notice problemS the increased revenue requirement poses, the 
agreement to use th~November 1987 OR! forecast, as discussed in 
more detail, infra,/was limited to, an update of debt costs, and 
consequently, tor this reason alone, we deny SoCal Gas' request to 
use the forecast rUPd.o.te other ind.ices • 
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III. Attrition lear Rate Of Be:turn 

A. Procedural ~ckg:rollnd 
As noted, SOCal Gas' 1988 attrition year rate of return 

review was heard on a eonsoliciatcd record with tour other r~lated 
applications, from october 21-27, 1987. There were tour active 

./ 
parties: SOCal Gas,. DRA,. the City ot Los Angeles (Los Allgeles) , 
and. the City of San Diego (San Diego) • / 

$ocal Gas presented the testimony ot two/~tnesses. Its 
president Jonel C. Hill testified. on policy issues and. its Vice 
President and Controller James D. Bailey presen~d an attrition 
year cost ot capital study. DRA presented the'testimony ot 

d . .". E :'Wl.n Quan. Los Anqelcs presented the testl:'mony of consul tl.nq 
engineer Manuel Kroman. San Diego presenttd no affirmative case, 
but participated through crO$S-examinat~o~ of the various 
witnesses. Los Angeles and san Diego opted to present oral .. 
argwnent on October 27th, in lieu ot riling briefs: Socal Gas, ORA, 
and TORN tiled concurrent briefs on,~ovember S, 1987, and the 
matter was submitted on that date.} The parties' positions are 
summarized in the table below, ana are subsequently discussed as a 
prelude to our disposition ot ~ issues. . . ~ 

B. Rate of Return Recommendations 
tor Attrition Year 1988 I 

l 
Socal Gas' prese~tly authorized rate ot return is 

~. 

depicted in the tOllowin~able: 

Socal Gas (Present AuthQrizati9n) 

COmponent 

Long-tent Debt 
Preferred Stock 
COmlnon Equity 

Total 

/ 
/ 

I 
I 
l' 

I' . ( . 

capital 
Ratio' 

45 .. 90% 
9.10 

45.09 

100.00% 

- 6 -

Cost 
bc1:QX' 

10.0&% 
&.91 

13.90 

Weighted 
Cost 

4.62% 
0.6-3· 
6.26 

11.51% 
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~his present authorization contrasts with the 
recommendations of the active parties tor the 1988 attrition year, 
depicted in the following three tables: 

SOCal Gas CRecom;mendatipn) 

capital Cost Weighted 
Component Ratio.:... taet9r Cost 

Long-tem Debt 45 .. 90%, 9.90% 4.54% 
Preferred Stock 8.80 6.93 .6l 
Common Equity 45.39 l3.90 6.;}0 

Total 100.00t ll.45% 

ORA (Recommendation) 

capital Cost Weighted 
COmponent _RAtiq FactQ;a:: CQst 

Long-term Debt 450.90% 9.90% 4.54% 
Preferred Stock 8.80 &.93 .6l 
Common Equity 4S.3Q 12.25* 5.55 

~otal 100.00t lO.70% 

* Midpoint of 11.75%-12.75% range. 

IQs Angeles rn,commenda't i 9n) 

capital cost Weighted 
CQ1DtX)nent Ratio ZactOX' Cost 

Lonq-term Debt 450.90% 9.862% 4.527% 
Preferred Stock 8.S0 6.903 .607 
Common Equity 45.39 12.85 5.821 

Total 100.00% . 10.955% 

- 7 -
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A review of these recommendations demonstrates that there 
is no dispute amonq the parties over the capital ratios to be used 
for the attrition year. Socal Gas' last rate case decision did not 
specity a particular capital strueture for use durinq the attrition 
year: thus ORA reviewed the last authorized capital structure and 
SoCal Gas' updated ~inancinq plans as a prelude to makinq its 
recommendation (ORA Brief, p. 4), and there is qeneral consensus 
amonq the active parties as to the appropriateness of this result. 
There~ore, we will adopt the agreed-upon capital ratios for 1988. 

