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OPINION
I. PBackground : .

These consolidated proceedings invelve rate of return
reviews in connection with the 1988 attrition f£ilings of Southern
California Gas Company (SoCal Gas), San Diego Gas and Electric
(SDG&E) , Pacific Gas & Electric Company (PG&E), Southwest Gas
Corporation (Southwest Gas), and Sierra Pacific Power Company
(Siexrxa Pacific).

In Decision (D. ) 85-12=-076¢, issued December 18, 1985,
this Commission established the cuxrent framewoxrk of the Attr;txon
Rate Adjustment Mechanism (ARA). In connection with financial
attrition issues, the Commission requires a review of the return on
common equity for each utility which files an ARA advice letter.
However, given the need to address factual issues in connection
with adopting a rate of return, the Commission has determined that
the best procedural course is to require each utility to file
separate conpanion applications addressing return on equity (ROE)
issues for the attrition year.

The applications treated in today’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
(DRA) filed a motion requesting consolidation of the rate of return
reviews for the several energy utilities who are seeking attrition
adjustments for the 1988 attrition year. A prehearing conference
(PHC) was held before assigned Administrative Law Judges (ALTs)
Stalder and Carew on September 8, 1987, in the four then pending
applications ( i.e., those of PG&E, SDG&E, Southwest Gas, and SoCal
Gas). The ALJs heard argument on DRA‘s Motion to Censolidate from
the parties, and from Sierra Pacific, which appeared voluntarily at
the PHC, despite the fact that, as of Septenber 8, 2987. its
attrition application had not been filed. At the ccnciusion of
this oral argument, the four pendingnapplications‘were‘cénsolidated
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for purposes of conducting rate of return reviews (PHC TR. 18).
By ALJ Ruling dated October 9, 1987, Sierra Pacific’s A.87-09-013
was also consolidated with these matters. EHearings on the five
consolidated rate of return reviews were held October 21-23, and
26-27, 1987, before ALJ Carew in San Francisco. This decision
disposes of all issues raised in these consolidated reviews for
SDG&E, PG&E, Southwest Gas, and Siexrra Pacific. A separate
companion decision disposes of the operational and financial
attrition issues raised in SeCal Gas’ attrition application.
IX. SDG&E‘’s Application
A. PErocedural Background

On July 31, 1987, SDG&E filed its application for
authority to revise its rate of return in accordance with the ARA
mechanism for attrition year 1988. SDG&E requested an 1ll.4% rate
of return for that year, and a 13.75% retura on common equity.
This represented a reduction from current authorized 1987 levels
(11.61% rate of return based on a 13.9% return on common equity).
Three parties actively participated in SDG&E’s portion of the
consolidated proceeding: SDGLE, DRA, and the City of san Diego
(San Diego) - “ | '

SDG&E presented the testimony of two witnesses. Its Vice
President-Finance and Chief Financial Officer R. Lee Haney
testified on SDG&E’s business risks and financial policies as they
impact on the 1988 attrition year request. SDG&E’S Manager—
Financial Analysis & Forecasting, Richard A. Krumvieda testified on
the technical analysis underlying SDG&E’s rate of return request
for the attrition year. Edwin Quan presented the DRA
recommendations relative to SDG&E’s request. San Diego presented
no affirmative case, but participated through cross-—examination of
the witnesses. San Diego presented oral argument on Qctober
27,1987, in lieu of £iling a brief. SDG&E, DRA, and Toward Utility
Rate Normalization (TURN) filed concurrent briefs by November 5,
1987, and the matter was submitted on that date. The parties’

/.
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positions are summarized in the table below, and are subsequently
discussed in our disposition of the issues.
'B. Rate of Return Recommendations
For attrition Yeax 1988

SDG&E’s presently authorized rate of return is depicted
in the following table:

SDGEE (Present Authorization)
Copponent Capital Ratio Cost Factor ¥Weighted Cost
Long-ternm Debt 42.00% ' 4.01%
Preferred Stock 8.50 ' : : 0.72

Common Equity 49,59 : £.88
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:

SDGEE (Recommendation)

Copponent Capital Ratio cost Factor Heidghted Cost

Long=term Debt 40.50% 9.24% 3.74%
Preferred Stock 8.50 7.28 0.62

Common Equity 51,00 13.75 7,01
Total 100.00% ' 11.37%
DRA_(Recommendation)
Somponent Capital Ratio Cost Factox -Heighted Cost

Long=-term Debt 42.50% : 9.24% 3.93%
Preferred Stock 6.50 7.28 0.47

Common Equity 21.00 ' 12.25* 6:25
Total 100.00% 10.65%

* Midpoint of 11.75%-12.75% range.
A review of these recommearndations demonstrates that there
is agreement between SDGSE and DRA on the cost factors for

preferred stock and long~term debt, and disag:eenent 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 9.24% cost factor for embedded
long=term debt. Our adopted incremental cost of debt is based on
the November DRI forecast figure for AA utility bonds (9.68%), plus
the 0.25% increment recommended for SDGAE by DRA (DRA brief, p. 7).
The adopted figqure for 1988 is thus 9.93%. We proceed now to
discuss the disputed issues. '
C. <Capital Structure

The capital structures to be used by SDG&E for 1986,
1987, and 1988 were determined in its last general rate case
(D.85=-12-065). ¥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, DRA has
recomnended changing the debt/preferred ra;io-to 42.5%/6.5%. DRA’s
rationale is that since the capital structure for 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 plans, (specifically the amount of ‘///
preferred stock rérundings) have caused the actual capital
structure to change from that previously adopted. PSD is
recommending recognition of the decrease in the preferred stock
ratio from 8.5% 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 concermed that this change has the operative effect of
decreasing SDG&E’s revenue requirement; SDG&E asserts the change
has nothing whatever to do with determining the proper return on
equity for the attrition year. In addition, SDG&E opposeé the
recommendation, assexrting that it runs counter to the Commission’s
determination to adopt capital structures for the test year and
succeeding attrition years. SDGLE 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 be a legitimate function of these
attrition reviews. It believes that its recommendation merely v
captures a decrease in the preferred stock ratic that has actually
occurred since the issuance of the general rate case decision.

We decline to adopt DRA’s recommendation, preferring to
adhere to the adopted capital ratios emanating from the last
general rate case. At the time we issued D.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
DRA 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. 33

The other major contested issue is the appropriate return
on common equity for 1988. The following table summarizes the
positions of the parties: _

Sumpary of ROE Recommendations

SDG&E - 13.75%

DRA, . : 11.75%-12.75%

San Diego ‘ 12.25%~12.75%

TURN 12.00%

SDG&E and DRA submitted testimony showing the results of
various financial models as the starting point for establishing
ROE, but they cautioned that model results are an analytical guide,
whose results must be tempered by Jjudgment. SDG&E presented a
discounted cash flow (DCF) 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 TURN did not present
independen® analyses, but made argquments in support of their
recommended ranges. The following table summarizes the results of
the models presented by Witnesses Krumvieda_and Quan.

BQE_Model Results
Rarty Model ROE

SDG&E per | 13.25%-14.65%
) Risk Premium 14.1%~ 14.8%

DRA ~ DCF | 11.65%-12.73%
: Risk Premium 13.33%-13.73%
CAFM 12.28%

Because these models are used only to establish a range
for ROE, we do not repeat the detailed descriptions of each model
contained in this record. Additionally, the parties Lave xdvanced
arguments in support of their analyses and in criticism of the
input assumptions used by other parties. These arguments are not
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extensively addressed in this decision, given our assessment that
they do not alter the model results shown above. These medels
provide a reasonable range from which to choose, and we will use
them as & rough quidepost in selecting SDG&E’s 1988 ROE.
Nonetheless, in the final analysis,'it is the application of
judgment, not the precision of these models, which is the key to
our decision.

In applying this judgment, we assess the arquments
presented by SDG&E that it faces increased business and financial
risk during 1988. SDG&E assexts that our consideration of the
maxrket cost of equity capital must reflect an analysis of many
factors, including the current status of certain business risks,
and an assessment of their probable direction during the peried for
which the rate is being set. SDG&E’s Haney testified that the
utility faces additional business risk from increased competition
and from regulatory decisions “retroactively reallocatlng risk” of
prior utility actions.

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

More impoxtantly, SDG&E points to DRA-recommended
disallowances of costs associated with the Southwest Powexr Link
(SWPL) . It asserts that DRA is argquing for disallowances totalling
$285 million, exclusive of an additional $35 million in lost

interest expense recovery associated with DRA’s five-year
 muortization proposal.

SDG&E also points to other ratemaking risks, including
the Commission’s actions to eliminate the supply adjustment
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mechbanism (SAM) and the purchased gas adjustment (PGA) mechanism
for SDGLE’s noncore gas customers. SDG&E recovers about 40% of its
gas revenues from this market. On the electric side, the
Comnission is considering the elimination of the electric revenue
adjustment mechanism (ERAM) and has already established a program
to eliminate ERAM and the annual attrition adjustment for the large
light and power class beginning April 1, 1988. SDG&E has not
assessed what pércent of its electric sales or revenues it believes
it will lose as a result of this Commission action. SDG&E believes
that DRA witness Quan failed to focus on specific risks facing
SDG&E, relying instead on a generic risk discussion. In contrast,
SDG&E believes the Commission must recognize the substantial
specific business risks which SDG&E faces in the attrition year.

SDG&E also asserts that its financial risk has increased
due to cash flow decreases of approximately $40 million
attributable to the 1986 Tax Reform Act. Further, it asserts that
any refinancings it has conducted have already been reflected in
its proposed embedded debt cost for 1988. Therefore it asserts
that its financial condition is not improving as DRA implies.

DRA 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 sight of the underlying intent of these decisions, which was
to enable the utilities to respond to changes in the marketplace
keyed to competition and bypass concerns. In such an environment,
according to DRA, the SAM and ERAM mechanisms operate to reduce the
utility’s incentive to compete and to penalize them when they
compete successfully. This was explicitly recegnized by the
Cormmission when it acted to eliminate these mechanisms.

Further, DRA notes that the Commission has taken care,
when making any changes to the existing zegulatoery framework, to
implement measures either to limit. aaditional risk or to reduce
risks in othexr areas. Thus, in the case of SAM, the Commission

~
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opted for a two-year transitional period and retained the mechanism
for core customers, as.well as implementing the negotiated revenues
stability account (NRSA), as a safety net. In short, DRA believes
that SDG&E and 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 thanlproduce'tncertainty, in
the marketplace. Further, DRA points to Exhibit 10 in these
consolidated proceedings, which is PG&E’s 1987 second éuarter
letter to shareholders. In that letter, the Chairman of the Board
provides an account of the positive side of competition. This
demonstrates, in DRA’s view, that the utility applicants
(presumably including SDG&E) often present somewhat varying views
of the conmpetition issue teo shareholders and requlators.

We acknowledge that SDG&E may indeed be experiencing some
additional risk in connection with the restructuring of 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 limiting measures do not exactly
counterbalance the additional risks created by changes to the ERAM
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.

DRA 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.

DRA concludes that this translates to a diminution in the degree of
financial risk for SDG&E, or at the very least no change in that
risk. In addition, cash-flow positions have improved as SDG&E’sS
external financing requirements have been reduced due to
refinancing of high-cost debt issues. This is reflected in the
lower-than-1987 levels of embedded cost of debt.
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We are also keenly aware that SDG&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.

SDG&E has not requested an increased ROE for the 1988
attrition yeaxr, but rather a reduction from 13.90 to 13.75%. DRA
argues, persuasively in our view, that this implies SDG&E’s
recognition of the reality of lower required equity allowances (DRA
brief, p- 18). San Diego’s ROE recommendation, premised on 2a
similar analysis, is below the requested 13.75% as well (12.25%-
12.75%). TURN’sS 12% recommendation is keyed principally to the

November DRI forecast, which it believes warrants a downward
adjustment of 25 basis points across-the-board to all DRA
recommendations.

DRA’s recommended range of 11.75 to 12.75% is premised on
the argqument that currxent authorizations have not been fully
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 fact that recent returns for comparable
gas‘utilities,.at least, clearly evidence that downward trend
(Exhibit 14, Table 5; Exhibit 15). '

Thus, while we agree with SDG&E that increased risks
associated with regulatory changes (specifically the restructuring
of the natural gas industry and fundamental changes in the elcctric
industry in response to competitive pressures) will be considered
by investors to some extent, this consideration is counter=-balanced
by evidence that the c¢ost of money has diminished and that the
financial models and the economic indicators (Exhibit 14, Table 1,
#Trends In Interest Rates”) support a reduction in SDGSE’S
authorized ROE.

After cenridering all the evidence of the market
. conditions, trends, and the quantitati&e models presented by the
 parties, we believe that an ROE of 12.75% is just and reasonable
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for SDG&E in attrition year 1988. This adopted ROE produces an

overall rate of returm of 10.86% for the attrition year, as shown

in the following table depicting the adopted cost of capital.
SDGEE: Adopted Cost of Capjtal

component Capital Ratio Lot Factor Weighted Cost

Long-term Debt 40.50% 9.24% 3.74%
Preferred Stock 8.50 7.28 .62,

Common Equity 51,00 S 12.75 6,50
Total 100.00% 10.86%

IXX. RGEE‘s Application
A. PErocedural Backqround
On Augqust 4, 1987, PG&E filed its application seeking

adoption of a common equity return of 13.8% for the attrition year
1988. As noted, hearings on this application were heard on a
consolidated record. During these hearings, PG&E presented the

testimony of two witnesses, Gordon R. Smith, its Vice-President-
 Finance and Treasurer, and Jack F. Jenkins-Stark, Manager of
Financial Planning and Analysis. Mr. Smith testified on rate of
return policy issues, and Mr. Jenkins-Stark addressed rate of
returm methodology. DRA presented the testimony of Edwin Quan.
The City of San Francisco (San Francisco) presented no affirmative
case, but participated through cross-examination of various
witnesses. San Francisco opted to present oral argument on
October 27, in lieu of f£iling a brief; PG&E, DRA, and TURN filed

concurrent briefs by November 5, 1987, and the mattexr was submitted
on that date.
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B. Rate of Return Recommendations
Fox Attrition Year 1988

PG&E’s presently authorized rate of retuxn is depicted in
the following table:

Soppopent Capital Ratio Cogt Factor Weighted Cost

Long=Term Debt 46.50% 9.65% 4.49%
Preferred Stock 9.00 . 9.02 0.81

Common Equity 44,59 13.80 6,14
Total 100.00% ' 11.440%

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

PGEE _(Recompendation)
compopent: Sapital Ratio = Cost Factox Weighted Cost

Long-Texm Debt 45.50% . 9.48% - 4.31%
Preferred Stock 8.50 8.80 Q.75

Common Equity 56,00 13.80 6,35
Total 100.00% . 11.41%

DRA_(Recommendation)
Lopponent £apital Ratio cost_Factox ¥eighted Cost

Long-Ternm Debt 47.00% - 9.34% 4.39%
Preferred Stock 7.00 8.78 0.61

Common Equity 46,00 ' 12.7% B 5.87
Total 100.00% o 10.87

A review of these recommendations demonstrates that there
is disagreement between the two parties as to the ratio of
Aul i preferred stock to be used in the capital structure for the
1988 attrition year, as well as a dispute over the cost factor for
common equity. The cost factor for 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.

