
.' 
ALJ/LTC/rsr 

• 
.-/ " 

Decision _8_'_1_2_08_$_ DEC 2 21987 ~./' ...... ~&~ 
BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA 

Application of Paeific Gas & Electric) 
Company for adoption of authorized ) 

Application 87-08-006-rate ot return tor 1988 pursuant to ) 
Attrition Rate Adjustment Mechanism. ) (Filed August 4, 1987) 
(U39M). ) 

) 
) 

In the Matter of the Application of ) 
San Diego Gas & Electric Company, ) 
for Authority to Revise its Rate of ) 
Return in Accordance with the ) 
Existinq Attrition Rate Adjustments ) Ap~l:l.cation 87-07-050 
(ARA) Mechanism and to Utilize the ) (Fl.led July 3.1, 198.7) 
Revised Rate of Return in its ) 
1988 Attrition Filinq (O902-~. ) 

) 
) 

In the Matter of the Application of ) 
SOuthern california Gas Company ) Application 87-07-048 
(U904G) to Implement its Attrition, ) (Filed July 31, 1987) 
Allowance and to Establish a Return ) 

• 
on E~ity for 1988. ) 

) 

In the Matter of Appl:l.cation of 
) 
) 

SOuthwest Gas Corporation for a ' ) 
Review and Revision ot its Re~ired ) Application 87-08-025-
Return on E~ity, and for Authority ) (Filed August 14, 1987) 
to utilize the Revised Return on ) 
Equity in a 19~8 operational ) 
Attrition Filinq (U905G). ) 

) 

In the Matter of the Application of 
) 
) 

SIERRA. PACIFIC POWER COMPANY to ) Application 87-09-0l3 
Authorize a Return on Equity for ) (Filed September 8, 1987) 
calendar Year 1988 (U903E). ) 

) 

(See Appendix A for appearances.) 
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Q'E;XHXON 

I. Background 

These consolidated proceed1nqs involve rate of return 
reviews in connection with the ~9SS attrition filings of Southern 
California Gas Company (Socal Gas), san Diego Gas and E'lectric 
(SOG&E), Pacific Gas & Electric· Company (PG&E)., SOuthwest Gas 
Corporation (SOuthwest Gas), and-Sierra Pacific Power Company 
(Sierra Pacific). 

In Decision (0.) 85-12-076-, issued. December 18, 1985, 
this commission established. the current framework of the Attrition 
Rate Adjustment Mechanism (ARA). Inc:onnection with financial 
attrition issues, the commission requires a review of the return on 
common equity for each utility which files anARA ad.vice letter. 
However, given the need to address factual issues in connection 
with adopting a rate or return, the Commission has deter.mined that 
the best procedural course is to require each utility to file 
separate companion applications ad.dressing return on equity (ROE) 
issues for the attrition year. 

The applications treated. in tod.ay's decision were filed. 
in compliance with the above guidelines. The particulars of each 
application are addressed in subsequent sections of this decision. 

On August 21, 1987, the Division of Ratepayer Advocates 
(ORA) ,filed a motion requestinq consolidation of the rate of return 
reviews for the several enerqy utilities who are seeking attrition 
adjustments for the 1988 attrition year. A prehearinq conference 
(PRC) was held before assigned Administrative Law Judqes (ALJs) 
Stalder and carew on September 8, 1987, in the four then pending 
applications ( i.e., those of PG&E, SOG&E, Southwest Gas, and SoCal 
Gas). The AIJs heard argument on ORA's Motion to' Consolidate from 
the parties, and from Sierra Pacific, which appeared vol\'mtarily at 
the PHC, despite the tact that, as of September a,;.987 r its 
attrition application had not been filed.. At theec~c~~sion of 
this oral argument, the four pending applications were consolidated 
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tor purposes of conductin~ rate of return reviews (PRe ToR. 18). 
By ALJ Ruling clatecl October 9, 1987, Sierra Pacitic's A.87-09-013 
was also consolidated with these matters. Hearings on the five 
consolidated rate ot return reviews were held October 21-23, and ~/ 
26-27, 1987, betore ALJ carew in san Francisco. This decision 
disposes ot all issues raised in these consolidated reviews tor 
SDG&E, PG&E, Southwest Gas, and Sierra Pacitic. A separate 
companion decision disposes ot the operational and financial 
attrition issues raised in SOCal Gas' attrition application. 
XI. SJ2SjiE's Appli&ation 

A. P'roeedural Background 

On July 31, 1987, SDG&E filed its application for 
authority to revise its rate ot return in accordance with the ARA 
mechanism tor attrition year 1988. SOG&E requested an 11.4% rate 
ot return for that year, and a 13.75% return on common equity. 
This represented a reduction trom current authorized 1987 levels 
(11.61% ~ate ot return based on a 13.9% return on common equity) • 
Three parties actively participated in SDG&E's portion of the 
consolidated proceeding: SOG&E, DRA, and the City of san Diego· 
(san Oie~o). .. 

SDG&E presented the testimony of two witnesses.. Its Vice 
President-Finance and Chief Financial Otficer R. Lee Haney 
testified on SOC&E's business risks and tinancial policies as they 
impact on the 1988 attrition year request. SOG&E's Manaqer
Financial Analysis &'Forecastin~, Rieharcl A. xrumvieda testified on 
the technical analysis underlying SDG&E's rate ot return request 
tor the attrition year. Edwin Quan presented the ORA. 
recommendations relative to SDG&E's request. San Dieqo presented 
no affirmative case, but participated throuqh cross-examination of 
the ~tnesses. san Diego presentecl oral ar9Ument on October 
27,1987, in lieu ot filing a brief. SDG&E, ORA, and TowardOtility 
Rate Normalization (T'O"RN) tiled concurrent briets by N~vember.5, 
1987, and the matter was sul:>mitted on that date. 'the parties.' 
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positions are summarized in the table below, and are subsequently 
aiscussed in our disposition of the issues. 

B. Rate or Return ReccmmendAtioDS 
For Attrition Year 19S§ 

SOG&E's presently authorized rate of return is depicted 
in the followinq table: 

SDGU (Present Authorization) 

Comooner¢ ~i:tAl Ra't.12 ~21:!:t lA~2l:: w~i9l&t~ ~2S 

Long-term. . Oebt 42.00% 9.54% 4.01% 
Preferred Stock S.50 8.52 0.72 
c.ommon Equity 49.50 13.90 ~ 

Total 100.00% 11.61% 

This present authorization contrasts with the 
recommendations of the active parties for the 1988 attrition year, 
depicted in the followinq tables: 

$DGiE CRec:ommendaticm) 

Component ~pital BAtiQ Cost l,actor Weighted COst 

Longo-term Debt 40.50% 9.24% 3.74% 
Preferred stock S.SO 7.2S 0'.62' 
Common Equity 51.00 13.75- 1..a..2l 

Total 100.00% 11.37% 

DBA mec:ogendation) 

COlIIpODent capital ht~ cost Factor Weighted, Cost 

Long-term Oebt 42.50% 9.24% 3.93% 
Preferred Stock 6.50 7.28 0.47 
Common Equity ~1.0Q. 12.25'" ~ 

Total 100.00% 10.65% 

", MidpOint of 11~7S%-12.7S% range. ' 
irA review of these reeo:m:n.~(J;>4tions demonstrates that there ,/ 

is acp:eement between SOG&E and ORA on the costfaetors for 
preferred. stock and lonq-term. de):)t., and disaqreel1lent as to the ./ 
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appropriate capital ratios, and return on common equity for the 
attrition year. We will adopt the agreed-upon .. cost factor for 
preferred stock (7.28%) and the,9.24t cost factor for embedded 
long-term debt. Our adopted incremental cost of debt is based on 
the November ORI forecast figure for AA utility bonds (9.68%), plus ~ 
the 0.25% increm.ent recommended for SDG&E:by ORA (ORA brief, p. 7). 
The adopted figure for 1988 is thus 9.93%. We proceed now to, 
discuss the disputed issues. 

c. Qapij;al structure 
The capital structures to be used by SDG&E for 1986, 

1987, and 1988 were determined in its last general rate case 
(0.85-12-06$). For 1988, the Commission established a 
debt/preferred ratio of 40.5%/8.5%. SDG&E has used these adopted 
figures in its 1988 attrition year showing. In contrast, ORA has 
recommended changing the debt/preterred ratio to 42.5%/6.5%. ORA's 
rationale is that since the capital structure tor 1988 was 
determined during the last general rate case (:based on estimates of 
SDG&E's capital requirements and financing plan made in 1985), 
changes in SDG&E's financing pl~~, (specitically the amount of .~ 
preferred stock refundings) have caused the actual capital 
structure to change trom that previously adopted. PSO is 
recommending recognition of the decrease in the preferred stock 
ratio trom 8:.5t to 6.5%. This has a corresponding impact on the 
debt ratio, increasing it from 40.5% to 42'.5% , as previously 
noted. 

SDG&E opposes DRA's recommendation, asserting that DRA 
is only concerned that this change has the operative effect of 
decreasing SDG&E's revenue reqllirement; SDG&E asserts the change 
has nothing whatever to do with determining the proper return on 
equity :for the attrition year. In addition, SOG&E opposes the 
recommendation, asserting that it runs counter to the Commission's 
determinatio~ to adopt capital strUctures tor the test year and 
succeeding attrition years. SDG&E questions why the Commission 
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would want to specifically adopt a capital structure for future 
attrition years, if it were subject to later change. 

DRA acknowledges that the Commission adopted a 1988 
capital structure in the general rate case decision issued in 
December of 1985. However, it believes that its recommendation is 
within the scope of the permissible updating of financing plans 
recognized by the Commission to De a legitimate function of these 
attrition reviews. It believes that its recommendation merely ~ 
captures A decreaso in the preferred stock rati~ that has actually 
occurred since the issuance of the general rate case decision. 

We decline to adopt ORA's recommendation, preferring to 
adhere to the adopted capital ratios emanating from the last 
general rate case. At the tiIne we issued 0.85-12-065-, we certainly 
contemplated that actual reality would not match test year 
projections. Nonetheless, we opted to adopt a capital structure 
for the two attrition years beyond the test year, and we will not 
change that determination at this point. We believe this decision 
is consistent with our determination that the updating of financing 
plans is permissible during attrition years, since we believe the ' 
ORA recommended recognition of a change in the actual ratios 
between long-term debt and preferred stock goes beyond such 
permissible updating • 
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D. Return on Common Equity 

'l'he other maj·or contested issue is the appropriate return 
on common equity for 1988. The following table summarizes the 
positions ct the parties: 

mmmary ot ROE RecOJ!llReDdAtiOl)=l 

Party 

SDG&E 
DRA. 
San Oiego 
'!"ORN 

:B.QI. 

13.75% 
11.75%-12.75% 
12.25%-12.75% 

12.00% 

SDG&E and. DRA. submitted testimony showing the results of 
various financial models as the starting point tor establishing 
ROE, but they cautioned that model results are an analytical guide, 
whose results must be temperecl by jud9lD.ent. SDG&E presented a 
discounted cash flow (OCF) analysis and a risk premium analysis. 
DRA relied on three financial models, DCF, Risk Premium, and the 
capital Asset Pricing Model (CAPM), in its review of SDG&E's 
attrition year request. san Diego and TORN did not present 
independen*.: analyses, but made arguments in support of their 
'recommended ranges. The following table summarizes the results of 
the models presented by Witnesses Krumvieda and Quan. 

ROE" Hodel Results 

PArty Kodel Bm 

SOG&E DCF' 13.25%-14.65% 
Risk Premium 14.1%- 14.8% 

DRA DCF 11.65%-12.73% 
Risk Premium 13.33%-13.73% 

CAPM 12.28% 

Because these models are used only to establish ~ range 
tor ROE, we do not repeat the detailecl descriptions of each model 
contained .in this record. Additionally,. the parties~yc .:dvanceel 
arquments. in support of their analyses anel in criticl.$lIl of the 
input assumptions used by other parties. These arquments are not 
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extensively addressed in this deeision~ given our assessment that 
they d.o 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 SOG&E~s 1985 ROE • . 
Nonetheless, in the final analys.is, it is the application of 
jud9lDent, noe the precision of these models, which is the key to 
our decis:ion. 

In applying this j uclgment, we assess the arguments 
presented ~y SOG&E that it faces increased business and financial 
risk durinq 1988.. SDG&E asserts that our consideration of the 
market cost of equity capital must reflect an analysis of. many 
factors, including the current status of'certain ~usiness risks, 
ana an assessment o~ their pro~able direction durinq the period for . . ' 

which. the rate is ~ing set.. SDG&E's Haney testified that the 
utility faces additional ~usiness risk, from increased competition 
and from regulatory decisions *retroaetively reallocatinq risk* of 
prior utility actions. 

SOG&E asserts that it faces higher risk levels from 
competition than it did durinq its last test year review, primarily 
from coqenerators who are depriving it of a portion of its electric 
market. When cogeneration is viewed as a source of capacity to 
SOG&E, it poses an additional risk because of SDG&E's relatively 
low reserve margin (15%), whien means that any significant variance 
between promised and delivered third party power endangers SOG&E's 
ability to perform its franchise o~ligations. 

More importantly, SOG&E pOints to ORA-recommended 
disallowances of costs associated with the Southwest Power Link 
(SWPL). It asserts that ORA is arquing for disallowances totalling 
$285 million,. exclusive o~! an additional $~.s. million in lost 
interest expense recovery associated with ORA's. five-year 
JI)..::.:)rtization proposal. 

SDG&E also points to other ratemakinq risks, includinq 
the Commission's actions to eltminate the supply adjustment 
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meehaniSlD. (SAM) and the purchased qas adjustment (PGA) mechanism 
for SOG&E's noneore gas custo~ers. SOG&E recovers about 40% ~! its 
gas revenues from this market. On the electric side, the 
commission is considerinq the elimination of the electrie revenue 
adjustment mechanism (ERAM) and has already established a proqram 
t~ eliminate ~ and the annual attrition adjustment for the large 
light and power class beqinninq April 1, 1988. SDG&E has not 
assessed what percent ot its electrie sales or revenues it ~elieves 
it will lose as a result of this Commission action. SOG&E ~elieves 
that ORA witness Quan failed to focus on specitic risks faCing 
SOG&E, relying instead on a generic risk discussion. In contrast, 
SOG&E believes the Commission must recognize the substantial 
specitic business risks which SDG&E faces in the attrition year. 

SOG&E als~ asserts that its financial risk has increased 
due to cash tlow decreases of approximately $40 million 
attributable t~ the 1986 Tax Reform Act. Further, it asserts that 
any refinancings it has conducted have already been reflected in 
its proposed embe4ded d~t cost tor 1988. Therefore it asserts 
that its financial condition is not improving as ORA ilnplies. 

ORA aeknowledges that risk, in terms of earning'S 
variability, may increase as a result of the Commission's SAM and 
ERAM-related decisions. However, it urges the commission not to
lose sight ot the underlying intent of these decisions, which was 
to· enable the utilities to respond t~ changes in the marketplace 
keyed to eompetition and bypass concerns. In such 'an environment, 
according to ORA, the SAM and ERAM mechanisms operate to reduce the 
utility's incentive to compete and to penalize them when they 
compete successtully. This was explicitly recognized by the 
Commission when it acted to eliminate these mechanisms. 

Further, ORA notes that the Commission has taken care, 
when making any changes to- the exist:nc;r :~qulatory tramework, to 
implement measures either to- limit .a(lcUtional risk or to- reduce 
risks in other areas. 'rhus, in the case ot· SAM, the commission 
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opted tor a two-year transitional period and retained the mechanism 
tor core customers, as.well as implementing the negotiated revenues 
stability account (NRSA), as: a satety net. In short, ORA believes 
that SOG&E and the other utility applicants have painted an overly 
bleak pieture ot the impact of the Commission's aetions, which were 
designed to instill confidence, rather than produce -uncertainty, in 
the marketplace. Further, ORA points to Exhil:>i t 10 in these 
consolidated proceedings, which is PG&E's 1987 second quarter 
letter to Shareholders. In that letter, the Chai~ of the Board 
provides an account ot the positive side ot competition. This 
demonstrates, in DRA's view, that the utility applicants 
(presu:mably including SOG&E) otten present somewhat varying views 
ot the competition issue to shareholders and re9Ulators. 

We acknowledge that SOG&E may indeed be experiencing some 
additional risk in connection with the restructuring ot the natural 
gas industry and the current transition in the electric industry. 
These risks are associated with changes stemming from competition 
in markets which have traditionally been treated as monopolies. It 
may well be that our risk limitinC] measures' do not exactly 
counterbalance the additional risks created by changes to the ~ 
and SAM mechanisms. But whether that increased increment of risk 
requires an increase in the return on equity is another matter, 
especially given our attempts to reduce the risks associated with 
these changes. 

ORA notes that SOG&E is among three of the current 
applicants who are requesting rates ot return tor 1988 based on a 
higher common equity ratio than previously authorized tor 1987. 

ORA concludes that this translates to a diminution in the degree of 
financial risk for SOG&E, or at the very least no change in that 
risk. In addition, cash-tlow positions have improved as SOG&E's 
external financing requirements have been reduced due to· 
refinancing ot high-cost debt issues. This is retlected in the 
lower-than-19S7 levels ot embedded cost ot debt • 
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We are also keenly aware that SDG&E no longer faces 
uncertainty with reqar~ to the tinal ~isposition of SONGS an~ that 
today's market reflects an investor perception that risks are lower 
't:han in the past, at least with reqard to this lnaj or issue. 

SDG&E has not requeste4 an increased ROE for the 1988 

attrition year, but rather a reduetion from l3.90 to 13.75%. DRA 

arques, persuasively in our view, that this ilnplies SDG&E's 
recognition of the reality ot lower required equity allowances (ORA 
brief, p. 18). San Oieqo's ROE recommendation, premised on a 
similar analysis, is below the requested 13.75% as well (12.25%-
12.75%). TORN's 12% recommen~ation is keyed prineipally to 't:he 
November ORI forecast~ which it. believes warrants a downward 
adjustl'nent of 25 basis points aeross-the-board to all ORA. 

recommendations. 
DRA's recommended ranqe of ll.75 to 12.75% is ~remise4 on 

the arqument that current authorizations have not been tully 
a4justed to reflect the downward trend in interest rates since 1982 

(Exhibit l4, p. 52). For support, it points to the quantitative 
model results, and to the faet that recent returns tor comparable 
gas utilities,. at least, clearly evidence that downward trend 
(Exhibit 14, Table $; Exhibit l5). 

Thus, while we aqree with SDG&E that increased risks 
associated with requlatory chanqes (specifically the restructuring 
of the natural gas industry and fundamental changes in the electric 
industry in response to competitive pressures) will be considered 
by investors to some extent, this consideration is counter-balanced 
by evidence that the cost of money has diminished and that the 
financial models and the economic indicators (EXh1b·i t l4, Table 1, 

MTrends In Interest RAtesM) support a reduetion in SOG&E's 
authorized ROE. 

After cc~~~~erinq all the evidence of the market 
conditions, trencls, and the quantitative models presented :by the 
parties, we believe that an ROE, of 12'.15% is j.ust and. reasonable 
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for SDG&E in attrition year 1933. This adopted ROE produces an 
overall rate of return of lO.86% for the attrition year, as shown 
in ~e following table depietinq the adopted cost of capital. 

SDGiE; A40pted cost of capital 
COl!(ROllent 

Long:-term Debt 
Preferred Stock 
Common EqIli ty, 

To'bll 

capital Ratis> 

40 .. 50% 
8..50 

Sl·99 

100 .. 00% 

:ax.. PGiE's "2'Pplieatipn 
A. Prcqslural BacJsg:rouM 

9.24% 
7.28 

12.750 

!(eigh1;std Cost 

3.74t
.62. 
~ 

10.86% 

On Auqust 4, 1987, PG&E filed its application seekinq 
adoption of a common equity return of 13.8% for the attrition year 
1988. As noted, hearings on this application were hear~ on a 
consolidated record. During, these hearings, PG&E presented the 
testimony of two witnesses, 'Gordon R. Smith, its Vice-President
FiNmce and Treasurer, and Jack F. Jenkins-Stark, Mana9'er of 
Financial Planninq and Analysis. Mr. smith testified on rate of 
return policy .issues, and Mr. Jenkins-Stark addressed rate of 
return methodoloqy. DRA. presented the testilnony of Edwin Quan. 
The City of san Francisco (San FranCisco) presented no affirmative 
case, but participated throuqh cross-examination of various 
witnesses. san Francisco opted to present oral argulElent on 
October 27, in lieu of filing a brief; ,PG&E, DRA., and TORN filed 
concurrent briefs by November S, 19~i, and the matter was submitted 
on that date_ 

~.' . 
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B.. RAte ot R.eturn R.ec:ommendations 
lQr Attri,:tion Yeat: 1988 

PC&E's presently authorized rate ot return is aepictea in 
the following table: 

WE <PRsent AuthorizatiQD,) 

COmponent capital Batie> COqt hctor Weighted Cost 

Long-Term Debt 4&.50% 9.65% 4.49% 
Preferred Stock 9.00 9.02-, 0.81 
Common Equity 44.5Q, 13.80 6.14 

Total 100.00% lI.44% 

This present authorization contrasts with the 
recommendation of the active parties for the 1988 attrition year, 
depicted in the following two tables: 

EGJrE (RecopmendAj:ioQ) 

COJlDOn~:ot gmiUl BA1Ci2 ~§l; :tlt,ct2J:: !~:ish.1;ed ~~ 

Long-Term Debt 45.50% 9'.48% 4.3l% 
Preterred Stock 8.50 8: .. 80- 0.75 
Common Equity 46,00 13 .. 80 ~ 

Total 100 .. 00% 11.41% 

ImA (Reeolllll~MAl;i2nl 

<;2JIR9MI¢ CARj.tal. Ratio Cost Fact2r Weighted. C9st 

tonq-Tex"m,De))t 47.00% 9.34% 4.39% 
Preferred Stock 7.00 8..78 0.61 
Common Equity ~6,00 12.75- ~ 

Total 100.00%' 10.87 

A review of these recommendations demonstrates that there 
is disagreement between the two parties as to the ratio ot 
d~! <;,"preterred stock to ):)e used in the capital structure tor the 
1988, attrition yea:r, as well ,as a dispute over the cost tactor for 
common equity. The cost tact or for preferred stock recommendations 
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of the two parties are virtually identical, and thus, we adopt 
PG&E"s' rec:o:m:mended 8-.80% preferred stock cost factor. 