SoCal Gas does not plan to issue new preferred stock 
durinq 1988. Based on a review process similar to that undertaken 
in the area of capital ratios, SOCal Gas and DRA have reached 
agreement on a cost figure tor Socal Gas' existinq preferred stock 
(6.93%): Los' Anq.~les' tig-ure (6.903~) is very close to this aqreed 
upontiqure. Given the virtual consensus, we will adopt 6-.93% for 
attrition year 1988. 
c. cost or pe~l; 

Socal Gas' lonq-term debt is now rated A. Both ORA's 
Quan and SOcal Gas' Bailey agree that it is appropriate to add SO 

basis points to ORt's forecast of AA utility bonds to arrive at the 
forecast cost of lonq-term debt tor new bond issues during 19$$ 
(Exh. l4, p. 46). 

It was aqreed by all parties at the conclusion of 
evidentiary he~.rinqs, and at . the request of the applicants, that 
the most recent OR! control forecast (November 1987) would be used 
to update debt costs for purposes of this decision. This forecast 
was turnished by PG&E's counsel to all parties by letter dated 
November 2, 1987. It shows a decline in the forecasted level of 
interest rates for 1988, to 9.68%. ~he comparable DR! October 1987 
forecast, available to the parties durinq hearings, showed a 10.48% 
figure. Thus Socal Gas requests adoption of a 10.18% ti9Ure 
(9.68 + .50), to reflect the cost·.of new debt issues durinq 1988 .. 

- 8 -. 
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(SoCal Gas Brie!, ~. ~S.) We will adopt this figure premised on 
the agreement to use the November OR! update for this purpose. 

In its brief, ORA updated its initial recommended 9.85% 
embedded Clebt cost tigure (Exh.. 14, Table 27), to 9.90% to account 
tor the November OR! Zoreeast.. SoCal Gas calculates the same 9.90% 
embedded Clebt cost fiqure as a result of usir.q the November ORI 
torecast (SOCal Gas November 16, 1987 letter to ALJ Stalder, 
Table $). Los Angeles has ,used a slightly difterent figure, 
9.862%, which Cloes not reflect the November OR! control torecast. 
We will adopt the 9.90% figure as more reflective of current 
conditions .. 
D. ~turn on Equity 

In this proceeding the chief contested issue is the 
appropriate return on common e~ity tor 1988. The tollowing table 
summarizes the positions of the parties. 

$gmmory or BOE RecOmmendA~ions 

Party 

$oC'al Gas 
ORA. 
Los Angeles 
San Diego 
TORN 

BQi 

13,.90% 
11 .. 75%-12. 75% 

12.85% 
12.25%-l2.75% 

~2".00% 

socal Gas, ORA, and Los Angeles submitted testimony 
showing the results of various financial models as the starting 
point tor establishing ROE, but they cautioned that the model 
results are an analytical guide, whose results must be tempered by 
judgment. Socal Gas presented three discounted cash flow (OCF) 

studies and two risk premium analyses. ORA, which relied on three 
tinancial models (OCF, risk premium, and the capital asset pricing . 
model (CAPM» in its review of these consolidated applications, 
does not recommend use of Socal Gas specific inputs to, the OCF and 
~ models. ORA tavors analysis of comparable qas group data, 
given recent diversitication efforts which raise doubts whether the 

- 9 -
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stock price of SOcal Gas' parent Pacific Lighting Corporation (PLC) 
can be used as an accurate input t~ OCF and CAPM. ORA ~ use 
SoCal Gas specific data in connection with its risk premium 
analysis. Los Angeles made an analysis of comparable gas 
distribution utilities (Exh. 13, Table 24). San Diego and TURN did 
not present independent analyses, but made arguments in support of 
their recommended ranges. The following table summarizes the 
results of the models presented by witnesses Bailey, Quan, and 
Kroman. 

Socal Gas 

ORA. 

