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Decision as 12 094 DEe19 1988 

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE S~A~E OF CALIFORNIA 

In the Matter of 'the Application of 
Southern California Edison Company 
('O'-338-E) for authority to 
(i) increase its authorized rate of 
return on common equity, 
(ii) adjust it3 authorized capital 
structure, (iii) adjust cost 
factors for imbedded' debt and 
preferred stock, and (iv) related 
substantive and procedural relief. 

) 
) 
) 
) 
) 
) 
) 
) 
) 
) 

--~--~--~~~~~----~-----) Application of Pacific Gas and ) 
Electric Company for adoption ) 
of authorized rate of return ) 
for 1989 pursuant to attrition ) 
rate adj.ustment mechanism. (O-39-K) ) 

) 
-I-n-th...,-e-M.e;-t-t-e-r-o""'!'f-th....,....e-~-p-p""'!'l-i-c-at-io-n-o-f".-) 

San Diego Gas & Electric Company ) 
for authority to decrease its rates )­
and charges for Electric, and to ) 
increase its rates and charges for ) 
gas and steam serv-ice. ) 

(Cost of Capital Phase) (O''';902-M) ) 
~~~~~~~~--~~~-------) Order Instituting Investigation ) 
into the rates,. charges and ) 
practices 'of san Diego Gas, and ) 
Electric Company. ) 
~~~~----~~~~~~~----) In the Matter of the Application ) 
of Sierra Pacific Power Company ) 
to authorize a return on equity ) 
for calendar year 1989 pursuant ) 
to attrition rate adjustment ) 
mechanism.. ('0'-903-&) ) 

~I-n-th-:-e--.Ma---t-t-e-r-o"="f-th~e~A-p-p":'l~i-c-at-l.':""· o-n---~. 
of Southern California· Gas ) -
Company (U-904-G) to implement ) 
its attrition allowance and to ) 
establish' -a return. on equity ) 
for 1989. ) 

-------------------------------) 

.. 

·Application SS-07-02S 
(Filed July 25, 1988) 

Application 8:8-07-037 
(Filed July 20, 1985) 

Application 8.7-12-0·03-
(Filed. December 1, 1987) -" 

I.8g..0·1-OO& • 
(Filed January 13, 1988:) 

Application S8-07-0S2 
(Filed July 28, 1988-) 

Application 88-08-001 
(Filed August 1,. 19S8) 

. . 

(See Appendix A for appearances.) 
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O?INIQJ! 

These proceedings were consolidated to, address Southern 
California Edison Company's (Edison), Pacific Gas & Electric 
Company's (PG&E), San Diego Gas &- Electric Company's (San Diego), 
Sierra Pacific Power Company's (Sierra Pacific), and SOuthern 
California Gas Company's (SoCalGas) 1989 rate of retUl:'n attrition 
filings. This opinion also authorizes SoCalGas. an 1989 operational 
attrition allowance. 

After considerinq all the evidence of the market 
.; 

conditions, trends., and th& quantitative mod.els. presented by the 
parties, we conclude that the u~ilities should be authorized a 
return on common equity and an overall return on rate baS& as 
follows:-

Vtility 

Edison-

C9llllDOD Equity. 

PG&E' 
San. Diego 
Sierra.Pacific 
SoOLlGas 

13.00% 
13.00 
13.00' 
13.1S. 
13.00 

xx. Baelcqroml<l 

Rl),t& »~u:!ce 

10.91%. 
11.04 
10.90 
10.48 
10.9& 

Edison, PG&E, San Oiego, Sierra Pacific, and SOCalGas 
filed their respective applications pursuant to Decision (D·.)' 

, 

85-12-076·, which requires the energy ut.ilities.to- address return~'on: 
I 

equity issues for their respective- attrition years. Order 
Institutinq RulemaJcing (OIR) 87-11-012's ass.1gned' administrative 
law judge (ALJ) issued a proposed. schedule for future amlual cost 
of capital reviews to be moved from, a calendar year basis. to a , 
fiscal year basis. According-ly, the'ALJ in OIR 87~11-012 requested: 
the energy utilities to- file their 1989 cos.t of capital reviews on" 
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a calendar year basis and on a lS-month basis. Subsequently, the 
ALJ issued his proposed decision recommendinq that the cost of 
capital reviews continue on a calendar year basis. 

This opinion addresses and authorizes a calendar year 
basis cost of capital because the utilities' respective filings 
show that there are no eiqnificant differencee between a calendar 
year basis and a 15-month basis. However, if an OIR 87-11-0'12 
opinion adopts the 15-month period, then the cost of capital 
authori%ed for the respective utilities in this opinion should 
continue for the three additional months, through March 3-1, 1990. 

On August 10, 1988, a prehearinq conference on the energy 
utilities' cost of capital applications was held before ALJ Galv~ 
j,n Los Angeles. At the prehearinq conference, the KLJ consolidated:: 

, , 

the applications into, one proceeding, pursuant :to Rule 55. of the 
Commission's Ru.les of Practice and Procedure which allows' such 
consolidation of proceeding-s with related questions of law or 
fact. 

Hearings were held froa OCtoberS to October 7 in 
Los Anqeles.. Concurrent briefs were filed on OCtober 17, 1985:, and' 
the consolidated proceeding was submitted on November 10, 19S5 upon 
the receipt of Late-Filed Exhibit 30 which. updates the embedded 
cost of lonq-ter.mdebt estimates with a cost factor equivalent to· 
Data Resources, Inc.'s (DIU) November 19S8 "control" interest rate 
forecast .. 

" Letters of protest to the applications concerning the 
objection to any increase in rates- because of ratepayers' limited 
income and the idea that shareholders should. shax-e risk with the 
utilities were received ,from approximately sao ratepayers. 
Received a$ 'Item· 1 isa petition siqned. by approximately 40 of 
Edison's ratepayers opposing-any increase in ,Edison"$ rates. because" 
they believe that any additional, increase in: rates to the average 
resid.ential user could make basic. comforts more difficult to 

- 3, -
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acquire. The following table summarizes the number Oof protest 
letters placed in the respective utility's formal file: 

'Q'tility Letters 

Edison 
PG&E 
~ Diego 
Sierra Pacific 
SoCalGas 

159 
61 

185 
o 

95 

This opinion addresses the issues raised in Edison's, 
PG&E's, San Diego's, Sierra PaCifiC'S, and SoCalGas' application on'; 
an individual utility basis. However, an issue pertaining to the 
uniform recove:ry of the tax savings from deducting premiums paid to 
retire high cost debt is addressed as a generic issue. 

III. Reeovexy of 'f!?:!:rmitmu! Paid '!C9' Retire High C,98t Debt 

The Commi.ssion Division of RAtepayer Advocates (ORA) 

witness,. Quan,. testified that the utilities have exercised. a 
prudent management decision to retire, prematurely, bonds issued ~ , 
the early 198:0'8 when interest rates were at allt;i.me highs even 
though the utilities are required . tOo pay premiums. to the existing,." .; 
bond holders of the high cost debt., However, ORA takes issue with' 

the method that the utili ties, use to pass the tax savings generated: . 
from deducting these premiums in the year the high cost bon~ are 
retil:'ed. to their ratepayers. ORA. estimates that SoCalGas' premitlm 
for high cost bonds. prematurely retired,. alone, is prOojected to ~ 

, . ", 

approximately $1.$ million in 1990. 
ORA raises this tax' issue because the utilities· use 

d.ifferent methods to pass these tax savings back to the ratepayers.': 
Some utilities, include the entixe preDdum in the embed.ded. debt cost 
calculation with an offset for the-, tax savings: in. the deferred. tax" 

reserve account as a reduction to- rate base .. , .Other utilities 
include the entire premium in the' embedded"· debt'co~t,. however, with' 

no offset for tax sav.ings reflected· in the deferred tax reserve • 
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These are only two of the many methods used by the utilities. The 
result is an inconsistent flow of tax benefits to the ratepayers. 

ORA recommends that the utilities should use one 
consistent method for treating premiums associated with the 
retirement of high cost debt and pass back the associated tax 

savings to the ratepayers. ORA did not recommend any specific 
method. Instead, ORA recommencis that workshops be held with DRA 
and the utilities to establish a consistent method for all 
utilities .. 

ORA, citi~g 0 .. 8'8-08:-06-1,. where General Telephone Company 
of California was ordered to, establish a balancing account to 
record the potential tax savings associated with th~premiums paid' 
to retire high cost debt pending resolution of the issue, 
recommends that the energy utilities establish a memorandum account 
effective January 1, 198:9 to track the amounts currently recovered ' 
in rates related to these retirements. DRA recommends that this 
memorandum account be' adjusted to reflect'the impact of the final 
method decided in the workshops. 

, ~he utilities do not oppose DRA.~s . workshop- proposal., 
However, San .Diego- opposes the, establishment of a memorandum 
account because it believes-it is unnecessary and will create a new 
business risk.. . San Diego· argues that its. method. of accounting for; 
such tax benefits was previously approved by the CommiSSion, and 
that ORA's witness acknowledged .that he found no. fault with San 
Diego"s method'. 

The premature retirement of high cost bonds is not 
restricted' to. the energy utilities. As. ORA Points out,. it is also" .. ~. 
happening in the telephone industry, and is pro~ly happening in 

the water industxy. This issue is generic to .. ' all CalifOrnia 
utilities ... ORA.."s. proposal has merit. ,However, weean not expect . 
or require DRA and the five energy utilities. in this. consolidated." 
proceeding to set p611cyforall . electric,. gas., t'elephone~ and" 
water utilities. Nor would it be fair to· requ;ire the five energy 

- s -
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utilities in this proceeding to establish memorandum accounts 
subject to adjustment without establishing the fact that the enercr,r 
utilities' are improperly accounting for the tax benefits, 
particularly since their respective methods have previously been 
used. to set rates. For the above reasons, we will not require the 
utilities to establish a memorandum'account to track the tax 
benefits earned from the premature retirement of high cost bonds. 

We will consider issuing a generic utility OIl (Order 
Instituting Investigation) on this issue. However, in the interim, 
the Commission AdviSOry and Compliance Division (CACD) should' 
schedule and chair workshops with the energy utilities impacted by 
the premature retirement o·f high cost bonds _ CACD should notify 
DRA and other parties CACD believes may be interested in 

participating in the workshops. Although we" will not keep this. 
proceeding open to address. the workshop. results, we will expect .the, 
energy utilities. and DRA to present testimony on the method and./or 
aLternative method established at the workshop3 in the respective 
utility'S first rate or attrition proceeding following the final 
workshop. If we. issue a generiC utility OIl on this. issue prior to;' 
the workshops,. the workshops· should be. cancelled and the energy . 
utilities should actively participate in the OIl. 

IV., Waco's Application 

A. BAclcqround' 

On July 1S, 1988, Edison filed an application for 
. authority to increase its authorized' return on common equity uom 
12.75\ to 13,.75\,. to adjust its. authorized capita'l structure,. to 
adjust, its cost factors for embedded debt and 'preferred stock, and 
to reflect the impact of such changes (approximately $80 million) 
in its 1989' operational attrition'Advice Letter' filing_ ,~' . 

Edison's presently authorized rate ofretum and 
" J • 

requested rate of return is depicted in the follOwing ~les: 

-,6 ;;. 
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Component 

Long-Te:tm. Debt 
Preferred Stock 
Common Equity 

TOTAL 

Component 

LOng-Term. Debt 
Pl:'eferred' Stock 
Common Equity 

TOTAL 

CApitAl' RAt;i.o 

47.00\ 
7.00 

46.00 

100.00% 

COst Factor 

9.2'2% 
7.SS 

12.7S 

Edison's Recm-endation 

Capital Ratio 

48'.00\ 
6,.00 

46.0'0 

100.00\ 

Cost Factor 

9 .. lS%'" 
7 .. 8'4 

13.75 

weighted eog 

4.ll\ 
O.SS, 
5-.87 

10.75\ 

Weighted Cost' 

4.49\ 
0·.47 
6.33 

11.29% 

'* Revised.' from. the 9.31\ cost factor in Edison's. 
application to reflect DRI's October 19S8 
interest fo:c:ecast~ 

Edison presented tWO-Witnesses, Alan J. Fohrer, Assistant:· 
Treasurer and Manager of Cost Control, and Alex C. Miller,. ~ger' 
of Financial Planning •. Fohrer testified on Edison's financial 
poliey and Miller testified on Edison's cost of capital 
methodology. ORA presented the testimony of~ Edwin Quan... Federal 
Executive Agencies. (FEA) presented' the tes.timonY of John B-. Leqler,; 
Edward Duncan, representing himself, participated in eXAmination of 
the witnesses. 
B. capital' Stro.cture 

The difference between Edison's authorized and requested' 
capital structure is a nominal decline (i%) in the .-"moun'!: of 
preferreclstoek.as. a percentage of total capitalization. 

There £s. no- d~spute onEd~son's capital structure. ORA 
concludes that. Edison's. requested capital struc:ture is reasonable, : 
based on ORA's review of Edison's capital, requirements and 
financing plans through 198:9'.. FRA,.'. also· accepts Edison's proposed. 
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capital structure for the purpose of estimating the weighted 
average cost of capital. Therefore, we will adopt Edison's 198:9 
requested capital structure of 48.00% long-term debt, &.00% 
preferred stock, and 4&.00% common equity. 
c. Cost of Long-'l'e.1:Dl Debt 

and Pafe;red Stock 

Edison'S 9.35.% eost of long-term, debt is compara})le to 
ORA's 9.27% and FEA"s- 9.31%. The differenee in estimating the cost 
of long-term debt is attributable to ORA updating estimates. with 
actual cost and using more recent interest forecasts than Edison. 
However, Edison, ORA, and. FEA concur that the Novenil:>er 198:8 DRI 
~control~'interest rate forecast should be used to dete:mine the 
cost of Edison's. long-term debt. Late-Filed Exhibit 30, filed 
November 10, 1988:, shows that the parties, agree that Edison"s cost., 
of long-term debt for the 1989 attrition year should. be 9.30% .. 
Therefore, we will adopt a 9.,30\ long-term d.ebt cost for Edison's 
198:9 attr:Ltion year, which reflects the November 19'88: DRI control 
interest forecast. 

'Edison's 7.84% cost of preferred- stock was not disputed 
by ORA. or FEA,' therefore" we will adopt Edison's 7.84% cost of 
preferred stock for its 1989 attl:ition year. 
D. Rej::urn on' eo.m Eoui1;y 

The major issue is the appropriate return on common 
equity for the 198'9 attrition year.. The following table 
the position of each party: 

Paxt,y RecOllll!leDded Retgm 

'Edison 
ORA. 
FEA 

13-.75% 
12'.50\.'* 
12.50% 

'* Recommends Mid of Ranqe 12.25% to 12~7S% 
, 

EdJ.son, ORA., anel FEA subm.i.tted, testimony on the results: 
of various financial models. which, they used:' as, the starting po1nt: 
to detexm1ne their recommended. return. on equity. Edison and' ORA' ' ' 

-. s -
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use the DCF (Discounted Cash Flow Analysis), RPM (Risk Px'emium 
Analysis), and CAPM (Capital Asset Px'icinq Model). FEA,uses the 
DCF and RPM model. 

Detailed descriptions of each financial model is 
contained in the record and are not repeated here. These models 
are used only to establish a ranqe from which the parties use 
individual judgement to deter.mine a fair return on common equity. 
Although the parties agree that the models are objective, the 
results are dependent on the subjective inputs. From these 
subjective inputs. the parties advance arguments in support of their 
respective ~lysis. and: in criticism on the input assumptions used 
by other parties.. These arguments will not be addressed 

. extensively in this opinion, since they do not alter the model 
results. As Miller testified, in the final analysis., it is the 
application. of judgement,. not the precision of these models,. which 
is the key to selecting a specific return on ,common equity estilnate, 
within the ranqe predicted, by analysis. • 

The following table smmnarizes the results of the models: 
presented by witnesses Miller, Quan, and:,Legler:' 

Hodel brtY Rmge 

ocr 

CAPM 

Edison 
DRA 
FEA 

Edison 
DRA 
FEA (5-yr.. premiums) 

Edison 
DRA' 

l2 .. 70% l4 .. 00% 
l2 .. 2& - 12.80' 
11 .. 40 - 12.&0 

l3-.10 14 .. &0 
l3.04' l5-.13 , 

13 .. 00%. 

13.40 - 14 .. 70 
12.29 - lS~80 

Edison asserts that to arrive at a fair return on common 
equity, it is necessary to· apply informed judgement to the· 
regulatory, competitive,. anclfinancial ri~k which Edison faces..". 

Edison also- asserts that regulatory risk. is one of the 
siqn.ificant factors that affects the total level of risk perceived ..•• 

. , . 
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by investors. Fohrer believes that investor risk "%My" increase 
because the elimination of ERAM (Energy Regulatory Adjustment 
Mechanism) and ARA (Attrition Rate Adjustment) for the large 
industrial and commercial customers because full cost recovery will 
be dependent on accurate forecast. Edison also'believes that the 
seasonal variation in earnings will impact investors' expectatiOns. 

The AER (Annual Energy Rate) reasonableness review, a 
percentage of fuel and purchased power costs recoverable on a 
fixed, forecast basis is another regulatory risk that must be 

considered because of the flux of this recovery mechanism. 
Al thoug'h Edi.son was authorized to implement this mechanism in 1981,.' 
it was temporarily suspended in 198&, reinstated in 1987, and again: 
suspended. in 1988 until Edison's 1989 Energy Cost Adjustment Clause,: 
proceeding. Fohrer believes. that additional risk exists because of 
the uncertainty of whether Edison will be able to. recover volatile' 
fuel and'purcMsed power costs •. 

Fohrer cites the reasonableness review procedure, which . 
allows. Edison to recover7S% of the revenue requirement associated 
with certain plant additions. costing' over $50 million pencling a 
reasonableness review, as another regulatory risk factor * 
According tOo Fohrer, this procedure' compounds an investor's . fear 
that recove:ty of plant investments. will be made more difficult 
because the procedure requires a 'separate proceeding and delays 
full rate base ,treatment of the plant investment. 

Alternative forms of capital recovel:j1" such as. the -
proposed DiablOo canyon· settlement are identified by Fohrer as a new­
regulatory risk. because- such. 'proposed settlement departs from the· : 
traditional ratemaking treatment, of plant ·,investment. Al thou9'h the- . 
proposal involves recovery of 4, controversial nuclear plant 
investment,. Fohrer believes that it affects. investors'" perception - , 

and if adopted will signal to-. the investors that sharehold.ers in 
California utilities may bear qreater risks • 

-10 -
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Edison cites several Federal Enerqy Regulatory Commission 
(FERC) proposed rulemakings which may affect how prices are to be 
set in contracts with Qualifying Facilities (QFS) and which may 
streamline regulation for independent power producers.. Edison 
supports many of the OF proposals but has concerns about proposals 
which favor the non traditional suppliers. 

DRA's Quan concurs that the Commission has created new 
forms of regulation and provided regulatory flexibility t~meet the 
needs o,f both the utilities and'ratepayers. to- respond to the 
competitive marketplace. Quan acknowledges that utilities, such as 
Edison faces different risk to operate in the new competitive 
marketplace and that such risk should be rec~zed in setting the 
appropriate return on common equity.. However, he believes tMt 
only the incremental ,change in risks over the level already 
recognized in the last rate of return authorization should ~ 
considered. 

Legler's analysis ,of regulatory risk was based on a 
national perspective.. It was not based' on a California specific , 
requlatoxyr1sk. According to: Legler the financial community looks;' 
at an overall perspeetive of regulatory risk, not a checklist 
approach. Legler concludes that the california regulatory Climate,: 
is good and that the financial community considers the california' 
regulatoxy climate to be above, average compued. to other stAtes.' 
Salomon Brothers, Inc.'s MAl:ch 31,. 1988 stock research pul:>lication 
(Exhil:>it 12) substantiates Legler's conclusion of the california 
regulatory climate. 

Fohrer asserts that a significant risk exists in the 
competitive marketplace from tlW:d~party producers and self 
producers within Edison's service territory. He testified that 
Edison could be required to obta1.n n~W" sources of power on short 
notice and At higher prices :because th1:d' ~y electric p:z:od.ueers: 

, . .' . 
have no obligAtion to serve, may Abandon unprofitable projects.,. and " 
may discontinue supply because of unrelated:bua1ness' failures • 
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Also, the bypass of larqe industrial and commercial customers is a 
continual threat recognized by Salomon Brothers, Inc. and other 
menmers of the financial community as the major investment 
consideration for Edison during the next several years. 

ORA concurs with Edison that competitive risk should be 
considered.. However, Quan believes that Edison and. the other 
utilities have mitiqated and reduced risk from the competitive 
lJl4rketplace ch4llenqes by direct competition with the independent 
power producers through separate ,subsidiaries. In Edison's case, 
Edison obtains appro~tely lO~ of its energy from third party 
producers, half of which is provided by Mission Energy Company, 
Edison's non-utility subsidi~. 

Edison's financial measurement of risk is based on its 
prospective bond rating and increase in interest rates. Edison's 
present debt ratio excee<is Stanclard.: & Poor"s double-A bench mark of . 
46% debt. However, Edison has maintained its bond rating because 
of, positive action in other areas. Fohrer states that if Edison is 
authorized a l3:.75% return on common equity, -its interest coverage, 
which has steadily declined.,.. is' projected. to- decreaSe to· l.3' by 

.' f -
1990. This decline in interest coverage equates to· a deelinein 
Edison" s finanCial strength. and increase risk because the projected 
interest coverage is below Standard & Poor~s 3.5 minimum coverage 
for a double-A rating. 'rhis, .. coupled. with the pro'jected. inflation 
forecasts of up.to 6.1% in, 19S9' will impact Edison's ability to­
attract funds and to; maintain its financial strenqth. in 1989'~ , 

Quan considered Edison's finanCial risk and conclud.es 
that Edison "S risk has> remained' approximAtely· the same since. the . 
1988 attrition proceeding.. Speci.f1cally, uternally generated. 
funds have remained at substantially h.iqher levels the' p.u.t' few 
years from 52% of total construction funds in. 1983:. to 79t in 1987, 
and AFUDC (Allowance for FwldsUsed' Durinq Construction) earn.i.nqs ' 
have significantly droppecl from 59% in 1983 to 16% in 1987.. AlSO,. " 
Edison's stock continues to trade ~excess of book valu& whieh 

- l2 -' 
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indieates that the investors' pereeption of the current value of 
Edison relative to the value of its assets is high. Although OUan 
acknowledges that the stock traded is E~son;s holding eompany, SCE 
Corp., Quan views Edison and SCE Corp. as virtually the S&ne 
entity. 

Quan disputes Edison's argument that rising interest 
rates and the uncertainty of the future levels of inflation reqtli:.ce' 
the return on common equity to :be set at a level higher 'than that 

currently authorized. Table 7 ,to: Quan's Exhibit 4 compares the 
overall trends in long~term. interest rates with the authorized. 
returns on common equity for the last eleven years. This table 
shows that the authorized. returns on common equity does move in the 
same ,direction as- interest rates.., but not in direct proportion~ 

Although long-term interest rates have mov~moderately 
upward during the year, the' August 1988 long-term. interest rate is. 

similar to the level of interest rates in December 1987 when the 
current return on common equity was. set.. Further, Jenkins-Stark of! 
PG&E testified th4tactual lonq-texm interest rates continued. to 
decrease in September 19S~~ 

We do, not place sole reliance on ORI's interest'rate 
forecasts. Forecasts are estimates based on subjective analysis. 
This is confimed by San Oieqo's I<::x:wnvieda whO: COmp4red ORr's' 
quarterly AA utility bond foreCast with 'actual results from the 
f.irst quarter of 1982 through ,the first quarter of 198& and 
concludes that ORI's forecast: varies an average of +/- l .. glt. 

SOCalGas' Sanladerer testified that returns on common 
equity are historically based' on an implicit s~read between DR!' S 

AA bond interest rate forecast and the authorized return on common 
equl:ty.. AccordJ.nq to- Sanladerer" SoCalGas' ilnplici t spread·· is. , from· 
27Sbasi.$ points to 307 :baSis pOints. SanlAderer's assertion is 
not correct. Although the end:, result may have fallen within this 
range, we consider and: balance", multitude of risk to. arrive,at a"" 

,~ :,' 
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reasonable return on common equity, only one of which is the 
interest rate forecast. 

If we assume for argument sake that Sanlade~er's 275 t~ 
307 basis point spread is correct and adjust for DRI's margin of 
error rate presented by Krumvieda, then the 1989 authorized return 
on equity should be within the range of 11.38%. to 15-.32%.1 A . 

common equity range of this magnitude.provides little guidance to 
the Commission in arriving at a reasonable return on common equity' 
anQ greatly exceeds the range of common equity returns recommended 
by the parties.. in this consolidated proceeding. As pointed out 
above, the interest rate_ forecast is only' one component of risk which 
we consider to arrive at a reasonable return on common equity. . 

Absent from Edison's- risk analysis is a discounting of 
benefits investors stand to gain from the regulatory policies and 
the discounting of risk associated with prior years risk. For' 
example, investors have been aware of the potential for elimination_­
of the ERAM and ARA. mechanisms' since late 198& in I.86-10":'001 and 

• should have already adjusted for the expected risk. CalifornJ.a 
regulatory policy recognized by the financial community as above 
average is also a positive·factor to consider. 

We concur that the competitive risk is present. However, -. 
Edison has reduced the risk of reliability and availobilityof 
third party power by purchasing half. of its..- third PartY' producer 
power from its subsidiary, Mission Energy Company.. Financial risk,' 
is also present; however, Edison has not demonstrated that-such 

1 The range is calculated '. as follows: 

10'~44% 
2.75 

+1-1. 8:1 

November DR! Forecast 
Basis Point Range . 
DIU Error Rate 
Calculated Range . 11.38:% to IS.00%. 

- 14 -
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risk has substantially increased during 1988 or that such risk 
warrants a 10~ basis point increase in its authorized return on 
equity. 