The embedded long-term debt cost factors of PG&E and ORA 
are also very close, although we believe that DAA's recommendation 
has been modified to reflect the November 1987 OR! control forecast 
and PG&E's 9.48% fiqure has not. We will adopt the more current 
9.34% figure, since it is based upon use of the November 1987 DR! 
forecast and is also adjusted to reflect ORA corrected costs for 
PG&E's variable embedded debt (Ta.' 52&). This correetion remedies 
one major difference between the two parties' oriqinal 
recommendations and was made subsequent to the close of the record 
pursuant to ORA's aqreement to take a second look at the 
issue of variable embedded debt. 

'rhe parties have also agreed that 50 basis points should 
be added to the 9.68-% November 1987' O~ control forecast fiqure for 
AA-rated utility bona'S, to aerive PG&E'sincremental cost o,f aebt 
for the 1988- attrition year. The resulting 10.18-% is adopted in 
this decision. 

c. gmital stl;JlC'tUre 

As in the case of SOG&E's attrition year showing, there 
is a dispute between PG&E and DRAabout PG&E's attrition year 
capital structure. PG&E's recommended capital ratios are premised 
on the capital structure for 19S5' adopted by the commission in its 
last rate case decision (D.SG-12-09S) tor use in the 198a. attrition 
year. DRA has proposed, aqain based upon, its review of updated 
financial data, that PG&E's debt ratio' for attrition year 1988 be 
increased from the 45.50% authorized in D.86-12-095 for use in 
1988, to 47%. 'rhis adjustment would correspondinqly lower the 
percentage of preferred stock in the capital structure from 8.50% . 
to 7.00%. 

PG&E asserts that ORA's attempt., to, increase the debt 
" 

leveraqe for ratemaking purposes durinq '~~'1988 attrition year 
. should be rejected base a upon the prior Commission decision • 
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Consistent with our disposition of this issue in the case of SDG&E, 
'.' we agree with PG&E's argument, and. we will adopt PG&E's recom:mend.ed. 

capital strueture for the attrition year 1988. Thus, the adopted. 
capital structure is comprised of 4S.S0~ long-term debt, 8.50% 
preferred stock, and 46.00% commOn equity. 

D. Retm;n on Eqg.ity 

parties. 
'the following table sn:mm~rizes the positions of the 

:;mgmaxy ot· ME Beeogendations 

PG&E 
ORA ' 
san Francisco 
'l'tm.N 

13.80% 
11.75-12.75 

Midd.le to low 12% range' 
12.50% 

PG&E and ORA submitted. testilnony showing the results ot 
various finanoial models as the starting point tor establishinq 
ROE, but they oautioned that the model results are an analytical 
quid.e, whose results must be tempered. by jud.gment. As PG&E notes, 
~hile such models are usetul, tbeyare not a substitute tor 
informed. and. reasoned jud.gment of risks the utility is tacing and. 
the return which is necessary to fairly compensate investors tor 
those risks. PG&E followed. its practice in past rate of return 
proceedings and. employed three models: DCF, Risk Preium, and 
CAPM. DRA relied on the same three financial mod.els. Both parties 
appear to have plaoed primary relianoe on the OCF model, however. 
San Francisco and TURN d.id not present ind.ependent analyses, but 
maCle arguments in support. of their rec~mmendecl ran9'es. The 
following t:able summarizes the results of the models presented. by 
Witnesses Jenkins-stark and Quan • 
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ORA 

ROE Modgl Results 

XQdel 

I>CF 
RP 
CAPM 

OCF 
RP 
CAPM 

*~$ed on October 1987 DRI Information 

B9Z 
12" .. 98-15-. 63% 

. 14.94-1$.00 
15-.72% 

11 .. 96-13-.05% 
14 .. 70-1$ .. 10 

13.11~ 

Because these models are only used to establish a range 
tor ROE, we will not repeat the detailed descriptions ot each model 
contained in this record. Additionally, PG&E and ORA have advanced 
arguments in support of their analyses and in cr1t1cism of oPposin9 
input assumptions. ~hese arguments are not extensively addressed 
in this decision, given our assessment that they do not alter the 
model results shown above. However, we do note in passing that 
there is much dispute over the dividend growth rates used in the 
OCF model, given PG&E's announced policy that its dividend will be 
static until the Oi~lo rate case is resolved (at which time it 
will reconsider its dividend policy). PG&E argues that ORA's 
constant growth rate assumption does not coincide with the . 
utility'S announced intentions in this regard. ORA used a much 
lower constant growth rate tor PG&E than it applied to other 
utility applicants on a long-term basis. PG&E argues that ORA's 
action thus artificially assumes that atter the Diablo Canyon 
reasonableness decision is rendered, PG&E will adopt a dividend 
growth rate considerably lower than that assumed by financial 
analysts in their published forecasts applicable to· these other 
utilities. PG&E notes that the OCF model, like all mOdels, is 
heavily influenced by ~~·~sumptions employed. It notes however, 
that in PSO's application, the model is also- influenced by the form. 
employed.. PG&E arques that if a more accurate variable growth rate 
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model had :been employed, and the yields associated with the lower 
cux-rent prices incorporated., the results of the model would be 
closer to the range suggested by PG&E. 

Despite the above controversy, we believe these mod.els 
provide a reasonable range from which to choose, and we will use 
them as a rough quidepost in selecting PG&E's 1988 ROE. 
Nonetheless, as PG&E clearly states above, in the final analysis it 
is the application of judqment, not the precision of these models, 
which is the key to our d.eeision. 

In applying this judqment, we assess the arquments 
presented by PG&E that'it faces increased business and financial 
risk during 198.8.. PG&E's ultimate argument is that it is more 
risky today than it was ten months ago when the Commission adopted 
the present 13.80% return on equity. It cites several faetors. 
First, there are the competitive pressures presented by ,bypass, 
including uneconomic bypass. There are also competitive pressures 
associated with the restructuring of the gas industry, and, in 
PG&E's view, in connection with the Commission's QF program. 
Specifically, PG&E asserts that the competitive pressures it 
already faces are exacerbated by the need to face the continuing 
problem of excess payments to QFs tor services allegedly not 
need.ed. 

Second, PG&E focuses on the new gas requlatory structure, 
and more specifically the default provision included. in 
0.8.7-03-044. Under that provision, PG&E asserts that it is 
authorized to discount gas rates to cust~mers with competitive 
options, but is not allowed to price to any customer in excess of 
the embed.ded cost of service. The utility submits that any system 
which allows it to discount rates for some customers to keep them 
on line but which does not allow recovery through other rates, 
including market base rates, from those who value the serv"~--:e e: a 
much higher level incrementally and are willing.to pay for ~e, is.a 
system which almost certainly will. operate in a manner whiehwill 

'/Of 
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preclude full cost recovery. This in turn should be viewed as 
increasing' corporate risks, in PG&E's view. 

PG&E also cites changes to the traditional regulatory 
compact, including restructuring of the natural gas industry, 
although it acknowledges that the Commission has attempted t~ 
minimize increased risks by imposing the safety net discussed 
earlier in this decision. Like the other applicants who address 
the satety net issue, however, PG&E does not believe the Commission 
has clone enough in this area. On the electric side, it notes there 
is uncertainty and risk created by the Commission's announcements 
in connection with ERAM, as previously discussec, and it ~ints out 
that there is no correspondinq wsafety netw on the electric side. 

Finally, PG&E cites the regulatory delays associated with 
the reasonableness review of the Diablo canyon NUclear Power Plant ~ 
CO;ablo canyon). There are three chief concerns here. The first, 
is the Commission's denial ot further interim relief in 
0.87-10-04l, which means, to PG&E, that absent extraordinary 
circumstances, no turther cash flow will be authorized for Diablo 
canyon until the commission completes the reasonableness phase of 
these proceedings. PG&E also asserts that it is not reeoveryinq 
the full operations and maintenance 'expenses it is incurring in 
conneetion with operating Diablo canyon. PG&E's second concern 
relates to what it views as the uncertainty causecl by delay in 
resolving the reasonableness issue.' That expected resolution has 
now been pushed back to April ot 1989, andPG&E notes that 
persistent delay in this proceeding is a factor specifically noted 
in the comments o~ rating agencies which adc1ress the risk factors 
to be considered by investors evaluatinq an investment in PG&E. 
Finally, there is ORA's disallowance reeommend~tion. PG&E asserts 
that this recommenclation has an uncleniable effect on the capital 
:markc';,;s' /.~rception of PG&E's securities, notwithstanding the fact 
that c.b.e merits of the recommenciation have yet to be tested in the 
hearing room or embraced in any tashion'by the' Commission • 
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PG&E alsO' nO'tes that objective market indicators O'f risk 
confirm. that it is a hiqher risk investlnent at this time than just 
ten months aqo. 'I'llis arqument is based upon testimony that PG&E's 
Beta has =isen, that its bond and preferred stoek ratings have been 
lowered by several rating agen~ies in 1987, and that its market-to
~k ratio bas de~lined to the extent that its ~ommon'stoek was, at 
the time of these hearing's, selling' at a priee beloW' stated book 
value. 

As stated previously in connection with other 
appl~eations, ORA acknowledqes that risk may have increased as a 
result of ~e Commission's actions in the area of restructuring the 
qas and electric industries. However, aqain, it urges the 
Commission :not to' lose sight of the underlying intent of these 
decisions, which sought to enable the utilities to' more effectively 
compete in the marketplace. We will not repeat further DRA's 
arguments on this s~ore: it suffices to say that ORA believes that 
PG&E and the other appli~ts bave painted an overly bleak picture 
of the 'impa~s O'f the Commission's actions in these areas--actions 
which were designed to instill confidence, rather than produce 
uncertai.nty in the lI1arketpla~e. We' have also pointed to' DRA' s 
citation to Exhibit 10, PG&E's 1987 Second Quarter Letter to· 
Sbareholders, which presents a positive side' of the competition 
issue (see alsO', San Francisco's arg'\Xment ~out the utility'S 
"'optimism department... and "'pessimism departmentlP

, TR. 6l6: l-28). 
'!'he issue which overshadows the others,. however, is the 

impact of the 7'till pending' status of our reasonableness revieW' of 
DiablO' canyon costs. It is dl.fficult to say how much iltlpact on an 
individual investor the denial of turther interim relief or the O&M 
issue have,. because, as always there are several ways of viewinq 
the situation. The fact that some interiln reliet has been 9'X'anted, 
for example, is doubtless a positive sign··, .. ·· ';:'c.~ d.elay issue is m.ore 

.problematical, for it is difficult to: pinpoint with accuracI how 
that investor views the delay in resoluti~n of the issue or the DRA 
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recommended disallowance, assumins the investor is even aware of 
many of these issues at 'the same level o~ detail the parties 
possess. 

PG&E asserts that it is more risXy today than it was ten 
~onths ago when the Commission adopted the 13.8% recommendation. 
However, another way of looking at the issue is that at the time 
the Commission adopted'the 13.8% return,PG&E was one of three major 
utilities in this state with pendins reasonableness reviews 
associated with major'nucle~r power plant additions. ~t 
uncertainty has now been resolved for SDG&E and Southern California 
Edison (Edison). Thus, it miqht be said that the Edison and SDG&E 
risk positions have improved relative to PG&E, since the latter 
still faces the unknown outcome of the outstanding reasonableness 
review. However, in our View, the mere pendency of that unknown 
outcome does not make PG&E, standing alone~ more risky today than 
ten months ago. 

Nonetheless there is some risk associated with the 
outstanding nature ot the reasonableness review. DRA believes that 
PG&E taces the highest level of risk amonq the other electric 
utilities, apparently for this reason, and recommends that it be 
authorized a return on equity of 12.75% - the top, of the DRA

recommended range. 
San Francisco argues that the mid to low 12'% range is 

apropos, given the current financial indicators and the fact that ~ 
current authorizations have not yet fully reflected the downward 
trend in interest rates which has occurred since' the early 1980s. 
(""'rhe Lag* issue). In San Francisco's view,. returns in the low to 
mid ~2% ranse are very fair returns in today's economic conditions 
('rR. 6l8) .. 

FUrther, san Francisco raises an equitable argument in 
connection with Diablo canyon. It acknowledses that wPG&E has a 
Diablo problemw, but believe$ that problem is ~efore the Commission 
and will be decided by the commission in that proceed ins (ToR. 613) • 

- 20 -



• 

• 

• 

A.81-0S-006 et al. ALJ/LTC/rsrw 

San Francisco opposes the notion that current ratepayers should pay 
in the form of a higher return on common equity, tor the risk 
associated with the fact that the Diablo Canyon decision has not 
yet been rendered. PG&E on the other hand counters that the effect 
of the uncertainty associated with resolution ot the Diablo canyon 
proceeding is a requlatory risk which ratepayers should bear, since 
uncertainty has a price which the markets demand be compensated it 
the risk is to be assumed. We do not reach this equity issue in 
our d.ecision today, preterring to place lnore significance on the 
risk analysis and quantitative mod.els in the record. 

TORN's 12% recommendation is keyed principally to· the 
November 1987 OR! forecast, which it believes warrants a downward 
adjustment of ZS basis points to all ORA recommendations. 

As we have discussed earlier in connection with other 
applications, we agree that there may be some increased risk 
associated wi to. the structural changes in qas and. electric 
industries which may not have ~en tully counter-balanced by the 
protections we have put in place as we have rendered these 
decisions. As posed earlier, the question is whether these 
increased r1s~ support an increase in the return on equity. 

ORA's recommendation recognizes the risk issue in our 
view, as well as the fact that 
their mid.-1987 downward trend. 
PG&E is requestinq maintenance 

interest rates may have reversed 
That, coupled with the tact that 

of its 1987 authorized ROE o1! ~3.S0 
and no increase, argues that.PG&E itself recognizes that the 
markets are requirinq lower equity allowances at this time, as ORA 
maintains. 

Thus, while we agree with PG&E that increased risks 
associated with regulatory chanqes, specifically the restructurinq 
of the natural qas industry and the electric industry, will be 
considered by investors to some extent, we believe tbJ., 
consideration is counter-balaneed by the evidence tha't· .~e cost of 
money continues to- decline (e.q., Exhibit ~4, 'I'able 1, -'trends and 
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Interes~ Rates·). The financial models and the economic indicators 
support some reduction in PG&E's authorized ROE ot 13.80%, because 
we tend to aqree with the ORA and San Francisco that there has' been 
some delay in the reflection ot the downward trend in interest 
rates in actual returns in the last several years. However, we are 
inclined to proceed cautiously here Deeause the record indicates 
that there is investor uncertainty, given the tact that the 
Commission has yet to pass on the reasonableness of Diablo canyon. 
As stated previously, in this major respect, PG&E's position is 
much ditferent from that of SOG&E and Edison wh.ich: have tinally put 
SONGS :behind them. 

When we test ORA's 12.7$ recommendation against the 
quantitative models, particularly PG&E's application o·f the Dcr 
model (DC? is the model on which we place the most ilnportance) that 
recollllnendation appears somewhat low. All things considered, we 
Delieve a l3.10% ROE is reasonable tor the 1988 attrition year, as 
balancing increased risk with otherwise improved financial 
indicators. This adopted ROE produces an overall rate ot return of 
ll.02% tor the attrition year, as shown in the tollowing table 
depicting the adopted cost ot capital. 

PGgi Adopted COst ot' Olpij:al 

Component 

Long-Term Debt 
Preterred stock 
Common Equity 

Total 

<3aPital htip 

45.50% 
8.50 

56,QO 

100.00% 

"IV. ~ GAS' APplication 
A. Prgeeslgnl Daekground 

~ost Factor 

9 .. 34% 
8 .. 80· 

l3.10 . 

Height~ COS . 
·4 .. 25% 

.75-
~ 

11~02% 

On AU9Ust 14, 1987, SOuthwest Gas filed its application 
" for authority to revise its required return on equity tor use in 

its 1985 operational attrition tilinq CAdvi.ceLetter 'NO. 390) • 
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Southwest Gas requests a 14% return on common equity and an overall 
rate ot return of 12.29% for the 1988 attrition year. This 
represents a reduction tromcurrent authorized levels (13.05% rate 
of return based on a 15.25% return on common equity). Two parties 
actively participated in Southwest Gas' portion of the consolidated 
proceeding: SOuthwest Gas and ORA. 

Southwest Gas presented the testimony of Andrew B. Laub, 
its Treasurer. Edwin Quan presented ORA's recommendation. 
SOuthwest Gas, ORA, and 'rO':RN filed concurrent brief's by November 5-, 

1987, and the matter was submitted on that date. The active 
parties' positions are summarized in the table below. 

B. Rate of Return Recommendations 
tor Attl:ition Year 1988 

Southwest Gas' presently authorized rate of return is 
depicted in the tollowing,table: 

SOUj:hwest Gas CPr§sent Autborizatisml. 

Cqmponent capi,tal. Ratio Cost laetor Weighted eost 

Longo-Tem Debt 50.00% 11·.3-6% !s-.6S% 
Preferred Stock 5.00 10".21 0.51 
Common Equ.i ty 45.00 15.25 U§. 

Total 100.00% 13 .. 05%. 

This present authorization contrasts with the 
recommendations ot SOuthwest Gas and ORA for the 1988 attrition 
year, as shown in the following tables: 

S=OlI!'PODent 

Longo-Term Debt 
Preferred Stock 
Common Equ.i ty. 

Total 

Southwest Gas (Recommendation> 

capital Ratio 

50 .. 00% 
5.00 

45.00 

100.00%-

- 23 -

cost Factor 

.... 
" , . 

ll.00% 
9.78 

14.00-

Weighted S=Ost 

S.50%-
0" .. 49 
~ 

l2· .. 29% 
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DBA OBecommendationl 

CoJqponent s:APit;al Ba1;io s:ost Pactor Weighted CoS 

Long-Term. Debt 50.00% 11.16% 5.58% 
Preferred Stock 5.00 9'.57 0.48 
COmlllon Equity ,45.00 12.3-5* ~ 

Total 100.00% 11.62'% 

*RAnge is 11.75% - 12.75% 

A review of these recommendations demonstra~es that there 
is agreement between SOuthwest Gas and ORA on the appropriate 
capital ratios to be used for the 1988 attrition year. As ORA. 
notes in its briet, Southwest Gas' capital ratios for the 1988 
attrition year have not been predeterminea in a prior rate case 
decision. 'rhus, in the case of SOuthwest Gas,. ORA reviewed the 
last authorized capital strueture as well as current updated 
financing plans to determine the appropriate capital structure for 
the attrition year. Based on this review and Southwest Gas' own 
proposal to use the target capital structure of 50% aebt, S% 

preferred equity, and 45% common equity for the attrition year, 
there is apparently concurrence that this is appropriate. 
Therefore.we will adopt this target capital structure. 

On the issue of embedded longo-term debt costs, Southwest 
c;as agrees with the ORA's proposal to use the November 1987 ORI 

projected ccst of debt in connection with this decision. since the 
ORA recommendation, with its cost factor of 11.16% for embedded 
long-term debt, has been updated to reflect the November forecast, 
we believe there is agreement that this is the appropriate fiqure 
for adoption for the attrition year. We will adopt that figure. 

SOuthwest Gas notes that it is in accord with the 
methodology used by DRA to determine the incremental 1988 cost of 
debt to be attributed to Southwest Gas,. namely, the addition of 100 
basis points to the cost ot debt for AA-qraded seeuri ties as 
projected by DR!. This result leads, to a incremental debt cost for 
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the attrition year of 10.68% which is adopted as consistent with 
recommendations of Southwest Gas and ORA in this proceeding. 