Los Angeles 

ROE Hodel Resul~~ 

OCF 
Risk Premium 

ocr 
Risk Premium 
CAPM' 

comparable Earnings 

BQZ 

13.54%-15.19% 
13.35%-13-.66% 

11 .. 54%-12.60% 
12.72%-13.66% 

. 1.1..61.% 

1Z.Ss% 

Because these models are only used to establish a range 
for ROE, we will not repeat the detailed descriptions of each model 
contained in this record. Additionally, the parties have advanced 
arguments in support of their analyses and in criticism of the 
input assumptions used by other parties. These arguments are not 
extensively addressed in this decision, given our assessment that 
they do not alter the model results shown above. These models 
provide a reasonable range from which to choose, and we will use 
them as a rough. guidepost in selecting SoCal Gas' 1.988 ROE. 
Nonetheless, in the tinal analysis, it is the application of 
judgment, not the precision of these models, which is the key to 
our decision. 

In applying this judqment, we assess the arguments 
presented by Socal Gas that it faces increased business and 
financial risk during 1988 • 

- 10 -
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The utility views elimination of SAM tor the noncore 
market (first announced by this Commission in D~86-12-010) as the 
most siqniticant ot these additional risks, since the noncore 
market comprises over SO percent of sales~ This market includes 
~ility electric qeneration (UEG) customers and other,large 
:tndustrial customers who have the capacity to use alternative 
energy sources such as tuel oil, out-of-state electric purchases 
and hydroelectric enerqy ~ 

Socal Gas posits that notwithstanding the Negotiated 
Revenue Stability Account (NRSA), or safety-net prOVision 
established by the Commission, there is very little real 
protection. It maintains that even with NRSA it can possibly lose 
up to $31 million ot net income per year due to elimination ot SAM 
tor the noncore market (Exh. 1, p. 6). In short,. SoCal cas 
believes the merits ot NRSA, as a risk minimization mee~nism, are 
overstated. (Socal Gas Brief, p.' 7.) FUrther, the utility asserts 
that'the elimination ot SAM for noncore customers caused Standard & 
Poors to reduce its long-term debt rating trom AA to A, ~us 
further underscorinq these adve~se impacts. 

SOCal Gas also argues that the benefits ot the new 
requlatory tramework adopted in OIl 86-06-005 and OIR 86-06-006 
(the "'OIl/Om"'), are overstated by DRA.'s Qu~, since "'SoCal Gas can 
only negotiate rates to noncore customers ~low the costs allocated 
to such customers." (SoCal Gas Briet, p. 8.) 

Socal Gas makes additional risk arguments based on its 
initial review ot the ALJ's Proposed Decision in the OII/OIR,'Which 
was published shortly before briets were tiled in this matter in 
early November. These arguments are not consiaered, in tairness to 
all other parties, given the tact that the Proposed Decision in 
question was released after hearings had concluded. 

DRA. acknowledges that risk (in terms of earnings 
variability) may increase as a result ot the Commission's SAM-
related decisions. However, it urges the commission not to lose 

• - 11 -
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sight of the underlying intent of these decisions, which was to 
enable the utilities to respond to changes in the marketplace keyed 
to competition and bypass concerns. The Commission recoqnized, 
according to' DRA, that in such an environmen:t, S~ operates to both 
reduce the utilities' incentive to compete and to penalize them 
when they compete successfully. 

Further, in eliminating SAM, the commission acted very 
carefully, opting for a two-year transitional period, and retaining 
the mechanism for core customers.. the purpose of this policy, 
according t~ DRA, was to encourage the utility to make sales to 
noncore customers and to purchase gas at marketable prices. At the 
~e time the Commission adopted the NRSA during the two-year 
transitional period as a * .... floor to limit losses so that they 
cannot grow to disastrous proportions due to wholly unforeseen 
circum.stances.* (0.87-05-046, 'milnec .. , p .. 14.) 

In short, ORA believes SoCal Gas has painted an overly 
bleak picture of the impacts of the Com:m.ission's actions, which 
were deSigned to instill confidence, rather"than produce 
uncertainty in the marketplace. 

Finally, DRA points to Exhibit 10, PG&E's 1987 second 
quarter letter to shareholders wherein the Chairman of the Board 
provides an assessment of the positive side of competition. this 
demonstrates, in DRA's view, that the utility applicants 
(presumably including Socal Gas) otten present somewhat varying 
views of the competition issue to shareholders and regulators. 

