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OQPINION
I. Summaxy

These proceedings were consolidated to address Southexrn
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 return attrition -
filings. This opinion also authorizes SoCalGas an 1989 operat;onal
attrition allowance.

After considering all the evidence of the market
conditions, trends, and the quantitative modelé pxesented 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::

Dtility Common Equity . Rate Base

Edison 13.00% 10.91%
PG&E " 13.00 11.04
San Diego 13.000 10.90
Sierra Pacific 13.15 ' - 10.48
SoCalGas 13.00 10.96

XX. anﬁ

Edison, PG&E, San Diego, Sierra Pacific, and SoCalGas
filed their respective applications pursuant to Decision (D.) |
85-12-076, which requires the energy utilities to address return:on
equity issues for their respective attrition years. Oxdexr -
Instituting Rulemaking (OIR) 87-11-012" s.assigned administrative
law judge (ALJ) issued a proposed schedule for future annual cost
of capital reviews to be moved from a calendar year basis to a
fiscal year basis. Accordingly, the ALJ in OIR 87- 11-012 :equested
the enexrgy: ut;l;txes to file their 1989 cost of capxtal reviews on
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a calendar year basis and on a 15-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
show that there are no significant differences between a calendar
year basis and a 15-month basis. However, if an OIR 87-11-012
opinion adopts the lS-month period, then the cost of capital
authorized for the respective utilities in this opinion should
continue for the three additional months, thxough March 31, 19%0.

On August 10, 1988, a prehearing conference on the energy
utilities’ cost of capital applications was held before ALJ Galvin ' k

in Los Angeles. At the prehearing conference, the'ALJ'consolidated{“'

the applications into one proceeding, pursuant to Rule 55 of the
Commission’s Rules of Practice and Procedure which allows' such
consolidatxon of proceedings w:th related questions of law or
fact. '

HBearings were held from October 3 to October 7 in ;
Los Angeles. Concurrent briefs were filed on October 17, 1988, and
the conmsolidated proceeding was submitted on November 10, 1988 upon.
the receipt of Late-Filed Exhibxt 30 which updates the embedded |
cost of long-term debt estimates with a cost factor equivalen: to
Data Resources, Inc.’s (DRI) November 1988 *contxrol” interest rate -
forecast. )

Letters of protest to the applications concernin§fthe ‘
objection to any increase in rates because of ratepayers’ limited
income and the idea that shareholders should share risk with the
utilities were receiVed,from‘dpproximately 500 rgtepayers-
Received as Item 1 is a petition signed by abproximately 40 of .
Edison’s ratepayers'opposing;any increase'in.Edison’sw:ates.because”i
they believe that any additional increase in rates to the average
residential user could make basic comforts more difficult to




A.88-07-023 et al. ALJ/MIG/tcg

acquire. The following table summarizes the number of protest
letters placed in the respective utility’s foxrmal file:
I :

Edison 159
PG&E 6l
San Diego 185
Slerra Pacific 0
SoCalGas 95

This opinion addresses the issues raised in Edison’s,
PG&E’s, San Diego’s, Sierrxa Pacific’s, and SoCalGas’” application on'
an individual utility basis. However, an issue pertaining to the
uniform recovery of the tax savings from deducting premiums paid to
retixe high cost debt is addressed as a generic issue. 3

The Commission Division of Ratepayer Advocates (DRA)
witness, Quan, testified that the utilities have exexcised a
prudent management decision to retire, prxematurely, bonds issued ;n
the early 1980’s when interest rates were at all time highs even
though the utilities are required to pay premiums to the ex;stxng
bond holders of the high cost debt. However, DRA takes issue wmth
the method that the utilities use to pass the tax savings. genexated
from deducting these premiums in the ‘yeax the'hxgh cost bonds aze
retired to their ratepayers. DRA estimates that SoCalGas’: premivm .
for high cost bonds-premeturely'retxred, alone, is projected to~be o
approximately $1.5 million in 1990. | :

DRA raises this tax issue because the utilities use .
different methods to pass these tax sav:ngs back to the ratepayexs.
Some utilities include the entirxe premiuvm in the embedded debt cost i
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 cost, however, w:th
no offset for tax savings 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.

DRA recommends that the utilities should use one
consistent method for treating premiums associated with the
retirement of high cost debt and pass pack the associated tax
savings to the ratepayers. DRA did not recommend any specific
method. Instead, DRA recommends that workshops be held with DRA
and the utilities to establish a consistent method for all
utilities. , : :

DRA, citing D.88-08-061, whexe General Telephone Company
of California was ordered to establish a balancing account to ‘
record the potential tax savihgs associated with the premiums paid
to xetirxe high cost debt pending resolution of the issue, -
recommends that the energy utilities establish a memorandum accoun:,“
effective January 1, 1989 to track the amounts currently recoveredu
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.

" The utilities do not oppose DRA’s woxrkshop proposal.
However, San Diego opposes the establishment of a memorandum ‘
account because it believes it is.unnecessary'and will create 2 new»
business risk.  San Diego axgues that its method of accounm;ng for
such tax benefits was previously approved by the Comm;ssxon, and’
that DRA’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 enexgy utilities. As DRA points out, it is also
happening in the telephone indust:y; and is probably happening in 8
the water industry. This issue is genexric to all California
utilities. DRA’s proposal has merit. However, we ‘can not expect
or require DRA and the five energy'utllitxesrin this consolldated
proceeding to set poliqy fox all electric, gas, telephone, and "
water utilities. Nor would Lt be fair to xequire the five energy
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utilities in this proceeding to establish memorandum accounts
subject to adjustment without establishing the fact that the enexgy
utilities are improperly accounting for the tax benefits,
particularly since theixr 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 honds.

We will comsider issuing a generic utility OII (Oxder
Instituting Investigation) on this issue. However, in the interinm,
the Commission Advisory and Compliance Division (CACD) should :
schedule and chair workshOPS-with the energy utilities impacted by .
the premature retirement of 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 workshops in the respectxve
utility’s £irst rate ox attrition proceed;ng following the £inal
workshop. IXf we issue a generic utility OIX onfthisfissue prior to;
the workshops, the workshops should be cancelled and the enexqy -
utilities should actively participate in the OII.

Bdison’s Applicati

A. Background : . ‘ _ .

On July 15, 1988, Edison filed an application for
authority to increase its authorized return on common equity from
12.75% to 13.75%, to adjust its authorized capital structure, to
adjust its cost factors for embedded debt and preferred stock, and 3
to reflect the meact of such changes (approximateky‘SSO million)
in its 1989 operat;onal attrition Advice Letter filing.

Edison’s presently authorized rate of return and
requested rate of return is‘depicted in the followzng tables-
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n’ a 1 Lon

h
Long-Texrm Debt 47.00% 9.22% 4.33%
Preferred Stock 7.00 7.88 0.55

Conmon Equity 46.00 12.75 5.87
TOTAL 100.00% ' 10.75%

son’s R ti

Long-Texm Debt 48.00%‘ 9.35%* 4.49%
Preferred Stock 6.00 7 .84 0.47

Common Equity 46.00 13.75 6.33
TOTAL 100. 00% : ' 11.29%
* Revised from the 9 31% cost factor ;n Edison’s

application to xeflect DRI’s October 1988
interest forecast.

Edison presented twofwitnesses, xlan'J. Fohrer, Assistant’ -

Treasurer and Manager of Cost Control, and Alex C. Miller, Mhnagerﬁ
of Financial Planning. Fohrer testified on Edison’s financial |
policy and Miller testified on Ediaon’s-cost‘ofrcapital :
methodology. DRA presented the testimony offﬁdwiﬁ'ouan. Federal .
Executive Agencies (FEA) presented the testimony of John B. Legler.

Edward Duncan, represenn;ng himself, partxc;pated in exam;natzon of‘_Q'

the witnesses.

The difference between Edison’s authorized and requested.
capital structure is a nominal decline (1%) in the amount of
preferred stock as: a percen:age of total capitalxzat;on.. ;

There is no dispute on Edison‘s capital structure. DR& o
concludes that Edison’s requested capltal structure is xeasonable,i
based on DRA’s review of Edison’s capital requirements and f_
financing plans through 1989. FEA also accepts Edison‘’s proposed
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capital structuxe 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-~texm debt, 6.00%
preferred stock, and 46.00% common equity.
C. Cost of Long-Texrm Debt

and Prefexred Stock

Edison’s 9.35% cost of long-term debt is comparable to
DRA’s 9.27% and FEA's 9.31%. The difference in estimating the cost
of long-term debt is attributable to DRA updating estimates with
actual cost and using morxe recent interest forecasts than Edison.
However, Edison, DRA, and FEA concur that the November 1988 DRI
"econtrol” interest rate forecast should be used to determine the
cost of Edison’s long-term debt. Late~Filed Exhxb;t 30, filed
November 10, 1988, shows that the parties agree that Edison’s cost
of long-texm debt for the 1989 attrition year should be $.30%.
Therefore, we will adopt a 9.30% long-term debt cost for Edison’s
1989 attrition year, which reflects the November 1988 DRX contxol
interest forecast. f

Edison’s 7.84% cost of preferred stock was not disputed
by DRA ox FEA, therefore, we will adopt Edison’s 7.84% cost of
preferred stock for its 1989 attrition year.
D. Retuxn on Common Equity _

' The major issue‘is'the,eppropriate return on common
equity fox the 1989 attrition year. The following table summarizes
the position of each party: o Co

 Raxty . Recommended Retuxn
‘Edison © 13.75%
DRA o . 12.50%%
FEA _ 12.50%
o Recommends Mid of Renge 12. 25% to 12.75%

Edison, DRA, and FEA submitted testimony on the results
of various financial models which they used as the starting point
to determine their recommended return on equxty. Edison and DRA'
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use the DCF (Discounted Cash Flow Analysis), RPM (Risk Premium
Analysis), and CAPM (Capital Asset Pricing 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 range from which the parties use
individual Jjudgement to detexmine 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 analysis 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 analys;s, it is the
application of judgement, not the precxsion of these models, wh;ch ‘
is the key to'selecting a specific return on common equity estzmate 
within the range predicted by analysis. L
' The following table summarizes the results of the models |
presented by witnesses Miller, Quan, and. Leglex:

Mode), Rarty Range

DCF Edison = = ‘ 12.70% - 14.00%
DRA 12.26 = 12.80
FEA. - 11.40 - 12.60

Edison 13.10 - 14.60
DRA 13.04 - 15.13
FEA (S-yr.-premiums) 13.00%

CAPM Edison 13.40 - 14.70
DRA | 12.29 - 15.80

Edison asserts that to arrive at a fair return on common?
equity, it is necessary to apply informed judgement to the -
regulatory, competitive, and financial risk which Edison faces.

Edison also asserts that regulatory-r;sk iz one of the
significant factors that affects “the total level of risk percexved '
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.

by investors. Fohrex believes that investor risk "may~ increase
because the elimination of ERAM (Enexgy Regulatoxy 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 investoxs’ expectations.

The AER (Annual Energy Rate) reasonableness review, a
percentage of fuel and purchased power costs recoverable on a
fixed, forecast basis is another requlatory risk that must be
considered because of the flux of this recovery mechanism.

Although Edison was authorized to implement this mechanism in 1981,
it was temporarily suspended in 1986, reinstated in 1987, and again
suspended in 1988 until Edison’s 1989 Energy Cost Adjustment Claﬁseﬁ
proceeding. Fohrer believes that additional risk exists because ofﬁ
the uncertainty of whether Edison will be able to recover volat;le
fuel and- purchased power costs. .

Fohrexr cites the xeasonableness review-p:ocedure, wh;ch
allows Edison to recover 75% of the revenue requirement assocxated:p
with certain plant additions costing over $50 million pending a
reasonableness review, as another regulatoxy xisk factor.

Accoxding to Fohrer, this procedure compounds an investor’s feaxr
that recovery of plant investments will be made more difficult
because the procedure requirxes a separate proceeding and delays
full rate base treatment of the plant investment.

Alternative forms of capital recovery*such as the ‘
proposed Diablo Canyon settlement are identified by Fohrer as a new‘
regulatoxy risk because such. proposed settlement departs from the-

traditional ratemaking treatment of plant investment. Although the‘*”'

proposal involves recovexy of a conxroversial nuclear plant
investment, Fohrer believes that it affects investors’ percept;on

and if adopted will signal to the investors that shareholders in
California utilities may'bear greater risks.
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Edison cites several Federal Energy Regulatory Commission
(FERC) proposed rulemakings which may affect how prices are to be
set in contracts with Qualifying Facilities (QFs) and which may
streamline regqulation for independent power producers. Edison
supports many of the QF proposals but has concerns about proposals
which favor the non traditional suppliers.

DRA’s Quan concurs that the Commission has created new
forms of requlation and provided requlatoxry flexibility to meet the .
needs of 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 recognized in setting the
appropriate return on common equity. However, he believes that
only the incremental change in risks over the level already -
recognized in the last rate of return authorization should be
considered. :
Legler s analysis of regulatory risk was based on a
national perspective. It was not based on a California specific
requlatory risk. According to Legler the financial community looks,
at an overall perspective of regulatory risk, not a checklist ~ K
approach. Legler concludes that the California regulatoxy climate
is good and that the financial community considers the Californ;a |
‘requlatoxy climate to be above average compared to other states.
Salcmon Brothers, Inc.’s March 31, 1988 stock. research publicationfﬂ
(Exhibit 12) substantiates Legler’s conclusion of the<Californ1a ﬁ
regulatory climate. : N
| Fohrer asserts that a significant risk exists in the
competitive marketplace from thi:d—paxty producers and self
producers within Edison’s service territory. He testified that
Edison could be reqnired to obtain. new sources of power on short
notice and at higher prices because thi:d party electric pzoducers
have no obligation to serve, may abandoen unprofitable projects, andf
may discontinue supply because of unxelated business failures.
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Also, the bypass of large industrial and commercial customers is a
continual threat recognized by Salomon Brothers, Inc. and other
members of the financial community as the major investment
consideration for Edison duxing the next several yeaxs.

DRA concurs with Edison that competitive risk should be
considered. However, Quan believes that Edison and the other
utilities have mitigated and reduced risk from the competitive
marketplace challenges by direct competition with the independent
power producers through separate.subsidiaries. In Edison’s case,
Edison obtains approximately 10% of its emergy from third party
producers, half of which is provided by Mission Energy Company,
Edlson s non-utility subsidia:y

Edison’s financial measurement of risk is based on its
prospective bond rating and increase in interest rates. Edison’s
present debt ratio exceeds Standard & Poor’s double-A bench mark of -
46% debt. However, Edisbn_has maintained its bond rating because ‘
of positive action in other areas. Fohrexr states that if Edison is
authorized a 13.75% return on common. equity, - its interest coverage,v"
which has steadily'declined, is projected tovdecrease to 3.3 by
1990. This decline in interest coverage . equates,to a decline in
Edison’s financial strength and increase risk because the projected
interest coverage is below Standaxd & Poor’s 3.5‘minimumlcoverage-
for a double-A rating. This, coupled with the projected inflation
forecasts of up to 6.1% in 1989 will impact Edison's ability to
attract funds and to maintain its financial strength in 1989. °

Quan considered Edison’s financial risk and concludes
that Edison’s risk bas remained approximately the same since the
1988 attrition proceeding. . Specifically, xnzernalxy'generated
funds have remained at substanzially higher levels the past few .
yeaxrs from 52% of total construction funds in 1983 to 79% in 1987,”
and AFUDC (Allowance for Funds Used During Constxuctzon) earn;ngs
have significantly dropped £rom 59% in 1983 to 16% in 1987. Also, -
Edison’s stock continues to trade in excess of bock value which
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indicates that the investors’ perception of the current value of
Edison relative to the value of its assets is high. Although Quan
acknowledges that the stock traded is Edison’s holding company, SCE
Corp., Quan views Edison and SCE Corp. as virtually the same
entity.

Quan disputes Edison's'axgument 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
curxently 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'eléven.Years. This table
shows that the authorized returns on common equity does move in the.
same direction asrxn:erest rates, but not in direct proportzon.

Although long-term interest rates have moved modexately
upward during the year, the August 1988 long-term,xnterest rate is
similar to the level of interest rates in Decembex 1987 when the.
current rxeturn on common equity'was.set. Fu:ther, Jenkins-Staxk ofﬂ
PG&E testified that actual long-term interest rates cont;nned to |
decrease in September 1988.

We do not place sole'reliance'on DRI's interest rate
forecasts. Forecasts are estimates based on subject;ve'analyszs.
This is confirmed by San Diego’s Xrumvieda who compared DRI’s
quarterly AA utflity bond forecast with actual results from the
first quarter of 1982 through the first quarter of 1988 and
concludes that DRI‘s forecast varies an average of +/= 1.81%.

SoCalGas’ Sanladerer testified that returns on.common
equity are histor;cally-based on an implicit spread between DRI’ s
AA bond interest rate forecast and the authorized return on common.

equity. According to Sanladerex, SoCalGas’ impl;cxt spread is. from{ﬂ ‘“lﬁ55

275 basis points to 307 basis points. Sanladerer’s asse:txon is

- not corxect. Although the end xesult may have fallen within. th;s
xange, we consider and balance a 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 Sanladerex’s 275 to
307 basis point spread is corxrect and adjust for DRI’s maxrgin of
errox rate presented by Krumvieda, then the 1989 author;zed return
on equity should be within the range of 11.38% to 15.32%.% 2 |
common equity range of this magnitude provides little guidance to
the Commission in arxiving at a reasonable xeturn on common equity -
and greatly exceeds the range of common equity returns recommended_t
by the parties in this consolidated proceeding. As pointed out _
above, the interest rate forecast is only one component of r;sk wh;ch
we consider to arrive at a reasonable return on common equity. ‘
Absent from Edison’s risk analys;s is a dxscountxng 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 awaxe of the potential for ellmznatxonu
of the ERAM and ARA mechanisms since late 1986 in X1.86-10-001 and
should have already adjusted for the expected xisk. California
regulatory policy recognized by the financial community as above
average is also a positive . factor to consider. y ,
We concur that the'competxt;ve xrisk is present. However,ffV‘
Edison has reduced the xisk of relmab;lity and availability of
third party power by purchasing half of ;ts.thzrd partY'producer -
power from its subsidiary, Mission Energy chpany. ‘Pinancial risk. |
is also present; however, Edison has.not demonstrated that such

1 The range is calculated as follows:
_ o . ‘_, |
November DRI Forecast 10 .44'% L 10.44%
Basis Point Range 2.75 ‘ ., 3.07

DRI Exroxr Rate +/=1.81 ' +/=
Calculated Range - 11.38% to 15. 00%“ 11 70% to 15.32%
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risk has substantially increased during 1988 oxr 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 13.00% return on equity is just and
reasonable for Edison’s 1989 attrition year.