After considering all the evidence of the market 
conditions, tren<1s., and the quantitative models. presented by the 

parties, we conclude that a 13.00t return on equity is just and 
reasonable for Edison's 1989 attrition year. 
E. Adopted COst 9f.. Capital 

The 13.00% adopted return on common equity produces an 
overall rate of retu:n. of 10.91\ for the 1989 attrition year, ~ 
increase of 0.16-% from its 10 .. ,75% overall rate of return for 1988. 
The following table shows Edison's adopted eost of capital for its 
1989 attrition year: 

Cgap9nent 

Long-Term Debt 
Preferred. Stock 
Common Equity 

TOTAL 

A. J3aelcg:rsnm4 

Edison's Adopted' Cost of capital 

CApital Ratio-

48.00\. 
6.00 

46.00 

100 .. 00\ 

&on F4et2X" 

9 .. 30\ 
7.84 

13.00 

v. p(jR'8 Application , 

Weighted COSt.! . 

4.46% .0 
0.47_ ' / /:':;" 
5.98: V ,1/'-, '''' 

10.91%-' ~' 

On July 20,.198'S', PG&E filed an application for authority 
to increase its authorized: return on common equity from 13 .. 10% to-
14-50%. Therequestecl change in common eqQ.i.tywill result in 

approximately an $87 million gross revenue requirement increase 
for PG&E's Electric Department and, a $2'2 million: revenue 
requirement i.ncrease for its qas department. Subsequently,. on' 
September 16, 1988, P~E revised its requested':retu:cn on common 
eqo.ity to 13.75%- to 'reflect the- prOvisions of ~G&E'$ proposed 
Diablo Canyon Settlement Agreement'and' Implementinq Agreement of 
June 24, 19-88: • 

- 15- -
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PG&E's presently authorized rate of return ana requested 
rate of return is depicted in the,followinq tables: 

'Cqarponent 

Lonq-Tex:tn Debt 
P:eferred Stock 
Common Equity 

TOTAL 

Component 

Long-Tem Debt 
P:eferred Stock 
Common Equity 

TOTAL 

SI's Present ,authorizatWn 

capital RAtio 

45-.50% 
8.50 

46.00 

100.00% 

COst ftstw: 

9 .. 34% 
S.80 

13.10 

PGiErs Recommendation 

capital Ratio· 

46.25% 
7.00 

46.7S . 

100~OO% 

Coat Pac:t9~ 

9.40% 
8.79 

13.75/ 

w.:i,ghted Con 
4.25% 
0.75 
6.03 

11.03% 

Weighted COG 

4.3S%. 
0.62 
6·.43 

11.40% 

PG&E presented two witnesses, John F':'JenJd.ns-Stark, . 
'rreasurer, and .Laura Paratte,. Senior Financial Analyst. 
Jenkins-Stuk testified on .PG&E"S financial policy and Paratte 
testified on PG&E's cost of ca~ital methodolo9Y_ ORA presented .the 

testilnony of Edwin Quan. FEA.-'. presented ~e testimony of John' B. 
Legler. Roger Poynts, of Utility Design,. Inc. also. presented 
testimony. 
B. Capital StructuJ:e 

PG&E's requeeted preferred stock ratio decreased l.S0% 
from iu presently authorized preferred stock ratiO, from a.so\ to.. " 
7.00%. This'reduction resulted from the' refunding of high coUpon, 
preferred stock issues. PG&E asserts that. its capital strJ.etue'l 
which excludes the impacts of Diablo Canyon, operations-, is ,. 
consistent with the terms of. the proposed Diablo canyon settlement 
agreement pendinqbefore the Commission in A.S4-0~-014. 

There is no· dispute over PG&E"s:proposed capital 
structure • DRA. concludes that PG&E's requested capital structllr& 

- 1& -
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is reasonable, based on ORA's review of PG&E's 1989 capital 
requirements and financing plans. Poynts did not recommend any 
capital structure. We will adopt PG&E's 1989 requested capital 
structure of 46.25% long-term debt, 7.00% preferred stock, and 
46.75% common equity for its 1989 attrit.ion year. 
COo Cost of LoDg-TeXIl Debt 

and Preferred stock 

PG&E's requested cost of long-te~ debt and preferred 
stock is not in clispute •. Consistent with the updating of Eciison's ' 
long-term cost of debt, PG&E concurs that its long-term d~bt cost l 

should be updated with the November 1988 DRI '·control~ interest 
rate forecast.. We will adopt a 9.39% cost of debt factor for 
PG&E's 1989 attrition yee:r, as shown. in Late-Filed Exhibit 30 which. 
reflects DRI's November 1988 control ~terest forecast., PG&E's 
8.79% cost of prefened. stock,.. which is not disputed,. should be 

adopted for the 1989 attrition year. 
D.. Return on COmmon Equity 

At issue is the appropriate return on common equity for 
PG&E's 1989 attrition year. The following table s1lmmarizes the 

position of each p~: 
Party 

PG&E 
ORA 
FEA 
poynts 

Reeo.ended -Return 

13.7'5%'" 
12 .. 50\ ...... 

12.75t· - 13 .. 2S\ 
No Recommendation 

... Revised from 14.50t.- to- exclude- Diablo Canyon: 
impacts .. 

...... Recommends Mid, Range of 12.25% to 12 .. 75t 

PG&E excluded its projected~ Diablo, Canyon risk to. arrive' 
at .its requested 13..75% return on common equity, pursuant to its 

Diablo- canyon settlement agreement· with all. parties tOo the Diablo. 
Canyon proeeedl.ng- In responsEit to the' ALJ'$· concern that this 
agreement has not yet been, approved- by the 'Commission, 

- 17 -

, ."'~ 

" " , 



• 

e. 

• 

A.SS-07-023 et ala ALJ/MJG/tcq· 

'Jenkins-Stark testified that PG&E's sole recommendation for a 
return on common equity in this proceeding is 13.75%. Therefore, 
the return on common equity adopted in this opinion for PG&E should 
be effective for the entire 19a9 attrition year. 

Poynts did not recommend a specific return on common 
equity; however, he did recommend that th~ return on common equity 
not be increased. This recommend4tion is based on poynts' review 
of the increase in interest rates, the modest increase in the 
co~umer price index from 4.4' in 1987 to 4.S%. in 1988 and, his 
belief that PG&E has no increased.regulatory or competitive risk 
because PG&E is a monopoly utility which is allowed t~ increase its. 
rates t~ offset anticipated inflation. 

PG&E,. ORA, and FEA submitted testimony on the results. of, 
various financial models which they used: as a starting point to­
dete:r:mine their recommended retuz:n,on common equity. 

The following table- summarizes the results of the models 
presented by witnesses Paratte, Quan, and Legler: 

'lIodel' Party Range 

RPM 

CAPM 

PG&E 
ORA. 
FEA 

PG&& 
ORA 
FEA (5-yr. premiums) 

PG&E 
ORA 

10.42' - 16.73% 
12.12 - l2.66-
13.20 14.70 

14.1S 
13.04 
14.40 

14.42 
15-.l3· 

-·14.50 

14.92%. 
11.95, - l5,.53 

Legler'S f1n4ncial model results, as summorized above,. 
are based on PG&E"s initial shOwing which' include impacts 

associated. with Diablo Canyon. Legler was unable to. discount the 
impacts of Diablo- Canyon because PG&~, submitted J.ts revised 
testimony after Leqler' s' direct, testimony was ,subm.i tted.. However, 

Leglerclid address PG&E's revised ,testimony on. ,direct examination 
and did reduce his recommended' return on common equity from the 

- 1a -
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13.00% - 14.00% range to the 12.75% - 13.25% range. His financial 
model results were not adjusted to exclude Diablo Canyon impacts 
and, therefore, will not be addressed. 

ORA's financial models are based on market data related 
to a comparable qroup of electric utilities. PG&E specific Qata 

was not used because Quan believes that it is impossible to isolate 
any perceived investor risk associated· with Oiablo Canyon. 

Although PG&E excludes its estimated risk associated with 
Diablo Canyon, it believes that: its return· on common equity should, 
be increased 6-5- basis points, from 13.10% to 13.75% because of 

. . 
increased business risk from ongoing regulat0l:Y changes and 
restructure of the California, gas and electric indust%y, and a 
significant increase in the 19,89 attrition year interest rate 
forecast over the 1987 interest rate forecast. 

Jenkins-Stark testif1ed that regulatory developments h4ve ' 
increased. . investor risk and' reduced requlat0l:Y protection thereby , ' 
moving PG&E closer toward the risk levels of unregulated sectors of 

the economy. He cites the gas rate restructure which began 1n 
oeceDlber 1986·, the Electric rate restructure,.FERC regulatory 
changes, self generators andcogenerators, and eustomers~' use of 
alternative fuels as the basis for inereasedrisk~ 

Except for the gas' rate restructure, PG&E r s risk factors ; 
are similar to Edison's .risk factors.. To the extent that these. 
risk factors are already cliscussed~. they will not be' repeated.. . 

Although Quan aclcnowled.qe's that the', electric industry is: 
in, a continual state of transition·, he test'ified that as' different 
areas of risk are created,. . there are other circumstances, . such as.: 

Commission policies, which mitigate" some of·,the risk.. Change'in· 
the electric industry is. not ,new. In the 1988 attrition 
proceeding, we-aqreecl' with PG&E that investors will consider to­
some extent increased: risks associated with regulat0l:Y' changes, 
spec1f1.eal.ly the eleetr1.c ind.ustl:y restructure. However', it is 
apparent, from salomon Brothers, Inc. above average rating given to: 

I 

.' ,o, 
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the Commission that the investment community has mitigated 
increased risk associated with the California electric industry. 

Similar to the electric indust~ changes, the natural gas 
regulatory fr~ework was considered in the 1988 attrition 
proceedings. The question t~ address ~ this proc~g is whether 
such risk has increased. Although Jenkins-Stark asserts that the 
elimination of the Supply Adjustment Mechanism (SAM) effective 
May 1, 1988 increases utility risk in 1989,. he acknowledges that 
this risk is partially mitigated by the Negotiated Revenue 
Stability Account (NRSA) which lim..i.ts the maximum. variation of 
after tax earnings from the noncore sector .for two· years after 
implementation of the new reg"'.J.latory structure~ PG&E did not 
provide an assessment of other risk which have been mitigated •. 

The, investment community has been aware of risk 
associated. with the new gas regulatory structure since 198& and we' 
have provided for that increased risk in, COmmission policy and in 
the attrition proceedings, most recently in the19SS. attrition 

. , 

proceeding. Similar to the;.electric industry restructure, the gas: 
industry is in' a continual state of transition. Quan rec09Uizes 
that as new risks develop, other risks. are mitigated. 

Of all the energy: utilities, PG&E was authorized. the 
highest return on common equity in 198:8' primarily because' of 
increased risk associated with. the uncertainty of the· Diablo canyon 
reasonableness review., However, with the proposed settlement in 

A .. 84-06-014 and: 'PG&E's· exclusion of risk associated with Diablo 
Canyon, PG&E's risks are now' comparable to the other california 
energy utilities~ 

~ • I ' 

After considering all the evidence of the market 
conditions, trends,. and'the quantitative models. presented by the 
parties,. we conclude thAt a 13.00% return on' common equity 1$ just: 
and reasonable for PG&&'s' 1989' attrition year • 

i
J
: 
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E. ,Adopted Cost of Capiul 

~he 13.00% adopted return on common equity produce~ an 
overall rate of return of 11.04% for the 19a9 attrition year, as 
shown in the following table depicting the adopted eost of capital: 

COI!POnent 

Long-~exm Debt 
Preferred Stock 
Common Equity 

~OTAL 

A. Baclsground 

PGiE"§ Adopted. COst of emit.,l 

Capital RAti2 

4& .. 25% 
7.00 

46.75-

100.00% 

Cost' Fl!lc:to:r: 

9.39\ 
8.79 

13.00 

vx.. §An Diego's Application 

Weighted COs: 

4 .. 34% 
0 .. 6·2 
6.0S" 

11 .. 04% 

On December 1, 1987, San Diego filed an application for 4 

general rate increase. San D1:ego requested, among other things, A" 

13.75% return on equity. Subsequently, by ,an ».;J ruling, . 
San Diego's. cost of capital issue'was. bifurcated, from the general 
rate proee~q for consideration in this qenericattrition 
proeeed1ng. 

On July 15, 19Sa San Diego- revised its cost of capital 
testimony and reduced' 'its reque8ted return· on common equity to 

13.25%. 
San Diego'S presently authorized rate of return is 

depicted in the followinq table: 

COIIlPOnent 

Lonq-~erm Debt 
Preferred. Stock 
Common EqIlity 

TOTAL 

SIn Diego" Present AuthoriZation 

QPlg,l Rot12 

40.50% 
8 .. 50 

51.00 

100.00%, 

- 21 -
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9.24% 
, .28:· 

12'.75 

Weighted'eon 

3 .. 74\ 
0.62 
6.50 ' 

10,.8:&\ 
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Although the present authorized structure, except for the 
return on common equity, is cons1stent with San Diego r S' .. 

recommendation for the 19S9' attrition year, it is in contrast to 
ORA's reeommendat~on. The following tables show the active parties 

recommendations for the 19S9 attrition year: 

~omponent 

Long-Term. Debt 
P:eferred. Stock 
Common Equity 

TOTAL 

Long-Term. Debt 
P:referred Stock 
Common Equity 

TO'J!AL 

San Diego's Reeoaupend..ation 

capital Ratio 

42.75% 
6.25 

Sl.OO 

100.00%· 

COst factor 

9.22'% 
7.21 

13.25 

JmA'8 Rec9llllDeJldation 

Capital Ratio-

45.50\ 
6.00 

48.50 

100 .. 00% 

Cost Factor 

9.22%, 
6.97 

12.50,· . 

Weighted COst 

3.94% 
0 .. 45 
6.76 

11 .. 15% 

.:weighted Cost" 

4 .. 20% 
0.42 
6.06 

10 .. 6St 

• Recommends Mi,d:' Range of 12 .25% to- 12.75% 

&OJPPOnent 

Long-Term. Debt 
P:referred Stock 
Common Equity 

TO'l'AL 

C9IIDOIlent 

Lonq-Te:z:m Debt 
P:referred Stock" 
Common Equity 

TO'rAL 

lEA' 8 RecOlMllepdation 

Capital Ratio 

42'.75\ ' 
6 .. 25 

.. 51. 00· 

100.00% 

CQst PACtor 

9.12% 
7.21 

12.75 

City of' San Diego'8 Recoaendat1on 

Capital Ba,t1c> ' 

45.50% 
&.00 

.. 48',50 

100.00t 

- 22-

cost 'Factor 

9.22'" 
6.97 ' 

12' .. 50' 

Weighted Cost', 

3 .. 90% 
O.4S 
6.50-

10.8S%' 

. . "'1 

Weighted, coR.;, 

4.20% 
0.42 
6.06 

10.58%· 

i 
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San Diego presented two witnesses, Margo A. Kyd, 
Treasurer I and Richard A. Krumvieda, Manager of Financial ~lys.is 
and Forecasting. Kyd testified on San Oiego~s financial policy and 
Krumvieda testified on San Diego'S cost of capital methodology. 
ORA presented the testimony of Phyllis White.. PEA presented. 'the 

testilDony of John B. Legler.. William Shaffran, appearing for the 
City of San Diego, actively participated in the examinAtion of 
witnesses.. Duncan also examined the witnesses. 
B. capital Sttacture 

San Diego believes that a "ratemakinq" capital structure 
with a 51% common equity ratio· authorized for its 1988 attrition 
year will be 'sufficient to provide an ,adequate level of finanCial, 
flexibility. Although San DiegO' ,projects that its actual common 
equity will exceed 5l%, san Diego recommends that its ratemaking 
common equity De held at the' 5l% level .. 

ORA's White recommends a capital structure with a 4S.S0% 

common. equity ratio" which more- closely resembles San. DiegO" S 

reported and ta:rget financial capital stl:ucture.' White's common 
equity ratio is lower than San Dieg~'s primary because White 
included the $l23 million Encina 50 Power Plant non~nl;1clear 
capitalized. lease as a component· of long-te:cn elebt. W'bJ:tel:>elieves 
her propos.u should be adopted because: 

a.. capital leases are a part of long;..tex:m 
debt. 

b.. The Financial Aceountinq Standards' Board' 
Statement No. 7'J; (FASB 71)- requires· capital 
leases to be recorded as lonq-te:cnaebton' 
the utility's balance sheet to show a elear 
and' explicit reflection of a utility's' 
leverage and accompanyin9' financial risk. 

c .. San l)ieqo~s investors.and, financial 
analysts.' ·consider non;...capitalized" lease 
information when. assigning expected risk 
adjusted retuxns, on investment. . 

- 23 -
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.. 
d. There is no deleterious effect on the 

mArket's view of San Diego· or San Dieg~'s 
ability t~ attract capital. 

However, if San Die9~'s common equity ratio of 51% is 
adopted, White recommends that San Diego,'s return on 'common equ.ity 
be reduced to 12.00% t~ reco~ze San Diego's lower finaneial risk. 

DRA.'s basis for including such capitalizecl leases is 
flawed.. We have not adopted FASa 71 an accounting. pronouncement 
for the energY, utilities.. If we adj'llst San DiegO" s capital . .. 
structure because of FASB 71 then we' should consistently adjust for' 
other components. of FASS 71, and other.aceounting pronouncements 
for ratemaking purposes. We are not prep~ed t~ dO' s~. 

Even if we assume. that non-nuclear capitalized leases 
should be a component O'f long-te~ debt, DRA's proposal is still 
flawed... Capitalized assets ~e assUmed t~ be financed by'a 
combination of long-texm debt, preferred stock, and common eqnity 
even though in4ividual assets may have beenfinaneed by a 

',. ' -
particular debt or equity issuance.. The costs O'f these capitalized.., 
assets historically are recoverAble through rate base. However, 
ORA does not propose- rate base treatment, for these capitAlized " 
leASes. Rather, DRAproposes that these leases should be r~overed 
through operating expenses as they are cur.rently being recovered. 

We share,ORA's concern about the high level of common 
equity which San Diegoreqllests, especially when Edison is 
requesting a 46% common equity capital structure, PG&E a 46.75%, 

Sierra Pacific a 4l.93%, 4lld: SoCalG48 a 45.20%. This is not a new 
concern. In 0 .. 8"5-12-l08· we observed that San Diego-'s. increasing 
equity might well present a serious problem in. the future and 
directed Sail Diego and DRA. to- address., thorouqhl.y,..,~. Diego's. 
increasing equity in the next. appropriate rate·proceeding ... 
Although San Dieg~ is. requesting that itB common: equity be held at 
51 .. 00%, San Diego acknowledges that: its- common equ.ity is projected 
to exceed thi~~1 level .. 

- 24 -
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San Diego's current common equity ratio goal is 45.00% to 
48.00% for financial reporting purposes. Kyd testified that San 
Dieg'o's 198-9' expected equity ratio, is 46 .. ,lO% for financial 
reporting purposes, well within its current goal. 

San Diego periodically publishes its financial goals 
which investors assess for performance and goals. As shown in 
San Diego's quarterly finaneial report, it is the financial common 
equity ratio, not the rate making common equity ratiO'that is shown 
in San Diego's quarterly report and is used for finar.cial analysis' 
for its investors review. 

An ilnputed adjustlnent to San Diego's reques"l:ed 5l .. 00% 
common equity ratio is warranted because it is substantially out of 
line with other california energy utilities' common equity ratio 
and because San Diego· has riot justified the need for such a high 
equity ratio. We will adopt a 48. .. 00% common eqlJity ratio for san 
Diego.'s 1989 attrition year to bring it in line with what investors 
use to. assess San Diego's performance and to bring it in line with" 
other California energy utilities" common equity ratio. This 
common equity ratio is derived from. the top range of san Diego's 
common'. equity goal of 45.00% - 4S .. 00% for its financial, structure .. 
Any common equity ratio higher than4S.00% would warrant a 
proportional reduction in its return on equity. We will adopt· 
san Diego's·requested'6.Z-5% preferred stock ratio and impute a 
45.75% long-term debt ratio for a balanced capital ratio. 

" We will expect San Diego" Edison, PG&E', Sierra Pacific, 
socalcas, and ORA to, address in the ne~ .cost of capital proceeding 
the optimum. capital structure for California energy utilities. 
c. Cost or LoDg-TeJ:lD. Debt 

and Preferred ~ock 

San Diego's 9.22% cost of long-term. d.ebt is conSistent 
with DRA.'s and the City of San Diego's estimate, and comparable to " 
FEA's 9.212%. Although FEA used a cost factor which did not 
reflect san Diego's update for actual costs, Legler aecepts 
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.. 
San Diego's cost estimate. Consistent with the other utilities, 
San Diego concurs that its cost of long,-tex:m. debt should be updated. 
to reflect the impact of ORI~s November 1988 control interest 
forecast. 

We will adopt a 9.23% long-tex:m. debt cost for San Diego's 
1989 attrition year as shown in Late-Filed Exhibit 30, which 
reflects DRI's November 1988 control interest forecast. 

'!he only dispute regarding San Diego's. estimated cost of 
preferred. stock is how the ttnalortized issuance costs associated 
with refunded perpetual preferred stock should De treated. 
San Diego reduces its net proceeds by the issuance cost for 
perpetual series preferred stock, which were refunded in 198&, and: 
198-7, and amortized. the iSSUAnce cost over a 20-year period. 'rne 
amortized costs ar~ included in San Diego-' s 7.,2-1% 1989 effective 
preferred stock dividend rateA San ])iego~s-,witness rationalizes 
this amortization by citing D .. 87-12-066, an Edison proceeding, 
which considered and. approved the recovery of, preferred. stock,', . ' ' 

issuance costs by increasing the' embedded cost of preferred' stock. 
ORA's White excluded. the issuance- costs in her 

recommended. 6.97% ,effective preferred stock dividend rate for 
San Diego's 1989 attrition year because the Uniform: System of 
Accounts for Account No.. 214-B, CApital, Stock Expense requires the 
issuance expense 'of perpetual capital stock' to be expensed. in the' 
year that such stock is,retired~ 

ORA points out .in its brief that D .. 87-12-06&, which. 
San Die90 relies, on, authorizeQ· such issuance costs t~ be included,' 
in the preferred stock eml:>edded'eosts: because Edison demonstrated 
that San Diego was, previously authorized to- recover silnilar, costs 
and because the cost impact on preferred stock was minimal, only 
S- basis. points.. There was not a sufficient, record to address the 
merits of the issue~, 

, ' , 

However, . in this proceed..ing DRA's witness established 
that the proper method' to aceountfor such costs is to expense- the 
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issuance costs in the year incurred.. San Diego's own witness 
t~stifiea that preferred stock is a form of long-term equity 
capital stock, and acknowledged that capital stock issuance costs 
are not recovered. Since preferred stock is similar to. common 
stock and because common stock issuance costs are not recovered 
from ratepayers, we will adopt DRA's &.97t cost of preferred stock 
for San Diego's- 1989 attrition year. 
D. Return on COIMOJl Rg\1ity 

The following table summarizes the parties return on 
common, equity recommendation: 

Party 

S4n Diego 
DRA 
FEA 
Ci ty of San Diego 

ReeOmaeMe<l ' Re:t'9.rn 

13.25-t 
l2'.50'· 
l2.75% 
12',.50% 

• Recommends Mid. Range of 12.25% to. 12.,7 S% 

San Diego, ORA, 'ana FEA. submitted testimony on the 
reaultsof various financial mod.els.which ,they used as a starting ': 
point to dete%mine their recommended return on common equity. 

The following table aUJIUIlOrizes thereaul. ts. of the mO<:tels. 
presented by witnesses Krumv1ed.a" White, and Legler:: 

:Model Party BaruN 

DCF 

RPM 

CAPM 

San Diego' 
DRA 
rEA 

San Diego 
ORA ' 
FEA (5-yr. premiUlllS) 

ORA 

12.40%-- 14 .. 00% 
11.3& 12'~65-
11.80 - 13:.00 

14.40 - 16.,00 
l3.22 - 15-.25-
l2.00 12 .. 26-

'll.73 - 15.42 

In the final analysis,: it is the application of 
, , , 

jud<Jement,. not the the' precision of, test models, which is the key 
to. Mlecting a specific ,return on common equity .. 

- 27 -
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Kyd asserts that the Commission should recognize specific 
business risks t6 set a fair return on common equity. According tOo 
Kyd, these business risks consist of: a substantial uncertainty of 
purchased power costs associated with the Southwest Powerlink 

(SWPL), the re-examination of utility ratamaking mechanisms, such 
as the potential eltmination of the ERAM, and ongoinq business risk 
associated with nuclear operations and third party producers. 

Accordinq to. Kycl, the' SWPL balancing account, which 
accounts for the difference between the cost of SWPL· energy 
:received and avoided' costs, poses substantial new risk because 
investors view it as a procedure to defer timely cost recovery ef 
prudently incurred costs... Further, Kyd is concerned that the 
deferred recovery ~f SWPL and purchased power costs may preclude 
San Diego from achievinqreasonable levels of short-term debt and 
result in a downqradinqof its commercial paper rating. 

'rhe City of san Diege points out that the SWPL risk is. 
not a new risk. Not only was it adc:l.ressed in San Diego's 1988: 
attrition proceeding, it has. ensted. for the past. three years. 
The City of San Diego also points out that the Commission granted 
limited rehearing on the SWPL, balanCing account issue by 
0.86-06-026. It believes that the only reasonable assumption that 
can be made regarding a pending decision. on the balancing account 
is that the Commission will reduce' S4n. Diego'S risk further. 

San Diego :believes that the· uncertainty regarding future ' 
Commission. action on matters such·as the elimination ef the ~, 
investigation tOo review the elimination of attrition adjU:Stments 
and the ERAM, 4nddecisions, in general, which show a tendency tOo 
malc:e adjustments to established rate- mechanisms only when such 
adjustments Are in the ratepayers' favor :z:esults in h!.gher investo:z:: 
risk. 

. Further, the City of· San Diego. reminds us that the 
, ,. 

el;mination of, these rate mechonisJU can result in a benefit, not,a 
risk, to the shareholders and !nvestors. The City points out that,' 
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s~ce the AER mechanism was adopted and 8.0% of fuel costs were 
fixed, San Diego bas consistently been benefited as follows: 

hX'i2d' Amount 

May 19a5-April 1985, 
May 1985-April 1987 
MAy 1987-April 1988 

$ 821,765-
7,100,000 
4,3.00,000 

We think SdD. Diego'S view of the risk o,zsociateci with 

industry restructuring is misplaced.. We must not lose sight of the 
'intent of decisions related to' the gas and electric indust:y 
restructure, that is, to provide the requlate¢ utilities a means to' 
respond to marketplace changes which are keyed to competition 'and: 
bypass. 

san DiegO' takes a very pessimistic approach to' nuclear 
risk. San ~iego asserts that ongoing business risks exist bec~use 
the Nuclear Regulatory Commission (NRC) mayrequ.ire costly plant· . 
modifications to' SONGSaaa result of a problem, presently 
uniclent;lfiocl, at any other nuclear plant. Further,. San DiegO' couId 
be impacted by an.. accident at any other nuclear plant in the Onit~' 
States because NRC requires loss sharing among all the utilities 
that own nuclear reactors. 