As further evidence of the increased risks it faces 
during 1988, SoCal Gas cites FERC Order No. 500 as an example of 
what it views as the increasing trend at the federal level to shift 
risks from interstate pipeline companies and natural gas producers 
to local distribution companies. SOC~l Gas views ,Order 500's gas 
inventory charge as a minimu:m. bill in disguise. SOCal Gas also 
views ?ERe Order No. 43& as establishinq a presumption favoring 
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• bypass, which is beine; used by proponents of the proposed Mojave 
interstate pipeline to further that proposal. 

. Finally, SoCal Gas argues that it faces increased 
financial risk durinq 1988· due to the Tax Rerorm Act of 1986 and 
.the removal of gas storaqe inventory trom rate base, whien it 
believes will decrease its interest coverage ratios significantly 
(Tr., pp. 59-60). 

We acknowledqe that SoCal Cas may indeed be experiencing 
some additional risk in connection with the restructuring of the 
natural gas industry, including the partial elimination of SAM, 
that is not entirely counterbalanced by the protective measures 
taken to date. Whether that increased risk requires an increase in 
the return on equity is another matter, however. We are in 
essential aqreement with the observation of Los Angeles' Kroman 
that the SOCal Gas witnesses have presented a somewhat tlawed risk 
analysis, which tailed to dirferentiate between changes on abS91ut~ 
risks and changes in tel~tiv~ risks: 

.' 

• 

*In an absolute sense, it may well ~e true that 
natural gas distributors are now facing 
increased risks, largely trom increased 
competitive pressures and changing regulatory 
procedures. However, in a relative sense, this 
is no different from the arguments being made 
by the telecommunications and eleetric 
utilities. 

'* '* '* 
*As for the unregulated sector, it is hardly 
necessary to point to the plight of the steel, 
automobile, oil, machine tool, computer and 
tarm sectors, all of which are severely 
impacted by tiercely competitive pressures. 

*Thus, applicant's failure to consider its 
increased. risk exposure in the context or 
increased. risks beinq faced by virtually all 
segments ot the ~conomy results in an 
incomplete showinq which falls sbort ot 
provid.ing a basis tor autborizinq any specific 
rate ot retU%'n.* (Exh. 12, pp. 22-23.) 
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However, even it we accept the notion ot increased risk, 
and the tact that interest rates have reversed their mid-1987 
downward trend, the tact remains that SoCal Gas has not requested 
an increased ROE tor the 1988 attrition year. It simply seeks 
maintenance ot its 1987 authorized ROE ot l3.90%. ORA arques, 
persuasively in our view, that this implies a recognition ot the 
reality ot lower required equity allowances (ORA Brief, p. 19.) 

Los Anqeles also arques that, in assessinq SoCal Gas' 
request to maintain its currently authorized l3.90% ROE, we should 
be mindfUl of the fact that that ROE determination has no 
prec~dential value tor attrition year 1988, since it was not based 
upon record evidence and was a compromise tiqure neqotiated between 
So(:al Gas and ORA. :tn addition, the decision adopting the l3. 90% 
~iqure explicitly provided that * ••• none of the parties are to use 
the aqreements in evidence in this proceedinq or any other 
proceedinq.~ (0.86-08-02$, m.im.eo., p'. l4.) Los Angeles further 
arques that any Commission authorized ROE for 1988 must retlect the 
reality that the cost ot ~oney has decreased 200-500 basis points 
since the close ot hearings in A.84-02-025, SoCal Gas' 1985- test 
year rate case (Tr. 6ll: 24). Given these tacts, Los Angeles' 
comparable earnings analysis leads it to recommend a l2.85% ROE for 
1988 (Exh. l2, p. 36). 

The other parties' ROE recommendations, with the 
exception of Socal Gas, are below the l2. 85% recommended by 
Los Angeles, as reflected in the precedinq SUl1U.Uary table. 
san Diego's recommended range is premised on its critique of 
socal's risk premium and OCF analyses (Tr. 607-609). TORN's l2% 
recommendation in keyed principally to the November OR! forecast, 
which it ~lieves warrants a d.ownward adjustment of 25 basis points 
to all ORA recommendations. 