E. Adopted Cost of Capital

The 13.00% adopted return on common equity produces an
overall rate of return of 10.91% for the 1989 attrition year, an
increase of 0.16% from its 10.75% overall rate of return for 1988.
The following table shows Edison’s adopted cost of capital for its
1989 attrition yeax: | ‘ ‘

B4 r5 Ad 1 Cost_of Capital
Cowponent; wwm

Long-Term Debt 48. 00%, 9.30% 4.46%
Preferred Stock 6.00 7.84 0.47

Common Equity ‘ 46.00 13.00 2.98
TOTAL 100.00% ‘ 10.91%

A. RBackgxound

On,July~20, 1988, PG&E filed an.applrcation for authormty
to increase its authorized return on common equity from 13.10% to
14.50%. The- reqpested change in common equity‘will result in
approximately an $87 million.gross revenue requirement increase
for PG&E’s Electric Department and a $22 million revenue’
requixement increase for its gas department. Subsequently; on -
Septembex 16, 1988, PG&E revised its requested return on common
equity to 13. 75% to reflect the»provrsions of PG&E’s proposed

Diablo Canyon Settlement Agreement and Implementrng Agreement of
June 24, 1988.
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PG&E’s presently authorized rate of return and reguested
rate of return is depicted in the following tables:

*g Present Authorization

Long-Texm Debt 45.50% 9.34% 4.25%
Preferred Stock g.50 8.80 0.75

Common. Equity . _46.00 13.10 £.03
TOTAL: 100.00% : 11.03%

- o -

Long-Term Debt 46.25% : 9.40% 4.35%
Preferred Stock 7.00 8.79 0.62

Common Equity 46.75 . 13.75° 6.43
TOTAL 100.00% - ‘ 11.40% -
PGEE presented‘tﬁo-witnosses, Jobn F. Jenkins-Staxk, .

Treasurer, and Laura Paratte, Senior Financial Analyst.
Jenkins-Stark testified on PG&E’s financial policy and Paratte

testified on PG&E’s cost of capital methodology. DRA presented thox .

testimony of Edwin Quan. FEA presented the testimony of John B. o
Legler. Roger Poynts, of Utility Design, Inc. also~presented
testimony.
B. Capital Stxuctuxe _ k

PGSE’s requested preferred stock ratio decreased 1.50% -
from its presently authorized preferred stock ratio, from 8.50% to
7.00%. This reduction resulted from the refunding of high coupon:
preferred stock issues. PGLE asserts that its capital structuxeh“
which excludes the impacts of Diablo Canyon operatxons, is
consistent with the terms of the proposed Diable Canyon settlement
agreement pending before the Commission in A.84-06-014.

There is no dispute over PG&E’s proposed capital
structure. DRA concludes that PG&E‘S requested capztal structuro
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is reasonable, based on DRA‘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 attrition year.
C. Co:t of Long-Texm Debt

and_prefexxed Stock

PG&E’s requested cost of long-term debt and preferred ‘

stock is not in dispute.. Consistent with the updating of Edison’s

long-term cost of debt, PG&E concurs that its long-term debt cost '

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 year, as shown in Late-Filed Exhibit 30 which
reflects DRI’s November 1988 control interest forecast.. PGE&E’S |
8.79% cost of prefexrxed stock, which is not disputed, should be -
adopted for the 1989 attrition year.
D. Return on Common Equity |

At issue is the apprépriate return on common equity for
PG&E’s 1989 attrition year. The following table summaxizes the
position of each parxty: o L

Raxty Recowmended Retaxn

PGLE | 13.75%~

DRA 12.50%ww

FEA 12.75% - 13.25% .
Poynts No Recommendation

* Revised from 14. 50%rto exclude~Dxablo Canyon
impacts. ‘

" Recommends Mid Range of 12. 25% to 12.75%

PG&E excluded its projected Diablo Canyon risk to arrxve o
at its requested 13.75% return on common equity, pursuant to its Y
Diablo Canyon settlement agreement with all parties to the Dxablo-[“"” ‘
Canyon proceeding. In response to.the ALJ’s concern that this
agreement has not yet been approved by the- Comm;ssion,
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‘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 1989 attrition year.

Poynts did not recommend a specific return on common
equity; however, he did recommend that the return on common equity
not be increased. This recommendation is based on Poynts’ review
of the increase in interest rates, the modest increase in the
consumer price index from 4.4% in 1987 to 4.6% in 1988 and his
belief that PG&E has no increased regulatory or competitive risk

because PGLE is a monopoly utility which is allowed to increase itsf

rates to offset anticipated inflation.

PGSE, DRA, and FEA submitted testimony on the results of

various financial models which they used as a starting po;nt to
detexmine their recommended xeturn on commeon equity.

The following table summarizes the results of the models
presented by witnesses Paratte, Quan, and Leg;er.

DCF PG&E | '10.42% ~ 16.73%

DRA : 12.12 - 12.66
FEA - 13.20 - 14.70

PG&E . 14.16 - 14.42
~ FEA (5-yr. premiums) 14.40 -14.50

CAPM PGSE | . 14.92%
DRA - | - 11.95 - 15.53

Legler s financ;al model results, as summax;zed 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&E submitted its revised

testimony after Legler's direct. teatlmony was submitted. However,

Legler did address PG&E’s revised test;mony on direct exanination
and did reduce his recommended return on common equ;ty from the
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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.

DRA’s financial models are based on market data related
€0 a comparable group of electric utilities. PG&E specific data
was not used because Quan believes that it is impossible to isolate
any pexceived investor risk associated with Diablo Canyon.

Although PG&E excludes its estimated risk associated with
Diablo Canyon, it believes that its return on common equity should -
be increased 65 basis points, from 13.10% to 13.75% because of
increased business risk from ongeing regulatory changes and
restructure of the California gas and electric industry, and a
significant increase in the 1989 attrition year interest rate
forecast over the 1987 intexest rxate forecast.

Jenkins-Stark testified that regulatory developments have¢
increased investor risk and reduced regulatory protection thexeby

moving PG&E closer toward the risk levels of unregulated sectors oﬁi"J

the economy. He cites the gas rate ‘restructure which began in
December 1986, the Electric rate restructure, FERC regulatoxy
changes, self generators and cogenerators, and customers’ use of
alternative fuels as the basis for increased risk. :
Except for the gas rate restructure, PG&E’s risk factors
are similar to Edison's risk- factors. To the extent that these
risk factors are already discussed, they will not be xepeated.
Although Quan acknowledges that the electxic industry is
in a continual state of transition, he testified that as: different
areas of risk are created, thexe 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-cgreed with PG&E that investors will consider to
some extent increased risks associated with regqulatory changes,
specifically the electric industry restructure. However, it is
apparent from Salomon Brothers, Inc. above average rating given to B
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the Commission that the investment community has mitigated
increased risk associated with the California electric industry.

Similar to the electric indusﬁry ¢hanges, the natural gas
requlatory framework was considered in the 1988 attrition
proceedings. The question to address in this proceeding 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 limits the maximum variation of
after tax earnings from the noncore sector for two yeaxrs after
implementation of the new regulatory 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 requlatory structure since 1986 and we
have provided for that increased xisk in Commission policy and in
the attrition proceedings, most recently in the 1988 attrition .
proceeding. Similar to the:electric industry restructure, the gasf
industxy is in a continual state of transition. Quan recogn;zes ]
that as new risks develop, other risks are mitxgated. '

- Of all the energy ‘utilities, PG&E was authorized the
h;ghest return on common equity in 1988 primarily because of ‘
increased risk associated with the uncertainty of the Diablo-Canyon
reasonableness review.. Howaver, with the proposed settlement in [
A.84-06-014 and PG&E’s. exclusion of risk associated with Diablo o
Canyon, PGLE‘’s xisks axre now comparable to the other Caleorn;a
enerqgy utilities. '

After considering all the evidence of the market .
conditions, trends, and the quantitative models presented by the :
paxties, we conclude that a 13. 00% return on’ common equity is just
and reasonable for PG&E’s 1989 attrition year.
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E. 8t i
The 13.00% adopted return on common equity produces an
overxall rate of return of 11.04% for the 1989 attrition year, as
shown in the following table depicting the adopted cost of capital:
Component Capital Ratio  Cost Factor  Weighted Cost

Long-Texrm Debt 46.25% 9.39% 4.34% : R
Preferred Stock '7.00 8.79 0.62 // L
Common Equity - 46.75 13.00 .08 : o

TOTAL ©100.00% - 11.04%

San_Diego’s Applicati

A. Background

On December 1, 1987, San Diego filed an applxcat;on for a
generxal rate increase. San D:f.ego requested, among other things, a
13.75% return on equity. Subsequently, by . an ALJ ruling,

San Diego’s cost of capxtal issue was b:.furcated fxom the general
rate proceeding for conaideration in this generic attrition
proceeding. ,

On July 15, 1988 San D:.ego revised its cost of cap:.tal
testimony and reduced its requested return on common equi‘.ty to
13.25%.

San Diego’s presently authorized- rate of return is.
depicted in the following table:

Long-Term Debt
Preferred Stock
Common Equity

| TOTAL © 100.00%
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Although the present authorized structure, e:::cept for the
return on common equity, is consistent with San Diego’s' -
recommendation foxr the 1989 attrition year, it is in contrast teo
DRA’s recommendation. The following tables show the active parties
recommendations for the 1989 attrition year: |

San Dieqo’s Recommendation
Component Capital Ratio  Cost Factor  Weighted Cost

Long=-Texm Debt 42.75% 9.22% 3.94%
Preferred Stock 6.25 7.21 0.45 -

Common Equity 51.00 13.25 8:76
TOTAL 100.00% 11.15%
DRA‘s Recommendation

Component; Capital Ratio  Cost Factor  Wejighted Cost"

Long-Texm Debt 45.50% 9.22%  4.20%
Preferred Stock 6.00 6.97 0.42

Common Equity 48.50 12.50+ . &.06
TOTAL ‘ 100.00% _ 10.68%

* Recommends Mid Rmi‘g_e bf 12.25% to 12.75%

Component Capital Ratio  Cost Factor !EzghSQQ_Sezs; |

Long-Texm Debt 42.75% 9.12% 3.90%
Preferred Stock . 6.25 7.21 ~ 0.45

Common Equity 2400 12.75 : 6.50
TOTAL 100.00% o 10.85%
o ) :

Compopent | Qeni&aﬂhlyuzuz Qggs_zassgx !g;gh&sQJGQQE_'

Long-Texrm Debt 45.50% ‘ 9.22% 4.20%
Preferred Stock : 6.00 : - 6.97 0.42

Common Equity R 48,50 12.50° 6.06
TOTAL 100.008 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’s financial policy and
Krumvieda testified on San Diego’s cost of capital methodelogy.

DRA presented the testimony of Phyllis White. FEA presented the
testimony 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 Structure - , |

. San Diego believes that a "ratemaking” 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 51%, San Diego recommends that its ratemakmng
common equ;ty be held at the 51% level. : o

DRA’s White xecommends a capital structure wath a 48. 50%
common equity ratio, which more closely-resembles San Diego’s
reported and taxrget financial capital structure. White’s common
equity ratio is lower than San Diego’s primary because White
included the $123 million Encina 5 Power Plant non-nuclear ' .

capitalized lease as a component of long-term debt. White~believes “
her proposal should ve adopted because:

a. Capital leases are a part of long-term
debt.,

b. The Financial Accounting Standards Board
Statement No. 71 (FASB 71) requires:capital
leases to be recorded as long-term debt on
the utility’s balance sheet to show a clear
and explicit reflection of a utility’s
leverage and accompanying financial r;sk.

San Diego's investors .and financial
analysts ¢onsider non-capitalized lease
information. when assigning expected risk .
adjusted returns on investment- ‘
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d. There is no deleterious effect on the

market’s view of San Diego ox San Diego’s
ability to attract capital.

However, if San Diego’s common equity ratio of 51% is
adopted, White recommends that San Diego’s xeturn on common equity
be reduced to 12.00% to recognize San Diego’s lower financial risk.

DRA’s basis for including such capitalized leases is
flawed. We have not adopted FASB 71 an accounting pronouncement
for the enexgy uvtilities. If we adjust San Diego’s capital ‘
structure because of FASB 71 then we should consistently adjust for?}.
other components of FASB 71, and other accounting pxonouncements
for ratemaking purposes. We are not prepared to do so.

Even if we assume that non-nucleax capitalized leases .
should be a component of long-term debt, DRA’s proposal is still
flawed. Capitalized assets are assumed to be financed by 'a
combination of long-term debt, preferred stock, and common equity
even though individual assets may bave been financed by a )
particular debt or equity issuance. The costs. of these cap;.tal;zed .
assets historically axe recoverable through rate base. However, |
DRA does not propose rate base treatment for these capa.ta.l:’.zed L
leases. Rather, DRA proposes that these leases should be recovered
through operating expenses as they are currently being recoverxed. |

We share DRA’s concern about the high level of common
equity which San Diego requests, espec:.ally when Edison is
requesting a 46% common equity capital structure, PG&E a 46.75%,

Sierra Pacific a 41.93%, and SoCalGas a 45.20%. This is not a new .

concern. In D.85-12-108 we observed that San Diego’s increasing
equity might well present a serious problem in the future and
directed San Diego and DRA to address., thoroughly, San Diego’s
increasing equity in the next appropriate rate proceeding.
Although San Diego is requesting that its common equity be held at

51.00%, Sa.n Diego acknowledges that its. common equity is projected
to exceed this.level.
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San'Diega's current common ecquity ratio goal is 45.00% to
48.00% for financial reporting purposes. Kyd testified that San
Diego’s 1989 expected equity ratio is 46.10% for financial
reporting purposes, well within its current goal.

San Diego pericdically publishes its financial goals
which investors assess for performance and goals. As shown in
San Diego’s quarterly financial report, it is the financial commen
equity ratio, not the rate making common equity ratic that is shown
in San Diego’s quarterly report and is used for financial analysis
for its investors review.

An imputed adjustment to San D;ego's requeSLed 51.00%
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 not Jjustified the need for such 2 high n
equity ratico. We will adopt 2 48.00% common equity 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% - 48.00% for itS»financial.structure,‘

Any common equity ratio higher than 48.00% would warrant a
proportional reduction in its return on equity. We will adopt
San Diego’s'requested~6.25%'preférred stock ratio and impute a
45.75% long-term debt ratio for a balanced capital ratio.- |

We will expect San Diego, Edison, PG&E, Siexra Pacific, |
SoCalGas, and DRA to address in the next cost of capztal proceedlng

the optimum capital structure for California energy utilities.
C. Cost of Long-Term Debt
and_Ereferxed Stock -

San Diego’ ’s 9.22% cost of long-texrm debt is consistent
with DRA’s and the City of San Dlego'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 accepts
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San Diego’s cost estimate. Consistent with the other utilities,
San Diego concuxs that its cost of long-term debt should be updated
to reflect the impact of DRI’s November 1988 control interxest
forecast.

We will adopt a 9.23% long~term debt cost for San Diego’s
1989 attrition year as shown in Late-Filed Exhibit 30, which
reflects DRI’s November 1988 contrel interest forecast.

The only dispute regarding San Diego’s estimated cost of
preferred stock is how the unamortized issuance costs associated ‘
with refunded perpetual preferred stock should be treated.

San Diego reduces its net proceeds by the issuance cost for
perpetual series preferred stock, which were refunded in 1586 and.
1987, and amortized the issuance cost over a 20-year period. The
anortized costs axe included in San*Diego's 7.21% 1989 effective
preferred stock dividend rate. San Diego’s witness rxationalizes
this amortization by citing D.87-12-066, an Edison proceeding,
which considered and approved the recovery of. preferred stock -
issuance costs by‘incxeasing the embedded cost of prefexred stock."

DRA’s White excluded the issuance costs in hex
recommended 6.97% effective preferxed 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 retmred. A

DRA points out in its brief that D. 87-12-066, wh;ch |
San Diego xelies om, authorized such issuance costs to be included .
in the prefexred stock embedded: costs because Edison demonstrated

that San Diego was previously authorxzed to recover similar costs . ,ﬁ;“

and because the cost impact on preferred stock was minimal, only
8'basis-pointe. Thexe was not-a'sufficient~record to address the
morits of the issue.

However, . in this proceeding DRA’s witness established
that the proper method to account for such.costs is to expense'the
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issuance costs in the year incurred. San Diego’s own witness
testified that pxeferred 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 ratepayexs, we will adopt DRA‘s 6.97% cost of preferxed stock
for San Diego’s 1989 attrition year.
D. Returm on Common Equity

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

Paxty Recommended. Retumn
San Diego ' 13.25%
DRA 12.50%*

FEA ‘ 12.75%
City of San Diego - 12.50%

* Recommends Mid‘Rahge-of 12.25% to 12.75%

San Diego, DRA, and FEA submitted testimony on the
results of various financial models whieh they used as a stazt;ng '
point to determine their recommended return on common equity.

The following table summarizes the results of the. modelé o

presented by witnesses Kxumwieda, White, and Legler*
DCF San Diego 12.40% - 14.00%
DRA 11.36 ~ 12.65
FEA = 11.80 =~ 13.00

San Diego 14.40 = 16.00
DRA - 13.22 - 15.25
FEA.(S-yr. premiums) 12.00 12.26

carM DRA 11.73 - 15.42

. In the final analysis, it is the application of
judgement, not the the precis;on of test models, which is the qu
to selecting a specific return on common equity.
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Kyd asserts that the Commission should recoganize specific
business risks t¢ set a fair return on common equity. Ac¢cording to
Kyd, these business risks consist of: a substantial uncertainty of
purchased power costs associated with the Southwest Powerlink
(SWPL), the re-examination of utility ratemaking mechanisms, such
as the potential elimination of the ERAM, and ongoing business risk
associated with nuclear operations and thirxd party producers.

According to Kyd, 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 of
prudently incurred costs. Further, Kyd is concexned that the
deferred recovery of SWPL and purchased powexr costs may preclude’
San Diego from achieving reasonable levels of short-term.debt and
result in a downgrading of its commercial paper rat;ng.

The City of San<Diego-poinms ocut that the SWPL risk is
not a new risk. Not only was it addressed in San Diego’s 1988
attrition proceeding, it has existed foxr 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
D.86~06-026. It believes that the only reasonable assumption that
can be made regarding a pending decision on the balanczng account g
is that the Commission will reduce San Diego’s risk further.

San Diego believes that the uncertainty regard;ng future
Commission action on matters such-as the elimination of the SRM,
investigation,to review the elimination of attrition adjustmenzs
and the ERAM, and decisions, in general, which show a tendency to
make adjustments to established rate mechanisms orly when such
adjustments are in the ratepayers’ favor results in higher investor7
risk.

-Farthex, the City of San.Diego-:eminds us that the .
elimination of these rate mechanisms can result in a benef;t, not a
risk, to the shareholders and investors. The City points out that




since the AER mechanism was adopted and 8.0% of fuel costs were
fixed, San Diego has consistently been benefited as follows:
Pexiod Amount

May 1985-April 1986 $ 821,765

May 1986-April 1987 7,100,000

May 1987-April 1988 4,300,000

We think San Diego’s view of the risk asscciated with

industry restructuring is misplaced. We must not lose sight of the
-‘intent of decisions related to the gas and electric industry
restructure, that is, to provide the regulated utilities a;means‘to
respond to marketplace changes which are keyed to competition and .
bypass.

San Diego-takes a ve:y pessimistic approach to nuclear ,
risk. San Diego asserts that ongoing business risks exist because ,
the Nuclear Regulatory Commission (NRC) may require costly plant
modifications to SONGS as a result of a problem, presently. o
unidentified, at any other nuclear plant. Further, San Diege could

be impacted by an accident at any other nuclear plant in the United
States because NRC requires loss sharing among all the ut;l;ties
that own nuclear reactors.

The other business risks identified by San Diego, th;rd
party producers and increased interest rates have already-been g
discussed and will not be repeated here. However, it is worth
noting that in regards to thixd party producex xrisk, San Diego’s
1987 shareholders annual xeport shows that as a result of lowered
costs and restructured sales, San Diego has been able to preservev
nost of its sales and retain most of its market share.