The other business risks identified by San Diego,. th.il:'d: 
party producers and increased. interest rates have already been 
discussed and will not be repeated. hex-e.. However, it is worth. .. ' 
noting that in regards. to' third'party producer risk,. San DiegO"s . . , 

1987 shareholders annual. report shows that as a result O'f lowered 
costs and restructure~ sales, San Oiegohas been able to preserve 
most O'f its sales and retain most of its market share. 

After cons!derinqall the evidence of the market 
conditiOns, trends, quantitative models. presented: by the parties.',. 
and San Diego'S· Mgher equ-ity ratio., we conclude that. a. 13..00%. 
:return on equity is j.ust and reasorusb1e· for. San 01990.'S 1989 
attrition year • 
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E. Adopted Cost of Capital 
'the 13.00% adopted :rElturn on common equity produces an 

overall rate of return of 10 .90~% for the" 1989 attritl.on year, as 

shown in the following table depicting the adopted cost of capital: 

COIIIpOnent 

Long-Texm Debt 
Prefer.red Stock 
Common Equ.i ty 

San Diego's Adopted. Cost of capital 

Cepital Wio 

45.7S%­
&.25 

48'. ~1t 

~st l.aet9&: 

9.23% 
5.97 

13.00 

Wei.ghted Con 

4.22% 
0.44 
5.24 ~/ ....... , ... : .. . 

, . , " ~ I 

" c'" :,", 

. , ' 
, .. TOTAL 100.00% 10.90% ~

'."'" 

, . 

VIZ. Sierra Pl,cific's Applicaj:ion 

A. Bac;lsground .. 
On July 28, 1988', Si\~rra Pacific filed. an application for 

authority to increase its auth~~rized" return on common equity from .. 
12.90% to l4.00% for the 1989 :attrition year. 'I'he proposect 
increase in :return on common equity will result in approxilnately a: .. ' 

.. , 

$l,l36.,000 revenue requirement. 
Sierra Pacific r S presently authorized rate of return and' I 

'I' , 

requested rate of return is depicted in the following tables: 
Sierra Pacific' iJ' Present· Atrthorlza'tion 

COI!lpO!len1C 

Long-Te:rm. Debt 
Preferred Stock 
Common Equity 

'I'OT.AL' 

COIIpODent 

Long-'I'e:cm. Debt 
Preferred Stock 
Common Equity 

TOTAL 

Capitol Ratio: 

49'.,09% 
7.46 

43.45, 

lOO,.OO%' 

COst Foctor' 

S..7l%. 
7.35-

12.90 

51e", Pacific", RecOWMnclAtion 

capital·' R§&io 

$1.39% 
6'.6.8' 

41.93· 

100.00% 

- 30 -
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S.71%. 
7 .. 74 

14.00 

Weighted Cost· 

4.2S%. 
0.55-
2· 6Q 

10 .. 43% 

Weighted Cost 

4.48\ 
0.52 
2. 87 
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Charles E. Olson, .an economist .and President of H. Zi:c.d.er 

& Associates testified for Sierra Pacific, and Quan testified for 
ORA. 
B. capital Struetare 

There is no dispute on Sierra Pacifie'~ requested capital 
structure. DRA concludes that Sierra Pacific's capital structure 
is reasonable, based on its review of Sierra Pacific's. eapital 
requirements and financing plans through 1989. We will adopt 
Sierra Pacific's 19'8:9' requested capital structure of S-1.39%: lonq­
tel:m debt, G..&8:%. preferred stock, and 41.93%. common eqIlity. 
C.. Cost of Long-Te:ca Debt 

and Preferred Stock 

Sierra, Pacific'S estimated S.71%' cost of long-term debt 
is 0 .. 16% higher than ORA's a·.ss%. estimate. This difference in cost ", 
is the result of ORA. us1ng more' recent ORI forecast. Sierra 
Pacific -concurs' with. the other' applicants and.' interested parties to­
this consolidated. proceeding that the cost of long-term debt should"', 
be based on the November 1988'· DRI control forecast.. Late-Filed 
Exhibit 30 shows' thAt the pa:rties agree that Sierra's cost of 
long-term debt for the 1989' attritio~year, which reflects ORI's 
November 1988- control interest forecast, should be 8.55%.. 

Therefore, we· will adopt 8'.6·5% as the cost of Sierra Pacific's 
long-term debt for the 19'89 ·attrition' year .. 

We will adopt Sierra Pacific"s requested 7.74t cost of 
preferred stock for the 1989' attrition year, which was not 
disputed.. 
D. Beturn on Cc;pp)n Equity 

The only issue is 'the appropriate return on common equity 
for the 1989" attrition year. The following table summarizes the· 
position of each party: 

Party 

Sierra Pacific 
ORA 

- 31 -
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Sierra Pacific and ORA submi~ted testimony on the results 
of various financial models. which 't.hey used as a starting point to 
de't.ermine their recommended return on common equity. These models 
are used only to, establish aranqe from which parties use 
individual judgement to, determine a fair return on common equity. 
However, there is a significant difference between Olson's 
5.0% - 6·.0% expected dividend growth rate and Quan's 3.50% - 4.00% 
expected dividend growth rate. 

Quan's expected. dividend growth rate is based. on 
historical trends and: forecasted dividend and earnings, growth rates' 
reported by various security analysts. Olson acknowledges that his 

estimate is above historical growth rates and above the 
Institutional Brokers. Estimate System (:tBES) 4% proj'ected' growth. 
rate, which Olson believes is one of the best sources of 
infol:mAtion on expected future growth. However, Olson 'relied on 
judgement because historical data and IBES do: not reflect the 

,long-ter.m qrowthpotential f:om diversification and he believ~s 
that investors expect a substantial improvement in e~gs from 
past levels. 

We conclude that Sierra Pacifie's projected dividend 
growth rate is an optimistic estimate and thatDRA's expected 
dividend growth rate is a more realistic,estimate, which is 
consistent with IBES's proj'eeted growth rate. 

The following table summarizes the results of the'models 
presented by witnesses Olson and Quan: 

Model Party lWlge 

RPM 

CAPM 

Sierra Pacific 
Sierra Pacific (9 Electrica) 
DRA. 

Sierra Pacific 
ORA. 

ORA. 

- 32-
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Sierra Pacific faces risk similar t~ the other California 
utilities. However, Sierra Pacific's risk is higher than Edison, 
PG&E, and other large utilities in relation to revenue and' common 
equity ratios. Sierra Pacific's revenue is approximately $400 
million as compared to Edison's $& billion and PG&E'S $7 billion 
revenue. Its 41 .. 93% common ec;iu:ity ratio is loW' compared to 
Edison's 46 .. 00% and PG&E' s 46 .. 7 S%.. This lower revenue stream. and 
lower common equity ratiO indicates Sierra Pacific's need for a 
slightly higher return on common equity than the large california 

utilities. 
After considering all the evidenee'of the market 

conditions, trends, and- the qIlant:1tive models presented. l:)y the 

parties, we concludetllat a 13 .. 15% return' on equity is just and 
reasonable for Sierra Pacific's 19-8"9 attrition year. 

E. Adopted Cost of capital 
The 13.1S% adopted return on common equity produces an ' 

overall rate of return of 10 .. 48% for the 199:9,- attrition year, .as 
shown in the following table- depicting the adopted cost of capital: 

Sierra Pacif;ie'8 Adopted: Cost of CApi'bll 

COfI!POnent 

Lonq-TermDebt 
Prefe:c:ed Stock 
Common Equity 

TOTAL 

A.. Backgrognd 

CApital· RAtio 

Sl .. 39'%- . 
6.6S. ' 

41.93 

100.00% 

Cog faetor 

S.&5\ 
7.74 

13-.. 15 

VIII.' $oCalGas" Application 

, " 

Weighted CoS --

4.45%' 
0 .. 52 
S.~l 

10.4S% 

On. August l~ 19S8" S0C41Gas filed an application. for 
authority to increase its authorized return.. on common· equity from .' 

12.75%· to- 13 •. 75%,. and. an operational attrition. allowance .. The 
request for an operational. attrition. allowance was filed-in 
confo~ce withD.S7-0S-027,. which, approved. the settlement of 
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SoCalGas' Test Year 1988 general rate case and authorized SoCalGas 
to file an ~pplication for attrition for 1989.. The requested. 
return on common equity and operation~l attrition will result in a 

$38 million revenue requirement. 
SoCalGas' presently authorized rate of return and 

requested rate of return is shown in the following tables: 
SOCaJ.~!:!' PrefS=t &!thoJ::a.z~.f.2n 

C01IIJ)Onent Capital RAtio. Cost factor Weighted con ' 
Long-Term Debt 45.90% 9.90% 4.54% 
Preferred Stock 8: .. 80 6.93 O.&l 
Common Equity 45.30 l2 .. 75· 5.78-

TOTAL 100.00% lO.93% 

SoCalGa!:!" B~~d~i2D 

Ca.DO!lD:!C !:A'Qi.tal BA:!Cio t2n lact2J:: w~;!.~~ ~2n,: 
" . 

Long-Term. Debt 45.50% 9,.84%· . 4 .. 48% 
Preferred Stock 9'.30 ~ 7.3l 0 .. 6S 
Common Equity 45.20 l3.7S 6.22 

TOTAL 100'.OO%. 11.38% 

SoCalGas' Treasurer, Loren Ie. Sanladerer, testified. on' 
SoCalGas' requested. cost of cap! tal. , ORA presented the tes.timony' 
of Quan. PEA presented thetest!m.ony of Le9'ler, and.:. the City of ,LA' 

presented the testimony' of Manual Kroman. Duncan participated. in', 

the examination of the witnesses. 
B-. capital Structure 

There is' no: dispute on SoCalGas ' requested capital 
structure • ORA concludes that SoCalGas 'requested. . capital 
structure is reasonable,. based. on' ORA's review of SoCalGas' capital:' 

',' 

requirements ~d financial plans' through 1989:. FEA 'and the City of;: " 
LA also concur that SoCalGas' reqnested. capital structure is 
reasonable for the 1989' attrition year., 
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We will adopt SoCalGas' requested capital structure of 
45.50% lonq-term d.ebt, 9.30% preferred stock, and 45.20% common 
equity for the 1989 attrition year. 
C. Coat of LoDg-~exm Debt 

and Preferred Stock 

SoCalGas' 9.84% cost of long-term debt for its 1989 
attrition year is comparable to ORA'S 9.92% and the City of LA.'s 
9.832%. The difference in estimating the cost of long-term debt is 
attributable to ORA and the City of LA using a more recent interest 
forecast than SocalGas. However, SoCalGas, consistent with other" 
parties to- this proceeding, has, aqreed to- use the NoveJllber DR! 

control interest rate forecast to determine its embedded debt eost~ 
We will adopt a 9-~6,6,%,cost of long-term d.ebt for socalGas' 198'9 
attrition year long-term· debt, as shown in Late-Filed Exhibit, 30 
which reflects the- November 1988 OR! control interest forecast. 

SoCalGas' 7 ~31t eost of preferred stock consists of the . " 

average of preferred stock'previously issued and'outstandinq, 
weighted. to- the projected. cost of a neW" 1989 preferxed. stock issue~ 
The cost of the new preferred stock issue was derived f:om the, 
comparison of "A" rated utility prefer:ed stock yield:' for 198&, 
198-7, and the first five months of 1988: with ORI's, "A" utility 
rated long-term debt yields during the same period. 

ORA concu:cs with 'the method SOCalGas used to calculate 
its cost of preferred stock. ORA.'s estimate, is 7.39t, or O.OSt 
higher because of the availability and use" ,of more recent data~ 
However, because the parties. aqreed to use an updatedORI forecast:' 
SoCalGas' cost of prefer:ed' stock was changed to 7.32%, as shown ,iD. 
Late-Filed Exhibit 30. We, will adopt the" 7.32% SoCalGas' 1989 
attrition year cost of preferred stock. 
D. Betw;n' on CQWIOD Equi1;,y 

The major issue is the appropriate return on common 
equ.i ty for the19S9 attri tiOD year.. The following ~le s11JTlTll4rizes 
the position of each,perty:' 
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$oCa1Cas 
ORA 
FEA 
City of LA 

E¢2Qmm~nd~ ~ 

13.75%,' 
12.6S%~ 
13.00 
13.00% (maximum.) 

~ Recommended Range was 12.25% to 12.75%. 

SoCalGas, ORA, FEA, and the city of LA submitted 
testimony on the results of various financial models which they 
used as a starting point to determine their recommended return on 
common equity. 

the following table suxn:marizes the results of the model.s 
presented by witnesses 5anladerer r Quan, Legler, and Kroman: 

Hc:xkl Ear'tX Range 

OCF SoCalGas 14.S2% - 15.79% 
DRA 12.3·3 - 12.$1 
FEA 11.80 - 13.2'0 

RPM SocalGas l3 .. 53 - 13.93 
DRA 12'.71 - 15.10 
FEA (s-yr. premiums) l3.2'0 - 13 .. 30 

CAJ?M DRA 11.70 - 15 .. 32 

Sanladerer testified that SoCalGas' business risk is. the . ' 
same as those business risks which socalGasdescribed in its 19S5 
attrition proceeding. However, two of these risks, the earnings 
risk resul tin9' from. the SAM, and the market risk brought on by 
intense competition warrant additional consideration because of 
their expected full year impact in 1989.' Although sanladerer 
presented DCF an RPM model results, he did not rely on these models 
to develop his recommended l3.75% return on common equity. 

The initial SAtvr,adjustlnent provides for partial 
protection from sales losses for two years. However, sanladerer 
contends that SocalGas' exposure to potential pre-tax annual losses 
from. variations in non-core gas margin 'for the first $27'. S million 
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and one-third of the losses thereafter up to another $27.5 million, 
increases SoCA1Gas' risk. 

SOCalGas also states that it faces substantial market 
risk because of the- competitive conditions. According to 
Sanladerer, this increased risk is reflected in the lower alternate 
energy prices whieh have resulted in lower gas rates to 
low-priority customers as well as lower margin contributions from 
these customers. Further, the FERe issued. a Oecla:ratory Ord.er, on' 
July 1, 1988, stating the nRC's. intent to allow.an out-of-state 
transmission company to build a bypass pipeline to serve customers. 
presently served by SoCalGas. SoCalGas also expects two other 
tr~Dsmission companies to obtain bypass pipeline certificates by 
year end 198:8:. 

The City of LA. and ORA. dispute SoCalGas.' claim of 
increased risk. ORA. asserts that while there may be sO,me 
incremental effect on SoCA1Gas' risk in 1989, such risk is onqoinq 
And f.m.ilar to the investors .. _ The City of LA. concurs with ORA And 
suggests that SoCalGas has substantiallyexaqgerated. its. business •. 
And financial risk for its 1989 attrition year. 

SOCalGas' SAM argument has been already addressed in this 
opinion. There is no- cU.spute that risk exists; however,. it was 
considered in arriving at. SOCalGas.' 1988 attrition proceedinq~ As. 

the City of LA cites from SoCalGas' 19S~ attrition decision 
(0.87-12-064), we acknowledge that SoCalGas may indeed' :be 

experieneing some additional risk inconneetion with the 
restructuring of the" natural gas industry. takinq place in the gas: 
OII/OIR, includinq the partial elimination of SAM, that is not 
entirely counterbalanced by the- protective measures taken to. date:. 
Whether that increased. risk requires an increase in the retu:r:o.on 
equity is another matter~ however .. 

SocalGas'competitive risk,arguments are no· different' 
than the electric anct:teleeomm~cations. utilities.' competitive I 

risk arguments. SoCalGaspresents.a bleak picture about 
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competitive risks; however, the City of LA points out that 
SOcalGas' 1987 shareholders annual report shows the opposite. 
SoCalGa~ ~~$ achieved its authorized return on rate base for ~e ..... 
fifth year in a row. Customers increased an·additional ll9,000, 
the largest number added in a single year since 1955. Even gas 
volumes delivered increased 22 .. 00% over 198&'s gas volumes. As to 
risk associated to non-core customers, SocalGas states that the 
rates charqed to these customers will allow it t~ collect most of 
the costs allocated to the non-core market in an up-front charge. 
SocalGas expects approximately three-fourths of its margin to 
continue to be protected from earnings fluctuations by the 
Consolidated Adjustment Mechanism procedure. 

After considering all the evidence of the market 
~onditions, trends, quantitative models presented by the parties, 
we conclude that a 13 .. 00% return on common equity is just and 
reasonable for SOcalGas' 1989 attrition year .. 
E. Ado.pted COst of CapitAl 

~be 13.00~ adopted return on common equity produces an 
overall rate of' return, of lO.9&% for the 1989 attrition yee:r:, as, 
shown 1n the following table depicting the adopted cost of capitaJ.:' 

soca1Ga8" Adopted Cost of O&p11:41 

,Olll)()Dent 

Long-TexmDebt 
Preferred Stock 
Cownon ECJIli ty 

capS.t.al RAtio 

45.50% 
9.30 

45.20. 

Cost lac;to:r: Weighted' con. 

TOTAL 100.00% 

F.. Operational Attrition 

9.&&% 
7.32 

l3 .. 00 

4 .• 40~· 
0.&8: 
5.88; 

10.9&% 

SoCalGas also requests. an operational attrition. allowance; 
pursuant toD.8.7-0S-027 _ Its attrition request is calculated 1n 

accordance with the guidelines set forth in D·.85-l2-076,,· with the 
following' modifieations.:· 

l. Rate base estimates used to ca!Culatethe 
1988" and .l989 attrition allowance is based 
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on $325 million of additional gross capital 
expenditures auring the 198:8: and 19S9 
calendar years. The revenue requirement 
overeolleetion attributable to any short­
fall in such authorized investment is to- be 
refunded to SoCalGas' customers·. 

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

3. ~he cost of gas inventory stored 
underground is removed from ratebase 
effective for attrition year 1988. 

4 • To the extent the amortization.' period 
associated with certain abandoned gas 
supply projects tel:minates in either· 19S,s 
or 1989, necessary adjustments will be made 
during those years to prevent over-recovery 
of the costs associated with the relevant 
gas supply projects. 

No party objected to SoCalGas' operational attrition 
filing- However, 'roward Utility Rate Normalization ('l'URN) objected 
to SoCalGas' proposed rate design and filed. a motion to strike 
So~Gas' testimony reqardinq rate design. Tt1.RN objected· to 
SoC41Gas' proposal to recover over one half of gas supply project 
expenses from retail noncore ~d wholesale customers as demand 
related transmission costs and commodity related cost because one 
quarter of the system fixed costs are allocated to the retail 
noncore and wholesale market segments. 

Subsequent to the filing of its motion, TORN continued to 
discuss the rate design issue with SoCalGas. On Octol>er S·, 19'88: 
'rtJRN, DRA, and 5oC4lGas submitted a joint proposal· on. a revised' 
rate design as shown in Appendix: B.. The' filing of this joint 
proposal resolves all disputes with SoCalGas·' operational attrit.ion I 

and rate design fil.i.ng.·· 
':h1s joint proposal provides that the operational. and 

financial attrition allowance will be allOcated to- core and noncore 
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customers in the same proportion that existing gas margin, net of 
the costs associatea with the abandoned gas supply projects, is 
allocated. to such customers. It further provides that the reduced. 
revenue re~irement, which results from the termination of the 
abandoned gas supply projects, will be allocatea to core and 
noncore customers in the same proportion that such costs were 
previously allocated to such customer classes under the terms of 
D .. a7-12-039. 

S0C41Gas requests that we approve the joint proposal. , 
SOCalGas and TORN requests that such approval not be considered a 
precedent in any future proceeding. 

We will adopt SoCalGas' operational attrition and. the 
joint rate design proposal, updated to, reflect the Novembe~ DR!, 
forecasts with the relevant price indices. and relevant impacts f:rom • 
the capital structure 4lld return on common equity authorized. in. 
this opinion. SOCalGas, is authorized. to. file an Ad.vice Letter 
pursuant to General Order 96-A to implement its operational 
attrition allow411ce effective Janual:Y 1,. 1989'. 

IX. k£tion 311 Co.ents 

TheALJ's proposed decision on this. matter was filed with 
the Docket Office and mailed to all parties of record on 
November la, 1988, pursuant to· Rule 77 of the Co~s.$ion's Rules of 
Practice and Procedure .. 

ORA, PG&E,. and Edison filed. comments 4lld. served. copies of ,.' 

their comments timely to parties of record.' on December 8., 19S~;.. 

SoCalGas and SAn,Oiego, filed. their 'comments 'Aith the Docket Office 
timely... sOCalGas ,and san Diego did not timely serve copies. of 
their comments to the ALJ or to. the parties of record'; however, we 
will accept SOCalGas'and San Die90~5 comments for this proceeding 
only because there was no protest· and because there' was. no·' request 
for an extension of time to- file reply comments. 
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Rule 77.3 of the Commission's Rules of Practice and 
Procedure provides. that comments. to the ,ALJ' s proposed decision 
shall focus on factual, legal or technical errors. in the proposed 
deeision and in citing such errors shall make specific references 
to the record.. 

Filed. comments that d.id' not comply with Rule 77.3- were 
not considered... comments that identified. technical errors have 
been adopted and corrected in the appropriate place of the 
decision. Clarification of specific matters were included. in, the 

appropriate place of the decision, to the extent adopted... Reply 
comments were timely filed. and received from Edison and ORA.. 
Findings of Pact 

1. Each of the utilities filed its financial attrition 
request using a calend~-year basisan~ a lS-month period basis. 

2. ~he utilities' respective applications show that there is ' 
no material difference between a calendar-year attrition and a 
15-month attrition period_ 

3. ~heenerqy utilities exercised a prudent management 
decision to retire, prematurely, Donds is.sued ~ the early 1980's 
when interest rates were at all time highs even though they are 
requ1red to pay premiums to' the existing bond holders in connection' 
with these retil:ementa ... 

4... DRA objects to the utilities using inconsistent methods 
to p4S$ to ratepayers the tax benefits generated from the premiums·' 
paid to retire high cost debt prematurely. 

5. ~he utilities de not object to ORA."s· proposal to develop',: 
through workshops,. a consistent method for passing the high cost. . 
debt tax benefits to-the ratepayers. 

6,. San Oiego opposes ORA's. recommendation that the-'energy 
utilities should be required tOo record the h1qh cost debt tax 
benefits· in a memorandum, account,.' pendinq adjustment to reflect the 
impact of the final method. decided "in the-workshops. ' 
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7. ORA finds no fault with San Oie~o's method of passin~ 
the high cost debt tax benefits to its ratepayers. 

8. The premature retirement of high cost debt is equally 
applicable to the telephone and the water indus~. 

9. ~here is no dispute on Edison's proposeQ 1989 capital 
structure of 48.00%. long-term debt, &.00% preferred stock, and 
46.00%. common stock equity. 

lO. All parties concur that the eost of long-te:cn debt should 
be updated to reflect DRI's November 1988 control interest rate 
forecast. 

11. Late-Filed Exhibit 30 shows that the parties concur that 
Edison's cost of long-term debt for the 1989 attrition year is 

9.30%. 
l2. No party disputes Edison's 7.84 %- cost of preferred stock 

for its 1989 attrition year. 
13. The OCF, RPM, and CAP!! are finanCial models which are 

used. to establish a range from which the parties use incli vidual 
judgement to detexmine a fair return on common equity. 

14. The new regulatory structure' in the qas "-lld electric 
industry has created new risk; however,. such risk was recoqn.ized in', 
the 1988 attrition'proceedinq_ 

l5.. The new regulatory structure has provided the energy 
utilities flexibility to meet both their needs and ratepayers' 
needs to respond to' the competitive marketplace. 

1&. The financial community considers the california 
requlato:z::y climAte to be ~ve'averaqe. 

l7.. Edison and the other utilities have ,mitigated "-lld reduced • 
risk from the competitive marketplace challenges by d.i:ect 
competition ~~the independent power produc:er$aeeo~9' to DRA. 

l8. Edison's present debt ratio exceeds StAnci4:rd'« Poor"s 
double-A bench mark of 46% 'debt; however, it has mAintained its 
bond ratinq because of positive action in other: areas • 
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19. Edison's level of internally generated funds has remained 
at substantially higher levels the pa~t fe~ ye4rs (from 52% of 
total construction funds in 1983 to 79% in 1987), and A'F'ODC 
earnings have significantly dropped from 59% in 19S3 to 1&\ in 

198-7. 
20. Edison" 8, stock continues. to trad.e in excess of book value 

which indicates that investor perception of the current value of 
Edison relative to· the value of its assets is high. 

,21. The authorized return on common equity moves in the same 
direction as interest rates, but not in direct proportion. 

22. Although lonq-te~ interest rates have moved moderately 
upwud during the year, August 198:a, long-tem interest rate levels 
4re similar to the level of interest rates. at December 198-7 ,when •. 
the. cUrrent returns on common ~ity were set. 

23. DIU"s interest rate forecast is based on a, subj~tive 
analysis and has varied an average of +/- 1.a1% from the first 
quarter of 19a2, through the first quarter of '1988. . 

24. Investors have been awue of the el1mination of ERAM and 

ARAmechani5m$ since late 19S6. 
25-..: Edison has reduced the risk of, reliability and. 

availability of third party power prod.ucers by purchasing half of, 
its third party producer power from its own !Subsidiary. 

26. There is no dispute on PG&E's proposed capital structure 
of 46.25% lonq-te~ d.ebt, 7.00% preferred stock, and 46.75\ common 
equ.ity. ,. 

27. Parties. agree that PG&E's cost of 'long-te:cn debt should:.' . 
be 9~39% for its 1989 attrition year. 

2S. There is no dispute on PG&E"s 8:.79\ cost of preferred 
stock. 

29'. PG&E re~ests that its. authorized return on equity 
exelud.e any risk associated. with it~Oiabl~ canyon investment, 
pursuant to its p~posed'Oiablo Canyon'settlement agreement. 
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30. PG&E'S risks, except for risks associated with the gas 
, ,rate restructure, are similar to those of Edison. 