ORA's ,recommended range of ll.75%-12.75% is premised on 
the argument that current authorizations have not been fully 
adjusted to reflect the downward trend in interest rates since 1982 
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(Exh. 14, p. 52). For support, it points to the quantitative ~odel 
results, and to the fact that recent returns tor comparable ~as 
utilities clearly evidence the down~ard trend. (Exn. 14, Xable 5). 
It also points to Exhibit 15, an km.erican Gas Association document 
provided by Socal Gas, which indicates that for the first six 
~onths of 1987, seven ~as distribution utilities' returns were 
reviewed and revised to newran~es or 11.7% to 13.5%, avera~inq 
12.6%. None of the utilities listed in Exhibit 15 were authorized 
returns' as hiqh as the l3.90% SoCal Gas seeks to retain. 

Thus, while we aqree with SoCal Gas that increased risk 
associated with regulatory chan~es, specifically the restrueturinq 
of the natural qas industry, will be considered by investors to 
some extent, we believe this consideration is counterbalanced by 
the evidence that the cost or ~oney has substantially d±minished 
since SoCal Gas' ROE was last formally reviewed. 'rhe financial 
models and the economic indicators (o.q., Exb.. 14, Table 1, "'!'rend.s 
in Interest Rates") support a reduction in SoCal Gas' authorized 
ROE • 

Atter considering all the evidence or market conditions, 
trends, and the quantitative mOdels presented by the parties, we 
believe that an ROE of 12.75% is just and reasonable tor attrition 
year 1988. This adopted ROE produces an overall rate of return of 
10.93% for the attrition year, as shown in the followinq table 
depictinq the adopted cost of capital. 

Adopted Cgst or capital 

capital cost Weighted 
CQJ!lPOnent Batio FActor Cost 

Longo-term Debt 45.90% 9.90% 4.54% 
Preferred Stock 8.80 6 .. 93 .61 
Common Equity 45.30 12.75 5,'S 

Total 100.00% 10.93% 
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We have recently coneluded a lengthy investigation 
(1.S6-06-005) into the gas industry regulatory and rate design 
structure. In that case we conclude that the public is best served. 
by avoiding frequent rate changes, and thus we provide that gas 
rate changes which recognize several upcoming revenue requirement 
effects should be deferred. to May 1,. 1988. Tod.ay"s order will . 
effect a revenue requirement decrease, although the precise amount 
is unelear pending the filing of an advice letter by SoCal Gas,. as 
ord.ered herein. Once this d.ecrease is ordered and effectiVe, 
however, the rates presently in effect will overcollect the 
authorized revenue, until changed on May 1,. 1985. Therefore, the 
difference in the revenue requirement stemming from this decision 
and revenues at present rates should be placed in the consolidated 
~alancing accounts, for disposition in accordance with our upcoming 
decision in 1.S6-06-005. 
Findings of Fact 

1. SoCal Gas filed an attrition adjustment application em 
July 31,. 1987 for a rate decrease for natural gas serviee of 
$74,000 annually beginning January 1, 1ge5. 

2. 0.85-12-076 sets forth specific guidelines for attrition 
applications. 

3. D.87-05-027 authorized SoCal Gas to file an attrition 
application for 1988 and 1989. 

4. 0.87-05-027 specified exceptions t~ the quid.elines in 
D.85-12-076 for 1988 and. 1989 attrition ad.justments. 

S. 0.87-05-027 provided. for SOCal Gas" return on equity to 
be adjusted in 1988 and 1989. 

6. A duly noticed prehearing conference was held on 
·september 8, 1987 to discuss this application and A.87-08-025, 
Southwest Gas Corporation~ A.87-08-006, Pacifie Gas and Electric 
Company; and A.87-07-050, San Diego Gas and Electric Company. 