Aftex considering all the evidence of thermarket ‘
conditions, trends, quantitative models presented by the partxes,,
and San Diego’s higher equity ratioc, we conclude that .a 13.00%
return on equity is just and reasonable for San Diego’s 1989
attrition year. ' ‘

n
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The 13.00% adopted return on common equity produces an '
overall rate of xeturn of 10.90% for the 1989 attrition year, as
shown in the following table depicting the adopted cost of capital:

San_Di ‘s ad 1 ¢ £ Copital
Component Capital Ratio  Cost Factoxr  Wejghted Cost

Long-Texrm Debt 45.75% 9.23% 4.22%
Preferred Stock 6.25 6.97 0.44

Common Equity 48.90 13.00 6.24 Vv -
TOTAL 100.00% 10.90% j / .

Siexra Pacific’s Application

E. Adopted Cost of Capital,
~

A. Background g

On July 28, 1988, Sxerra Pacific fxled an application for
authority to increase its authorized return on common equity from:
12.90% to 14.00% for the 1989 attritmon.year. ‘The proposed o
increase in return on common equity will result in approximately ajhr

$1,136,000 revenue requirement.
Sierra Pacific’s prasently authorized rate of return,and
requested rate o£ return is depicted in the followmng tables: k
Component. WMM

Long-Texrm Debt ' 49 09% ’ 8 71% 4.28%

Common Equity 43}&5/‘ 12;90 5.60 -
TOTAL' 100.00% | 10.43%

Long-Texrm Debt 51 39% C8.71% 4.48%
Preferxed Stock ' 6.68 7.74. 0.52

Common Equity . _41.93 14.00 - 5.87
TOTAL 100.00% 10.87%
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Charles E. Olson, an economist and President of H. Zinder
& Associates testified for Sierra Pacific, and Quan testified for
DRA.
B. Capital Structure

There is no dispute on Sierra Pacific’s requested capital
strxructure. DRA concludes that Sierra Pacific’s éapital structure
is reasonable, based on its review of Slerra Pacific’s capital
requirements and financing plans through 1989. We will adopt
Sierra Pacific’s 1989 requested capital structure of 51.39% long-
term debt, 6.68% preferred stock, and 41l. 93% common equity.
C. Cost of Long-Term Debt

and pPrefexred Stock

Siefra.Pacific's estimated 8.71% cost of long-term debt ,f‘
is 0.16% higher than DRA’s 8.55% estimate. This difference in cost
is the result of DRA.using more recent DRI forecast. Sierra o
Pacific -concurs with the other applicants and interested parties to .
this comsolidated proceeding that the cost of long-term debt should
be based on the November 1988 DRI contxol forecast. Late-Filed '
Exhibit 30 shows  that the parties agree that Sierra’s cost of
long-texm debt for the 1989 attrition year, which reflecfs'DRI's,
November 1988 control interest forecast, should be 8.65%.

Therefore, we will adopt 8.65% as the cost of Sierra Pacific’s
long-term debt for the 1989 attrition yeax.

wer will adopt Sierra Pacxfxc s requested 7.74% cost of
preferred stock for the 1989 attrition year, wh;ch was not.
disputed.

D. Retuxrn on Common Equity \

The only issue is ‘the appropriate return on common equzty
fox the 1989 attxition year. The following table summarizes the
position of each party: ' _ , |

Sierra Pacific = 14.00% .

-DRA, ' i 12.65%
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Sierra Pacific¢ and DRA submitted testimony on the results
of various financial models which they used as a starting point to
determine their recommended return on common equity. These models
are used only to establish a range 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 forxecasted 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 (IBES) 4% projected growth
rate, which Olson believes is one of the best sources of
information on expected future gxcwth | However, Olson relied on
judgement because historical data and IBES do not reflect the
_long—term growth potential from diversification and he believes
that investors expect a substanzxal improvement in earnings from
past levels.

We conclude that Slerra Pacific’s projected dividend
growth rate is an optimistic estimate and that DRA’s expected
dividend growth rate is a moxre realistic estimate, which is
consistent with IBES’s projected growth rate.

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

DCF Sierra Pacxfic _ ' 13.00% - 14.00%
Sierra Pacific (9 Electr;cs) 13.24 <~ 13.74
DRA 11.69 -\12,23

Sierra Pracific _‘. | 12.80%

DRA © 11.46 - 15.12
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Sierra Pacific faces risk similar to the other Califormia
utilities. However, Sierra Pacific’s risk is higher than Edison,
PG&E, and other large utilities in xelation to revenue and common
equity ratios. Sierra Pacific’s revenue is approximateiy $400
million as compared to Edison’s $6 billion and PG&E’s $7 billion-
revenue. Its 41.93% common edﬁity ratio is low compared to
Edison’s 46.00% and PG&E’s 46.75%. 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 Califoxmia -
utilities.
Aftex considering all the evidence of the market
conditions, trends, and the quantitive models presented by the
parties, we conclude that a 13.15% return on equ;ty is just and
reasonable for Sierra Pacific’s 1989 attrltzon year.
E. Adopted Cost of Capital , , Y.
The 13.15% adopted return on common equity produces an . v/<<ﬂ
overall rate of xeturn of 10.48% for the 1989 attritien yeax, as v
shown in the following table depictlng the adopted cost of cap;tal-

Long-Texrm Debt 51.39% - 8.65% 4.45%
Preferzed Stock 6.68 . 7.74 0.52

Common Equity 41.93 13.15 2l
TOTAL 100.00% S o 10.48% /

- N

A. Background

On.Angust 1, 1988, SoCalGas 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
conformance with D.87-05-027, which approved the settlement of
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SoCalGas’ Test Year 1988 general 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
$38 million revenue requirement.
SoCalGas’ presently authorized rate of return and
requested rate of return is shown in the following tables:
SoCalGas’ Present Authorization

sg!nénen& Capita)l Ratio  Cost Factor  Weighted Cost

Preferred Stock 8.80 6.93 .61

Common Equity 45.30 - 12.75 5.78
TOTAL 100.00% ' 10.93%

capital R io C !-2 , Weighted gQ!Sf

Long-Term Debt .45.50%r 9.84% 4.48%
Preferred Stock ' 9.30 * 7.31 0.68

Common Equity -45.20 13.75 2222
TOTAL 100.00% - 11.38% -
SoCalGas”’ Treasurer, Loren K. Sanladerer, testified on
SoCalGas’ requested cost of capital. . DRA presented the testimony

of Quan. FEA presented the testimony of Leglex, and the City of .

presented the testimony of Manual Kroman. Duncan participated in
the examination of the w;tnesses.
B. Capital Structure .

- There is no dispute on SoCalGas’ requested capital
structure. DRA concludes that SoCalGas’ requested capital. |
structure is reasonable, based on DRA’s xeview of SoCalGas’ capital
requirements and financial plans through 1989. FEA and the City of‘
LA also concur that SoCalGas” requested capital structure is: ‘
reasonable for the 1989 attrxtion.year.v
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We will adopt SoCalGas’ requested capital structure of
45.50% long-term debt, 9.30% preferred stock, and 45.20% common
equity for the 1989 attrition year. '
C. Cost of Long-Texm Debt
and Prefexxed Stock

SoCalGas’ 9.84% cost of long~term debt for its 1989
attrition year is comparable to DRA’s 9.92% and the City of LA’s
9.832%. The difference in estimating the cost of long~-term debt is
attributable to DRA and the City of LA using a more recent interest
forecast than SoCalGas. Howevexr, SoCalGas, comsistent with other
parties to this proéeeding; has agreed to use the November DRI
control intexest rate forecast to determine its embedded debt cost.
We will adopt a 9.66% cost of long-term debt for SoCalGas” 1989 |
attrition year long~term debt, as shown in Late-~Filed Exhibit 30
which reflects the Novembexr 1988 DRI control interxest forecast.

SoCalGas’ 7.31% cost of preferred stock consists of the
average of preferred stock previously issued “and outstanding, :
weighted to the projected cost of a new 1989 preferred stock issue.
The cost of the new preferred stock issue was derived: from the ‘
comparison of "A" rated;utility preferred stock yields for 1986,
1987, and the first five months of 1988 with DRI’s "A" utility
rated long-term debt yields during the same period. :

DRA concurs with the method SoCalGas used. to calculate '
its cost of prefe:red stock. DRA’s estimate is 7.39%, or 0.08%
highex because of the availability and use of more recent data.
However, because the parties agxeed to‘use an updated DRI forecast.

SoCalGas’ cost of preferred stock was changed to 7.32%, as shown in_” .

Late-Filed Exhibit 30. We,willvadoptvthe 7.32% SoCalGas” 1989
attrition year cost of preferred stock.
D. Retuxn op Common Equity | .-

The major issue is the appropriate return oa common . -
equity for the 1989 attrition year. The following table summarizes .
the position of each party: | ' S
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Paxty Raecommended Retwrm
SoCalGas . 13.75%

DRA 12.65%*
FEA 13.00

City of LA 13.00% (maximum) V////l
* Recommended Range was 12.25% to 12.75%. . .

SoCalGas, DRA, 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. oo v |

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

Model Raxty Range
DCF SoCalGas 14.82% - 15.79%

DRA 12.33 - 12.87

SoCalGas | 13.53 = 13.93
DRA 12.71 =~ 15.10
FEA (5-yr. premiunms) 13.20 -~ 13.30

CAPM DRA . o 11.70 - 15.32

Sanladerer testified that SoCalGas’ business risk is the
same as those business risks_which’SOCaIGas.deséribed in its 1988
attrition proceeding. However, two of these risks, the earnings
risk resulting from the SAM, and the market risk bhrought on by
intense competition warrant additiomal 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 13.75% return on common equity.

The initial SAM adjustment provides for partial
pxotectxon from sales losses for two years. However, Sanladerer
contends that SoCalGas’ exposure to«potentzal pre~tax annual losses
from variations in non-core gas margln ‘for the first $27.5 million
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and one-third of the losses thereafter up to another $27.5 million,
increases SoCalGas’ risk. N

SoCalGas also states that it faces substantial market
risk because of the competitive conditions. According te
Sanladerer, this increased risk is reflected in the lower altexnate
energy prices which have resulted in lowexr gas rates to
low-priority customers as well as lower margin contributions from
these customers. Furthex, the FERC issued a Declaratory Order, on '
July 1, 1988, stating the FERC’s intent to allow an out-of-state
transmission company to build a bypass pipeline to serve cCustomers.
presently served by SoCalGas. SoCalGas also expects two Othex
transmission companies to obtain bypass p;pelxne certificates by
year end 1988.

The City of LA and DRA dispute SoCalGas*® claim of
increased risk. DRA asserts that while thexe may be some
incremental effect on SoCalGas’ xisk in 1989, such risk is ongeing
and familar to the investors. The City of LA concurs with DRA and -
suggests that SoCalGas has substanmialky exaggerated ;t3~bus;ness
and financial risk for i{ts 1989 attrition year.

SoCalGas’ SAM argqument has been already addressed in th;s‘.~ ’v

opinion. There is no dispute that risk exists; however, it was
considered in arriving at SoCalGas’ 1988 attrition proceeding. As
the City of LA cites from SoCalGas’ 1988 attrition decision R
(D-87-12-064), we acknowledge that SoCalGas may indeed be
experiencing some additional risk in conmnection with the |
restructuring of the natural gas industry taking plaée-in the gaéf
OII/OIR, including the partial elimination of SAM, that is mot .
entirely counterbalanced by the»protectxve measures taken to date.
Whether that increased risk requires an anrease in the return on
equity is another ‘matter, however.

. SoCalGas’ competitive risk arguments are no different f_
than the electric and telecommunications utilities’ competxtxve o
risk arquments. SoCalGas presents.a bleak picture about
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competitive risks; however, the City of LA points out that
SoCalGas’ 1987 shaxreholders annual report shows the opposite.
SeCalGas »~s achieved its authorxized return on rate base fox the
fifth year in a row. Customers incredsed an’additional 119,000,
the largest number added in a single year since 1955. Even gas
volumes delivered increased 22.00% over 1986’s gas volumes. As to
risk associated to non-core customers, SoCalGas states that the
rates charged to these customers will allow it to collect most of
the costs allocated to the non-coxe market in an up-front charge.
SoCalGas expectb 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 . s
conditions, trends, quantitative models presented by the parties, “ ot
we conclude that a 13.00% return on common equity is just and | V//"”
reasonable for SoCalGas’ 1989 attrition yeax.

E. Adopted Cost of Capital =~ )

The 13.00% adopted return on common equity produces an ‘\Nu/("
ovexall rate of'return,of 10.96% foxr the 1989 attxition year, as ffv/(ft_ *
shown in the following table depicting the adopted cost of capital:

' SQ9QlS9!L_AQQEEQQLQQQE_Qt_SQDiEQL ' g

Component . Qanzsgl_neszg Qggs_zassgx Egsghssg_cggg

Long-Texm Debt . 45.50% 9.66% 4.40% |
Preferred Stock 9.30 7.32 0.68 v//’
Common Equity . 45.20. 13.00 =88 v// S

| TOTAL 100.00% | 10.96% :‘ﬁ v/f:Qmﬁ
F. QOpexational Attrition _ - ‘ i )

SoCalGas also requests an operational attrition allowancé

pursuant to D.87-05-027. Its attrition request is calculated in .
accordance with the guidelxnes set forth in D. 85— 2-076, with the
following modifications:

l. Rate base estimates used to calculate the
1988 and 1989 attrition allowance is based
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on $325 million of additional gross capital
expenditures during the 1988 and 1989
calendar years. The revenue requirement
overcollection 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.

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

To the extent the amortization period
associated with certain abandoned gas
supply projects terminates in eithexr 1988
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, Toward Utility Rate Normalmzation (TURN) objected
to SoCalGas’ proposed rate design and filed a motion to stxike
SoCalGas’ testimony regaxrding raterdesign.‘ TURN cobjected: to
SoCalGas’ proposal to recover over one half of gas supply project
expenses from retail noncore and wholeuale customers as demand
related transmission costs.and commodxty 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, TURN continued to
discuss the rate design issue with SoCalGas. On October 5, 1988
TURN, DRA, and SoCalGas submitted a joint proposal on a revised
rate design as shown in Appendix B. The £iling of this joint
proposal resolves all disputeS»with.SocalGas' operational attr;tzon ;
and rate design filing.

- This joint proposal p:ovides that the operat;onal and |
financial attrition allowance will be allocated to core and noncore
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customers in the same propoxrtion that existing gas margin, net of
the costs associated with the abandoned gas supply projects, is
allocated to such customers. It further provides that the reduced
revenue requirement, which results from the termination of the
abandoned gas supply projects, will be allocated to coxre and
noncore customers in the same proportion that such costs were
previously allocated to such customer classes under the texms of
D.87-12-039.

SoCalGas requests that we approve the joint proposal. .
SoCalGas and TURN requests that such approval not be considered a
precedent in any future proceeding.

We will adopt SoCalGas’ operational attritzonAand the
joint xate design proposal, updated to reflect the November DRI .
forecasts with the relevant price indices and relevant impacts from
the capital structure and return on common equity authorized in
this opinion. SoCalGas is authorized to £file an Advice Lettexr
pursuant to Genperal Order 96-A to implement its operational
attrition allowance effective January 1, 1989.

IX. Section 311 Comments

The ALJ’s proposed decision on this matter was filed wmth‘:
the Docket Office and mailed to all pa:ties of xecord on ‘

November 18, 1988, pursuant to Rule 77 of the Commission’s Rules of :

Practice and ?rocedu:e.

DRA, PGSE, and Edison filed comments and served copies of .
their comments timely to parties of recoxd on December §, 1988. “
SoCalGas and San Diego filed their comments with the Docket Office
timely. SoCalGas -and San: Diego did not timely serve copies of
their comments to the ALJ or to the parties of recoxd; however, we

will accept SoCalGas’ and San Diego’s comments for this proceed;ngf.g e

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 t¢ the ALJ’s proposed decision
shall focus on factual, legal or technical erxoxs in the proposed
decision and in ¢iting such errors shall make specific references
to the record.

Filed comments that did not comply with Rule 77.3 werxe
not considered. Comments that identified technical erroxrs 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 DRA.
Eindings of Fact

1. Each of the utilities filed its financial attrition
request using a calendar-year basis and a 15-month period basis.

2. The utilities’ respective applications show that there is.
no material difference between a calendar-year attrition and a .
15-month attrition period. -

3. The energy utilities exercised a prudent management
decision to retire, prematurely, bonds issued in the early 1980’s
when interest rates were at all time highs even though‘they‘are
required to pay premiums to the existing bond holders in connect;on?
with these retirements. :

4. DRA objects to ‘the utllities using inconsistent methods
to pass to xatepayers the tax benefits generated from the prem;ums
paid to retire high cost debt prematurely.

5. The utilities do not object to DRA‘s' proposal to develop,-
through workshops, a censistent method. for passxng the high cost
debt tax benefits to the ratepayers. -

6. San Diego opposes DRA's recommendation that the- energy
utilities should be required to record the high cost debt tax

benefits in a memorandum account, pending adjustment to reflect the{‘“Ff:P: :

impact of the final method decided in the workshops.
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7. DRA finds no”fault with San Diego’s method of passing
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 industry.

9. There is no dispute on Edison’s proposed 1989 capital
structure of 48.00% long-term debt, 6.00% preferred stock, and
46.00% common stock equity.

10. All parties concuxr that the cost of long-term 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%. ' _

12. No party disputes Edison’s 7.84%.cost of preferred stock
for its 1989 attrition year.

13. The DCF, RPM, and CAPM are findncial models which are
used to establish a range from which the pdrties use individual
judgement to determine a fair return on common equity.

14. The new regulatory structure in the gas and electric
industry has created new risk;. however, such risk was recogn;zed in’
the 1988 attrition proceeding. |

15. The new requlatory structure has provided the enerqgy
utilities flexibility to meet both their needs and ratepayers’
needs to respond to the competitive marketplace.

16. The financial community considers the California
requlatory climate to be above: average. : 1

' 17. Edison and the other wtilities have mitigated and reduced?
risk from the'competitive'mdrketplace'chdllenges‘by.direct o
competition with the independent power producers. dccording to DRA.

- 18. Edison’s present debt rdtiO‘eiCeeds Standard & Poor‘s
double-A bench mark of 46% ‘debt; however, it has maintained its
bond rating because of positive action in othex” areas.
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19. Edison‘’s level of intermally generated funds has remained
at substantially higher levels the past few years (from 52% of
total construction funds in 1983 to 79% in 1987), and AFUDC
earnings have significantly dropped from 59% in 1983 to 16% in
1987.

20. Edison’s stock continues to trade 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 long-texm interest rates have moved modexately
upward during the year, August 1988 1ong—term interest rate-levels ,
are similar to the level of interxest rates at December 1987, when;
the current returns on common equity were- set.

23. DRI’s interest rate forecast is based on a subject;ve
analysis and has varied an average of +/~ 1.81% from the first:
quartex of 1982 through the. first quurter of 1988.

24. Investors have been aware of the elimination of ERAM and
ARA mechanisms since late 1986.

25. Edison has reduced the risk of reliability and ‘
availability of third party power producers by purchasing half of
its third party pxroducer power from its own subs;d;ary'

26. There is no dispute on PG&E’s proposed cap;tal structure"

of 46.25% long-term debt, 7.00% preferred stock, and 46.75% common '

equity.
27. Parties agree that PGLE’s cost of lonq—term debt should
be 9.39% for its 1989 attxition year. :
28. There is no dispute on PG&E’s 8.79% cost of preferred
stock. : , ' :
29. PG&E requests that its authorized return on equity
exclude any risk associated with its Diablo Canyon investment,
pursuant to its preposed'Dieblo'Canyonfsettlement‘agreement. '
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'30. PGAE’S risks, except for risks associated with the gas

., rate restructure, are similar to those of Edison.