31. Increased risk associated with requlatory changes in the 
electric and gas industry were considered in the 198a attrition 
year proceeding. 

32. PG&E concurs that risk associated with the elimination of 
SAM is partially mitigated by the NRSA. 

33. 'J!he investment community has. been aware of inc:reased :risk 
associated with the new 94S ,regu14to:r:y structure since 1986. 

34. PG&E was authorized. the highest retu:rn on common equity 
in the 1988 attrition proceeding primarily because of inc:reased 
risk associated. with the uncertainty of Diablo Canyon. 

35. D.85-12-108 observed th4t San Diego's inc:reasing equity 

ratio may well present a serious problem in the future and: di:rected.'" j"'." 
San Dieqo and DRA to address thoroughly San _Diego "5 'increasing 
equity in the next appropriate rate proceeding. 

36. San Diego-' s current common, equity goal for finanCial 'j, 
reportinqpurposes is 45.00% to 4a.00%~ 

37. San Diego's 1989 expected equity ratio for financial 
statement purposes is 46.10%_ 

38 • Parties aqree that San Diego'S cost of1ong-te:cn debt 
should be 9.23% for its 1989 attrition year. 

, 39. 'J!he On.ifo:cn System of Accounts requires that the issuance ' 
expense of perpetual capital stOck ,be expensed in the year such. 
stock i.s retired. 

40. Preferred stock is a fom of capital stock. 
41. Common stock issuance costs are, not recovered from 

'ratepayers • 
42'. San Diego'S risk asSOCiated with SWPL was addressed .in 

the 19S8 attrition proceeding .. 
43 •. 'J!he elimination of SAM and ERAM can result in a benefit 

to the shareholders • 
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44. San Diego has consistently benefited from the AER 

mechanism and the setting of an ~.O, fixed fuel cost. 
45. The intent of decisions related to the gas and electric 

industry restructure is to provide the regulated utilities a me41lS 
of responding to marketplace changes, keyed to competition and 
bypass. 

4&. San Diego, as a result of lowered costs and restructured 
sales, has been able to- preserve most of its sales and retain most 
of its market share. 

47. There is no dispute on Sierra Pacific's reques.ted. capital 
structure of .51.39'\ long-term. debt, &.&8\ preferred stock, and 
41.93\ common equity. 

4S. Parties agree that Sierra Pacific'S cost of long-term. 
debt should be 8.65% for Sierra Pacific"s 1989 attrition year. 

49'. Sie:ra Pacific's requested 7.74\ cost of prefe:c:ed stock 
was not d1sputed. 

50. Sierra Pacific's expected dividend growth rate is above 
its historical growth rate and above IBES projected growth rate. 

51,- Sierra Pacific's revenues are substantially lower than 
Edison's and. PG&E"s revenues. 

52'. There.is no d1.spu'te on SoCalGas' requested capital 
structure of 45·.50\ lonq-term d.ebt~ 9.30t preferreo. stock,. and 
45.20\ common equity ·for its 1989. attri.tion year. 

53. Parties agree thatSOCalG4s' cost of long-term. debt 
should, be 9.&6\ for SoCalGas.' 1989: attrition year.' 

54.. ORA agrees with the method SoCalGas usee to· calculate its ~ 
cost of preferred stock. 

55. SOCalGas' bus'~ess risk is the same as those 'business' 
risks. which. SoCalGas -described. in its 1988-. attrition proceeding. 

5&.SoCalGas did, not rely 'on the OCF or R1>K. 
57. SOCalGas has achieVed its authorized return on rate-base 

for the last five years • 

-45 -



• 

• 

• 

A.88-07-023 et 0.1. ALJ/MJG/tcq· 

S8. SoCalGas has collected most of its costs allocated to the 
non-core market in an up-front charqe. " 

59. SoCalGas expects approximately' three-fourths of its 
margin to continue to· be protected from earning fluctuations by the 
Consolidated Adjustment Mechanism. 

60. SOCalGas' operational attrition filing is not d..i.sputed. 
&1. SoCalGas, DRA, and 'r'O'RN eoncur with the Appendix B rate 

design proposal. 
COnclusions of Law 

1. This opinion should. authorize applicants a 1989 cost of 
capital attrition on a calendar-year basis because there is n~ 
material difference between a ~alendar-year and a lS-month 
attrition.period. 

2" • The 1989' cost of capital attrition shou.ld be continued. 
three additional. montha, through MArch 3.1, 1990, only if.4 lS-month. 
cost of capital period. for .the 1989 attrition. period is adopted in. 

R.S7-11-011 • 
3. The five energy utilities in thi's proceeding should not, 

be requi%ed to establish memoranda accounts t~record tax savinqs 
associated. with the- premiums. paid to retire high cost debt .. 

4. CACD should. schedule and .chair workshops with the ener9Y' 
utilities. impacted. by the premature retirement of high cost debt~: 
and. with DRA, to establish· one consistent method to account for the 
associated tax savin9S.., 

S. Edison's proposed 1989 capital structure shoul~ be 

adopted. 
6,. Edison should be authorized' a 9 .. 30% cost of long-term., '; 

debt and. 7.84%. cos.t of preferred'stock for its 1989 attrition year. 

. ,.;., 

7.. A 13.00%. return on ,common equity,. which results, in an 
overalllO.91%: return on rate base, should be ad.opted as. just and>, 
reasonable for Edison's 198:9 attrition year, based upon all of the" 
evidence considered. in thisproceedinq • 
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8:. PG&E's requested capital structure of 46 .. 25% long-tem 
debt, 7.00% preferred stock, and 46.75% common equity should be 

adopted for its 1989 attrition year. 
9.. PG&E should be authorized a 9 .. 39% cost of long-tem debt 

and a 8.79% cost of preferred stock for its. 1989 attrition year. 
10. A 13.00t- return on common equity, which results in an 

overall 11.04% return on, rate base, should be adopted as just and 
reasonable for PG&E's. 1989 attrition yea:r, l:>ased upon all of the 
evidence considered in this proceeding .. 

11. ORA's recommended 48 .. 50% common equity ratio for 
San Diego's- 199:9' attri.tion year should not be adopted. 

12. San Diego did not justify its.. 51 .. 00%. requested common 
equity ratio .. 

13 ~ San Diego. sbould- l:>e authorized.' a capital strlletu:ce of 
45 .. 75,%, long-tem debt, . & .. 25% preferred stoCk, and 48: .. 00% common' 

equity fo~ ite 1989 attrition year. 
14.. San Diego, Edison, PG&E" Sierra Pacific, SoCA1Gas, and 

ORA should. address what an optimum capital structure for the 
California energy utilities sbould be in their next eost of capital 
attrition proceeding .. 

15 •. San Diego should' be authorized a 9.23,% cost of long-term : 

debt for its 1989 Attrition year .. 
1&. San Diego's unamortized issuance costs associated with 

refunded- pe:rpetual ,preferred' stock should not be included as A 
component of ita preferred; stock embedded: cost: .. 

17. ORA's recommended &.97% cost of preferred stock for' 
San Diego's 1989 Attrition year should,be adopted .. 

18:. A 13 .. 00 t- return on common eqnity, wh1ch results in an 
overall 10.90% return on."rAte base, should'be Adopted as. j,ust and" I 

reasonable for s.,.n Dieqo's 1989'" ~ttrition year,. based, upon. All of 
the evidence considered: in this proeeecling .. 
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19. Sierra Pacific's requested capital structure of 51.39%' 
lonq-te:cn debt, 6 .. 68\ preferred, stock, and. 41 .. 93% common equity 
should be adopted for its 1989 attrition year. 

20.. Sierra Pacific should be authorized a 8.65% cost of 
longo-term. debt and a 7.74% eost of p:re,ferred stock for its 1989 
attrition year. 

21. A 13.15% return on common equity, which results in an 
overall 10.48% return on rate base, should be adopted as just and 
reasonable for Sierra Pacific's- 1989 attrition year, based upon all, 
of the evidence considered in· this proceeding-

22.. SoCalGas" requested capital stx'Ucture of 45.50% longo-term.' 
debt, 9.30% preferred stock,- and 45-.. 20\ common equity should be 
adopted for its 1989 attrition year. 

2~.. SoCalGas should be authorized a 9'.66% cost of long-ter.m 
debt and a 7.32~ cost of preferred stock for its 1989 attrition 
year. 

24. A 13.00% return on common equity, which results in an. 
overall 10 .. 96% return on rate base, should be adoptea as just and 
reasonable for SoCalGas" 1989' attrition year, based upon all of the 

/ 

V"'-' 

evidence considered in _this proceeding.. , /.. ••. :,':, 
250. socalGas'" operational attrition and the joint rate deS-igtl . V" , 

proposal shown in Appendix 8, as revised to-,reflec:t .the November 
:ORI forec45ts. with the relevant price. indices and- relevant impacts " 

from the capital 8tructure and'return on common equity authorized 
in this. opinion, should' be adopted .. 
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IT IS ORDERED that: 
1. Southern California Edison Company's (Edison) adopted 

cost of capital for its 198~ attrition year is as follows: 
Edison's AdQpted 1989 Cost 0: CAPital 

COlDponent capi;tal.....Ratio ~3 Factor Weighted Cost 

Long-'l'erm Debt 48.00% 9.30% 4.46% 
Preferred Stoek 6.00 7.84 0.47 
Common Equity 46.00 13.00 S.98 

TOTAL 100.00% 10.91% 

2. Edison's adopted 1989 attrition year rate of return, as, 
shown in Ordering Paragraph 1,. shall be used in conj1.lnetion with 
its pending 1989 attrition year adviee letter filing for the 
purpose of caleulating revised rates for the 1~89 attrition year. 
Edison's advice letter shall be filed on or before December 28, 
1988. 

3. Pacific Gas &- Electrie Company's (PG&:E) adopted cost o~ 
capital for its 1989 attrition year is as follows.: 

PGiE'sAdopted Cost 0' capl.'t§.l 

~monent gpital 'RatiO Cost 'Factor Wei.ghted. cos:t 

Long-'l'erm Debt 46.25% 9'.39% 4.34% 
Preferred Stoek 7.00 8.79 0.62 
Common Equity 46.75 13.00 6.Qa 

TOTAL 100.00%. 11.04% 

4. PG&-E's adopted 1989 attrition year rate of return, as 
shown in Ordering Paragrap,h 3, shall be used in conj.unction with 
its pending 1989. attrition year' advice' letter tiling for ,the 
purpose of calculating revised rates. for the 1989 attrition year. 
PG&E's advice letter shall ,be filed: on' or before DeeelDber' 28, 1988~ 
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5. San Diego Gas & Electric Company's (san Diego) adopted 
cost of capital for its 1989 test year is as follows: 

SalLDieso's Ad.Qpt%\ cqg or ~pital 

~2mP.2n~mc ~p;i.:t~l bti.2 ~~ b£.tc9l: W~ed~ 

Long-Term Debt 45.75% 9.23% 4.22% 
Preferred Stock 6.25 6.97 0.44 
Common Equity 48.00 13.02 9.24 

TOTAL 100.00% 10 .. 90% 

6. San Diego's adopted 1989 test year rate of return, as 
shown in Ordering Paragraph 5, shall be used in conjunction with 
its pending 1989 qeneral rate case proceeding decision for the 
purpose of calculating revised rates for the 1989 test year .. 
san Diego's advice letter shall be filed on or before December 28, 

1988. 

7. Sierra Pacific Power Company's (Sierra Pacific) adopted 
cost of capital for its 1989 attrition year is as follows: 

~ pa!=;i.tic's Adopted ~s: or capital. 

~mR.2~~ ~'D~l kti2 ~S b£t9A W~~ed ~QS 

Long-Term Debt 51.39% 8 .. 65% 4.45% . 
Preferred Stock 6, .. 68, 7.74 0.52-
Common Equity 41.93 13.1~ S.51 

'IOTAL 100 .. 00%' 10 .. 48%. 

8-. Sierra Pacific~s adopted 1989 rate of return, as shown' in 
ordering paragraph 7, maybe used to revise its authorized base 
rate revenue requirement t.o be recovered through its £RAM (Ene%'9Y 
Regulatory Adjustlnent Mechanism) balancinq .account,. to becom.e 
effective no earlier than four days after.an advice letter filing ". 
by SiQrral?acific, but no earlier than January 1, 1939. 

9. Southern California Gas Company's (5oCalGas) adopted cost 
of capital for its 1989 attrition year is as'· follows: ." ' .,' 
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SoCal~s' MQpted Cost of capit~ 

~P2nen:t 

Long-Tenn Debt 
Preferred Stoek 
Common Eqt.li ty 

TOTAL 

,~pit~l Ba'tiQ 

45.50% 
9~30 

45.2;Q 

100.00% 

CO;;$ Fa~9r 

9.66% 
7~32 

13.,Q0 

-_ w~igb;ted Cos:t 

4.40% 
0.68 
S.88 

10.96% 

~O. socalGas' operational attrition and rate-design proposal 
as shown in Appendix C, updated to reflect the November Data 
Resources, Inc.'s November ~989 forecasts with the relevant price 
indices and relevant impacts from the capital structure and return 
on common equ-i ty adopted in Ordering Paragraph 9, - shall be adopted~ 
SocalGas is authorized to file an Advice Letter pursuant to General 
Order 96-A to implement its operational and financial attrition 
allowance effective January 1, 1989. SoCalGas' ac3.vice letter shall 
be filed. on or before Decert'lber ZS, 1988. 

11. The Commission Adviso~ and Compliance Division (CACD) 
shall schedule and chair workshops with the energy utilities 
impacted by the premature retirement of high cost bonds for the 
purpose of establishing a consistent method to pass the _resultant' 
tax benefits back to the ratepayers. If an Order Instituting _ 
Investigation (OIl) is opened to address this tax issue, then the •. 
applicants to this consolidated proceeding shall participate in-the_ 
OIl and CACD shall cancel any scheduled workshops. A copy -of this 
opinion shall be served on the CACD Director. 

12. Edison, PG&E, san Diego, Sierra Pacific, socalGas, and 
Oivision of Ratepayer Advocates shall address the results of_the 
wo~kshops identified in ordering Paragraph 11, in their next 
financial attrition proceeding. 

13. EdisonrPG&E, San Diego, Sierra Pacific, and SocalGas 
shall address the optimum balanced capital structure :trl their 
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4IIJ respective electric and gas regulated industry in their next 
£~cial attrition proceeding. 

'. 

" 

This order is effective today. 
Dated DEC 1 9 1988 , at San Francisco, California. 

: wi!l file ~ written eoncur=ing opinion. 

/s/ FREDERI~< R. CODA 
Commissioner-
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APPEND:ct A 

LIST or APPEARANCES , ' 

Appllc:anta: Richard K .. Durant, carol B. Henningson, J:~mes M. 
Leh;'9r, and Frank. Mc Nulty, Attorneys at Law, for SOuthern 
ca.lj.forn.ia Ed.ison Com.pany; Roger J'. Peters, Michelle L.. Wi.lson 
and KeJ:mit R. lCubit%, Attorneys at I4w, for Pacific Gas and 
Electric Company; Barton Myerson and Tom Hankl~, Attorneys at 
Law, And Bruce Williams., for San Dieg'O Gas and Electric Company; 
~ames p. 5a12, Attorney at Law,- for Sierra Pacific Power 
company; and Peter N. '9sborn and Roy M. Rawlings, Attorneys. at 
Law, for Southern california Gas Company .. 

Interested Part1eu.: William S. Shaffran, Attorney at Law, for the, 
City of San Diego; Sbelley Ilene Smith, Atto:cney at Law, for the 
City of Los Angeles; Normon J. Furuta,. Attorney at Law, for ", 
Consumer Interest of the Federal Executive Agencies; Hangel 
lSroman, for hi:mself; Michael PO. Aleantar and Frederick Do:rey,. 
Attorneys. at Law, for Lindsay, Hart,. Neil & Weigler; ~vig J. 
'axea, Attorney at Law, of Mccracken, Byers & Martin, for 
California City County. Street Light Association; :&Q,wa;d punc,n, 
for himself; Reed V.Schmid1;,. 0'£ Chester and'Schmidt _ " 
Consultants, for City of, Fresno, City of Irvine and County of 
Marin; Reed Sato and-,Pbillip A. Stobr, Attorneys. at Law, of· 
Downey, Brand, Seymore & Rohwer,. for. Industrial Users. Group.; _ 
Donald W. Schoe1)b§ek and Frederick Dorey, for RCS~Inc. ~,' Ricb,.g 
~, for C. P. National Corporation; Michel Pet~r FlorioI' _" 
Attorney at Law, for Towa.rd Utility RAte Norxnali%aUon (1'O'RN); , 
Joseph p. M11anOWlki, for Southwest Gas-; and Roger Povnt§, for ' 
Util~ ty DesJ.qn, Inc. ' . 

Divia.i.oD. of Ratepayer Advocates: Timothy E. Treacy, Attorney At 
Law, And Te:rry MOwrey. 

(END OF APPENDIX A) 
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caxm:xi Rel - Gas~ly Pl:Oj Amortizatiarr* 

SUbtotal. lma:tization 

JID.'gin at JIly 1, J988. 
EwclD'lin;r m;. mid Gas Sq;Jp.1.y 
mDect; !PIC' imtim 9?5t-

.Q;;a\ 

290573 
45666 
66341. 

555987 
500S. 
~la~· 

lOlS454 

6795-
.~ 

11623 

38276 0 
42395. l.S3Q 
37491 17458: 

SOlS 2237 
5028 1690 
~2129 2~~2 

180937 392J.S.. 

6309 2286-
~ J&JQ 

lll59 39l6-

ltc::D:ate 
.~ Beta1J T!ib"§'l 

CCIIm:1rl Oist:ribut:Lon 290573 ·38276 0 
Demal'Xi Related. Transmissicn 3S870· 360S6. 13076-
Demm1 Related· storage 6634l 37491 1.1458-
Qlstcmer :Related· 555987 SEilS 223.7 
o:mn:1ity Belated 177 178 60 
5O%A&G ~1884 ~2129 ~ 

(B) Adjusted May 1,. 1988 Mal:g:in Allocatim 1003832· 169-ns, 35299 

• calculatiCll Bases (Mth) .. 
De!Imm:l.:Related Transmission base 
C01dYear~ 4l52976- 3855540· 1391031 

OJmrdity Relate:l.l:Iase 
Ave:aIge Year.~ '3837422- 38!5S.540 1295714 

lml 

328849 
103422 
l2l2S9 
563S4Z 

11723 
106482 

I 

l.23S601 

lS39O.'. 
~ 

26698-

~. , 
""" f 

328849 
SS032' 

l.2l2S9 . 
563S42 

41$ 
106482'" 

, 

~ 

9405547 

8988676-

I:, 

. :... ~ 
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Sontbern ca:Jj:famia Gas. 0 "Itm'f 
:em- At:t;d,tim - 'Imf PJ;~ 

(8) Adjust:ec1 May 1, 1988 Mal:g'in Allocation 
(:o:an paqe 1) 100383Z 169778 

Ratio& or ~ (B) tat:als 83.036% 14.044% 

ReqUestecl 1989 Att:rition (total :before aclj) 
P.rorate:l per ~ :ratios , 57366 9702 

hljusboont tar cu:c:ent ING and Gas 
SUpply Project Amortization Ccsts*tt 

J::lC.. Project .Amorti.zaticn* -9058. -8409 
Gas ~ly Project J\m::)t't:ization 74635- =4657 

SUDt:ot2U Amortization -13693 -13066 

(C) Net 'l'otal - 1989 Attrition 43673 -3364 

Ma1:g':ln Allcx:atial in May 1r 1988:Ra:tes· CA) 1Ql5454 .a!22~2 

SUbtotal - 1989 MDrg:ln CA) .+ (C) 1059127 177574 

Pipeline Demand Charge :in May 1, 1988 Pates· 145680 l3S246 
EX:lR Cz:edit in May 1,. 1988 :Rates -15742 =42a2 

Net - Allocated ~ per 'lml P.ropc6al. ll8906S 308533 

'l'o12ls per Attrition ~: A.88-08-OO1 1189677 . 308187 

OiUe:renoe ttan A.88-08-OO1 Fil..:irq -612' 346 

35299 1208909· 

Z.920% 100.000 

" 

2017 6908S 

-3047 -20514 
~ ::J.0857 

-46l2 -3l37l 

-2595-· 37714 

~ W5607 

3G62l. l273321· 

48824 3297SOt . 
=ll2.4 -21222' 

842Sl. lS81S49' 

83986- l.58lS49: 

265- 0:, 

.. 'D:2e ditfe:z:erx;e in tbe ~ustlDent 1:0-:marq1n tar the ~ and. gas sut=Ply 
projects cost ($26,698,000) urde:rly:irg May 1, 1988 rates as cx:anpaxeci to 
tbe am:unt c:teditecl":back to-~ :in the attrit10n tll:il'q 
($31,371,.000) .is. at:tr:IJ:utaJ:)le to· erenc::es in the 1:t'eatment o"r iD:aDe 
'bXes, tranc:bise tees, axxl uzx:ollec:t::ibles Wbic:b. :result tl:'cm the 
tel:m:imt::Lcn o-r tbese costs. in.tbe at:t:rition iiJJ.n:1· as. cx:anpaxeci.1:O-
'b:eatmI!Illt 01: these :rel.ated. a::sts .~. tbe base costs (ING mxt gas supply 
projects) C8 CD30irq :in. natuxe.' 
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FREDERICK R. OUDA, Commissioner, concurring .. 

I concur in order to praise, rather than criticize, this 
decision. 

I am especially pleased with OrderingParag'l:'aph 13-·, which 
requires Edison, PG&E, San Oiegc>, Sierra Pacific and SoCalGas tOo:: 
add.:r~ss the optimum balanced capital structure in their 
respective electric and gas regulated industry in their next 
financial attrition proceeding. This,requirement will help ~e 
su:e that ratepayer interests, not just debt credit rating 
criteria,.qUide our capital structure,decisions .. 

Commissioner' 

December 19, 1988· 
San Francisco, California 
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• 

BEFORE THE POBLIC UTILITIES COMMISSION OF THE ,STATE OF CALIFORNIA 

In the Matter of the Application of 
Southern california Edison Company 
(U-338:-E) for authority to 
(i) increase its authorized rate of 
return on common equity, 
(ii) adjust its authorized capital 
structure, (iii) adjust cost 
factors for imbedded debt and 
preferred stock, and (iv) related 
substantive and procedural relief. 

) 
) 
) 
) 
) 
) 
) 
) 
) 
) 

----~~--------~~------~------) Application of Pacific Gas and ) 
Electric Company for adoption ) 
of authorized rate of return ) 
for 198:9 pursuant to attrition ) 
rate adjustment mechanism.. (,O-39-M» 
~~--~------~~~--~~~--~--) In the Matter of the A~plicat1on of ) 
San DieqoGas & Electr~e Company .) 
for authority to decrease its rates ) 
and charges' for Electric, and to. ) 
increase its rates and charges for ) 
qas and steam service. ) 