7. At the above prehearinq conference the A!.J 'granted a 
Eotion to eonsolidate the above applications for purposes of 
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considering return on equity issues for attrition year 1988: by 
ruling dated October 9,1987, the ALJconsolidated Sierra Paeific 
Power Company's A.$7-09-013 with these matters as well. 

8. DRA. discovered an error in Socal Gas' attrition 
application that, when corrected, resulted in an additional 
reduction of $361,000 for a total requested revenue requirement 
reduction of $435,000, based on Socal Gas' requested rate of 
return. 

9. A letter from staff counsel dated september 2S, 1987 was 
sent to the assigned ALJs and to the parties notifying them of the 
above error, stating that no- other issues were found, and 
recommending no hearings be held on these operational attrition 
issues. 

~O. No party requested a hearing on operational attrition 
issues, and no party responded to the above letter: the financial 
attrition issues raised in Socal Gas' application proceeded to 
hearin~ on a consolidated record. 

11. There is no disagreement among the active parties as to 
Socal Gas' appropriate capital ratios for the 1988 attrition year. 
The agreed-upon figures are 45.90% (long-term debt): 8.80% 

(preferred stock): and 45.30% (common equity). 
12. socal Gas and DRA. agree that the appropriate cost figure 

for Socal Gas' preferred stock tor the ,1988 attrition year is 
6.93%. 

13. Prior to the eonclusion of evidentiary hearings, the 
parties agreed to use the November DR! control forecast to update 
debt costs for purposes of this decision. The November DRI 
forecast shows a decline in the forecasted level of interest rates 
for 1988 to 9.68%. 

14. socal Gas and DRA agree that 50 basis. points should be 
added to DRI's torecast of AA utility bonds, given SoCal Gas' A 
ratinq, to arrive at the forecast of long-term debt tor new bond 
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issues during 1988. This calculation results in a 10.18% cost tor 
incremental long-term debt tor the 1988 attrition year. 

15. SoCal Gas and ORA have updated their fi~es tor the 
embedded cost of debt tor attrition year 1988, based on the 
November ORI forecast; both parties ealculate that this cost is 
9.90%. 

16. Investors can be expected to consider increased risk 
associated with regulatory changes, specitically the restructurin9 
ot the natural gas industry. But sueh consideration is 
eounterbalanced by the substantial decrease in the cost of money 
since SoCal Gas' ROE was last reviewed formally. This substantial 
decrease militates aqainst SoCal Gas' retention ot the currently 
authorized $13.90% ROE, in favor ot a reduced ROE ot 12.75% which 
is more consistent with current economic indieators and the results 
ot the financial models reviewed during this proceeding. 
~onclu~ions or Law 

1. Public hearing is necessary only tor the tinancial 
attrition issues raised in SoCal Gas' application • 

2. The agreed-upon eapital ratios tor attrition year 1988 

should be adopted as reasonable, consistent with the relevant 
finding of fact. 

3. The agreed-upon cost tigure (6.93%) tor SoCal Gas' 
preferred stock for attrition year 1988 should be adopted as 
reasonable. 

4. The agreed-upon cost tigure (10.l8%) for incremen~l debt 
for attrition year 1988 should be adopted as reasonable. 

5. The agreed upon cost figure (9.90%) tor embedded long
term debt for attrition year 1988 should be adopted as reasonable. 

6. A 12.75% ROE should be adopted as just and reasonable tor 
attrition year 1988, based upon all of the evidence considered in 
this proceeding. 

7. SoCal Gas should tile an advice letter pursuant t~ 
General Order 96-A to implement its 1988 attrition allowance 
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~forecast shows a ~eeline in the f~r~caste~ level of interest r~ 
for ~9SS to 9.68%. / 

14 • Socal Gas and. DRA agree that 50 :basis points shou.-rd :be 
I 

added to O~'S foreca$t of AA utility bonds, ~iven socal;Gas' A 
rating, to arrive at the forecast ot long-term d.ebt to)lnew :bond. 
issues durin~ ~9SS. T~is calculation results in a ~~S% cost for 
incremental long-term d.ebt tor the ~9S$ attrition year. 