There is a sliqht difference in the preferred stock cost 
factor's contained in the recommendations of Southwest Gas and ORA, 
but given the closeness of the recommendations, we will adopt the 
9.78% cost fiqure contained in Southwest Gas' recommendation. 
c. Retgxn on Esmit.Y 

The major disputed issue ~etween Southwest Gas and ORA 
concerns the appropriate return on ,common equity· for attrition year 
1988. The following table summarizes the positions of the parties: 

snwrrv or ROJt ReeOJlllleDda1;iQn 

Southwest Gas 
ORA 
TO'.RN 

B.<m 

14 .. 00% 
12.35% 
12.10% 

Southwest Gas and ORA submitted testimony showinq the 
results of various financial models as the starting point for 
establishinq ROE. As noted previously in this decision, these 
models themselves are not dispositive of the issue, ~ut are used as 
an analytical tool in conjunction with reasoned judgment of the 
risks a particular utility faces. Southwest Gas presented three 
~lytical approaches: comparative analysis, an optimum payment 
ratio analysis, and a risk premium analysis. DRA. relied on OCF, 

risk premium and CAPM, but does not recommend use of Southwest Gas 
specific inputs to the OCF and ~ models, favoring instead, the 
use of comparable gas group data, in view of recent Southwest Gas 
acquisiti.ons outside the sphere ot gas utility oper~tions .. 

. TURN did not present an independent analysis, instead 
making arguments in support of its recommendation. The following 
table s",uM12rizes the results of the models presented by witnesses 
Laub and Quan: .• ~, 
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ROE Model '8esul.:ts 

Payment 

Southwest Gas 

Hodel 

Comparative Analysis 
Optimum Payout Ratio 
Risk Premium 

,B.9Z 

11~S%. 
14.97% 
14.20% 

ORA DCF 
Risk Premium 
CAPM 

11.54%-12 .. 60% 
9.07%';" 9.68% 

11 .. 61% 

A briet discussion ot Southwest Gas' models is' in order. 
These models have been used consistently on its other jurisdictions 
to arrive at the cost of common equity .. 

First, Southwest Gas used a comparatiye analysis of its 
business/tinancial risks in relation to a 41-company composite of 
natural gas distribution companies. The goal was to compare the 
degree of Southwest Gas' riskiness to that of the qroup. Southwest 
Gas' Laub identitied six areas of qreater-than-normal risk specific ~ 
to Southwest Gas_ (See Exhibit S, pp .. 12-13 .. ) 

Second, Southwest Gas used an optimum payment ratio 
analysis, combining consideration of Southwest Gas' dividend 
maintenance objective with additional cash requirements due to 
qrowth.. third, Southwest Gas used a risk premium. analysis .. 
Southwest Gas' analysis also included assessment of specific 
business/financial risks, and their impact on ROE. 

Southwest Gas has several specific criticisms of ORA's 
approach, mostly keyed to ORA's'use of, generic data associated with 
the nine-company comparable qroup. Southwest Gas asserts that the 
qroup is too limited, and that ORA has not properly accounted for 
the deqree of risk differential between Southwest Gas, which 
carries a debt rating of Baa and other utilities in the group 
(SOuthwest Gas Brief, pp. S-lO). 

In sum, Southwest Gas. asserts: 
w ••• CIJt simply is not possible to provide 
adequate and meaningful recoqnition to the 
lesser quality security status of a SOuthwest 
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common equity shareholder by (i) establishing a 
single range of returns on common. equity based 
exclusively on an analysis of data applicable 
to 'A' rated companies, (ii) referring to an 
'A' rated company (i.e., Southern California 
Gas company) whi<:h has been assiqned a 
recommended return at the midpoint K1~hiD that 
range, and (iii) adding 10 basis points to the 
return on equity assiqned to that purported 
surroqate company.N (Southwest, Gas Brief, 
p. 11.) 

Southwest Gas argues that we must give effective 
recognition to the lesser quality of its securities, using a return 
level outside of and above the single range developed by ORA using 
NA" rated data. It argues that, at the very least, we must 
authorize it the ma.X'imum. return on .aqui ty level authorized the 
other applicants in these proceedings, plus additional ~asis points 
to recognize its particular risXs. 

ORA opposes Southwest Gas' single-minded foeus on the 
significance of its Baa3 bond rating, in contrast to the bond 
rc:l.tings of the other applicants. ORA's Quan maintains that bond 
ratings are ~nly one measurement of risk; Quan also asserts that 
PSO's recommendation ~ reflect the higher risk implied by 
Southwest Gas' low bond rating. 

ORA also reminds us that, despite the applicant's rating 
spreads (SOuthwest Gas at Baa3 vs. SDG&E at Aa3), the requested 
common equity returns vary by only a 25- basis. point spread. ORA 
maintains that its own recommended 100 basis point spread will 
sustain the existing bond ratings. 

Finally, ORA stresses the need to remember that bond 
ratings often reflect nonrequlated operations of some of the 
applicants, and are not primarily driven by this Commission's 
decisions. 

TORN recommends a 12.10% return on equity for southwest 
Ga~: ~sed on its arguments previously cited in these consolidated 
matters, relating to the November ORI forecast • 
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Given the evidence in this record of substantial 
decreases in the costo! money since Southwest Gas' lS~2S% return 
on common equity was set in 1985 by 0.85-12-103, we believe there 
is alDple justification for a reduction at this time. Even 
Southwest Gas agrees, since its 14% request represents a 125 basis 
point drop from presently authorized levels. 

We tend to agree with ORA that Southwest Gas has placed 
too much emphasis on the issue ot its debt rating, and not enough 
on the actual specific business/financial risks it faces on a day
to-day level. Its discussion ot such risks at pp. 12-13 of 
Exhibit 8 is much more general than the specificbusiness/financial 
risk analyses provided by other applicants in their direct 
showings. We conclude that Southwest Gas has not justified its 14% 

request. We conclude that a reasonable' ROE, which will recognize 
the additional risk represented by Southwest Gas' rating, While 
taking account of improved financial conditions occurring since 
Southwest Gas' last adjustment, is 12.90% (rate of return is 
11.87%.), as shown on the following table, depicting the adopted 
cost of capital for attrition year 1988: 

So!1thw,st szaSi Adqp't$d Cost ot CAPital 
~2m~D~D:t ~AR1:tAl. 2A:t~~ ~2~3: [~2Z:: w~j,gh3;~s1 Cost 

Lonq-term Oebt 50.00% 11.16-% 5.58% . Preferred stock 5.00 9.78 .. 49 

Common Equity 45.QO 12.90 ~I~Q 

Total 100.00% ll.87% 

v. SieXXD Pa~itie's ARPlieatiqn 

A. Ex,9c;edJlral Background 

On september S, 1987, Sierra Pacific tiled its 
application tor 4uthorization for a return ~~ e~~tity tor attrition 
year 198a. Hearinq were conducted on a cor~~~Qated record with 
four other attrition reviews. Durinq these hearinqs Sierra Pacific 
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presented the testimony of Charles E.. Olson, an economist and 
president of H. Zinder and Associates., who presented a study of the .. 
required return on common equity. ORA presented the testimony of 
Edwin Quan. 

Sierra Pacific, ORA, and TORN filed concurrent briefs by 
November 

B. 
5, 1987, and the matter was submitted at that point. 
Rate or Return RecOJllllleDdatiODS 
lor Attrition Year 1.988 

Sierra Pacific's presently authorized rate of return is 
depicted in the following table:. 

Sierra Pacific CPreseot AgtborizatiODl 

capital Cost 
component Rati9 fact9r 

Long-Term De))t 49.09% 9.24% 
Preferred Stock 7.46 9.84 
Common Equity 43·45 13.90 

Total lOO.OO% 

Weighted 
Cost 

4.54% ' 
.73 

6.Q4 

ll.3l% 

In contrast, the recommendations of the active parties 
:for the 198$ attrition year are depicted below: 

Sierra Pacific ORecgmmendotionl 

capital Cost Weighted 
C9IDP9nent Ratio Factor S:2~:t 

Long-Term.'Oebt 49.09% 8'.74% . 4.29% 
Preferred Stoek 7.46 7.24 .54 
Common Equity 43.45- l3 .. 75 5.97 

Total lOO.OO% lO.80% 
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There is no disagreement between 'the two parties on the 
capital structure to be used for the 1988 attrition year, and we 
will adopt it, in accordance with our specification in Sierra 
pacific's last general rate case. 

ORA notes that Sierra Pacific is the ,only applicant in 
these consolidated proceedings which plans to, issue new preferred 
stock during 1988. ORA indicates, after review, that it finds 
Sierra Pacific's basis for estimating the associated costs to be 
reasonable, and has incorporated this data in developing its 
effective cost of preferred stock for 1988'. We will adopt ORA's 
cost factor of 7.35%, since it is the most up-to-date figure 
available, premised on the Nov~er ORI forecast. There is very 
iittle difference between the tw~ parties on embedded debt cost 
figures, and wo will adopt ORA'~ 8.71% figure. 

Sierra Pacific requests us not to update incremental debt 
cost to account for the November ORI forecast, since the number, it 
used at all (Sierra Pacific does, not forecast a long-term taxable 
bond issuance during 1988) would be applied to tax exempt debt, 
bearing a much lower actual cost. Sierra Pacific indicates it is 
comfortable using its recent historic cost' level o~ 5% tor such 
debt and does not request that a higher cost be incorporated in its 
capital structure. We accede to Sierra Pacific's request. 

30 
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c. R<:j;grn on Ecmity 
As with the consolidated proceedings~ return on common 

equity for Sierra Pacific in attrition year 1988 is the chief 
contested issue in this proceeding, as the following table 
demonstrates: 

SPmMrv ot ROE RecODlMndations 
Party 

Sierra Pacific 
DRA 

'rtJRN 

*Recommends 12.35% 

R2.: 
13.75% 

11.75%-12.75%* 
12.10% 

Sierra Pacific and ORA presented testfmony showing the 
results of various financial models. Sierra Pacific presented a 
primary DCF analysis, cross-1ohec)(ed by a risk premium. analysis and 
a second OCF analysis of 10 electric companies. ORA conducted OCF, 
risk premium, and CAPM analyses. The following table summarizes 
the results of the models presented by witnesses Olson and Quan: 

Party 

Sierra Pacific 

ORA 

ROE Hodel Results 

Model 

OCF 
Risk Premium 
DCF (10 elecs) 

DCF 
Risk Premium 
CAPM 

12'.4%-13.4%* 
14 .. 5% 

12.5%-13.0% 

11 .. 08;%-12.15% 
13.90%-14.58% 

11.86% 

*When increased for financing costs, etc. 
Range is 13.4%-14.5% 

As noted previously in this decision, these models are 
used to establiSh a range for ROE~ but we do not repeat a detailed 
description of each model, or the arquments of the parties with 
respect to- the various. inputs., since we use the models as r''::':.1gD, 
guideposts, in conjunction with informed judgment. ' 
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However, Sierra Pacific notes that both Quan and Olson 
used analysts' forecasts of dividend ~d earning gro~ rates in 
their ocr analyses, but believes Quan's analysis was flawed because 
it was too generic and not specifically focused on Sierra Pacific 
or electric utilities sharing comparable characteristics (Sierra 
Pacific Brief, p. 6). 'rhe essence of the critique is that ORA made . 
no reasonable effort to locate and identify other electric 
utilities which could be reasonably categorized as comparable to 
Sierra Pacific. 

ORA, on the other hand, concludes in its report that 
Sierra Pacific's relative risk is below PG~E and somewhat higher 
than that of SOG&E. It concludes this, while noting that the 
financial models in isolation point to a lowex: equity return for 
Sierra Pacific than for SOG&E; however, ORA. has gone :behind. the 
models to review :bond ratings, equity ratios, and other impacts 
specific to Sierra Pacific, bearing on relative risks. We cannot 
Say then that ORA's analysis has been insensitive to specific 
information bearinq on Sierra Pacific's riskiness. 

For its part, TORN supports its 12.10% recommendation 
with reference to the November OR! forecast, as with other 
applicants. 

We conclude that ORA's approach is not any more flawed 
ttian others presented to us. Given the record evidence of 
financial indicators (Exhibit 14, Table 1) and the range provided 
on the various models, we conclud.e that the return on common equity 
for attrition year 1988 should be 12.90%, for an overall rate of 
return of 10.43%. The ad.optec:lcost of capi'tal is shown below: :/ 
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Sierra Pacitic; Adopted Cost 0' CApital 

capital Cost Weighted 
Compo~nt Ratio Factor S::2=z:t 

Long-Term. Debt 49.09% 8.71% 4.Z8% 
Preferred Stock 7.46 7.3,5- .55 
Common Equity 43r4~ 12.90 5.60 

Total 100.00% 10.43% 

Col!DIeD'ts 

Comments on the proposed decision were filed by ORA, 
PG&E, and SDG&E. ORA noted two typographical errors in the rate of 
return figures for Sierra Pacific and PG&E. These errors have been 
correetE:ld. With this exception, the comments of all three parties 
were la=gely reargument of the positions taken at hearing and 
briefed subsequently. We have considered them and are of the 
opinion that the proposed decision need not be changed except with 

./ 
/' 

respect to PG&E's return on equity. The proposed decision I 
t 

recommended a return on equity of 13.0, we have adopted a return on ~ 

equity of 13.1 as set forth in the discussion in the' PG&E section. :j 
lindings ot: Y;u(t • 

1. On July 31, 1987 SDG&E filed its application for 
authority 'co revise its. rate of return in accordance with the ARA. 
me~rdsm for attrition year 1988, requesting' an 11.4.%' rate of 
return and.. a 13.75% return on eODWon equity r a change from the 
11.61% rate of return and 13.9% return on'common equity, presently 
authorized.. 

Z. SOG&E's application was heard. on a consolidated record 
with tour other related 1988 attrition year rate of return reviews. 

3. , Prior to, the conclusion of evidentiary hearings, the 
applicants and ORA aqreed to use the November 1987 DR! control 
forecast to update debt costs for purposes of this decision. The 
November OR! forecast shows a decline in t~ '~~recasted level of 
interests rates for AA ra.ted utility bonds to 9.68% • 

.. 
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4. There is no variance in the SOG&E/ORA recommended cost 
tigures tor SOG&E's preferred stock and embedded lon~-term debt 
for the 1988 attrition years. These figures are 7.28% and 9.24%, 
respectively. 

s. Based on the November 1987 OR! control forecast for AA 
rated utility bonds, 9.68%, and ORk's recommended 0.25% increment~ 
SDG&E's incremental cost ot debt tor the 19S8 attrition year is 
9.93%. 

6. In 0.85-12-06$ the Commission established the capital 
structure to be used by SOG&E tor the 1988 attrition year, 
including a debt/preferred ratio of 40.5%/8.5%. DRA's proposal to 
alter the adopted debt/preferred ratio for the attrition year goes 
beyond a review of the updating of financial plans, of the type 
which is permissible for an attrition year review. 

7. There is no disagreement between SOG&E and ORA. as to· the 
appropriate equity ratio for the attrition year: 51.00%. 

S. Investors can be expected to consider increased risk 
associated with regulatory changes, specifically the restructuring 
of the natural gas industry and transitional events in the electric 
industry. But such consideration is counterbalanced by evidence 
that SONGS-related uncertainty is resolved· in that the 
reasonableness review is complete; the cost of money has 
dtminished; these factors militate against SOG&E's requested 13.75% 
ROE, in favor of a 12.75% ROE, which is more consistent with 

current economic indicators and the results of the financial models 
reviewed durinq this proceeding_ 

9. On AU9Ust 4, 1987, PG&E tiled its application tor 
adop,tion ot an authorized rate ot return tor 1988 pursuant to the 
Attrition Rate Adjustment lIlechanism, requesting an 11.41% rate of 
return and a ~3.S0% return on common equity a$ compared to- its 
currently authorized 11.44% rat,a ot return and 13.80% ret~ on 
cOmlllon equity • 
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10. PG&E's application was heard on a consolidated record 
with four other related 1988 attrition year rate of return reviews. 

11. There is no- significant disaqreement between PG&E and ORA. 
over the cost factor for preferred stock: the figure is 8.80%. 

12. ORA's 9.34% embedded debt cost figure is, based on the 
November 1987 ORI control forecast, and is also adjusted to reflect 
PG&E'~ variable embedded debt. The 9.34% figure is thus more 
,current from PG&E'$ earlier requested 9.48% figure. 

13. ORA and PC&E have also aqreed that 50 basis points should 
be added to the 9.68% November OR! control forecast'figure for AA
rated utility bonds, to derive PG&E's incremental cost of debt 
figure of 10.18% for the 1988 attrition year. 

14. In 0.86-12-095 the Commission established the capital 
structUre to be used by PG&E for the 1988 attrition year, including 
a debt/preferred ratio of 45.50%/8.50%. ORA's proposal to, alter 
this adopted ratio for the.attrition year goes beyond a review of 
th~~ updating of financial plans, of the type which is permissible 
tor an attrition year review. 

15. There is no disaqreement between PG&E and ORA as to the 
appropriate equity ratio for the attrition year: 46.00%. 

16. Investors can be expected to consider increased risk 
associated with regulatory changes, speeifically the restructuring 
of the natural gas industry and transitional events in the electric 
industry: they can also be expected to consider increased. risk 
associated with the fact that costs of Diablo Canyon have not yet 
been reviewed for reasonableness. To some extent these risks are 4 ' 

counterbalanced by regulatory actions desiqned to limit risk, 
including the qranting of some intertm relief in the case of Diablo 
canyon. These ractors militate against retention of PG&E's eurrent 
13.80% ROE for attrition year 1988, in favor of a 13.10%. ROE which 
is consistent with current economic~indicators, and'the resul'":s o:'! 
the financial models. reviewed,durinq this proceeding. 
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17. On August 14, 1987, Southwest Gas filed its application 
for a review and revision of its required return on equity for 
attrition year 1988, requesting a 1Z.29% rate of return and a 
14.00% return on common equity, representing a change from the 

13.05% rate of return and 1S.2~ return on common equity presently 
authorized. 

lS. Southwest Gas' application was heard on a consolidated 
record with four other 1988 attrition year rate of return reviews. 

19. There is no· significant difference between Southwest Gas 
and ORA over the cost factor for preferred stock; we will use 
SOuthwest Gas' fiqure of 9.78% given the pro~imity of the fiqures. 

20. ORA's 11.16% embedded debt cost fiqure is based on the 
November 1987 ORI control forecast, and is therefore more current 
than Southwest Gas' 11 .. 00% figure. 

21. ORA and Southwest Gas have aqreed that 100 basis points 
should be added to the 9.68% November OR! control forecast fiqure 
for AA-rated utility bonds, to derive Southwest Gas' incremental 
cost of debt figure of 10.8:6% for the 1988 attrition year. 

22. This Commission has not previously established a capital 
structure to be used by Southwest Gas for the 1988 attrition year, 
and Southwest Gas and ORA. have agreed that a target capital 
structure of sot debt, So% preferred equity, and 45% common equity, 
is appropriate. 

23. ~hedeter.mination of a 12.90% cost of equity for 
SOuthwest Gas during the 1988 attrition year is based on 
substantial decreases in the cost of money since Southwest Gas' 
last ROE was determined in Oecelll.ber 1985, our analysis of economic 
indicators, Southwest Gas' showing, and the results of the models 
reviewed during' this. proceed'ing. 

24.. .On September 9, 1987,. Sierra Pacific filed its 
application for an authorized return on equity for, attrition year, , 
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1988, requesting a 10.80% rate ot return and a l3.75% return on 
common equity, a change trom the ll.3l% rate ot return and '13.9% 

return on common equity presently authorized. 
2~. Sierra Pacific's application waS heard on a consolidated 

record with four other 1988 attrition year rate of return reviews. 
26-. There is no, disagreement between Sierra Pacific and DRA 

that a tarqet capital structure ot 49.09% lonq-term debt, 7.46% 

preferred stock and 43.45% common equity should ))e adopted for the 
1988 attrition year. 

27. O~'s cost factor, 7.35% for preferred stock is premised 
on Sierra Pacific's costing approach, ))ut updated to, reflect the 
November 1987 DRI forecast. 

28. There is very little d.ifference between Sierra pacific 
and ORA embedded debt cost figures, but ORA's figure, 8.7l% has 
been updated to reflect the November 1987 DRI forecast. 

29. Sierra Pacific plans no long-term d.ebt issuances during 
1988, but if they should occur, they would involve tax exempt debt 
issuance, bearinq a much lower cost. Sierra Pacific accepts 5% as 
a reasonable tiqure for 1988 incremental debt. 

30. Based on the ranqes in the financial models, and despite 
the fact that O~ and Sierra Pacific have employed varying inputs, 
we believe the record, including evidence of the prevailing 
f:i:l'1ancial indicators, supports a reduction in Sierra Pacific's 
presently authorized ROE from 13.90% to l2.90% for the 1988 
attrition year. 
COnclusions of Law 

1. Consistent with the preceding findings, the following 
capital structure should be adopted for SDG&E during the 1988-

attrition year: long-term debt~ 40.50%; prefe~ed stock, 8.50%; 
and common equity, 5l.00%. 

2. T~~ cost figure ot 9.24% for embedded long-term debt 
should De adopted for SDG&E dur~g the 1988 attrition year, 
consistent with the precedinq tindinqs • 
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3. The agreed-upon cost figure of 7.28% for preferred stock 
should be adopted for SDG&E during the' 1988 attrition year. 

4. A 9.93% figure should be adopted as SDG&E's incremental 
cost of debt for the 1988 attrition year. 

S. A 12.75% ROE, resulting in an overall ra.te of return of 
10.86%, should be adopted as just and reasonable for SOG&E for 
attrition year 1988, based upon all of the evidence considered in 
this proceeding. 

6. Consistent with the preceding findings,' the following 
capital structure should be a.dopted for PG&E during the 1988 

attrition year: long-term debt,. 45.50%; preferred stock, 8.50t; 

and cOIDlllon equity, 46,.00%. 

