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o p:r N~O N 

x. summary otPegsion 

Today's order establishes the 1990 ratemaking cost of 
capital tor Southern california Gas Company (SoCalGas), Pacific Gas 
and Electric Company (PG&E), Southern California E4ison Company 
(Edison), San Diego Gas & Electric Company (SDG&E), SOuthwest Gas 
Corporation (Southwest), and Sierra Pacific Power Company (SFPC). 
The rate~ ot return on rate base authorized by this decision will 
be reflected in 1990 attrition filings of Edison, SDG&E, and 
Southwest, and will be incorporated in the 1990 test year rates tor 
SoCalGas, PG&E, and SPPC, whose general rate cases are pending. 

We conclude that tor 1990, the energy utilities should be 
authorized returns on common equity and overall returns on rate 
base as. follows: 

vtili;tv: 

SocalGas 
PG&E 
Edison 
SDG&E 
Southwest 
SPPC 

Common Equity 

13.00% 
12.90 
12.85· 
12.90 
13.05-
13.00 

Bate Base 

10.75% 
10.96 
10.70 
10.86 
11 .. 63 
10.34 

XI. ptocedun1 Background 

,By Decision (D.) 89-01-040 dated January 27, 1989, we 
modified the Rate Case Plan for ener9Y ane. telecommunication 
utilities. One ot our objectives in doing so was to reduce the 
complexity ot processing general rate cases at the end of ' each 
calendar year. As part of the modifications, we removed 
consideration of cost of capital issues· from general rate cases 
involving seven designated gas and electric utilities (SocalGas, 
PG&E, Edison, SDG&E, Southwest, SPPC,. and Pacific Power & Light 
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company) and established a separate,. generic, annual cost of 
capital (ACC) proceeding~ 

Beginning with May 8, 1989 an~ continuing on the same 
date in subsequent years, each of these utilities is require4 to 
file an application for rate adjustments which reflect its 
projected cost of capital for the following year. ~he plan 
provides that the new rates will be implemented on January 1 in 
conjunction with the utility'S pen4ing general rate ease or its 
attrition rate adjustment filing as applicable. Although we have 
since 1986 conducted annual reviews of return on equity issues in 
consolidated "financial attrition'" proceedings,. this is the first 
ACC proceeding under the modified Rate case Plan in which the cost 
of capital of each of the utilities is reviewed, including those 
with pending general rate eases. 

In accordance with the modified Rate case Plan, SocalGas, 
PG&E, Edison, SDG&E,. Southwest,. and SPPC filed Applications 
CA.) 89-05-011, A.89-0S-019, A.89-0S-021,. A.89-0S-02·3, A .. 89-0S-037, 
and A.89-06-01S respectively. By A.89-0S-017, Pacific Power & 
Light Company requeste4 an exemption from participation in the 1989 
ACC procee4ing. That request was granted by 0.89-08-034 dated 
August 3, 1989. The remaining applications were consolidated for 
hearings which were held before Administrative Law Ju4ge (ALJ) 

Wetzell during August 1989. Testimony and evidence was presente4 
on behalf of the six. applicants as well as the City of Los Angeles 
(Los Angeles), the Department of the Navy representing all Federal 
Executive Agencies (PEA), and the Division of Ratepayer Advocates 
(ORA). While they did not present testimony or evidence, the City 
of San Diego and Edwar4 Duncan actively participate4 in the 
hearinqs by cross-examination of witnesses an4,. in the ease of San 
Diego". by briefing. The matters were submitted with the filing ot: 

reply briefs on September 20, 1989 • 
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III. Generic XSsues 

Although we have established a generic annual proceeding 
to consider the cost ot capital tor enerqy utilities, it is not 
necessarily our intention t~ establish a unitorm rate of return on 
rate base or return on equity which would be applied to each 
utility, without regard to differences among them.. Therefore, in 
subsequent sections, we consider factors that are unique to each of 
the applicants and determine the appropriate capital cost factors 
which should be adopted for each utility on a case-by-case basis. 
In this section wet address common issues which warrant general 
d'iscussion~ 

A. :J:):iqger Mechanism.' 
In D.89-01-040, by which we modified the Rate case Plan 

and established the ACC proceeding, we had consiGered a ORA 
recommendation to consider return on equity adjus~ents only in 
general rate eases or when a predetermined index changes by more 
than a preset amount. We agreed the recom:mendation had merit, but 
were reluctant to adopt it without a more complete record. We 
invited parties interested in pursuing the use of such a trigger 
mechanism to address this matter in a future annual cost of capital 
proceeding. SOCalGas, PG&E and DRA addressed the trigger mechanism 
concept in this proceeding. 

SoCalGas points to, our discussion of ener9Y utility 
attrition proceedings in D.85-12-076, where we stated: 

HIn our attrition reviews, we need to recognize 
the volatility and unpredict~ility of interest 
rates by incorporating a complete review of 
authorized rates of return, including an 
updated tinancing plan and forecast ot new debt 
and preferred stoc~ costs, as well as 
reevaluation of return on equity.g 
(0.85-12-076·, page 25-.) 

SocalGas is concerned that a trigger mechanism would not 
allow such a full review unless selected financial data change by 
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more than a predetermined maqnitude. SoCalGas believes that it 
would be extremely dittieult to· develop, a workable and a~ceptable 
mechanism. For example, if only interest rates are used, chanqes 
in such factors as company-specific and industry-wide business ris~ 
would not trigger a review. Due to gas industry. restructuring, 
SoCalGas states this could be a fatal flaw. SocalGas points out 
that there is an alternative to a trigger mechanism~ in years where 
parties agree that a full return on equity review is not required, 
a stipulation to· that effect can be reached. 

PG&E and ORA believe there may be merit ~o a trigqer 
mechanism for return on equity. PG&E is willinq to explore the 
issue in future workshops. ORA aqrees with SoCalGas that there :may 
be difficulties with simplified trigger benchmar~ such as interest 
rates, and suggests that the issue needs further research. 

No party recommends implementation of a trigger mechanism 
at this time. After we have gained more experience with our 
recently revised ACC procedures, we will be in a better position to 
determine whether limiting the frequency of cost of capital filings 
is either necessary or desirable, and if so, whether stipulations 
have proven to be a workable alternative as SoCalGas suggests. If 
it appears at a future date that implementation of a triqger 
mechanism has merit, parties interested in pursuing the concept may 
still address the matter in future proceedings. 
B. Reeoyerv of Premium, bid to Retire Digh Cost Deb3: 

In the last financial attrition proceeding (A.88-07-023, 
et al.), we addressed the methods that utilities were using to 
treat'the tax savings created by the deductibility of the call 
premiums paid to· bondholders when high-cost debt is prematurely 
retired. ORA had raised the issue in that proceeding because the 
utilities were usinq different methods to pass the tax savings bac~ 
to ratepayers, and in some cases were not reflecting· any tax 
savings in deferred tax reserve. While it recommended that the 
savings be passed back to- ratepayers, ORA did not propose a 
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specific method for doing so, proposing instead that the issue be 
addressed in workshops. 