The embedded long=-term debt cost factors of PG&E and DRA
are also very close, although we believe that DRA’s recommendation
has been modified to reflect the November 1987 DRI control forecast
and PG&E’Ss 9.48% figure has not. We will adopt the more current
9.34% figure, since it is based upon use of the November 1987 DRI
forecast and is also adjusted to reflect DRA corrected costs for
PG&E’s variable embedded debt (TR. 526). This correction remedies
one major difference between the two parties’ original
recommendations and was made subsequent to the close of the record
pursuant to DRA’s agreement to take a second look at the
issue of variable embedded debt.

The parties have also agreed that 50 basis points should
be added to the 9.68% November 1987 DRI control forecast figure fox
AA-rated utility bonds, to derive PGLE’s incremental cost of debt
for the 1988 attrition year. The resulting 10.18% is adopted in
this decision. |

C. Capital Structure

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 recommended capital ratios are premised
on the capital structure for 1988 adopted by the Commission in its
last rate case decision (P.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 45.50% authorized in D.86-12-095 for use in
1988, to 47%. This adjustment would correspondingly lower the

percentage of preferred stock in the capital structure from 8.50%
to 7-00%. , ]

PG&E asserts that DRA‘s attemp* to increase the debt
leverage for ratemaking purposes during ‘et 1988 attrition year
‘should be rejected based upon the prior Commission decision.




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 recommended
capital structure for the attrition yvear 1988. Thus, the adopted
capital structure is comprised of 45.50% long-texm debt, 8.50%
preferred stock, and 46.00% common equity.

D. Return on Equity

The following table summarizés the positions of the
parties.

Wm

Barty . ROE

PGEE 13.80%

DRA 11.75=~12.75

San Francisco Middle to low 12% range
TURN 12.50%

PG&E and DRA submitted testimony showing the results of
various financial models as the starting point for establishing
ROE, but they cauticned that the model results are an analytical
guide, whose results must be tempered by judgment. As PG&E notes,
while such models are useful, they are not a substitute for
informed and reasoned Jjudgment of risks the utility is facing and
the return which is necessary to fairly compensate investors for
those risks. PG&E followed its practice in past rate of return
proceedings and employed three models: DCF, Risk Premium, and
CAPM. DRA relied on the same three financial models. Both parties
appear to have placed primary reliance on the DCF model, however.
San Francisco and TURN did not present independent analyses, but
made arguments in support of their recommended ranges. The
following table summarizes the results of the models presented by
Witnesses Jenkins-Stark and Quan.
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ROE

12.98-15.63%
- 14.94=15.00
- 15.72%

DRA DCF 11.96-13.05%
RP 14.70-15.10
CAPM 13.11%

*2aged on Qctober 1987 DRI Intormatioh

Because these models arxe only used to establish a range
for ROE, we will not repeat the detailed descriptions of each model
contained in this record. Additionally, PG&E and DRA have advanced
arguments in support of their analyses and in criticism 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 do note in passing that
there is much dispute over the dividend growth rates used in the
DCF model, given PGLE’s announced policy 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 DRA’S
constant growth rate assumption does not coincide with the
uéility's announced intentions in this regard. DRA used a much
lower constant growth rate for PG&E than it applied to other
utility applicants on a long-texrm basis. PG&E argues that DRA’s
action thus artificially assumes that after 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 DCF model, like all models, is
heavily influenced by tuhe-wssumptions employed. It notes however,
that in PSD’s application, the model is also influenced by the form
employed. PG&E argues that if ‘a more accurate variable growth rate
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model had been employed, and the yields associated with the lower
cuxrent prices incorporated, the results of the model would be
closer to the range suggested by PG&LE.

Despite the above controversy, we believe these models
provide a reasonable range from which to choose, and we will use
them as a rough guidepost in selecting PG&E’s 1988 ROE.
Nonetheless, as PG&E clearly states above, in the final analysis it
is the application of judgment, not the precision of these models,
which is the key %o our decision.

In applying this judgment, we assess the argquments
presented by.PG&E that it faces increased business and financial
risk during 1988. 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 factors.
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 progran.
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 for services allegedly not
needed. )

Second, PG&E focuses on the new gas requlatory structure,
and more specifically the default provision included in
D.87=03-044. Under that provision, PG&E asserts that it is
authorized to discount gas rates to customers with competitive
options, but is not allowed to price to any customer in excess of
the embedded cost of sexvice. The utility submits that any systenm
which allows it te discount rates for some customers to keep them
on line but which dees noet allow recovery through other rates,
including market base rates, from those who value the servize 7% a
much higher level incrementally and are willing to pay for .c, is a
system which almost certainly will operate in a manner which will

l
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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 to
minimize increased risks by imposing the safety net discussed
earlier in this decision. Like the other applicants who address
the safety net issue, however, PGLE does not believe the Commission
has done enough in this area. On the electric side, it notes there
is uncertainty and risk e¢reated 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 requlatory 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.87-10-041, which means, to PG&E, that absent extracrdinary
circumstances, no further cash flow will be authorized for Diablo
Canyon until the Commission completes the reasonableness phase of
these proceedings. PG4E also asserts that it is not recoverying
the full operations and maintenance expenses it is incurring in
connection with operating Diable Canyon. PG&E’S second concern
relates to what it views as the uncertainty caused by delay in
resolving the reasonableness issue.. That expected resolution has
now been 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
to be considered by investors evaluating an investment in PG&E.
Finally, there is DRA’s disallowance recommendation. PG&E asserts
that this recommendation has an undeniable effect on the capital
markevs’ ,.erception of PG&E’s securities, notwithstanding the fact
that che merits of the recommendation have vet to be tested in the
‘hearing room or embraced in any :ashioﬁ'by the Commission.
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PG&E also notes that objective market indicators of risk
confirm that it is a higher risk investment at this time than just
ten months ago. This argqument is based upen 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 bas declined to the extent that its common stock was, at
the time of these hearings, selling at a price below stated book
value.

As stated previously in connection with other
applications, DRA acknowledges that risk may have increased as a
result of the Commission’s actions in the area of restructuring the
gas and electric industries. However, again, it urges the
Commission aot 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’sS
arguments on this score; it suffices to say that DRA believes that
PGEXE and the other applicants have painted an overly bleak picture
of the impacts of the Commission’s actions in these arxeas--actions
which were desigmed 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 Quartexr 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 “pessimism department”, TR. 616: 1-28).

The issue which overshadows the others, however, is the
impact of the still pending status of oux xeasonableness review of
Diableo Canyon costs. It is difficult to say how much impact on an
individual investor the denial of further interim relief or the O&M
;ssue 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 .. Soe delay issue is more

.problematical, for it is difflcult to pinpoint with accuracy how
that investor views the delay in resolution of the issue or the DRA

-
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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
possess.

PG&E asserts that it is more risky today than it was ten
nonths 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 pending reasonableness reviews
associated with majoxr nuclear power plant additions. That
uncertainty has now been resolved for SDG&E and Southern California
Edison (Edison). Thus, it might 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 of the reasonableness review. DRA believes that
PGLE faces the highest level of risk ameng the othexr electric
utilities, apparently for this reason, and recommends that it be
authorized a return on equity of 12.75% - the top of the DRA- \//
recomnended 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.
("The Lag” issue). In San Francisco’s view, returns in the low to
mid 12% range are very fair returns in today’s economic conditions
(TR. 618). v

‘ Further, San Francisco raises an equitable argqument in
connection with Diablo Canyon. It acknowledges that ~“PG&E has a
Diablo problem”, but believes that problem is before the Commission
~and will be decided by the Commission in that proceeding (TR. 613).
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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 Diablo Canyon decision has not
yet been rendered. PG&LE on the other hand counters that the effect
of the uncertainty associated with resolution of the Diablo 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.

TURN’s 12% recommendation is keyed principally to the
November 1987 DRI forecast, which it believes warrants a downward
adjustment of 25 basis points to all DRA recommendations.

As we have discussed 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 question is whether these
increased risks support an increase in the return on egquity.

DRA’s recommendation recegnizes the risk issue in our
view, as well as the fact that interest rates may have reversed
their nid-1987 downward trend. That, coupled with the fact that
PG&E is requesting maintenance of its 1987 authorized ROE of 13.80
and no increase, argues that PG&E itself recognizes that the
markets are requiring lower equity allowances at this time, as DRA
maintains.

Thus, while we agree with PG&E that increased risks
associated with requlatory 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-ile cost of
money continues to decline (e.g., Exhibit 14, Table 1, ”“Trends and
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Interest Rates”). The financial models and the economic indicators
support some reduction in PG&E’s authorized ROE of 132.80%, because
we tend to agree with the DRA 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
Commission has yet to pass on the reasonableness of Diablo Canyon.
As stated previously, in this major respect, PG&E’s position is
much different from that of SDG&E and Edison which have finally put
SONGS behind them.

When we test DRA’s 12.75 recommendation against the
quantitative models, particularly PG&E’s application of the DCF
model (DCF is the model on which we place the most importance) that
recommendation appears somewhat low. All things considered, we
believe a 13.10% ROE is reasonable for the 1988 attrition year, as
balancing increased risk with otherwise improved financial
indicators. This adopted ROE produces an overall rate of return of
11.02% for the attrition year, as shown in the following table
depicting the adopted cost of capital.

Long~Term Debt 45.50% 9.34% ' 4.25%

Common Equity 46.00 13.10 - 6.93
Total 100.00% o 11.02%

IV. gSouthwest Gas’ Application
A. Frocedural Background
On August 14, 1987, Scuthwest Gas filed its application
for authority to revise its required return on equity for use in
its 1988 operational attrition filing (Advice Letter No. 390).
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Southwest Gas requests a 1l4% 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: Southwest Gas and DRA.

Southwest Gas presented the testimony of Andrew B. Laub,
its Treasurer. Edwin Quan presented DRA’s recommendation.
Southwest Gas, DRA, and TURN 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 of Return Recormendations

Lor Attxition Yeax 1988

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

Southwest casg (Present Authorization)
Coxpponent Capital Ratio snﬁx.zaszgx ¥Weighted Cost

Long-Term Debt 50.00% 11.36% 5.68%
Preferred Stock 5.00 10.21 0.51

Common Equity 42,00 15.25 6,86
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 (Recommendation)

Long~Term Debt 50.00% 11.00% 5.50%
Preferred Stock 5.00 95.78 Q.49

Common Equity. 45,00 14.00" - 6,30
Total . 100.00% e 12.29%
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DRA_(Recommendation)

Long-Texm Debt 50.00% | 11.1.6% 5.58%
Preferred Stock 5.00 9.57 0.48

Common Equity 42,00 ' 12.35% 5,56
Total 100.00% 11.62%

*Range is 11.75% = 12.75%

A review of these recommendations demonstractes that there
is agreement between Southwest Gas and DRA on the appropriate
capital ratios to be used for the 1988 attrxition year. As DRA
notes in its brief, Southwest Gas’ capital ratios for the 1988
attrition year have not been predetermined in a prior rate case
decision. Thus, in the case of Southwest Gas, DRA reviewed the
last authorized capital structure 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% debt, 5%
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 long-term debt costs, Southwest
Gas agrees with the DRA’s proposal to use the November 1987 DRX
projected cest 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 updated to reflect the November forecast,
we believe there is agreement that this is the appropriate figure
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 of debt for AA-graded securities as
projected by DRI. 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 d
recommendations of Southwest Gas and DRA in this proceeding.

There is a slight difference in the preferred stock cost
factor’s contained in the recommendations of Southwest Gas and DRA,
but given the closeness of the recommendations, we will adopt the
9.78% cost figqure contained in Southwest Gas’ recommendation.
C. Return on Equity |

The major disputed issue between Southwest Gas and DRA
concerns the appropriate return on ,common equity for attrition year
1988. The following table summar

Southwest Gas T 14.00%
DRA ‘ 12.35%

TURN , 12.10%

~ Southwest Gas and DRA submitted testimony showing the
results of various financial models as the starting point for
establishing ROE. As noted previocusly in this decision, these
models themselves are not dispositive of the issue, but are used as
an analytical tool in conjunction with reasoned judgment of the
risks a particular utility faces. Southwest Gas presented three
analytical approaches: comparative analysis, an optimum payment
ratio analysis, and a risk premium analysis. DRA relied on DCF, 'J/(
risk premium and CAPM, but does not recommend use of Southwest Gas
specific inputs to the DCF and CAFM models, favoring instead, the
use of comparable gas group data, in view of recent Southwest Gas
acquisitions outside the sphere of gas utility operations.

' TURN did not present an independent analysis, instead

making arguments in support of its recommendation. The following
table summarizes the results of the models preéented‘by witnesses.
Laub and Quan: . - L o
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ROE_Model Results
Payment Model ROE

Southwest Gas Comparative Analysis 11.8%
‘ Optimum Payout Ratio 14.97%
Risk Premium 14.20%

DCF 11.54%-12.60%
Risk Premium 9.07%- 9.68%

CAPM 11.61%

A brief discussion of 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 gomparative apalvysis of its
business/financial xisks in relation to a 4l-company composite of
natural gas distribution companies. The goal was to compare the
degree of Southwest Gas’ riskiness to that of the group. Southwest
Gas’ Laub identified six areas of greater-than-normal risk specific b/’
to Southwest Gas. (See Exhibit 8, 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
growth. 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 CRA’s
approach, mostly keyed to DRA’sS use of generic data associated with
the nine-company comparable group. Southwest Gas asserts that the
group is toe limited, and that DRA has not properly accounted for
the degree 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 sum, Southwest Gas asserts:

”...[I]t sinply is not possible to provide
adequate and meaningful recognition to the
lesser quality security status of a Southwest
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common equity shareholder by (i) establ;shlng a

single range of returns on common.equity based

exclusively on an analysis of data applicable

to ‘A’ rated companies, (il) referring to an

’A’ rated company (i.e., Southern California

Gas Coempany) which has been assigned a

recommended return at the midpoint within that

range, and (iii) adding 10 basis peoints 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 DRA using
#n~ rated data. It argues 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 peints
to recognize its particular risks.