(Cost of capital Phase) (U-90Z-M) ) 
--~~--~~~~~--~~~------) Order Instituting Investigation ) 
into the rates,. charges and ) 
practices of San Diego Gas and ) 
Electric Company. ) 
~~~~~--~~~~~~~-----) In the Matter of the Application ) 
of Sierra Pacific Power Company . ) 
to authorize a return on equity ) 
for calendar year 1989 pursuant 
to attrition rate adjustment 
mechanism. (O-903-E) 

In the Matter of the Application· 
of Southern California Gas 
Company (TJ'-904-G) to· implement 
its attrition allowance and to 
establish a return on equity 
for 1989. 

I. 

Application, SS-07-02~ 
(Filed July 2S~ 1988) 

• I f 

"'\ 

AP~lication 88.-07-03.7 
(Filed July 20, 1988') 

Appl.ication 8:7'-12-003 
(Filed Deeember 1,1987). 

, I.88-0l-006-
(Filed January 13, 19S5) ~ .. 

Application 88-07-052, 
(Filed July 28, 198$)' 

APl?lication 8:8-08.-00'1 . 
(Fl.led August 1, 1988) 

(See APpendi~ for appearances.) 
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2PXNIOl! 

x. §lmmary 

These proceedings were consolidated t~ address SOuthern 
california Edison Company's (Edison), Pacific Gas & Elect~ic 
Company's (PG&E), san Diego Gas & Electric company's (san Diego), 
Sierra Pacific Power company's (Sierra Pacific), and Southern 
california Gas company's (SoCalGas) 1989 rate of return attrition 
filings. This opinion also authorizes SoCalGas an 1989 operational 
attrition allowance. 

After considering all the evidence of-the lZIar)cet 
conditions, trends,- and the quantitative models presented by the 
parties, we conclude that the utilities should be authorized a 
return on common equity and an overall return on rate base as 
follows: 

]1tilit}'· $WQllOD Equity 

Edison 
PG&E 
san. Diego 
Sierra Pacific 
SocalGas 

12.75% 
12 .. 75. 
12.75 . 
12 .. 90 / 

_ 12.7S/ 

XX. BAckground 

BAte Base 

10.98t 
10·.92 
10.7S 
10.38 
10 .. 84 

. - / 
Edison, PG&E, San Diego, Sierra Pacific, and SoCalGas 

tiled their respective apPlicaiions pursuant to Decision (D.) 
85-12-076, whicn require$ thefmerqy utilities to address return on 
equity issues for their respective attrition years.. Order 
Instituting Rulemaking (OIR)f7-11-0121S assigned administrative 
law judge (AIJ) issued a proposed- schedule for fUture annual cost 
of capital reviews to be moved from a calendar year basis to- a 
fiscal year basis.. AccordiD.~lY, the AI,;] in OIR 87-11-01Z requested. -
the energy utilities t<> ri1j their 1989' cost, <>r capital reviews on': 

- 2 -
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a calendar year basis and on a l5o-month basis. Subsequently, the 
ALJ issued his proposed decision recommending that the cost of 
capital reviews continue on a calendar year basis. 

This opinion addresses and aUthOrizes/a calendar year 
basis cost of capital because the utilities' respective filings 

I 
show that there are no significant differences between a calendar 

I 
year basis and a lS-month basis. However, i~ an OIR 87-11-012 
opinion adopts the 15-month period, then th~ cost of capital 
authorized for the respective utilities 7:thiS opinion should 
continue for the throe additional months, throug'h March 31, 1990. 

On August 10, 1988, a preheari 9 conference on the energy 
utilities' cost of capital apPlications;was held before ALJ Galvin 
in Los Angeles. At the' prehearing con~renee, the ALJ consolidated 
the applications into· one proceeding,?Ursuant to Rule 505 of the 
eommission's Rules of Pro.etice and Procedure which allows such 
consolidation of proceedings with rJlated questions of law or 
fact.· . / 

Hearing'S were held from October 3 to· october 7 in 
Los Angeles. Concurrent briefs we.f:e filed on October 17, 1988-, and 
the consolidated proceeding was sJDmitted on Nov~r 10, 19S5 upon 
the receipt of Late-Filed Exhibit! 30 which updates the emDedded 
cost of long-term· debt estimates/with. a ~ost factor eq'.livalent to 
Data Resources,. Inc. ~s (DR!) Noj-tembe, r 1988 .. control," interest rate 
forecast .. 

Letters of protest to the applications concerning the 
objection to any increase in fates because of ratepayers' limited 
income and the idea that Sha~eholders should share riSk,with the 
utilities were received froJ approximately 500 ratepayers • 

.. 

Received as Item 1 is a petftion si9'Xled· by approximately 40 of . 
Edison's ratepayers OPposiXl9 any increase ,in Edison's rates. because 

I 
they :believe that any add.i.tional increase in rates to- the average 

I . . 
residential user could make basic comforts more difficult to-
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acquire. The following table summarizes the number of protest 
letters placed in the respective utility's formal file: 

utility Irette" 

Edison ~5~ 
PG&E ~~ 
San Die~o iss 
Sierra Pacific . / 0 
SocalGas 950 

'This opinion addresses the i~ues raised in Edison's, 
PG&E's, San Diego.'s, Sierra pacitic's1~d soca~Gas' application on 
an individual utility basis. However, an issue pertaining to the 
uniform recovery of the tax SAvings trom deducting premiu:ms. paid to 
retire high cost debt is addressed is a generic issue. · 

nx. ~ 0::. Palainl!!S Jd 1;.9 Beti!;!! l!igb. em Debt 

/ 
'l'he commission Division of RAtepayer Advocates (ORA) 

witness, Quan,. testified that tJ:/.e utilities have exercised a 

prudent, ma.nag'ement dee. ision', to-~e, tire,. pr, ema:,turelY,. bonds issued. in 
the early ~9S0's. when interest rates were ,at all tilne hi~bs even 
thouqh the utilities are requ red to. pay premiums to. the existing , 
bond holders of the high costi debt.. However,. ORA takes. issue with ' 

I ,: 
the method that the utilities. use to. pass the tax savings generated. 
from deducting' these premiumk in the year th~ high cost bonds are 
retired to. their ratepayers.J ORA estimates that SocalGas' premi'wn' 
:for high cost bonds prematukelyretired.,. alone,. is projected to be,': 

approximately $l..-5 million I~ 3.990., " 
ORA. raises this tax issue because the utilities use " ' 

different lDethods to pass~ese tax savings back to the, ratepayers~ 
Some utilities. include the entire premium in the embedded debt cost, 

'( , 

calculation with an of:fset tor the tax savings in the Cle:terred, tax 

reserve account as a redJction to- rate base... Other utilities " 
I 

include the entire premiUm in the embedded'debt cost, howeve%:, with 
I 

no offset for tax savings reflected in the deferred tax reserve .. 
I ' 
f , 

\ 
\! - 4 -



• 

• 

• 

A.88-07-023 et ala ALJ/MJG/t~9 

These are only two of the many methods used by th'e utilities. '!he 
I . 

result is an inconsistent flow of tax benefitsfto the ratepayers. 
ORA recommends that the utilities s~ould use one· 

consistent method for treating premiums associiated with the 
retirement of high cost debt and pass back~e associated tax 
savings to the ratepayers. DRA. did not recommend any specific 

I 
method. Instead, DRA recommends that wo:c?cshops be held with DRA 
and the utilities to establish a consistfent method for all 
utilities. , / . 

ORA, Citing 0.88-08-061, where General Telephone Company 
/ . 

of california was ordered to establish a balancing account to 
record the potential tax savings asJociated with the premiums paid 
to retire high cost debt pending re'solution of the issue, 
recommends that the enerqy utilities establish a memorandum account , 
effective January 1,. 1.989' to track the aJIlounts. currently recovered 
in rates related to these retir~ents. ORA recommends that this 

f • 
memorandum account be adjusted to reflect the impact of the final 

J ' 
method decided' in the workshops. " 

'!he utilities do no~ oppose' ORA's workshop proposal. , . 
However, San Diego opposes th~ establishment of a ~emorandum 
account because it believes it is unnecessar,r and will create a new 
business risk.. San Oiego. a;i;u.es that its lDethod of accounting for 
such tax benefits was previously approved by the Commission, and 
that ORA's witness aCknowlehqed that he found no- fault With San 

Diego's method. I 
The premature retirement of high cost bonds. is: not 

restricted to the enerqy Jtilities~ As ORA points out,. it is also 
r 

happening in the telephone industry, and is probably happeninq in 
the water industry., Thij issue is qeneric to al~ california 
utilities. DRA's proposal has merit., However, we can not expect 
or require DRA and the five energy utilities in this consolidated 
proceeding to- set policy ifor all electric~ gas, telephone, and 
water utilities. Nor wou.ld it be fair to require' the- five energy J . 

_·s -
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utilities in this proceeding to establish memorandum accounts 
/ 

subject to adjustment without establishing ,the fact that the ener;y 
utilities are improperly accounting tor the ta~benefits, 
particula~ly since their respective methods ~ve previously been 
used to set rates. For the above reasons'/~e will not require the 
utilities to establish a memorand~ account to track the tax 
benefits earned from the premature reti7~ent of high cost bonds. 

We will consider issuing a generic utility OIX (Order , 
Instituting Investigation) on this issue. However, in the interim, 

I 
the Commission Advisory and Compliance Division (CACO) should 
schedule and chair workshops with the ener9Y utilities ilnpaeted by 

I, . 
the premature retirement of high cost bonds., CACD should notify 

r 
DRA. and other parties CACD :believ:es may be interested in 
participating in the workshops. 7 AJ. though we will not keep this 
proceeding open to address the l"orkshop, results, we will expect the 
energy utilities and DRA to'pr~sent'test:iJDony on the method and./or , , 

alternative method established at the workshops in the respective 
utility's first" rate or attrition proceeding following the final 
workshop.. If we issue a gen'eric utility OIl on this issue prior to- ; 

j 
the workshops" the workshops should be- cancelled and the ener;y , 

I " 

utilities should actively participate in the OIl ... 

D;7.ckgrognd 

On July 15-, 

, 
,I 
I' 

XV. /ldi§9D'S AppligtioD 
/ 
l 
J 

1988:, Edison filed an application for 
autnorityto increase ~ts authorized return on common equity from 

. I ' 

12.75% to 1.3.75%, to a~just its authorized capital structure,. to--
adjust its cost factors for embedded de:bt and: preferred stock, and 

) 

to reflect the impact ,Of such. changes (approxilDately $80 million) 
in its 1989 operationai attrition Adviee Letter tiling .. 

Edison's presently authorized rate of! return ,and 
requested rate ot return is depicted, in the tollowinq tables: 

- 6 -
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~mponent 

I.ong-'l'enn Oe:bt 
Preferred Stock 
Common Equity 

TOTAL 

~eDt 

Long-Term.Del:It 
Preferred Stock 
Common Equity 

TOTAL 

Edison's Present Agthorizati9n 

capital RAtio 

47.00% 
7.00 

46.02 

l.00.00% 

capital RAtio 

48 .. 00% 
6.00 

46.00 

lOO .. OO% 

cost factor 

9.~s.t· 
7.84 

l.~.7S. 

WeightM COst 

4.~~% 
0.55-
5.87 

10.75% 

Weighted cost 

4.49% 
0.47 
6.33 

* Revised from the 9.~1% ost factor in Edison's 
application to reflect'DRI's October 1988 
interest forecast. / 

Edison presented two- wiJt,nesses, Alan 'J. Fohrer, Assistant 
. t 

'!:reasurer and Manager of cost Control, and Alex c.Miller, Manager 
of Financial Planning. Fohrer ~estified on Edison's financial 

I 

policy and Miller testified on Edison's cost of capital 
" / 

methodology. ORA. presented the testimony of Edwin Quan. Fed.eral t . . 
Executive Agencies (FEA) presented the testimony of John 8. Legler. 

~~~~sentin'l' jeu,p .. rtiCipate.,. in en:miMtion of 

I . 
The difference between Edison's authorized and requested 

I 
capital structure is a nominal decline (l.%) in the amount 01: 

preferred stoCk as a percen~ge of total capitalization. 
f 

There is no dispute on Edison's capital structure.DRA. 
I 

concludes that Edison's re~ested capital structure is reasonable, 
based on DRA's review of E&i.son's capital requirements and 

• • I 
~1nanC1D9' plans ~uqh.198l' FEA als~ accepts Edison's proposed. 

- 7 -
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capital structure for the purpose of estimating the weighted 
average cost of capital. Therefore, we will adopt Edison's 1989 

requested capital structure of 48.00% long-t~ debt, &.00% 

preferred stoek, and 46 .. 00% common equitl. 
c. cost of tonq-'re.rm Debt 

. and Preferred· stock . 

Edison' $ 9.35% cost of long-term debt is comparal:>le to 
. I 

ORA's 9.27% and P'EA.'s 9.31%.. The difference in esti:mating the cost 
I 

of long-term debt is attributable to fORA updating estimates with 
actual cost and using Dore recent interest forecasts than Edison. 

I 
However, Edison, ORA, and FEA concur .that the Novelllber 1988 DR! 

( 

Wcontrol- interest rate forecast should be used t~ determine the 
cost of Edison I s longo-term debt .. / Late-Filed ExhiDit 30', filed 
Novelllber 10, 1988, shows that the parties agree that Edison's cost 
of longo-term debt for the 1939- lttrition year should l:>e 9 .. 30%. 
Theretore, we will adopt a 9.3'01% long-term debt cost for Edison's , 
1989 attrition year, whiCh re~ects the November 1938 ORI control 
interest forecast.. / . 

Edison's 7.84% cost of preterred· stock was not disputed 
by ORA. or FEA, therefore,. wJ will adopt Edison'·s 7.84% cost of 

I 

preferred stock for its 1989 attrition year. '. 
f 

D. Return on C9JIQDOD Eqaity 
The major. issue As the appropriate return on common 

equity for the 1989 attrition year. The following table ~'mmarizes 
i 

. I 
the pos. tl.on ot each, party: 

Party Ree01lllllended- Return 

Edison 
ORA 
FEA 

l.3.75% 
12.50%* 
12~50% 

.." Recommends Mid of Range 12.25% to 12.75% 

Edison, DRA) and FEA submitted testimony on the results 
of various. financial ~octels which they used as the startinq point 

to· <Iete:mine their r~· return on equity- Edison and DRA 

- s: -
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use the DCF (Discounted cash Flow Analysis), RPM (Risk Prem.iUlll. 
Analysis), and. CAPM (capital, Asset Pricing' Model) • FEA uses the 
OCF and RPM model. 

Detailed descriptions of each financial model is 
contained in the record and are not repeated here./" These models 
are used only t~ establish a rang'e from which the/parties use 
individual judgement t~ determine a ~air retur.nlon common equity. 
Although the parties ac;ree that the models are/ obj ecti ve,. the 

! 

results are dependent on the subj ective inputs. From these 
subjective inputs the parties advance arguments in support of their 
respective analysis and in criticism on the input assumptions used 
by other parties. These arguments will not be addressed 
extensively in this opinion, since they de> not alter the model 

" results. As Miller testified, in th~tinal analysis, it is the 
i 

application of judgement,. not the precision of these models, which 
/ ' 

is the key to· selecting a speci~ic rerum on common equity estimate 
within the range predicted ,by analysis. 

I . 
The following table slnnmarizes the results of the models 

presented by witnesses Miller, QUuf, and Legler: 

" 

lI04el Party Range 

DCF Edison 
DRk 
FEA 

Edison 
DRA 
rEA (5-yr. 

Edison 
DRA 

l2.70% - 14.00% 
l2.2& - 12'.80 
11.40 - 1.2'.60' 

l3.10· - 14.60 
13.04 - 150.13 

13.00% 

13.40 - 1.4.70 
l2'.29 - 1.S.S0 

Edison asserts tba to arrive at,a' fair return on common 
equ.ity, it is necessary to- ~plY informed judgement to the. 

I 
regulatory, cOmpetitive,. and financial risk which Edison fa.ces .. 

Edison also; asserjts. that regulatory risk is one of the 
Significant factors that affects. the: total level of risk perceived 
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by investors. Fohrer believes that investor risk WmayW increase 
because the elimination of ERAM (Energy Regulatory Adjustment 
Mechanism) and ARA (Attrition Rate Adjustment) for the large 
industrial and commercial customers because full cost reeovery will 
be dependent on accurate torecast. Edison als~believes that the 
seasonal variation in earnings will impact investors' expectations. . ;' 

'rhe AER (Annual Energy Rate) reasonableness review, a 
/ 

percentage of fuel and purchased power eosts recoverable on a 
fixed, forecast basis is another regulato~ risk that must be 
considered beeause of the flux of this ;ecove.ry mechanism'. 
Although Edison was author~Zed to implrent this mechanism in 1981" 
it was temporarily suspended in· 1986-,. einstated in 1987, and again 
suspended in 1988: until Edison's 198-

Clause proceeding. Fohrer believes 
because of the uneertainty of whe 

Ener9Y cost Adj.ust=ent 
at additional risk exists 

r Edison will be able to-
reeover volatile tuel and pureha~' power costs. 

Fohrer eites thereaso leness review procedure,. which 
allows Edison t~ recove~ 7S%ot . e reve~ue requirement associated 
with certain plant additions eO$ting over $SOm1llion pending a 
reasonableness review, as anotJe~ regulatory risk tactor. 
Ac~ording to Fohrer, this procfdure cOXDp,?unds an investor's fear' 
that reeovery of plant investments will be made XDored1ffieult 
beeause the procedure require's a separate proceeding and delays 

. . I 
full rate base treatment ot fb~ plant investlllent. 

Alternative forms/Of eapital reeovery such as the 
proposed Diablo· canyon sett:l:em.ent are identified by Fohrer as a new" 

• I 
regulatory risk beeause such proposed settlement departs from the ' 

I. , 
traditional rate.making treatment ot plant investment. Although the 

l_, I • proposal ~~volves recovery of a controvers~al nuclear plant 
investment, Fohrer believ~s that it aftects investors' perception 
and it adopted will Si~l to' the investors that shareholders in 
cali~ornia utilities maY/bear greater risks. 

- lO~ -
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Edison cites several Fe~era1 Energy Regulatory commission 
(?ERC) proposed rule~akinqs which may affect how prices are to be 

set in contraets with Qualifying Facilities (QFs) and which ~y 
streamline regulation for independent power producers. Edison 
supports ~ny of the QF proposals but has concerns about proposals 
which favor the non traditional suppliers. /' 

DRA~s Quan concurs that the commissioufhas created new 
forms of regulation and provided regulatory f~ility to meet the 
needs of both the utilities and ratepayers respond to the 
competitive ~rketplace. Quan acknowledge that utilities such as 

Edison faces different risk to" operate the new competitive 
marketplaee and that such risk should recognized in setting the 
appropriate return on COlDmon equity. owever, he believes that 
only the incremental change in" ri"s}cs YNer the level already 
recognized in the last rate of return authorization ,should be 

considered. "/, . 
Legler's. analysis of re9flatory risk was based on a 

national perspective. It was notj ~aSed on a california specific 
regulatory risk. Accorcung::t! tgler the financial community looks 
at an overall perspective of re ·'atory risk, not a checklist 
approach. Legler concludes the california regulatory climate 
is good and that the finaneiaJ./ community considers. the CAlifornia 
re9Ulatory climate to ~abovf average compared to other states. 
salomon Brothers, Inc.'s MAr¢h 31, 1988 stock research publication 
(EXhibit 12) substantiates ~gler~s conclusion ot the california 
regulatory climate. . I 

Fohrer asserts ~t a significant risk exists in the 
I. • 

co~petitive marketplace ~rc~third-party producers and self 
producers within Eclison's /serviceterritory. He testified that , " 

Edison could be required to obtain-new sources of power on short 
notice and at higher pricks because tb.ird party electric producers 

I 
have no- obligation to- aerve,may abanclon unpro:fital:>le projects,. and 

I . 

may discontinue supply because of unrelated business. failures. . ! 
- 11 -
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Also, the bypass of large industrial and commercial customers is a 
continual threat recognized by salomon Brothers, Inc. and other 
lDembers of the financial c01DlDuni ty as the maj or investment 
consideration for Edison during the next several years. 

DRA concurs with Edison that competitive risk should be 

considered. However, Quan believes that Edison and the other 
utilities have lDitigated and reduced risk fro~the competitive 
lDarketplace challenges by direct competition with the independent 
power producers through separate sul:>sidiaries. In Edison's case, 
Edison obtains appro~tely 10% of its energy from third party 
producer~, half of which is provided by Mission Enerqy Company, 
Edison's non-utility subsidiary. ( 

Edison.'$. financial measurement ,cif risk is based on its 
prospective bond rating and .increase in Jinterest rates. Edison's 
present debt ratio exceeds Standard & Pbor'S double-A bench mark of 
46% debt. However, Edison bas maintained its bond rating because 
of positive action in other areas_/iohrer states that it Edison is 
authorized a 3.3·. 75% r~turn. on com:mo ·equity, its interest coveraqe, 
which. has steadily declined, is pr jectedto d.ecrease to. ~.3 by 
1990. This decline in interest c'veraq8 equates to a decline in .. 
Edison's financial str,enqth and ~crease risk because the projected· 
interest.coverage is below stan1ard.& Poor's 3.Smin~um coverage 

~:~e:a:~~;-~pr::~:~% ~~~~~:~~~d ~~ ~:i:::::cta:~i:l~~on 
attract funds and. to maintain its financia.l strenqth in 1989. 

Quan considered Edison's financia.l risk and concludes 
that Edison's risk bas rema~ed approximately the same since' the 
19sa attrition proceeding. !SpecifiCallY, internally qenerated 
~ds have relDAined at substantially hi9ber levels the past few 
years from 52% of total eoJ-truction funds in 1983 to 79% in 1987, 
and AF'O'DC (Allowance" for FJnds. Used During' Construction) earning's 
have significantly drOPped! trom59t in 1983 to· 16% in 1987.. Also, 
Edison's stock continues ~o trade in excess or book value which 
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indicates that the investors' perception of the current value of 
Edison relative to ~e value'of its assets is high. 

Quan disputes Edison's argument that rising interest 
rates and the uncertainty of the future levels of inflation require 
the return on common equity to be 'set at a level higher than that 
currently authorized. Table 7 t~ Quan's Exhibit 4 compares the 
overall trends in long-term interest rates with the authorized 
returns on common equity for the last eleven years. This table 
shows that the authorized returns on common equity does move in the 
same direction as interest rates~ but not in direct proportion. 

, I 
Although long-term interest;rates have moved moderately 

upward during the year, the August· 1J88 long~erm interest rate is 
s~ilar to the level of interestr~es in December 1987 when the 
current return on com.monequity wafs set. FUrther, Jenkins-Stark of 
PG&E testified that long-term in erest rates continued t~decrease 
in september 1988. 

We do not place sole reliance on DRI~s interest rate .. , 

forecasts. Forecasts are est tes based, on subj.ective analysis. 
This is confirmed by san Die1>,'s :Kru:mviedawho compared DRI's 
quarterly AA utility bond fOf~~ast with actual results from the 
first quarter of 1982 throu1h the first quarter of 1988. and 
concludes that DRI's fore eft varies an average of +.1- l.81%. 

Absent from· Edis¢n's risk analysis is a discounting of 
benefits L~vestors.stand~ gain from the regulatory policies and 
the discounting of risk a~sociated with prior years risk •. For 
example, investors have ~en aware of the potential for' elilnination 
of the ~ and ARA mechahisms since late 198& in I.86-10-001 and 

.. I . 
should have already adjusted for the expected risk. california 

'1 . . 
regulatory policy recoqn£zed by the financial community as above 

I . ' 
average is also a positive factor t~ consider. 

We concur that \the competitive· risk is present. HO'Never,' 
Edison has reduced the risk of reliability and availability of 
third party power by. purchasing half of its. third pa~y producer 

- 13 -
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power from its subsidiary, Mission Ener9Y Company. Financial risk 
is also present; however, Edison has not demonstrated that such 
risk has substantially increased during 1988 or that such risk 
warrants a 100 basis point increase in its authorized return on 
equity. 

After considering all the evidence' of the market 
conditions, trends, and the, quantitative models presented by the 
parties" we conclude that a 12.75% return on equity is just and 
reasonable for Edison's 1989' attrition year. 
E_ Adopted Cost Of Ospital 

The 12 .. 75% adopted return on common equity prociuces an 
overall rate· of return of 10·.98% fo~,'the 1989 attrition year, an 

( , 

increase of 0 .. 23% from its 10.75% overall rate of return for 19sa. 
The followinq table shows Edison'ajadopted cO,st of capital for its 
1989 attrition year: / 

Edison's Adopted Cost ot, capital 
I 

COl!l'DOJ)ent capital RAtio Cost 'tactor 

Lonq-Term. Debt 48: .. od% 9' .. 30% 
Preferred Stock 6-.. 0p' 7 .. 8:4 
Common Equity 46.00- 12.75' 

'. TOTAL v. 11;: Application 

A. Backgxoand. / 

weighted Cost 

4.64% 
0.47 
5.87 

10_98% 

On July 20, 1988-) PG&E tiled an application tor authority" 
to increase its aUthOrized/return on common equity from 13.:0% to ': 
14.50%. The requested change in common equity will' ,result Jon 
approximately an $87milli~n qroas revenue requirement increase 
for PG&E's Electric Depa ent and a $ZZmillion revenue 
requirement increase tor gas departlnent_ SUbsequently, on 
September 1&, 1988, PG&E evised its requested return on common 
equity to 13.75% to ref act' the provisions of" PG&E's proposed 
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reasonable return on common equity, only one of which is the/ 
interest rate forecast. 

If we assume for argument sake that Sanladerer's/275 to 
307 basis point spread is correct and adjust for DRI's ~~in of 
error rate presented by Krumvieda, then the 1989 author~ed return 
on equ.ity should be within the range of 11.38' t~ ls.31,.l A 

common equity range of this magn.itude provides littJ" guid.ance to­
the Commission in arriving at a reasonable return n common equity 
and greatly exceeds the range of common equity turns recommended " 
by the parties in this cons~lidated proceedin • As pointed out 
above, the interest rate forecast is only c ponent of risk wlU.ch 
we consider to arrive a~ a reasonable retu non common equity. 

Absent from Edison's risk anal sis is a discounting of 
benefits investors stand. to gain 'from e requlato~ policies. and 
the discounting of risk associated w prior years risk.. For 
example, investors have been aware f the potential for eli.mination; 
of the ERAK and ARA. mechanisms s elate 1986- in I.8&-10-001 and 
should have already adjusted for .the expected risk.. California 
requlato~ policy recognized b ' the financial community as above 
average is also a positive f tor to consider. 

We concur that ,th competitive risk is present. However,: 
Edison has reduced the ris of'- reliability and availabil:i.ty of' 
third party power by pu: siner half of its third party pr~ucer 

power from its subsidi Mi.ssionEnergy Company. Fin4nci41 risk,· 
Edison has not demonstrated that such 

1 The range calculated. as follows:-

November. OR! Forecast 
Basis P int Range 
DRI, or RAte 
Calcul ted Range 

- 14 -
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Diablo canyon settlement Agreement and Implementing Aqreement of 

Juno 

rate 

24,. 198.8. 

PG&E's presently authorized rate of return and 
of return is depicted in the ~ollowing ~~: 

ESifrE's Present Authorization 

requestec:l 

Compon~mt CAPital Ratio Q)s(racj:or )feight,d: COst 

Long-Tem Del:>t 
Preferred stock 
Common Equity 

TOTAL 

45 .. 50% 
8:.50 

46.QO 

100.00t 

fGiE's Eeeo;mendation 

4.25% 
0 .. 7S 
6.03 

11.03% 

~omponent capital 'RAtiJ COst lamr Weighted cost 

Long-Term. Debt 46,,25%/ 9.40% 4.35% 
Preferred Stock 7.00 8;.79 0.62 
,Common Equity 4,6-.75-' l3.7.5- 6-.4.3 

TOTAL 100 .. 00% 11..40% 

PG&E .presented two wl.tnesses, John F. Jenkins-Stark, 
I , 

Treasurer, and Laura Paratte,. ;>enior Financial Analyst. 
Jenkins-Stark testified on·PG&E's financial polic:yand Paratte 
testified on PG&E's cost of' dap:Ltal methodology.. DRA. presented the , . 
testimonY.ot .Edwin Quan. FEA presented the testimony of John :s. 
Legler.. Roqer Poynts, of ~ility Design, Inc .. also presented 

B.. capital strgsture . 
testimony.. . ~/ 

. PG&E's requested preferred stock ,ratio decreased 1.50% 
from its presently authorizedprefer:red stock ratio,. from 8 .. 50% to· 
7.00%. This reCluction resUl. ted from. the refunding of high coupon 
preferred· st'oek issues.. PG&E asserts· that its' capital stl:Ucture, 
which excludes the impacts \Of DiablO: canyon operations,. is, 
consistent with' the terms o's.-- the . proposed Diablo Canyon settlement 
aqreementpending be:fore the commission in A. 8'4-06-014 .. 

- 15 -
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There is no dispute over PG&E's proposed capital 
structure. ORA concludes that PG&E's requested capital structure 
is'reasonable, :based on ORA's review of PG&E's 1989 capital 

/ 

requirements and financing plans. Poynts d±d not recommend any 
I 

capital structure. We will adopt PG&E's 1989 requested capital 
I 

structure of 46.25% long-term debt,. 7 .O~t preferred stock, and 
46.75% common equity tor its 1989 attr~ion year. 