By 0.88-12-094 in that proceeding, we directed the 
Commission Advisory and Compliance Division (CACO) to conduct 
workshops on the issue for the purpose of establishing a consistent 
method to pass the tax benefits back to the ratepayers. We 
directed SoCalGas, PG&E, Edison, SOG&E, SPPC, and ORA to address 
the results of the workshops in the next financial attrition 
proceeding. (Southwest was not included in that directive since it 
had a general rate case pending and was not a party to the previous 
cost of capital proceeding). ~ 

The workshops were held in March and April of 1989. The 
participating utilities and ORA agreed in principle on using the 
~odified PG&E Method 2W (workshop method) by which they will 
record the call premiums at the combined federal and state tax 
rates in the year of refunding, with full amortization of the 
premiums and related expenses within a specified period using the 
straight-line method. CACO's report describing the workshop, method 
was issued after the ACC filing date of May 8, 1989, and most of 
the utilities therefore did not reflect the workshop method in 
their showings accompanying the applications. 

ORA prepared a comparison showing the impaet of the 
workshop method on the estimated effective costs of long-term debt. 
The workshop method results in a lower long-term debt cost for each 
of the energy utilities. The following table shows ORA's 
comparison, which reflects forecasted bond yields in effect when 
DRA prepared its testimony: 

~ilitv 

SoCalGas 
PG&E 
Edison. 
S:oG&E· 
Southwest 
SPPC 

Long-Term Debt costs 

)1orksh!m Method, 

9 .. 45% 
9.29 
8.93 
9.20 

10.56-
8.71 

- 6· -

IXisting Method 

9 .. 58% 
9.33 
9.29 
9.40 

ll .. l9 
8.8S 
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ORA recommends that the workshop method ~e adopted and 
incorporated in the authorized rates ot return tor 1990, and each 
ot the applicant utilities has either incorporateQ the method in an 
updated sbowin9 or accepted ORA's calculation ot embedded debt 
costs. Tbe City ot Los Angeles incorporated the workshop· metbocl in 
its showing on SocalGas' cost ot capital. As there is no dispute 
on the workshop method, we will adopt its use tor determining the 
cost ot long-term de~t. 
c. Spread »etws:en A and M Bond Xi~lds 

ORA and Los Angeles dispute the cost estimates advanced 
~y SoCalGas, PG&E,. and SOG&E tor new lonq-term d~t issues, 
primarily ~ecause tbey disagree on the appropriate premium to be 
added to the Data Resources,. Inc. (DR!) torecast ot 'AA rated 
utility del:lt when estimating the cost ot issues ~y utilities with 
lower ~ond ratings. 

In 0.85-12-076 we esta:blished new criter}.a and procedures 
to ~e tollowed in attrition tilings :by the energy utilities, 
including a method tor updating the embedded cost ot debt :by 
considerin9 ~oth the actually incurred costs ot recent Qe~t issues 
and the torecasted costs of planned new issues. For the forecasted 
costs, we directed utilities to use the DR! torecast tor AA rated 
utility de~t, and indicated that wCuJtilities that do not have ~oth 
an Aa (Moody's) and AA (S&P's) rating should add a risk premium ot 
no· more than 50 ~asis points if appropriate.w CD.S5-1.2-076, 
page 3l; emphasis added.) 

DRA, Los Angeles, and FEA ~elieve that while the 50 basis 
point spread may bave ~een appropriate at the time it was adopted,. 
it is not reflective of the current spread ~etween A and AA rated 
issues and should ~e adjusted downward. Using data trom Moody's 
bond survey, ORA prepared an analysis sbowing that in the past 
12 months (July 1988 to June 1.989) , the average spread was 
approximately 20 basis points. This compares. with declining 
average premiums of 48, 32", and 29 basis points over the last l.O-, 
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five-, and three-ye~r perio4s, respectively. DRA's witness Quan 
also testitied that a utility with an A ratin~ will not necessarily 
incur debt costs as high as the single A rate tor all issues. 
Based on its analysis, ORA recommends a44itives ot 25 basis points 
for SoCalGas and PG&E and lS basis points for SDG&E. 

Los Angeles presented a similar analysis showi~q that the 
average ditferential tor the five-year period 1979-83· was 63 basis 
points. The median differential was 46 basis points. For the 
five-period 1984-88 the average ditterential was 32 basis points 
and the median was 28 basis points. In 1988 the average 
differential was 23 basis points and the median was 24 basis 
points. 

Los Angeles presented a separate analysis showing that 
the offering yields an4 effective interest rates on si~ SOCalGas 
bond issues in 198& and 1988 were~ on average, actually lower than 
contemporaneous Moody's Aa utility bond yields. Los Angeles 
concludes that there is no basis tor a SO basis point additive, and 
that the evidence suggests that ~o additive is required in 
estimating SoCalGas' cost of new issues in 1989-90. 

SoCalGas and PG&E, whose bond ratings are·AJ./A+ and AJ.jA, 
respectively, added a 50 basis point risk premium to the ORI 
forecast to estimate the cost of new debt issues. socalGas also 
used the 50 basis point additive to develop its forecast for a 
planned preferred stock issue. SOG&E, with a bond ratin~ of 
Aa3/A+, used a 35 basis point additive, which is one half of the 
average spread between A and AA bonds computed by SDG&E tor the 
period 1982 to 1988. 

The utilities acknowledge that the spread between A and 
'AA rated bond issues has narrowed in'recent years~ but believe that 
ORA.' s recommended spreads are too· conservative and, further, urge 
that we look at longer-term data than that relied on by DRA. in its 
recommendation. SOCalGas lowered its recommen4ed spread to 30 
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basis points for 1990, which is close to· the most recent three-year 
averaqe of 29 basis points calculated by ORA. 

PG&E arques on brief that short-term economie data such 
as one year's worth of information are of limited value qiven the 
uncertainty of capital markets, and recommends usinC] three- to 
10-year data and a resultinC] spread of 30 t~ 50 basis points. At 
the ~e time, PG&E also urges that we consider' the increase in the 
spread (to 27 basis points) in the four-month period between 
Fel:>ruary and June of 1989 as demonstrative that ORA'~ 
recommendation is too eonservative~ SDG&E recommends additional 

.' 
review of the spreads that are current at the time we reach a 
decision in this matter. 

It appears to us that the utilities are plaeinC] too much 
emphasis on the possibility that the clear trend of declininC] 
spreads in recent years has :bottomed out and will rise 
siqnificantly in late 1989 and 1990, and not enouC]h emphasis on the 
possibility that the trend of declining spreads shown in ORA's and 
Los Anqeles' analYSis will either eo~tinue downward or stabilize at 
or near current levels. We note tha': in the first six months of 
1989, the differential ranC]ed from 14 to 27 basis points, and in 
five of those months the differentia~1. was the same as or less than 
that of the correspondinC] month. in ~le previous year. 