' 31. IXncreased xisk associated with regulatory changes in the
electric and gas industry were considered in the 1988 attrition
year proceeding.

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

33. The investment community has been awaxe of increased risk
associated with the new gaslregulatory structure since 1986.

34. PG&E was authorized the highest return on common equity
in the 1988 attrition proceeding primarily because of increased
risk associated with the uncextainty of Diablo Canyon.

35. D.85-12-108 observed that San Diego’s increasing equity

ratio may well present a serious'problem in the future and directed’

San Diego and DRA to address thoroughly San Diego’s increasing
equity in the next appropriate rate proceeding.

36. San Diego’s curxent common equity goal for financial
reporting purposes is 45.00% to 48.00%. .

37. San Diego’s 1989 expected equity ratio for fznancial
statement purposes is 46.10%.

38. Parties agree that San Diego’s cost of long—term debt
should be 9.23% for its 1989 attrition year.

'39. The Uniform System of Accounts requires that the issuance
expense of perpetual capital stock be expensed in the year such
stock is retired. | L

40. Preferred stock is a form 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 1988 attrition proceed;ng. _

43. ' The elimination of SAM and‘ERAM>can result in a benefit.
to the shareholdexs.
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44. San Diego has consistently benefited fxom the AER
mechanism and the setting of an §.0% fixed fuel cost.

45. The intent of decisions related to the gas and electric
industry restructuxe is to provide the regqulated utilities a means
of responding to marketplace changes, keyed to competition and
bypass.

46. San Diego, as a result of lowered costs and restructuxed
sales, has been able to preserve most ¢f its sales and retain most
of its market share. ' \

47. There is no dispute on Sierra Pacific’s requested capxtalj
structure of 51.39% long-term debt, 6 68% preferred stock, and
41.93% common equity.

48. Parties agree that Sierra 2aci£ic's cost of long-term
debt should be §.65% for Sierra Pacific’s 1989 attrition year.

49. Sierxa Pacific s reqnested 7.74% cost of preferred stock
was not disputed. :

50. Sierra Pacific 8 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. :

$2. There is no disputelon‘SOCAlGas' requested capital
structure of 45.50% long-texm debt, 9.30% preferred stock, and
45.20% common equity for its 1989 attrition year.

53. Paxties agxee that SoCalGas’ cost of long~term debt
should be 9.66% fox SoCalGas' 1989 attrxtion,year. v

54. DRA agrees with the method SeCalGas used to calculate its -
cost of preferxed stock. . S :

55. SoCalGas business risk is the same as those business -
risks which SoCalGas described in its 1988 attrition proceedlng.

56. SoCalGas did not rely on the DCF or RPM.

57. SoCalGas has achieved its authorized return on rate base
for the last five years.
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58. SoCalGas has collected most of its costs allecated to the
non-core market in an up-~-front charge.

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

60. SoCalGas’ opexatienal attrition filing is not disputed.

1. SoCalGas, DRA, and TURN concur with the Appendix B rate
design proposal.

1. This opinion should authorize applicants a 1989 cost of
capital attrition on a calendar-year basis because there is no-
material difference between a calendar-year and a 15-month
attrition period.

2. The 1989 cost of capital attrition should be continued
three additional months, through March 31, 1990, only if a lS5-month
cost of capital period for the 1989 attrition period is adopted in
R.87-11-011. _

3. The five enerxgy utilities in this proceeding should not
be required to establish memoranda accounts to recoxrd tax savzngs
associated with the—premiums,paid to retixe high cost debt. !

4. CACD should schedule~andlchair workshops with the energy
utilities impacted by the premature retirement of high cost debt,. .

and with DRA, to establish one consistent method to account for the"

associated tax savings.

5. Edison’s proposed 1989 capital structure should be
adopted.

6. Edison sheuld be authorized‘a 9. 30% cost of long-term

debt and 7.84% cost of preferred stock.for its 1989 attrition yea:.7‘ﬂfl

7. A 13.00% return on common equity, which' results in an
overall 10.91% return on rate base, sheuld be adopted as just and"

reasonable for Edison’s 1989 attrition yeax, based upon all of the R

evidence considered in this proceeding.,
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8. PG&E’'s requested capital structure of 46.25% long~-term
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-term debt
and a 8.79% cost of preferred stock for its 1989 attrition year.

10. A 13.00% return on common equity, which results in an
overall 11.04% return on rate base, should be adopted as just and -
reasonable for PGSE‘s 1989 attrition yeax, based upon all of the
evidence considexed in this proceeding. '

1l. DRA’s recommended 48.50% common equity xatio for
San Diego’s 1989 attrition year should not be adopted. 4

12. San Diego did not justify its 51.00% requested common
equity ratio. |

13. San Diego'should be authorized a capital structure of
45.75% long-term debt, 6.25% preferred stock, ond 48.00% common
equity for its. 1989 attrition yeax. _

14. sSan Diego, Edison, PG&E, Sierra Pacific, SoCalGas, and
DRA should address what an optimum capital structure for the
Califormia energy utilities should be in their next cost of capital
attrition proceeding.

15. San Diego should be authorized a 9.23% cost of long—term
debt for its 1989 attrition year. :

16. San Diego’s unamortized issuance costs associated with
refunded perpetual preferred stock should not be included as a
component of its prefexred stock embedded cost. '

17. DRA’s. recommended 6.97%~cost'of‘preferred stock fox’

San Diego’s 1989 attrition year should be adopted. |

18. A 13.00% return on common equity, which results in an

- overall 10.90% return on. ‘rate base, should- be odopted as just and

reasonable for San Diego’s 1989 att:ition yeax, based upon all of'~

the evidence considexred in this proceeding.

i
lv,'
/4
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19. Sierra Pacific’s requested capital structure of 51.39%°
long~-term debt, 6.68% preferred, stock, and 41.93% common equity
should be adopted for its 1989 attrition year.
20. Sierrxa Pacific should be authorized a 8.65% cost of
long-term debt and a 7.74% cost of preferred 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 yeaxr, based upon all;
of the evidence considered in this proceeding. |
22. SoCalGas’ requested capital structure of 45.50% long-term
debt, 9.30% preferxred stock, and 45.20% common equity should be
adopted fox its 1989 attrition year. . R
23. SoCalGas should be authorized a 9.66% cost of long-texrm V’/<L,f}
debt and a 7.32% cost of preferred stock for its 1989 attrition | o
year. ' . ' s
24. A 13.00% return on common equity, which results in an - u/*;ff
overall 10.96% return on rate base, should be adopted as just and x; ~94f'
reasonable for SoCalGas’ 1989 attrition year, based upon all of the o
evidence considered in this proceeding. E
25. SoCalGas” operational attrition and the joint rate design“.
proposal shown in Appendix B, as xevised to reflect the November
DRI forecasts with the relévant price indices and relevant impacts
from the capital structure and return on common equity authorized
in this opinion, should be adopted.
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("

QRDER

IT XS ORDERED that:
1. Southern California Edison Company’s (Edison) adopted
cost of capital for its 1989 attrition year is as follows:
Edi. rs Adopted 1989 Cost of Capital
Long-Term Debt 48.00% 9.30% 4.46%
Preferred Stock 6.00 7.84 0.47

Common Equity 46.00 23,90 ——e98
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 conjunction with
its pending 1989 attrition year advice letter filing fox the '
purpose of calculating revised rates for the 1989 attrition year.
Edison’s advice letter shall be filed on or before December 28,
1988. - | ‘ »

3. Pacific Gas & Electric Company’s (PG&E) adopted cost of
capital for its 1989 attrition year is as follows:

PG&E’s Adopted. Cost of Capital ‘ ‘
. ! capital Ratic cost ¥ ‘! W sqhted_Cost -
Long=-Texrm Debt ‘ 46.25% 9.39% - 4.34%
Preferred Stock 7.00 8.79 0.62

Common Equity 46,75 23,00 £.08
TOTAL 100.00% . 11.04%

4. DPG&E’s adopted 1989 attrition year rate of return, as
shown in Oxdering Paragraph 3, shall be used in conjunctlon with
its pending 1989 attrition year advice letter filing for the
purpose of calculating revised rates. foxr the 1989 attrltmon year
PGEE’s advice letter shall be filed on or before Decenber'za, 1988.
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5. San Diego Gas & Electric Company’s (San Diege) adopted
cost of capital for its 1989 test year is as follows:
5 i rs Adopted ¢ . tal

Component Capital Ratio Cost Factox Weighted Cost

Long-Term Debt 45.75% 9.23% 4.22%
Preferred Stock 6.25 6.97 0.44

Common Equity 48.00 : 13.00 5.24
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 general rate case proceeding decision for the
purpose of calculating revised rates for the 1989 test year- ‘
San Diego’s advice letter shall be leed on or before Decembexr 28, -
1988. o
7. Sierra Pacifiic Power Company's (Sierra Pacific) adopted .
cost of capital for its 1989 attrition year is as follows: ‘
5 Pacific’s Adopted Cost of Capital

Compoment ~ Capital Ratie  Cost Factor  Weighted Cost

Long-Term Debt '51.39% - 8.65% - 4.45%
Preferred Stock "6.68 7.74 0.52.
Common Equity 4193 1315 _5.51

TOTAL 100.00% |  10.48%

8. Sierra Pac1fxc's adopted 1989 rate of return, ‘as shown in’
Ordering Paragraph 7, may be used to revise its authorxzed base 'H
rate revenue requirement to be recovered through its ERAM (Energy -
Regulatory Adjustment Mechanlsm) balancing account, to become
effective no earlier than four days atter an advice letter flllnq
by Sierra Pacific, but no earl;er than January 1, 1989.

9. Southern Callfornla Gas Company's (SoCalGas) adopted cost o

of capital for 1ts 1989 attrltlon year is as follows.

'u-
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SeoCalGas’ Adopted Cost of Capital
Component Capital Ratio Cost Factor  Weighted Cost

Long~Term Debt 45.50% 9.66% 4.40%
Preferred Stock 9.30 7.32 0.68

Common Equity 4220 13.90 =83
TOTAL 100.00% 10.96%

10. SoCalGas’ operational attrition and rate.design proposal
2s shown in Appendix €, 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 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’ advice letter shall v/k/ i
be filed on or before December 28, 1988.

11l. The Commission Advisory 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 res ultant
tax benefits back to the ratepayers. If an Oxder Inst;tutlng
Investigation IOII) is opened to address this tax issue, then the
applicants to this consolidated proceeding shall participate in- the,'
OII and CACD shall cancel any scheduled workshops. A copy of this
opinion shall be sexrved on the CACD Director.

12.” Edison, PG&E, San Diego, Siexra Pacific, SoCalGas, and
Division of Ratepayer Advocates shall address the results of the
workshops identified in Ordering Paragraph 11, in their next
flnancxal attrltxon.proceedlng.

13. Edison, PG&E, San Dzego, S;erra Pac;flc, and SoCalGas
shall address the optimum balgnced capital structure in their
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. respective electri¢ and gas regulated industry in their next
financial attrition proceeding. .

This order is effective today.
pated __ DEC 1.9 1988 , at San Francisco, California.

STANLEY W. HULETT
President

FREDERICX R, DUDA

C. MITCHELL Wi

JOEIN B OHANIAN
Comimnissioners

X will file o written concursing opinion.

/5/ FREDERICK R. DUDA
Commissioner

' E » -
‘ I_.-—M"N

i T e ‘
| CERTIFY TEAT. THIS DEQGON,
WAS. APROVED By ':Hﬁi"gw S
COMMITHONERS TODAY: =, . .~ -

/ l% ,f a S
(AL

\'mu;\gisoﬁf, Elocinve Dirociar
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" LIST OF APPEARANCES

Applicants: Richard K. Durant, Carol B. Henningson, James M.
Lehrer, and Frank Mc Nulty, Attornmeys at Law, for Southermn
California Edison Company; Regex J. Peters, Michelle L. Wilson
and Kermit R. Kubitz, Attormeys at Law, for Pacific Gas and
Electric Company; Barton Myerson and Tom Hanklevy, Attornmeys at
Law, and Bruce Williams, fox San Diego Gas and Electric Company,

r Attorney at Law, for Sierra Pacific Power
COmpany and Retexr N. Osborn and Roy M. Rawlings, Attorneys at
Law, for Southern California Gas Company.

Interested Parties: Willilam §. Shaffran, Attorney at lLaw, for t.he
City of San Diego; gShelley Ilene Smith, Attornmey at Law, for the
City of Los Angeles; Norman J. Furuta, Attorney at Law, for :
Consumer Interest of the Federal Executive Agencies; Manuel
Kxoman, for himself; Michael P. Alcantar and Frederick Dorey,
Attorneys at Law, for Lindsay, Hart, Neil & Weiglex; David J.
Byers, Attorney at Law, of McCracken, Byers & Marxtin, fox :
California City County. Street Light Association; E_Qy_gm,;
for himself; Reed V. Schmidt, of Chestexr and Schmidt.
Consultants, for City of Fresno, City of Irvine and County of
Marin; Reed Sato and Phillip A. Stohr, Attorneys at Law, of.
Downey, Brand, Seymore & Rohwer, for. Industrial Users Grouwp; .

and Frederick Doxey, for RCS, Inc.; Richaxd
wolf, for C. P. National Coxporation; ’ o
M:torney at Law, for Toward Utility Rate Normalization (m) 4 p ‘
, for Southwest Gas; and Roger Poynts, ‘

Division of Ratepayer Advocates: Timothy E. Treacy, Attorney at
Law, and Jexry Mowrey. o

(END OF APPENDIX A)
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APFENDIX B
® 2

—1989 Attrition — TURN Propocn),

Prorate requested 1989 Attrition over 1988 Margin in rates at May 1,
1988 net of ING and Gas Supply Project Amortization costs. Cxedit
back ING/Gas Supply Project cost reductions cn the same bases used to
allocate these costs in the May 1, 1988 rates.

Margin Reflected in Rates at May 1,
19088 _(A.L. 1767-A, 3xd.Supol)

nn&(hsax:plyrmjwtmtizuﬁm

Demand Rel Trans - ING Pxo]) Amrtizatim* 6795

Commod, Rel - Gass.xpplyP:oj Amortizationw = _4828
Subtotal Amortization ‘ 11623

Margin at May 1, 1988
Belnding ING apd Gas Sopply
Project | Cization Coets .

“oxe

290573
38870
66341

555987
A
T 21884

(B) Adjusted May 1, 1988 Margin mocaﬁim- 1003832

* Calculation Bases (Mth)
Demand. Related Transmission base :
- Cold Year Throughput : 1397031
Camodity Related: base o | |
' Average Year Throughput _ : 1295724
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(B) Adjusted May 1, 1988 Margin Allocation
© 7 (from page 1) 1003832 169778 35299 1208909 -

Ratics of above (B) totals 83.026% 14.044% 2.920% 100.000

Requested 1989 Attrition (total before adj) L
Prorated per above ratios ‘ 57366 9702 2017 69085

Adjustment for Qurent ING and Gas
Supply Project Amortizaticn Costsa

ING Project Amcrtizaticnw =9Q58
Gas Supply Project Amortization —=463%

_ Subtotal Amortization =13693
(C) Net Total - 1989 Atb.'.i.tia"x 43673

Margin moca.t:i.m in May 1, 1988 Rates (A) m&ﬁ
Subtotal - 1989 mrg:ln (A) * (© 1059127

Pipeline Demand Charge in May 1, 1988 Rates 145680
BCR Credit in May 1, 1988 Rates S _=15742

Net - Allocated Totals per TURN Proposal 1189065
Totals per Attrition Filing: A.88-08~001 1189677
Difference frem A.88-08-001 Filing . -612 - 265

~* The difference in the adjusmtwmxg:[ntorthamsardgasszpply
projects cost ($26,698,000) undexlying May 1, 1988 rates as ccmpared to
the amount credited-back to in the attrition
($31,371,000) is attxibutable to erences in the treatment of income
taxes fees, and uncollectibles which :&:ult frem the .

(END OF APPENDIX B)
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(APPENDIX C TO BE PROVIDED LATER)
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D.88-12-094

FREDERICK R. DUDA, Commissioner, concurxing.

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

I am especially pleased with Orxdering Paragzraph 13, which*
requires Edison, PG&E, San Diego, Sierxra Pacific and SoCalGas to
address the optimum balanced capital structure in their
respective electric and gas regulated industrxy in their next
financial attrition proceeding. This. requxrement w1ll help make
sure that ratepayexr interests, not just debt credit rating
criteria, guide our capital structure decisions.

Frederick R. Duda, Commissioner-

December 19, 198§&
San Francisgo, California
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Decision

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

In the Matter of the Application of
Southern California Edison Company
(U-338-E) for authority to

(1) 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, 88-07=-023

(Filed July 25, 1988)
o P

N

Application of Pacific Gas and
Electric Company for adoption

of authorized rate of return

for 1989 pursuant to attrition

rate adjustment mechanism. (U-39-M)

Applzcat;on 88=-07-037
(Filed July 20, 1988)

In the Matter of the Application of
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 servige.

(Cost of Capital Phase) (0-902-M)

Application 87-12-003
(Filed December 1, 1937)

Ordex Instituting Investigatxon
into the rates, charges and.
practxces of San Diego Gas and
Electric Company.

1.388-01-006
(Filed January 13, 1988)

In the Matter of the Applicatlon ,
of Sierra Pacific Power Company _

to authorize a return on equity _ Application 88-07-052
for calendar year 1989 pursuant (Filed July 28, 1988)
to attrition rate adjustment o -
mechan;sm. (U-903-B)

)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)

In the Matter of the Appl;catlon
of Southern California Gas
Company (U-904-G) to implement
its attrition allowance and to
establish a return on equrty

for 1989.

Applxcatlon 83-08-001
(Filed August 1, 1988)

e s Ve N W M Yo Nt Nt

(See Appéndix . for appea:ances.)
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QRINION
I. Sumpaxy

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 (Siexra 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 nmarket
conditions, trends, and the quantitative models presented by the
parties, we conclude that the utilities should be authorized 2
return on common equity and an overall return on rate base as
follows:

Edison 12.75% © 10.98%
PG&E C12.75 10.92
San Diego 12.75% , 10.78
Siexra Pacific 12.90 / 10.38
SoCalGas 12.75 10.84

/

II. Backaround

Bdison, PG&E, San Diego, Sierra Pacific, and SocCalGas
filed their respective applications pursuant to Decision (D.)
85-12=076, which requires the érgy‘utilities to address return on
equity issues for their respective attrition yeaxs. Order o
Instituting Rulemaking (OIR) /87-11-012/s assigned administrative -
law judge (ALY) issued a proposed schedule for future annual cost
of capital reviews to be moved from a calendar year basis to a
fiscal year basis. Accordingly, the ALY in OIR 87~-11-012 requested'

the energy utilities to file their 1989 cost of capital reviews on'
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a calendar year basis and on a 15-month basis. Subsequently, the
ALY 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
show that there are no significant difterencq; between a calendar
year basis and a 15-month basis. However, if an OIR 87-11-012
opinion adopts the 15-month perioed, then the cost of capital
authorized for the respective utilities in/this opinion should
continue for the three additional months, /through March 31, 1990.