C.. cost of LoDg-Term Debt L 
:mel Preterred stock 

PG&E's requested cost of ong-term debt and preferred 
stock is not in dispute. cozisistdt with the updating of Edison's 
long-term cost of debt, PG&E con~s that its long-term debt cost 
should be updated with the NovemJer 1988 DRI 'control* interest 
rate forecast. We will adopt af.39% cost of debt factor for 
PG&E's 1989 attrition year, as fhOwn in, Late-Filed. ,Exhibit 30 which 
reflects DRI's November 1988 control interest forecast. PG&E's , 
8.79% cost of ~~eferred stockl which is not disput~d, should be 
adopted for the 1989 attrition year. 
D. Return on' C01!QDOD Equity / ' 

At issue is the appropriate return on common equity for 
PG&E's 1989 attrition Year;} The following table summarizes the 

, position of each party: 
Party BeeqmmencJed Return, 

, 
PG&E' 13-.. 75%* 
DRA I 12 .. 50%** 
FEA. , 12.75% - 13.25% 
Poynts . I No Recommendation 

*' Revised from 14.50% to exclude Diablo canyon 
ilnpacts. J 

** Recommencis Kid Range of 12'.25% to ,12.75% 
I 

PG&E exclud.ec1 its. projected- Oiablo,canyon,r:i:sk to arrive 
t ' 

at its requested. 13.7~ return on common equity, pursuant to its 
j. ' 

Diablo canyon settlement aqreement with all parties to the Diablo 
1 ' 

~ - 16.-

," 



• 

• 

• 

A.88-07-023 et alA ALJ/MJG/tcg 

canyon proceeding. In response to the ALJ's concern that this 
agreement has not yet been approved by the Commission, 
Jenkins-Stark testified that'PG&E'S sole recommendttion for a 
return on common equity in this proceeding is l3/.75%. Therefore, 
the return on common equity aaopted in this op~nion for PG&E should 
be effective for the entire 1989 attrition y~r. 

Poynts did not recommend a spec~'f/c return on common 
equity; however, he ciid recommend that th return on common equity 
not be increased. This recommendation i based on. Poynts' review 
of the increase in interest rates, the mbaest increase in the 

I ' 
consumer price index from, 4.4% in 1987 ;to, 4.6%: in 1988 and h.i:s 
belief that PG&E has no increased regulatory or competitive risk 

I 
because PG&E is a monopoly utility W~Ch is allowed to, increase its 
rates to offset, anticipated inflation. 

PG&E, ORA, and FEA submitt:'ed' testilnony on the results of 
various financial models. which theyj used as a starting point to 
determine their recommended return/on common equity • 

The following table summarizes the results of the models 
presented' by witnesses Jenkins-St~rk, Quan, and Leqler: 

Hodel Pant Range 

DCF 

RPM 

PG&E 
ORA. 
FEA 

PG&E 
DRA. 
FEA (5-yr. premiums) 

PG&E 
DRA. 

lO.42% - 16.73% 
12".12 - 12.66 
13·.20 - 14.70 

14.1& - 14.42 
13.04 - 15.13 
14.40 - 14.50· 

14.92% 
11.95 - l5.53 

Legler's financia model results, as s"mmarized above, 
are based on PG&E's initial showing which. include ilnpacts 
associated with Diablo canyon. Legler was unable to discount the 

, . I . 
ilDpacts- of Diablo. Canyon because - PG&E submitted its revis-ed 

• I - • testllnony after Legler's d1fect testimony was- sublUtted. However" 
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Legler aia address PG&E's revised testimony on airect e~ination 
ana aid reauce his recommended return on common equity from the 
13.00% - 14.00% range to the 12.75% - 13.25% range... His financial 
model results were not adjusted to exclude Diablo Canyon impacts 
and, therefore, will not be addressed.. , 

. DRA's financial models are based ort market data. related 
to a co=parable group ot electric utilitie~ PG&E specific data 
was not used because Quan believes that ~ is ~possible to isolate 
any perceived investor risk associated 'th Diablo Canyon. 

Although PG&E excludes its stimated risk associated with 
Diablo canyon, it ])elieves that its eturn on common equity should 
be increasea 65 basis points, fro= 3 ... l.0% to 13 ... 75% because of 
increased, business risk from ongo 9 regulatory cbanqes and 
restructure of the california 9 ana electric industry, and a 
significant increase in the 19 attrition year interest rate 
forecast over the 1987 intere rate forecast ... 

J~stark test fied that requlatory'developments have 
increased investor risk and reduced requlatoryproteetion,thereby 
moving PG&E closer towarcl e risk levels of unregulated sectors of . 
the economy. gas rate restructure Which began in· 
December 1986, the Electr. c rate restructure,. FERC requlatorY 
cllanqes, self generators and cogenerators,. . and customers' use of 
alternative fuels a~ th basis for increased risk •. 

Except for th~ gas rate restructure,. PG&E's risk factors 
are similar to Edison' J risk factors... To- the extent that the~ 

I 
risk factors are a.lready discussed,.' they will not be repeated ... 

Although Qua~aCknOWleclqeS that the electric industry is 
in a continual: state df transition, he testified· that as dif-:ferent' , 
areas of risk are creited, there are other circ:u:mstances, such as 
commission policies, ~hiCh lIlitiqate ~ome of the risk... Change in 
the electric indUStri is not new. In· the 1988 attrition 
proceeding, we aqreed with PG&E ~t investors. will consider to 
some extent increa.sed risks associated with re9Ulatory changes, 
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specifically the electric industry restructure. However, it is 
apparent from Salomon Brothers, Inc. above average rating given t~ 
the comxtission that the investment community has. m.i tiq~ ted 
increased risk ass~iated with the california electfic industry. 

/ . 

Similar t~ the electric industry ebang'e:s, the natural g'as 
regulatory framework was considered in the 198siattrition 
pr~eedings. The question to. ad.dress in thi~r~eeding is whether 
such risk has increased. Althoug'h Jenkins-stark asserts. that the' 
elimination of the Supply Adjustlnent Me~sm (SAM) effective 
May 1, 1988 increases utility risk in 19&9, he acknowledges that 

I 
this risk is partially mitig'ated by thejNe~otiated Revenue 
Sta))ility Account (NRSA) which limits ?e maxilIlum variation of 

after tax earnings from the nonco~e . ctor.fortw. ~ years after 
implementation of the new· regulator,v structure. PG&E did not 
provide an assessment of other ris which have been mitiqated. 

The investlnent communit has been aware of risk 
ass~iated with the new gas regu~tory structure since 1986 and we 
have provided t~r that increased/ risk in commission policy and in 
the attrition ~r~eed.ings, most/recentlY in the 1988 attrition 
pr~eedin9'. Similar to. the el~ctric industry: restructure, the gas 
industry is in a continual s.tate of transition. Quan rec~zes 
that ,as. new risks.· develop" o-der risks are mitiqated. 

Of all the enerqy Jtilities, PG&E was authorized the 
. • I 

highest return on common ·equ,ity in 19'88.· primarily because of 
increased risk associated ~ththe uncertainty of ,the Diablo. canyon 

I 
reasonableness review.. However, with settlement in A~S4-06-014· and. 

the exclusion of' any settlJnent risk ass~iated with Diablo. canyon, 
• I.' '. 

PG&E's ris)(s are now c:omparable to the other california energy 
I 

utilities. . I . 
After c:onsiaeririq all the evidence of the market 

I ' . . 
condi.tions, trencls., anet the quantitative models presentecl·by the 
parties, we conclucle that a 12'.7.5% return on .common equity is just 

I.. . 
and.,reasonable for PG&E"s 1989' attrition year. 

J 

I 
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E. Adopt¢ cost o( CApij:al 

The 12.75% adopted'return on common. equity produces an 
overall r~te of return of 10.92t for the 1989 attrition year, as 
shown in the following t8ble depicting theladopted cost of capital: 

, PGiE's Adopted Cost or/capital . 

£;P1IlI2Onent 

Long-Ten. Debt 
Preferred Stock 
Common Equity 

TOTAL 

Sdmi1:.Q,l RAtio 

46.25% 
7.00 

46.75· 

9.39% 
S.79 

12.75-

v.I. :i.MPiego's Application 

Weighted coS; 

4.34% 
0.02-
S.96-

10.92% 

A. Background I 
On December 1, 198 , San Diego. filed an application tor a 

qeneral rate increase. S~~. iego requested, among other things, a 
13 .. 75% return. on equity.. sequently, by an. Ui:1 rulinq, 
San Diego.'s cost of capita . issue wasbifurc::.ated from. the general 
rate proceeding tor consideration in this generic attrition 
proceeding~ / ' 

On July 15-, 19p5. San Diego. revised, its .cost of capital 
testimony and reduced i~ requested return on common eqnity t~ 
13.25-%. ;.. ' 

San Diego.'s presently authorized rate o.f return is 
depicted in the fOllO~g'table: 

COmponent 

Long-Term Debt 
Preferred Stock 
Common Equity 

TOTAL· 

San »iego's Present Authorization 

I 
I 

I 
\ 

I 
( 

l 

c:;;"pital RAtio. 

40·.50% 
8' .. 50' 

51.00 

100.00% 

- 20 -
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9.24% 
7 .. 28: 

12' .. 75-

Weighted cost 
3 .. 74% 
0.62 
§.50. 

10.S6% 
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Al though the present authorized structure, except tor the 
/' 

return on common equity, is consistent with San Diego" s 
recommendation for the 1989 attrition year, it is/in contrast to 
D~.'$ recommendation. The following tables show' the active parties 
recommendations for the 198.9 attrition year: / 

San piego's Recommendaj::5..on 
I 

~ CAPi1;al 'RAtio COlt FActor Weighted, cost 

Long-Term Debt 
Preferred Stock 
Common Equity 

TOTAL 

COJQPODent 

Long-Term Debt 
Pre:ferred Stock 
COmmon Equity 

TOTAL 

42.75% 
6_25: 

51.00 

100.00%. 

9 .. 22t 
7.21 

13.25 

PBA's Becopendation 

capital 'Rlit1.Q: Q)st Factor 

45.50~j 9.22t 
6.00/ 6.97 
48.5~ 12.50* 

100.rIo" 
I 
I 

3.94% 
0.45 
6.76 

11 .. 15% 

Weighted cost 

4.20% 
0 ... 42 
6·2§ 

10 .. 68% 

* Recommends Midrnqe of 12.25% to- 12.75% 

Component 

Long-Term Debt 
Preferred stock 
Common Equity 

TOTAL 

~nent 

Long-Term Debt 
Preferred stock 
COmmon. Equity 

TOTAL 

I 
I • 

lEA's Becommendat10D 
( 

capital Ratis> 

I 
/

42.75% 
6.25-

51.02 

Q2st lactor 

9.12%' 
. 7.21 
12.7'5, 

/100 •. 00% 

City. of! San Diego's Rec9llDleDdati on 
s;kital Ratio. cost Factor 

45.50% 
6.00 
48.~ 

100.00% 

I 

I 
l - 21 -

9.22% 
6-.97 

12 • .50' 

weighted Cost 

3.90% 
0.4S. 
6.52 

10.S5% 

weighted, cOst 
4.20% 
0'.42 
6·26-

10.68% 
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San Diego presented two witnesses, Margo A. Kyd, 
Treasurer, and Richard A'. KrUmvieda.,.' Manager of ,Financial Analysis 
and Forecasting.. Kyd testified on San Diego,I s/financial policy and 
Krumvieda testified on San Diego's cost of dpital methodology. 
DRA presented the testimony o~ Phyllis Whi;t~.. FEA presented the 
testilnony of John B .. Legler. William shaffran, appearing for the 

J 
City of san Diego, actively participated in the examination of 

. . d I, 
~tnesses. Duncan also exam1ne the w1tnesses. 
B. capital~ / ' 

San Diego believes that / "ratemaking" capital structure 
I 

with a 5l% common equity ratio a~thorized for its 1988 attrition 
year will be sufficient to prov1de an adequate level of finAncial 
flexibility. Although San Dies6 projects that its actual common 
equity will exceed 501%, San D~go recomme,nds that its ratemakinc; 

, I 

common equity be held at the f1% level. 
DRA's. White recommends a capital structure with. a 48 .. 50% 

, / 
common equity ratio, which more closely resembles. San Diego's 
reported and target financial capital structure., White's common. 

I 
equity ratio. is lower thal;1 san Di~<>'s. primary because White 
included the $123 lUillioli Encina' S. Power Plant non-nuclear 

I 
capitalized lease as a component of long-term debt.. White believes 

f 
her proposal should be adopted because: 

, f 

a.. capital leases are a part of long-tel:lD. 
debt.. i 

• , 
b.. The Fina:ncial Accounting Standards' Boud 

Statement No. 71 CFASS 7l) requires. capital 
leases t~be recorded as lonq-term debt on 
the utility's. ~alanee sheet to' show a clear 
andexplieit reflection of, a utility's. 
leveraqe and accompanying financial risk. 

c. san Diego's investors and financial 
anal~ts consider non-capitalized, lease 
in.formation when assiqninq expected risk 
a4justedreturns on investment • 

- 22 -
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d. There is no deleterious effect on the /" 
market's view of San Diego or San Die9o·' s 
ability to, attract capital. ~/ 

However, if San Diego's common equity ratio of 51% is 
adopted, White recommends that San Diego'S ~efurn on common e~ity 
be reduced to 12.00% to recoqnize San oiegd's lower financial risk. 

ORA's basis tor including sucb/6aPitalized leases is 
flawed. We have not adopted'FASS 71 an~eeountinq pronouncement 
for the energy utilities. It we adju;t san Diego~s capital 
structure because of FAS:e. 71 then we roU1d consistently ad.just tor 
other components of FASS 71, and other accounting pronouncements 

• ! 
for ratemak1ng purposes. We are not prepared t~ do so. 

Even if we assume that ~on-nuclear capitalized leases 
should be a component ot lonq-te~ debt,. ORA's. proposal is. still 
flawed. Capitalized assets are/assumed t~be financed ~y a 
combination of long-term debt,./preferred stock, and common equity 
even though individual assets pay have ~een financed by a , 
particular de))t ,or equity issuance.. 'rhe costs of these capitalized 

r 

aS,sets historically are reco";er~le throuCJh rate ~ase.. However, 
ORA does not propose rate ba~e treatment for these capitalized 

Ii 
leases. Rather, DRA.propos~sthat these leases ~hould be recovered 
through operating expenses/as they are currently being recovered. 

t ' 
We share ORA's concern about the high level of common 

~~ . : 

equity which san Diego requests, especially when Edison is 
requesting a 46% common e~i ty capital structure,. PG&E a 46-.7 S%, 

l' 
Sierra. Pacific a 41.93%, ;and So<:alGas a 45'.20%. This is not a new 

\ 
concern. In D.85-12-10S/we observed that san Diego,'s increasing 
equity might well presen:t a serious problem in 'the future and 
directed san Diego· and ~RA to' address., thoroughly,. San Diego's 
increasing equity in the next appropriate rate proceeding. 
A1 thouqh San Oieqo' 1srequesting that its common equity be held at 
51.00%-,. San Diego, acknowledges that its common' equity is projected 
to- exceed this level. 

\... 
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san Dieg~'s current common equity ratio goal is 45.00% to 
48.00% tor financial reporting purposes, which falls within 
Standard & Poor's range of 46,.00% - 52.00% for a sinqle A utility 
bond rating. !\yd testified that San Diego's 1989 expected equity 
ratio is 46.10% tor financial reporting purPoses, well within its 

current goal. , / 
san Diego periodically p\ll)lishes its financial goals 

which investors assess for performance' and. goals. As shown in . 
San Diego's quarterly financial repo~1' it· is the financial return 
on equity, not the rate making ret~ on equity that is shown. in . 
san Diego's quarterly report and;'s used ~or financial analysis for' 
its investors review. I' . 

An. adjustment to Sanfiego.'s requested 5l .. 00% common 
equity ratio is warranted be~se it, is substantially out of line 
with other California energyJ~tilities' common equity ratio ,and , 
because San Diego. has not justified· the need tor such a high equity I ' , 
ratio.. We will adopt a 48.00% common equity ratio tor San Diego.'s . - ~ 

198-9 attrition year to brinC] it in line with what investors use to 
assess San Dieqo's perto~ce. This-common equity ratio is 
derived from. the top range! ot ,~ Diego's common equity goal of 

f . 

4.5:.00% - 48.00% for its financial structure. We will adopt 
san Diego's requested, 6-_~ pr~ferredstock ratio and.ilnpute a , ' 

45.75% long-term. debt ratio for a balanced capital ratio-. 
We will expeet.~ San Diego-, Edison, PG&E, Sierra PacifiC,. 

\ . ' 

SoCalGas, and ORA. to· address in the next cost o.f capital proceeding, . . 
the optilDum capital strUcture for california energy utilities .. , 
c. Cost 01: Lonq-Tem.Debt ana Prefe:rrecS stock:' 

San Diego's 9~2Ztcost of long-term debt is consistent 
with DRA.'s and the Cit~ of San Dieqo,'s estilDatel' and' comparable' to- " 
FEA's 9.212%. Although FEA used a" cost factor which did not 
reflect san Diego's update tor actual costs, Le9'ler accepts 
San Diego"s cost esti:tn4te.· Consistent with the other utilities,. 

1 

1 

\ 
- 24 -
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San Diego concurs that its cost of long-term debt should be updated 
to'refleet the impact ot ORI's November 19S5 control interest 
forecast. 

We will adopt a 9 .. 23% long-term ,debt cost for san Oie90'5 
./ 

1989 attrition year as shown in Late-Filed Exhibit lO, which 
. I 

reflects DRI's November 1988 control interest forecast. 
I 

The only dispute regarding San Diego's estimated cost of 
pre:ferred 'stock is how the unalDortiz'd' issuance costs associated 

I 
with refunded perpetual preferred s.tock should be treated .. 
san Diego. reduces its net proceeds/bY the issuance cost tor 
perpetual series preferred stockl which were refunded in 198& and 
1987, and amortized the issuMcJ cost over a 20-year period... The 
amortized costs are included if'/, san Diego's 7 .. 2'l\ 1989 effeetive 
preferred stock dividend rate"! san Oiego·'s witness rationalizes 
this amortization by citing oL87-12-066, an Edison proceeding',. 

I 
which considered and approved the recovery of preferred stock 
issuance costs by increasin~ the embedded cost,otpreterred stoCk • 

. -. i . 
ORA's White exc:J.uded. the issuance costs in her 

I . 

recoJDlDencledG .. 97% eftective preterred. stock dividend rate tor 
I 

San Diego's 1989 attrition year because the uniform. System cf 
I , . . 

Accounts tor Account No. .. 214-:8:, capital stock Expense requires the 
I . 

issuance expense cf perpetual capital stock to- be· expensed in the , 
year that s.ueb.· stock is. :retired. 

ORA. points out in its brief that 0 .. 87-12-066" which 
san Diego. relies on, authorized such issuance costs to:be includ.ed. 

! . 

in the preferred stoekembe44e4 costsbeeause Edison demonstrated 
I 

that san Diego was previously authorized to recover similar costs 
J' . ' 

anc1because the cost ilDpact on preferred stoekwas minimal, only 
I 

8 basis points. Therel W3.S not a sutticient record to adcb:ess the 
merits crthe issue •. i 

However, in this proceeClinq. ORA's witnessestal:>lished 
that the proper meth04 to- account for BUell costs.' is to- expense the 
issuance costs.· in the \year incurred.. san Diego's own wi bess \ .. 
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San Diego~s current common equity ratio, goal is 45. % to 
48.00% for financial reporting purposes. Kyd testified tha San 
Diego"s 1989 expected equity ratio, is 46.10% for financia 
reporting purposes, well within its current goal. I 

San Diego periodically publishes its finanz:' 1 goals 
which investors assess for perfoJ:mance and goals. shown in 
San Diego"s quarterly financial report, it is the ancial common 
equity ratio, not the rate making common equity tio that is shown 
in San Diego"s quarterly report and is used fo finanCial ~lysis 
for its investors re~iew. 

An imputed' adjustment to, San Dieg: requested 51.00% 
common equity ratio is warranted because' is substantially out of ,', 
line with other California energy utili es' common equity ratio 
and because San Diego has, not justifi the need for such, a high 
equity ratio. We will adopt a 48:.00 common equity ratio for San 

Diego's 1989 attrition year to, bri it in line with. what' investors 
, , 

use to' assess San Diego's perfo ce and to, bring it in line with 
other California energy- util!ti 8-' common equity ratio. 'rhis, 
common equity ratio is deriv from the top range of San Oiego"s 
common equity goal of, 45.00 - 48.00% for its financial structure 
and common equity ratio hi er than 48.00% would warrant a 
proportional reduction ~ its return on equity. We will adopt 
San Dieqo,' S requested 6' 25% preferred. stock' ratio and'impute a 
45.75% long-te:cm debt atio'for a balanced capital ratio. 

We will e San Diego, Edison, PG&E,. Sierra PacifiC, 
adciress in the next cost of capital proceeding, 

the optimum capi 1 structure for California energy utilities.' 
c. Coat of Lon -TeDl Debt 

cost of lonq-te~ debt is consistent 
d the City of San Diego's estiluate, and comparable to 

\. Although: FEA \isecs.: a cost factor which did not 
Dieqo"supdate for actual'costs, Legler'accepts 

- 25 -
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testified that preferred stock is a form of long-term equity 
capital stock, and acknowledged that'capital stock issuance costs 

• r' 

are not recovered. Since preferred stock is./s.imilar to common 
/ 

stock and because common stock issuance costs are not recovered 
from ratepayers, we will adopt ORA's 6.~7~ cost of preferred stock 
for San Diego's 1989 attrition year./ 
D. Return on CqDggOD Equity 

The following table summarizes the parties return on 
common equity recommendation: ;f 

PartY ReeOJl'01lend41:d Return 

San Diego 
DRA 
FEA 
City of San Diego 

1:l.25% 
12.50%-
12'.75% 
12.50% 

of 12.25% to 12.75% 

San Diego, ORA, and FEA submitted testimony on the' 
results of various financiJl models which they used as a starting 
point to determine their fcommended return on common equity • 

The following table summarizes the results of the models 
I ' ,presented· by witnesses Ryd, Quan, and Legler: 

!lodel I PartY 

OCF sari Diego 

RPM 

DRA. 
FEA 

j 

sd.n Diego' 
ORA 
FEA (S-yr. premiums) 

I 
I 

Range 

12.40% - 14.00% 
11.36 - 12.65-
11.80 - 13..00 

14.40' - 16.00 
13-:.22 - 15.25-
12 •. 00 - 12'.26 

CAPM ORA 11.73 - 15 ... 42 

In the finall analysis, it is the application of 
judqelll.ent, not the the\preCision of test model,s., which is. the key 
to selecting a specific return on common. equity. 

Kyd asserts that the commission should recognize specific 
business risks to set a fair return on com.m.on equity. Accord:i.ng to . 
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Ryd, these business risks consist o!: a substantial uncertainty ot 
purchased power, costs associated with the Southwest Powerlink 
(SWPL), the re-examination o! utility ratemakinq mechanisms, such 
as the potential elimination ot the ~, and ongoing business risk 
associated with nuclear operations and third party prOducers~ 

According to Kyd, the SWPL balancing account,. which 
accounts tor the diftereJ?oce between the cost ot SWPt energy 
received and avoided costs, poses substantial new risk because 
investors view it as a procedure t~ deter timely cost recovery ot 
prudently incurred costs. FUrther,. Kyd is concerned that the 
deterred recovery of SWPL and purchased power costs may preclude 
san Diego from achieving reasonable levels of short-term debt and 
result in a downgrading of its commercial paper rating. 

The city of san Diego· points out that the SWPL, risk is 
not a new risk. Not only was it addressid.in San Di~qo's 19&8 
attrition proceeding, it has existed toi the past three years. 
The city ot San Diego also points out that the Commission ~anted 
limited rehearing on the swpLbalanc~g account issue by 
D.86-06-026. It believes that the orAy reasonable assUlD.ption that 
can be made regarding a pending decJsion on the balancing account 

. I 
is that the ·Commission will reduce fan Diego·'s risk ~er. 

san Diego believes that the uncertainty regarding future 
Commission action on matters such las the elimination of the SAM, 
investigation to review the elimination of attrition adj,ustments 
and" the ERAM, and decisions.,. in Jeneral,. which show a tendency to 
make adj ustments to estal:>lishecl: rate mechanisms o~y- when such 
adjustments are in the ratepayer! , favor results ~n higher investor 
risk. ,t. 

Further, the City ot San Diego reminds us that the 
elimination of these rate mech.ariisms can result in a benefit, not a 
riSk,. to the shareholders. and irfestors. The . City points out that 
since the AERmechanism. was adoptecland 8:.0% of fuel costs were 
tixed, San Die90 has consistently\oeen benefited ~s tollows: 
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bx:iod 

May 1985-April 198& 
May 1986-April 1987 
May 1987-April 1988 

$ S21,76S 
7,100,000 
4,300/000 

/ 
We think San Diego's view ot the risk associated with 

industry restructuring is misplaced. We mu~ not lose sight of the 
intent ot decisions related ,to' the gas and;electric industry 
restructure, that is, to provide the regulated utilities a means to 

I 

respond to marketplace changes which arejkeyed to. competition and 

bypass.. ! . 
san Diego. takes a very pesstmistic approach to. nuclear 

, I 

risk. San Diego. asserts that ongoing' /business risks existl:>eeause 
the Nuclear Regulatory commission eRiC) may require costly plant 
modifications to· SONGS as a result ~, a pro~lem, presently 
unidentified, at any other nuclear fl81:'J.t. Further, san ,Diego could 
be impacted by an accident at any other nuclear plant in the 'Onited 
states because NRC requires loss sharing among all the utilities 

. . I 
that own nuclear reactors. I 
, Tone other business risks identified by san Diego., third 

party produces and increased' in~erest rates have already been 
I 

discussed and will not be repea~ed here. However, it is worth 
noting that in regards to. third party producer risk, san Diege's 

I , 

1987 sharehelders annual report! shows that as a result ot lowered 
costs and restructured sales,. San Dieqo. has. ~en al:>le to. preserve 
most o.f its sales and retain most et its market share. 

After considering dll the evidence ef the market 
cond.itions, trencis., quantitative models presented by the parties, 

I 
and San Diego.'s higher equity ratio, we cone1udetnat a ~2.7S% 

I 

return on equity is just and: reasonable' tor San Die9'o's 1989 

attrition yea:r_ ! 