We find that ORA's recomme~dation of 25 :basis points for 
PG&E and SoCA1Gas is reasonably cons.~rvative in that it is five 
:basis points above the most recent 12-month averaC]e spread of 20 
basis points, and slightly above the 1988 calendar year averaC]e. 
On the other hand, we do not believe that Los Anqeles' suqC]estion 
that there be no additive for SOCalG'1S in 1990 1s rea$Onal:>le for 
forecast purposes. We find that ORA~s recommendations are 
reasonable for 1990. 

ORA notes that there will be an opportunity to- reevaluate 
the appropriate spread in one year since we have established an 
annual cost of capital review for all energy utilities, and 
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SoCalGas, recommends such a review in each year's ACC proceeding. 
We agree that it is appropriate to do- so in ACC proceedings. ' , ' /' 
D. Interest Rates 

1. Background 

We have frequently expressed our view of the i~portance 
of interest rates in deter.minin~ cost of capital issues, 
particularly return on equity. For exalnple, in deciding Edison's 
19S5 test year general rate case, we stated the following: 

"In recent general rate cases for the large 
electric utilities, we have indicated that a 
utility should be authorized a return on common 
equity (ROE) that is commensurate with market 
returns on invest~ents having correspond~ng 
risks. We also have repeatedly stated that 
there are three considerations which we rely 
upon to- implement this objective: 

"1. Cost of capital varies in the ~e 
direction as chan~es in the general level 
of. inflation and ~nterest rates. 

"2. Market cost of equity capital reflects 
risks, such as the exposure of. a utility's 
earnings to variability in f.uel costs, 
sales levels, as well as uncertainties 
regarding the cost of prior capital 
investments. 

"3. The application and interpretation of 
financial models may not accurately reflect 
all of the intricacies of the financial 
market. 

"In evaluating the proposals bef.ore us ••• we will 
place heavy emphasis on these principles. 
(0.87-12-066, page 42.) 

All of. the parties were mindful of the importance we 
place on interest rate trends in deciding a utility'S cost of 
capital, and much of the controversy in this proceeding related to 
their views on the overall direction of. interest rates. The 
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parties a9ree that actual and forecasted interest rates have 
declined in recent months, and the utilities, to varying degrees, 
acknowledge that the lower interest rates in etfect and forecasted 
at the t1me of the hear1ngs support returns on equity lower than 
those requested in their applications. 

The major interest ~ate issues are the reliability of 
available forecasts, particularly DR!'s forecasts for utility 
bonds, and whether forecasts for late 1989 and 1990 only should be 
considered to the exclusion of longer-term torecasts. A detailed 
description of the parties ' positions tollows. .' 

2. Eqsition of the utilities 

SoCalGas, PG&E, Edis~,~a-SDG&E generally agree on the 
interest rate issues. They argue that the OR! control forecast for 
AA utility bonds is suspect and should therefore be used with 
caution in this proceeding, and other interest rate forecasts are 
also too uncertain to· use with confidence in making precise return 
on equity recommendations. In particular, the utilities maintain 
that the current level of lower interest rates does not support the 
contention that equity investors' required returns have fallen 
sUbstant1ally. They believe the DRI forecast should be considered 
only in conjunction with other forecasts and current rates. The 
evidence and arquments are summarized below: 

1. The approximate 130 basis point decline 
from the April forecast of 9.96% to the 
July forecast of 8.67 and the September 
forecast of $.64% tor 1990 demonstrates the 
uncertainty associated with the OP~ 
forecast. 

2. The DR! control forecast for AA bonds is at 
odds with the July Wharton Economic 
Forecasting Associates (WEFA) forecast of 
9.8% for 1990. ORI's July 1989 Control 
foreeast in 1990 is 153 basis points less 
than its Late Recession forecast. 

3. Interest rate forecasts by PG&E,. OR! ,. WEFA, 
and Meyer generally show interest rates 
reaching a peak in early 1989, declining 
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temporarily in mid-to-late 1990, and then 
increasinq aqain.in 1991. However, these 
forecasts assume a recession or a slowing 
of economic qrowth, and no federal action 
to keep interest rates from dropping, 
ma~ng them increasingly unlikely. 

4. The DR! forecast is inconsistent with the 
historical relationship between AA utility 
bonds and inflation rates. Since 1981 the 
yield on AA utility bonds has averaged 7.6% 
greater than year to year changes in the 
consumer price index (CPI). In 1987 and 
1988 the yield was 5.5% greater than the 
CPI. The DRI forecast tor AA utility bonds 
is only 4.3% greater than the forecasted 
inflation rate for 1990. Premiums as low 
as 4.3% have not prevailed since 1970. 

5. By D.88-12-094 in the previous energy 
utility cost ot capital proceeding, the 
Commission chose to place greater reliance 
on recorded interest rates and less 
reliance on the DRI forecast due to the 
subjective analysis underlying the DR! 
forecast and the history of variations up 
to 181 basis points between the torecast 
and actual rates. While recorded rates 
declined from the January 1989 level to 
9.23% in July 1989 the decline is not as 
great as the DR! forecast. 

6. Variations in recorded AA utility bond 
rates of more than 800 basis points during 
the past seven years and over l75 basis 
points during the past two years hiqhlights 
the uncertainty associated with forecasting 
interest rates. 

7. Other economic indicators do not support 
the DR! outlook. For example, PG&E notes 
that while A-rated utility ~onds increased 
in the first quarter of 1989 then 
decreased,. the prime rate and the discount 
rate increased since mid-198S. 

8. The Commission should place less reliance 
on interest rate forecasts than it has in 
previous years because capital markets are 
currently volatile and uncertain,. with 
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stock prices and bond yields tluctuating 20 
to 30 basis points within a tew days. 
Interest rates can change by more than a 
hundred basis points in a matter of months. 
ORI's forecasts of three-month Treasury 
Bills vary by as much as 217 basis points 
in the second quarter of 1990. 

9. ORI is terminating its AA interest 
forecasts at the end of this year., 

Even if there is a short-term decline in interest rates 
in 1990, the utilities argue that equity investors are concerned 
with the value of a security ov~r time" and temporary interest rate .' 
downturns will not change their return requir82Dent. 'rhus, the 
utilities b~iev4-it-is important to evaluate more than a single 
year's forecast in setting a return on equity. 

3. D&. 
Acknowledging that forecasts should be used with caution 

in estimating cost of capital, ORA recommends consideration of 
current interest rates as well as forecasts in deciding a 
reasonable return on equity. Lon9-term 30-year Treasury Bonds 
remained relatively flat in the first five months of 1989 then 
began to tall in the middle of May through July. Short-term 
three-month Treasury Bills rose from the beginning of the year 
through March, then began to decline in March through July. DRA. 
believes that Federal Reserve Board actions to, reduce the federal 
funds rate and reductions in the prime rate in June are consistent 
with an economic slowdown. 