On August 10, 1988, a prehearing conference'on the energy
utilities’ cost of capital applicationS/was held before ALY Galvin
in Los Angeles. At the prehearing conﬂerence, the ALY consolidated
the applications into one proceeding,_lursuant to Rule 55 of the
Commission’s Rules of Practice and Procedure which allows such
consolidation of proceedings with ré&ated questions of law or
fact. . ' |

Hearings were held from October 3 to October 7 in
Los Angeles. Concurrent briefs were filed on October 17, 1988, and’
the consolidated proceeding was subm;tted on November 10, 1988 upon
the receipt of Late-Filed Exhibitfso which updates the embedded
cost of long-term debt estxmates/with.a cost factor equivalent to
Data Resources, Inc.’s (DRI) Noéember 1988 “control” interest rate
forecast. ‘ , ‘ ,

Letters of protest to the applications cbncerning the
objection to any increaSeVin/rates because of ratepayers’ limited
income and the idea that shareholders should share risk with the
utilities were received trom/approxamately 500 ratepayers. '
Received as Item 1 is a pe?;tion signed by approximately 40 of
Edison’s ratepayers opposzng any increase .in Edison’s rates because
they believe that any addit;onal increase in rates to the average
residential user could make basxc comxorts nore ditticult to
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acquire. The following table summarizes the number of protest
letters placed in the respective utility’s formal file:

Ttility , Ietters’
Edison 159/
PGSE 61
San Diego . Yss
Sierra Pacific 0
SoCalGas 95

‘This opinion addresses the issues raised in Edison's, |
PG4E’s, San Diego’s, Sierra Pacific’s, and SoCalGas’ appl:.cat:.on on
an individual utility basis. However, an issue perteming to the
uniform recovery of the tax savings Itrom deducting premiums paid to N
retire high cost debt is addressed as a generic issue.

' The commission Divisio'n of Ratepayer Advocates (DRA)
witness, Quan,.testified that the utilities have exercised a
prudent management decision to etire, \prematurely, bonds issued in:
the early 1980’s when interest/rates were at all time h.i.ghs even.
though the utilities are requ red to pay premiums to the exist:.ng ‘
bond holders of the high cost/ debt. However, DRA takes issue with |
the method that the utilities use to pass the tax savings generated
from deducting these premiums in-the year the high cost bonds are
retired to their ratepayeref DRA estimates that SocalGas” prem.un ,
for high ¢ost bonds prematurely‘ retired, alone, is projected to. be
approximately $2.5 million /in 1990. |

DRA raises this tax issue because the utilities use o
different methods to pass these tax savings back to the ratepayers.

Some utilities include the entire premium in the embedded debt cost. ik

calculation with an offset ::or the tax savings in the deferred tax
reserve account as a reduction to rate base. Other utilities
include the entire premiun in the embedded debt cost, however, w:.th
no offset for tax eavings reﬂected. in the deferred tax reserve.




A.88-07-023 et al. ALI/MIG/tcg

These are only two of the many methods used by the utilities. The
result is an inconsistent flow of tax benefits o the ratepayers.

DRA recommends that the utilities % ould use one -
consistent method for treating premiums associated with the
retirement of high cost debt and pass back/éhe assoclated tax
savings to the ratepayers. DRA did not recommend any specific
method. Instead, DRA recommends that workshops be held with DRA
and the utilities to«establish a conszst@nt method for all
utilities.

DRA, citing D.aa-oa—osl, where General Telephone Company
of California was ordered to establish a bhalancing account to
record the potential tax savings esdeciated'with the preniums paid
to retire high cost debt pendingfre%olutionvof the issue,
recommends that the energy utilitﬂés estadblish a memorandum account
effective January 1, 1989 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.‘

The utilities dovnoyloppose DRA’s workshop proposal.
Howevex, San Diego opposes the establishment of a memorandum
account because it believes ft is unnecessary and will create 2 new
business risk. San Diego«eﬁgues that its method of accountxng for
such tax benefits was previously approved by the CommlSSLOn, and
that DRA’s witness acknowleﬁged that he found no fault with San
Diego’s method. : :

The premature retiremen: of highecost bonds is not
restricted to the energy utilities. As DRA points out, it is also
happening in the telephone industry, and is probably happening in
the water industry. This/ issue is generic to all California
utilities. DRA’s proposal has merit. However, we can not expect
or require DRA and the tive energy utilities in this consolidated
proceeding to set pol;cy{:or all electric, gas, telephone, and
water utilities. Nor would it be fair to require the five energy
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utilities in this proceeding to establish memorandum accounts
subject to adjustment without establishing the :aéé that the energy
utilities are improperly accounting for the tax benefits,
particularly since their respective methods XMave pre%iously been
used to set rates. TFor the above reasons, We will net require the
utilities to establish a memorandunm accoept to track the tax
benefits earned from the premature retifement‘of high cost bonds.
We will consider issuing a generic utility OII (Oxdex
Instituting Investigation) on this issue. However, in the interim,
the Commission Advisory and COmplxance Division (CACD) should
schedule and chalr workshops with. she energy utilities impacted by
the premature retirement of 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>toladdress the workshop results, we will expect the .
energy utilities and DRA to present testimony on the method and/ox
alternative method established at the workshops in the respective
utility’s first rate or att:ftion.proceeding following the final

workshop. If we issue a geﬁhric utility OII on this issue prior to '
the workshops, the workshops should be cancelled and the energy

utilities should actively participate in the OIXI.
!

H
v,/ Edison’s Application
/ N

!

A. Backaround f

On July 15, 1988, Edison filed an appllcatxon for
authoxity to increase ips authorized return on common equity from
12.75% to 13.75%, to aqjust its authorized capital structure, to
adjust its cost factors for embedded debt and preferred stock, and
to reflect the impact of such changes (approximately $80 n;llzon)
in its 1989 operational attrition Advice Letter £iling.

Edison’s presently authorized rate of return and
requested rate of return is depicted in the following tables:
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Component

Long~-Term Debt
Preferred Stock
Common Equity

TOTAL

Somponent

Long-Term .Debt 48.00%
Preferred Stock 6.00

Commen Equity 46,00
TOTAL 100.00%

* Revised from the 9.31% cost factor in Edison’s
application to reflect DRI’s October 1988
interest forecast.

Edison presented two«wutnesses, Alan 'J. Fohrer, Assistant

Treasurer and Manager of Cost Control, and Alex C. Miller, Manager
of Financial Planning. Fohrer t@stitied on Edison‘s financial
policy and Miller testified on Edison's cost of cap;tal
methodology. DRA presented the testimony of Edwin Quan. Federal |
Executive Agencies (FEA) presented the testimony of John B. Legler.
Edward Duncan, representing himself, participated in examination orv‘
the witnesses.
B. cCapital Structure

The difference between Edison’s authorized and requested
capital structure is a nomznal decline (13%) in the amount of
preferred stock as a percenéage of total capitalization.

There is no dispute on Edison’s capital structure. DRA
concludes that Edison’s requested capital structure is reasonable,
based on DRA’s review of Edison’s capital requirements and
financing plans through 1989- FEA also accepts Edison’s proposed




A.88-07-023 et al. ALI/MIG/tcg

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-term debt, 6.00%
preferred stock, and 46.00% common equity.
C. Cost of Long—-Term Debt

. and _Preferxred Stock

Edison’s 9.35% cost o£-long-§erm debt is comparable to
DRA’sS 9.27% and FEA’s 9.31%. The dit?erence-in estimating the cost:
of long-term debt is attributable tO/DRA,updating estimates with
actual cost and using more recent i?terest forecasts than Edison.
However, Edison, DRA, and FEA conc?r,that the November 1988 DRI
#control” interest rate forecast should be used to determine the
cost of Edison’s lbng—termrdebt- Late-Filed Exhibit 30, filed
November 10, 1988, shows that the parties agree that,Edisdn's cost
of long-term debt for the 1989 attrition year should be 9.30%.
Thexrefore, we will adopt a 9. 3d& long-term debt cost for Edison’s
1989 attrition year, which xeﬁaects the November 19838 DRI control
interest forecast.

Edison’s 7.84% cost of prefexred stock was not d;sputed
by DRA or FEA, therefore, w will adopt Edison’s 7.84% cost of
preferred stock for its 1989 attrition year.

D. Bs:nxn_gn_sammgn;zgni:! :

The major.issue‘ﬁs the appropriate return on common
equity for the 1989 attri?ion year. The following table summarizes
the position of each party: '

Party Recoxmended Return

Edison 13.75%
DRA 12.50%*
FEA | 12.50%

* Recommends Mid of Range 12.25% to 12.75%

Edison, DRA,/ and FEA submitted testimony on the results
of various financial odels which they used as the starting point
to determine their recommended return on equity. -Edison and DRA
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. use the DCF (Discounted Cash Flow Analysis), RPM (Risk Premium
Analysis), and CAPM (Capital Asset Pricing 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 range from which the/parties use
xnaividual judgement to determine a fairx return/zn conmon equity.
Although the parties agree that the models are'objectxve, the
results are dependent on the subjective inputs. From these
subjective inputs the parties advance arguméhts 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 do not alter the model
results. As Miller testified, in the final analysis, it is the
application of judgement, not the pregision of these models, which
is the key to selecting a specific return on common equity estimate
within the range predicted by analygfz.

. The following table sumparizes the results of the nodels
presented by witnesses Miller, Quar, and Legler:
Party Range

Edison 12.70% 14.00%
FEA . 12-40 12.60

Edison | 13.10 - 14.60
DRA 13.04 - 15.13
Edison | © 13.40 - 14.70
DRA : - ‘ 12.29 = 15.80
Edison asserts tha to arrive at a fair return on common
equity, it is necessary'to-apply informed judgement to the
regulatory, coéompetitive, and financial risk which Edison faces.
Edison also- assegts that regulatcry-risk is one of the
significant factors that affects the total level ot risk perce;ved
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by investors. Fohrer believes that investor risk ~may” increase
because the elimination of ERAM (Energy Regulatory Adjustment
Mechanism) and ARA (Attrition Rate Adjustment) for the larxge
industrial and commercial customers because full cost recovery will
be dependent on accurate forecast. Edison also bkelieves 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 regulato 4 risk that must be
considered because of the flux of this x covery mechanism.
Although Edison was authorized to~imp1ement this mechanism in 1981,
it was temporarily suspended in 1986, einstated in 1987, and again
suspended in 1988 until Edison’s 1989 Energy Cost Adjustment
Clause proceeding. Fohrer believes fhat additional risk exists
because of the uncertainty of whether Edison will be able to
recover volatile fuel and purchased power costs.

Fohrer cites the reaso leness review procedure, which
allows Edison to recover 75% of the revenue requirement associated
with certain plant additions costlng over $50 million pending a
reasonableness review, as another regqulatory risk factor.
Accordlng to Fohrer, this procedure compounds an investor’s zear
that recovery of plant investments will be made more difficult
because the procedure requxrss a2 separate proceeding and delays
full rate base treatment of the plant investment.

Alternative forms of capital recovery such as the }
proposed Diablo Canyon settlement are identified by Fohrer as a new"
regulatory risk because such proposed settlement departs from the
traditional ratemaking tx?atment'of plant investment. Although the
proposal involves recovery of a controversial nuclear plant
investment, Fohrer belieVés that it affects investors’ perception
and if adopted will signJl to the investors that shareholders in
California utilities may bear greater risks.
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Edison cites several Federal Energy 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 QF proposals but has concerns about proposals -
which favor the non traditional suppliers.

DRA’s Quan concurs that the COmmzssxon/gas created new
forns of regulation and provided regqulatory :Lexibzlxty to nmeet the
needs of both the utilities and ratepayers respond to the
competitive maxrketplace. Quan acknowledges that utilities such as
Edison faces different risk to operate in/the new competitive
marketplace and that such risk should recognized in setting the
appropriate return on common egquity. owever, he believes that
only the incremental change in risks gver the level already
recognized in the last rate of retuxﬁfauthorization.should be
considered. ,

Legler’s analysis of regplatory risk was based on 2
national perspective. It was not/based on a Californmia specific
regulatory risk. According to ILegler the tinanc;al community looks
at an overall perspective of xe "ﬁto:y risk, not a checklist
approach. Legler concludes that the California regqulatory climate
is good and that the !inancial/cpmmunity considers the California
requlatory climate to be above average compared to other states.
Salomon Brothers, Inc.’s March 31, 1988 stock research publication
(Exhibit 12) substantiates Légler's conclusion of the Califormia
requlatory climate.

Fohrer asserts t#it a signiricant risk exists in the
competitive marketplace from third—party producers and self .
producers within Edison’s [service territory. He testified that
Edison could be required £o obtain new sources of power on short
notice and at higher prices because third party electric producers
have no obligation to se;ve;.maygabandon,unprofitable projects, and
may discontinue supply bgcause of unrelated business failures.

!
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Also, the bypass of large industrial and commercial customers is a
continual threat recognized by Salomon Brothexrs, Inc. and other
members of the financial community as the major 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 mitigated and reduced risk from the competitive
marketplace challenges by direct competition with the independent
power producers through separate subsidiaries. In Edison’s case,
Edison obtains approximately 10% of its energy from third party
producers, balf of which is provided by Mission Energy Company,
Edison’s non-utility subsidiary. y

Edison’s financial measurement,of risk is based on its
prospective bond rating and increase i;/interest rates. Edison’s
present debt ratio exceeds Standard & Foor’s double-A bench mark of
46% debt. However, Edison has maintaiaed its bond rating because ‘
of positive action in other areas. Fohrer states that if Edison is -
authorized a 13.75% return on commoyi equity, its interest coverage,
which has steadily declined, is projected to decrease to 3.3 by
1990. This decline in interest oo;e:age equates to a decline in

Edison’s financial strength and increase risk because the projected‘o'

interest coverage is below Standard & Poor’s 3.5 minimum coverage
for a double~A rating. This, coupled with the projected. inflation
forecasts of up to 6.1% in 1989 will impact Edison’s abml;ty to
attract funds and to maintain/its financial strength in 1989.
Quan considered Edison’s financial risk and concludes
that Edison’s risk has remained approximately the same since the
1988 attrition proceeding. /Specitically, internally generated
funds have remained at substantially highexr levels the past few .
years from 52% of total construction funds in 1983 to 79% in 1987,
and AFUDC (Allowance for Funds Used During Construction) earnings
have significantly dropped|from 59t,in 1983 to 16% in 1987. Also,
Edison’s stock continues to trade in excess of book value which -
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indicates that the investors’ perception of the current value of
Edison relative to the value of its assets is high.

Quan disputes Edison’s arqument that rising interest
rates and the uncertainty of the future levels of inflation require
the return on common eguity 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 coxmon equity does move in the
same direction as interest rates, but not in direct proportion.

Although long-term interest /rates have moved moderately
upward during the year, the August 1988 long¥term‘interést_rate is
similar to the level of interest'ra{zs in December 1987 when the
current return on common ecquity wdé.set. Further, Jenkins-Stark of
PGSE testified that long-term inferest rates continued to decrease
in September 1988.

We do not place sole reliance on DRI's interest rate
forecasts. Forecasts are estimates based on subjective analysis.
This is confirmed by San Diego’s Krumvieda who compared DRI’s
quarterly AA utility‘bond forecast with actual results from the
first quarter of 1982 through the first cquarter of 1988 and
concludes that DRI’s forecast varies an average of +/- 1.81%.

Absent from Ed;sdn's risk analysms is a discounting of
benefits investors. stand gain from the regulatory policies and
the discounting of risk agsociated with prior years risk. For
example, investors have been aware of the potential for elimination i
- of the ERAM and ARA>mechanasms since late 1986 in X.86-10-001 and
should have already adjus&ed_tor‘the expected risk. California
requlatory policy recogngzed by the tihaaéial 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 availability of
third party power by.purchasing half of its third party producer




A.88=-07-023 et al. ALJ/MIG/teq

power from its subsidiary, Mission Energy 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 Capital
The 12.75% adopted return on common equity produces an
overall rate of retuxrn of 10.98% for the 1989 attrition year, an
increase of 0.23% from its 10.75% overall rate of return for 1988.
The following table shows Edison’s/adopted cost of capital for its
1989 attrition year:
Edison’s Adopted Cost of Capital
/ . o
component. . - Capital Ratio sost Factox ¥ejghted Cost .

Long~Term Debt 48.00% 9.30% 4.64%
Preferred Stock 6.00 7.84 0.47
Common Equity 46,00 ‘ - 12.75 : 5,87

" POTAL : 10.98%

A. Background /, . i
on July 20, 1988J PG&E filed an application for authorityj‘

to increase its authorized/return on common equity from 13.10% to .

14.50%. The requested change in commen equity will result in

approximately an $87 million gross revenue requirement increase

for PG&E’s‘ElectriC*Depﬁ ent andra‘szz‘nillion revenue

requirement increase for ‘gas department-"Subsequently, on

Septembex 16, 1988, PG&E revised its requested return on common

equity to 13.75% to reflect 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 arqument sake that Sanladerer’s /275 to
307 basis point spread is coxrect and adjust for DRI’s gin of
exrxor rate presented by Krumvieda, then the 1989 authorized return
on equity should be within the range of 11.38% to 15. 3Q%.l A
common equity range of this magnitude provides little guidance to |
the Commission in arriving at a reasonable return On common equity“
and greatly exceeds the range of common equity yéturns recommended
by the parties in this consolidated proceeding/ As pointed out
above, the intexest rate forecast is only cqgfponent of risk which
we consider to arrive at a reasonable retuxn on common equity.

Absent from Edison’s risk analyBis is a discounting of
benefits investors stand to gain from the requlatory polic;es,and
the discounting of risk associated with prior years risk. Fox
example, investors have been aware ¢ff the potential for eliminatienV
of the ERAM and ARA mechanisms sipfe late 1986 in I.86-10-001 and
should have already edjusted‘for the expected‘risk., California
regulatoxy policy recognized by the financial community as above
average is also a positive £ tor to consider. ‘

We concuxr that th¢ competitive risk is presen:. However,
Edison has reduced the risk of reliability and availability of’
third party power by-pux sing half of its third party producer
powex from its subsidiaxy, Missieﬁ'Energy'Company- Financial riski;
is also present; howevgr, Edison has not demonstrated that such

1 The range ‘calculated as follows:

o e . _Eigh_
November/DRT Forecast = 10.44% 10.44%
Basis Point Range‘ 2.75 ' , 3.07
Calcul ted Range 11.38% to 15 00% 11 70% to 15.32%
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Diable Canyon Settlement Agreement and Implementing Agreement of
June 24, 1988. '
PG&E’s presently authorized rate of return and requested
rate of return is depicted in the following taJ}J:es-
PGSE’s Present Authoxization

Long-Term Debt 45.50%
Preferred Stock 8.50

Common Equity - 46,00 : _5;21
TOTAL 100.00%

. /. | .
component Capital Ratio Cost _Factor ¥eighted Cost
Long-Texrm Debt - . 46.25% 9.40% 4.35%
Preferred Stock 7.00 8.79 0.62.

Comnon Equity “A6.T25 | 13.75 .43
TOTAL 100.00% 11.40%

PG&E presented two. wi/tnesses, John F. Jenkins-Stark,
Treasurer, and Laura Paratte, /Senior Financial Analyst. _
Jenkins-Stark testified on PG&E’s financial policy and Paratte
testified on PG&E’S cost of c/apit'a.l- methodology. DRA presented the
testimony of Edwin Quan. mﬁ'presented' the testimony of John B.
Legler. Roger Poynts, of U‘t:/ility Design, Inc. also presented
testimony. g | '

B. Capital Structure

. PG&E’s requested prezerred stock rat:.o decreased 1.50%
from its presently authorized prererred stock ratio, from 8.50% to
7.00%. This reduction resulted from the refunding of high coupon
preferred stock issues. PG&E asserts that its capital structure,
which excludes the impacts|of Diable Canyon operations, is
consistent with the terms of the proposed Diablo Canyon settlement
agreement pending before the Commission in A. 8‘4—'06-'014.
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There is no dispute over PG&E’s proposed capital
structure. DRA concludes that PG&E’s requested capital structure
is reasonable, based on DRA’s review of PG&E’s 1989 capital
requirements and finmancing plans. Poynts éi& not recommend any
capital structure. We will adopt PG&E’s l989 requested capital
structure of 46.25% long-term debt, 7. 093 preferred stock, and
46.75% common equity for its 1989 attrition year.