, 7.. The cost figure of 9.34% for elnbeddedlong-term debt 
should be adopted for PG&E during the 1988 attrition year, 
consistent with the preceding findings. 

8. The cost figure of 8.80% tor preferred stock should be 
adopted for PG&E during the 1988 attrition year; consistent with 
the preceding findings. 

9. A 10.18% figure should be adopted asPG&E's incremental 
cost of debt for the 1988 attrition year. 

10. A 13.10% ROE, resulting in an overall rate of return of 
11.02%, should be adopted for PG&~ as just and reasonable tor 
attrition year 1988, based upon all of the evidence considred in 
this proceeding. 

11. Consistent with the preceding findings, the following 
capital structure should be adopted, tor Southwest Gas during the 
19as. attrition year: -long-term debt, 50%; preferred stock, 5%; and 
common equity, 45% ... 

~2. The cost figure of 11.16% for embedded long-term debt 
should be adopted for Southwest Gas during the, 1988 attrition yelJ:r, 
consistent with the preced.ing findings.',:, 
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13. The cost figure ot 9 .. 78% tor preferred. stock should. be 
ad.opted. tor Southwest Gas d.urinq the 1988. attrition year~ 
consistent with the preceding findings. 

~4. A ~O.S6% figure shQuld. be adopted as Southwest Gas' 
incremental cost ot debt tor the 1988 attrition year. 

15. A 12.90% ROE, resulting in an overall rate ot return of 
1~.87~, should be ad.opted as just and reasonable tor Southwest Gas 
during the 1988 attrition year, based upon allot the evidence 
considered in this proceeding. 

16. Consistent with the preceding find.ings, the following 
capital structure should be adopted. for Sierra Pacific during the 
1988 attrition year; long-term debt, 49.09%; preferred stock, 
7.46%; and common equity, 43.45%. 

~7. The cost figure of 8.7~% tor embedded long-term debt 
should be adopted. tor Sierra Pacific during the 1988 attrition 
year, consistent with the preeedinq findings. 

lS. The cost fiqure of 7.35% for preferred stock should be 
adopted for Sierra Pacific during the 1988 attrition year, 
consistent with the preceding findings. 

~9. A 5% figure should be adopted as Sierra Pacific's 
incremental cost of debt for the 1988 attrition year. 

20. A 12.90% ROE, resulting in an overall ,rate of return of 
10.43%, should be adopted as just and reasonable for Sierra Pacific 
during the 1988 attrition year, based upon all of the evidence 
considered in this proceeding_ 
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ORDER 

IT IS ORDERED that: 
1. The following cost of capital is adopted for SDC&E for 

attrition year 1988: 
SDG&E; AdoptesI COst of Capi..tM 

Capita1' cost Weighted 
Component Ratio pactor Cost 

Long-term. Debt 40.50% 9'.2'4% 3.74% 
Preferred Stock 8.50 7 .. 28 .62-
Common Equity 51.00 12.75- 6.50 

Total 100.00% 10.86% 

2. 9.93% is adopted as SDG&E's incremental cost of debt for 
the 1988 attrition year. 

3. SOG&E's adopted 1988 attrition year rate of return, 
reflected in Ordering Paragraph 1, shall be used in conjunction 
with SDG&E's pending 1988 attrition year advice lett~r filing for 
the purpose of caleulating'revised rates for the 198a attrition 
year .. 

4. The following ,cost of capital is adopted tor PC&E tor 
attrition year 1988: 

Component 

Long-term Debt 
Preferred Stoc:k 
Common Equity 

Total 

PGfsE; Adopted COst of capital 

capital cost 
Ratio ,Pacto:r; 

45.50% 9'~34%' 
S.50 8:.80 

~6. 00' 13.10 

100.,00% 

Weighted· 
COst 

4.250 
.750 

6,0~ 

11.02% 

5.. 10.18% is adop:ted as PG&E's incremental cost of debt for 
the 1988 attrition year. 

.' .,' 
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&. PG&E's adopted 1988 attrition year rate of return, 
reflected in Orderinq Paragraph 4, shall be used in conjunction 
with PG&E's pendinq 1988 attrition year advice. letter tilinq for 
the purpose of ealculatinq revised rates for the 1988 attrition 
year. 

7. The followinq cost of capital is adopted tor Southwest 
Gas for attrition year 1988: 

southwest Gas; AdO'Qj:ed ~m: 2t capital 
capital Cost 

<:omponent ,.Ba1:io lAct2);' 

Lonq-terlll Oebt 
Preferred Stock 
Common Equity 

Total 

. 50.00% 
5.00 

45,00 

100.00% 

11.16% 
9 .. 78; 

12 .. 90 

Weiqhted 
Cost 
5.SS% 

.49 
5,89 

11.87% 

8. 10.8&% is adopted as Southwest Gas' incremental cost of 
debt tor the 1988 attrition year. 

9. Southwest Gas' adopted 1988 attrition year rate' ot 
return, reflected in Orderinq Paraqraph,7, shall be used in 
conjunction with its pendinq 1988 attrition year advice letter 
filinq (Advice Letter. No. 390), for the purpose of calculating 
revised rates for the 1988 attrition year. 

10. The followinq cost of capital is adopted for Sierra 
Pacific for attrition year 1988: 

Sierra Pacific; Adopted Cost of gapit.al 

capital Cost Weigbted 
<:omPonent .Ratio- h¢9X: Cost 

Lonq-term Debt 49~09% 8: .. 71% 4.28% 
Preferred Stock 7.46 7.35- .55 
Common Equity 43,45 12.90 5.62 

Total 100.00% 10.43% 

:1.:1.. 5% is adopted as Sierra Pacific's incremental cost of 
debt for the 1988 attrition year. 
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12. Sierra Pacific's adopted 1988 attrition year rate of 
return, reflected in Ordering Paragraph 10, shall be used in 
conjunction with its pending 1988 attrition year advice letter 
filing, for the purpose of calculating revised rates for the 1988 
attrition year. 

13. PG&E is authorized to tile within 7 days after the 
effective date of this order, revised tariff schedules for electric 
rates. 'I'he new rates will reflect: (1) ~he revenue increase 
authorized in D.87-11-019 covering PG&E's Phase 1 revenue increase 
related t~ its Energy cost Adjustment Clause, Annual Energy Rate 
and Electric Revenue Adjustment Mechanism~ and (2)~he revenue 
increase related to its a~t:rition filing which will refl'ect the 
return on equity authorized by this decision. PG&E's attrition 
filing is separately covered by Commission Resolution E-3061 which 
is concurrently under consideration along with this decision. 

The rates filed shall reflect the total revenue 
requirement set forth in Appendix ~ to this decision and'shall be 
in accordance with the rate design adopted in D.87-l2-033. ~he 

adopted rate design is set forth in Appendix C to this decision. 
~he new rates shall not be effective before January 1, 1988 and 
will apply to service rendered on or after that date. The filing 
shall be in accordance with General Order 96-A. 

This order is effective today. 
Dated DEC 2 2'138t , at san Francisco, California .. 

- 42' -

. STA.'1LEY W. HULEn
President 

DONALD VIAL 
,.FREDERICK It DUDA 
C. MITCHELL WILK 

. JOHN a OHA..""itW 
CommissiQneJ!'S 

)6' 

I 
f. 

i 
I' • 



• 

• 

• 

A.87-08-006 et al • AI.J/LTC/rsr 

APPENJ)DC A 

LIST QF APPEARANCES 
Applicants: Barton M. nY~n;on and Thomas G. Hankley, Attorneys at 

Law, for San Diego Gas & Electric Company ~ Peter Nathan Osbox:ll 
and Roy M. Rawlings, Attorneys at Law, for Southern California 
Gas Company~ Roger J. Petet~ and Richard H. Moss, Attorneys at 
Law, ror Paciric Gas and Electric Company~ Lawrence v. 
Robertson, Jt., Attorney at Law, for Southwest Gas corporation: 
and James p. Sal.2 and »otis Lakusta, Attorneys at Law, for 
Sierra Pacific Power Company. 

Interested Parties: Mattbew y. Btagy and Marcia Preston, 
Attorneys at Law, for the California Department of General 
Services~ Eric Eisenman and Andrew Packard, for Transwestern 
Pipeline Company; Carol B. Henningson and James M. Lehrer, :by 
John P. Hughes, Attorney at Law, for Southern california Edison 
Company; Reed V. SChmi¢t, for the california Street Light 
Association~ William §b~tfran and Leslie J. Girard, Attorneys 
at Law, for the City of San Diego~ Michel Petet F1Qt~, Mark 
Barmore, and Jon Elliott, Attorneys at Law, and Sylvia M. 
Siegel, for Toward Utility Rate Normalization (TURN)~ Gary p. 
Simon, for El Paso Natural Gas Company; Messrs. Skaff & 
AnderSOn, :by Andrew J. Skaff, Attorney at Law, for Mojave 
Pipeline Company; Louise Renne, City Attorney, :by Leon~rd 
Snaidet, Attorney at Law, for the City and County of san 
Francisco~ Messrs. ChiCkering & Gregory, :by C. Hayden Ames, 
Attorney at Law, for Chickering & Gregory; Shelley Ilene 
Rosenfield, Attorney at Law, for City ot Los Ang'eles; and M~nuel 
Kroman, for himself. 

co:xranission Staff: JAmes S. RQod and Timothy E. Treacy, Attorneys 
at Law, Teny R. Mowr'ey, and GreSQrv As Wilson. 

(END. OF APPENDDC A) 
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APPENDIX B 

PACIFIC GAS AND E~ECTRIC COMPANY 
Attrition Year 1988 - C~lifornia Jurisdiction 

Reven~e Ch~nges Adopted for Revenue Allocation and Rate Design 

-'III •• 1 ••• 
' ____ 1, 

1 1 1 1 

: PRESENT RATE 1 ADOPTED· 1 REVENUE I 
1 , , 

REVENUE E~EMENT , REVENUE REVENUE , . CHANGE , , , ,. , 
1/2f 3/ , 1 , , , , (Slillion) (Slillion) , (S lillion) 1 

·1 '" 1 

-' ~ "".111_' ....... '- Sf .. r . 1 , 1 

(~) (b) eel 

8ase Energy Rate 2.B83.437 3.028.338 144.901 
Annual Energy Rate (AER) 129.530 In~72Z 4.194 
Conservation Financing Adjustlent (CFA) 10.757 10M757 0.000 
Diablo canyon Adjustlent Clause (DCAC) 382.517 391.003 8.486 
Energy Cost Adjustlent Clause (ECAC) 1,445.891 1.445.8n 0,000 
CPUC fees ' 7.593 7.593 0.000 

Subtotal 4.859.ns 5,017.304 157.579. 

Other revenues 22.177 . 22.177 0.000 

Total 4,881.902 ~.O39.481 157.579 

1f Based on adopted ECAC sales of 63.273.843 GNH. including adjustaent for elployes discounts. 
8ase Energy Rate revenues include large light power contract revenue short1~ll. per 
Decision 87-12-0n. at page l1. 

2f Present rates using current briffs, which lIere lade effective 7/1/87. Revenue changes uy 
differ frol those adopted in 0.87-11-019. beCluse present rates in th1t decision lIere those 
effective 4fl/87. 

If Assules full recovery of $388.0 lillion. in DCAC·rate. and attrition per Resolution E-3061 
at 13.1 l return on,equity. 

(END APPENDIX B) 
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Class of 

Service 

kloll'l 
(OOOa) 

.' 
APPENOrx C. Pag& 1 

Pocfflc Caa and ~l&et~lc Company 
ADOPTED REVENUE ALLOCATrON~ 

Buod on Cappocl EPMC Revenue Allocatfon. from 

D&ei~lon 87"2·033· (1..87'04-035·) " 

Present Revenuea Me Rovenufl Percent Chang& 

EU&etfv& 

(0001) 
Avrt. Rote 

e/k\.ll'l 

!tnponsfbllfty FrOfll Pres.nt 

from· PSO/TURN: Rev. AnUIIlng 

StlpulatnCOOO,) EPMC Allocation 

Effective 

(0001) 

• 

AVO. Rat. From 'PI'ft&nt .. 

e/k'oIl'I ............................................ -----.~ .................................................... _--......................... . ............... _ ................................. :' . 

Resfdentfal 22,083,000 S1.742,009 7.89- . S1,562,367 ",.75X. S1,889,23Z' . 8.56- . a.ioSX' 

Small 1.fght &·~ower 7,171,756 S68S..356- 9.56- S529,4~ ·3.92X S6a5,356 0.56- .00£: .. 
Mod. 1.lgl'lt & Power 10,890,673 s934,O~ 8.54 S705,079 ·6.10X. S934.0~ 8.~ .cox:: 
LarG& Lfgl'lt & Power 20.023.321 S1.26'7.909 6.33 1971,816 '4.65" '1.26'7,909 6.33 .OOX. <, 

AgrfCl.llt\ll"e 2,637',312' '176,326 6.69- 1220.827 55.75" . '186,682 7.Qa 

Raflway 240,000 '17.127 7.1Z' S12,370 ·13.1ox. S17.m 7.1Z' 

$t~e.tl foht 280.880 $36,374 .12.9S 132,117 ·.0 S36~374 12.95· 
...... "' ................... , ................. - *- ----- ...... _ .................... _ .......................... - ........ _. _ ................... _... ....... ........ • .................................................. ---

Total $4,859,725 7.67 $4,034,002 

V TMI tab~e refl4tcta fncr4tDle fn lyatefl'l revenuoa dUlt to ERA"';. AER, and attrition aclJl.lltmentl 

fd4tntfffecl fn Appendfx B. NO el'langea are a .. unoct In revenl,Ht from moter Cl'la~gea for optional 

TOU achedl.llea, Il.Ibmeter dfacountl,. Itrtetllgl'lt fael~ltt&l charg.a, loa<! management aclJl.lltmentl~ 
or other Ql:Htratfng revenues. Revet'II.In from met~r cl'la~g", lIu!:vMte,. dIscount., nreetltgM; 
facHftf .. charGea, and load management adJl.latmentl are tncllolded fncuatomer ela .. revenues 
ahown fn thfs table, 

21 Baaad 01'1 1,II\aCI!l./Stod resfd&ntfal lales: adll.1atod residentral .ales are 22,O::!O,841 MM. 

31 Tho proposod reYOnl.lOS reflect tl'le 5% Cap f¥oIor ayatefl'l average percentaQ& el'lanae (SAPC) for. 
reafdOl'ltfal on<! 2.5% cap OYer $Ape for .g~{eulture, and $Ape adJU.tlllOl'ltl noc.II"'~ to- prodl.lco 
ay. tom l"OVOnIJOa. 

7.92 

"', 
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. APPENOIX e, PlIQ4t 2 

CUSTOMER CLASS 

RoaidontiaL 

Small Lfg~t , Powe,. 

Modil.ll\ I.;ght & Pow.I" 

AO~TEO 

INTRA-C~SS REVENUE ALLOCATION 
TO TARt" SCH£DUI.ES 

PtlCii'ic caa and Inoct,.;c ~ny 

a.Hd 01'1 Capped EPHC Revet'IU4t A L LOClltf 01'1 

Adopted fn DeciaiOl'l 157'12-033 CA.87·Qi..03S) 

'ACtl.:'T'IES 
ADOPTED. ADOPTED'~ CHANCE 'ROM CHARCES ETC 

AVe. RATE TARIFF SCHEOUU: SALES CMk\Ih) REVENUECSOOOa) AVC. RATE/ICIJII PRESENT RATES (OOOI~) 

S.08555 Sch~ul4t E-' 
SChedule ~'7 
Lood Mgmt. 

S.09556 SC~eduL4t 1.-1 
SChedul4t 1.'6 
ScheduL4t ,.-15 
SChoduL4t TC-1 

S.08576 Schedul4t 1.'10' 
Schodul4t 1.-" 
SchoduL4t $ 

6.977.2el 
100.870 

2,064 
91.540 

9,525,673 
1,365,000 

n,aa, .560 
12',401 

1667,327 
S9,387 

1262 
18,2'16-

$822',187 

S1",628 
S84 

S.08666 
S.06917 

8.33X. S·13.553 .. 7:32-
13.3cn. $1. ,'S;7eO' 

S·',320.000 

$.09564 .O~ 

$.09306 
$_12704 
$.08m 

s.~, 

S.08178 

.00% 
_00% 
.O~ 

_OOh 
.00% 

$91,700 
$71',784 

S126.000 

• La"g4t L f ght , Pow.I" S.06332 SChodu~4t !'20-T 1,559,414 S73,390 

nla .00% 

S.04706 
$.05932 
$.07041 
S.05491 

.00% 

.00x 

.00x 

.O~ 

S1',400 
1205,680 
s'3O.440 

• 

SchoduL4t e:-:~O'p 9,177.936 S544.426 
Schedl.lLe £-20'$ 8,998.436- 1633,545-
SChedUle A-RTP 184,372 S10;123 
SChodul4t S S'20' nla .OOX 
SpecL COI'Itl"tlCts '03,163 S6,550 $.06349 .OOX 
Load "gmt. 

1.g I"f cu L tUl"4t 
5.&X 
5.88X 
5.88% 
5.~ 

S.8SX 
5.88% 
s.m 
5.86X 
S.8SX 
5.a8X. 
5.88% 
5.sax 
5.sax 

Raf lway 

" Rcvet'IY~ excludes OJ)tionaL TOU fMtel" Chlll"gH. aubnetel" dr&CO\MIt~, al'lC! 8tl"eetLfght fecfLftfeachal"ges 
fd.ntffiod in I"rght·hal'lC! coLumn. 

S·595,OOO 

ssz,m 
S'6.~7 

$60 .. 900 
147,446 

$40,564 

$1',538 
S23.238 
138,760 
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APPENDIX C, Page 3-

ADOPTED RAXES FOR 
PACIFIC GAS & ELECTRIC COMPANY 

Effective 1/1/S8 

Based on Capped EPMC Revenue Alloeation 
Adopted in Deeision 87-12-033 CA.87-04-03S) 

PRESENT :AA1'ES ADOPTED RATES 
Rate Component S1:JMM:E::R WImER S'OMMER: WIN'rER 

($/lOOt, $jKW, $/COSTOMER MONTH) 
-----~--~------~--------------~--~-~--~-----------------~--------------~---RESIDENTIAL 
E-1 

Tier 1 Energy /1/ $ .. 0646$ $ .. 06465- $ .. 0&700 $.0&700 
Tier 2 Energy $.10390. $ .. 10396- $.11754 $ .. 11754 

Minim.um Charge $5.00 $5.00 $5.00 $5.00 

E-7 
On-Peak Energy $.21992 $.10119 $ .. 15824 $.12046 

Off-Peak Energy $ .. 05278 $ .. 0&577 $ .. 07772 $ .. 078S7 
Bas~line Credit $.0393-0 $.03-930 $.05054 $ .. 05054 

enimum Energy Charge $5 .. 00 $s.:.OO $5-.00 $5.00 
Meter Charge $4.50 $4'.50 ' $4.50 $4 .. 50 

>'GRI CO'L'l'ORAL 
>'G-l-A 

/2/ 

Energy Charge $.08925- $.08925 $.09537 $.09537 Demand Charge $1.25 $1 .. 25- $l..30 $1.30 
CUstomer Charge $7.$0 $7.50 $7.50 $7.50 

>'G-R-A 
On-Peak Energy $ .. 12122 $':12'8:65-

Partial-Peak Energy $.0499" $.05300 
Oft-Peak Energy $.04849 $.03830 $ .. OS146- $-.0406$ 

DClnand Charqe $2.50 $2.50 $2.&5- $2.&5-CUstomer Charge $7.$0 $7.50 $7.50 $7 .. 50 
Meter Charge $11.30 $11.30 $11.30 $11.30 

1/ The residential baseline rate equals first tier sales (13,2'91,2$8 
billed MWh plus 61,S12 MWh not billed due to minimum bills - 13,353,070 
MWh) times 85-% ot the system average rate shown in Appendix C, Page 1, 
(.8$ .,. $.0792/kWh - $.06733/kWh) (i.e., a total first tier revenue of 
13,353,020 MWh * $.06733-/kWh - $SS9,lZ4,558), minus the revenue from 
residential minimum bills ($S,664,13S), divided by billed tirst tier 
sales ({$SS9,124,5SS-$8,664,135) / 13-,291,258 kWh - $.06700/kWh) .. 

• 

The rate limiter applieable to, the "AG" series will be $ .. 71509/kWh. 
amount equals the existing rate limiter ($ .. 67S42jkWh) times the 

io of the adopted aqricultural revenue allocation to the revenues 
at present aqrieultural rates (1 .. 0SS73). 