~5.. socal Gas and. DRA have updated their tiJ6.res for the 
embedded cost of debt for attrition year ~9SS, based on the 
NovellWer DRI forecast; both parties calculate / at this cost is 
9.90%. 

~6. Investors can :be expected to con ider increased risk 
associated with regulatory changes, spec'tieally the restructuring 
ot the natural gas indust.-y. But suc consideration is 
counter:balanced by the sUbstantial di6rease in the cost ot money 
since Socal Gas' ROE was last rev~ed formally. This substantial 

• 

decrease militates a~ainst socaVGas' retention ot the currently 
authorized $13.90% ROE r in fa~ ot a reduced ROE of 12.75% which 
is more consistent with ~nt'economie indicators and. the results 
of the tinancial models re~ewed during this proceeding. 
Conclusions of Law /' , , 

• 

1. PUblic hear~ng is necessary only for the financial 
attrition issues rai£ed in Soeal Gas' application. 

2. The a~ed-upon capital ratios for attrition year ~98a 
should be adop~d as reasonable, consistent with the relevant 
finding of f~. 

3. ~e agreed-upon cost 'figure (6.93%) for Socal Gas' 
preferr~stock for attrition year ~9SS should be adopted as 
reasotrable. , '. I 4. The a~eed-upon cost figure (~0.~8%) for incremental debt 
for attrition year 1988 should be adopteW:';':,~·," :easonable .. 

5-.. The agreed upon cost figure (9.90%) for embedded long
term debt for attrition year 1988 should be adopted as reasonable • 
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effective January 1," 198.8., based on the calculation ~ in the 
table appearing at page 5 of this decision, but adjusted to reflect 
the impacts of the rate or return adopted herein ~r attrition year 
19S5. In no event shall SoCal Gas use the uPda,/d calculations it 
submitted on November 16, 198.7, since the i:npaets of using the 

/ 
November DR! forecast are inoluded, to the extent permissible, in 
our adopted. rate of return for 1988.. / 

a.The difference in the revenue requirement flowing from 
today's decision and revenues at present;fates should be placed in 
the oonsolidated balancing accounts, on;a monthly basis, as of 
January 1, 1988, ~or disposition in accordance wi~ our ~ture 
decision in r.86-06-005, as previousl~discussed. 

9. The amounts in the above consolidated balancing accounts 
should aocrue interest at the 90-da~Commercial paper rate until 
ultimately reflected in rates, pursuant to further order of this 

commission_ . L 
rr J:S ORDERED that: I 

1. The following cost of capital is adopted for SOCal Gas 
for attrition year 198.8. l 

Adopted co~ of capital 

Compo~nt 

Long-term. Debt 
Preferred Stock 
Common Equity 

Total 

j 
,y 
1 

J 
f 
" I 

~. 

I 
I' 
I 
i 

capital. 
Ratio 

45.90% 
8.80 

45.32, 

100.00% 

Cost 
Factox: 

9.90% 
6.93 

12.75 

Weighted 
Cost 

4.54% 
.61 

5.78 

10.93% 

2. within seven aays after the effective date of this order, 
} 

SoCal Gas shall file anfadvioe letter pursuant to General Order 
96-A to implement its 1988 attrition allowanoe effective January 1, 
1988, based on its oper~tional attrition showing as corrected, and 

~ 
I 

.i 
" , 
.. 
1 
~ 
\ 
\ 
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4It. its ~inaneial attrition showinq as ad.justed. to r 
return adopted herein. ~ ~ 

rate of 

• 

• 

3. SOcal Gas shall place the diff~ce betwoen the revenue 
requirement flowinq from this deCiSiO~al revenue: at present 
rates in the consolid.ated balancin~oeounts, o~l'a monthly basis~ 

. th AI ",/ • 1 '7 ~ \0,.. to aeerue ~nterest at e 90-ea~ommere~a paper rate, ~eq~nn~ng 
January 1, 1988, for disPosit~~ accordan~ with our future 
order in I.86-06-00S. #~ 

This order is e eetive today. 
Dated / , a Francisco, California. 

/ 
,/ 

I 
/ 

/ 
" 
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