C. Cost of Long-Texrm Debt
apd_Preferred Stock

PGAE’s requested cost of long-term debt and preferred
stock is not in dispute. Consistent with the updating of Edison’s
long-term cost of debt, PG&E concﬁ&s that its long-term debt cost
should be updated with the Novemﬂgr 1988 DRI “control” interest
rate forecast. We will adopt a /9.39% cost of debt factor for o
PG&E’s 1989 attrition year, as shown in late-Filed Exhibit 30 which
reflects DRI’s November 1988 control interest forecast. PG&E’S |
8.79% cost of preferred stock/ which is not disputed, should be
adopted for the 1989 attrition year.

D. Return on Coxmon Equity
At issue is the appropriate return on common equity for
PG&E’s 1989 attrition yearf The rollowxng table summarizes the
' position of each party:
Party - Recommended Return
PG&E F 13.75%*
DRA / 12.50%#*

FEA ‘ 12.75% = 13.25%
Poynts - NovRecommendatlon

* Revised from 14.50% to exclude Diablo Canyon
impacts.

bk Recommen%i Mid Range of 12. 25% to 12.75%

PG&E excluded its projected Diable Canyon risk to arrive
at its requested 13.75% return on common equity, pursuant to its.
Dlablo«cAnyon settlement agreement with all parties to the Diablo

{
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Canyon proceeding. In response to the ALJ’s concern that this
agreement has not yet been,approved by the CommlSSlon,
Jenkins-Stark testified that PG&E’s sole recommendatmon for a
return on common equity in this proceeding is 13(95%. Therefore,
the return on common equity adopted in this opinion for PG&E should
be effective for the entire 1989 attrition year.

Poynts did not recommend a specific return on common
equity; however, he did recommend that the/return on common equity
not be increased. This recommendation is/based on Poynts’ review
of the increase in interest rates, the médest increase in the
consumer price index from 4.4% in 1987/to 4.6% in 1988 and his
belief that PG&E has no increased reguAatory or competitive risk
because PG&E is a monopoly utility w ch is allowed to increase its
rates to offset anticipated inflation.

PG&E, DRA, and FEA subm;tﬂgd test;mony en the results of
various financial models which they used as a starting point to
determine their recommended return/on common equity.

The ﬁéllowing table summarizes the results of the models

presented by witnesses Jenkins-Stérk, Quan, and*Leglet:_.

DCF PG&E 10.42% = 16.73%
DRA \ S 12.12 - 12.66
FEA 13.20 = 14.70

PG&E 14.16 14.42
DRA , 13.04 = 15.13
FEA (5-yr. premiums) 14.40 14.50

CAPM - PG&E ' 14.92%
DRA. : 11.95 = 15.53
Legler’s financial| model results, as summarized above,
are based on PG&E’s initial /showing which include impacts
associated with Diablo CAnyon. Legler'was’unablé to discount the
impacts of Diablo Canyon because PG&E submitted its revised .
testimony after lLegler’s diFect testimony was’ submitted. Bowever,
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legler did address PG&E’s revised testimony on direct examination
and did reduce his recommended return on common eguity from the
13.00% - 14.00% range to the 12.75% = 13.25% range. Xis financial
nmodel results were not adjusted to exclude Diablo Canyon impacts
and, therefore, will not be addressed.

DRA’s financial models are based on market data related
to a comparable group of electric utilitiex. PG&E specific data |
was not used because Quan believes that jt is impossible to isolateg‘
any perceived investor risk associated xith Diablo Canyon.

Although PG&E excludes its stimated risk associated wnth
Diable Canyon, it believes that its feturn on common equity should
be increased 65 basis points, from/13.10% to 13.75% because of
increased business risk from ongoing requlatory changes and
restructure of the California gaé and electric industry, and a
significant increase in the 19 ’attrition‘year interest rate
forecast over the 1987 intere rate forecast. ‘

Jenkins-Stark testified that requlatory developments have
increased investor risk and/reduced requlatory protection thexreby !
moving PG&E closer toward the risk levels of unregulated sectors of
the econony. He cites the gas rate restructure which began in |
December 1986, the Electric rate restructure, FERC requlatory
changes, self generators/and cogenerators, and customers’ use of
alternative fuels as-th basis for increased risk. -

Except for the gas rate restructure, PG&4E’s risk !actors
are similar to Edison' risk factors. To the extent that these
risk factors are alrea?y discussed, they will not be repeated.

Although Qua acknowledges that the electric industry is
in a continual state of transition, he testified that as different
areas of risk are creited, there arQ,other circumstances, such as
commission policies, &hiéh nitigate some of the risk. Change in
the electric industry‘is not new. In the 1988 attrition
proceeding, we agreed with PG&E that investors will consider to
some extent increased risks associated with regulatory changes,
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specifically the electric industry restructure. However, it is
apparent from Salomon Brothers, Inc. above average rating given to
the Comrission that the investment community has m;thated
increased risk associated with the California eleepr;c industry.

Similar to the electric industry changes, the natural gas
requlatory framework was considerxed in the 1988/;ttr1tion
proceedings. The question to address in thig/%roceeding 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 1999, he acknowledges that
this risk is partially mitigated by the /Negotiated Revenue

Stability Account (NRSA) which limits #be maximum variation of
" after tax earnings from the noncore sgctor for two years after
implementation of the new regulatory/ structure. PG4E 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 requlatory structure since 1986 and we
have provided for that increase /risk in Commission policy and in
the attrition proceedings, most/recently in the 1988 attxition
proceeding. Similar to the electric-indnstxy‘restructuré, the gas
industry is in a continual state of transition. Quan recognizes
that as new risks develop, other risks are mitigated. '

QOf all the enexgy utilities, PGLE was authorized the
highest return on common equity in 1988 primarily because of 1
increased risk associated with the uncertainty of the Dzablo-Canyon'M

reasonableness review. However, with settlement in A.84 =-06~-014 - and

the exclusion of any settldment risk associated with Diablo Canyen,
PGSE’s risks are now comparable to the other Cali:ornza enerqgy
utilities. / - |

' After considerinq all the evidence of the market -
cond;tions, trends, and the quantitative models'presented by the
parties, we conclude tha?fa 12.75% return on common equity is just
and . reasonable for PGLE’s 1989 attrition.year.

!
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E. Adopted cCost of Capital
The 12.75% adopted return on common equity produces an
overall rate of return of 10.92% for the 1989 attrition year, as
shown in the following table depicting the/ﬁdopted cost of capital:
Component Capital Ratio /Cost Factox Weighted Cost

Long-Term Debt 46.25% 9.39% 4.34%
Preferxed Stock 7.00 8.79 0.62

Common Equity =46.75 12.75 5,96
TOTAL 100.00% 10.92%

VI. san Diedo’s Applicati

A. RBackground

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

general rate increase. San Diego requested, among other things, a )
' 13.75% return. on equity. sequently, by an ALJ ruling, :
San Diego’s cost of capital issue was bifurcated from the general
rate proceeding for consid%ration in this generic attrition
proceeding.

On July 15, 1988 San Diego revised its cost of capital
testimony and reduced its requested return on common eqﬁity to
13.25%. | . 3 _ - |

San Diego’s presently authorized rate of return is
depicted in the zollog&ng'tabla: |

San Piedo’s Present Authorization
component Sani&al_Ba:iQ' - Lozt _Factor Eﬁishtsﬂ.ﬁgis_
Long-Term Debt 40.50% . '9.24% ‘
Preferred Stock 8.50- 7.28

Common Equity _51.00 12.75 _6.50
TOTAL 100.00%
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Although the present authorized structure, except for the
return on comnen equity, is consistent with San Diego'
recommendation for the 1989 attrition year, it i in contrast to
DRA’s recommendation. The following tables sho the active parties

recommendations for the 1989 attrition year:
- i 4 -
Component capital Ratio  Cost Factoxr  Weighted Cost

Long-Term Debt 42.75% 9.22%

Preferred Stock 6.25 7T.2)
Common Equity 51,00 13.25 _6.76

TOTAL 100.00%
DRA’s Recommendation
Sonponent 9nnzxnl_3asi;~ Cost Factor ¥eigbted Cost
Long-Term Debt 45. 50%/ 9. 22% ‘ ,
6.00 6.97

Prefexred Stock /
Common Equity 12.50% 6,06

TOTAL . 100.96%
* Recommends Mid /Ra.nge of 12.25% to 12.75%

" 3

Sopponent capital Ratio  Cost Factor  Weighted Cost -

Long-Term Debt 42.75%  9.12% 3.90%
Preferred Stock 6.25 7.2 0.45
Common Equity /81,00 12.75 §.50

10.85%

/100-00&

: City of San Diego’s Recommendation |
45.50% 9.22% 4.208

.00 6.97 0.42
-48.50 12.50- £.06

10.63%

Long~Term Debt
Preferred Stock
Common Equity

TOTAL 100.00% .

|
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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”/ s/txnancxal policy and
Krumvieda testified on San Diego’s cost of 5apital methodology.

DRA presented the testimony of Phyllis White. FEA presented the
testimony of John B. legler. William sg#étran, appearing for the
City of San Diego, actively participat?d in the examination of
witnesses. Duncan also examined the witnesses.

B. Capital Structure

San Diego believes that a “ratemaking” capital structure
with a 51% common equity ratio authorized for its 1988 attrition
year will be sufficient to-provide an adeqnate Yevel of financial
flexibility. Although San D;ego projects that its actual common
equity will exceed 51%, San Diego-recommends that its ratemaking
common equity be beld at the 1% level. ,

. DRA’s White recommends a capital structure with a 48.50%
common equity ratio, which ﬁore closely resembles San Diego’s
reported and target rinancfﬁl capital structure. White’s common.
equity ratio is lower San.Dxego!s primary because White
included the $123 milliox' Encina 5 Power Plant non-puclear
capitalized lease as a cémponent of long-term debt. White believes'
her proposal should be adopted because: ' |

a. Capital leases are a part of long-term
debt. ,'

b. The Financial Accounting Standards Board
Statement No. 71 (FASB 71) requires capital
leases to be recorxrded as long-term debt on
the utility’s balance sheet to show a clear
and explicit reflection of a utility’s
leverage and accompanying financial risk.

San Diego's inwestors and financial
analysts consider non-capitalized lease
information when assigning expected risk
adjusted returns on investment.
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d. There is no deleterious effect on the -
market’s view of San Diego or San Dlego s
ability to attract capital.

However, if San Diego’s common equity ratio of 51% is
adopted, White recommends that San Diego’s return on common egquity
be reduced to 12.00% to recognize San D;eq?ﬁs lower financial risk.

DRA’s basis for including such capitalized leases is
flawed. We have not adopted FASB 71 au/accountzng pronouncement
for the energy utilities. If we adjust San Diego’s capital
structure because of FASE 71 then we ould consistently adjust for
other components of FASB 71, and other accountlng pronouncements
for ratemaking purposes. We are not prepared to do so.

Even if we assume that n@n-nuclear capitalized leases
should be a component of long-term-debt, DRA’s proposal is still
flawed. Capitalized assets are jfassumed to be financed by a
combination of long-term-debt,[preferred stock, and common ecuity
even though individual assets may have been financed by a
particular debt or equity'issﬁance. The costs of these capitalized =
assets historically are recoverable through rate base. However,
DRA does not propose rate bd&e treatment for these capitalized
leases. Rather, DRA.proposes that these leases should be recovered |
through operating expensesfas they are currently being recovered.

We share DRA’s concern about the ‘high level of common
equity which San Diego requests, espec;ally when Edison is-
requesting a 46% common equity capital structure, PG&E a 46.75%,
Sierra Pacific a 41. 93%,'and SeCalGas a 45.20%. This is not a new
concern. In D. 85-12—108 we observed that San Diego’s increasing
equity might well present a seriousrproblem in ‘the future and
directed San Diego and DRA to address, thoroughly, San Diego’s
increasing equity in the next appropriate rate proceeding.
Although San Diego is- requesting that its common equity be held at
51.00%, San Diego. acknowledges that its common equity is projected
to exceed this level..

|
'
v‘
l
1

i
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San Diego’s current common equity ratio goal is 45.00% to
48.00% for financial reporting purposes, which falls within
Standard & Poor’s range of 46.00% - 52.00% for a single A utility
bond rating. Kyd testified that San Diego's 1989 expected equity
ratio is 46.10% for financial reporting purposes, well within its
current goal.

San Diego periodically pub-li/s"hes its financial goals
which investors assess for performance and goals. As shown in
San Diego’s quarterly financial rep;: , it is the financial return
on equity, not the rate making return on equity that is shown in
San Diego’s quarterly report and ds used for financial analysis for .
its investors review. ' _ -

An adjustment to San v‘;.D:Lego’s; requested S51.00% common
equity ratio is warranted becaise it is substantially out of line
with other Caln.fomia enexrqgy éta.lities' common equity ratio and . .
because San Diego has not justified the need for such a high equity
ratio. We will adopt a 48. 0’0% common equity ratio for San Diego’s |
1989 attrition year to brirtg it in line with what investors use to
assess San Diego’s pexiormance. This " ‘common ecuity ratio is
derived from the top rangJ of San Diego's common equity goal of
45.00% - 48.00% for its timncial structure. We will adopt
San Diegoe’s requested 6-25% preferred stock ratic and impute a
45.75% long-term debt rat:Lo for a balanced capital ratio.

We will expectv San Diego, Edison, PG&E, Sierra Pacific,
SoCalGas, and DRA to ad.d’:'ess in the next cost of capital proceeding’ |
the optimum capital structure for California energy utilities. |
C. Cost of Long-Texrm Debt

2 pref " ! ] ;

San Diego's 9 22* cost of long-term debt :S.s consistent
with DRA’s and the City of San Diego’s estimate, and comparable to
FEA’s 9.212%. Althougl; FEA used a cost factor which did not . ‘
reflect San Diego’s update for actual costs, Legler accepts |
San Diego’s cost estimq;te.' Consistent with the other utilities,

l ,
-\

A
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San Diego concurs that its cost of long-term debt should be updated
to reflect the impact of DRI’s November 1988 control interest
forecast.

. We will adopt a 9.23% long-term debt cost for San Diege’s
1989 attrition year as shown in I.ate-Filed Exhibit 30, which
reflects DRI’s November 1988 control interest forecast.

The only dispute regarding- San Diego’s estimated cost of
prefarred stock is how the u.namortize’d issuance costs associated
with refunded perxpetual preferred stock should be treated.

' San Diego reduces its net proceeds/ by the issuance cost for
perpetual series preferred stock/ which were refunded in 1986 and
1987, and amortized the issuance’ cost over a 20-year period. The
amortized costs are included ir/ San Diego’s 7.21% 1989 effective
preferred stock dividend rate./ San Diego’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 increa.sinq the embedded cost .of preferxed stock.

DRA’s White. excluded the issuance costs in her '
recommended 6.97% eﬂective preferred stock dividend rate for
San Diego’s 1989 attrit.ion yeaxr because the Uniform System of
Accounts for Account No. 214-3, ‘Capital Stock Expense requires the
issuance expense of perpetual capital stock to- be expensed in the
year that such stock is retired.

DRA points out in its brief that D.87-12-066, which
San Diego relies on, authorized ‘such issuance costs to be included
in the preferred stock embedded costs because Edison demonstrated
that San Diego was previ.ously authorized to recover similar costs
and because the cost ippact on preferred stock was minimal, omly .
8 basis points. There was not a sufficient record to address the
merits of the issue. .

‘However, in this proceeding DRA’s witness establlshed N
that the proper method to account for such costs is to expense the
issuance costs in the \year incurred. San Diego's own witness '
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San Diego’s current common equity ratio goal is 45.90% to
48.00% for financial reporting purposes. Kyd testified thajy San
Diego’s 1989 expected equity ratio is 46.10% for financia
repoxting purposes, well within its current goal.

San Diego periodically publishes its financial goals
which investors assess for performance and goals. ﬁ2§>:hown in
San Diego’s quarterly financial report, it is the ancial common
equity ratio, not the rate making commeon egquity patio that is shown
in San Diego’s quarterly report and is used for/financial analysis -
for its investors review.

An imputed adjustment to San Diegy’*s requested 51.00% .
common equity ratio is warranted because jyt is substantially out of
line with other Califormia energy utilitdes’ common equity ratio
and because San Diego has not justifi*- the need for such a high
equity ratio. We will adopt a 48.003 common equlty-rat;o-for San
Diego’s 1989 attrition year to brip§ it in line with what investors
use to assess San Diege’s performdnce and to bring it in line with
other California energy utilitig¢gs” common equity ratio. This '
common equity ratio is derived/ from the top range of San Diego’s
common equity goal 0£ 45.001 - 48.00% for its financial structure
and common equity ratio higher than 48.00% would warrant a
proportional reduction its return on equity. We will adopt
San Diego’s requested 6/25% preferred'stoék'ratio and impute a

45.75% long~-term debt fatio for a balanced capital ratio.

~ We will expect San Diego, Edison, PG&E, Sierra Pacxf;c, |
SoCalGas, and DRA %0 address in the next cost of capital. proceed;ng{‘
the optimum capitdl structure for California energy utilities.

8 And the City of San Diego’s estimate, and comparﬁble to '
Although FEA used a cost factor which did not
fan Diego’s update for actual costs, Legler accepts
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testified 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 coé%s are not recovered
from ratepayers, we will adopt DRA’s 6.37@ cost of preferred stock
for San Diego’s 1989 attrition year.
D. Retumm on Copmon EqUity

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

Paxty Recommended Retuwxn

San Diego , 13.25%
DRA 12.50%*

FEA 12.75%
City of San Diego _ 12.50%

* Recommends Mid/Range of 12.25% to 12.75%

San Diego, DRA, and FEA subnmitted testimony on the
results of various financial models which they used as a starting
point to determine their ecommended return on common equity.

The following tgble summarizes the results of the models
.presented by witnesses Kyd, Quan, and Legler:

Model | Raxty Range

DCF Sad Diego 12.40% - 14.00%
DRA 11l.36 12.65
F%h 11.80 13.00

San Diego 14.40 - 16.00
DRA 13.22 - 15.25
ng (S5=-yr. premiums) 12.00 12.26

|
CAPM DRA 11.73 = 15.42

In the final*analysis, it is the application of _
Judgement, not the the precis;on of test models, which is the Xkey
to selecting a specific return on common equity.

Kyd asserts that the Commission should recogn;ze specmrzc
business risks to set a,rair return on common equity. According to
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Kyd, these business risks consist of: a substantial uncertainty of
purchased power costs associated with the Southwest Powerlink
(SWPL) , the re-examination of utility ratemaking mechanisms, such
as the potential elimination of the ERAM, and ongeing business risk
associated with nuclear operations and third party producers.

According to Kyd, 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 of
prudently incurred costs. Further, Kyd is concernmed that the
deferred 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 addressed .in San Diego’s 1988
attrition proceeding, it has existed for the past three years.

The City of San Diego also points out that the Commission granted
limited rebearing on the SWPL balancing account issue by
D.86-06~026. It believes that the only reasonable assumption that
can be made regarding a pending dgc,sion.on the balancing account
is that the Commission will reduce San Diego’s risk further.