In ORA's view, inflation has stabilized and interest 
rates are likely to decline through 1990, as shown by the ORI 
forecast. ORA concludes that economic conditions today, and those 
forecasted for 1990, reflect. an environment ot lower interest rates 
than those considered in last year's cost of capital proceeding. 
ORA. maintains that investors will consider this relatively stable 
environment When investing in various instruments over the 
long-term • 

- 13 -



• 

• 

A.89-05-011 et al. Al:J/MSW/fs· 

ORA believes that investors will also take into 
consideration the fact that the commission now sets a rate of 
return each year, and will therefore expect returns which re1!.lect 
then-current economic conditions in each future period~ While 
investors expectations about interest rates in 1991 sbould be 
considered, the main concern, ORA argues,. is tor 1990. ORA 
believes this is consistent with our previously-stated principle 
that the cost of capital varies in the same direction as changes in 
the general level of.inflation and interest rates. 

4 _ Los Ange]&s 

Los Angeles presented testimony comparing inflation and 
interest rates at the time of hearings and decision in the previous 
financial attrition proceeding with current levels as of late July 
1989. Los An~eles concludes that wbile short-term interest rates 
have risen, there has been a marked decline of. 75- to 100 ):)as:i.s 
points in lon~-ter.m rates. Los Angeles also'presented testimony 
citing a survey of 38 well-known economists concluding that 'for the 
remainder of. 1989 and 1990 the economy would experience slow 
growth, and tbere would ~e no recession, little change in ~r.d 
yields, lower sbort-term interest rates, and lower inflation. 

Los Angeles believes that inflation and interest rates 
are key determinants of. a proper return on equity, and concludes 
that the above-described reductions in inflation and interest rates 
since last year's cost of capital proceeding are significant and 
must be reflected in a meaningful reduction in SoC41Gas' currently 
authorized· return on equity. 

s. &i.tY 0' SAD Diego 
The City of. San Diego· notes that the July 1989 ORI 

Control AA utility bond forecast is approximately 8.7%, while the 
April forecast used by SOG&E in :i.ts financial model analysis is 
approximately 10.0%. According t~ the City, sUbstituting the July 
for the April forecast in the analysis results in a lower range of. 
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estilnated returns on equity that is co~sistent with ORA's 
recommendations. 

The City of San Diego takes issue with the utility 
position that the DRI Control forecast should be discounted in 
setting equity returns. The City suggests that the utility 
witnesses may have applied their judgement in deciding to do so 
after it became apparent that use of the DR! forecast would be 
disadvantageous to the utilities. 

In response to the utility testimony that historieal 
variations between DR!-forecasted and later-realized actual utility 
bond rates demonstrate the unreliability of the DR! forecast, the 

------,City notes that the variations have been both positive and 
negative. Since the Commission sets returns on equity on the 
principle that such returns move in the same direction as interest 
rates, the City argues that the principle should apply for both 

• 

upward and downward movements. As to- the utility argument that the 
Commission should take a long-term view of interest rate trends in 
setting equity returns, the City supports ORA's view that investors 
are aware the Commission sets returns annually and therefore are 
primarily concerned with near-term rates. 

6. ~ 
FEA takes a position similar to' that of the City of San 

Diego-, suggesting that the cri tieism of DR!' s Control forecast is 
based more on circumstance than it is on principle. While 
acknowledqinq that there are valid critieisms of the ORI forecast, 
FEA believes that the evidence in this proceeding indicates there 
is good reason to· believe that interest rates in 1990 will be lower 
than they were expeeted to be in April 19S9. FEA presented 
testimony showing that interest rates declined 60 to 110 ~asis 
points between December 1988 and late-July 19S9. FEA believes its 
recommendations of lower returns on equity than those now 
authorized for SoCalGas~ PG&E, Edison, and SOG&E are consistent 
with these declines • 
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FEA reconunends a reevaluatio:n of, the use of interest rate. 
forecasts in cost of capital proceedinqs. One alternative would be 
to use the most'recently available information on actual AA bond 
rates at the time a decision is reached. FEA notes that over the 
last five years, this method would have resulted in an average 
error of 1.45% compared to- the average error of 1.64% which 
occurred using the DR! forecast. 

7.. Piscussion 
We note at the outset that the'use of the DR! forecast in 

calculating long-term debt cost is in accordance with the procedure 
we established in 0.85-12-076 for financial attrition filings. At 
the same time, we reiterate our finding in last year's cost of 
capital proceeding that ORr's forecast is subjective and subject to 
variations" and that greater reliance should be placed on other 
factors in determining returns on equity., 

While we agree there are shortc~mings in the OR! Control 
Forecast, we don't believe that these shortcomings merit rejecting 
the forecast entirely. ~he fact that the forecast declined 
130 basis points from April to July does affirm our concern with 
the forecast's reliability~ It does not mean, however, that we 
will disregard the forecast in our determination of the proper 
return or equity. 

Similarly, the fact that the control fore~zt is 
sUbstantially below the Late-Recession forecast does not indicate 
to us that the Control forecast should be largely or completely 
disregarded. We note that DR! assigns a higher probability to the 
Control forecast than to the Late-Recession scenario. 

We are not prepared to, completely eltminate the use of 
interest forecasts· in this proceeding as has been suggested. ~ 
argument that large variations in recorded AA utility bond yields 
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of more than 800 basis points in seven years and 17$ basis points 
in two years undermines the forecasts is weakened for two reasons. 
First, as discussed below, our primary concern i~ the level of 
interest rates in 1990. We are less concerned about the magnitude 
of changes that can be expeoted to, oceur over peri¢ds ot two or 
more years. 

Second, we find fault with the analysis underlying the 
argument. The 800 basis point differential is the difference 
between the 16.78% yield in the first quarter of 1982 and the 8.56% 
yield in the second ~arter of 1986. The 17$ bas~s point 
diff~rential is based on the 10.35% yield in the third quarter of 
1988 and the 8 .. 59% yield in the first quarter of 1987. 
(EXhibit 17, Table 2.) Since we are concerned with setting rates 
of return for a one year period, we think that yearly variations 
are of more value than variations measured on a quarterly basis 
when analyzing the magnitude of changes over time. We note that 
the differentials are smaller when yearly data are used. The 1986 
yield is approximately 5$0 basis points less than the 1982 yield, 
and the 1988 yield is 49 basis points above the 1987 yield. 
(Exhibit 34, Table 1~) We find little basis in the record for 
concluding that AA utility bond rates are so volatile tha~ 
predictions about them for the coming year are useless. 