DRA opposes Southwest Gas’ single-minded focus on the
significance of its Baa3 bond rating, in contrast to the bond
ratings of the other applicants. DRA‘S Quan maintains that bond
ratings are only one measurement of risk; Quan also asserts that
PSD’s recommendation does reflect the higher risk implied by
Scuthwest Gas’ low bond rating.

DRA also reminds us that, despite the applicant’s rating
spreads (Southwest Gas at Baal vs. SDG&E at Aa3), the requested
common ecquity returns vary by only a 25 basis point spread. DRA
maintains that its own recommended 100 basis point spread will
sustain the existing bond ratings.

Finally, DRA 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.

TURN recommends a 12.10% return on equity for Southwest

Ga;: pased on its arguments previously cited in these consolidated

matters, relating to the November DRI forecast.
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Given the evidence in this record of substantial
decreases in the cost of money since Southwest Gas’ 15.25% return
on common equity was set in 1985 by D.85-12-~103, we believe there
is ample 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 DRA 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 143
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:

Southwest Gas: Adopted Cost of Capital
Somponent Capital Ratio Sost Factor  Weighted Cost
Long=term Debt 50.00% - 11.16% 5.58%
' Preferred Stock 5.00 9.78 .49
Common Equity _45.00 12.90 5,80
" Total 100.00%

; {pic Licati

A. PRrocedural Background :

On September 8, 1987, Sierra Pacific filed its
application for authorization for a return «n ecuity for attrition
year 1988. Hearing were conducted on a conpdxidqted‘record with
four other attrition reviews. During these-heafings Sierxa Paciftic
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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. DRA presented the testimony of
Edwin Quan. |

Sierra Pacific, DRA, and TURN filed concurrent briefs by
November S, 1987, and the matter was submitted at that point.

B. Rate of Return Recommendations
For Attrition Year 1988

Sierra Pacific’s presently authorized rate of returxrn is
depicted in the following table:
53 Pacific (F ¢ Authorization
Capital Weighted
conponent =RaLlo Eactor R ¢ -}~ ~H

Long-Term Debt 49.09% 4.54%
Preferred Stock 7.46 .73

Common Equity 43,45 £.04
Total 100.00% ‘ 11.31%

In contrast, the recommendations of the active parties
for the 1988 attrition year are depicted below:

Sierra Pacific (Recommendation)

' Capital ‘ Cost Weighted
conponent —Ratio : Factor —Cost

Long-Texm Debt 49.09% 8.74% . 4.20%
Prefexrred Stock 7.46 7.24 .54

Common Equity 43,45 o 13.75 ‘ 5,97
Total 100.00% | © 10.80%
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DRA_(Recommendation)
Capital Cost Weighted
Component Ratle = Factor = _Cost

Long-Term Debt 49.09% , 8.71% 4.28%
Preferred Stock 7.46 7.35 .55

Common Eqruity 43,45 12.35. ‘ 5,37

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.

DRA notes that Sierra Pacific is the only applicant in
these consolidated proceedings which plans to issue new preferred
stock during 1988. DRA 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 DRA’S
cost factor of 7.35%, since it is the most up-to-date figure
available, premised on the November DRI forecast. There is very
little difference between the two parties on embedded debt cost ;/
figqures, and we will adopt DRA’s 8.71% figure.

' Sierra Pacific requests us not to update incremental debt
cost to account for the November DRI forecast, since the number, i
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
comnfortable using its recent historic cost level of 5% for such
debt and does not request that a higher cost be incorporated in its
capital structure. We accede to Sierxa Pacific’s request.
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C. Return on Equity
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:

Sierra Pacific 13.75%
DRA 11.75%=12.75%*
TURN 12.10%
*Recommends 12.35%
Sierrxa Pacific and DRA presented testimony showing the
results of various financial models. Sierra Pacific presented a
primary DCF analysis, cross—-checked by a risk premium analysis and
a second DCF analysis of 10 electric companies. DRA conducted DCF,
risk premium, and CAFPM analyses. The following table summarizes
the results of the models presented by witnesses Olson and Quan:
ROE_Model Results

Raty Medel RQE

Sierra Pacific DCF | 12.4%=13.4%%>
Risk Premium 14.5%
DCF (10 elecs) 12.5%=-13.0%

DCF : 11.08%~=12.15%
Risk Premium : ‘ 13.90%=-14.58%

' CAPM | © 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 arguments of the parties with
respect to the various inputs, since we use the models as r-=igb
guideposts, in conjunction with infoxrmed judgment.
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However, Sierra Pacific notes that both Quan and Olson
used analysts’ forecasts of dividend and earning growth rates in
their DCF 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). The essence of the c¢criticque is that DRA made
no reasonable effort to locate and identify other electric
utilities which could be reasonably categorized as comparable to
Siexra Pacific. ‘ . ‘

DRA, on the other hand, concludes in its report that
Sierra Pacific’s relative risk is below PG&E and somewhat higher
than that of SDG&E. It concludes this, while noting that the
financial models in isolation point te a lower equity return for
Sierra Pacific than for SDG&E; however, DRA 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 DRA’sS analysis has been insensitive to specific
information bearing on Sierra Pacific’s riskiness.

For its part, TURN supports its 12.10% reconmmendation
with reference to the November DRI forecast, as with other
applicants.

We conclude that DRA’s approach is not any more flawed
than others presented to us. Given the record evidence of
financial indicators (Exhibit 14, Table 1) and the range provided
on the various models, we conclude that the return on common equity
for attrition year 1988 should be 12.90%, for an overall rate of
return of 10.43%. The adopted cost of capital is shown below:
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si Pacific: Adopted Cost of Capital

Capital Weighted
sonponent ~Ratio ‘ —Sost

Long=Term Debt 49.09% 4.28%
Preferred Stock 7.46 .55

Common Equity 43,45 ' | _5.60 y//’
Total 100.00% 10.438 =

Comments

Comments on the proposed decision were filed by DRA,

PG&E, and SDG&E. DRA noted two typographical erxrors in the rate of -
return figures for Sierra Pacific and PG&E. These errors have been
correctad. With this exception, the comments of all three parties
were largely 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
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.

1. Cn July 31, 1987 SDG&E filed its application for
authority to revise its rate of return in accordance with the ARA
mechanism for attrition year 1988, requesting an 11.4% rate of
return and a 13.75% return on comuon equity, a change from the

11.61% rate of return and 13.9% return on' common equity presently
authorized.

2. SDG&E’s application was heard on a consolidated record
with four other related 1988 attrition year rate of return reviews.
3. . Prior to the conclusion of evidentiary hearings, the

applicants and DRA agreed to use the November 1987 DRI control
forecast to update debt costs for purposes of this decision. The
November DRI forecast shows a decline in the lurecasted level of
interests rates for AA rated utility bonds to 9.68%.
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4. There is no variance in the SDG&E/DRA recommended cost
figures for SDG&E’s preferred stock and embedded long-term debt
for the 1988 attrition years. These figures are 7.28% and 9.24%,
respectively.

5. Based on the November 1987 DRI control forecast f£or AA
rated utility bonds, 9.68%, and DRA’s recommended 0.25% increment,
SDG&E’s incremental cost of debt for the 1988 attrition year is
9.93%.

6. In D.85~12~-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%. 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 SDG&E and DRA as to the
appropriate equity ratio for the attrition year: 51.00%.

8. Investors can be expected to consider increased risk
associated with requlatory 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 ¢ost of money has
dininished; these factors militate against SDGEE’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 during this proceeding.

9. On August 4, 1987, PG&E filed its application for
adoption of an authorized rate of return for 1988 pursuant to the
Attrition Rate Adjustment mechanism, recquesting 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- ' o
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10. PG&E’s application was heard on a consolidated recoxd
with four other related 1988 attrition year rate of return reviews.

11. There is no significant disagreement 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 based on the
Novenber 1987 DRI control forecast, and is also adjusted to reflect
PG&E’s variable embedded debt. The 9.34% figure is thus more
current from PG&E’s earliex requested 9.48% figure.

13. DRA and PGLE have also agreed that 50 basis points should
be added to the 9.68% November DRI control forecast figure for AA-
rated utility bonds, to derive PG&E’s incremental cost of debt
figqure of 10.18% for the 1988 attrition year.

14. In D.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%. DRA’s proposal to alter
this adopted ratio for the.attrition year goes beyond a review of
the uwpdating of financial plans, of the type which is permissible
for an attrition yearvreview.

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

16. Investors can be expected to consider increased risk
assccxated with regulatory changes, specifically 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
counterbalanced by regqulatory actions designed to limit risk,
including the granting of some interin.relier in the case of Diablo
Canyon. These factors militate against retention of PGLE’s current
13.80% ROE for attrition year 1988, in favor of a 13.10% ROE which
is consistent with current economic’ indicators, and the resul4s of
the financial models.reviewed_duripg_this proceeding.
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17. On Augqust 14, 1987, Southwest Gas filed its application
for a review and revision of its required return on equity for
attrition yeaxr 1988, recuesting a 12.29% rate of return and a
14.00% return on common equity, representing a change from the
13.05% rate of return and 15.25% return on common equity presently
authorized.

18. Southwest Gas’ application was heard on a ¢onsolidated
record with four other 1988 attrition year rate of return reviews.

19. There is no significant difference between Southwest Gas
and DRA over the cost factor for preferred stock; we will use
Southwest Gas’ figure of 9.78% given the proximity of the figures.

20. DRA’s 11.16% embedded debt cost figure is based on the
November 1987 DRI control forecast, and is therefore more curxrent
than Southwest Gas’ 11.00% figure.

21. DRA and Southwest Gas have agreed that 100 basis points
should be added to the 9.68% November DRI control forecast figure
for AA-rated utility bonds, to derive Southwest Gas’ incremental
cost of debt figure of 10.86% for the 1988 attrition yvear.

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 DRA have agreed that a target capital
structure of 50% debt, 5% preferred equity, and 45% common equity,
is appropriate.

23. The determination 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 December 1985, our analysis of economic
indicators, Southwest Gas’ showing, and the results of the models
reviewed during this proceeding.

24. On September 9, 1987, Sierra Pacific tlled its
application for an authorized returnm on equity for attrition year:
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1988, requesting a 10.80% rate of return and a 13.75% return on
common equity, a change from the 11.31% rate of return and '13.9%
return on common equity presently authorized. ,

25. 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 target capital structure of 49.09% long-term debt, 7.46%
preferred stock and 43.45% common. equity should be adopted for the
1988 attrition year.

27. DRA’s cost factor, 7.35% for preferred stock is premised
on Sierra Pacific’s costing approach, but updated to reflect the
November 1987 DRI forecast.

28. There is very little difference between Sierra Pacific
and DRA embedded debt cost figures, but DRA’s fiqure, 8.71% has
been updated to reflect the November 1987 DRI forecast.

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

30. Based on the ranges in the financial models, and despite
the fact that DRA and Sierra Pacific have employed varying inputs,
we believe the record, including evidence of the prevailing
financial indicators, supports a reduction in Sierra Paciftic’s
presently authorized ROE from 13.90% to 12.90% 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%; preferred stock, 8.50%;
and common equity, 51.00%.

2. Thu cost figure of 9.24% for embedded long~-term debt
should be adopted for SDGGE during the 1988 attrition year,
- consistent with the preceding findings.
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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% figqure should be adopted as SDG&E’s incremental
cost of debt for the 1988 attrition year.

5. A 12.75% 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 §.50%;
and common egquity, 46.00%.

" 7. The cost figure of 9.34% for embedded long-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% for preterred 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 as PG&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 PGLE as just and reasonable for
attrition year 1988, based upon all o: the evidence considred in
this proceeding.

11. Consistent with the preceding findings, the follewing
capital structure should be adopted for Southwest Gas during the
1988 attrition year: olong-term debt 50%; preferred stock, 5%; and
ccmmon equity, 45%. .

12. The cost figure of 11.16% for. embedded 1ong-term debt
should be adopted for Southwest Gas during the 1988 attrition year,
consistent with the preceding findings. .
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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 findings.

14. A 10.86% figqure should be adopted as Southwest Gas’
incremental cost of debt for the 1988 attrition year.

15. A 12.90% ROE, resulting in an overall rate of return of
11.87%, should be adopted as just and reasonable for Southwest Gas ,///
during the 1988 attrition year, bhased upon all of the evidence
considered in this proceeding.

16. Consistent with the preceding findings, 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%.

17. The cost figure of 8.71% for embedded long-texrm debt
should be adopted for Sierra Pacific during the 1988 attrition
year, consistent with the preceding findings.

18. 7The cost figure of 7.35% for preferred stock should be
adopted for Sierra Pacific during the 1988 attrition year,
consistent with the preceding findings. :

19. 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 Siexra Pacific y//
during the 1988 attrition year, based upon all of the evidence
considered in this proceeding. ‘
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IT IS ORDERED that:
1. The following cost of capital is adepted for SDGEE for
attrition year 1988:
- SDG&E:._ _Adopted Cost of Capital
| '  capital’ Cost Weighted
Sompponent . Ratio Factor —Cost

Long=-term Debht 40.50% ' 9.24% 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 vear. ‘

3. SDG&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 letter filing for
the purpose of calculating revised rates for the 1988 attrition
year. _ '

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

PGEE: _Adopted cCost of Capital
Capital ~ Cost Weighted
couponent ~Ratio Ractor —Cost

Long-term Debt | 45.50% 9.34% 4.25
Preferred Stock 8.50 - 8.80 .75
Common Equity 4600 130 _6.03

Total |  100.00% ~ 11.02%

5. 10.18% is adopted as PG&E’s incremental‘cost of debt for
the 1988 attrition year. T . '
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6. PGEE’s adopted 1988 attrition year rate of return,
reflected in Ordering Paragraph 4, shall be used in conjunction
with PG&E’s pending 1988 attrition year advice letter filing for
the purpose of calculating revised rates for the 1988 attriticn
year.

7. The following cost of capital is adopted for Southwest
Gas for attrition year 1988: .
Southwest Gas: Adopted Cost of Capital
Capital Cost Weighted
Somponent -Ratio Factor ~cost

Long-term Debt - - 50.00% 11.16% 5.58%

Common Equity 45,00 1z2.90 5.80
Total 100.00% 11.87%

8. 10.86% is adopted as Southwest Gas’ incremental cost of
debt for the 1988 attrition year.

9. Southwest Gas’ adopted 1988 attrition year rate of
return, reflected in Ordering Paragraph 7, shall be used in
conjunction with its pending 1988 attrition year advice letter
filing (Advice Letter No. 390), for the purpose of calculating
revised rates for the 1988 attrition vear.