San Diego believes that the uncertainty regarding future
Commission action on matters such as the elimination of the SAM,
investigation to review the elimipnation of attrition adjustﬁents
and the ERAM, and decisions, in‘géneral, which ShOW'a tendency to
make adjustments to established rate mechanisms only when such g
adjustments are ;n the ratepayers’ favor results zn higher 1nvestor .
risk. ' 75

Further, the City of San.Diego-reminds us that the.
elimination of these rate mechanisms can result in a benefit, not a:
risk, to the shareholders and inyestars. The City points out that
since the AER mechanism was adopted and 8.0% of fuel costs were
fixed, San Diego has consistentlf\been benefited as follows:
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Rexiod Amount
May 1985-April 1986 $ 821,765
May 1986-Apr1.l 1987 7,100,000
May 1987-April 1988 4,309/000
We think San Diego’s view of the r%gk associlated with
industry restructuring is misplaced. We must not lose sight of the
intent of decisions related to the gas and electric industry.
restructure, that is, to provide the regulated utilities a means to
respond to marketplace changes which are /keyed to competition and
bypass. //k
. San Diego takes a very pessiyistic approach to nuclear
risk. San Diego asserts that ongoing business risks exist because
the Nuclear Regulatory Commission (NRC) may require costly plant
nodifications to SONGS as a result of a problem, presently
unidentified, at any other nuclearrplant- Further, San Diego could
be impacted by an accident at any other nuclear plant in the United
States because NRC recquires loss ring among all the utilities
that own nuclear reactors. / ‘ -
The other business risks identified by San Diego, third
party produces and increased indgrest rates have already been
discussed and will not be repea ed hexe. However, it is worth
noting that in regards to‘thirl{party‘producer risk, San Diego’s
1987 shareholders annual report shows that as a result of lowered
costs and restructured sales, /San Diego has been able to preserve
most of its sales and retain most of its market share. :
~ After considering aﬁl the evidence of the market
conditions, trends, quantitattve models presented by the parties,
and San Diego’s higher equity ratio, we conclude that a 12.75%
return on equity is just and reasonable for San Diego’s 1989
attrition year.
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E. 2dopted Cost of capital
The 12.75% adopted return on common egquity produces an
overall rate of return of 10.78% for the 1989 attr;t;on year, as
shown in the following table depicting the adopteQ/cost of capital:
San Diedgo’s Adopted Cost of capital
/
Copponent Capital Ratio  Cost Factor  Weighted Cost

/
Long=Term Debt 45.75% 9.23% 4.22%
Preferred Stock 6.25 6/97 0.44

Common Equity _48,00 12,758 £.12
TOTAL 100.00% 10.78%

A. Backaround

- on July 28, 1988, Sierra/Paciric filed an application for
authority to increase its authorized return on common equity from
12.90% to 14.00% for the 1989 attrition year. The proposed ‘
increase in return on common equ&ty will result in approximately a
$1,136,000 revenue requirement.

' Sierra Pacific’s prﬁﬁently authorized rate of. return and |

requested rate of return is ffpicted in the !ollowlng tables:

Component

Long-Tern Debt : 79 09%
Preferred Stock 7
Common Equity

TOTAL fbo 00%
j
[

sis::nLEagltiszﬁ;ngsgmnsndn:ign
Copponent, sanisnl_na:ig ~ SQest Factor
Long~Term Debt 51.39% 8.71%
Preferred Stock 6.68 7.74
Common Equity 41,93 14.00

TOTAL 100.00%
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Charles E. Olson, an econcmist and President of H. Zinder
& Associates testified for Sierra Pacific, and Quan testified for
DRA. |
B. gCapital Structure

There is no dispute on Sierra Pacific’s requested capital
structure. DRA concludes that Sierra Pacific’s capital structurxe
is reasonable, based on its review of Sierra Pacific’s capmtal
requirements and financing plans through 1989. We wal adopt
Siexra Pacific’s 1989 requested capital structure-o£/51.39* long-
texrm debt, 6.68% preferred stock, and 41.93% commdg equity.
C. Cost of Long-Texrm Debt

and_Preferxred Stock

Sierra Pacific’s estimated 8.71% cost of long-ternm debt
is 0.16% higher than DRA’s 8.55% estimate. /This difference in cost
is the result of DRA using more recent DRI/ forecast. Sierra
Pacific concurs with the other applicant' and interested parties to
this consolidated proceeding that the cost of long-term debt should
be based on the November 1988 DRI contxpl forecast. Late-Filed
Exhibit 30 shows that the parties agree that Sierra’s cost of
long-term debt for the 1989 attritionfyear, which reflects DRI’s
November 1988 control interest forecast, sbould be 8.65%.
Therefore, we will adopt 8.65% as the cost of Sierra Pacific’s
long=-term debt for the 1989 attritigh year.

: We will adopt Siexrra Pacit;c's requested 7.74% cost of
preferred stock for the 1989 attrition year, which was not
disputed.

D. 'Return on Comnon Equity _

The only issue is the &pproprinte return on common equity
for the 1989 attrition year. The following table summarizes the
position of each party:

Party Recommended Retuxn

Sierra Pacitic
DRA
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Sierra Pacific and DRA submitted testimony on the results
of various financial models which they used as a starting peoint to
determine their recommended return on common equity. These nodels
are used only to establish a range from which parties use
individual judgement to determine a fair return on commox equity.
However, there is a significant difference between Olgpn’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 e ings growth rates
reported by various security analysts. Olson acknowledges that his
estimate is above historical growth rates and/above the
Institutional Brokers Estimate System (IBES)/4% projected growth
rate, which Olson believes is one of the.best sources of
information on expected future growth. Hgéever, Olson relied on’
judgement because historical data and IBES do not reflect the
long-term growth‘potential from divarsi%icatioq and he believes
that 'investors expect a substantial imp‘ovement in earnings from
past levels. f/r '

We conclude that Sierra Pacific’s projected dividend
growth rate is an optimistic estinatd’and that DRA’s expected
dividend growth rate is a more realistic estimate, which is
consistent with IBES’s projected growth rate.

The following table summd&izes the results of the models
presented by witnesses OISOn‘andeQan:

DCF . Siexra Pacific / 13.00% - 14.00%

Sierra Pacific (9 Electrics) 13.24 - 13.74

Sierra Pacific - 12.80%

DRA 11.46 = 15.12
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Sierra Pacific faces risk similar to the other Califormia
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 $6 billion and PG&E’s $7 billion
revenue. Its 41.93% common equity ratio is low compaxed to
Edison’s 46.00% and PG&E’s 46.75%. 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 evidence /4f the market
conditions, trends, and the quantitive models presented by the
parties, we conclude that a 12.90% return/on equity is just and
reasonable for Sierra Pacific’s 1989 attyition year.

E. Adopted Cost of Capital |

The 12.90% adopted return on common equity produces an

overall rate of return of 10.38% for the 1989 attrition year, as

shown in the following tabla depict:gg the adopted cost of capital:

Component muaﬂs/mmm

Long-Term Debt 51.39%
Preferred Stock 6.68
Common Equity 41,93

TOTAL 100.00%

A. PEackaround

On August 1, 1988, SoCalGas filed an application for
authority to increase its authorized return on common equiﬁy‘zrom
12.75% to 13. 75&, and an operétional attrition allowance. The
request for an operational attrition allowance was filed in
conformance with D.87=-05-027, which approved the settlement of

J
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SoCalGas’ Test Year 1988 gemeral 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
$33 million revenue requirement. .

SoCalGas’ presently authorized rate of return and
requested rate of return is shown in the folYowing tables:

[ 4

Long-Term Debt 45.90%
Preferred Stock 8.80

Common Equity _45:30
TOTAL 100.00%

component:
Long-Term Debt 45.50%

Prefexrred Stock 9.30
Common Equity . _4259

TOTAL r0d .00% 11.38%

SocalGas’ Treasurer, Loren K. Sanladerer, testified on °
SoCalGas’ requested cost capital. DRA presented the testimony
of Quan. FEA presented . e,testimdny of Legler, and the City of LA
presented the testimony Jf Manual Kroman. Duncan participated in
the examination of the witnesses.
B. cCapital Structure |

There is no dispute on SoCalGas’ requested capital
structure. DRA concludgs that SoCalGas’ requested capital
structure is reasonablé; based on DRA’s review of SocCalGas’ capital
requirements and tinan@ial plans through 198%. TFEA and the City of
1A also concur that SOCalcas' requested capital structure is
reasonable for the 1989 attrition year.
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We will adopt SoCalGas’ requested capital structure of
45.50% long~term debt, 9.30%. preferred stock, and 45.20% common
equity for the 1989 attrition year.
C. Cost of Long-Term Debt
and_Preferxed Stock

SocalGas’ 9.84% cost of long-term debt for its 1989
attrition year is comparable to DRA’S/9.92% and the City of LA’s
9.832%. The difference in estimating the cost of long-term debt is
attributable to DRA and the City of LA using a more recent interest
forecast than SoCalGas. However, /SoCalGas, consistent with other
parties to this proceeding, has jgreed to use the November DRI
control interest rate forecast to determine its embedded debt cost.
We will adopt a 9.66% cost of long-term debt for SoCalGas’ 1989
attrition year long-term debt,/ as shown in Late-Filed Exhidit 30
which reflects the November 1988 DRI control interest forecast.

SoCalGas’ 7.31% coft of preferred stock consists of the
average of preferred stock previocusly issued and‘outsténding,
weighted to the projected cost of a new 19895 preterred stock issue.
The cost of the new prefertred stock issue was derived from the
comparison of 7A” rated ugility preferxed stock yields for 1986,
1987, and the first five months of 1988 with DRI‘s 7A” utility
rated long-term debt yields du:ing‘therdame period. - '

DRA concurs with the method SoCalGas used to calculate
its cost of preferred stock. DRA's est&mate is 7.39%, or 0.08%
higher because of the ayailability and use of more recent data.
However, because thé'p ies agreed to- use an updated DRX forecast
SoCalGas’ cost of preferred stock was changed to 7.32%, as shown in
Late~-Filed Exhibit 30./ We will adopt the 7.32% SoCalGas’ 19589
attrition year cost of] prererred stock.

D. Bg:n:n_gn_snnnan_xnnisz \
The major issue is the appropriate return on common

equity for the 1989 a%trition year. The following table summarizes =

the position of each Y
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Rarty Recommended Return
SoCalGas ‘ 13.75%
DRA 12.50%»
FEA 12.65 -
City of 1A 13.00% (maximum)
# Recommends Mid Range of 12.25% t¢ 12.75%

SoCalGas, DRA, FEA, and the City ¢f LA submitted
testimony on the results of various rinanc/ ial models which they
used as a starting point to determine their recommended return on
common equity.

The following table summar zes the results of the models
presented by witnesses Sanladerer, uan, Legler, and Kroman:

Model Racty Range

OCr 14.82% 15.79%
12.33 12.87
11.80 13.20

12.71 15.10
13.20 = 13.30

1%1.70 15.32

Sanladerer testiﬁed that SoCalGas’ Business risk is the
same as those business ri/sks which SoCalGas described in its 1988 |
attrition proceeding. However, two of these risks, the earnings
risk resulting from the/SAM, and the mket risk brought on by
intense competition warrant additional consideration because .of.
theix expected full yelar impact 'in 1989. Although Sanladerer ‘
presented DCF an RPM xnodel results, he did not rely on these nodels'
to develop his recommended 13.75% return on common equity.

The ini‘c.iai SAM adjustment provides for partial
protection from salqa losses for two years. However, Sanladexer
contends that SOCaIGas' exposure to potential pre-tax annual losses.
from vanations in fnon-core gas margin for the first $27.5 million’
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and one-third of the losses thereafter up to aneother $27.5 million,
increases SoCalGas’ 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 which have resulted in lower gas rates to
low=prioxrity 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 to allow an out-of-state
transnission company to build a bypass pipeline to sexrve customers
presently served by SoCalGas. SoCalGas also expects two other
transmission companles to obtain bypass plpeaine certificates by
year end 1988. ,

The City of LA and DRA dispute SoCalGas’ claim of
increased risk. DRA asserts that while/there may be some
incremental effect on SoCalGas’ risk in 1989, such risk is ongoing
and familar to the investors. The Cify of LA concurs with DRA and
suggests that SoCalGas has substanti‘lly exaggerated its business
and financial risk for its 1989 attrition year.

SoCalGas’ SAM argument hd& been already addressed in this
opinion. There. is no dispute that/risk exists; however, it was
considered in arriving at SOCalGﬁﬂ 1988 attrition proceeding. As
the City of LA cites from SoCalGas’ 1988 ettrition.dec;sion
(D.87-12-064), we acknowledge thﬁt ‘SocalGas may indeed be
experiencing some additional risk in connection with the
restructuring of the natural gé@ industry taking place in the gas
OII/OIR, including the partial/elimination of SAM, that is not
entirely counterbalanced by tﬂg protective measures taken to date.
Whether that increased risk requires an increase in the return on
equity is another matter, how?ver;

SoCalGas’ competitive risk arguments are no different
than the electric and telecommunications utilities’ competitive
risk arguments. SoCalGas presents a bleak picture about
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Paxty

SoCalGas
DRA
FEA

City of LA 13.00% (masxcimunm)
* Recommended Range wag 12.25%.

SoCalGas, DRA, FEA, and the Lity of LA submitted
testimony on the results of various financial models which they

used as a starting point to determifie their recommended return on
common equity.

The following table s izes the results of the models

presented by witnesses Sanladexrfr, Quan, Legler, and Kroman:
Mode) Range
DCF . SoCalGas 14.82% 15.75%

DRA. - 12.33 - 12.87
11.80 - 13.20

13.53 13.93
12.71 15.10
FEA/(5~yr. premiums) 13.20 = 13.30

11.70 - 15.32

2
|

testified that SoCalGas’ business risk is the i

same as those busimess risks which SoCalGas described in its 1988
attrition proceeding. However, two of these risks, the earnings
risk resulting from the SAM, and the market risk brought on by
intense competftion warrant additional consxderation because of
their expected full year impact in 1989. Although Sanladerer

presented an RPM model results, he did not rely on these models

to- develop Ais recommended 13.75% return on common equity.
he initial SAM adjustment provides for partial
from sales losses for two years. . However, Sanladerer

19/ that SoCalGas’ exposure to potenmial pre-tax annual losses .
from vafkiations in non-core gas margin for the first $27.5 million gf
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competitive risks; however, the City of ILA points out that
SoCalGas’ 1987 shareholders annual report shows the opposite.
SoCalGas has achieved its authorized return on rate base for the
£ifth year in a row. Customers increased an additional 119,000,
the largest number added in a single year since 1955. Even gas
volumes delivered increased 22.00% over 1986’s gas volumes. As to
risk associated to non-core customers, SoCalGas states that the
rates charged to these customers will allow it to collect most of
the costs allocated to the non-core market in an up-front charge.
SoCalGas expects approximately three-fourths 6% its margin to
continue to be protected from earnings fluctuations by the
Consolidated Adjustment Mechanism procedure.

After considering all the evideéée of the market
conditions, trends, quantitative models lrésented by the parties,
we conclude that a 12.75% return on coméin equity is just and
reasonable for SoCalGas’ 1989 attritien year.

E. 2dopted Cost of Capital f -

The 12.75% adopted. returnfon common equity produces an
overall rate of return of 10.84% for the 1989 attrition year, as
shown in the following table.dep%gting,the adopted cost of capital:

SocalGas’ Adopted Cost of capital
Component
Long-Term Dedbt

Preferred Stock
Common Equity

TOTAL . 100 /00&

F. operational Attrition : .

SoCalGas also requests an operational attrition allowance .
pursuant to D.87-05-027. Jts attrition request is calculated in
accordance with the guide;ines set forth in D.85-12-076, with the
following modifications:/

¥

/

/
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Rate base estimates used to calculate the
1988 and 1989 attrition allowance is based
on $325 million of additional gross capital
expenditures during the 1588 and 1989
calendar years. The revenue requirement
overcollection attributable Ao any short-
fall in such authorized inyestment is to be
refunded to SoCalGas’ cusionmers.

A one-time downward prodé;tivity adjustment
equal to 2% of adopted/labor costs 1s made
in the attrition adjustment effective
January 1, 1988. .

The cost of Zas inveéntory stored
underground is rem¢ved from ratebase
effective for attyi

To the extent thg amortization period
associated with fLertain abandoned gas
supply projects/terminates in eithexr 1988
or 1989, necessary adjustments will be made
during those ygars toO prevent over—recovery
of the costs associated with the relevant
gas supply projects.

No party objected to SoCalGas’ operational attrition .
£iling. Howevexr, Toward Utility Rate Normalization (TURN) objected'
to SoCalGas’ proposed ra,e design and filed a motion to strike
SoCalGas’ testimony regﬁrdingLrate design. TURN objected to
soCalGas’ proposal to-rfcover over one half or‘gas.supply-project
expenses from retail moncore and wholesale customers as demand
related transmission c?sts 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, TURN continued to"
discuss the rate design issue with SoCalGas. ©On October 5, 1988
TURN, DRA, and So s submitted a joint proposal on a revised .

rate design as sho in;Appendix‘B.- The filing of this joint

proposal resolves/all disputes with SoCalGas’ operational attritionw;t‘

and rate design tiling;
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This joint propesal provides that the operational and
financial attrition allowance will be allocated to~cog9 and noncore
customers in the same proportion that existing gas maxgin, net of
the costs associated with the abandoned gas supply/projects, is
alleocated to such customers. It further provideétthat the reduced
revenue requirement, which results from the tef&ination of the
abandoned gas supply projects, will be allocdéed to core and
noncore customers in the same proportion that such costs were
previously allocated to such custoner clasées under the terms of
D.8§7-12-039.

SeCalGas requests that we apgxove the joint proposal.
SoCalGas and TURN 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, updatéz/io-rerlect the November DRI
forecasts with the relevant price indices and relevant impacts from |
the capital structure and return oﬁﬂcommon equity authorized in |
this opinion. "SoCalGas is authorized to file an Advice Letter
pursuant to General Order 96-A to implement its operaticnal
attrition allowance effective January 1, 1989.

Eindings of Fact :

1.  Each of the utilitief filed its financial attrition
request using a calendar-year basis and a 1l5-month period basis. L

2. The utilities’ respective applications show that there is.
no material difference between a calendar-year attrition and a |
15-month attrition period. ' '

3. The aenergy utilitifs exercised a prudent management
decision to retire, prematurely, bonds issued in the early 1980‘s
when interest rates were at Fll time highs even though they are
required to pay premiums to the existing bond holders in
connection with these retirements. ‘

i
t
i
{
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4. DRA objects to the utilities using inconsistent methods
to pass to ratepayers the tax benefits generated from the premxums
paid to retire high cost debt prematurely.

5. The utilities do not object to DRA’s proposal to develop,
through workshops, a consistent method for passiﬁg the high cost
debt tax benefits to the ratepayers.

6. San Diego opposes DRA’s recommendation that the enexqgy
utilities should be required to record thd/high cost debt tax
benefits in a memorandum account, pending adjustment to reflect the
impact of the final method decided in

7- DRA finds no fault with Sar/Diege’s method of passing
the high cost debt tax benefits to J

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

9. There is no dispute on/Edison’s proposed 1989 capital
structure of 48.00% long=-term dgbt, 6.00% preferred stock, and
‘46.00%.common stock equity. _

10. All parties concuxr t the cost of long-~term debt should
be updated to reflect DRI’s November 1988 control interest rate
forecast.