- 28 -
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E. Adopted COst or CAPital 
The 12.75% adopted" return on common equity produces an 

" ' overall rate of return of 10.78% for the 1989 attrition year, as 
shown in the following table depicting the adopted /ost of capital: 

compon~nt 

Long-Term Debt 
Preferred Stock 
Common Equity 

TOTAL 

A. Background 

SM Diego's Adopted Cost of capital 

CApital Ratio 
/ 

Cost FActor 
/ 

4S.7S% 9.~% 
6.25· &197 

48.0Q. 1i.75: 

100.00% ;f 
VIZ. ~HD Pa£itic's ~icati91) 

Weighted Cost 

4.22% 
0.44 
6,12 

10.78% 

/ 
On July 28, 1988, Sierra!acific filed. an application for 

authority to increase its authori~d return on common equity from 
I 

12 .. 90% to 14.00% for the 1989' attrition year. The proposea· , " 

increase in retUrn on common equdty will resuit in approximately a 
$1,136,000 revenue req)J.ire:m.entl 

. Sierra Pacifie's. prefently authorized rate of retw=nand 
requested rate of return is depicted in the following tables: 

ColI!pODeDt .aw:n ~ent::=o» !l.f:1ghted Co:;.t. 

4.28% 
0 .. 55 
5-.60 

Long-Term D~t 
Preferred stock 
Common Eq)J.i ty 

TOTAL 

~neDt 

Long-Term Debt 
Pre~erred Stock 
Common Equity 

TOTAL 

4f.).09~ 8 .. 71% 
/7.46 7.3~ 
43.4~ 12.90 

~oo ... oo!t 
i 
I 

Sierra! PAcific's Becom:aendatiOD 
I 

CAPital RAtio 

I 51.39% 
6 .. 68 

41.93 

100 .. 00% 

- 29 -
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8.71% 
7.74 

14.00 

10.43% 

weighted cost' 

4.48% 
0 • .52 
S,S7 
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Charles E. Olson, an economist and PresiQen~ of H. Zinder 
& Associates testified for Sierra Paci:Uc, and Quan testified for 
ORA. 
B. capital structux:e 

There is no dispute on Sierra Pacific's requested capital 
structure. ORA concludes that Sierra Pacific's capital structure 
is reasonable, based on its review ot Sierra Pacitic's capital 

. / 

requirements and financing plans throuqh 1989. We will adopt 
Sierra Pacific's 1989 requested capital structure ~51.39% long­
term debt, 6.68% preferred stock, and 41.93% eommOri equity. 
c. Cost of LoDg-'.rexm Debt I 

Md Preferred stgek 

Sierra Pacific's estimated 8-.71% cost of long-term cl~t 
is 0.16% higher than. ORA's. 8 .55% estimat~.. This cl1fterence in cost 
is the result of ORA using more recent 0 forecast. Sierra 
Pacific concurs with the other applicant and interested parties to 

l 
this consolidated proceecling that the cost of long-term d~t Should. . . , 
be based on the November 19S~ DRI cont;Pl forecast. Late-Filed 
EXhibit 30 shows that the parties agrep that Sierra's cost of 
long-term debt tor the 1989 attrition/year, which retlects DIU's 
November 1988: control interest toreetjst, should :be 8.65%. 
Therefore, we will adopt 8.65% as ~ cost of Sierra Pacific's 

I long-term <1el:>t :for.the 1989 attrition year. 
. We will adopt Sierra PaeLtie's requested 7.74% cost of 

preferred stock for the 1989 attrition year, which. was not 
disputed. 
D. 'Retgrn on eomm2D Equity 

The only issue- is the appropriate re~ on common equity 
for the 1989 attrition year. The' ~ollowing table summ~rizes the 
position of eaCh party: 

Party Recommended Retuxn 

Sierra Pacific 
DRA 

- 30 -
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Sierra Pacific and ORA submitted testimony on the results 
of various financial models which they used as a starting point, to 
determine their recommended return on common equity. Tbese ~els 
are used only to establish a range from which parties use ~ 
individual judgement to determine a fair return on commo~equity. 

/ 
However, there is a significant difference between Olson's 

.I 
5.0% - 6.0% expected dividend growth rate and Quan's~.so% - 4.00% 
expected dividend growth rate. I' 

Quan's expected dividend growth rate is~ased on 
historical trends and forecasted dividend and e~gs qro~ rates 
reported by various security analysts. Olson ~owledges that his 
estimate is above historical, growth rates and;tabove the 
Institutional Brokers Estimate System (IBES);!4t'projected qrowth 
rate, Which Olson believes is. one ot the.})est sources ot 
information on expected future qrowth. H~~ever, Olson relied on' 
judgement because historical data and IBES do not reflect the 

, ( 

long-term growth potential from diversi~catiO~ and he believes 
that 'investors 'expect a sUbstantial imZ'o~ement in earnings trom 
past levels. . 

We conclude that Sierra Pac tic's projected dividend 
qrowth rate is an optimistic esti'matr/ and that ORA's expected 

I 
dividend growth rate is a more realistic estimate, whiehis 
consistent with lBBS's projected qr~ rate. 

The following table s"mmJrizes the results of the models . , 
presented by Wl.tnesses Olson and QUan: 

Jlodel Party! 
Sierra Pacific f 
Sierra Pacific (9 Electrics) 
ORA 

Sierra Pacific 
ORA 

ORA 

I 
I 
\ 

- 31 -
) 

13 .. 00% 
1~.24 
11..,69 

14.00% 
- 13-.74 
- 12.23 

12.80% 
13.04 - 15.13-

11.46 - lS.l.2 

... 
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utilities. 
Sierra Pacific faces risk similar to the other California 

However, sierra Pacific's risk is higher than Edison, 
PG&E, and other large utilities in relation to revenue and common 
equity ratios. Sierra Pacific's revenue is approximately $400 
million as compared to Edison's $6 billion and PG&E's $7 billion 
revenUe. Its 4l.93% common equity ratio is low compared to 
Edison's 46.00% and PG&E's 46.75%. ~is lower revenue strea:m and 
lower common equity ratio indicates Sierra Pacific's need for a 
slightly higher return on common equity than the large california 
utilities. 

Atter considering all the evidence f the market 
conditions, trends,. and the quant:l.tive mode spresented by the 
~arties, we conclude that a 12.90% return n equity is just and 
reasonable for Sierra Pacific's 1989 att ition year. 
E. Adopted cost Of capitAl 

The l2 .. 90% adopted, return on common equity produces an 
overall rate of return ot 10.38% for e 1989 attrition year, as 
shown in the following tal>le d.ep~g. th.e ad.opted. cost of capital: 

Sierra Pacific's Ad~' Cost Of capi:Ql 

capital RatiJ cost P)&tor Component 

Long-Term D~t 
Preferred Stock 
Common Equity 

TOTAL 

v.c:x. 

51.39t 
6,.68-

41.9'3 

8 .. 65% 
7.74 

12.90 

Weighted Cost 

4.45% 
0.52 

. 5..41 

10,.38% 

A. IIDcl\gro!m4 I 
On August 1, 1988, SoCalGas filed an application for 

I . 
authority to increase its authOrized return on common equity from 
12.75% to 13-.75%, and an oper~tionAl attrition allowance. "!'he 

r 
request for an.operational at~1tion allowance was filed in 
conformance with D'.87-05-027,/ which approved the settlement of 

I 
i 

1- 3-2 -

I 
I 

i 
\ 
I 
\ 

'-
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SOCalGas' Test Year 1988 qeneral rate case and authorized SoCalGas 
to file an application for attrition for 1989. The requested 
return on common equity and operational attrition will result in a 
$~~ million revenue requirement. ~/ 

$oCA1Gas' presently authorized rate at return and 
requested rate of return is shown in the tol owing tables: 

component 

Long-Tem Debt 
Preferred Stock 
Common Equity 

TOTAL 

component 

, 

gmital Ratio-

45.90% 
8.S0 

45,30 

100.00% 

45-. 0% 

~ 

9.90% 
6.93 

12.7S. 

~st FActor 

9.84% 
7.3l 

13-.. 75-

weighted cost 

4.54% 
0.6l 
5,78 

lO.93% 

J!eighted cost 

. 4.48:% 
0.6$; 
6,22 

Long-Tem Debt 
Preferred Stock 
Common Equity 

TO'rAL loJ.OO%. 11..38% 

SoCA1Gas' rrreasu.Jer, Loren K. Sanladerer, testified on 
SoCalGas' requested cost o/t capital. DRA. presented the testimony 
of (luan. FEA presented the testimony of Legler, and the City of LA 

presented the testimony df Manual Kroman. Duncan participated in 

the examination of the 1tnesses,.. 
B. gmital structure 

There is no dispute on SOCa1Gas' requested capital 
structure. ORA conCludes that· SoCA1Gas' requested capital 
structure is reaSOnabl~, :based on DRA's review of SoCalGas' capital 
requirel'llents And fin.anbial plans throu9h 3.989.. FEA and the city ot­
LA also concur that sklGas' requested capital structure is 

I 
reasonal>le. to" the 1;S9- attrition ye.ar; 

- 33 -
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We will adopt SoCalGas' requested. ~apital structure of 
45.50% lonq-term debt, 9.30%. preferred stoek, and 45.20% ~ommon 
equity for the 1989 attrition year. 

c. cost or Lonq~erm Debt / 
M<I Preferred Stock 

SoCA1Gas' 9.$4% ~ost of long"""term debt for its 1989 
attri:tion year is ~omparable to- DRA's 9.92'% and the City of IJVs 
9.832%. The d.ifference in estimat ' the cost of long-term debt is 
attributable to DRA. and the city 0 :tA ulSinq a :more recent interest 
:forecast than SOcalGas.. However, SOcalGas, consistent with other 
parties to- this proceedin9, has. 9reed t?' use the No~e.ml:>er DR! 
control interest rate forecast 0 determine its embedded debt cost. 
We will adopt a 9 ~ 66% cost of ong~ter.m debt for SOcalGas' 19$9 . 

attrition year long-term debt, as. shown in Late-Filed Exh.i.l:>it 30 
which reflects the November 88' DRI control interest, forecast. 

SoCA1Gas' 7.31% co t of pre:ferred.- ,stock consists of the 
average of preferred steele reviously issued and outstanding-, 
weiqhted to the' projected st of a new 1989 preferred: stock ,issue • 

, . 
'rhe cost of the new prefe ed stock issue was derived from the 
comp~i$on of "A" rated u ility preterrec:l' steele yields for 198.6, 

. , 

1987, and the first five onths of 1988 with DRI's 'A' utility 
rated long-termde:bt. yie ds during- the same period. ; 

DRA. concurs Wt the. method SoCalGas used to- calculate 
its cost of preferred s oek. DRA.'sesti:m.ate is. 7.39%, or 0 .. 08% 
higher because of the a: ailability and use o:f :more recent clata. 

However, :because .the p~ies aqreed .touse an updated ORI forecast 
socalGas' cost of pre!.rred. stock was changed. to 7.32%, as shown in 
Late-Filed. Exhibit 3-0./ We will adopt the' 7.32%- SOCalGas' 1989 
attrition year cost of preferred stoeJc. 
D. Ret;grn on CqAon BqpJ.ty 

'rlle major issue is the appropriate return on common 
equity for the 1989 attrition year. The following ,table summ~rizes 

I 
the position ot each y: ' 
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SoCA1Gas 13.75% 
DRA 12".50%* 
FEA 12.65 .' 

Ci:YR::O::endS Mid RAnqe of 12.25tl~~~um) 
SocalGas, DRA, FEA, and the City 0/ LA. sul:lmi.tted 

testimony on the results. of various. financlal moclels which they 
used as a starting point to determine air recommen~ed return on 
common equity. 

The following table summar ze$ the results of the models 
presented by witnesses Sanladerer, 

xod~ Party 

socalGas 
DRA 
FEA 

SOCal~s 
ORA. 
FEA premiUll1S) 

DRA 

Legler, and Kroman: 
JWlge 

14.82% J.$.79% 
12.33 - 12 .. 87 
11.80 - 1:).. .. 20 

13.53 - 13 .. 93 
12_71 - 1.5-.10 
13~20 - 13.30 

J.1 •.. 70 - 15.32 

Sanladerer testltfied that Soc:alGas' business risk is the 
same as those business r~](s. which SoealGas described in its. 1988: 

attrition proceeding.. Hbwever t two of these risks, the earnings 
risk resulting from the/sAX, and the market risk brought on by 
intense competition w~ant additional consideration because.of. , . 

their expected full yea.r impact· in 1989.. Although sanladerer .. ' 
I . . 

presented DCF an RPM model results, he did not rely on these moclels' 
! ' . 

to develop his recommended 13 .. 75% return oneommon equity. 
The initia:L SAM adjustment provides for partial 

. 1 I protectl.on :fro~ sa ~'losses. ~or two years. However, Sallladerer 
I 

contends. that SoCalGas' exposure to potential pre-tax annual losses: 
I 

from variations in ,non-core gas margin for the first $27.50 million" / ' 

L 
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and one-third ot the losses thereafter up to another $27.$ million, 
increases SocalGas' risk. 

SocalGas also states that it taces substantial :market 
risk because ot the competitive conditions. According to 
sanladerer, this increased risk is reflected in the lower alternate 
energy prices which have resulted in lower gas rates to 
low-priority customers as well as lower :margin contributions from 
these customers. Further, the FERC issued a Declaratory Order, on 
July 1,1988, stating the FERC's intent t~allow an out-of-state 
transmission company to build a bypass pipelin~to serve customers 
presently 5el:Ved by SocalGas. SocalGas also- ~cts two other 

I 
transmission companies to obtain bypass pip~ine certificates by 

year end 1988. ~ , 
The City of LA. and ORA dispute calGas' claim of 

increased risk. ORA. asserts that while ere may be some 
i-ncrelllental effect on SocalGas' risk i11. 1989, such risk is ongoing 
and familar to the investors. '!'he Cil.y of LA. concurs with ORA and 
suggests that SocalGas. has. su):)stantia'lly exaggerated its business 

I. ' 
and financial risk for its 1989' attrition year. 

SocalGas' SAX argument hIs been already addressed in this 
opinion. There, is no, dispute' that! risk exists;. however, it was 
considered in arriving at socalGaf' 1988 attrition proceed-ing. As 

the City of LA. cites from socalGas' 1988 attrition decision 
(D.8.7-l.2-064), we ac:knowledge tlIat SOC&lGas:may indeed be 

, I· 
experiencing some additional risk in connection with the 
restructuring of the natural gJs industry' taking- place in the gas 

j, 

OII/OIR., including the' partial! elimination of SAM, that is not 
entirely counterbalanced by ~e protective measures taken to date. 

I ' 
Whether that increased risk requires an increase in the return on 
equity is another :matter, how~ver .. 

I . 
SoC&lGas' competitive risk arguments are no different 

than the electric and telacommunicationsut11ities' competitive 
risk arguments.. socalGas presents a bleak picture about 
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Party . 

SOCalGas 
DRA 
FEA 
City of LA 

• Recommended Range w 

(maximum) 

SoCalGas, DRA, FEA, anci the ity of LA submitted. 
testimony on the results of various 
used as a starting point to· ciete e their recommencied return on 
common equity. 

The following table s~~izes the results of the models 

p:esented loy w1tnesses =.;:;,tr:, Q1l6n, Legler:, and KrcIll4n' 

Iodel RMgg 

DCF 14.82% IS.79t 

RPM 

premiums.) 

CAPM 

12.33· - 12.87 
11.80 - 13:.20 

13.5:> - 13.93: 
12'.7l lS.lO 
13,.20 - 13.30 

11~70 - 15-.32 

Sanlader I testified: thAt SoCalGas' business risk is the 
same as those bus~ess risks: which SoCalGas described in its 1988 

g. However,· two of these r.:i.sk$, the ea:nin.qs. 
risk resulting om the SAK,. and: the market 'risk brought on. by , 

intense compet tion warrant additional consideration because of 
their "expect full year impact in 1989. Although Sanladerer 
presented an RPM model results., he did not rely on these models: 
to· develop s recommendeci 13· .. 75% return on common equity .. 

he initial SAM acijustmentprovides for partial 
from sales. ,losses for two years. However, Sanlacierer 

conten thAt SocalGas.." exposure ,to pOtential pre-tax annual losses, 
from v iations in non-eore gas. margin for the first, $27.5· million' 

/ - 36 -



• 

• 

• 

A.SS-07-023 ct al. ALJ/MJC/t~g 

competitive risks; however, the City of LA points out that 
SocalGas' 1987 shareholders annual report shows the opposite. 
SocalGas has achieved its authorized return on rate base for the 
fifth year in a row. CUstomers increased an additional 119,000, 
the 1arqest number added in a single year since 1955. Even gas 
volumes delivered increased 22'.00% over 198&'s qas volumes. As to 

/ 

risk associated to non-core customers, SocalGas states that the 
rates charged to· these customers will allow it tolcollect most of 

/ 
the costs allocated t~ the non-core market in an up~tront charge. 

/' 
SocalGas expects approximately three-fOurthS/Of its margin to 
continue to- be protected from €laming'S fluctUations by the 

Consolidated Adjustment Mechanismproceduri. 
After considering' all the eVide6ce of the market 

conditions, trends, quantitative m.odels ~resented by, the parties, 
we conclude that a 12.75% return on common equity is just and 
reasonable for socalGas' 19a9 attriti/n year. . . I 
E. Mogj:ed Cost 0' CGi3;Al I 

~he 12'.75% adopted. return/on common equity produces an 
overall rate of return of 10.84% for the 1989 attrition year, as 
shown in the tollowinq table,depidtinq the adopted cost of capital: 

I' soca1Gas' AdORtid cost or CGi,BJ. 

~omponent 
I. .. 

0lpi,.ta1btiQ 
I 

Long-Term Debt 4$.50% 
Preferred stock 9 .. 3/(). 
Common Equity 45.2Q, 

TOTAL 100 100% 

~st factor 

9.66% 
7.~2 

12.7.5-

Weighted· cost 

4.40% 
0.68 
5-.76 

10.8.4% 

F'. Qpen'tiona1 Attri.tion r· , . 
SoCalGas also re~ests an operational attrition allowance 

pursuant to D.S7-0S~027. I~ts attrition request is calculated in 
accordance with the guidelines set torth in D.85-l.2-076,with the 
:following 'modifications:;! 

./ 
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1. 

3. 

Rate base estimates used to calculate the 
1988 and 1989 attrition allowance is based 
on $32S.lnillion of aClditional gross capital 
expenClitures during the 1988 and 1989 
calendar years. The revenue .,requirement 
overcollection attributab=e 0 any short­
fall in such authorized in estment is to be 
refunded to SocalGas' cus omers. 

A one-t~e downward pr~ctivity adjustment 
equal to 2% of adopted al:>or costs is :made 
in the attrition adju ent effective 
January 1, 1988:. 

The cost of gas inv tory stored 
underqround is rem ed from ratebase 
effective for at tion year 1988. 

4. amortization period 
associated with ertain abandoned gas 
supply projects terminates in e.ither 1988' 
or 1989, neces ary adjustments wil.l be :made 
during those y. ars to prevent over-recovery 
of the costs ssociatedwith the relevant, 
~~s supply p~jects. , 

No party object¥ to. SocalGas' operational attrition' , 
filing. However,. Toward-ctility Rate Normalization ('I"ORN) objected~·· 
to SoCalGas' proposed rat/e design and filed a motion to strike 

. I 
SoCalGas' testimony reg~ding rate design. TURN objected to. 

I . 
socalGas' proposal to recover over one half of 9as. supply project 

I . 
expenses from retail noncore and wholesale customers as demand· 

I ' 
related transmission costs and commodity related cost because one 

f 
quarter of the systeln/'fixed costs are allocated. to the retail 
noncore and wholesale market segments. 

Subsequent :to the tiling of its motion, 'l'01m continued to' 
discuss the rate desiqn issue with SOcalGas. On october 50,. 1988 

'I"ORN., DRA,. and so~' 5 submitted a· joint proposal. on a.revised 
rate design as sho in Appendix:s... The filing of this joint ' 
proposal resolves all disputes with soCA1Gas' operational attrition,: 
and rate design filing-
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This joint proposal provides that the operational and 
financial attrition allowance will be allocated to core and noneore 

/ 

customers in the same proportion that existing gas margin, net ot 
the costs associated with the abandoned gas suppl~rojects, is 
allocated to such customers. It further provideS that the reduced 
revenue requirement, which results from the te.:6nination ot the 
abandoned gas supply projects, will be alloeafed to, core and 
noncore ~tomers in the same proportion thit suCh costs were 
previously allocated to such customer cla~es under the terms ot 
D.87-l2-039. ~ 

Soca.1Gas requests that we apPfove the j oint proposal. 
SocalGas and 'l'O'RN requests that sUchlproval not, be considered a 
precedent in any future proceeding. 

We will adopt socalGas' operational attrition and the 
joint rate design proposal, updated/to retlect the November ORI 
foreeasts with the relevant price indices and relevant impacts from 

, / ' 
the capital structure and return on, common equity authorized in 
this opixiion. . SocalGas i,a. aU'thof-zed to :rile an Advice Letter 
pursuant to General Order 96-A to implement its operational 

I attrition allowance eftective January 1, 1989. 

Findings 0' lA,sct I 
1.Ea~ ot the utilities filed'its financial attrition 

I 

request using a calendar-year/basis and a 15-month period basis. 
2., '!'be utilities' respective applieations show that there is, 

nomaterial,dit!erence betWeeh a calendar-year attrition and a 
15-month attrition period. ! ' 

3. The enel:'gy' utili ties exercised a prudent management 
I 

decision to retire~ prematurrly,~nds issued in the, early 1980's 
when interest rates were at all time highs even' though they are 

, J 

required to, pay premiums tOfhe existing, ~ndholders. in 
connection' with these retirements. 

J 
I , 
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• 4. DAA obj ects to the utilities usinq inconsistent methods 

• 

• 

to pass to ratepayers the tax benefits generated from the premiums 
paid to retire high cost debt prematurely. 

s. The utilities do not object to DRA's p~oposal to develo~, 
throuqh workshops, a eonsistent method tor pas~!riq the high cost 
debt tax benefits to the ratepayers. ~ 

6. San Diego opposes DRA's recommena.ation that the energy 
utilities should be required to record th~high cost debt tax 

benefits in a memorand'\llD. account, pend· ,adjustment to reflect the 
impact of the final method decided in e workshops. 

7. DRA. finds no fault with S Dieqo's method of passing 
the high cost debt tax benefits t~ s ratepayers. . 

8-. 'l'he premature retirement ot high cost ciebt is equally 
app~ieable to the telephone and e water industry. 

9.. There is no dispute on dison's proposed 1989 ~pital 
structure ot 48 .. 00% long-term d t, 6.00% preterrec1 stock, alld 
46.00% common stock equity. 

lO. All parties concur t the cost ot, long-term debt should 
, I 

be updated to reflect DRI's N~/ember 1988 control interest rate 

fore~st.. 'J 
ll. Late-Filed Exhibi 30 shows that the'parties concur that 

J 

Edison's cost of long-term debt tor the 1989 attrition year is 
9.~0%. I 

l2. No party disputes Edison's 7.84% cost of preferred stock 
tor its 1989 attrition yeJr. 

J • • 

13. The . DCF, RPM, and CAPM are financial models which are 
used t~ establish a rangJ tromwhich the parties use individual 
judgement to determine altair return on common equity .. 

14. The new reqularory structure in the qas and eleetric 
industry has created. new risk; however, such risk was recognized in 

! . 
the ~9S8 attrition proeeedinq. 

I 
i 
! 
V 
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15. The new requlatory structure has provided the energy 
utilities flexibility to meet both their needs and ratepayers' 
needs to respond to the competitive marketplace. ,/ , 

16. The financial community considers th~calitornia 
requlatory clilnate to be above average. / 

17. Edison and the other utilities h~~e mitigated and reduced 
I 

risk trom the competitive marketplace chal~enges by direct 
competition with the independent power ~oducers according to DRA. 

18. Edison's present debt ratio ~ceeds Standard & Poor's 
double-A bench mark ot 46% debt; howefr , it has maintained its 
bond rating because ot positive action in other areas. 

19. Edison's level ot inte11Y generated tunds has remained 
at substantially higher levels the past tew years (trom 52% o~ 
total construction tunds in 1983 079% in 1987), and: AFUDC 
earnings have signiticantly <1rOp~d trom 59% in 1983 to 16% in 
1987. / 

20. Edison's stock continttes to trade in excess ot book value 
. • J 

which indicates that investor perception of the current va~ue ot 
Edison relative to the value ~ its assets is high. 

21. Tbe authorized return on common equity~oves in the ~e , 
direction as interest rates, ~ut not in direct proportion. 

22. Althouqh lOng-term/interest rates have moved moderately 
upward during the 'year, August 1988 long-term interest rate levels 
are s~lar to the level ot Jinterest rates at December 198:7,. when 
the current returns on common equity were set~ 

23. DRI'S interest rite. torecast is based on a subjective 
analysis and has varied an/average ot +/- 1.81% trom the first 
quarter ot 1982 through the tirst :quarter ot 1988'. 

24. Investors have .Jeen aware· ot the elimination ot ERAK and 
ARA mechanisms since late!1986. 

25. Edison has reduced the risk ot reliability and 
I 

availability ot third p~y power producers by purchasing half ot 
its third partyprodUCe~ power trom· its own subsidiary. 

I 
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26. There is no dispute on PG&E's proposed capital structure 
of 46.25% long-term debt, 7.00% preferred stock, and 46.75% common 
equity. 

27. Parties agree that PG&E's cost of long-term de~t should 
be 9.39% tor its 1989 attrition year. 

~here is no dispute on PG&E'S 8.79% cost of preferred 

PG&E requests that its aUthorize~eturn on equity 
exclude any risk associated with its Diab 0 canyon investment, 
pursuant to its proposed Diablo canyon ttlement aqreement~ 

30. PG&E's risks, except for ris associated with the gas 
rate restructure, are similar to tho 'of Edison. 

31. Increased risk associated ithrequlator,y changes in the 
electric,and 9as industry were eon ldered in the 198~ attrition 
year proceeding. 

32. PG&E concurs that risk associated with the elfm1nation of 
SAM is partially mitigated ~y 

33. The investment comm ty has been aware ot ,inC%'eased risk 
associated with the new 9as 'r~~tory strUcture since 1.98'6-. 

34. PG&E was authorized/the highest return on common equity 
in the 1988 attrition proceeding primarily because of increased 
risk associated with the untrtainty of Diablo, canyon. 

3S. O.85-12-10~ obse ed-that,san Diego's increasing equity 
ratio may well present a s rious proble= in the future. 