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

: iric: , {ta

Capital Cost Weighted
Copponent Ratio Factox —SCost

Long-term Debt 49.09% 8.71% 4.28%
Preferred Stock 7.46 7.35% 55
Common Equity 43.45 12.90 5,60
Total 100.00% 10.43%

11. 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 Oxdering Paragraph 10, shall be used in
conjunction with its pending 1988 attrition year advice letter
f£iling, for the purpose of calculating revised rates for the 1988
attrition year. '

13. PG&E is authorized to file within 7 days after the
effective date of this order, revised tariff schedules for electric
rates. The new rates will reflect: (1) The revenue increase
authorized in D.87-11~019 covering PG&E’sS Phase 1 revenue increase
related to its Energy Cost Adjustment Clause, Annual Energy Rate
and Electric Revenue Adjustment Mechanism; and (2) The revenue
increase related to its attrition filing which will reflect the
return on equity authorized by this decision. PG&E’s attrition
filing is separately covered by Commission Resolution E=3061 which
is concurrently undexr consideration along with this decision.

The rates filed shall reflect the total revenue
requirement set forth in Appendix B to this decision and shall be
in accordance with the rate design adopted in D.87-12-033. The
adopted rate design is set forxrth in Appendix € to this decision.
The 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 29987 , at San Francisco, Califormia.

- STANLEY W. HULETT .
.. President

DONALD VIAL
FREDERICK R DUDA
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. ' APPENDIX A

LIST OF APPEARBNCES

Applicants: Rarton M. Mverson and Thomas 6. Hankley, Attorneys at
Law, for San Diego Gas & Electric Company:
and Roy M. Rawlings, Attornmeys at Law, for Southern California
Gas Company; Roger J, Peters and Richard H. Moss, Attorneys at
Law, for Pacific Gas and Electric Company:; lLawrence V.
Ropertson, Jr.., Attorney at Law, for Southwest Gas Corporation:

and James D. Salo and RBoris Lakusta, Attorneys at Law, for
Sierra Pacific Power conpany .

Interested Parties: Makthew V., Brady and Marcia Preston,
Attorneys at Law, for the California Department of General
Services; Eric Eisenman and Andrew Packard, for Transwestern
Pipeline Company; carel B. Henningsen and James M. Lehrer, by
John P. Hughes, Attorney at Law, for Southern California Edison
Company; Reed V. Schmidf, for the California Street Light
Association; William Shaffran and Leslie J. Girard, Attorneys
at Law, for the City of San Diego:; Mighel Peter Florio, Mark
Barmore, and Jon Elliott, Attorneys at Law, and Sylvia M.
SLegel, for Toward Utility Rate Normalization (TURN):; Garxrv R.
Simen, 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 Leonard
Snaider, Attormey at Law, for the City and cGunty of San
Francisco; Messrs. Chickering & Gregory, by £. Havden Ames,
Attorney at law, for Chickering & Gregory: Shelley Ilene
Rosenfield, A:torney at Law, for City of Los Angeles: and Manuel
Kroman, for himself.

Commission Staff: James S. Rood and Timothy E. Treacy, Attorneys
at Law, Terxry R, Mowrev, and Gregory A, Wilson.

(END. OF APPENDIX A)
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APPENDIX B

PACIFIC GAS AND ELECTRIC COMPANY
Attrition Year 1988 - Calitornia Jurisdiction
Revenue Changes Adoptad for Revenue Al).ocaf.ion and Rate Des;‘.gn

" .| PRESENT RATE - ADOPTED .. REVENVE
REVENUE ELEMENT o ‘ “REVENUE - REVENUE . CHANGE
' Y 3
(3 sillion) ($ aillion). (s mnon)

(a)' o (v) (c)

Base Energy Rate 2,883,437 3.028.3%8 144,901
Annual Energy Rate (AER) ‘ 129.530 13122 4,192
Conservation Finaneing Adjustment (CFA) 10.757 10.757 0.000
Diable Canyon Adjustsent Clause (DCAC) 382.517 391.003 8,486
Energy Cost Adjustaent Clause (ECAC) 1,445,891 1,445,891 0.000

CPUC fees A . B 5 S - 0.000

A L

Subtotal . 4859.75  S,0LT.306 - 1ST.ST9.
Other revenues . S2un run 0000
Total - | 4,381.902  5,009.48L  1S7.579
1/ Based on adopted ECAC sales of 63,273.843 6NN, including adjustaent for eployes discounts.

Base Energy Rate revenuas include large nght power contract revenue shortfall, per
Decision 87-12-03%, at page 31.

Present rates using current tariffs, which were sade effective 7/1/87. Revenue changes may

differ from those adopted in D.87-11-019, because present rates in that decision were those
uffocnva 4/1/87

Assumes full recovery of $388.0 million in DCAc rate, angd attrition per Resolutzon E-3061
at 13.1 X return on.equity. ‘

(END APPENDIX 8)
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APPENDIX C, Page 1

Pocific Cas and Electric Company
ADOPTED REVENUE ALLOCATION
Basod on-Capped EPMC Revenue Allocation. from

Dacision 87-12-033: (A.87-04+035). 7 o

' Seles 2/ Prosent Revenues ‘ MC Revenue  Percent Change Adopted Reverwes 1,3/ o

Responsibility: From Present . Percent Change =

Class of . kih . Effective Ave. Rote ' from PSD/TURN:  Rev. Assuming - Effective Ave. Rate * From Present -
Service - ¢0008) €0008) L Stipulatn(000s) EPMC Allocation €000m) c/kih - Reverues
Res{dent{al 22,083,000 51,742,000 7.89 ‘ (51,562,347 M7 31,889,282 8.56 ‘
Small Light & Power 7,171,756 605,356 9,56 ‘ $529,425 -3.92 585,356 9.36
Med. Light L Power 10,890,673 3934,023 8.58 S £705,07% *6.10% 3934025 8.58
Large Light & Power 20,023,321 $1,267,909 6.33 971,816 o4 65X $1,267,009 633
Agriculture ' 2,637,372 $176,326 6.69 $220,827 S5.7S% $186,682 - T.08
Raf lway 249,000 817,727 7.2 $12,570 “13.19% 7,72 7.2
StreetLight 280,880 536,374 12.95 $32,117 -z N 295
Total 63,336,002 34,859,725 7.67 _ $4,034,002 3.5 35,017,304 T2

17 Thin table reflects ncrease In system revonues due to ERAM, AER, and attrition adjustments

fdentified {n Appendix B. No changes are assumed in revenue from meter charges for optional

TOU schedules, submeter discounts, streetlight facilities charges, lLoad monagement adjustments, '
or other cperating revenues. Reverwes from meter charges, submeter discounts, streetlight e
facil{t{en charges, and load management adjustments sre fncluded in.customer class revenues

shown 1n this table. ‘ '

2/ Based on unad]usted residentfal sales; adjusted resfdential sales are 22,020,841 NKWh.

3/ The proposed reverues reflect the SX cap over system average percentage change (SAPC) for .
residential and 2.5% cap over SAPC for agriculture, and SAPC adjustmants nocounary 1o produce
syatem revenues..
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ADOPTED
INTRA=CLASS REVENUE ALLOGATION
TO TARIFF SCHMEDULES
Pacitic Cos and Electric Company

Based on Capped EPMC Revenue Allocation
Adopted in Deciafon 87-12-033 (A87-04-035)

FACILITIES
ADOPTED . ADCPTED '.  CHANGE FROM  CHARGZS £re
CUSTOMER CLASS AVG. RATE TARIFF SCHEDULE SALES (MkWwh)' REVENUECS000s) AVG. RATE/KWh PRESENT RATES €000's)

Ren{dantial Schedule E-1 21,711,462 37,881,560 $.08646 3.33% $-13,553,.732
Schedule 2-7 309,379 $21,401 . s.06917 13.39%  $1,146%,700
Load Mgme, 2-1,320,000

small Light & Power Schedule A-1 6,977,282 $667,327 $.09564

; Schedule A-4 100,870 $0,387 $.09306 301,700
Schedule A-15 2,064 $262 $.12704 77,78
Schedule TC-1 91,540 33,216 $.0807S5.

Medium Light & Power $.08576  Schedule A-10 9,525,673 822,187 2.08431

Schedule A-11 1,345,000 $111,828 . 508178 $126,000
Schedule § 38 n/a

L~
. Large Light & Power Schedute E-20-T 1,559,414 373,390 3.04706 $146,4Q0
Schedule E-20-p 9,177,956 $5464,420 $.05932 3205,680
Schedule E-20-5 8,998,436 $633,545 $.07041 $130,440

Schedule A-RTP 186,372 $10,125 $.05491
Schedule S ‘ $120 n/a

Specl Contracts 103,163 $6,550 204349 .
Load Mgme, ' 3-595,000
Agriculture 2$.07078  Schedule PA-1 1,022,030 338,795 $.084688
Schedule AG-1A 21,300 32,753 £.12925 )
Schedule AG-RA 11,420 SO4LT $.08293 232,533
Schedule AGsVA 11,420 2801 207799 316,207
Schedule AG-4A 25,340 $1,920 $.07576 360,900
Schedule AL-5A 36,420 2,313 $.06357 7,648
Schedule AG-6A 181,640 311,719 $.06452
Schedule AC-10 37,680 %4089 $.10353
Schedule AG-RB 25,690 . £2,29%0 . 5.08013 340,564
Schedule AG-VB 25,340 $2,088 3.08242 ' 311,538
Schedule AG-4B 37,110 32,930 $.078%6 (525,758
Schedule AG-58 224,692 211,269 £.05015 . 238,760
Schedule AG-4B oT7.310 254,406 $.05567

qu Lway $.0M19
. Streetlight Energy  $,07296

1/ Revenue excludes optional TOU meter charges, submeter discounts,. and atr«tuﬁht facilities charges
fdentified fn right-hand colum.
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ADOPTED RATES FOR
PACIFIC GAS & ELECTRIC COMPANY
Effective 1/1/88

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

PRESENT RATES ADOPTED RATES
Rate Compenent . SUMMER WINTER SUMMER WINTER

(S/XWH, $/KW, $/CUSTOMER MONTH)

RESIDENTIAL
E-1 '
Tier 1 Enexqgy /1/ $.06465 $.06465 $.06700 $.06700
Tiexr 2 Energy $.10396" $.1039¢ $.21754 $.11754
Minimum Charge $5.00 - $5.00 $5.00 $5.00

On-Peak Energy $.21992 $.10119 $.15824 $.12046
Off-Peak Energy $.05278 $.06877 $.07772 $.07887
Baseline Credit $.03930 $.03930 $.05054  $.05054

‘inimum Energy Charge $5.00 . $5.00 $5.00 $5.00

- Meter Charge $4.50 $4.50 - $4.50 $4.50

AGRICULTURAL
AG-1-A A
Enerxgy Charge $.0892S $.08925% $.09537 $.09537
Penand Charge $%.25 $1.25 $1.30 $1.30
Customer Charge $7.50 0 $7.50 $7.50 $7.50 .

AG-R-A _
On-Peak Enerqgy $.12122 $.12865
Partial-Peak Enerqgy $.04994 : $.05300
Off-Peak Energy $.04849 $.03830 $.05146 $.04065
Demand Charge $2.50 - $2.50 $2.65 $2.65
Customer Charge $7.50 $7.50 $7.50 $7.50
Meter Charge $11.30 $11.30 $11.30 $11.30

1/ 7The residential baseline rate equals first tier sales (13,291,258
billed MWh plus 61,812 MWh not billed due to minimum bills = 13,353,070
MWh) times 85% of the system average rate shown in Appendix C, Page 1,
(.85 * $.0792/KWh = $.06733/kWh) (i.e., a total first tier revenue of
13,353,020 MWh * $.06733/kWh = $889,124,558), minus the revenue from
residential minimum bills ($8,664,135), divided by billed first tier
sales ({$889,124,558-$8,664,135) / 13,291,258 XWh = $.06700/kWh) .

The rate limiter applicable to the "AG" series will be $.71509/kwh.
amount equals the existing rate limiter ($.67542/kWh) times the
io of the adopted agricultural revenue allocation to the revenues
at present agricultural rates (1.05873).
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ADOPTED RATES FOR
PACIFIC GAS & ELECTRIC COMPANY
Effective 1/1/88

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

PRESENT RATES

ADOPTED RATES
SUMMER - WINTER

Rate Component SUMMER WINTER

($/XWE, s/xw,,sycvémoxzk MONTH)

AG=V=2
on-Peak
Partial-Peak
Qff~Peak
‘Demand
Customer
Metexr

G-4-A
o On=rPoak

Partial=rPeak
Off=-Peak
Demand
Customer
Meter

AG~=S=-A
On=Peak
Partial-Peak
Off~=Peak

Demand

Customer
Meter

AG=6=A
Enerqgy

Demand
Customer

AG=1~-B

é

Encrgy
Denand
Custeonmer

Energy
Energy
Enerxgy

Charge.

Charge
Charge

Energy
Energy
Enerqgy
Charge
Charge
Charge

Enexgy
Energy
Energy
Charge
Charge
Charge

Charge
Charge
Charge

Charge
Charge
Charge

$.11919

$.04768
$2.50
$7.50
$7.00

$.11827

$.04732
$2.50
$7.50
$7.00

$.04164

$3.25

$7.50
$7.00

$.05398

$3 -.25‘"

$7.50

$.07304

$7.50

$.04911
$.03767
$2.50
$7.50
$7.00

$.04873
$.03737.