11. ILate~Filed Exhibi 30 shows that the parties concur that
Edison’s cost of long-term debt for the 1989 attrition year is
9.30%.
12. No party disputes Edison’s 7.84% cost of prefefred stock
for its 19589 attrition year. o

13. The .DCF, RPM, and CAPM are financial models which are
used to establish a rangé from which the parties use individual
judgement to determine-a/fair return on common equity.

14. The new regulafory structure in the gas and electric
industry has created new risk:; however, such risk was recoqn;zed in
the 1988 attrition proceeding.

|
!
E/
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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 the/éalltornxa
regqulatory climate to be above average.

17. Edison and the other utilities hawe mitigated and reduced
risk from the competitive marketplace challenges by direct
competition with the independent power producers according to DRA.

18. Edison’s present debt ratio exceeds Standard & Poor’s
double-a bench mark of 46% debt; howeyer, it has maintained its
bond rating because of positive action in other areas.

19. Edison’s level of internally generated funds has remained
at substant;ally higher levels the/past few years (from 52% of
total construction funds in 1983 to 79% in 1987), and AFUDC
earnings have significantly dropped from 59% in 1983 to 16% in
1987. ' :
20. Edison’s stock continnes to trade in excess of book value
which indicates that investor perception of the current value of
Edison relative to the value %t its assets is high.

21l. 7The authorized return on common equity moves in the same
direction as interest rates,,but not in direct proportien.

22. Although long-term/interest rates have moved moderately
upward during the year, Auqust 1988 long-term interest rate levels
are similar to the level of ]interest rates at December 1987, when
the current returns on.comm?n equity were set. :

23. DRI’s interest rate forecast is based on a subjective
analysis and has varied an/average of +/- 1.81% from the first
quarter of 1982 through the first .quarter of 1988.

24. Investors have bheen aware of the elimination of ERAM and -
ARA mechanisms since late/1986.

25. Edison has reduced the risk of reliability and
availability of third pemty'power producers by purchasing half of’
its third party producer power from 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 debt should
be 9.39% for its 1989 attrition year.

28. There is no dispute on PG&E’S 8.79% cost of preferred
stock. 3
29. DPG&E requests that its authorized/é;turn on equity
exclude any risk associated with its DiabYo Canyon investment,
pursuant to its proposed Diaklce Canyon gettlement agreement.

30. PG&E’s risks, except for risKs associated with the gas
rate restructure, are similar to thosé of Edison.

3. 1Increased risk associated aith regulatory changes in the
electric and gas industry wexre congidered in the 1988 attrition
year proceeding.

32. PC&E concurs that risk associated wzth the elimination of
SAM is partially nitigated by thle NRSA. -

33. The investment community has been aware of increased risk
associated with the new gas refulatory stricture since 1986.

34. PGLE was authorized/the-highest return on common equity
in the 1988 attrition proceeding primarily because of increased
risk associated with the ungertainty of Diablo Canyon.

35. D. 85—12-103 obseryed that San Diego’s increasxng equity
ratio may well present a sdrious problem in the future.

36. San Diego’s currént goal of 45.00% to 48.00% common
equity for financial repoxting purposes falls within Standard &
Poor’s range of 46.00% to/52.00% for a szngle A utility bond
rating.

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

38. Parties agree; that San Dlego’s cost of 1ong-term debt
should be 9.23% for its/ 1989 attrition year.
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39. The Uniform 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 capital stock.

4). Common stock issuance costs are mot recovered from
ratepayers. ///n

42. San Diego’s risk associated with SWPL was addressed in
the 1588 attrition proceeding. //”

43. The elimination of SAM and ERAM c¢an result in a benefit
to the shareholders.

44. San Diego has consistegtly'benefited from the AER
mechanism and the setting of an/8.0% fixed fuel cost.

45. The intent of decxsions related to‘the gas and electric
industry restructure is to»pravide the~regu1ated utilities a means
of responding to-marketplace/éhanges, keyed to competition and
bypass. . /

46. San Diego, as a ﬁesult of lowered costs and restructured
sales, has been able to preserve most of its sales and retain nmost
of its market share. :

47. There is no dis ute on Sierra Pacific’s requested capltalv
structure of 51.39% long-term debt, 6.68% preferred stock, and
41.93% common equity.

48. Parties agree/ that Sierra Pacific’s cost of long-term
debt should be 8.65% for Sierra Pacific’s 1989 attrition yeaxr.

49. Sierra Pacific’s requested57.74% cost of preferred stock
was not disputed. i/ :

50. Sierra Pacific’s expected drvxdend growth rate is above
its historical growth rate and above IBES projected growth rate.

51. Sierra P&éiric's revenues are substantlally'lower than
Edison’s and PG&E’Ss revenues. :

52. There is no dispute on SoCalGas’ requested capital
structure of 45.50% 1ong-term debt, 9.30% pre:erred stock, and
45.20% common equity for its 1989 attrition year.
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53. Parties agree that SoCalGas’ cost of long-term debt
should be 9.66% for SoCalGas’ 1989 attrition year.

54. DRA agrees with the method SoCalGas used to calculate its
cost of preferred stock.

55. SoCalGas’ business risk is the same as those business
risks which SoCalGas described in its 1988 attrition proceeding.

56. SoCalGas did not rely on the DCP'o:yR?M

57. SoCalGas has achieved its authori ed return on rate base
for the last five years. .

58. SoCalGas has collected most of/its costs alloecated to the
non-core market in an up-front charge. ‘

59. SoCalGas expects approxmmat y three-fourths of its-

margin to continue to be protected fyom earnlng fluctuations by the.{.3

Consolidated Adjustment Mechanism. /
60. SolalGas’ operational aty ition £iling is not disputed.
61. SoCalGas, DRA, and TURN concur with.the Append;x B rate
design proposal.

1. This opinion should authorize applicﬁhts‘a 1989 cost of
capital attrition on a calendar-year basis because there is no
material difference between aj/calendar-year and a 15-moath’
attrition period. :

2. The 1989 cost of capital attrition should be cont;nued
three additional months, through March 31, 1990, only if a ls-month
cost of capital period ‘for fthe 1989 attrition period is adopted in
R.87-11-011. - :

3. The five energy utmlltxes in this proceeding should not
be required to establish memoranda accounts .to record tax savings
associated with the prem#ums.paid to-retirevhigh'cést debt.

4. CACD should schedule and chair workshops with the energy
utilities impacted by thé premature retirement of high cost debt,
and with DRA, to establish.one consistent method to account for the
associated tax savings./}
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5. Edison’s proposed 1989 capital structure should be
adopted. o

6. Edison should be authorized a 9.30% cost of long-term
debt and 7.84% cost of preferred stock for its 1989 attrition year.

7. A 12.75% return on common equity, which results in an
overall 10.98% return on rate base, should be adopted as just and
reasonable for Edison’s 1989 attrition year, based upon all of the
evidence considered in this proceeding.

8. PG&E’s requested capital structure of 46.25% long-term
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-term debt
and a 8.79% cost of preferred stoék.:7é»its 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 for PG&E’s 1989 attritidn year, based upon all of the
evidence considered in this procegding. .

11. DRA’s recommended 48.50% common equity ratio for

San Diego’s 1989 attrition year/should not be adopted.

12. San Diego should be Xuthorized a capital structure of
45.75% long¥term debt, 6.25% : e!erred'stdck,‘and"48.oo common
equity for its 1989 attrition/ year..

13. San Diego, Edison,/PG&E, Sierra Pac;tic, ‘and SoCalGas
should address wbat an optimum capital structure for the Califoxnia
enexrgy utilities should be their next cost of capital attrition
proceeding. .

14. San Diego should be authorized a 9.23% cost of long-term:
debt for its 1989‘attritién,year : '

15. San Diego’s. una&ortized issuance costs. associated with
refunded perpetual pre:erred stock should not be-included as a
component of its prezerr d stock embedded cost.

16. DRA’s recommended 6.97% cost of prefexrred 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 all of
the evidence considered in this proceeding.

18. Sierra Pacific’s requested capital structure of 51.39%
long-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 8.65% cost of
long-term debt and a 7.74% cost of preferred stock fox its 1989
attrition year.

20. A 12.90% return on common equity/ which results in an
overall 10.38% return on rate base, shoei&.be-adopted as just and
reasonable for Sierra Pacific’s 1989 attrition year, based upon all
of the evidence considered in this proceeding. '

21. SoCalGas’ requested capital structure of 45.50% long-term -
debt, 9.30% preferred stock, and 45{20%’common eqﬁity should be
adopted for its 1989 attrition yedé

22. SoCalGas should be authorized a 9. 66% cost of long-term
debt and a 7.32% cost of pxezerred stock for its 1989 attrition
year. .

23. A 12.75% return on common equity, which results in an
overall 10.84% retuxn on rate/base, should be adopted as just and
reasonable for SoCalGas’ 1989 attrition year, based upon all of the
evidence considered in this/proceeding.

24. SoCalGas’ operational attrition and the joint rate design
proposal shown.in.hppendif B, as revised to reflect the November
DRI forecasts with the relevant price indices and relevant impacts
from the capital structure and return on common equity authorized
in this opinion, should be adopted.
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QRDER

IT IS ORDERED that:
1. Southern Californmia Edison Companx,s (Edison) adopted
cost of capital for its 1989 attrition year is as follows:

Long~Term Debt
Preferxred Stock
Common Equity

TOTAL .00 10.98%

2. Edison’s adopted 1989 attrition year rate of return, as
shown in Ordering Paragraph/l, shall be used in conjunction with
its pending 1989 attrition/year advice letter filing for the
purpose of calculating reyised rates for the 1989 attrition year.
Edison’s advice letter shall be filed on or befoxe December 29,
1988. .- |

' 3. Pacific Gas & Electric Company’s (PG&E) adopted cost of
capital for its 1989 afttition,yedr is as follows:
PGER‘s Adopted Cost of Capital
Long-Texrm Debt 46.25% 9.39% 4.34%
Preferred Stock ‘ 7.00 - 8.79 0.62

Common Equity 46,75 12.75 5.96
TOTAL 100.00% | 10.92%

4. PG&E’S adopted 1989 attrition year rate of return, as
shown in Ordering f?aragraph 3, shall be used in conjuncticn with
its pending 1989 attrit;on year advice letter filing :or the
purpose of calculatmng revised rates for the 1989 attrxtzon year.
PG&E’s advice 1et¥er shall be filed on or before December 29, 1988.

5. San Dlego Gas & Electric Company’s (San Diego) adopted
cost of capital for its 1989 attrition year is as follows:
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Long=-Texm Debt 45.75% 9.23% 4.22%
Preferred Stock 6.25 6.97 o 0.44
Common Equity 48.00 1275 VA —£.12

TOTAL 100.00% / 10.78%

6. San Diego’s adopted 1989 attrition’year rate of retumm,
as shown in Ordering Paragraph 5, shall be/%sed in conjunction with
its pending 1989 attrition year advice 1etter filing for the
purpose of calculating revised rates for the 1989 attrition year.
San Diego’s advice letter shall be filed on or before December 29,
1988. ‘

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

- CPy ) -

/
Comoopent ~ Capital Ratie  Cost Factor — Meighted Cost

Iong=Term Debt - 51.39% 8.65% 4.45%
Preferred Stock 6.68 /- 7.74 0.52
Common Equity 41,93 12,90 24

‘ !
TOTAL 100.00% : 10.38%

8. Sierra Pacific’s{adopted 1989 attrition year rate of
return, as shown in Orderi g Paragraph 7, shall be used in
conjunction with its pendﬁng 1989 attrition year advice letter
filing for the purpose of calculating revised rates for the 1989
attrition year. Sierra Pacific's advice letter shall be filed on
or before December 29, f938.

9. Southern Calitornia Gas Company’s (SoCalGas) adopted cost
of capital for its 1989 attrition year is as follows:

——

e e

S~




SoCalcas’ Adopted Cost of Capital
copponent capital Ratio Cost Factor ¥eigbted Cost

Long-Texm Debt 45.50% 9.66% 4.40%
Preferred Stock 9.30 7.32 0.68

Common Equity 45,20 12,72 =276
TOTAL 100.00% ' 10.84%

10. SoCalGas’ operational attrition "and 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 adeopted in Ordering Paragraph 9, shall be adopted.
SoCalGas is authorized to file an Advice letter pursuant to General
Order 96-A to implement its aperationa%/ind financial attrition
allowance effective January 1, 1989.,/SOCalGas' advice letter shall
be filed on or before December 29, 1988.

11. The Commission Advisory and Compliance Division (CACD
shall schedule . and chair wo:kshops/with the energy utilities
impacted by the premature retirei@nt of high cost bonds for the
purpose of establishing a consistent method to pass the resultant
tax benefits back to the rateps ers. If an Order Instituting
Investigation (OII) is opened fto address this tax issue, then the
applicants to this consolidated proceeding shall participate in the
OII 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, and SoCalGas
shall address the results of the workshops identified in Ordering
Paragraph 11, in their nex? financial attrition proceeding.

.
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"QRDER

IT IS ORDERED that: | :
1. Southern California Edison Company’s (Edison)/adopted

Long-Term Debt 48.00%
Prxeferred Stock 6.00
Common Equity .

TOTAL 100.00%
2. Edison’s adopted’1989‘attrition

shown in Orxdexing Paragraph 1, shall be ybed in conjunction with
its pending 1989 attrition year advice Yottexr £iling for the

1988. ,
3. Pacific Gas & ElectricCompany’s (PG&E) adopted cost of

Long-Term Debt 6 g 4.34% SR
Preferxed Stock = : 0.62 ' 9/:>4f*w
Common Equity . , £-08 T

TOTAL 100.00% | 11.04% VI

4. PGSE’s adopted 1989 attrition year rate of return, as
shown in Ordering Paragraph 3, shall be used in conjunction with
its pending 1984 attrition year advice letter filing for the
purpose of caYculating revised rates for the 1989 attrition year.
PGsE’s advic£ lettexr shall be filed on or before December 8, 1988. .
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5. San Diego Gas & Electric Company’s (San Diego) adopt
cost of capital for its 1989 test year is as follows:

Component:

Long-Term Debt
Preferred Stock
Common Equity S

TOTAL 100.00% 10.90% mz’/,?ﬂfﬁ

Y'l\"
/ sl
PR
N |
.

6. San Diego’s adopted 1989 test year ratg of return, as
shown in Ordering Paragraph 5, shall be used iy conjunction with
its pending 1989 gemeral rate case proceeding/decision for the
purpose of calculating revised rates for thg 1989 test year. |
San Diego’s advice letter shall be filed oh oxr before December 3,?
1988. |

7. Sierxrxa Pacific Power. Company (-2 (Siexra Pacif;c) adopted
cost of capital for its 1989 attriti year is as follows:

Long-Term Debt
Preferred Stock
Common. Equity

TOTAL

8. Sierra Pacif;ﬁ/s adopted 1989 rate of xeturn, as shown in

Ordering Paragraph 7, mAy be used to revise its authorized base
rate revenue requxrea?nt t0 be recovered through its ERAM (Enexgy
Requlatory Adjustmegx Mechanism) balancang account, to become
effective no earlier than four days after an advice letter leing
by Sierxa Pacific/'but no- earl;er than January 1, 1989. ‘

9. Southeén California Gas Company’s (SoCalGas) adopted cost
of capital fon/its 1989 attrztion.year is as follows:
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.

13. Edison, PG&E, San Diego, Sierra Pacific, and SoCalGas
shall address the optimum balanced capital structure in theix
respective electric and gas regulated industry in their next
financial attrition proceeding.

This order is effective today.
Dated , at San Francisco, Califormia.
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//
Component Capital Ratio Cost FPactor ¥Wejghted Cost

Long-Term Debt 45.50% 9.66% 4.40% ,
Preferred Stock 9.30 . 7.32 0.68 v/<*,/’ )

Common Equity ~45.20 413.00 =88 V////,~a
TOTAL 100.00% 10.96% B

10. SoCalGas’ operational attrition a::,rate design proposal v//,%,fg
as shown in Appendix C, updated to reflect November Data ‘ o
Resources, Inc.’s November 1989 forecasts w(ih the relevant price
indices and relevant impacts from the cap&tal structure and return.
on common equity adopted in Ordering Paragraph 9, shall be adopted..
SoCalGas is authorized to file an Advige Letter pursuant tovGeneral
Orxder 96-A to implement its operational and financial attrition :
allowance effective January 1, 1989. SoCalGas” advice letter shall y//,/’*-
be filed on or before December 8.4 1988. ¢
1l. The CQmmission.Advisepy and Compliance Division (CACD)
shall schedule and chair workshops with the enexgy 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 Oxder Ins:itutinq
Investigation (OII) is opened to address this tax issue, then the
applicants to this conaolxdated proceeding. shall participate in the.
OII and CACD shall ca cel 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
Division of Ratepayer Advocates shall address the results of the
workshops idengﬂ%xed in Ordexing Paragraph 11, in their next
financial attrition proceeding.
13. Ediéon, PG&E, San Diego, Sierra Pacific, and SoCalGas
shall addrezs-the optimum balanced capital structure in their
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‘ APFENDIX B

Page 1

1989 Attrition = TURN Propocal

Prorate requested 1989 Attrition over 1988 Margin in rates at May 1,
1988 net of ING and Gas Supply Project Amertizaticn costs. CQredit
back ING/Gas Supply Project cost reductions on the same bases used to
allocate these costs in the May 1, 1988 rates.

Maygin Reflected in Rates at May 1,
1988 (A.Ln 1767-A. XA SEOL)

Camon Distriluation

Demand Related Transmission
Demand Related Storage
CQusteomer Related

Commedity Related

50% ALG

(a) Totals

Demand Rel Trans -‘INGProj 2mortization* 6795
Commed Rel = Gas Supply Prod Amortizatiomw 4828

Subtotal Amortization - lae623

Margin at May 1, 1988
Bacluding ING and Gas Supply
Profect Aportizdion Costs

e

1290573
38870
66341

555987
177
~24884

(B) Adjusted May 1, 1988 Margin Allocaticn 1003832

* Calaulation Bases (Mth)
Demand Related Transmissicn base
Cold Year Througtput 4152976 : 1397031
Caxmodity Related base
Average Year Throughput 3837422 1295724
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APPENDIX B
Page 2

1989 attxiticon — TURN Prepocal

(8) Adjusted May 1, 12988 Margin Allocation
(from page 1) 1003832 169778 35299

Ratios of above (B) totals 83.036% 14.044% 2.920%

1989 Attrition (total before adj)
Prorated per above ratios s1366 | 9702 2017

!

Adjustment for Current ING and Gas /
Supply Project Amortization Costsw /
ING Project Amortizaticn* ~9058
Gas Supply Project Amortization _=4635

Subtotal Amortizatien -13693

| /
(C) Net Total - 1989 Attxition 43673

F

Margin Allocation in May 1, 1988 Rates (A) msgﬁ
Subtotal - 1989 Margin (A) + (C) 1059:.27

Pipeline Demand Charge in May 1, 1988 Rates 145680
ECR Credit in May 1, ‘1988 Rates ._15112

Net - Allocutedmtalsperm:?mposul 1189065

Totals per Attrition Filing: A.ss-os-obl 1189677

Difference fram A.88~08-001 Filing ! -612 346 265

. I

ﬂmedzﬂmintheadjusm/ztmmtortmmmmmly
projects cost ($26,698,000) underlying May 1, 1988 rates as ccmpared to
the amaat credited back to ratepayers in the attrition f£iling
($31,37:L,000) is attributable to differences in the treatment of income

fees, and uncollectibles which result Lrom the

tmnmatimoztbaaoostsintbeattritim:ﬂmascmpaxedto
treatment of these related costs when the base costs (ING and gas supply
projects) are ongoing in nature.

(END OF APPENDIX B)