~87-08-005 ALJ/L~C ~CD/llg/5/jp 

APPENDIX C, Page 4 

ADOPTED RATES FOR 
PACIFIC GAS & ELECTRIC COMPANY 

Effective ~/1/88 

Based on Capped EPMC Revenue Allocation 
Adopted in Decision 87-12-033 (A.87-04-035) 

PRESEN'r RATES ADOP'.!:'ED RA~ES 
Rate Component SOMMER . WINTER SUMMER' WINTER 

($(KWK, $/IGT ,$iCUSTOMER MONTH) 

-~-----------------~-----------~-~~------~-~-------~~~~------------------~-

AC~V-A 

On-Peak Energy 
Partial-peak Energy 

Off-Peak Energy 
Demand Charge 

CUstomer Charge 
Meter Charge 

.-4-A 
, On-PoM Energy 

Partial-Peak Energy 
Off-Peak Energy 

Oemand Charge 
CUstomer Charge 

Meter Charge 

AG-5-A 
On-Peak Energy 

Partial-Peak Energy 
Off-Peak Energy 

Demand Charge 
CUstomer Charge 

Meter Charge 

AG-5-A 
Energy Charge 
Oemand Charge 

CUstomer Charge 

AG-~-:S 
Energy Charge 
Demand Charge 

CUstomer Charge 

• 

$.~1919 

$ .. 04768 
$2.50 
$7.50 
$7 •. 00 

$.~~S.27 

$.0473.1 
$2 .. 50 
$7.50 
$7 .. 00 

$ .. 10411 

$.04164' 
$3 .. 25· 
$7.50 
$7 .. 00' 

$.05398 
$3 .. 25-· 
$7 .. 50 

$.07$.04 
$1 .. 50 
$7 .. 50 

$ .. 04.911 
$ .. 03767 

$2.50 
$7 .. 50 
$7.00' 

$.04873, 
$.03737 

$Z .. :50, 
$7~SO 
$7:00 

$ .. 04289 
$.03290 

$3-.25-
$7.50 
$7.00 

$ .. 03689 
$3-.. ,25 
$7' .. 50 

$.078.04 
$1 .. 00 
$7.50 

$ .. 1263.5 

$ ... 05054 
$2 ... 65 
$7 .. 50 
$7.00 

$ .. 12499 

$ .. 05000 
$2 .. 65-
$7.50 
$7 .. 00 

$ .. 11033· 

$ .. 04413 
$3.45 
$7.50 
$7 .. 00 

$ .. 05723 
$3 .. 45 
$7.50 

$ .. 08262-
$1 .. 60 
$7.50 

$ .. 05206 
$.03993,· 

$2' .. 65 
$7 .. 50 
$7 .. 00 

$ .. 05150 
$.03.949 

$2 .. 65-
$7.50 
$7.00 

$.04545 
$ .. 0348.7 

$3.45 
$7.50 
$7 .. 00 

$.03.911 
$3 .. 45' 
$7 .. 50 

$.08262 
$1 .. 05-
$7.50 
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APPENDIX C, Paqe 5 

ADO~EO ~ES FOR 
PACIFIC GAS & ELEC'I'RIC COMPAN":l 

Effective 1/1/88 

Based on Capped EPMC Revenue Allocation 
Adopted in Decision 87-12-03-3 CA.87-04-03S-) 

PRESENT RATES ADOPTED RATES 
Rate Component S'O'MM::E:R. WINTER SUMM:ER WINTER 

($/KW1i, $/XW,. $/COSTOMER MONTH) 

-------------------------------~-------------------------~~-------------~--
AG-R-B 

On-Peak Enerqy 
On-Peak Demand 

Partial-Peak Energy 
Off-Peak Energy 
Maximum Oemand. 

customer Charqe 
Meter Charqe 

_ -V-B 
~ On-Peak Energy 

On-Peak Oemand 
Partial-Peak Enerqy 

AG-4-B 

Otf-Peak Enerqy 
Maximum Oaand 

CUstomer Charqe 
Meter Charge 

On-Peak Enerqy 
On-Peak Demand 

Partial-Peak Enerqy 
Otf-Peak Enerqy 

Maxl.m\ll1\ Demand 
CUstomer Charge 

Meter Charge 

AG-4-C 
On-Peak Energy 
On-Peak Oemand 

Partial-Peak Energy 
Off-Peak Energy 

Maxmum Demand 
CUstomer Charge 

Meter Charge 

$.06908 
$1.2'0 

$.05527 
$3.00 
$7.50 
$8.40 

$.06638 
$1 .. 20 

$.05310 
$3.00 
$7.50 
$6.00 

$.06$12 
$1.20 

$ .. 05210 
$3.00 
$7.50 
$6.00 

$.06512 
$1 .. 20 

$.06380 
$.04785 

$3 .. 00 
$7.50 
$6.00 

$ .. 05693 
$.04366 

$2 .. 00 
$7 .. 50 
$8':40 

'$ .. 0546·9 
$.04195-

$2.00 
$7.5·0 
$6 .. 00 

$.05-366-
$.04116-

$2 .. 00 
$7.50 
$6 .. 00 

$.05366 
$.04116-

$2.00 
$7 .. 50 
$6.00 

$.07420 
$1.25 

$.05850 
$3.20 
$7 .. 50 
$8.40 

$.07136-
$1 .. 25-

$.05629 
$3 .. 20 
$7.50 
$6 .. 00 

$.06944 
$1.25-

$.05516 
$3.20 
$7.50 
$6 .. 00 

$.06944 
$1.25-

$.06755 
$.05066 

$3.~0 
$7.50 
$6.00 

$.06026 
$.04621 

$2.10 
$7.50 
$8.40 

$ .. 05797 
$.04447 

$2.10 
$7 .. 50 
$6.00 

$.05681 
$.04358 

$2 .. 10 
$7 .. 50 
$6 .. 00 

$.05681 
$.04358 

$2.10 
$7.50 
$6.00 
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APPENDIX C, Page 6 

ADO nED RM'ES FOR 
PACIFIC GAS " ELEC'rlUC COMPANY 

Effective 1/1/88 

Based on capped EPMC Revenue Allocation 
Adopted in Decision 87-12-033 (A.87-0~-035) 

PRESEN'l' RATES 
Rate Component SUMMER WINTER 

($,IKWH, $/KW, $/Ct7SXOMER MON'rH) 
~-~--~-------~--~~-~----~~~-------------~~-~~---------------~---~----~-----

AG-5-B 
On-Peak Energy 
On-Peak Demand 

Partial-Peak Energy 
orr-Peak Energy 

Maximum DeInancl 
customer Charqe 

Meter Charge 

•
-5-C 

On-Peak Energy. 
On-Peak DClnand 

Partial-Peak Energy 
Otf-Peak :Energy 

Maximum Demand 
CUstomer Charge 

Meter Charqc 

AG-6-B 
Energy Charge 
Demand Charqe 

CUstomer Charge 

PA-1 
Enorgy Chargo 
Demand Charge 

PA-2 

fl' 

On-Peak Energy 
Partial-Peak Energy 

Off-Peak Enerqy 
Demand Charge 
Meter Charge 

$.04035-
$2.20 

$.03228 
$4.50 
$7.50 
$6.00 

$ .. 04035 
$2'.20 

$.03949 
$.02962 

$4.50 
$7.50 
$&.00 

$ .. 03779 
$4.50 
$7.50 

$.12701 
$.07617 
$.06552' 

$ .. 80 
$10.00 

$.03-3-2S 
$ .. 02937 

$3-.0.0 
$7 .. 50 
$6.00 

$.0332'5-
$.02937 

$3.00 
$7.50 
$6.00 

$.03091 . 
$3.00 
$7.50 

$ .. 07635 
$.60 

$.10346-
$.07617 
$ .. 06552' 

$ .. 8:0 
. $10;.00 

$.04196-
$2.30 

$.03364 
$4.50 
$7.50' 
$6.00 

$.04196 
$2.30 

$.04116 
$ .. 03087 

$4.50 
$7.50 
$& .. 00 

$.04102' 
$4.S0 
$7.50 

$.08084 
$ .. 64 

$ .. 13448: 
$.0806S 
$ .. 06937 

$.8-s. 
$10.00 

$.03466 
$.03061 

$3 .. 00 
$7.50 
$6.00 

$.03466 
$.03061 

$3.00 
$7.50 
$6.00 

$.03355 
$3 .. 00 
$7.50· 

$ .. 08084 
$_64 

$ .. l0955-
$ .. 08065-
$ .. 06937 

$.85-
$10.00 
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APPENDIX C, Page 7 

ADOPTED RATES FOR 
PACIFIC GAS, & ELECTRIC COMPANY 

E:ffective 1/1/8-a. 

Based on capped EPMC Revenue Allocation 
Adopted in Decision 8.7-12-033 (A.87-04-03S) 

PRESENT RATES ADOPTED RATES 
Rate Component S'OMMER. WINTER SUMMER w.tN'rER 

(S/KWH, $/'KW, $/CO'STOMER MONTH) 
-~~-----~~~--~-----------------------------~~----~~~----~------------------

PA-3 
On-Peak Ener9Y $.1217l $ .. 12'l71 $.1288:7 '$ .. 1288-7 

Otf-Peak Energy $ .. 07091 $.07091 $.07508 $.07508 
Meter Charge $3.75 $3.75 $3 .. 75 $3.75 

PA-4A 
On-Peak Ener9Y $ .. 21485 $.18:885- $.22749 $.19996 

Otf-Peak Energy $.04595 $~04595 $.048:65 $.0486-5, 
Demand Charge $.60 $.6-0 $.64 $ .. 64 

·4Itt-4B 
Meter Charg'e $6.50 $6.50 $6.50 $6-.50 

On-Peak Energy $ .. 25759 $.24323 $.27274 $.25754 
On-Peak Demand. $ .. 80 $.80 $ .. 85 $.8's. 

Partial-Peak Energy' $.05908 $.05908: '$.06256 $.062~ 
Off-Peak Energy $ .. 04022 $~04022 $'.04259 $.04259 

Maxilnu:m Demand. $.60 $ .. 60 . $.64 $.64 
Meter Charqe $6.79 $6.79 $6 .. 79 $6.79 

PA-R 
Restricted-Peak Energy $ .. 18728 $.17075 $ .. 198:30 ' $.18:079 

On-Peak Energy $ .. 10605 $.09391 $ .. 11229 '$.09943 
Otf-Peak Ener9Y $.06386 $ .. 06385 $.0676-2- $ .. 06701, 

Meter Charg'e $10.00 $10.00 $10 .. 00 $10.00 

(END OF AP~ENDn~ C) 

• 
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BEFORE THE PUBLIC UTILITIES CO~SSION OF THE STATE OF CALIFORNIA 

Application of Pacific Gas & Electric) 
Company tor adoption of authorized ) 
rate of return for 19S5 pursuant to ) 
Attrition Rate Adjustlnent Mechanism ., 
(U39M). , 

-------------------------------) 
In the Mat'ter of the Application of 
san Oiego· Gas & Electric Company, 
for Authority to Revise its Rate ot 
Return in Accordance with the 
Existing Attrition Rate Adjustments 
(ARA) Mechanism and to Utilize the 
Revised Rate ot Return in its 
1988 Attr~tion Filing (U902-M). 

) 
) 
) 
) 
) 
) 
) 
) 
) 

-------------------------------) ) 
of ) In the Matter of the Application 

Southern california Gas Company 
(U904G) to Implement its Attrition 
Allowance and to Establish a Return 
on Equity for 1988. ) 

'/PPlication 87-07-048 
) . (Filed July. 31, 198.7) 
) 

-----------------------------) 
In the Matter of Application of . J1 
Southwest Gas Corporation for a I ) 
Review and Revision of its Requir~d ) 
Return on Equ,i ty,. and. for AUthjr':toy ) 
to Utilize the Revised. Return 0 ) 
Equity in a 1988 Operational ) 
Attrition Filing (U905G). ) 

. ) 

Application 87-08-025 
(Filed August 14, 1987) 

In the Matter of the APPlicJion of ~ 
SIERRA PACIFIC POWER COMPAN)! to ) Applieation 87-09-013 
Authorize a Return on Equi~ for ) (Filed September 8, 1987) 

. calendar Year 1988 ('C1903EV. ~ 

/ . .-(See AppendlX A ... or appearances.) 

. - 1 -
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OPINION' 
:t. Baekground 

These consolidated proceedings involve rate 0 

reviews in connection with the 19'5S. attrition/filing;~f Southern 
California Gas Compan~ (SoCal Gas), San Di:~~ Ga~d'Electric 
(SDG&E), Pacific Gas «Electric Company ~~G«E)~outhwest Gas 
Corporation (Southwest Gas), and Sierra PacifiC Power Company 
. (Sierra Pacific). ;:;;. / .. 

In Decision (D.) 8S-12-076,i'sstle~ December 18, 1985, 
this commission established the eurreritlframework of the Attrition 
Rate Adjustment Mechanism (ARA). In/c!onneCtion with 'financial 
attrition issues, the Commission re~ires a review of the return on 
common equity for each utility Wh~h files an ARk advice letter. 
However, qi yen the need to ~QQres's~ll factual issues in connection 
with adoptinq a rate of returnr1~~ ~ommission has determined that 
the ~est procedural course is;t:0.,j"require each utility to· file 
separate eompanion applications :,:~dQressin9' return on equity (ROE) 
issue.s for the attrition yej.r. B . 

The apPlicationsitrea~ed in today's decision were filed 
in compliance with the ~ve ~1delines. The particulars of each 
application are addresse~ in s~sequent sections of this decision. 

On August 21/198:7, ,~e DiVision of Ratepayer Advocates 
CDRA) filed a motion r'equestiri'g consolidation of. th~ rate of return 
reviews for the seve!al ener~utilitie~ whQ are seekinq attrition 
adjustments tor the~988 attrition year. A prehearing conference rio ~'" 
(PRC) was held before assiqned Administrative Law Judqes (ALJs) 

I '~'. . 
Stalder and carew/on septembe~ 8, 1987, J.n the four then pendJ.ng 
applications ( i.f.' those Of~PG&E, SOG&E,~OUthWest GaS< and SoCal 
Gas). The AI:Js heard argument on DRA"s MotJ.on to. ConsolJ.c:iate from , ~ 

the parties, and from Sierra Pacific~ which appeared voluntarily at 
the PHC~ despiJe the tact tha~, as of September S, 1987, its 
attrition apPlfeation had not ~been tiled. At the conclusion of 
this oral ar~ent, the tour p~ndinq applications were consolidated 

I . \. 
'.~ " 'II 

I 
.1. 

'. 
- Z -. 

\ . 
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for purposes of conducting rate of return reviews (PRC TR. 18). 
By ALJ Ruling dated October 9, 1987, Sierra Pacific's A.87-09-013 
was also consolidated with these ~atters,. Hearings on the five 
consolidated rate of return reviews were held October 21, 2~3';' and 

Il"'" 

26-27, 1987, before AL:J carew in san Francisco. This dec'ision 
disposes of all issues raised in these consolidated ~iews for 
SOG&E, PG&E, Southwest Gas, and Sierra Paeific. Vseparate 
companion decision disposes of the operational and financial 
attrition issues raised in SOCal Gas' attritio~ application. 
II. $.DYiE's Application / 

A. iXoeed.ura1 Bacmround, / 
On July 31, 1987, SOG&E fileQ/its application for 

authority to revise its rate of retu~ in accordance withtne ARA 
~eehanism for attrition year 19S5.~DG&E requested an 11.4% rate 
of return for that year, and a 13)75% return on common equity. 
This represented a reduction fro': current authorized 1987 levels 
(11.61% rate ,of return based on1a 13.9% return on common equity). 
Three parties actively partid'pated in SOG&E's portion of the 

I ' 
consolidated proceeo.inq: SOGS:E,. ORA,. and the City of San Diego 

; , 

(San Diego). I' 
SDG&E presentealthe testimony of two witnesses. Its Vice 

President-Finance and ~~ef Financial Officer R. Lee Haney 
testified on SOG&E's bJsiness risks and financial policies as they 

,I 

impact on the 19a8 attrition year request. SDG&E's Manager-
Financial Analysis &/Forecastinq, Richard A. Krumvieda testified on 

j , 

the technical analysis underlying SOG&E~s rate of return request 
for the attrition Jear. Edwin Quan presented the ORA 

I 

recommendations 7elative to SOG&E's request. San Diego presented 
no a~tirlnative CAse, but participated through cross-examination of 
the witnesses. I'san Diego presented oral argument on October 
27,1987, in lieu of tilinq a brief. SDG&E, ORA,. and Toward Utility 
Rate Normalizition (TORN) filed concurrent briefs by November 5, 
1987, and thJ matter was sub~itted on that date.. ':the. parties' 

- 3" -
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positions are summarized in the table below," and are subsequently 
discussed in our disposition of the issues. 

B. Rate o:t Return Recommendations 
lor Attrition Year 1988 

SDG&E's presently authorized rate of return is'depieted 
in the following table: 

SPG&E (Present Authorization) 

COmponent Capital Ratio COst Factor Weighted Cost 

Long-term Debt 42.00% 9.54% 4.01% 
Preferred Stock 8.50 8.52 0.72· 
Common Equity 4.9. 50 13.90 ~ 

Total 100.00% 11.61% 

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

S1Xj&E CRcsc2JD,1nenc\ationl 

COlIrponent Cap1tal Rati..2 Cost Factor Weighted Cost 

Long-term. Debt 40.50% 9.24% 3.74% 
Pre~erred Stock 8.50 7.28: 0.62 
Common Equity 51.00 13.75 1.:...O.l. 

Total 100.00% J.l.37% 

DBA (B~~omm~nd~:i.2Dl 

CoDrponen't; C6!:Qital EatiQ Cost facto" Weighted Cost 

Long-term. Debt 42.50% 9.24% 3.93% 
Preferred Stock 6.50 7.28 0.47 
Common Equity 51.00 l2.25* ~ 

Total 100.00% lO.65o'& 

* Midpoint of 11.75%-12.75% range. 
A review of these recommendations demonstrates that there 

is agreement between SDG&E and ORA on the cost factors for 
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preferred stock and long-teJ:m. debt,.land disagreement as to the 
appropriate capital ratios~ and return on common equity for the 
attrition year. We will adopt the agreed-upon cost factor for 
preferred stock (7.28%) and. the 9-.24% cost factor for e~edded 
long-term debt. Our adopted incremental cost of debt is based on 
the November ORI forecast tiqare for AA utility bonds (9.68%,. plus 
the 0.25% increment recommended for SDG&E by "ORA. (ORA. brief,. p. 7). 

i 
The adopted figure for 1985: is thus 9.93%. ".-lwe proceed now to , ,:',:,. 
discuss the disputed issues_ 

Co. capital structare: 
~he capital struetozes to be 

" 

.J~' 

used by SDG&E for 1986-, 
1" 

1987, and 1988 were deter.ntined in its last general rate case 
\" 

(0.85-12-065). For 1988,. the Commission established a 
.~\ ,J~ 

debt/preferred ratio of 40 .. 5%la.S%. ,~SOG&E has used these adopted 
'1, 

figures in its 1988 attrition year s~owinq. In contrast, DRA has 
• I,~.e 

recommended chang.lD.9' the ael:>t/preferred ratio to· 42.5%/6.5%. OAA,'s , , 

rationale is that sizlce the cap.ita!;· structure for 1988 was , , 
determined during the last qeneraitrate case (based on estimates of 

." ~ 
SDG&E's capital reqg.i:cements and financing plan :made in 1985), 
durinq the last general rate case~ ehanqes in SDG&E's financing 
plans, (specifically the amottnt ~f preferred stock refu.~dings) have 

.:1 . 
caused the actual cap~tal stru~ure to change from that prevlously 
adopted. PSt> is recommendin~ recognition of the decrease in the . ~. 

preferred stock ratio- from. a"S%'lto 6. S%. This has a corresponding-
l;." 

ilnpaet on the d.ebt ratio,. iXlo::easing it from 40 .. 5% to· 42.5% , as 
f previously noted .. 

1 The cost 01: lonq-term del=t-lis the same in both parties' 
recommendations: 9 .. 24%. :a:owe~er,. DRA.'s 9.24% includes the impacts 
of the November DRA control fo~st (whieh the parties aqreed to 
use to update debt cost figure~ on the last day of hearings), and 
SOG&E's figure presu:mably does not include these impacts, since it 
is unc::hanqed from the fiqare. appearing in the application. 

' . • 
~. , 

\'. 
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SDG&E opposes ORA's recommendation, asserting that DRA 
is only concerned that this change has the operative effect o,f 
decreasing SOG&E's revenue requirement; SOG&e asserts the change 
has nothing whatever to do with determining the proper return on 
equity for the attrition year. In addition, SOG&E opposes the 
recommendation, asserting that it runs counter to the Commission's 
determination to adopt capital structures for ,the test year and 
succeeding attrition years. SOG&E questions why the commission 
would want to specifically adopt a capital structure for future 
attrition years, it it were subject to, later change. 

ORA acknowledges that the Commission adopted a 1988 
capital structure in the general rate case decision issued in 
December of 1985. However, it ~elieves that £ts recommendation is 
within the scope of the permissible updating of financing plans 
recognized :by the collllrission to' :be a legitimate function of these 
attrition review. It believes that its recom:mendation merely 
captures a decrease in the preferred stock ratio that has actually 
occurred since the issuanee of the general rate case decision. 