$7.50

$7.00

$3.25
$7.50
$7.00

$.03689

$3.25

$7.50

$.07804
$7.50

$.12635

$.05054
92.65
$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
5‘7-00

$.05150
$.03949
$2.65
$7.50
$7.00

$.04545
$.03487
$3.45
$7.50
$7.00

$.03911
$3.45°

$.08262
$7.50
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ADOPIED RATES FOR
PACIFIC GAS & ELECTRIC COMPANY
Effective 1/1/88

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

PRESENT RATES

ADOPTED RATES
SUMMER WINTER

Rate Compeonent SUMMER WINTER

(S/xwx; $/KW,  $/CUSTOMER MONTH)

AG-R-B
On-Peak
On=-Peak
Partial-Peak
Off=Peak
Maximum
Custonexr
Meter

 dRG-V-B ,
/ On—Peak

On-Peak
Partial~=Peak
Off~Peak
Maximuamn
Customer
Meter

AG=4=B

On-Peak

, On—Peak
Partial-Peak
Off=Peak
Maximum
Custonexr

Meter

AG=4=-C
On-Peak
On~-Peak
Partial-Peak
Qff=-Peak
Maximum
Customer

‘ Meter

Enerqy
Demand
Enexgy
Enerqgy
Demand
Charge
Charge

Enerqgy
Demand
Energy
Enexgy
Demand
Charge
Charxge

Enexrgy
Demand
Enexqgy
Enerqy
Daemand
Charge
Charge

Energy
Demand
Energy
Energy
Demand
Charge
Charge

$.06908
$1.20

$.05527
$3.00
$7.50
$8.40

$.06638
$1.20

$.05310
$3.00
$7.50
$6.00

$.06512
$1.20

$.05210

$3.0C

$7.50
$6.00

$.06512
$1.20
$.06380

$.04785

$3.00
$7.50
$6.00

$.05469

$.04195
$7.50
$6.00

$.05366
$.04116
$7.50
$6.00

$.05366
$.04116
$2.00
$7.50
$6.00

$.07420
$L.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

$3.20
$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

$.05681
$.04358
$2.10
$7-50
$6.00
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ADOPTED RATES FOR
PACIFIC GAS & ELECTRIC COMPANY
Effective 1/1/88

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

PRESENT RATES

ADOPTED RATES
SUMMER WINTER

SUMMER WINTER
(S/KWH, $/KW, $/CUSTOMER MONTK)

Rate Component

AG~5~B
On-Peak
On=-Peak
Partial~Peak
Off-Pealk
Maximum
Customer
Meter

G=5=C
on—-Peak

On=Peak
Partial-Peak
Off-Peak
Maxixam
Custoner
Meter

AG-6-B
Enexrgy
Demand
Custoner

Enerxgy
Demand

PA~2
On-Preak
Partial-Peak
Off=Peak
Denand
Meter

¢

Energy
Demand
Energy
Energy
Denana
Charge
Charge

Energy

Demand
Enerqgy
Enerqgy
Demand
Charge
Charge

Charge
Charge
Charge

Charge
Charge

Energy
Energy
Enerqgy
Charge
Charge

' $.04035

$2.20

$.03228

$7.50

' 6.04035

$2.20
$.03949
$.02962
$4.50
$7.50
$6.00

$.03779
$4.50

$7.50.

$.07635
$.60

$.12701
$.07617
$.06552

$.80
$10.00

$.03325
$.02937
$3.00
$7.50
$6.00

$.03091

$3.00
$7.50

$.07635

$.60

$.10346

$.07617

$.80
1$10.00

$.04196
$2.30

$.03364

$4.50

$6.00

$.04196
$2.30
$.04116
$.03087
- $4.50
$7.50

S'b 04 10‘2
$4 - 50
$7.50

$.08084
$.64

$.13448

$.08065 -

$.06937

$.85 .

$10.00

$.03466
$.03061
$3.00
$7.50
$6.00

$.03466
$.03061
$3.00
$7.50

$.03355
$3.00
$7 - 50'

$.08084
$.64

$.20955
$.08065

$.06937
$.85%"
$10.00-
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APPENDIX C, Page'7

. ADOPTED RATES FOR
PACIFIC GAS & ELECTRIC COMPANY
Effective 1/1/88

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

PRESENT RATES

ADOPTED RATES
SUMMER WINTER

Rate Component SUMMER WINTER

 (S/KWH, $/KW, $/CUSTOMER MONTH)

On-Peak
QLf-Peak
Meter

PA-42 :
On=-Peak
Qff-Peak
Demand
Meter

!A-4B

On~-Pcak
On-Peak
Partial-Peak
Qff=-Peak
Maximan
Meter

PA-R
Restricted-Peak
On-Peak
Qff=Peak
Meter

Enexgy
Energy
Charge

Enexgy
Energy
Charge
Charge

Enexgy
Demand

Energy

Enexgy
Denand
charge

Enerqgy
Energy
Enexqgy
charge

$.12171

$.07091

$.21485

$.04595

$.60
$6.50

$.25759
$.80
$.05908
$.04022
$.60
$6.79

$.18728
$.10608
$.06386

$10.00

$.12171

$.07091
$3.75

$.18885
$.04595
$.60
$6.50

$.24323
- 5.80
$.05908
$.04022
$.60
$6.79

$.17075
$.09391
$.06385

$10.00

(END OF APPENDIX C)

$.12887

$.07508

$.22749

$.04865

$.64

$6.50

$.27274
$.85

'$.06256

$.04259
* $.64

$6.79

$.19830
$.11229

$.06762

$10.00

$.12887

$.07508
$3.75

$.19996
$.04865.

$.64
$6.50°

$.25754
$.85
$.06256
$.04259
$.64
$6.79

$.18079
'$.09943

$.0678)
$10.00
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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNTIA
Application of Pacific Gas & Electric)

Company foxr adoption of authorized
rate of retuxrn for 1988 pursuant to
Attrition Rate Adjustment Mechanism
(U39M) .

)
)‘L

In the Matter of the Application of
San Diego Gas & Electric Company,
for Authority to Revise its Rate of
Return in Accordance with the
Existing Attrition Rate Adjustments
(ARA) Mechanism and to Utilize the
Revised Rate of Return in its

1988 Attrition Filing (V902-M).

In the Matter of the Application of
Southern California Gas Company

(U904G) to Implement its Attritien
Allowance and to Establish a Return
on Equity for 1988.

In the Matter of Application of
Southwest Gas Corporation for a
Review and Revision of its Required
Return on Equity, and for Authority
to Utilize the Revised Return o
Equity in a 1988 Operational
Attrition Filing (U905G).

\kuv

In the Matter of the Applicafgon of
SIERRA PACIFIC POWER COMP to
Authorize a Return on Equity for
‘Calendar Year 1988 (UQOBE)L
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(Filed July 31, 1987)

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

Application 87-09-013
(Filed September 8, 1987)

.
(See Appendix A for appearances.)
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I. RBackground o t

These consolidated proceedings involve rate of”return
reviews in connection with the 1988 attr;t;onlfllengs/af Southern
California Gas fompany (SoCal Gas), San Dmego Gae,and Electric
(SDG&E) , Pacific Gas & Electric Company (PG&E) outhwest Gas
Corporation (Southwest Gas), and Sierra Pac1 Pewer’cOmpany
(Sierra Pacific). .n

In Decision (D.) 85=12- 076 issned December 18, 1985,
this Commission established the current/éramework of the Attrition
Rate Adjustment Mechanism (ARA). xn.cénnectlon with financial
attrition issues, the Commission re‘ ires a review of the return on
common equity for each utility which files an ARA advice letter.
Howevex, given the need to addre§é~factual issues in connection
with adopting a rate of returny/the Commission has determined that
the best procedural course is o*requmre each wtility to file
separate companion appl;catapns*address;ng return on equity (ROE)
issues for the attrition year. #

The appllcatlon treated in today’s decision were filed
in compliance with the above gu&dellnes.- The particulars of each
application are addressed in subsequent sections of this decisien.

On August 21/’1987 the Division of Ratepayer Advocates
(DRA) filed a motion f&questlﬁ@ consolzdat;on of the rate of return
reviews for the several energy. utzlzt;es who are seeking attrition
- adjustments for the/&988 attrzt;on year. A prehearing conference
(PHC) was held before a;smgned Administrative lLaw Judges (ALJTs)
Stalder and Carew/én September 8, 1987, in the four then pending
applications ( i.e., those of »PG&E, SDG&E, Southwest Gas, and SoCal
Gas). The ALJs Peard argument on DRA’s Motion to Conseolidate from
the parties, and from Sierra Pacmfzc, which appeared voluntarily at
the PHC, desp; e the fact that, as of September 8, 1987, its
attrition app%pcatlon had not*been filed. At the concluseon of
this oral argument, the four pend;ng appl;cat;ons were consolldated

-
)
L)

f

ha‘
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for purposes of conducting rate of return reviews (PHC TR. 18).
By ALY Ruling dated October 9, 1987, Sierra Pacific’s A.87-09=-013
was also consolidated with these matters. Hearings on the five
consolidated rate of return reviews were held October 21,'g3;’and
26-27, 1987, before ALY Carew in San Francisco. This decision
disposes of all issues raised in these consolidated :EG&ews for
SDG&E, PG&E, Southwest Gas, and Sierra Pacific. jg/géparate
companion decision disposes of the operational and financial
attrition issues raised in SoCal Gas”’ attrition application.
IT. SDGEE’ licati

A. d/ _
On July 31, 1987, SDG&E filed/its application for
authority to revise its rate of return in accordance with the ARA
nechanism for attrition year 1988.J/§DG&E requested an 1l.4% rate
of return for that year, and a 1%/75% return on common equity.
This represented a reduction from current authorized 1987 levels
(11.61% rate of return based on a 13.9% return on common ecquity).
Three parties actively partis&bated,in SDG&E’s portion of the
'consolidated proceeding: §PG&E, DRA, and the City of San Diego
(San Diego) . 4 '

SDG&E presented/khe testimony of two witnesses. Its Viece
President-Finance and éef Financial Officer R. Lee Haney
testified on SDG&E's‘b;Ziness risks and financial policies as they
impact on the 1988 attrrition year request. SDG&E’s Manager-
Financial Analysis %/%orecasting, Richard A. Xrumvieda testified on
the technical analysis underlying SDG&E’s rate of return request
for the attrition’§ear. Edwin Quan presented the DRA
recommendations 5élative to SDG&E’Ss request. San Diego presented
no affirmative case, but participated through cross-examination of
the witnesses. /San Diego presented oral a:gument on Octobex
27,1987, in lieu of f£iling a brief. SDG&E, DRA, and Toward Utility
Rate Normalization (TURN) filed concurrent briefs by November S,
1987, and thé'matter was submitted on that date. The parties’
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‘

positions are summarized in the table below, and are subsequently
discussed in our disposition of the issues.
B. Rate of Return Recommendations
For AGtrits Y

SDG&E’s presently authorized rate of return is depicted
in the following table:

SDGSE. (X Authorization!
component: Capital Ratio cost Factoxr Weighted Cost

Long=-term Debt 42.00% 9.54% 4.01%
Preferred Stock 8.50 8.52 0.72

Common Equity 49.50 13.90 £.88
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:

SDGKE_(Recommendation)

Long-term Debt 40.50% 9.24% 3.74%
Preferred Stock 8.50 7.28 0.62

Common Equity 51.00 : 13.75 7.01
Total 100.00% . ' 11.37%

DRA__(Recommendation)
Somponent Capital Ratio Cost _Factox Weighted Cost

Long-term Debt 42.50% C 9.24% 3.93%
Preferred Stock - 6.50 7.28 0.47

Common Equity 51.90 12.25% 6,25
| Total 100.00% , 10.65%

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

is agreement between SDG&E and DRA on the cost factors for
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preferred stock and long-term.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 embedded
long-term debt. Our adopted incremental cost of debt is based on
the November DRI forecast figure for AA utility bonds (9.68%, plus
the 0.25% increment recommended for SDGSE by DRA (DRA brief, p. 7).
The adopted figure for 1988 is thus 9. 93%.hlwe proceed now to
discuss the disputed issues. W
c. Capital Structure 4

The capital structures to be used by SDG&E Zfor 1986,
1987, and 1988 were determined in its last general rate case
(D.85-12-065). For 1988, the chszSLOn established a
debt/prefexrred ratio of 40.5%/8.5%. SDG&E has used these adopted
ficures in its 1988 attrition vear show:.ng. In contrast, DRA has
recommended changing the debt/preferred ratio to 42.5%/6.5%. DRA’S
rationale is that since the cap;tal'structure for 1988 was
determined during the last general»rate case (based on estimates of
SDG&E’s capital regquirements and £1nanc1ng plan nmade in 1985),
during the last general rate case, changes in SDG&E‘s financing
plans, (specifically the amount o! preferred stock refundings) have
caused the actual capital strucgpre to change f£rom that previously
adopted. PSD is recommending recogn;tmon of the decrease in the
preferred stock ratio zrom‘&.S%/to 6.5%. This has a corresponding
impact on the debt ratio, 1ncreas;ng it from 40.5% €0 42.5% , as
previously noted. ‘

e e B 2 e g e rai

4 The cost of long-term debt is the same in both parties’/
recommendations: 9.24%. However, DRA‘sS 9.24% includes the impacts
of the November DRA control forecast (which the parties agreed to
use to update debt cost figures on the last day of hearings), and
SDGSE’s fiqure presumably does mot include these impacts, since it
is unchanged from the figure appearing in the application.

¥
1
)

— é“—




A.87-08-006 et al. ALY/LIC/rsx

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 recquirement; SDG&e asserts the change
has nothing whatever to 4o with determining the proper return on
~equity for the attrition year. In addition, SDG&E opposes the
recommendation, assexting that it runs counter to the Commission’s
determination to adopt capital structures for the test year and
succeeding attrition years. SDG&E questions why the Commission
would want to specifically adopt a capital structure for future
attrition yeaxrs, 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 be a legitimate function of these
attrition review. It believes that its recommendation merely
captures a decrease in the preferred stock ratio that has actually
occurred since the issuance of the general rate case decision.

We decline to adopt DRA’s recommendation, preferring to
adhere to the adopted capital ratios emanating from the last
general rate case. At the time we issued D.85-12-065, we certainly
contenplated 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
DRA recommended recognition of a change in the actual ratios

between long-term debt and prezerred stock goes beyond such
permissidble updating. :
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I D. ‘b
The other majoxr contested issue is the appropriate return
on common equity for 19588. The 'following table summarizes the
positions of the parties:
, ' N
Party ROE

SDG&E | 13.75%
DRA 11.75%-12.75%

San Diego 12.25%-12.75%

TURN 12.00%

SDGS&E and DRA submitted testimony showing the results of
varlous financial models as the starting point for establishing
ROE, but they cautioned that model xesults are an analytical guide,
whose results nust be tempered by judgment. SDGLE presented a
discounted cash flow (DCF) 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 SDGLE’s
attrition year request. San Diego and TURN did not present
independent analyses, but made arquments in support of their
recommended ranges. The following table summarizes the results of
the models presented by Witnesses XKrumvieda and Quan.