We conclude that while there is uncertainty associated 
with foreoasting economic trends, interest rates are currently 
below the levels prevailing when we adopted the energy utilities' 
cost of capital tor 1989, and are reasonably likely to remain below 
those levels during 1990. This conclusion is based not only on the 
ORI Control forecast, but on a variety of indicators which include 
alternative forecasts, current yields on Treas~ issues and 
current utility bond interest rates, Federal Reserve Board actions 
t~ reduce the federal funds rate which are consistent with an 
economiC slowdown, indications that inflation rates, have been and yI 
will be lower than when we last considered the energy utilities' 

- 17 -



A.89-05-011 at al. ALJ/MSW/fs AL'I'-COM-PME 

cost of 'capital, and a survey of eccnomists in4icatinq an 
expectation of conditions which are consistent with lcwer interest 
rates. 

Althcuqh there are several economic expectations whieh 
would indicate lower interest rates in 1990, we also must consider 
the reliability of these expectations. 

By their very nature, expectations and forecasts are 
uncertain. The DR! forecast is substantially at odds with 
forecasts of other reputable institutions. For example, the July 
1989 Wharton Economics Forecasting Associates (WEFA) forecast for 
AA bonds for 1990 is approximately 9 .. 8 percent. Thus, the WEFA 
forecast is over 110 basis points higher than the DRl forecast for 
yields on AA utility bonds. This difference buttresses our 
concerns with basing conclusions heavily on forecasts and . 
expectations. 

We concur with DRA that in evaluating the relationship 
between interest rates and returns on equity,. the main concern 
should be interest rates that are expected to prevail during the 
year for which rates are being set. While equity investors are 
concerned with the overall return over the entire period they hold 
the 'stock, we concur with DRA that investors will take into account 
the fact that returns on equity are regularly adjusted to reflect 
current economic conditions.. The logical extension of the utility 
argument for considering lonq-term interest trends would be to set 
constant returns on equity that reflect long-term averaqes ancl do· 
not vary with changes in economic conc:1itions. As we noted earlier . 
in cur a.iscussion of trigger mechanisms, we ccnduc:t annual cost of 
capital reviews in large part to recognize the volatility and 
unpredictability of interest rates .. 

While we believe that a climate of reduced interest rates 
indicates that lower returns on equity are requirec:1 in 1990 
(holding risks and other factors affecting returns constant), we 
agree with the utilities that forecasted reductions in ~ond rates 
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or any other single indicator cannot be used mechanically to lower 
equity returns with pinpoint precisionw Moreover, given the degree 
of uncertainty we believe is reasonable to ascribe to the 
forecasts, we conclude that reductions in authorized returns on 
equity from current levels in the 70 to· 90 basis point range 
recommended by DRA and F.EA are excessive, on the basis of interest 
rate declines. On the other hand, all of the applicant utilities. 
have requested increases in their authorized returns on equity 
ranging from 25 to· 100 basis pOints. We' find no- support tor such 
increases on the basis of interest rate trends demonstrated in this 
record.. In our judg'lnent, to the extent that interest rates are 
determinative of the proper return on equity, reductions in the 
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currently authorized returns in the range of 10 to 20 basis points 
are reasonable. We will consider such reductions along with 
~usiness and. financial risks and. other factors in d.etermininc; the 
authorized return on equity for each utility. 

As previously noted, our current procedures provide for 
use of the DR! Control forecast in calculatinc; the cost of 
long-term debt. SOCalGas, PG&E, and Edison have accepted the use 
of September 1989 Control forecast of 8.04% to calculate long-term 
debt for this this proceeding'_ SDG&E'Ms used a higher estimate of 
10% for AA utility bonds in 1990. We find inSUfficient support for 
an estimate as high as 10% given our find inc; that the overall 
interest rate climate is down for late 1989 and 1990. Since we 
have decided to retain use of the OR! Control forecast for 
determining' equity returns for all of the reasons discussed 
earlier, we· will continue its use for debt costs· in this proceeding' 
as well .. 

We are mindful of testimony in this proceedinc; that DR! 
plans to discontinue the AA utility bond forecast. In view of 
this, and the suggestions that alternative forecasts (or no 
forecasts) be used, we believe that parties in future cost of 
capital proceedings could benefit if a new methodoloc;y can be 
developed for incorporating' interest rate trends (including spreads 
between A and AA bond yields) in the annual cost of capital 
determinations~ We will direct our CACD staff to convene a , 
workshop for the purpose of explorinc; such methodoloqies. 
E. Business Risk 

1. Background 

Two benchmark United States Supreme Court decisions 
establishing the lec;al criteria for determining appropriate rates 
of return are Bluefield Water Works and Improvement Company v. West 
virginia Public Service commission, (1923), 262 US· 679; 6-7 L ed 
1176, 43 S. Ct. 67S and Federal Power Commission v Hope Natural Gas 
Company (1944) 320 US 591; L ed 333, 64 S. ct. 2al. In followinc; 
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these criteria, we are concerned with, among other things, 
compensation to utility investors tor the risks they assume. In 
D.84-12-068 (Application of Southern California Edison Company), we 
noted at page 31 that in estimating a utility's cost of capital for 
a future test period, we must identity the ris~ tor which 
investors require compensation, evaluate the relative maqnitude of 
these risks on the utility over the test period, and quantity these 
observations into an authorized rate of return on common equity and 
total capital. 

Thus, a key task betore us is to identity, evaluate, and 
quantity the risks, including business risks, facing the enerqy 
utilities in 1990. We ~elieve the use of financial models can ~ 
of some help in this regard, because they reflect investors' 
assessments of the risks they face. However, we have previously 
noted that the application and interpretation of the models may not 
accurately reflect allot the intricacies of the financial market. 
(0.87-12-066, page 42 .. ) It is therefore appropriate to combine 
qualitative assessments of risk with quantitative model results in 
arriving at a tinal judgement o~ required returns on equity. 

Most of the utilities cla~ that business risk bas 
increased since the last cost of capital review and should be 
recoqnized in setting their rates of return on equity. ORA, FEA, 
Los Angeles, and City of San Diego generally take the position that 
there has been little change in the overall level of ~usiness risks 
facing the energy utilities since the last cost ot capital review, 
and that return on equity adjustments for business risk are not 
required for 1990. In this section we discuss business risk issues 
common to two or more of the utilities. 

2.. El iminAti2D...ot j:he NRS~ 

In two major gas industry decisions (0.86-12-010 and 
0.87-12-039), the commission has undertaken a major restructuring 
of the regulation of the gas.. distribution industry in california. 
An important component of this restructuring is the phased 
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elimination of balancing account treatment for noncore sales. The 
Supply Adjustment Mechanism (SAM) and the Gas Adjustment Clause 
(CAe) were eliminated May 1, 1988 for noncore gas customers,. and 
replaced by the Negotiated Revenue Stability Account (NRSA) for a 
period of two years. 