We decline to adopt ORA's recommendation, preferring to 
adhere to the adopted capital ratios emanating from the last 
general rate ease. At the time we issued 0.8-5-l2-065, we certainly 
contemplated that actual reality would not match test year 
projections. Nonetheless, we opted to adopt a capital structure 
for the two attrition years beyond 'the test year, and we will not 
change that determination at this point. We Delieve this decision 
is consistent with our determination that the updating of financing 
plans is permissible during attrition years, since we believe the 
DRA recommended recognition of a change in the actual ratios 
between long-ter.m debt and preferred stock goes ~eyond such 
permissible updating • 
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D. Retmn on Common Eauitx 
The other major contested issue is the appropriate return 

on common equity for 1985. The 'following table summarizes the 

positions of the parties: 
, roman; ot ROE ReS:omJ'!lendations 

Partv 

SOG&E 
ORA 
san Diego 
T'O":RN 

~ 

ll.7S% 
11. 7s%~12. 7~ 
l2.25%-12.75% 

12.00% 

SOG&E and ORA submitted testimony showing. the results of 
various financial models as the starting point for establishing 
ROE, ~ut they cautioned that model results are an analytical quide, 
whose results must be tempered by jud9ment. SOG&E presented a 
d.iscounted cash flow (OCF) analysis and a risk premium analysis. 
ORA relied on three financial models, OCF, Risk Prentitc:D.; and the 
Capital Asset Pricing Model (CAPM) , in its review of SOG&E's 
attrition year request. San Diego and TURN'did not present 
inciependent analyses I ~ut made arguments in support of their 
recommended ranges. The following table sllmmarizes. the results of 
the models presented by Witnesses Krumvieda and Q.uan. 

ORA 

ROE Model Result~ 

H2,del. 

OCF 
Risk Premium' 

OCF 
Risk Premium 

CAPM 

:BQ}; 

13 .. 2S%-l4.6S% 
14.1%- 14.8% 

ll .. 65%-12.73% 
13.3l%-13.73% 
12.28% 

Because these models are used only to establish. a ranqe 
~or ROE, we do not repeat the detailed descriptions of each model 
contained in this record. Additionally, the parties have advanced 
argu:ments in support of their analyses and in criticism of the 
input assUl!lptions used :by other partie.s. these argmuents· are not 
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extensively addressed in: thl.s decision, given our assessment that 
they do not alter the model. results shown above _ These models 
provide a reasonable.ranqe from which to choose, and we will use 
them. as a rough guidepost in selecting SDG&E's 19S5. ROE. 
Nonetheless, in the. finaX. analysis, it is theapplieation of 
judgment, not the px:ecision of these models, .~WhiCb. is the key to 
our decision. ",t 

I:~ 

In applyincr th:i:$ judgmentl' we assess the arguments 
presented by SDG&E that it faces increaseJbusiness ana financial 
risk during 1938. SDG«E: asserts that ou·l consideration of the 
market cost ot equ:Lty" capital must refli~t· an analysis of many 

(, 

factors, including the current status o':e certain business risks, 
and an assessment of their prob~le dL~eetion during the period for 
which the rate is being- set. SDG&E' sf/Haney testified. that the 
utility faces additional business risk from increased competition 

.~il' 

and from regulatory- decisions *retr~cti vely reallocating risk" of 
prior utility actions. ./l 

\~ I 

SOG&E asserts that it faces higher risk levels from 
>t.

U
1 

competition than it. did. d.urinq its/-last test year review, primarily 
'. 

from cogenerato:rs- who are depriv~q it of a portion of its electric 
market. When cogeneration is viewed as a source of capacity to 
SDG&E, it poses an additional ris~ because of SDG&E's relatively 
low reserve :margin. (15%),. which ~~ans that any signifi~ant variance 
;between promised and d.elivered th?-rd party power end.angers SDG&E's 
ability to. perform its franchise :.obligations .. 

Hore importantly,. SOG&E; points to· DRA-recommended 
disallowances of costs ~ssociate~;with the Southwest Power Link 

'. 

(SWPL).. It asserts: th.a.t ORA is a):'guinq for disallowances totalling ... 
$2S5 million, exc:lus'i.'ve· o~ an ada.itional $35 mill·ion in lost 
interest expense reco~~ associated with ORA's tive-year 
amortization proposal... 

SDG&E also. points to other ratemaking risks, including 
the Commission's actions to eliminate· the supply adjustment 
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mechanism (SAM) and the purchased gas adjustment (PGA) mechanism 
for SDG&E's noncore gas customers. SDG&E recovers abou.t 40% of its 
gas revenues from this market. On the electric side,. the 
Commission is considering the elimination ot the electric revenue 
adjustment mechanism (ER>.M) and has already established a program 
to eliminate ERAM and the annual attrition' adjttStment tor the large 
light and power class l::leginning April. 1., 1.988. SDG&E has not 
assessed what percent of its electric sales,or revenues it believes 
it will lose as a result of this Commission action. SOG&E,l::lelieves 
that ORA witness Quan failed to focus on specific risks facing 
SOG&E, relyinq instead on a qeneric risk discussion.. In contrast, 
SDG&E believes the Commission must recognize the sUbstantial 
specific business risks which SOG&E faces ~ the attrition year. 

SDG&E also asserts that its financial risk has increased 
due to cash flow decreases of approximately $40 m£llion 
attributable to the 1986 lax Reform Act. Further, it O).sserts that 
any refinancings it has conducted have already been reflected in 
its proposed debt embedded cost for 1988. lherefore it asserts 
that its financial condition is not ~proving ~ DRA implies. 

ORA acknowledges that risk, in terms of earnings 
variability, may increase as a result of the' Commission's SAM and 
ERAM-related decisions. However, it urges the commission not to 
lose siqht 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. In such an environment, 
according to ORA, the SAM and ERAM mechanisms operate to reduce the 
utility'S incentive to compete and to penalize them when ,they 
compete successfully. lhis was explieitly recognized by the 
commission when it acted to eliminate these mechanisms. 

Further, ORA notes that the commission bas taken care, 
wh.en lIlaking any changes to the existing req,ttlatory framework, to 
implelUent measures either to limit additional risk or to' reduce 
risks in other areas. Thus, in the case. ot SAK,. the Commission 
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opted for a two-year transitional period and retained the mecnanism 
for core customers, as well as implementing the negotiated revenues 
stability account (NRSA), as a safety net.. In snort, 'ORA believes 
that SDG&E an~ the other utility applicants have painted an overly 
:bleak picture of the impact of the commission's actions, which. were 
designed to instill confidence, rather than produce uncertainty, in 
the :marketplace. Further, 'ORA. points to Exhibit lO in these 
consoli~ted proceedings, whien is PG&E's 1987 second quarter 
letter to shareholders.. In that letter, the Chairman of the Board 
provides an account of the positive side of competition. This 
d.emonstrates, in 'ORA's view, that the utility applicants 
(pres\llnably including SDG&E) often present somewhat varying views 
of the competition issue to shareholders and regulators. 

We acknowledge that SDG&Emay indeed be experiencing some 
additional risk in connection with. the restructu.ring of the natural 
gas industry and the current transition in the electric, industry. 
These risks are associated with chang~s stemming from competition 
in markets which have traditionally :been treated as monopolies. It 
may well be,that our risk' limiting measures do not exactly 
counterbalance the additional risks created by eh.anges to the ERAM 
and SAM mechanisms. But ~lhether that increased increment of risk 
requires an increase in the return on equity is another matter, 
especially given our attempts to reduce the risks associated with 
these changes. 

'ORA notes that SDG&E is among three of the current 
applicants who are requesting rates of return for 1988 based on a 
higher common equity ratio than previously authorized for 1987. 
'ORA concludes that this translates to a diminution in the degree ot 
financial risk for SDG&E,. or at the very least no change in that 
risk. In addition, cash-flow positions have improved as SOG&E's 

external financing requirements have been reduced due to 
refinancing of high-cost debt issues. This is reflected in the 
lower-than-19S7 levels of embedded cost of debt • 
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We are also keenly aware that SOG&E no longer faces 
uncertainty with regard to' the final disposition of SONGS and that 
today's market reflects an investor perception that risks are lower 
than in the past, at least with regard to this major issue. 

SOG&E has not requested an increased ROE tor the '1988 
attrition year, but rather a reduction from. 3.90 to 13.75%. ORA 
argues, persuasively' in our view, that this implies SDG&E's 
recognition ot the reality ot lower required equity allowances (ORA 
~rief, p. 18). San Diego's ROE recommendation, premised on a 
similar analysis, is below the requested 13.75~ as well (12.25%-
12.75~). TORN's 12% recommendation is keyed principally to the . 
November OR! torecast, which it believes warrants a downward 
adjustment ot 25 basis points across-the-board to all ORA 
recommendations. 

ORA's recommended range ot 11.75 to 12.75% is premised on 
the argument that current authorizations have not been tully 
adjusted to reflect the downward trend in interest rates since 1982 
(Exhibit 14, p. 52). For support, it points to the quantitative 
model results, and to the tact that recent returns for comparable 
gas utilities, at least, clearly evid~nce that downward trend 
(Exhibit 14, ':Cable 5; Exhibit 15). 

Thus, While we agree with SOG&E that increased risks 
associated with regulatory changes (specifically the restructuring 
ot the natural gas industry and fundamental changes in the electric 
ind.ustry in response to competitive pressures) will be considered 
by investors to some extent, this consideration is counter-balanced 
by evidence that the cost ot money nas diminisned and that the 
tinaneial mod.els. and the economic indicators (Exhibit 14, ~aJ:,le 1, 
"Trends. In Interest Rates") support a reduction in SOG&E's 
authorized ROE. 

After considerinq all the evidence of the market 
cond.itions, trends, and the quantitative models presented by the 
parties, we believe that an ROE ot 12.75% is just and reasonaJ:>le 
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for SOG&E in attrition year 1988. This adopted ROE produces an 
overall rate ot ret~ of 10.86% for the attrition year, as shown 
in the following table depieting the adopted cost of capital. 

SDGiE: Adopted cost 0' ca.Rital 
Component 

Long-term Debt 
Preferred stock 
Common Equity 

Total 

capital Ratio 

40.50% 
S.50 

51.99 . 

100.00% 

XIX. PGiE's AppligtiQn 

A.. Procedural uackcrrQ.und 

cost FactOr 

9.24% 
7.2S 
12~75 

Weighted COst 

3.74% 
.62-
~ 

10.86% 

On August 4, 1987, PG&E filed its application seeking 
adoption of a common equity return of 13.8% for the attrition year 
1985. As noted, hearings on this applieation were heard on a 
consolidated reeord. During these hearings, .PG&E presented the . 
testimony ot two wi~nesse$, Gordon R. Smith, its Viee-President
Finance and Treasurer, and Jack F. Jenkins-Stark, Manager of 
Financial Pl~ing and Analysis. Mr. smith testified on rate of 
return poliey issues, and Mr. Jenkins~Stark addressed rate o·t 
return l1'1ethOdology. ORA presented the testilnony of Edwin Quan. 
The City of San Franeisco (San Franciseo) presented no affirmative 
ease, but participated through cross-examination of various 
witnesses. San Franeiseo opted. to present oralargu:ment on 
October 27, in lieu of filing a brief; PG&E·,. ORA, ~d 'tURN filed 
concurrent briefs by November 5, 1987, .and the matter was submitted 
on that date. 
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B- Rate of Return Recommendations' 
For .At:tx:ij:iOD Year 1988 

PG&E's presently authorized rate of return is depieted in 
the following table: 

Long-Term Debt 
Preferred Stock 
Co:m:mon Eqtti ty 

Total 

PGiE CPresent Authorization) 

capital Ratio 

46.50% 
9.00 

44.50 

100.00% 

Weigh:j;¢9. Cost 

4_49% 
0.8l 
6.14 

ll.44% 

T.nis present authorization co~trasts with the 
i,'t'! 

recommendation of the active parties for the 1988 attrition year, 

depicted in the following two tables: ~l 

~omponent 

Long-Te::m. Debt 
Preferred Stock 
Common Equity 

Total 

Component 

Long-Term Debt 
Preferred stock 
Common Eqt.li ty 

Total 

PSiU CRecommend"a,tion) 

capital Ratio 

45.50% 
8.S0 

46.00 

100.00% 

,i 
,:yeost Fa.£tor 

'.;V-
1. 

>~ ,; 9.48:% 
8.80 

13.8:0 1 
::,' _, 

.; 
'f, 

i 
P.EA (Recommendation) 

capital Ratio 

47.00% 
7.00 

46.00 

100.00% 

~ost Fa£tor 

9.34% 
8.78 

12.75 

Weighted CO~ 

4.31% 
0.7S 
~ 

ll.4l% 

Weighted Cost 

4.39% 
0.6l 
~ 

lO.87 

A review of these rec~~endations demonstrates that there 
is ciisaqree:ment :between the two:parties as to the ratio of 
debt/preferred stock to be used ,in the capital structure for the . ' 

1988 attrition year, as well as ~ dispute over the cost factor for 
common eqtti.ty. The cost factor 'tor preferred stock recommendations 
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of the two parties are virtually identical, and thus,. we adopt 
PG&E's recommended 8.80% preferred stock cost factor. 

'I'he e~edded lonC]-term. debt cost factors of PG&E and ORA . 
are also very close, although we believe that ORA's recommendation 
has been modified to reflect the November 1987 DR! control forecast 
and PG&:E'S 9.48% figure has not. We will adopt the m.ore current 
9.34% figure, since it is based upon use of the November 19~7 ORI 
forecast and is also adjusted to reflect ORA corrected costs for 
PG&E's variable embedded debt (TR. 526). This correction remedies 
one major difference between the two parties' oriqinal 
recommendations and was made sUbsequent to, the close of the record 
pursuant to ORA's agreement to take a second look at the 
issue of variable embedded debt. 

The parties have also aqreed that SO basis points should 
be added. to the 9.68% Novem:ber 1987 DRJ: control :e'orecast :e'igure tor 
AA-rated utility bonds, to derive PG&E's increm.ental cost of debt 
for the 1988 attrition year. The resultinq 10.18~ is adopted in 
this decision. 

c. £aRml St;:ru.cture 
As in the case of SDG&E's attrition year showing, there 

is a dispute between PG&E and DRA about PG&E"s attrition year 
capital structure. PG&E' s reconunendedcapi tal ratios are premised 
on the capital structure for 1988 adopted by the Commission in its 
last rate case decision (D.86-12-095) for use in the 1988 attrition 
year. DRA has proposed, again based upon its review of updated 
financial data, that PG&E's debt ratio' for attrition year 1988 be 
increased from the 45.S0%. authorized in 0.86-12-095 for use in 
1988, to 47%. This adjustment would correspond.ingly lower the 
percentage of preferred stock. in the capital structure from. 8.50% 

to 7.00%. 
PC&E asserts that ORA's attempt to increase the debt 

leverage for ratemakinq purposes durinq the 1988 attrition year 
should be rejected ba.sed upon the prior Commission decision • 
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Consistent with our disposition otthis issue in the case of SOG&E, 
we agree with PG&E's argument,. and we will adopt PG&E's recommended 
capital structure for the attrition year 198-S. 'rhus, the adopted 
capital structure is comprised ot 45.50% long-term debt, 8.50% 
preterred stock, and 46.00% common equity. 

D. Return on Eggity 

parties. 
''rhe following table sammarizes the positions of the 

IDrmmary or ROE Recommendations 

PG&E 
ORA 
San Francisco 
TURN 

221·.· 

13.80%· 
11.75-12.75 

Middle to low 12% range 
12.500% 

PG&E and ORA submitted tes::ilnony 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. As. PG&E notes, 
while such models are usetul, they are not a sUbstitute for 
informed and reasoned judgment ot risks the utility is facing and 
~e return which is necessary to tairly compensate- investors for 
those risks. PG&E followed its practice in past rate of return 
proceedings and employed three models: OCF, Risk Premium, and 
CAPM. ORA relied on the same three financial models. Both parties 
appear to have placed prfmary reliance on the OCF model, however. 
san Francisco and TURN did not present independent analyses, but 
made arguments in support of theii recommended ranges. 'rhe 
following table sUmmarizes the results of the models presented by 
Witnesses Jenkins-Stark and Qaan. 
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l?G&E* 

DRA 

R2E Hodel Results 

Hodel 

ocr 
RP 
CAPM 

DCF 
RP 
CAPM 

*Based on October 1987 ORI Information 

12. 98-15. 63~$ 
14.94-15 .. 00 

15.72'% 

11.96-13.05% 
14.70-15.10 

13.11% 

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 reeord. A~ditionally,. PG&E and ORA have advanced 
arguments in support of their analyses and ineritieism of opposing 
input assumptions. These arguments are not extensively addressed 
in this decision, given our assessment that they do not alter the 
model results shown above. However, we de note in passing that 
there is much disputo over the dividend growth rates used in the 
DCF model, "given PG&E's announced poliey that its dividend will be 
static until the Diablo rate case is resolved (at which time it 
will reconsider its dividend policy). PG&E argues that ORA's 
constant growth rate assu:mption d~s not eeincide with the 
utility'S announced intentions in this regard. ORA used a much 
lower constant growth rate for PG&E than it applied te other 
utility applicants on a long-term basis. PG&E arques that ORA's 
action thus artificially aSSUlnes that after the Diablo Canyon 
reasonableness decision is rendered, PG&E will adopt a divide~d 
growth rate considerably lower than that assUIIled by financial 
analysts in their published forecasts applicable to these othe= 
utilities. PG&E notes that the OCF :model, like all models,. is 
heavily influenced by the assumptions employed. It notes however, 
that in PSO's. application, the m.odel is also- influenced by the form. 
elD.ployed. PG&E argues. that it a more accurate variable growth rate 
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model had been employed., and the yields associated. with the'lower 
current prices incorporated, the results of' the moclel would be 
closer to the range suggested by PG&E.' , 

Despite the a:bOV~ controversy, we b~~eve these moaels 
provide a reasonable range trom which to choose, and we will use 

of 
them as a rough quidepost in selecting PG&E,'s 1988 ROE. 

Nonetheless, as PG&E clearly states a:boven{in the final analysis it 
.I.< 

is the application of judgment, not the ~recision of these models, 
wb.ieb. is the key to our decision. ! 

In applying this j udgl'llent, w.i assess the arguments 
.~ 

presented by PG&E that it faces increased ~usiness and financial ,,.-
risk during 1988. PG&E's ult~ate argument is that it is more 

." risky today than it was ten months ago when the Commission adopted 
r' the present 13.80% return on equit:i~ It cites several factors. 

First, there are the competitive ~ressures presented by bypass, 
j.I",( 

inclUding uneconomic bypass. 'there are also competitive pressures 
associated with the restructurin~ of the gas industry, anci, in . , 
PG&E's view, in connection witht~e co:m:mission's QF program. 
Specifically, PG&E asserts tha~:'the competitive pressures it 

~J' 

already faces are exacer~ated ~y the need to face the continuing 
" problem of excess payments tO~FS for services allegedly not 
" needed. !: 

'. 
Second, PG&E focuses on the new gas regulatory structure, 

I~\ 

and more specifically the de~ault provision included in 
0.87-03-044. Onder that provision, PG&E asserts that it is 

'j' 

authorized to discount gas rates to customer$ with competitive 
'.' 

options, but is not allowed ~o price to any customer in excess of 
'j 

the embedded cost of service:_ 'the utility submits that any system 
which allows it to discount rates for some customers to keep them 
on line but which does not a~low recovery through other rates, 
including- l1\arket ~ase rates,:~ frol1\ those who value the service at a 
much higher level incrementa~lY and are willing to· pay for it, is a 
systel1\ which almost certainl~ will operate in a manner Which will 
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preclude full cost recovery. This in turn should be viewed as 
increasing corporate risks, in PG&E's view. 

PG&E also cites changes to the traditional regulatory 
compact, including restructuring of the natural gas· industry, 
althougn it acknowledges that the Commission has attempted to 

• 
minimize increased risks by imposing the safety net discussed 
earlier in this de'cision. Like the other applicants who address 
the safety net issue, however, PGScE does not believe the commission 
has done enough in this area. On the electric side, it notes there 
is uncertainty and risk created by the Commission's announcements 
in connection with ERAM, as previously discussed, and it points out 
that there is no corresponding' "safety net" on the electric side. 

Finally, PG&E cites the regulatory delays associated with 
the reasonableness review of the Diablo canyon nuclear power plant 
(Diablo canyon). There are three chief concerns here. The first, 
is the Commission's denial of further interim relief in D.S7-l0-
041, which means, to PG&E, that absent e)ttraordinary circu:mstances, 
no t~~r cash flow will be authorized for Diablo Canyon until the 
commission eo~plet~s the reasonableness phase of these proceedings. 
PG&E also asserts that it is not recoverying the full operations 
and maintenance expenses it is incurring in connection with 
operating Diablo canyon. PG&E's second concern relates t~ what it 
views as the uncertainty caused by delay in resolving the 

reasonableness issue. That expected resolution has now ~een pushed 
back to April of 1989, and PG&E notes that persistent delay in this 
proceeding is a factor specifically noted in the comments of rating 
agencies which address the risk factors t~ be considered by 
investors evaluating an investment in l?G&E. Finally, ·there is 
ORA's disallowance recouendation. PG&E asserts that this 
recommendation has an undeniable effect on the capital markets' 
perception ~f PG&E's securities, notwithstanding the tact that the 
merits of the recommendation have yet to be tested in the hearing 
room or embraced in any fashion by the Commission. 
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PG&E also notes that objective market indieators of risk 
confirm that it is a higher risk investment at this time than just 
ten months ago. This argument is based upon testimony that PG&E's 
Beta has risen, that its'bond and preferred stock ratings have been 
lowered by several rating agencies in 1987, and that its market-to
book ratio has decli~ed to the extent that its common stock was, 
at the tfme of these hearings, selling at a price below stated book 
value. 