ROE Mode) Results
Raxty Model, _ ROE

joles 13.25%-14.65%
Risk Premium’ 14.1%- 14.8%

DCF 11.65%-12.73%
Risk Premium 13.33%-13.73%
CAPM 12.28%

Because these nodels are used only to establish a‘range
for ROE, we do not repeat the detailed descriptions of each model
contained in this record. Additionally, the parties have advanced
arguments in support of their analyses and in criticism of the

input assumptions used by other parties. These-arguments are not
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extensively addressed in this decision, given our assessment that
they do not alter the model results shown above. These models
provide a reasonable range from which to choose, and we will use
them as a rough quidepost in selecting SDG&E’Ss :1.988 ROE.
Nonetheless, in the f£imal analysis, it is the a:pplzcatlon of
judgment, not the precision of these models, ‘wh:.ch is the key to
our decision. : '

In applying this judgment, we ass’ess the arguments
presented by SDG&E that it faces :.ncreased business and financial
risk during 1988. SDGKE asserts that our consideration of the
market cost ¢f equity capital must reflect an analysis of many
factors, including the current status of certain business risks,
and an assessment of their probable: d.'urectn.on during the period for
which the rate is being set. SDG&E's—* Haney testified that the
utility faces additional business r:.sk from increased competition
and from regqulatory decisions "retroact:.vely reallocating risk” of
prior utility actions. i

SDG&E assexts: that it faces higher risk levels from
competition than it did during :.ts' ‘last test year review, primarily
from cogenerators who are depr:w:u;g it of a portion of its electric
market. When cogeneration is viewed as a source of capacity to
SDG&E, it poses an additional rislz because of SDG&E’s relatively
low reserve margin (15%), which means that any significant variance
between promised and delivexed th:.rd party power endangers SDG&E‘’s
ability to perform its franchise ,_gbl:.ga.ta.ons.

More importantly, SDG&E points to DRA-recommended
disallowances of costs associated; with the Southwest Power Link
(SWPL) . It asserts that DRA is a::gu:.ng for disallowances totalling
$285 million, exclusive of an add:.t:.ona.l $35 million in lost
interest expense recovery assoc:.ated with DRA’s five-year
amortization proposal. < ‘

SDG&E also points to ot.b.er ra.temak:mg risks, including
the Commission’s acticons to elmln;te the supply adjustment
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mechanism (SAM) and the purchased gas adjustment (PGA) mechanisn
for SDG&E’S noncore gas customers. SDG&E recovers about 40% of its
gas revenues from this market. On the electric side, the
Commission is considering the elimination of the electric revenue
adjustment mechanism (ERAM) and has already established a program
to eliminate ERAM and the annual attrition‘adjustment for the large
light and power class beginning April 1, 1988. SDG&E has not
assessed what percent of its electric salés”or revenues it believes
it will lose as a result of this Commission action. SDG&E believes
that DRA witness Quan failed to focus on specific risks facing
SDG&E, relying instead on a generic risk disecussion. In contrast,
SDG&E believes the Commission must recognize the substantial
specific business risks which SDG&E faces in the attrition yeaxr.

SDG&E also asserts that its financial risk has increased
due to cash flow decreases of approximately $40 million
attributable to the 1986 Tax Reform Act. Further, it asserts that
any refinancings it has conducted have already been reflected in
its proposed debt embedded cost for 1988. Therefore it asserts
that its financial condition is not improving as DRA inplies.

DRA 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 sight of the underlying intent of these decisions, which was
€0 enable the utilities to respond to changes in the marketplace
keyed to competition and bypass concerns. In such an environment,
according to DRA, the SAM and ERAM mechanisms operate to reduce the
utility’s incentive to compete and to penalize them when they
conmpete successfully. This was explicitly recognized by the
Commission when it acted to eliminate these mechanisms.

Further, DRA notes that the Commission has taken care,
when making any changes t¢ the existing regulatory fLframework, teo
implement measures either to limit additiomal risk or to reduce
risks in other areas. Thus, in the case of SAM, the Commission
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opted for a two~year transitional period and retained the mechanism
for core customers, as well as implementing the negotiated revenues
stability account (NRSA), as a safety net. In short, DRA believes
that SDG&E and 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, DRA points to Exhibit 10 in these '
consolidated proceedings, which is PG&E’s 1987 second quarter
letter to shareheclders. In that letter, the Chairman of the Board
provides an account of the positive side of competition. This
demonstrates, in DRA’s view, that the utility applicants
(presumably including SDG&E) often present somewhat varying views
of the competition issue to shareholders and regulators.

We acknowledge that SDG&E may indeed be experiencing some
additional risk in connection with the restructuring of the natural
gas industrxy and the current transition in the eclectri¢ industry.
These risks are associated with changes stemming fxom competition
in markets which have traditionally been treated as monopelies. It
may well be. that our risk limiting measures do not exactly
counterbalance the additional risks c¢reated by changes to the ERAM
and SAM mechanisms. But vhether that increased increment of risk
requires an increase in the return on equity is anothex matter,
especially given our attempts to reduce the risks associated with
these changes.

DRA notes that SDG&E is among three of the current
applicants who are recquesting rates of return for 1988 based on a
higher common equity ratio than previously authorized for 1987.

DRA concludes that this translates to a diminution in the degree of
financial risk for SDG&E, or at the very least no change in that
risk. In addition, cash-flow positions have improved as SDG&E’s
external financing requirements have been reduced due to
refinancing of high-cost debt issues. This is reflected in the
lower-than-1987 levels of embedded cost of debt.
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We are also keenly aware that SDG&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.

SDG&E has not requested an increased ROE for the 1988
attrition year, but rather a reduction frem 3.90 to 13.75%. DRA
argues, persuasively in our view, that this implies SDG&E’s
recognition of the reality of lower required equity allowances (DRA
brief, p. 18). San Diego’s ROE recommendation, premised on 2 '
similar analysis, is below the regquested 13.75% as well (12.25%-
12.75%). TURN’s 12% recommendation is keyed principally to the
November DRI forecast, which it believes warrants a downward
adjustment of 25 basis points across-the-board to all DRA
recommendations. ' ,

DRA’s recommended range of 11.75 to 12.75% is premised on
the argument that current authorizations have not been fully
adjusted to reflect the downward trend in interest rates since 1982
(Exhibit 14, p. 52). For support, it points te the quantitative
model results, and to the fact that recent retuxns for comparable
gas utilities, at least, clearly evidence that downward trend
(Exhibit 24, Table 5; Exhibit 15). _

Thus, while we agree with SDG&E that increased risks
associated with regulatory changes (specifically the restructuring
of the natural gas industry and fundamental changes in the electric
industxy 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 (Exhibit 14, Table L,
#Trends In Interest Rates”) support a reduction in SDG&E’s
authorized ROE. ‘

After considering all the evidence of the market
conditions, trends, and the quantitative models presented by the
parties, we believe that an ROE of 12.75% is just and reasonable
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for SDG&E in attrition year 1988. This adopted ROE produces an
overall rate of return of 10.86% for the attrition year, as shown
in the following table depicting the adopted cost of capital.

: L. .
Preferred Stock 8.50 7.28 .62

Common Equity 21-00 12.75" 6.50
Total 100.00% ‘ : 10.86%

rs Applicati
A. Procedural Rackaround
On August 4, 1987, PG&E filed its application seecking
adoption of a common equity return of 13.8% for the attrition year
1988. As noted, hearings on this application were heard on a
consolidated record. During these hearings,.PG&E presented the
testimony of two wi;nesées, Gordon R. Smith, its Vice-President-

Finance and Treasurer, and Jack F. Jenkins~-Stark, Manager of
Financial Planning and Analysis. Mr. Smith testified on rate of
return policy issues, and Mr. Jenkins-Stark addressed rate of
return methodology. DRA presented the testimeny of Edwin Quan.

The City of San Francisco (San Francisco) presented no affirmative
case, but participated through cross-examination of various
witnesses. San Francisco opted to present oral argument on
October 27, in lieu of filing a brief; PG&E, DRA, and TURN filed
concurrent briefs by November 5, 1987, gnd'the matter was subnitted
on that date. | ‘ '
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B. Rate of Returm Recomnendations’

PG&E’s presently authorized rate of return is depicted in

the following table:
Sempopent Capital Ratio Sost_Factox /

;"
Long-Term Debt 46.50% 9. 65% 3
92.00 9.02

Preferred gtock
Common Equity 44.50 - 13. 80!
Total 100.00% i 11.44%

.,; .
This present authorization con:rasts with the
recommendation of the active parties for the 1988 attrition year,

depicted in the following two tables: ;

component: Capital Ratio

Long=Term Debt 45.50%
Preferred Stock 8.50
4§lQQ

Commen Equity
Total 100.00%

. J
N
P c4%
p .80
¥ ’
° “,‘v’
3 )
DRA_(Recommendation)

M
Y
Xl
]

Cost Factor Weigbted Cost
9.34% 4.39%
8.78 0.61
12.75 5.87

10.87

Component Capital Ratio

Long=-Term Debt 47.00%
7.00

Preferred Stock
Common Equity 46.00

Total 100.00%
A review of these recommendatzons demonstrates that there

is disagreement between the two partles as to the ratio of
debt/preferxed stock to be used in the capital structure for the

1988 attrition year, as well as a dispute over the cost factor for
The cost factor !or preferred stock recommendations

BN ZEe P S WSy i

common equ:.ty.
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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.

The embedded long-term debt cost factors of PG&E and DRA
are also very ¢lose, although we believe that DRAfs recommendatlon
has been modified to reflect the November 1987 DRT control forecast
and PG&E’s 9.48% figure has not. We will adopt the more current
9.34% figure, since it is based upon use of the November 1987 DRI
forecast and is also adjusted to reflect DRA corrected costs for
PG&E’s variable embedded debt (TR. 526). This correction remedies
one major difference between the two parties’ original
recommendations and was made subsequent to the close of the record
purswant to DRA’s agreement to take a second look at the
issue of variable embedded debt.

The parties have also agreed that 50 basis points should
be added to the 9.68% November 1987 DRI control forecast Tigure for
AA-rated utility bonds, to derive PG&E’s incremental cost of debt
for the 1988 attrition year. The resulting 10.18% is adopted in
this decision. ‘

C. SGapital Structuxe

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 recommended capital 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 19588 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 45.50% authorized in D.86-~12-095 for use in
1988, to 47%. This adjustment would correspondingly lower the
percentage of preferred stock in the cap;tal structure from 8.50%
to 7.00%.

PG&E asserts that DRA’s attempt to increase the debt
leverage for ratemaking purposes during the 1988 attrition year
should be rejected based 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 recommended
capital structure for the attrition year 1988. Thus, the adopted
. capital structure is comprised of 45.50% long-term debt, 8.50%
preferred stock, and 46.00% common equity.

D. Retuxn on Equity '
'The following table summarizes the positions of the

parties.

11.75-12.75
San Francisco Middle to low 12% range
TURN ‘ 12.50%

PG&E and DRA submitted test;mony showing the results of
various financial models as the starting point for establishing
ROE, but they cautioned that the model results are an analytical
guide, whose results must be tempered by judgment. As.PG&E notes,
while such models are useful, they are not a substitute for
informed and reasoned judgment of risks the utility is facing and
the return which is necessary to-fairiy compensate investors for
those risks. PG&E followed its practice in past rate of return
proceedings and employed three models: DCF, Risk Premium, and
CAPM. DRA relied on the same three financial models. Both parties
appear to have placed primary reliance on the DCF model, however.
San Francisco and TURN did not present independent analyses, but
made arguments in support of their recommended ranges. The

following table summarizes the results of the modelo-presented by
Witnesses Jenkins-Stark and Quan-
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ROE_Model Results
DCF o 12.98-15.63%

RP 14.94-15.00
CAPM ' C 15.72%

DCF | 11.96-13.05%
RP 14.70~15.10
CAPY 13.11%

*Based on October 1987 DRIX xnformatzon

Because these models are only used to establish a range
for ROE, we will not repeat the detailed descriptions of each model
contained in this record. Additionally, PG&E and DRA have advanced
arguments in support of their analyses and in c¢riticism of opposing
input assumptions. These arguments are not extensively addressed
in this decision, given our assessment that they do not alter the
nodel results shown above. However, we do note in passing that
there is much dispute over the dividend growth rates used in the
DCF model, "given PG&E’s announced policy that its dividend will be
static until the Diablo rate case is resoelved (at which time it
will reconsider its dividend policy). PG&E argues that DRA’s
constant growth rate assumption does not coincide with the
utility’s announced intentions in this regard. DRA used a much
lower constant growth rate for PG&E than it applied to other
utility applicants on a leng-term basis. PG&E argues that DRA’S
action thus artificially assumes that after 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 othex
utilities. PG&E notes that the DCF model, like all models, is
heavily influenced by the assumptions employed. It notes however,

- that in PSD’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
current prices incorporated, the results of the model would be
closer to the range suggested by PG&E.’

Despite the above controversy, we be} eve these models
provide a reasonable range from which to choose, and we will use
them as a rough guidepost in selecting PG&E!s 1988 RCE.
Nonetheless, as PG&E clearly states.aboveﬂ in the final analysis it

is the application of judgment, not the preclsxon of these models,
which is the key to ocur decision. ,f

In applying this judgnment, we assess the arguments
presented by PG&E that it faces lncreased business and financial
risk during 1988. PG&E’s ultinate argument is that it is more
risky today than it was ten months ago when the Commission adopted
the present 13.80% return on equxty. It cites several factoxs
First, there are the competitive pressures presented by bypass,
including uneconomic bypass. There are also competitive pressures
associated with the restructurmng of the gas industry, and, in
PG&E‘’s view, in cennection w;thﬂthe Commission’s QF program.
Specifically, PG&E asserts thaﬁ‘the competitive pressures it
already faces are exacerbated by the need to face the continuing
problem of excess payments to QFs for services allegedly not
needed. e‘

Second, PG&E focusee'on the new gas regulatory structure,
and more specifically the de£3ult provision included in
D.87-03-044. Under that prox?ision, PG&E asserts that it is
authorized to discount gas rates to customers with competitive
options, but is not allowed to price to any customer in excess of
the embedded cost of serv;ce’ The utility submits that any systen
which allows it to discount rates for some customers to Keep thenm
on line but which does not allow recovery through othexr rates,
including market base rates, s from those who value the service at a
much higher level 1ncrementally and are willing to pay for it, is a
system which almost certainly will operate in a mannex whzch will

h
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preclude full cost recovery. This in turn should be viewed as
in¢creasing corporate risks, in PG&E’s view. '
PG&E also cites changes to the traditional regqulatory

coumpact, including restructuring of the natural gas‘induStry,

although it acknowledges that the Commission has attempted to
minimize increased risks by imposing the safety net discussed
earlier in this decision. Like the other applicants who address
the safety net issue, however, PGELE 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 comnection 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 Diaklo 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.87=-10-
041, which means, to PG&E, that absent extraordinary'circumstances,
no furtiher cash flow will be authorized for Diable Canyon until the
Commission completes 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 Diableo Canyon. PG&E’s second concern relates to what it
views as the uncertainty caused by delay in resolving the
reasonableness issue. That expected resolution has now been pushed
back teo 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 to be considered by
investors evaluating an investment in PG&XE. Finally, -there is
DRA’S disallowance recommendation. PG&E asserts that this
recommendation has an undeniable effect on the capital markets’
pexception of PG&E’s securities, notwithstanding the fact that the
merits of the recommendation have yet to be tested in the hearing
roeom or embraced in any fashion by the Commission. |
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PG&E also notes that objective market indicators 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 declined to the extent that its common stock was,

at the time of these hearings, selling at a price below stated book
value.