3&. ~. Diego's' C1ltt,knt goal of 45-.00%' to 48.00% common 
equity for financialrepoltting purposes talls within standard & 
Poor's range of 46.00%" t152 .00% tor a single A. utility :bond 
rating. 

, 37. san Dieq~'s 1.99 expected equity ratio tor financial 
statement purposes is 46 .10t. 

38. Parties agree' that San Diego's cost ot long-term debt 
should be 9'.23% tor its 19'89 attrition year • 
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39. The UnifoD System of Accounts requires that the issuance 
expense of. perpetual capital' stock be expensed in/the year such 
stock is retired... '/ 

40. Preferred stock is a form of capit-al stock. 
/ 

41. Common stock issuance costs ar~ot recovered from 
ratepayers. / _ 

42. San Diego's risk associated~ith SWPL was addressed in 
the 1988 attrition proceeding_ I' 

43. The elimination of SAM and ERAK can result in a benefit 
to the shareholders. ;t 

44. san Diego has consistently benefited from the AER , 
mechanism and the setting of anjS.O% fixed fuel cost. 

45. The intent of decisions related tc> the gas and electric 
If • 

industry restructure is to. prOVide the regulated utilities a means 
of responding tomarketPlacejdnanges, keyed to. competition and 
bypass. / 

46. San Diego" as a. ,esul t of lowered costs and restruetured 
sales, has been able to. preserve most of, its sales and retain most 
of its market share.. / 

. 47. There is no di~ute on Sierra Pacifie's requested capital 
structure of 51.39%- lOnjg-term debt, 6.68% preferred stock, and 
41.93% common equity.. . 

48.. Parties aqre that Sierra Pacific"s cost of long-tom 
debt snould be 8.65% tdr Sierra Pacitic's1989 attrition year. 

49. Sierra paci~ic's requested 7.74% cost of preferred stock 
was not d.isputed... I 

50. Sierra 'pacific's expected dividendqrowth rate is .above 
, I 

its historieal'gro~ rate and above lBES· projected growth rate. 
. j 

51. Sierra Pacific's revenues are substantially lower than 
Edison's and PGiE's revenues .. 

52.. '!'here is no dispute on SoCalGas I' requested. capital· 
structure of 45 .. 50% long-term debt,. 9.30% preferred stock, and 
45.20% common equity for its 19S9 attrition year • 
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53. Parties aqree that SoCalGas' cost of long-term debt 
should be 9.66% for. SocalGas" 1989 attrition year. 

5-4. ORA. agrees' with the method SocalCas used to calculate i'Cs 
cost of preferred stock. 

55. SocalGas' business risk is the same ."s those business 
risks which SoC."lGas described in its 1988 attrition proceeding. 

56. SoCalc",s d.id. not rely on the DC? or/RPM. 
57. SocalGas h."s ."ehieved its ."utbori ~d. return on rate b."se 

tor the last five years. 
58.. SocalGas MS collected. most ot. its costs allocated to the 

non-core market in an up-front charqe. 
59. SocalGas expects approximat y three-tourths ot its, 

margin to continue to· be protected f om earning fluetuations by the 
Consolidated Adjustment Heehanis~. 

60. SoealGa.s' operational at ition filing is. not disputed .. 
6l. SoCalGAs, ORA, and 'l'URN concur with the Appendix B. rate 

design proposal • 
, I ~ • 

ConclUSions 0' Lay 
1. ~s opinion ShOul~thorize applicants a 1989 cost of 

capital attrition on a ealenda -year basis because there is no 
material difference between a ealend.ar-year and a: 15-month· 
attrition period.. . 

2. The 1989 cost ot ~pitalattrition should be eontinued 
three additional :months, throuqh March 31,1990,. only it a 15-month 
cost of capital period. .:rotr· e .1939 attrition period. is adopted in 
R.S7-11-011. . 

3. The tive energy utilities in this proceeding should not 
be required to· establish memoranda aceounts. to- record tax savings 
associated with the premi~ paid to retire' high cost debt. 

I 
4. CACO should schedule Mel chair workshops .with the energy 

utilities' impacted ))Y'th~ premature retirelnent of high cost d.ebt, 
. I . 

and with DRA, to establish one consistent method to account: tor the 
associated tax savings.) 

- 44 -



• 

• 

• 

A.SS-07-023 et ale ALJ/MJG/t~g 

5. Edison's proposed ~989 capital structure should be 

adopted. 
6. Edison ,should De authorized a 9.30% cost of long-term 

debt and 7.84% cost of preferred stock for its ~989 attrition year. 
7. A 12 .. 7 5% return on common equity,. which results in an 

overall 10.98% return on rate Dase, should be adopted as just and 
reasonable for Edison's 1989 attrition year, Dased upon all of the 
evidence considered in this proceeding'. /' 

8. PG&E's requested capital strueturty<>! 46.25% long-term. 
debt, 7.00% preferred stock,. and 46.75% common equity should l:>e 

adopted tor its 1989 attrition year. ~ 
9. PG&E should ~e authorized i:9 39% cost ot long-term debt 

ana. a 8.79% cost ot prete,rred stock fits 1989 attrition year. 
10. A 12" .. 75% return on common quity, .which results in an 

overall 10 ... 92% return on rate base, should be adopted as just and 
reasonable tor PG&E's 1989 attriti n year, based upon all of'the 
evidence considerecl in this proce ding • 

11. DRA's'reco~ended 48.5 % common equity ratio for 
san Diego's 1989 attrition year should not :be adopted. 

12. San Oiego should be uthorized a capital structure of 
45.75% long:"te:cn, debt,. &.25% eferred stOck, and 48 ... 00 common 
equity tor its 1989 attritio year., 

13. San Diego,. Edison, PG&E,. Sierra Pacific,. 'and 50CalGas 
should address what an opt' capital structure for the california 

J 

energy utilities should bet their next cost o~ capital attrition 
proceeding... ' 

14. san Dieqo shoul be'authorized a 9.2l% eost of long-term 
debt tor its 1989' 'attriti~n year .. 

lS. san Diego's, ~ortized issuance eosts associated' with 
I ' ' 

refunded perpetual, preferred stock should, not b& included as a 
I ' 

cOlllponent of its pre.terrrd stock em):)edded cost. 
1&. DRA.'s recomme;td.ed, &.9'7% cost' of preferred stock for 

San Diego"s 1989 'attrition year should be adopted • 
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17. A 12.75% return on common equity, which results in an 
overall 10.78% return on rate base, should be adopted as just and 
reasonable for San Diego's 1989 attrition year, based upon allot 
the evidence considered in this proceeding. 

18. Sierra Pacific's requested capital structure o! 51.39% 
lons-term debt, 6.68% preferred stock, and 41.93% common equity 
should be adopted for its 1989 attrition year. 

19. Sierra Pacific should be authorized a/~:65% cost of 
long-term· debt· and a 7.74% cost of preferred stock for its 1989 
attrition year. / 

20. A 12.90% return on common equit~ which results in an 
overall lO.3St return on rate base, ShO~dbe adopted a~ ju~t and 
reasonable for Sierra Pacific's 1989 attrition year, based upon all 
of the evidence considered in this p7~eeding. . 

21. SOcalGas.' requested capi'ta'l structure of 45-.50% lons-term 
debt, 9.30% preferred stock, and 41.20% common equity should be 

adopted for its 1989 attrition ye~ • 
.. I 

22. SocalGas should be authorized a 9.66% cost of long-term 
I ' 

debt and a 7.32% cost of preferred stock for its 1989 attrition 
• 

year. . / 
23. A 12-.7Streturn on common equity, which results in an 

I . 
overall 10.84% return on rate base, should be adopted a~ just and 

I 
reasonable for SocalGas.' 19819 attrition year, baseel upon all of the 
evidence considered·in this/proceeding .. 

'24. socalGas.' operational attrition and the joint rate design 
proposal shown in APpend~ S, as revised: to- reflect the No·/ember 
DRI forecasts with the rei evant price indices and relevant impacts 

. I 
from the capital structure and return on common equity authorizGd 

I 
in this opinion, should e adopted • 
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ORDER: 

r.r IS ORDERED that: 
l. Southern California Edison company:s (Edison) adopted 

cost of capital for its 1989 attrition yea·-r!· is as follows: 
/ 

MisoD'S Adopted 1989' CQst of CJ,pi1;,al 

Cqmponent 

Long-Term Debt 
Preferred stock 
Common Equity 

tOTAL 

g,pita,l Ratio ~ttt Fagtor w~ighted Cost 

48".00% 
6.00' 

46,00 

9.3,0% 
7.84 
12,7~ 

4.64% 
0.47 
5,87 

10 .. 98.% 

2. Edison's adopted 1 9 attrition year rate of return, as 
shown in Ordering Parac;raph 1, shall be used. in conj.unction with 
its pendin9 1989 attr1tion ear advice letter filing for the 
purpose of calculating re ised rates for the 1989 attrition year. 
Edison's advice letter s all be filed on or before December 29, 

• 

1.983. " / 

. 3. Pacific Gas. &/ Electric. Company's (PG&E). adopted eost of 

• 

capital for its 1989 artritionyear is as follows: 
PGjJt's MQpted Cost of capital 

0DJpQnent 

Long-Term Debt 
Preferred stock 
Common Equity 

tOTAL 

46.25.t 
7.00 

4&.75' 

~OO.OO% . 

cost FActor 

9.39% 
8: .. 79' 

12.75: 

Weighted cost 

4.34% 
0.62 
5,.96-

10.92% 

4. PG&E's adopted 198.9' attrition year rate of return, as 
shown in Orderin9/paraqraPh 3, shall be used- in conj unction with 
its pending 198"9 attrition year advice letter filing for the 
purpose of ealcul~tin9'- revised rates for the 1989' attrition year. 
PG&E's advice letter' shall be· tiled on or before Decell1ber 29,. J.988;. 

I . . ' 
S. San Diego Gas & Electric company's (San Diego) adopted 

cost of capital ~o~·its 1989 attrition year is as follows: 
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~ Piego's Adopted cost of capital 

s;omponent 

tong-Term De~t 
Preferre.d. stock 
CODon Equity 

gmital Ratio 

45.75% 
6.25· 

48,00 

cost Pactor 

9.23% 
6.97 

12,7S ,/ 

/ 

weighted Cost 

4.22% 
0.44 
6,12 

TOTAL lOO. 00% / 10.70.% 

6. san Diego'S adopted 1989 attritio/Year rate of return, 
as shown in Ordering Paraqraph 5, shall De/used. in conj unction with. 
its pendinq 1989 attrition year advice ,etterfiling tor the 
purpose of calculatinqrevised rates tor the 1989 attrition year. 
san Diego's advice letter shall betti ed o,n or before December 29, 

1988. 
7. Sierra Pacitic Power Com any's (Sierra Pacific) adopted 

cost of capital tor its 1989 attrition year i& as follows: 
Sierra Pacific's Ad9Pt ed Cost Of capital 

Lonq-'I'erm,Debt 
Preferred Stock 
Common Equity 

/ 
Caplj;al BDtio 

51.39%1 
6 .. 68' 

51.93 

8.;,65% 
7.74 

12.90 

Weighted cost 

4.45% 
0.52 
5.41 

I 
TOTAL lOO. 00% lO·.38% 

8. Sierra PACific's/adopted 1989 attrition year rate of 
return, as shown in orderi~~ Paraqraph 7, shall De used in' . / 

conjunction with its pen~q 1989 attrition year ac1viceletter 
filinq tor the purpose ot calculating revised rates for the 1989 

. 1 
attrition year. Sierra Pacific's adviee letter shall De filed on 
or before Deeember 29,. i98S. 

. u 
9. SOuthern calitornia Gas company's (SocalGas) adopted eost 

j 

of capital tor its 198:9 attrition year is 4S tollows: 
I 
1 
I 
f 
I 

! 
\ 

! 

) 
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~ent, 

Long-'I'erxn Debt 
Preferred Stock 
Common Equity 

'I'O'I'AL 

SoealGAS' AdQpted cost ot capital 

capital Ratjo 

45.50% 
9.30 

45.20 

100.00% 

CO§l:i Pactor 

9.66% 
7.32 

12.75 

'Weighted Cost; 

4.40% 
0.68 
5.76 

10.84% 

10. SoCalGas' operational attrition~nd rate design proposal 
as shown in Appendix B.,. updated to reflect the November Data 
Resources, Inc.'s November 1989 forecasts with the relevant price 
indices and relevant impacts from the capital structure and return 
on common equity adopted in ordering Par",gr"'ph 9, sMll be adopted. 
SOcalGas is authorized to file an Advice tetter pursuant to General 

./ 

Order 96-A to implement its operational/and finaneial attrition 
allowance effective January 1, 1989 _ ;soCalGas' advice letter shall 
be filed on or before December 29, ~aa:. 

11. The Commission Advisory and Compliance Division (CACD) 
shall schedule.and chair workshops/with the- energy utilities 

. I 
impacted by the premature retirement of high cost bonds tor the 
purpose of establishing a consi'te~t method to. pass the resultant 
tax benefits back to the ratepfyers. ,It an Oreler Instituting 
Investig",tion (OIl) is opened FO address this -tax issue, then the 
applicants to- this consolidat~d proceeding shall participate in the 

/ 
OIl and CACD, shall cancel any scheduled workshops. A copy of this 
opinion shall be served' on the CACD Director. 

12. Edison, PG&E, Sl:m/Diego" Sierra Pacific, and SoCalGas 
shall address the results cit the workshops identitied in Ordering 

I . 

Paragraph 11, in their next financial attrition proceeding. 
I ' , 

'" 
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ORDER 

IT IS ORDERED th~t: 
1. Southern california Edison Company's 

cost of c~pital for its 1989 attrition year is ~s fol ws: 
Islilon" Mo.pted 1989' COR of CtlPi1cAl 

~ent 

Lonq-~erm. Debt 
Preferred Stock 
Common Equity 

TO~AL 

CWit41 RAtio 

48-.00% 
6.00 

46.00 

100.00% 

COst Factor 

9.30%-
7 ~8'4 

13.00 

4.4&\ 
0.47 
5.98 

10.91\ 

2. Edison's ad.opted 1989 attrition 
shown in Orderinq Paraqraph 1, shall be 

ar rate of retu:z:n, ~s 
eel in conjunction with 

its pending 1989 attrition year advice etter filinqfor the 

purpose of caleulating revised,rates or the 1989 attrition year • 
Edison'S advice letter shall be fil . on or before December 8, 
1988.'. 

3. Pacifi.c Gas & Electric ompany"s (PG&E) adopted. cost of 
capital for its 1989' attriti.on 

Component 

Long-Term Debt 
Preferred Stock 
Common Equity 

1'O'rAL 

C9Bt la£tor 

9.39% 
8'.79 

13.00 

Weighted·C2§t 

4.34\ 
0.62 
6-.08 

11.04\ 

4 .. attrition year rate of return, as 
shown in Orderin para9xaph3:,. shall be used. in conjunction with 

its pending 19 . attrition year advice letter filinq for the 
purpose of ca culating revised rates' for the 198'9 attritionyetrr. 
PG&E's advic letter shall be filed. on or before December 8:,. 19S'S • 
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5. San D1eg-o Gas & Ele<:tdc Company's (San Dieqo) I!J.dopJ ./ . 
cost of capital for its 198·9' test year is as follows: I .' 

San Diego' B Adopted C9st 9f capi1d:t1 

Component Capital Bati2 C9st F9Ct9r Weightgd CQst 

Lonq-Term De:bt 45.75% 9.23% ./.22% 
Preferred Stock 6.25 6.97 0.44 
Common Equity 4S.00 13.00 6.24 

TO'rAL 100.00% 10 .. 90% 

6 .. San Diego" s adopted of return, as 
shown in Ordering Paragraph 5, shall ':be used c:onj,unct1on with 

its pending 1989 general rate case proceedindecision for the 
purpose of calculating revised rates. for th 19'89 test yeo:r. 
San Oiego-'s advice letter shall :be filed. or :before Oecem:ber a, 
1988.. ' ~ 

7. Sierra Pacific Power Company. s- (Sierra Pacific) adopted 
cost of capital for its 1989 attriti year is- as. follows: , 

Sie:r:ra beific's Ad9PYd- Cost of capital . 

COIIIpODent 

Lonq-Tem Debt 
Preferrecl Stock 
Common. Equity 

Cost 1a£t2:r 

8 .. 65% 
7 .. 74 

13.15-

weighted Cog· 

4.45% 
0.52 
5.51 

TOTAL 100. % 10 .48% 

a-. s~erra pacificl adopted 1989 rate of return, as shown ~.in; 
Ordering paragraph 7, m.Ay :be used to revise its authorized base 
rate revenue requixem~t to be recovered through its ~ (Energy , - . 
Regulatory AdjustmeXl.t Mecharu.sm) balancing account, to. :become 

/ . 
effective no earlier than: four days. after an advice letter filing: 
by Sierra pacifid but no earlier than January 1, 1989. --

f '. . --
9. South~rn California Gas Company's. (SOCalGas.) adopted. cost 

of capital fori its 1989 attritiOn. year is as follows:: 

- 50 -
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13. Edison, PG&E, San Diego, Sierra Pacific, and SocalGa$ 
shall address the optilnum balanced capital structure in their 
respective electric and gas regulated industry in their next 
financial attrition proceeding. 

This order is effective today_ 
Dated , at San Franciscc, california. 

/ 

- so 
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i 
I 

Component 

Long-Term Debt 
Prefer:red Stock 
Common Equity 

SS/!:!!l&u' MoPte<l. con of CM>ital / 

capital Ratio COBt Z"rur Weig~ 'C08t 

'tOTAL 

4S.S0% 
9.30 

45.20 

100.00% 

9.65% 
7.3·2 . 

13.00 

10.96%. 

10 • SoC41G6s' opera1:.ional a1:.1:.ri ~ion and ..,rate clesign proposal/" d 

as shown in Appendix C, updated to reflect tJ{e November Dat4 ""'., . 
Resources, Inc~'s November 1989 foreeasts/~th the relevant price 
indices and relevant impacts from the capital structure and return 

.l-
on common equity adopted in Ordering Pa=agraph 9, shall be adopted." 
SOCalGas is authorized to file an Ad~e Letter pursuant to General, 
Order 9&-A to implement its operational and financial attrition 
allowance effective January 1, l:XS. SocalGas' advice letter s. hall '. 
be filed on or before Dece~r 8- 198-8. . ' 

11. The CommiSSion Adviso~ and Compliance Division (cACC) 
I 

shall schedule and chair wor~hop8 with the energy utilities 
impacted by the prematurere,'irement of high cost bonds for the 
pw:po8e of eatablish1nq a ~onsistent method to. pass the resultant 
tax benefits back to the ~tepayers. If an Order Institutinq 
Investigation (OII) is ofened to. address this tax issue, then the 
applicants to this cOMOlidated. proceeding 811411 participate in the., 
OII and CACD s11411 crel lmY scheduled workshops. A copy of this 
opinion shall be se:cved, on the CACO Director. 

12. Edison, P'G&E,. San Diego', Sierra Pacific, SOCalGas, and 
I 

Division of Ratepayer Advocates shall address the ~esults of the 
workshops identified in Orde~in9' Paragraph 11, in' their next 
financial at~tion proceeding. 

13.. Edison, PG&E, San D!egO',Sierra Pacific, and SoCalGas 
/ . 

shall addre,S:s the optimum ~alanced capital, structux"e 1l'1 their 
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~IXA 

LIST' or APPEARANCES 

AppliC3X1ts: Richard K. Durant, carol B. Henningson, James H, 
Iahrer, and Frank Me NUlty, Attorneys. at Law, tor Southern 
california Edison co:mpany: BQSer J. Peters, Michelle L .. wilson 
and Kermit R. Rubitz, Attorneys. at Law, for ~aeific Gas and 
Electric co:mpany; Barton Myerson and 'tpm HAnkley, Attorneys at 
LaW, and Bruce Williams, tor' San Diego Gas/and Electric Company: 
James P, Salo, Attorney at Law, tor Sierr~Pacific Power 
company: and :fpter H, OsbOJ:I1 and Roy M. :Rawlings, Attorneys at 
Law, for Southern. california Gas. company. 

Interested Parties: :william s, Shatttanl Attorney at LaW,. for the 
city of San Dieqe-; :;helley Ilene smjj;h, Attorney at Law, for the 
City of Los Angeles: Norman J. FUruta,.. Attorney at LaW,. for 
conswner Interest of the Federal Executive Agencies; MAnuel 
lSIoman,. for. hilnself: Hiphael P, Alc'Anta:r; and FrederiCk Dorey" 
Attorneys at Law, tor Lindsay, Hal:jt, Neil « Weigle.r: David J; 
;ayers,. Attorney at Law, of MCCt'ael(en, Byers & Martin, for , 
cali~ornia city county Street Light Assoeiation:~dward puncan, 
tor himselt; Reed V. Schmidt, ot/Chester and SChmidt 
Consultants, tor City of Fresno,! city ot Irvine and county of 
Marin: Reed~· Sate- and Ehillip- A. 'st0ht, Attorneys at Law, of 
Downey, Bran,d, Seymore & RohweX1, tor Industrial Users Group: 
Donald W, schoenbe~ and Frederick Dorey,· tor RCS, Inc.: RiX,hard 
li2ll, tor c. P. National co~ationi' Miebel Peter Florip,. 
Attorney at Law, tor Toward utility Rate Nor:ma11zation (TURN): 
J9S~ p, Milanowski, tor Southwest Gas~ and Boser Poynt§, for 
Utility Desiqn, Inc. . I 

Division o'f Ratepayer Advocates~ l'ilnotbY E, T'reaqy, Attorney at 
Law, and :.rem Mowrey. I 

I 
( 
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, . 

SoltbeI:n cal..itotni.a Gas 0 "1m1¥ 
1989 Att:;d;tim - 'ltlRi PLwr::GU 

P.rorate requested 1989 Attrition over 1988 Margin :in rates at May 1,. 
1988 net of INC;- l1X'ld. Gas SIlWly Project Amort.ization c:csts. a:ed.it 
back 'D:C/Gas SUpply Project cost ri!ductions on the smne bases used. to-

~,,;:-~~~~ ~ 1, l338 7" 
~Q!..<t-«-¢-----_'"'!".,)Nam&«~!L~~1--l"'"",-~(l~ 

£5ili21 z=zcz' 

Ccruaal Dist.r:il:JIltion 
~ Related Transmission 
Demand Related· Storage 
Olstaner Related 
o ...... dity Related 
sot A&G 

(A) ~ 

m;." QIs. Sq:¢y P.tOject JIIIII:D:t::f.z . 
Q;§ts l)X:jl.g'ed in abczye Jtrcgin gapp:ilts 

SUbt:obl Amortization 

MID:9in at. May 1, ].988:. 
Exc"xJinq n& md Gas Sll);pl.y 
Pm\ect &gt jmt'm Q;1Sls 

I 
I 
I 

I 

290573 38276 0 328849' 
45666 42395 lS362 10~' 
66341 3749l 17458 l2l289' 

555987 .56l8 2237 S63S4Z " 
500S. 5028- l690 11723. 

51884 52129 2469 lQ§482' 

.1015454' lS0937 39215. l23S601 

11623 

290573 
38870· 
66341 

S5S9S7 
1'Tl 

5l884, 

lll59 

38276 
36086 
37491 

56J.8 
l7$ 

52129 

o 
13076 
17458-

2237 
60 
~ 

15m·" 
~' 

26698' 

~ 

328849, 
88032' ' 

l2l289" , 
S63S42'i' 

4JS. " 
lQ64S2' 

(B) h:ljusted May 1,. 1983 ~ Allocaticn 1003832 169778 35299 ~., .. , 

4152976 38.55540 1397031 

3837422 3855540 l29S7l4 

9405541 • 

898867&', 
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APmmIXB 
Page 2 

Scathea; callfomia GaS 0 "tarry 
1982 Att:d:tim - 'mRtf PtqxlEjal 

(B) Adjusted May 1, 1988 Ma.r:¢n Allocation 
(tt:an page 1) 1003832 167"8 35299 J20S909. 

Ratios of alxIve (B) totals 83.036% 14.044% 2.920% 100.000' 

Requested 1989 Attrition (total. l:le!o::e adj) / 
Promted per above ratios 57366 I 9702 2017 69085-

i 

Adjustment tar cur.rent ING mXl Gas 
,I 
" 

SUWly Pl:oject Amortization costs .. .I 
( 

/ 

INc;. Pl:Cject Amortization· -9058 -8409 -3047 -20514 
Gas &:q:ply Project Amortization ~~J'~ :i~~ ~ -lQ851., 

" ,. 
S\lbtatal Amortization -13693 -13066 -46J2 -31371 

I 
(C) Net 'l'otal - 1989 Atttit.i.gn 43673 -3364 -2595- 37714 , 

f 
I 

! 
J!aJ:9:I.n Allocation in May 1, 1988:Rates (A) l.Q154S J.§22Xl ~, W~7~' 

/ . . - .I 

SIJlXotal - 1989 Maxgin (A) + ee) ,1059127 1"nS74 36621 l27332l 
i , 

Pipeline Demand Cbaxge in May 1, 1988 Rates 145680 135246 48824 3297SO' ' 
mR credit :in May 1, '1988 FAtes -1S7~~ ~~§1 ::W! -2'122?, 

Net - nloalted '1'ctals per '1'O!N ~: l.lS906$ 308533 8425l. l.5Sl849 ,'; , 

Totals per Attrition Fil.in;: A.88-os-o,Ol 1189677 308lS7 83986 1581849' 

Difference t:ran A.SS-OS-OO1 F:U.in; -612 346- 265 0' 
• I 

** ~ diUe:rellCB in the ~~ tQ.maxq1n tor the ING w gas supply 
pxojects cost ($26,69S,OOO) urderlyin; May 1,. 1988 :rates as ~ to' 
the auamt credited. b)dc. to:ratepayers in the'attrition. 1'i1 in; 
($31,371,.000) is a1:b:'ll:ut:able to differences- in. the· tJ:ea'bDent of :ino:IDe 
t,a)oes, tJ:mx:hise tees, mxl UnooUect:U:>l.es.'Whl.ch,' result ~ the tem:inatien of these oosts/in the -attrition i.iJ.irq _ ~ 1:0-
t:z:eatment of these xelated costs 'Wben the bese c:csts (ING mXl . gas supply 
pxojeets) ~ mgoin; ;in natuxe. 
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