As stated previously in. connection with other 
applications, ORA acknowledges that risk may have increased as a 
result of the com:mission's actions in the area of restructuring the 
gas and electric i~dustries. However, again, it urges the 
commission not to lose Sight of the underlying intent of these 
decisions, which sought to enable the utilities to more effectively 
compete in the marketplace. We will not repeat further ORA's 
arguments on this score: it suffices to say that DRA believes that 
.PG&E and the' other applicants have painted an overly bleak picture 
of the impacts of the com:mission's actions in these areas--actions 
which were designed to instill confidence, rather than produce 
uncertainty in the marketplace. We have also pointed to· DRA's 
citation to Exhibit 10, PG&E's 1987 second Quarter Letter to 
Shareholders, which presents a positive side of the competition 
issue (see also, san Francisco's argument about the utility'S 
"optimism department" and "pessfmism department", TR. &1&: 1-28). 

The issue which overshadows the others, however, is the 
impact of the still pending status of our reasonableness review of 
Diablo canyon costs. It is difficult·to say how much impact on an 
individual investor the denial of further inter~ relief or the O&M 
issue have, because, as always there are several ways of viewing 
the situation. The fact that some interim relief has been granted, 
for example, is doubtless a positive sign. The delay issue is more 
problematical, for it is difficult to pinpoint with accuracy how 
tl:l.at investor views the delay in resolution of·" the' issue or the ORA 
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recommended disallowance, assuming the- investor is even aware of 
many of these issues at the same level of detail the parties 
~~~. / 

PG&E asserts that it is more riSky today than it was ten 
mo~ths ago when the Commission adopted the 1~% recommendation~ 
However, another way of lookinq at the issuef is that at the time 
the Commission adopted the 13.8% return,p~~ was one of three major 
utilities in thi$ state with pending rea~nableneSS reviews 
associated with major nuclear power pla;rt additions. That 
uncertainty has now been resolved for SDG&E and Southern California 
Edison (Edison). Thus, it might be~aid that the Edison and 
SOG&E risk positions have improved re1ative to- PG&E, since the 

.It 
latter still faces the unknown outco'i-ne of the outstanding 

"I' 

reasonableness review. However, in1 0ur view, the mere pendency of {:. . 
that unknown outcome does not :mak~PG&E, standing alone, more risky 

N . 
today than ten months ago. ,1 ,., 

Nonetheless there-is some risk associated with the 
.# 

outstanding nature of the reasortableness review. DRA believes that 
PG&E faces the highest level of¥risk among the other electric 
utilities, apparently for thisk1ke~son, and. recommends that it be. 

'$ . . 
authorized a return on equity ~ot l2.75% the top o·t the DRA

.~~ 

recoXlll!l.ended range. 1$ 
San Francisco arque~ that the mid to low 12% range is 

appropos, given the current fanancial indicators and the tact that 
current authorizations have iot yet fully reflected the downward. 

,.,' .. 
trend in interest rates which has occurred since the early 1980s. 

II 

("The Laq" issue). In San F::ancisco's view, returns in the low to. ,. 
mid 12% range are very tair;~eturns intoday's economic conditions 

" . 
(l'R. 618). .v 

Further, San Fran~seo raises an 'equitable argwnent in 
connection with Diablo- eany6n. It acknowledges that "'PG&E has a 
Diablo problemif', but believ~~ that problem is. be!ore the Commission 
and will be decided by the C6:mmission in that proceeding (TR. 613). 

" ',\ 
',I 

~ 
'l~ 
,', \, 
It' 
.'~ 
',' 
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San Francisco opposes the notion that current ratepayers should pay 
in the form of a higher return on common equity, for the risk 
associated with the fact that the Oiablo Canyon decision has not . 
yet been rendered. PG&E on the other hand counters that the effect 
of the uncertainty associated with resolution of the Oiabl~ Canyon 
proceeding is a regulatory risk which ratepayers should bear, since 
uncertainty has a price which the markets demand be compensated if 
the risk is to be assumed. We do not reach this equity issue in 
our decision today, preferring to place more significance on the 
risk analysis and quantitative models in the record. 

'ioRN's 12% recommendation is keyed principally to, the 
November 1987 DRI forecast, which it ~elieves warrants a downward 
adjustment of 25 basis points to, all ORA recommendations. 

As we have diseusse~ earlier in connection with other 
applications, we agree that there may be some increased risk 
associated with the structural changes in gas and electric 
industries which may not have been fully counter-balanced by the 
protections we have put in place as we have rendered these 
decisions. As posed earlier, the qauestion is ~hether these 
increased risks support an increase on the return on equity. 

ORA's recommendation 
view, as well as the fact that 
their mid-1987 downward trend. 

recognizes the risk issue in our 
interest rates may have reversed 
That, coupled with the fact that 

PG&E is requesting maintenance Qf its 1987 authorized ROE of 13.80 
and no increase, arques that PG&E itself recognizes that the 
markets are requiring lower equity allowances at this time,. as ORA 
maintains. 

Thus, while we agree with PG&E that increased risks 
associated with regulatory changes, specifically the restructuring 
of the natural gas industry and the electric industry, will be 
considered by investors to some extent, we believe this 
consideration is counter-balanced by the evidence that the cost of 
~oney continues· to decline (e.g., Exhibit 14, Table 1, N'!rends and 
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Interest RatesW). The financial models and the economic indicators 
support some reduction in PG&E's authorized ROE of l3.8-0%, because 
we tend to agree with. the ORA and San Francisco that there has been 
some delay in the reflection of the downward trend in interest 
rates in actual returns in the last several years. However, we are 
inclined to proceed cautiously here because the record indicates 
that there is investor uncertainty, given the fact that the 
CoItll'!\ission has yet to pass on the reasonableness of the Oiablo 
Canyon Nuclear Power Plant. As stated previously, in this major 
respect, PG&E's position is much different from that of SOG&E and 
Edison which have finally put SONGS behind them. 

When we test ORA's 12.75 recommendation against the 
quantitative models, particularly PG&E's application of the OCF 
model (DCF is the model on which we place the most importance) that 
recommendation appears somewhat low. All things considered, we 
believe.a l3.00%, which is a figure within the OCF ranges 
presumably both. PG&E and ORA., ROE is reasonable for the 198-S 
attrition year, as balancing increased risk with otherwise improved 
financial indicators. ~his adopted ROE produces an overall rate of 
return of 10.99% for the attrition year, as shown in the following 
table depicting the adopted cost of capital. 

~dopted Cost ot C~ital 
COmP2nem; 

Long-Term Debt 
Preferred Stock 
Common Equity 

'total 

capital Ratio 

45.50% 
8-.50 

46.00 

1.00.00% 

IV. SOUthwest Gas" Appli~i9n 
A. Proced.g:ral BAggroun(1 

~Qst F?J.et~ 

9.34% 
$.8.0 

l3 .. 00 

. 

~S-ishted Cost 

4.25% 
.75 
~ 

10 .. 99% 

On August 1.4, 1987, Southwest Gas filed its application 
for authority to revise its required return on equity for use in 
its 198.8 operationa!. attrition :filing (Advice Letter No. 390) • 
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Southwest Gas requests a 14% return on common equity and an overall 
rate of return of 12.29% for the 1988 attrition year. This 
represents a reduction from current authorized levels (13.05% rate 
of return based on a 15.25% return on common equity). Two parties 
actively participated in Southwest Gas' portion of the consolidated 
proceeding: Sou.thwest Gas and DRA. 

Southwest Gas presented the testimony of Andrew B. LaUb, 
its Treasurer. Edwin Quan presented DRA's recommendation. 
Southwest Gas, ORA, an~ TORN filed concurrent briefs by November S, 
1987, and the matter was submitted on that date. The active 
parties' positions are summarized in the table below. 

B. Rate o:f Return RecoDDllcndations 
for Att~ttion Year 1988 

Southwest Gas' presently authorized rate of return is 
depicted in the following table: 

SQ!;Lthwest Gas (~sen3C Authorization) 

~QmP.2~n:t caDit~l ~:i2 ~Q§t b~2:&: W~:i.gb!;ed ~;;::t 

Long-Term. Debt 50 .. 00% 11.36% 5.68* 
Preferred Stock 5-.00 10.2.1 0.5l 
Common Equity 45-.00 l5.2'5-" ~ 

Total 100 .. 00% 13.05% 

This present authorization contrasts with the 
recommendations of SOuthwest Gas and DRA for the 1988 attrition 
year, as shown in the following tables: 

SOUthwest Gas CBeeommendat:iODl 

~n:t gap~l Ratis> CoS Factox; Wei.gb.t~ CQs:t 

Long-Term Debt 50.00% 11.00%, 5.S0% 
Preferred stock 5.00 ,9 .. 78: 0.49 
Common ECJ:Ili ty 4~.QQ 14 .. 00 ~ 

Total 100.00% 12 ... 29% 
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Component 

Long-Term. Debt 
Pre:rerreCi Stock 
Com:m.on Equity 

Total 

DRA~ionl / 
~ttal Fatio Cost F~or 

50.00~ 11J.f6% 
5.00· 9'f..57 

45,00 12 .. 35* 

~OO_OO% I' 
*Range is U.75% - 12 .. 75% 

I 

w~igl).ted CQ§t 

5-.58% 
0.48 
~ 

11.62% 

A review of thGSe recommenaataons demonstrates that there 
is ag'l:'eement between Soutl:twest Gas andioRA. on the appropriate 

,) 

capital ratios to be used for the 19Si attrition year. As ORA 
notes in its brief, Southwest Gas' capital ratios for th.e 1988 
attrition year have not been predete~ned in a prior rate case 

',' 
decision. Thus, in the case of Southwest Gas, DRA reviewed. the. 

':.f.' 

last authorized capital structure ai well as current updated ., 
financing plans to'determine the a~propriate capital structure for 
the attrition year. Based on this;~:review and Southwest Gas' own. 
proposal to use 'the target capital:.1 structure of 50% debt, 5% 

I 
preferred equity, and 45% common equity for the attrition year, 

. .., 
there is apparently concurrence that this is appropriate • 

. ,;£ 

Th.erefore we will adopt this targ'et capital stru.cture. 
t: 

On the issue of embedd~d long-term debt costs, Southwest 
Gas agrees with. the DRA's proposal to' use the November 1987 DRI 

~~ 

projected cost of debt in connection with this decision. Since the .. 
DRA recommendation, with its cost factor of 11.16% for embedded , 
long-term. debt, has been tlpdated; to reflect .the Novemoer forecast, 
we believe there is aqreem~t ~t this is the appropriate figure 
for adoption for the attrition iear. We will adopt that figure. 

Southwest Gas notes that it is in accord with the 
I 

methodo109Y used by DRA to deteimine the incremental 1988 cost of 
debt to be attributed to southwC:St Gas, namely, the addition of 100 

basis points to the cost of deb~:tor AA-(Jrac1ed seeurities as 
projected by DR!. This result leads to a incremental debt cost for 
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the attrition year o'f lO,.86% which is adopted as consistent with 
recommendations of Southwest Gas and ORA in this proceeding. 

T~ere is a slight difference in the preferred stock cost 
factor's contained in the recommendations of Southwest G~s and ORA, 
but given the closeness of the recommendations, we will adopt the 
9.78% cost figure contained in Southwest Gas' recommendation. 

c. Return on Eggity 

The major disputed issue between Southwest Gas and DRA 

concerns the appropriate return on common equity for attrition year 
1988. The following table summarizes the positions of the parties: 

.$lm!marY of ROE Recommendation 

Southwest Gas 
DRA 
TtJ'RN 

~ 

14~00% 
12".35%' 
12.l0% 

Southwest Gas, and DRA submitted testimony showing the 
results of various financial models as the starting point for . 
establishing ROE. As noted previously in this decision, these 
models themselves are not dispositive of the issue, :but are used as 
an a:''lalytical tool in conj unction with reasoned j udqment o·f the 
risks a particular utility faces. Southwest Gas presented three 
analytical approaches: comparative analysis, an optimum payment 
ratio analysis, an opt1:mum paYl!lent ratio, analysis, and a risk 
premium ~lysis.. DRA relied on DCr-, risk premium and CAPM, :but 
does not recommend use of Southwest Gas specific inputs to the ocr 
and CAPM models, favoring instead, the use of comparable gas group, 
data, in view of recent Southwest Gas acquisitions outside the 
sphere of gas utility operations. 

TORN did not present an independent analysis, instead 
:making arquments in support of its recommendation. The following 
table sU'Itlmarizes the res:alts of the models presented' by witnesses. 
Lamb and Quan: 
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~ayment 

Southwest Gas 

DRA 

R9E MQdel ReSUlts 

HQdel 

comparative Analysis 
Optimum Payout Ratio 
Risk Premiwn 

DCF 
Risk Premiwn 
CAPK 

" 

11.S% 
14.97%' 
l4.2'0% 

11 • .54%-12'.60% 
9.07%- 9.68% 

ll .. 61% 

A brief discussion of SOuthwest Gas' models is in order. 
'rhese models have :been used consistently on its other jurisdictions 
to arrive at the cost of common equity. 

First, Southwest Gas used a comparative analysis of its 
business/financial risks in relation to a 41-company composite of 
natural gas distribution companies. The goal was t~ compare the 
degree of Southwest Gas' riskiness to that o~ the group. Southwest 
Gas' ~ identified six areas of greater-th~-normal risk specific 
to Southwest Gas. (See Exhibit S, pp. l2-13..) 

Second, Southwest Gas used an optimtmt payment ratio 
analysis, combining consideration of SOuthwest Gas' dividend 
maintenance objective with additional cash r~qairements due to 
growth. Third, Southwest Gas used a risk premia: analysis. 
southwest Gas' analysis also ineludedassessment of specific 
business/financial risks, and the·ir i:mpact on ROE. 

Southwest Gas has several specific eriticisms of ORA's 
approach, mostly keyed to ORA's use of generic data associated with 
the nine-company comparable group. Southwest Gas asserts that the 
group is. too limited, and that ORA has not properly accounted for 
the d~qree of risk differential between, Southwest. Gas, which 
carries a debt rating of Baa and other utilities in the group 
(Southwest Gas Brief, pp. 8-10). 

In swn, Southwest Gas asserts: 
N ••• C!]t simply is not poss~le t~pravide 
adequate and meaningtul recognition t~ the 
lesser quality security status o~ ~ So~west 

- 26 -



. 

• 

• 

• 

A.S7-0S-006 et ale AtJ/LTC/jt 

common equity shareholder by (i) establishing a 
single ran~e of returns on eommon equity based 
exclusively on an analysis of data applicable 
to 'A' rated companies, eii) referring to an 
'A' rated company (i.e., Southern California 
Gas Company) whien has been assigned a 
recommended return at the midpoint within that 
range, and (iii) addin~ 10 basis points to the 
return on equity assigned to that purported 
surrogate company.* (Southwest Gas Brief, 
p. 11.) 

Southwest Gas arques that we must give effective 
recognition to the lesser quality of its securities, using a return 
level outside of and above the single range developed by ORA using 
"A" rated data. It arg"lles that, at the very least, we must 
authorize it the maximum return on equity level authorized the 
other applicants in these proceedings, plus additional basis points 
to recognize its particular risks. 

DRA opposes- Southwest Gas' single-minded foeus on the 
significance of its Baa3 bond ratin~, in contrast to the bond 
ratings of the other applicants. ORA's Quan maintains that bond 
ratings are only one m.easurement of risk; Quan also asserts that 
PSD's recommendation ~ reflect the higher risk,im.plied by 
Southwest Gas' low bond rating'. 

ORA also reminds us that, despite the applicant's rating 
spreads (Southwest Gas at Baa3 vs. SOG&E at Aa3), the requested 
common equity returns vary by only,a 25 basis point spread. PSI) 
maintains that its own recommended 100 basis point spread will 
sustain the existing bond ratings. 

Finally, ORA stresses the· need to remember that bond 
ratings often reflect nonregulated operations o·f some of the 
applicants, and are not primarily driven by this Commission's 
decisions. 

TURN reeommends a 12.10% return on equity for Southwest 
Gas, based on its arguments previously cited in these consolidated 
matters, relating to the November DRr forecast • 
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Given the evidence in this record of substantial 
decreases in the cost of money since southwest Gas' lS.Z5% return 
on common equity was 'set in 1985 by O.S5-1Z-103, we believe there 
is ample justification for a reduction at this time. Even 
southwest Gas aqrees, since its J.4% request represents a 125- basis 
point drop from presently authorized levels. 

We tend to aqree with ORA that Southwest Gas has placed 
too much emphasis on the issue of its debt rating, and not enough 
on the actual specific business/financial risks it faces on a day
to-day level. Its discussion of such risks at pp. 12-13 of 
Exhibit 8 is much more general than the specific business/financial 
riSk analyses provided by other applicants in their direct 
showings. We conclude that Southwest Gas has not justified its 14% 
request. We conclude that a reasonable ROE, which will recognize 
the additional risk represented by Southwest Gas' rating, while 
taking account of improved financial conditions occurrinq since 
Sou.thwest Gas' last adjustment, is 12.90% (rate of return is 
11.88%.), as shown on the following table, depieting the adopted 
cost of capital for attrition year 1988: 

~uthwest Gas: AdQPted COst of' capital 
Component Capital Ratio Cost Faetor 

Long-term Debt 50.00% 11.16% 
Preferred Stock 
Common Equity 

Total 

S.OO 

45-.00 
100.00% 

9.78 
12.90 

v. Sierra Pacitie's Application 

A.. Procedural Background, 

Weighted Cost 
5.58% 

.49 
:},81 

11.88% 

On September 8, 1987, Sierra Pacific filed its' 
application for authorization for a return on equity for attrition 
year 1988. Hearing were conducted on a consolidated record with 
four other attrition reviews. During these hearings Sierra Pacific 
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presented the testimony of Charles E. Olson, an economist and 
president of H. Zinder and Associates, who presented a study of the 
required return on common equity.. ORA presente~ the testimony of 

Edwin Quan. . lC? 
Sierra Pacific, ORA, and TORN file# concurrent ~riefs by 

to' 

Novelt!ber S, 1987, and the matter was submitted. at that point. 
B. Rate of ~~-t;axn Recommendations l 

lor Attt+t4~Xear 198§ .f 
.... 

Sierra Pacific's presently autnorized rate of return is 
,(' . 

depicted in the following table: .~, ... 
Sierra Piaeific JEre®n'!: Authorization) 

Long-Term Debt 
Preferred Stock 
Common Equity. 

Total 

.. tI 

Capital l 
Batio t 

.I. 49.09% ::: 
7 .. 46 I': 

4~.45 ",? ,v: 
·9 

lOO.OO%" 
J.I 

Cost 
netor 

9.24% 
9.84 

13.90 

Weighted 
Cost 

4 .S4~$ 
.73 

6-.04 

if. 
In contrast, the recommendations of the active parties 

for the 1988 attri~ion year are de~icted below: 
'". 

§:i&rxa b,citic CRecommendation) 

Long-Term Debt 
Preferred Stock 
Common EqIli ty 

Total 

caPita~ Cost 
Ratio~ la£tor 

" 

8 .. 74% 
7 .. 24 

13.75 

Weighted. 
Cost 

4.29%. 
.54 

5.97 

10 .. 80% 
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Component 

Longo-Term Oebt 
Preferred Stock 
Common Equity 

Total 

DBA (Recommendation) 

capital 
Rati2 

49.09% 
7.46 

43.45 

100.00% 

cost 
Factor 

8.7l% 
7.35-

l2'.'35-

Weighted 
cost 

4.28% 
.55-

5.37 

10.20% 

There is no disaqreem.ent between the two parties. on the 
capital structure to be used for the 1988 attrition year, and we 
will adopt it, in accordance with our specification in Sierra 
Pacific's last general rate case. 

DRA notes that Sierra Pacific is the only applicant in 
these consolidated proceedinqs which plans to issue new preferred 
stock during 1988. ORA indicates, after review, that it finds 
Sierra Pacific's basis for estimating the associated costs to be 
reasonable, and has incorporated this data in deyelopinq its 
effective cost of preferred stock for 1988-. We will adopt ORA's 
cost factor of 7.35%, since it is the most up-to-date figure' 
available, and is very close to Sierra Pacific's oriqinal 7.24% 
figure. Similarly, there is very little difference between the two 
parties on embedded debt cost figures. We will adopt ORA's 8.71% 