As stated previously in connection with other
applications, DRA acknowledgés that risk may bhave increased as a
result of the Commission’s actions in the area of restructuring the
gas and electric industries. 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 DRA’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 Commission’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 alsco, San Francisco’s argument about the utility’s
roptimism department” and ”“pessimism department#, TR. 61.6: 1-28).

The issue which overshadows the others, however, is the
impact of the still pending status of our reasonableness review of
Diabklo Canyon costs. It is difficult to say how much impact on an
individual investor the denial of further interim 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 teo pinpoint with accuracy how
that investor views the delay in resolution of the issue or the DRA
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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
possess. a ,

PG&E asserts that it is more risky today than it was ten
months ago when the Commission adopted the 134%% recommendation.
However, another way of looking at the issue¢’ is that at the tine
the Commission adopted the 13.8% return,Pqﬂ% was one of three major
utilities in this state with pending reaiénableness reviews
associated with major nuclear power plant additions. That
uncertainty has now been resolved for &E and Southern California
Edison (Edison). Thus, it night begéaid that the Edisen and
SDG&E risk positions have improved relative to PG&E, since the
latter still faces the unknown outcdme of the outstanding
reasonableness review. However, lﬁ"our view, the mere pendency of
that unknown cutcome does not makevPG&E standlng alone, more risky

today than ten months ago. §

Nonetheless therxe is some risk associated with the
outstanding nature of the reaoonableness review. DRA believes that
PG&E faces the highest level oﬁgrlsk among the other electric
utilities, apparently for thzs@reason, and recommends that it be
authorized a return on equlty‘ot 12.75% the top of the DRA-
recomnended range. ﬂ

San Francisce argueé that the mid to low 12% range is
appropos, given the current ﬁlnanczal indicators and the fact that
current authorizations have not yet fully reflected the downward
trend in interest rates whxch has occurred since the early 1980s.
(“The Lag” issue). In San Francmsco s vxew, returns in the low to
mid 12% range are very ta;r;returns in today's econom;c conditions
(TR. 618). m

Further, San Franq;sco\raises an equitable argument in
connection with Diablo Canygh. It acknowledges that ”PG&E has a
Diaklo problem”, but belxeves that problem is before the Commission

and wxll be decided by the Commlssxon in that proceeding (TR. 613).

‘\
A\
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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 Diablo Canyon decision has not
yet peen rendered. PG&E on the other hand counters that the effect
of the uncertainty associated with resolution of the Diable Canyon
proceeding is a regulatory risk which ratepayers should bear, since
uncertainty bas 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
isk analysis and quantitative models in the record.

TURN’S 12% recommendation is keyed principally to the
November 1987 DRI forecast, which it believes warrants a downward
adjustment of 25 basis peints to all DRA recommendations.

As we have discussed 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 gauestion is whether these
increased risks support an increase on the return on equity.

' DRA’s recommendation recognizes the risk issue in our
view, as well as the fact that interest rates may have reversed
their mid-1987 downward trend. That, coupled with the fact that
PG&E is requesting maintenance of its 1987 authorized ROE of 13.80
and no increase, argues that PG&E itself recognizes that the
markets are requiring lower equity allowances at this t;me, as DRA
maintains. :

Thus, while we agree with PG&E that increased risks
associated with regulatory changes, specificaily the restructuring
¢f the natural gas industry and the electric industry, will he
considered by investors to some extent, we believe this
consideration is counter-balanced by the evidence that the cost of
money ¢continues to decline (e.g., Exhibit 14, Table 1, #Trends and
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Interest Rates”). The financial models and the economic indicators
support some reduction in PG&E’s authorized ROE of 13.80%, because
we tend to agree with the DRA 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
Commission has yet to pass on the reasonableness ¢f the Diablo
Canyon Nucleaxr Power Plant. As stated previously, in this major
respect, PG&E’s position is much different from that of SDGLE and
Edison which have f£inally put SONGS behind then.

When we test DRA’s 12.75 recommendation against the
quantitative models, particularly PG&E’s application of the DCF
model (DCF is the model on which we place the most importance) that
recommendation appears somewhat low. All things considered, we
believe a 13.00%, which is a figure within the DCF ranges
presumably both PG&E and DRA, ROE is reasonable for the 1988
attrition year, as balancing increased risk with otherwise improved
financial indicators. This 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.

. Adopted . ita)
component Sapital Ratio Lost Factor Weidhted Cost
Long-Term Debt 45.50% 9.34% 4.25%
Preferred Stock 8.50 8.80 .75

Common Ecuity 46,00 ' 13.00 5.99
Total 100.00% ' 10.99%

Iv. W s i ion
A. Procedural Background
On August 14, 1987, Southwest Gas filed its application
for authority to revise its required return on equity for use in
its 1988 operatiomnal attrition filing (Advice Letter No. 390).
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Southwest Gas requests a 14% return on commeon 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: Scuthwest Gas and DRA.

Southwest Gas presented the testimony of Andrew B. Laub,
its Treasurer. Edwin Quan presented DRA‘’s recommendation.
Southwest Gas, DRA, and TURN filed concurrent briefs 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

Lox Attrition Year 1988

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

- borization

Long-Term Debt 50.00% C 11.36% 5.68%
Preferred Stock 5.00 * 10.21 . 0.51

Common Equity 45.900 15.25 \ 6.86
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 (Recommendation)
ngngnsn& Sapital Ratie - sgﬁn_tﬂstﬂr ~ Neighted Cost

Long-rerm Debt . - 50.00% - 11.00% : 5.50%
Preferred Stock 5.00 . 9.78 . 0-49

Common Ecuity 45.00 : 14.00 £.30
Total 100.00% . : ; S 12.29%
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Long=Term Debt 50.00% 11J{6% 5.58%
Preferred Stock 5.00 - 9457 0.48

Common Equity 45.00 12.35% : 5.586
Total 100.00% \ | 11.62%
*Range is 11.75% - 12.7?%

A review of these recommendations denonstrates that there
is agreement between Southwest Gas<andﬁDRA on the appropriate
capital ratios to be used for the 1988 attrition year. As DRA
notes in its brief, Southwest Gas’ capxtal ratios for the 1988
attrition year have not been predetermlned in a prior rate case
decision. Thus, in the case of Soughwest Gas, DRA reviewed the,
last authorized capital structure ag well as current updated
financing plans to determine the agiropriate capital structure for
the attrition year. Based on thisireview and Southwest Gas’ own
proposal to use the target capita%?structure of S0% debt, 5%
preferred equity, and 45% common equ;ty for the attritien year,
there is apparently concurrence that this is appropriate.

Therefore we will adopt this target capital structure.

On the issue of embedd%d long-term debt costs, Southwest
Gas agrees with the DRA’s proposél to use the November 1987 DRI
projected cost of debt in ccnneétion with this decision. Since the
DRA recommendation, witk its coS% factor of 11.16% for embedded
long-ternm debt, has been updated to reflect the Novembex forecast,
we believe there is agreement that this is the appropriate figure
for adoption for the attrition year. We will adopt that figure.

Southwest Gas notes that it is in agcord with the
methodology used by DRA to determlne the incremental 1988 cost of
debt to be attributed to Sonthwest Gas, namely, the addition of 100
basis points to the cost of debt for AA-graded securities as
projected by DRI. This result leads to a incremental debt cost for

p
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the attrition year of 10.86% which is adopted as consistent with
recommendations of Southwest Gas and DRA in this proceeding.

There is a slight difference in the preferred stock cost
factor’s contained in the recommendations of Southwest Gas and DRA,
but given the closeness of the recommendations, we will adopt the
1 9.78% cost figure contained in Southwest Gas’. recommendation.

C. Retum on Equity

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:

Southwest Gas , 14.00%
DRA . : 12.35%
TURN 12.10%

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
nodels themselves are not dispositive of the issue, but are used as
an analytical tool in conjunction with reasoned judgment of the
risks a particular utility faces. Southwest Gas presented three
analytical approaches: comparative analysis, an optimum payment
ratio analysis, an optimum payment ratio analysis, and a risk
prenium analysis. DRA relied on DCF, xisk premium and CAPM, but
does not recommend use of Southwest Gas specific inputs to the DCF
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. ‘

TURN did not present an independent analysis, instead
making arguments in support of its recommendation. The following
table summarizes the results of the models presented by witnesses
Lamb and Quan: o | ' o
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ROE _Model Results
Payment Medel - ROE

Southwest Gas Comparative Analysis 11.8%
Optimum Payout Ratio 14.97%
Risk Premium 14.20%

DCF © 11.54%-12.60%
Risk Premium 9.07%- 9.68%
CAPM S 11.61%

A brief discussion of 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 comparative analysis of its
business/financial risks in relation to a 4l-company composite of
natural gas distridution companies. The goal was to comparxe the
degree of Southwest Gas’ riskiness to that of the group. Southwest
Gas’ Lamb identified six areas of greater-than-normal risk specific
to Southwest Gas. (See Exhibit 8, pp. 12-13.)

Second, Southwest Gas used an coptimum payment ratio
analysis, combining consideration of Southwest Gas’ dividend
maintenance objective with additional cash requirements due to
growth. 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 DRA’s
approach, mostly keyed to DRA’S use of generic data associated with
the nine-company comparable group. Southwest Gas asserts that the
group is.teo limited, and that DRA has not properly accounted for
the degree 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 sum, Southwest Gas asserts-

#...[X)t simply is not possible to\provmde
adequate and meaningful recognitiom to the
lesser quality securlty status of a. Southwest
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common ecuity shareholder by (i) establishing a

single range of returns on common equity based

exclusively on an analysis of data applicable

to ‘A’ rated compan;es, (ii) referring to an

‘A’ rated company (i.e., Southernm California

Gas Company) which has been assigned a

recommended return at the midpoint _AShAn that

range, and (;11) addlng 10 basis points to the

return on equity assxgned to that purported

surrogate company.” (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 ocutside of and above the single range developed by DRA using
737 rated data. It argues that, at the very least, we must
authorize it the maximum retuxrn 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 focus on the
significance of its Baa3 bond rating, in contrast to the bond
ratings of the other applicants.  DRA’s Quan maintains that bond
ratings are only one measurement of xisk; Quan also asserts that
PSD’s recommendation does reflect the higher xisk implied by
Southwest Gas’ low bond rating.

DRA alsc reminds us that, despite the applicant’s rating
spreads (Southwest Gas at Baa3 vs. SDG&E at Aal3), the requested
common equity returns vary by only . a 25 basis peoint spread. PSD
maintains that its own recommended 100 basis point spread will
sustain the existing bond ratings.

Finally, DRA 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.

TURN recommends a 12.10% return on equity for Southwest
Gas, based on its arguments previously cited in these consolidated
matters, relating to the November DRI forecast.




A.87-08-006 et al. ALJ/LTC/]t

Given the evidence in this record of substantial
decreases in the cost of money since Southwest Gas’ 15.25% return
on common equity was set in 1985 by D.85-12-103, we believe there
is ample 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 DRA that Southwest Gas has placed
too much emphasis on the issue of its debt rating, and not encugh
on the actual specific business/financial risks it faces on a day-
co=day level. Its discussion of such risks at pp. 1l2-13 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 143
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

11.88%.), as shown on the following table, depicting the adopted
cost of capital for attrition year 19588:
W :

conponent Sapital Ratio Cost Factor  NWeidghted Cost
Long-term Debt 50.00% 1L.16% 5.58%
Preferred Stock 5.00 9.78 49
Common Equity 45.00 12.90 5.81
Total 100.00% 11.88%

si oacific’s Applicati

A. PRxocedural Background
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 Sierxra 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
reguired return on common equity. DRA presented the testimony of
Edwin Quan. ‘

R

oM

Sierra Pacific, DRA, and TURN filed concurrent briefs by
November 5, 1987, and the matter was»submitﬁéd at that point.
: B. Rate of Return Recommendations

pe
Fox Attxition Year 1988 &
£

Sierra Pacific’s presently authorized rate of return is

depicted in the following table: e
s- 2 - :. m ! E."’ !! - ! - ]
: )
capital ﬁ Weighted

Long-Texrm Debt 49.09%

Preferred Stock 7.46 ¢
Common Ecquity :

.73
—43.45 —6.04
. Total 1.00.00% ﬂ'

11.31%
X . . R
In contrast, the recommegdatxcns of the active parties
for the 1988 attrition year are depicted below:

Weighted
: —Sost
Long=-Term Debt 4.29%
Preflerred Steock 7.46g 54
Common Equity 40N $.97
.;MLJE? |
Total 100.00% -

- 10.80%
S | _

}

i
1
2
4
"
*
{
)
y
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DRA_(Recommendation).
Capital . . Cost Weighted
component _Ratio Factor —Cost

Long-Texm Debt 49.09% 8.71% 4.28%
Prefexrred Stock 7.46 7.35 .55

Commen Equity . 43.4% 12.35 .37
Total 100.00% . 10.20%

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.

DRA notes that Sierra Pacific is the only applicant in
these consolidated proceedings which plans to issue new preferred
stock during 1988. DRA indicates, after review, that it finds
Siexrra 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 DRA’sS
cost factor of 7.35%, since it is the most up-to-date figure -
available, and is very close to Sierra Pacific’s original 7.24%
figure. Similarly, there is very little difference hetween the two
parties on embedded debt cost figures. We will adopt DRA’s 8.71%
figure, since it is premised on the November DRI Lorecast.