The scheduled elimination of the NRSA on April 30, 1990 
is of particular concern, "according to the gas utilities. The NRSA 
limits utility losses and gains in after-tax earnings to a range of 
300 basis points above or ~elow its authorized return on equity. 
SoCalGas notes that with its elimination, the exposure of earnings 

" 
to sales fluctuations will be "essentially unlimited.-

As an example of this exposure,. the utilities point to 
PG&E's loss of $17.8 million for noncore sales in the eight months 
following the initial phase-out of SAM. Without the NRSA, the loss 
would have ]:leen $25·.1 mill:i.on. PG&E could lose $47 million on 
noncore sales in 1989. Although PG&E did. not present percentage 
comparisons of these actual and potential losses with overall 
earnings, its witness did note on cross-examination that since the 
NRSA cap ot 300 ~asis points was reached in 1988, and poss:i.bly will 
~e reached in 1989, the conclusion could :be drawn that PG&E's 
earnings on gas opera:ions vary by 300 ~asis points. PG&E 
maintains that compared to the 300 basis point exposure range under 
the NRSA, a 25 ]:lasis point increase in its authorized return. on 
equity is reasonable compensation for increased business risk. 
PG&E's testimony also notes that a September 1988 Drexel Burnham 
Lambert report on PG&E recognized the phased elimination of 
protective adjustment mechanisms as a "key issue" due to- potential 
sales margin erosion. 

ORA acknowledges that elimination of the NRSA will place 
gas utilities at greater risk for the noncore class, but believes 
the risk is an incremental one which,is extremely difficult to 
quantify. At the same tilDe, ORA believes that gas utilities will 
develop new strategies and benefit from current strategies such as 
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long-term contracts with up-front demand charges to mitigate the 
risks. ORA also notes that elimination of the NRSA provides 
opportunities for enhanced profits as well as risks. Finally, ORA 
states that the April 30, 1990 expiration ot the NRSA could. be 
extended if the commission find.s compelling reasons to do so. 

City of San Di~go argues that any loss of noncore 
customers tor SOG&E would be minuscule in light of the small 
percentage of SOG&E's utility business represented by the portion 
of noncore sales. sUbject to fluctuations. 

We find that the elimination of the NRSA.,:may result in an 
add.itional risk for the gas utilities that was not fully consid.ered 
when their equity returns were last established. In last year's 
cost of capital proceeding we considered the NRSA as an otfset to 
the additional risk posed by the el~ination of the SAM. 
(0.88-12-094,. pag'e 20.) Since the NRSA will be elilninated after 
four months of the 1990 test period have passed, that offset to the' 
SAM risk will not exist ,tor the remaining eig'ht months of the year. 
We note that at this time there is no reason to assume the NRSA 
will be extended beyond April 30 as ORA suggests. 

In our j ud.gement,. the elimination of the NRSA should be 
considered as an additional risk in evaluating' each g'as utility'S 
return on equity for 1990. However, we do· not believe an increase 
of as much as 25· basis points above currently-authorized returns on 
equity as sUg'gested. by PG&E is necessary or reasonable, whether for 
gas utilities as SoCalGas and. Southwest or for combination 
utilities such as PG&E and 5OG&E. We recognize the NRSA protected 
PG&E from more than $7 million ($25.1 - $17.S million) in after tax 
losses in the first eight months following implementation of the 
gas restructuring program, and may provide a greater savings in 
1989, but when we evaluate risk, we are concerned with the range of 
future possibilities. Actual losses in the past tell us too· little 
about the probabilities of future losses or gains that can be 

expected tor PG&E and the other gas utilities .. 
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In arriving at our judgement, we have also considered the 
likelihood that as gas utilities continue to operate in the new 
structure, they will begin to develop risk-reducing strategies as 
ORA suggests. We also recognize that investors have been aware of 
the phasing out of protective meehanisms, as indicated ~y the 
Drexel Burnham Lambert report on PG&E in September 1988. To, the 
extent that investors' perceptions ot the associated risks are 
reflected in the tinancial model analyses, the risks have already 
been quantified. 

3. other Gas Industry Restructuring Risks 

In addition to the elimination ot the NRSA, the gas 
utilities claim there are other 60ngoing6 risks associated with 
industry restructuring, including particularly changes resulting 
trom federal regulatory poliey. These include take-or-pay 
liability, the entry of federally-regulated pipelines in their 
service territories, and operating inetticiencies relating to the 
coordination of noncore customer-owned transportation gas. other 
such risks cl'aimed by the utilities include this. Commission's ACAP 
proceedings in which the allocation of noncore revenues and costs 
is at issue. 

ORA's witness :believes these risks were primarily 
considered in previous cost of capital proceedings. (O.87-12-064, 
D.87-12-068, and 0.88-12-094.) DRA also believes that the 
incremental risks facing the gas utilities are substantially 
mitigated through both the accommodatinq actions taken by the 
commission and the utilities' positive eftorts to meet the 
ehallenges of the evolving marketplace. 

Los Angeles generally agrees with ORA, arguing that 
SoCalGas has exaggerated its business risks. Los Angeles believes 
that both the finaneial community and the Commission have already 
considered the business risks taced by SoCalGas as a result ot 
industry restructuring, and that an inerement te> the return on 
equity to reflect sueh risks is neither required nor appropriate at 
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this time. City of San Diego also argues that SOG&E'has not shown 
there are new risks which have not been previously ~onsidered. 

This is not the first time we have evaluated the risks 
~reated by gas industry restructuring. In last year's energy 
utility cost of capital proceeding, we stated: 

HThe investment community has been aware of risk 
associated with the new gas regulatory 
structure since 1986 and we have provided for 
that increased risk in Commission policy and in 
the attrition proceedings, most recently the 
1988 attrition proceedinq. (0.88-12-094, 
paqe 20.) 

In that same decision, we found the following: 

*14. 

*15. 

*31. 

H33. 

*45. 

'rhe new regulatory structure in the gas 
and electric industry bas created new 
risk7 however, such risk was reeoqnized in 
the 1988 attrition proceeding. 

The new requlatory structure has provided 
the energy utilities flexibility to meet 
both their needs and ratepayers' needs to 
respond to the ~ompetitive marketplace. 

Increased risk assoeiated with regulatory 
changes in the ele~trie and gas industry 
were considered in the 1988 attrition year 
proceecUnq. 

'I'be investment eommuni ty bas been aware of 
increased risk associated with the new gas 
regulatory structure since 1986. 

The intent of decisions related to the gas 
and electric industry restructure is to 
provide the regulated utilities a means of 
respondin~ to marketplace chanqes, keyed 
to- competl.tion and :bypass. (0.88-12-094, 
Findings ot Fact,. pages 42, 44 and 45.) 

We have carefully considered the evidence and arguments 
in liqht of our previous findinqs,. and conelude that while 
restructurinq ot the gas. industry due to tederal and state policies 
has created new risks in the past few years, such risksbave 
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previously been considereQ by this Commission and incorporated in 
our rate of return deliberations. For the 9as utilities as ,a 
group, we tind no justification for enhancing returns on equity in ~ 
1990 as a result of the restrueturin9, except as <:iiscussed above 
with respect to the NRSA. 