figure, since it is premised on the November DR! torecast. 
Sierra Pacific requests us not to' update incremental debt 

cost to account for the November DR! forecast, since the number, if 
used at all (Sierra Pacific does not forecast a lonq-term taxable 
bond issuance durinq 1988) would be' applied to tax exempt debt, 
bear~ng a much lower actual cost. Sierra 'Pacific indicates it is 
comfortable using its recent historic cost level of 5% for such 
debt and does not request that a hiqher cost be ineorporated in its 
capital structure. We accede, to Sierra Pacific's request • 
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c. Return on Egp,i.tY 
As with the consolidated proceedings, return on common 

equity tor Sierra Pacific in attrition year 1988 is the chief 
contested issue in ,this proceeding, as the following table 
demonstrates: 

SVlmpaty 0: ROE Ree~ndations 
Party 

Sierra Pacific 
ORA 

Tt1P.N 
*Recom:mends 12.35% 

, 
~ 

13.75% 
11.75%-lZ.75%* 

12.10% 

Sierra Pacific and DRA presented testimony showing the 
results of various financial models. Sierra Pacific presented a 
pr~ry OCF analysis, cross-checked ~y a risk premium analysis and 
a second DCF analysis of 10 ele?tric companies. ORA conducted O~, 
·risk premiUln, and CAPM analyses. The following table su:ro:marizes 
the results of the models presented by witnesses Olson and Quan: 

FaIj:y 

Sierra Pacific 

ORA 

RQE Hodel Resul.'t~ 

l:194el. 

DCF 
Risk Premium 
DCF (10 elecs) 

OCR. 
Risk PremiUlD. 
CAPM 

12.4%-13.4%* 
14.5% 

12.5%-13 .. 0% 

11 .. 08%-12'.15% 
13.90%-14.58% 

11.86% 

*When increased tor financing costs, etc. 
Range is 13.4%-14.5% 

As noted previously in this decision, these models ~re 
used to establish a range for ROE,. but we do not repeat a. detailed 
description of each model, or the arquments· of the parties with 
respect to the various inputs, since we· use the models as rough 
g'Uideposts, in conjunction with informed judgment • 
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However, Si~ Pacific notes that both Quan and Olson 
used analysts' forecasts, of dividend and earning growth rates in 
their OCF analyses, ~ut ~elieves Quan's analysis was flawed because 
it was too generic and not specifically focused on Sierra paci,fic 
or electric utilities" sharing comparable characteristics (Sierra 
Pacific Brief, p. 6) _ ~e essence of the critique is that ORA :made 
no reasonable effort to. locate and identify other electric 
utilities which could be reasonably categorized as comparable to 
Sierra Pacific. 

ORA, on the. other hand, concludes in its report that 
Sierra Pacific's relativ.e risk is below PG&E and somewhat higher 
than that of SDG&E... J:t concludes this, while noting that the 
financial models in" isolation point to a lower equity return for 
Sierra Paeific than for SDG&E; however, ORA. has gone behind the 
lnodels to review bond ra.tings, equity ratios, and ,other i:mpact~ 
specific to Sierra Pacific, bearing on relative risks. We cannot 
say then that ORA's analysis. b:as. been insensitive to specific 
information bearing on Sierra Pacific's riskiness. 

For its parc~ TcrRN supports its 12.10% recommendation 
with reference to the No.veIllber OR! forecast, as with. other 
applicants. 

We eonclude that ORA's approaeh is not any more flawed 
than others presented t~ us. Given the record evidence of 
financial indiea.tors: (Exhil:Iit 14, Table 1) and the range provid.ed 
on the various mode.l.s,. we conclud.e that the return on common equity 
for attrition year l.9aa: should be 12.90%, for an overall rate of 
return of 10.44%. ':Ole- adopted cost of capital is shown below: 
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• Sierra Pacific: Adqpted COst or capital 

capital Cost Heic;h.ted 
CO'mPQnent Ratio Fae;tox; .. Cost 

Long-Ten Debt 49.09%· 8.71% 4.28,% 
Preferred Stock 7.46 7.35- .55 
Common Equity 43.4~ ~2_90 ~e~::' 

'l'otal 100.00% ' 10.44% 

• Findings 0: Fa,sr:t 

• 

• 

1. On July 31, 19S7 SOG&E tiled its application for 
authority to revise its rate of return in accordance with the ARA 
mechanism for attrition year 1988, requesting- an ll .. 4% rate of 
return and a 13 .. 75% return on common equity, a ehange from the 
11.61% rate of return and 13.9% retu-~ on common equity presently 
authorized. 

2. SDG&E"s application was heard on a consolidated 
record with four other related 19$8 attrition'year rate of return 
reviews • 

3. Prior to the conclusion of evidentiary hearings, the 
applicants and ORA agreed to use the November 1987 DR! control 
forecast to update debt costs for purposes of this decision. The 
NovelIlber OP..I forecast shows a decline in the forecasted level of 
interests rates for AA rated utility bonds to 9 .. 68%. 

4.. 'l'here is no variance in the SOG&E/ORA recommended 
cost fiqures for SDG&E's preferred stock and embedded long-term 
debt for the 1988 attrition years. These fic;ures are 7.28% and 
9.24%, respectively. 

5. Based on the Nov~er 19S7 DRX' control forecast for 
AA rated utility bonds, 9.68%, and ORA's recommended 0.25% 
increment, SDG&E's incremental cost of debt for the 198$ attrition 
year is 9.93%. 

6. In 0.85-l2-065 the Commission established the capital 
structure to be used by SDG&E for the 1988 attrition year, 
including- a debt/preferred ratiO" of' 40.5%/8.5%. ORA.'$ proposal to· 
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alter the dopted debt/preferred ratio for the attrition year goes 
beyond a review of the updating of financial plans r of the type 
which is permissible for an attrition year review. 

7. Ther,e is no disagreement between SOGScE and DRA as to 
the appropriate equity ratio for the attrition year: Sl.OO%. 

8. Investors can be expected to consider increased risk 
associated with regulatory changes, specifically the restructuring 
of the natural gas industry and transitional events in the electric 
industry. But such consideration is counterbalanced by evidence 
that SONGS-related uncertainty is resolved in that the 
reasonableness review is complete; the cost of money has 
diminished; these factors militate against SDG&E's requested 13.7S% 
ROE r in favor of a 1Z.7S% ROE, which is more consistent with 
current economic indicators and the results of the financial models 
reviewed during this proceeding. 

9. On August 4, 1987, PGScE filed its application for 
adoption of an authorized rate of return for 1988 pursuant to the 
Attrition Rate Adjustment mechanism r requesting an 11.41% rate of 
return and a 13.80% return on common equity as compared to its 
currently authorized 11.44% rate of return and 13.80% return on 
common equity. 

10. PG&E's application was heard on a consolidated record 
with four other related 19a8 attrition year rate of return reviews. 

11. There is no significant dis~greement between PG&E and DRA 
over the cost factor for preferred stock; the figure is 8.80%. 

12. DRA's 9.34% embedded debt cost figure is ~ased on the 
November 1987 DR! control forecast, and is also adjusted to reflect 
PG&E's variable embedded debt. The 9.34% figure is thus more, 
current from pe&E's earlier requested 9.48% figure. 

13. DRA and PG&E have also agreed that SO basis points should 
be added to the 9.68% NoveMer OR! eontro,l forecast figure for AA

rated utility bonds, to derive PGScE's incremental cost of de~t 
figure of 10.18% for the 1985 attrition year • 
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14. In D.86-1Z-095 the Commission established the capital 
structure to be used by PG&E for the 1988 attrition year, includinq 
a debt/preferred. ratio of 45.50%/8.50%. ORA's prop'bsal to' alter 
this adopted ratio for the. attrition year qoes be-rond a review of 
the updatinq of finanCial plans, ot the 'type Which. is permissible 
tor an attrition year review.. I 

15. 'Xhere is no disaqreement between PGfE arid ORA as to the 
, appropriate eqaity ratio- tor the attrition Yfar: 46.00%. 

16. Investors' can be expected to consjLder increased risk 
associated with regulatory c:llanges, specifJ.cally the restructurinq 
of the natural ~as ind'llStrY and transi tiolal events in the electric 
industry: they can alsO" be expeeted. to cohsider increased risk 

I' associated. with. the fact that costs of ~ablo Canyon have not yet 
been reviewed tor reasonableness. 'Xo some extent these risks are 
counterbalanced by regulatory actions ~~siqned to, l~it risk, 
includinq the qrantinq. of some interint:reliet in the ease of Diwl0 

:r 
Canyon. xnese factors militate against retention of PG&E's current 

( 

13.S0%ROE tor attrition year 19$8, i~ favor of a 13.00% ROE which 
is consistent with current economic iFd1cators, and the results of 
the financial models reviewed durinq~this proceeding. 

II 
17. On August 14, ~9S7, Southwest Gas tiled its applieation 

tor a review and. revision of its req6.ired. return on equity for 
attrition year 1988',. reqaestinq a 12~29'% rate of return and a 
14.00% return on common e~ty,repr~sentinq a change from the 

I; 

13.05% rate of retar.n and 15.25% return on common equity presently 
.... ". . cl ~ aUo...l.J,orl.ze • ~ 

• 
lS. Southwest Gas' apPlicatio1was heard on a consolidated 

record. with tour other 1.9'8$ attri tio'n year rate of return reviews • . \ . 
19. Tohere is no· significant dif!erence between Southwest Gas 

~ 

and DRA over the cost factor for preferred: stock; we will use 
Southwest Gas' figure of 9'. 78%' qiven~;t:he proximity of the figures • 
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20. DRA's 11.16% embedded debt cost figure ijl~ed on the 
November 1987 DR! control forecast, and is there7' e more current 
than Southwest Gas' 11.00% figure. 

21. DRA and Southwest Gas have agreed that 100 ~asis points . i 
should ~ added to the 9.68% November DR! control forecast figure 
for AA-rated utility Donds, to- derive Southw~t Gas' incremental 

/1 
cost of debt figure of 10.86% for the 198~ ~~trition year. 

2~. This Commission has not previous~ established. a capital 
structure to be used by Southwest Gas for/the 1988 attrition year, ., . 
and SOuthwest Gas and DRA. have agreed th~t a target capl.tal 

It' . 

structure of 50% del:>t, 5% preferred equlJ,l:y, and 45% coW\\on equity, 

is appropriate. . . l.. 
23. 'the determl.natl.on of a 12.90%' cost of equl.ty for 

Southwest Gas during the 1988 attriti~ year is based on 
substantial decreases in the cost of koney since Southwest Gas' 
last ROE was determined in December £985, our ~a.lysis of economic 

~.-

indicators, Southwest Gas' showing, and the results ot the models 
If 

r~viewed during this proceedinq. I . 
24. On September 9, 1987, Si~a Pacific filed its 

application for an authorized retur.n on equity for attrition year 
Ff 

1988, requesting a 10.80% rate of #eturn and a 13.75% return on 
I . . 

common equity, a change from. the 1.0-.31% rate of return and 13.9% 

return on common equity presentlY~Uthorized. 
25-. Sierra Pacitic"s application was heard on a consolidated .,. 

record with tour other 1988 attrition year rate of return reviews. 
26. There is no disaqreemenf between Sierra Pacific and DRA. 

that a tarqet capital structure of 49.09% long-term debt,. 7.46% 
~ 

preferred stock and 43.45% comm.o~equity should be adopted for the 
~' . 

1988 attrition year. ~ 

27. DRA's cost factor, 7.3~ for preferred stock is premised 
on Sierra Pacific's costing approhch, but updated t~ reflect the 

t NoveW>er :1.987 OR:!: forecast. ~ 
I 
\ 
\ 
J 
.~ 

I.. 
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28. There is very little difference between Sierra Pacific 
and ORA embedded debt cost figures,. l:>ut ORA's fiC]Ure,. 8.71% has 
l:>een updated to reflect the November 1987 DR! forecast. 

29. Sierra P~cific plans no long-term debt issuances during 
1988-, but if they should occur, they would involve tax exempt c.el:>t 
issuance, bearing a muen lower cost. Sierra Pacific accepts 5% as 
a reasonable fiqure for 1988 incremental debt. 

30. Based on the ranges in the financial models, and despite 
the fact that ORA and Sierra Pacific have employed varying inputs, 
we believe the record, including. evidence of the prevailing 
financial indicators, supports a reduction in Sierra Pacific's 
presently authorized ROE from 13.90% to 12.90% for the 198'8 

attrition year. 
COnclusiODS,,2t Law 

1. Consistent with the preceding findings, the following 
capital structure should be adopted for SOG&E during the 1988-

attrition year: long-term debt,. 40.50%; preferred stock, 8.50%; 

and common equity, 51.00%. 

2. The cost fiqure of 9.24% for embedded long-term debt 
should be adopted for SDG&E during the 1988 attrition year, 
consistent with the preceding findings., 

3. The aqreed-upon cost figure of 7.28% for preferred 
stock should be adopted for SOG&E during the 1988 attrition year. 

4. A 9.93% fiCJUre should be adopted as SOG&E's 
incremental cost of debt for the 198'8 attrition year. 

· ' 5. A 1Z.75%: ROE, resulting in an overall rate of return 

• 

of 10.86%, should be adopted as just and reasonable for SDG&E for 
attrition year 1988, based upon all of the evidence considered in 
this proceeding. 

6. Consistent with the preceding findings, the following 
capital structure should be adopted for ,PG&E during the 1988 
attrition year: long-term debt, 45.50%; preferred stock,. 8.50%; 
and common equity, 46.00% • 
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7.. The cost fig'Ure of 9.34% for eml:Iedded lo4"-term debt 
should De adopted for PG&E during the 198& attrition/year, 
consistent with the preceding findings. ;' 

8. The cost figure of a..80%. for preferred stock should . " 
be' adopted for PG&E during the 1988 attrition year, consistent with 
the preceding findings or /1 

9. A ~O.18% fiqure shoula be aaopt~d as PG&E's 
r: 

incremental cost of debt for the 1988 attrition yea'%'. 
10. A 13 .. 00% ROE, resulting in an ov~all rate of return of 

lO.99%, should be adopted as just and rea~nable for attrition year 
198a., based upon all of the evidence cons&dred in this proceeding. 

11. Consistent with the preCeding/findingS, the following 
capital structure should be adopted for, Southwest Gas during the ,. 
1988 attrition year: long-term. debt, ts'0% ~ preferred stock,. 5%; and 

... Ii common equl. ty,. 4.5%.. l 
12. The cost figure of 11.16% ~or embedded long-term debt 

should be adopted for Southwest GaS/during the 1988: attrition year, 
consistent with the preceding findi~9s. 

13. The cost figure of 9.78%/for preferred stock should be 
adopted for Southwest Gas during the 1988 attrition year, 
consistent with the preceding fi~ings. 

14. A lO.86t figure ShOuld/1be adopted as Southwest Gas' 
incremental cost of debt for th~ 1988 attrition year. 

15. A 12..90% ROE, resulti;9 in an overall rate of return of 
11.88%, should be adopted for ~uthwest Gas during the 1988 
attrition year, based upon allfcf the evidence considered in this 
proceeding. ff 

16. Consistent with the !,preceding findings, the following 
• 

capital structure should be aaopted for Sierra Pacific during the 
1988 attrition yea.r~ lon9-te~ debt, 49.09%; preferred stock, 

~ 
7.46%; and common equity, 43 .~s.t. . 

~ 
/i 

~ 
(, 

"~ 
'I:. 
ir,i . 
,. 
; 
" 

" . '~, 
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17. ~he cost figure of 8.71% for embedded lonq-ter.m debt 
should be adopted for Sierra Pacific during the 1988 attrition 
year, consistent with the preceding findings. 

18. ~he cost fiqure of 7.35% for preferred stock should be 
adopted for Sierra'Pacific during the 1988 attrition year, 
consistent with the precedinq findings. 

19. A S% figure should be adopted as Sierra Pacific's 
increlnental cost of debt for the 1988 attrition year. 

20. A 12.90% ROE, resulting in an overall rate of return of 
10.44%, should be adopted for Sierra Pacific during the 1988 

attrition year, based upon all of the evidence considered, in this 
proceeding. 

Q R.D E R 

r.r :IS ORDERED that: 
1. ~he following cost of capital is adopted for SDG«E for 

attrition year 1988: 

komponent 

Long-term Debt 
Preferred Stock 
Common Equity 

Total 

SPG&E: Ado.Pted C,9St of C§.pij:al 

capital 
Ratio 

40.50% 
8 .. 50 

51.0Q-

100.00% 

Cost 
J'aCtw: 

9 .. 24% 
7.28 

12.75 

Weighted 
co§t 

:L.74% 
.62 

6. SO, 

lO.86% 

2. 9 .. 93% is adopted as SOG&E'S incremental cost of debt for 
the 1988 attrition year. , 

3.. SDG&E's adopted 1988 attrition year rate of return, 
r,eflected in ordering' paragraph 1, shall be used in conjunction 
with SDG&E's pending 1988 attrition year advice letter filing for 
the purpose of calculating' revised rates for the 1.988 attrition 
year .. 

- 39 -



• ' t' 

. 

• 

• 

• 

, . 
.. 

A.87-0S-006 et al. ALJ/LTc/rsr 

4. The following cost of capital is adopted for PG&E for 
attrition year 1988: 

Long-term. Debt 
Preferred Stock 
Common Equity 

Total 

Capital 
Ratio 

45.50% .:' 
8.50 ,:/ 

46.00 / , 
lOO.OO% 

I 

I Cost 
nct2X: 

9.34% 
8.80 

13.00 

Weighted 
Cost 

4.2S 
.75 

5.99 

s. lO.l8% is ~dopted as PG&E/S incremental cost of debt for ., 
the 1988 attrition year., I. 

6. PG&E's adopted 1988 at~ition year rate of return, 
reflected in ordering paraqraphfi, shall be used in conjunction 

!t 

with PG&E's pending 1988 attri'¥on year advice letter filing for 
( . 

the purpose of calculating- revised. rates for .the 19S·S attrition 
~' 

year. I 
7. The following cost/of capital is adopted for Southwest 

Gas for attrition year 19S8~ 
/1 

SQJ.1.thwest Gag MoPt~st_9t capital 

Long-term. Oebt 
Preferred Stock 
Common Equity 

'Iotal 

f 
" ~ 

f 
I 
f. ; 
~ 
~'i 

~ 
1. 
~ 

Capital 
Ratio 

50 .. 00% 
, 5.00 
45.00 

100.00% 

Cost 
Eae:ts>r 
ll .. l6% 
9.78 

12.90 

Wei(]hted 
Cost 

5.58% 
.49 

5.81 

10.88% 
v 8. lO.S§% is adopted as Southwest Gas' incremental cost of 

debt for the 1988 attri~ion year. ' 
9. Southwest Gasd adopted 198·8 attrition year rate of 

return, reflected in ordering Paragraph 7, shall be used in 
conjunction with its periding 1988 attrition year advice letter 

". 
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filing (Advice Letter No. 390), for the puzpose of calcul~ting 
revised rates for the 1988 attrition year. ~ 

10. The following cost of capital is adopted 70 Sierra 
Paeific for attrition year 1988: 

Siexxa Pa«itie: Adopted COst of capital 

S;:ollponen,t 

Long-term De):)t 
Preferred. Stock 
Common Equity 

Capital lost 
~ti,o._ 

4~.09% 
7.46 

43.J5 

8.71% 
7.35-

12'.90 

Weighted 
cog 

4.2'8% 
.55· 

5.61 

Total 100.00% / 10.44% 

ll. 5% is ad.opted as Sierra Pae~ic's incremental cost of 
debt for the 1988 attrition year. I . 

12. Sierra Pacific's adopted ~88 attrition year rate of 
return, reflected in Ordering pari!raPh ~O; shall be used in 
conjunction w~th its pending 198~attritlon year advice letter 
tiling, for the purpose of cali' ating revised rates for the 1988 
attrition year. 

~his order is effect!ve today. . 
Oated I, at San Francisco" California .. 

i 

I 
/ 
! 
I 
" l 

~I , .. 
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APPENDIX A / 

LIST OF APPEARAN£ES 

Applicants: Barton M. It:lerson and ThO~ G. Hankley, Attorneys at 
LaW, for san Diego Gas & Electri~~eompany; Peter Nathan Osborn 
and Roy M. Rawlings, Attorneys av Law, for Southern California 
Gas Company; Roger J. Peters anct'Richard H. Moss, Attorneys at 
Law, for Pacific Gas and Ele~ic Company; Lawrence V. 
Rob~rtson, Jr., Attorney at Law, tor Southwest Gas corporation; 
and James D. Salo and Boris .. La)rusta, Attorneys at Law, for 
Sierra Pacifie Power Compa~. 

. / d' Interested Part~es: Matth~w V. Brady an Marc~a Preston, 
Attorneys at Law, for the California Department of General 
Serviees; Eric Eisenm~ and Andrew Packard, for Transwestern 
Pipeline Company; capol B. Henningson and James M. Lehrer, by 
John P". HUghes, AttQt'ney at LaW, for Southern california Edison 
Company; Reed V. Sofnnidt, for the California Street Light 
Association; Will~ Shatfran and Leslie J. Girard, Attorneys 
at Law, for the C'i ty of San Diego; Hich¢l Peter Florio, Mark 
Barmore, and Jorl Elliott, Attorneys at LaW, and Sylvia M. 
Siegel, tor To~rd Utility Rate Normalization (TURN)'; Gary D. 
~imon, for El)Paso Natural Gas company; Messrs. Skaff & 
And.erson, by /Andrew J. Skaff, Attorney at LaW, for Mojave 
Pipeline Company; Louise Renne, City Attorney, by h&smard 
Snaide,;:, Attorney at Law, for the City and County of san 
Francisco ;/ Messrs. Chickering « Gregory, by c. Hayd¢n Ames, 
Attorney ~t Law, for Chickering & Gregory; Sh¢ll¢y Ilene 
Rosenfield, Attorney at Law, for City of Los Angeles; and Manuel 
KrOman;'fOr himself. 

Commissi~ statf: James S. Rood and Timothv E, Treacy, Attorneys atl'" IePO'" R. MowreY, and Greggry A. Wilson. 

; 

(END OF APPENDIX A) 