Sierra Pacific requests us not to update incremental dedbt
cost to account for the Novembex DRI forecast, since the number, if
used at all (Sierra Pacific does not forecast a long-term taxable
bond issuance during 1988) would be appiied to tax exempt debt,
bearing 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 higher cost be incorporated in its
capital structure. We accede to Sierra Pacific’s request.
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C. Retuxn on Equity
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: -

\

Sierra Pacific ' 13.75%
DRA ' 11.75%~12.75%%
TURN . 12.10%
*Recommends 12.35%
Sierra Pacific and DRA presented testimony showing the
results of various financial models. Sierra Pacific presented a
primary DCF analysis, cross—checked by a risk premium analysis and
2 second DCF analysis of 10 electric companies. DRA conducted DCR,
‘risk premium, and CAPM analyses. The following table summarizes
the results of the models presented by witnesses Olson and Quan:
ROE Model Results

Raxty Medel RQE

Sierra Pacific DCF - 12.4%~13.4%%
Risk Premium - 14.5%
DCF (10 elecs) 12.5%=-13.0%

DCR 11.08%=-12.15%
Risk Premium - 13.90%=14.58%

CAPM ‘ 11.86%

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

As noted previously in this décision, these models are
used to establish a range for ROE, but we do not repeat a detailed
description of each medel, or the arguments of the parties with
respect to the various inputs, since we use the models as rough
guideposts, in conjunction with informed judgment.
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However, Sierra Pacific notes that both Quan and Olson
used analysts’ forecasts of dividend and earning growth rates in
their DCF analyses, but believes Quan’s analysis was flawed because
it was too genexic and not specifically focused on Sierra Pacific
or electric utilities sharing comparable characteristics (Sierra
Pacific Brief, p. 6). The essence of the critique is that DRA made
no reasonable effort to Iocate and identify other electric
utilities which could be reascnably categorized as comparable to
Sierra Pacific. _ |

DRA, on the other hand, concludes in its report that
Sierra Pacific’s relative risk is below PG&E and somewhat higher
than that of SDGLE. It concludes this, while noting that the
financial models in isolation point to a lower equity return for
Sierra Pacific than for SDGLE; however, DRA 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 DRA’s analysis has been insensitive to specitic
information bearing on Sierra Pacific’s riskiness.

For its part, TURN suppeorts its 12.10% recommendation
with reference to the Navember DRI forecast, as with other
applicants.

We conclude that DRA’s approach is not any more flawed
than others presented to us. Given the record evidence of
financial indicators (Exhibit 14, Table 1) and the range provided
on the various models, we conclude that the rxeturn on common equity
for attrition year 1988 should be 12.90%, for an overall rate of
return of 10.44%. 7The adopted cost of capital is shown below:
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Long=Term Debt
Preferred Stock
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Capital

49.09%.

7.46

Weighted
—Cos%

4.28%
.55

Common Equity 43,45 , ' e SR
" Total 100.00% - 10.44%
. Findj ¢ Fact |

1. On July 31, 1987 SDG&E filed its application for
authority to revise its rate of return in accordance with the ARA
mechanism fox attrition year 1988, requesting an 1l.4% rate of
return and a 13.75% return on common equity, a change from the
11.61% rate of return and 13.9% return on common equity presently
authorized.

2. SDG&E’s application was heard on a conseolidated
record with four other related 1988 attrition year rate of return
reviews. 7 | .

3. Prior to the conclusion of evidentiary hearings, the
applicants and DRA agreed to use the November 1987 DRI control
forecast to update debt costs for purposes of this decision. The
November DRI forecast shows a decline in the forecasted level of
interests rates for AA rated utility bonds to 9.68%.

4. There is no variance in the SDGSE/DRA recommended
cost fiqures for SDG&E’s preferred stock and embedded long-term
debt for the 1988 attrition years. These figures are 7.28% and
9.24%, respectively.

5. Based on the November 1987 DRI control forecast for
AA rated utility bonds, 9.68%, and DRA’s recommended 0.25%
increment, SDG&E’s incremental cost of debt for the 1988 attrition
year is 9.93%.

6. In D.85-12-065 the Commission establiched the capital
structure to be used by SDG&E for the 1988 attrition year,
including a debt/preferred ratioc of 40.5%/8.5%. DRA’s proposal to




A.87-08-006 et al. ALJ/LIC/jt

alter the dopted 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 SDGSE 2and DRA as to
the appropriate equity ratio for the attrition year: 51.00%.

8. Investors can be expected to consider increased risk
associated with requlatory 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 13.75%
ROE, in favor of a 12.75% ROE, which is more consistent with
current economic indicators and the results of the financial models
reviewed during this proceeding.

9. On August 4, 1987, PG&E filed its application for
adoption of an authorized rate of return for 1988 pursuant to the
Attrition Rate Adjustment mechanism, requesting an 11.41% rate of
return and a 13.80% return on common equity as compared to its
currently authorized 1ll.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 1988 attrition year rate of return reviews.

11. There is no significant disagreement between PG&E and DR
" over the cost factor for preferred stock; the figure is 8.80%.

1l2. DRA’s 9.34% embedded debt cost figure is based on the
Novenmber 1987 DRI control forecast, and is alse adjusted to reflect
PGSE’s variable embedded debt. The 9.34% figure is thus more
current from PG&E’S earlier requested 9.48% figure.

13. DRA and PG&E have also agreed that 50 basis points should
be added to the 9.68% November DRI control forecast figure for Al-
rated utility bonds, to derive PG&E’s incremental cost of debt
figure of 10.18% for the 1988 attrition year.
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4. In D.86-12-095 the Commission established the capital
structure to be used by PG&E for the 1988 attritionfyéar, including
a debt/preferred ratio Qf 45.50%/8.50%. DRA‘s proposal to alter
this adopted ratio for the attrition year goes befond a review of
the updating of financial plans, of the type which is permlsszble
for an attrition year review.

15. There is no disagreement hetween PGAE and DRA as to the
" appropriate equity ratio for the attrition year: 46.00%.

16. Investors can be expected to con?;der increased risk
associated with requlatory changes, specmf;cally the restructuring
of the natural gas industry and transitiopal events in the electric
industry; they can also be expected torchsider increased risk
associated with the fact that costs of ablo Canyon have not yet
been reviewed for reasonableness. Tgﬂspme extent these risks are
counterbalanced by regulatory actions désigned to linmit risk,
including the granting of some 1nter1m}rellef in the case of Diable
Canyon. These factors militate agalnst retention of PG&E’s current
13.80% ROE for attrition year 1988, 1? favor of a 13.00% ROE which
is consistent with current economic indicators, and the results of
the financial models reviewed duringﬁthis proceeding.

17. On August 14, 1987, Southwegt Gas filed its application
for a review and revision ¢f its requlred return on equity for
attrition year 1988, requesting 2 12&29% rate of return and a
14.00% return on common eguity, represent;ng a change from the
13.05% rate of return and 15.25% return on common equity presently
authorized. 2

18. Southwest Gas”’ applmcatzoniwas heard on a consol;dated
record with four other 1988 attr;tlon year rate of return reviews.

19. There is no significant dzfterence between Southwest Gas
and DRA over the cost factor for preferred stock; we will use
Southwest Gas’ figure of 9.78% given ‘the proximity of’the‘figures.
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20. DRA‘’s 11.16% embedded debt cost figure is g:;ed on the
November 1987 DRI control forecast, and is therefore more currxent
than Southwest Gas’ 11.00% figure.

2. DRA and Southwest Gas have agreed that 100 basis points
should be added to the 9.68% November DRI con?rol forecast figure
for AA-rated utility bonds, to derive SQuthwest Gas’ incremental
cost of debt figqure of 10.86% for the 1988 dttratlon year.

22. This Commission has not prev;ousi? established a capital
structure to be used by Southwest Gas forﬁ%he 1988 attrition year,
and Southwest Gas and DRA have agreed that a target capital
structure of 50% debt, 5% preferred equyty, and 45% common equity,
is appropriate. ;

23. The determination of a 12. 90% cost of equity for
Southwest Gas during the 1988 attrition year is based on
substantial decreases in the cost of‘ﬁoney since Southwest Gas’
last ROE was determined in Decembex 1985, our analysis of economic
indicators, Southwest Gas’ showing, and the results of the models
reviewed during this proceeding.

24. On September 9, 1987, Si ra Pacific filed its
application for an authorized return on equity for attrition year
1988, recquesting a 10.80% rate of return and a 13.75% return on
common equity, a change from the ul 31% rate of return and 13.9%
return on common equity presentlyéﬁuthormzed.

25. Sierra Pacific’s appllcatlon was heard on a conuolxdated
record with four other 1988 attrxtlon year rate of return reviews.

26. There is neo d;sagreemenf between Sierra Pacific and DRA
that a target capital structure f 49.09% long-term debt, 7.46%
preferred stock and 43.45% commom~equ_ty should be adopted for the
1988 attrition year. ‘ ﬁ ,

27. DRA’s cost factor, 7. 35% for preferred stock is premised

on Sierra Pacific’s costing approach but updated- to-retlect the
November 1987 DRI forecast.

8
i
\
¥
J
!

13
¢




.
- -~

‘A.87-08-006 et al. ALY/LIC/jt

28. There is very little difference between Sierra Pacific
and DRA enmbedded debt cost figures, but DRA’s figure, 8.71% has
been updated to reflect the November 1587 DRI forecast.

29. Sierra Pacific plans ne long-term debt issuances during
1988, but if they should occur, they would involve tax exempt debt
issuance, bearing a much lower cost. Siexra Pacific accepts 5% as
a reasconable figure for 1988 incremental debt.

30. Based on the ranges in the financial models, and despite
the fact that DRA and Sierra Pacific have employed varying inputs,
we believe the record, including, evidence of the prevailing
financial indicators, supports a reduction in Siexra Pacific’s
presently authorized ROE from 13.90% to 12.90% for the 1988
attrition year.
conclusions of Law

1. Ceonsistent with the preceding findings, the following
capital structure should be adopted for SDG&E during the 1988
attrition year: long~term debt, 40.50%; preferred stock, 8.50%;
and common equity, 51.00%. | '

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

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 SDGLE’sS
incremental cost of debt for the 1988 attrition year.

5. A 12.75% 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 19588

attrition yeaxr: long-texm debt, 45.50%; preferred stock, 8.50%;
and common equity, 46.00%. ’
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7. The cost figure of 9.34% for embedded long-term debt
should be adopted for PG&E during the 1988 attrition/&ear,
consistent with the preceding findings.

8. The cost figure of 3.80% for preferred stock should
be adopted for PGEE during the 1988 attrxtxon year, consistent with
the preceding findings.

9. A 10.18% figure should be adopted as PG&E’s
incremental cost of debt for the 1988 attrx%aon year.

10. A 13.00% ROE, resulting in an overall rate of return of
10.99%, should be adopted as just and reaSbnable for attrition year
1988, bhased upon all of the evidence cond&dred in this proceeding.

1l. Consistent with the precedxng/fznd;ngs, the following
capital structure should be adopted for Southwest Gas during the
1988 attrition year: long-term debt,ﬁso%, preferred stock, 5%; and
common equity, 45%. ;

12. The cost figure of 1.l.1l6% :or embedded long=-term debt
should be adopted for Southwest Gasfdurlng the 1988 attrition year,
consistent with the preceding findings.

13. The cost fiqure of 9.78?ffor preferred stock should be
adopted for Southwest Gas during the 1988 attrition year,
consistent with the preceding tinﬁings.

14. A 10.86% figure shouldsbe adopted as Southwest Gas’
incremental cost of debt for the£1988 attrition year.

15. A 12.90% ROE, resultlng in an overall rate of return of
11.88%, should be adopted for %outhwest Gas during the 1988
attrition year, based upon all}b: the evidence considered in this
proceeding. 7

16. Consistent with thetbreceding findings, the following
capital structure should be aéopted for Sierra Pacific during the
1988 attrition year: long—term debt, 49.09%; preferred stock,
7.46%; and common equity, 43. 45%.
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17. The cost figure of 8.71% for embedded long-term debt
should be adopted for Sierra Pacific during the 1588 attrition
year, consistent with the preceding findings.

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

19. 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
10.44%, should be adopted for Sierra Pacific‘during.the 1988

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

QRDER

IT IS ORDERED that:

1. The following cost of capital is adopted for SDGLE for
attrition year 1988: '

SDGXE: _Adopted Cost of Capital
Capital Cost Weighted
Component: ~Ratio. [Xastex = _cost

Long-term Debt 40.50% 9.24% 3.74%
Preferred Stock 8.50 7.28 .62

Common Equity —21.00 : - 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 yeax. y '
3. SDG&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 letter filing for
the purpose of calculating revised rates for the 1988 attrition
year.




.
™ -

‘A.87=08=-006 et al. ALJ/LIC/rsx

4. The following cost of capxtal is adopted for PGSE for
attrxtlon year 1983: ,,
| Capital /  Cost Weighted

Long-term Debt . 45.50% 7 9.34% 4.25

Common Equity 46.90 / . 5.99
Total 100 .o’o‘:: 11.99%

5. 10.18% is adopted as PG&E’s incremental cost of debt for
the 1988 attrition year. .

6. PG&E’s adopted 1988 attr;tmon year rate of return,
reflected in Oxdering Paragraph 4, shall be used in conjunction
with PG&E’s pending 1988 attr;gmon year advice letter filing for
the purpose of calculating revised rates for the 1988 attrition
year. f

7. The following costJBf cap;tal is adopted for Southwest
Gas for attrition year 1988'*

capital Cost Weighted

Preferred Stock ; - 5.00 9.78 49

Conmon Equity 45,00 12.90 5.81
Total : 100.00% . 10.88%

8. 10.86% is adopted as Southwest Gas’ incremental cost of
debt for the 1988 attr;tlon year.

9. Southwest Gas' adopted 1988 attrition year rate of
return, reflected in orderlng Paragraph 7, shall be used in
conjunction with its pendzng 1988 attrition year advmce letter

))
il




A.87-08=-006 et al. ALY/LIC/rsr

£iling (Advice Letter No. 390), for the purpose of calculating

revised rates for the 1988 attrition year.
10. The following cost of capital is adopted’jax Sierra

Pacific for attrition year 1588:

Capital /éz;t Weighted
—Lost

Somponent —Ratio
49.09% 4.28%
.55

Long=-ternm Debt

Preferred Stock ' 7.46

Common Equity ‘ 43.45% | 5.61 -
100.00% 10.44%

Total
5% is adopted as Sierra Pacific’s incremental cost of

1l.

debt for the 1988 attrition year.
l2. Sierra Pacific’s addpted"988 attrition year rate of
agraph 10, shall be used in

return, reflected in Ordering Par
conjunction with its pending 198%fittriticn year advice letter
f£iling, for the purpose of calculating revised rates for the 1988
attrition year. i;} |

This orxrder is effective today.
, 2t San Francisco, California.

Dated

=

By T
. R .k:(%
’b‘%

‘%“:2
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and Roy M. Rawlings, Attornmeys ab/Law, for Southern California
Gas Company; Reder J, Reters an Richard H. Moss, Attorneys at
Law, for Pacific Gas and Elec@:xc Company: Lawrence V.
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Sierra Pacific Power Company.

Interested Parties: Matthew V, Brady and Marcia Preston,
Attorneys at Law, for the California Department of General
Services:; Exic Fisenman and Andrew Packard, for Transwestern
Pipeline Company; Capol B. Henningson and James M. Lehrer, by
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