4. Elgs::tric 1DduStxy Competitive Jti,sks 

The arquments that new risks are facinq electric 
utilities as a result o~ third party generation ana self-qeneration 
are no more persuasive than those made for gas industry 
restructurinq. Edison and PG&E provided testimony that third-party , 
capacity and sales have qrown rapidly, with as much as a 90% 
increase in the proportion of power supplied by third party 
producers from 1937 to 1988 in the case of Edison. E<:ii$On expects 
Qualifying Facilities (QF) power producers t~ brin9 another 1,300 
MW on line in 1989 and 1990, a 50% increase over year-end 1988. 
PG&E purchased 9,300 Gwh, or 14% of total 1988 sales from QF . 
producers. Edison and PG&E have not, however, persuaded us that 
the risks associated with this qrowth ,are siqnificantly different 
from those previously considered in their eost of capital reviews. 
Substantial qrowth in the number of third party contracts and in 
the capacity they provide does not~ alone, indicate new risk for 
1990 which was unforeseen a year ago. 

ORA believes, and we aqree, that third-PArty production 
risks and bypass risks are real and should be considered in 
determininq returns on equity. Undoubtedly there is less certainty 
in resource planninq, but as ORA points out, these risks have 
alrea~y been recognized in past rate of return proceedin9s. 
(0.88-12-094, Findin9s, of Fact 14 and 17" paqe 42.) Also, we note 
that while third-party qeneration creates resource planninq risks, 
there are benefits in the reduction of the utility's exposure to 
large baseload plantrislcs. 

At the same tilDe,. as noted by City of San Oieqo, we 
recently decided to retain the ERAK (Electric Revenue Adjustment 
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Mechanism) and ARA (Attrition Rate 'Adjustment) protection 
mechanisms (0.,89-05-067, May 26, 1989). Elimination of these 
mechanisms had been considered since late 1986, creating an 
additional risk which was addressed in last year's ~ost of capital 
proceeding. (0.88-12-094, Finding of Fact 24, page 43.) Retention 
of these mechanisms may represent a reduction of risk for electric 
utilities compared to one year ago, although we do not consider 
this a substantial reduction. 

We also agree with ORA that bypass risk is mitigated by 
our policy ot moving closer to EPMC (equal percentage of marginal 
cost), and the Commission's authorization of special contracts tor 
large customers to, encourage their remaining on the system. 
Further, ORA notes that diminished concern over bypass risk was a 
factor'in our deciding to retain the ER.AM'mechanism. 
F. 'Q'Rdats:s 

Several parties have urged that we consider the interest 
rate environment prevailing at the time we reach a decision in this 
proceeding and the impact it has on both equity returns and 
long-term debt costs. The general theme of their concern is that 
economic conditions prevailing at the time of the hearings are 
likely to' Change by the end of the year, and rates of return for 
1990 should reflect the most recent possible information. ' 

We are sympathetic to these concerns,. but we are largely 
constrained trom implementing the various proposals because of 
practical considerations involving our decision process. Under the 
provisions of § 311 (d) of the PUblic Utilities (PU) Code,. the 
Commission cannot consider a matter until at least 30 days atter 
the proposed decision ot the ALJ is filed, except in an unforeseen 
emergency situation or upon the stipulation of all the parties t~ 
the proceeding_ Unavoidably, there will normally be several weeks 
of delay between the closing of the record and the date of a 
decision • 
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Additionally, it seems unlikely that reopening the record 
to receive additional interest rate intormation would ~e as simple 
a matter as the parties apparently anticipate. Given the extent of 
disa9reement and complexity of the issues noted in our discussion 
of interest rates in this opinion, we are somewhat doubtful that 
parties would easily reach agreement as to what the Winterest rate 
environment" is .. 

As we noted at the outset of this op1n10n, we just 
recently considered and adopted procedures for ACC proceedings, 
including update procedures, in the rulemakinq that resulted in our 
decision (D.89-01-040). The adopted update procedure was followed 
in this proceeding with the submittal of late-filed Exhibit 40, 
which included September interest rate forecasts.. Onder normal 
circumstances, we intend to follow the procedures adopted in the 
Rate case Plan decision for updates in ACC proceedings .. 
G. OPtimal CApital structure 

1. Background. 

In last year's enerqy utility cost of capital proeeedinq 
we determined that the concept of an optimal capital structure 
(OCS) for California utilities should be considered in this 
proceedinq. We directed SoCalGas, PG&E, Edison, SOC&E, and SPPC to 
waddress the optimum balanced capital structure in their respective 
electric and gas requlated industry in their next tinancial 
attrition proceeding.w (D.88-l2-094 and D.89-04-051.) 

Our decision to address the capital structure issue was 
an outgrowth of our determination that SDG&E's proposed capital 
structure in that proceeding was out of line with that ot the other 
ener9Y utilities and that a lower equity ratio should be adopted 
for SOC&E~ The overriding concern in doing so was to ensure that 
equity ratios we adopt in determining overall rates ot return on 
rate base are no qreater than required to' maintain reasonable 
credit ratings and the ability t~ attract capital. 
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As directed, the utilities incluoeo comments on the OCS 
issue in the testimony of their cost of capital witnesses. ORA 
witnesses Phyllis White and Clayton Tang and FEA witness Philip 
Winter presented testimony and recommendations as well~ The 
material issues are whether we should adopt target or guideline 
capital structures for enerqy utilities, and if we dc, how the 
tarsets should be deter.mined~ whether there should be a specified 
range of permissible capital ratios, whether target capital 
structures should be the same for all utilities,> how such targets 
should be implemented,. and whether they should be periodically 

.' 
reviewed and adjusted. 

There is general agreement on certain financial 
principles underlying the OCS concept. Equity financing is more 
costly than debt financing because of its higher risk. Because 
debt financing is less costly and it is tax-deductible, ratepayers 
benefit from the use of debt finanCing, or leverage, but there are 
limits to this benefit. As debt ratios are increased and equity 
ratios are correspondingly lowered~ credit ratings are downqraded 
and financial risk for equity investors increases, requiring 
greater returns on equity. 

Additional leverage is therefore advantageous to 
ratepayers up to, the point that overall capital costs begin to 
increase as a result of increased cost of equity caused by greater 
financial risk and increased cost of debt due to degradation of 
credit ratings. Determining the appropriate levels of debt and 
equity is complicated and made more so because firms also use 
preferred stock to raise capital. Preferred stock has qualities of 
both debt and equity financing and its cost is between that of debt 
and equity. The OCS is the particular combination of debt, 
preferred stock, and equity Which produces the lowest overall cost 
of capital, with consideration given to the need to maintain a 
deqree of financial flexibility. 
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2. 

follows: 
1. 

2. 

3 .. 

4. 

5. 

6. 

Comments and Proposals of the utilities 
Tbe comments ~f the utilities are generally summarized as 

Determining the OCS for a firm requires a great 
d.eal of j ucigement; the OCS cannot De precisely 
d.etermined through quantitative means. Despite 
extensive stud.y of the OCS issue DY financial 
and academic experts, no consensus on specific 
structures has emerged... Therefore, if OCS 
targets are establisbed~ there sbould be 
reasonable ranges within whicb utilities 
exercise managerial discretion. 

Any ocs targets adopted sbould ~e designed to 
maintain investment grade bond ratings.. Edison 
and SDG&E recommend the bond. ratings of. single 
A and higher De used.. However, there is a 
weakness in quantitative approacbes to 
determining target capital ratios on the ~asis 
of Dond rating criteria Decause other factors 
besid.es debt ratios affect ratings, and ratings 
are not necessarily changed with Changes in 
f.inancial ratios. 

An adopted OCS must be based on consideration 
of the need. for utilities to maintain the 
flexibility to raise new f.inancing at all 
times. 

A generic OCS does not exist for all california 
energy utilities. Differences in risks~ 
embedded. deDt costs and preferred stock costs~ 
and financing techniques among firms will 
result in a ciifferent OCS tor each firm. 

A utility'S OCS will vary over time tor the 
same reasons that the OCS varies among firms. 
Any adopted target will require periOdic review 
and. adjustment. Other reasons for periodic 
review include variations in the spread between 
debt and equit~ costs and. possible changes in 
bond. rating cr~teria. 

Any adopted OCS targets sbould De Dased on 
consideration ot financial capital structures, 
which reflect short-term debt and capital 
leases as well as the long-term debt considered 
in ratemakinq' capital structures. Bond ratings 
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agencies consider total de~t leverage~ not just 
long-term de~t. Setting a target de~t ratio to· 
achieve a given ~ond rating would not result in 
achievement ot that ratinq if only lonq-term 
de~t is included. The financing ot assets 
which are excluded from rate ~ase (such as fuel 
oil inventories, which are financed ~y 
permanent short-term de~t) has the same impact 
on a utility's risk as lonq-term de~t financing 
o·t ratel:>ase, assets .. 

Among the utilities, only SDG&E proposed specific capital 
structure guidelines. SDG&E ~elieves that although optimal ~ond 
ratings will not remain static OVer time, the optimal bond rating 
for each utility will likely fall within the A t~AA rating 
categories.. Standard & Poor's guidelines for electric and 
combination utility debt include debt ratios of 39% to 46% for an 
AA rating and 44% to 52% for an A rating. Using the midpoint ot 
these rating guidelines and the 7% averaqe preferred stock ratio 
tor' electric utilities, SOG&E determined that the following capital 
structure guldelines are reason~le~ 

Long-term debt: 
Preferred Stock: 
Common equity: 

3.. PEA' B Proposal 

45.5% :t 5% 
7.0% :t 2% 

46.0% :t 5% 

ORA acknowledges that energy utilities are racing 
increasingly competitive markets and will therefore have some 
incentive to minimize costs, includinq capital costs. However, ORA 
~elieves that such incentives may not be adequate to· ensure that 
utilities make efficient use of leverage. As ORA's witness. White 
testified, many utilities remain primarily monopolistic in 
character. ORA ~elieves that the Commission's practice of 
authorizing very similar returns on equity to utilities within a 
particular industry has led California utilities to-hold more 
common equity financing than have compar~le risk-posit~oned 
utilities. White noted that while corporate leverage of' 
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nonreCJ\llatecl firms has increasecl since 1981, the opposite has been 
true of energy utilities. In order to ~alance the interests of 
shareholders and ratepayers,. ORA mAintains there should be 
requlatory oversight of capital structures. 

ORA maintains that the OCS for regulated firms can be 
cleter=inecl on the basis of finance theory, empirical analysis, and 
informed judgement. ORA compared california energy utilities with 
comparable qroups of energy utilities and found that the cali!o~ia 
energy utilities bold higher proportions of equity and tend t~ out
perform comparable utilities in areas of interest to investors. 
ORA concludes,. however, that the cli~ferences are not siqnif:i.cant. 

ORA also developed a linear programminq model (LPM) which 
calculates the OCS given the bond rating of a utility. ORA defined 
the OCS as the capital structure that results in the lowest pre-tax 
weighted average cost of capital while maintaining Standard and 
Poor's quantitative bond rating criteria for a specific bond 
rating. ORA used the model to determine the OCS for electric 
ut:i.lities with BBB" A, and AA bond ratings,. and separately for gas 
utilities w:i.th the same ~ond ratings .. 

As a result of its analysis, ORA recommends that 
California utilities be given prospeetive direction to manage their 
financial capitalization towarcl the OCS targets shown below, which 
are based on criteria for sinqle-A bond ratings.. City of san Diego 
supports ORA's recommendations,. and SoCA1Gas. supports the targets 
for gas utilities provided they are reviewed annually. 

Lonq-term debt:: 
Preferred stoc~: 
Common equity:: 

~lectric ~ 

48% 
10 
42 

43% 
10% 
47% 

ORA also recommends that the Commission recognize that: 

*1. Utilities should manaqe their financial 
capital structures according to, S&p sin~le 
A financial benchmarks and their financ1al 
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capital structure should torm the basis for 
their ratemakinq capital structure. 

N2. Utilities should be given prospective 
Qirection to manage their financial 
capitalization towards the OCS. 

N3. Demonstrative proqress towards the OCS must 
be evident within three years,. atter which 
utilities bear the burden t~ prove that the 
excessive capital costs, associated with 
their chosen tinancing, should not be 
d:i.salloweCl. 

N4. Issuin~ preferred stock is an acceptable 
financ.nq alternative that yielCls savinqs 
to ratepayers. Utilities should maximize 
not reduce - preterred stock tinancing in 
their investment portfolios. 

N5. In the interest of protectinq utility 
credit quality, utilities that have 
diversified anCl/or have adopted alternative 
corporate structures should be directed to· 
show, as part ot their next cost ot capital 
proceeding, how utility operations are 
insulated from the operations ot 
diversifieCl enterprises. 

N6. Finally,. all else beinq equal, lower 
returns should be authorized for utilities 
that hold higher than Average common equity 
ratios, and vice-versa. 

ORA views its OCS targets AS etficiency or pertormance 
indicators which could serve ~s ~ wred fl~gW for inClicating 
possible management impropriety in capital finanCing. For electric 
and qas utilities, common equity ratios e?,ceedinq 42% and 47%, 
respectively, in three years would be unacceptable without a 
compelling reason put forth by the utility. 

ORA explains that its recommendation to maximize 
preferred stock financing encompasses creatiVe finanCing techniques 
such as seAsonal financing under the category of preferred stock. 
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4. PEA's Proposal 

FEA's witness Winter agrees with ORA that utilities may 
attempt to maximize returns to shareholders throuqh choice of a 
sUboptimal capital structure. FEA believes it is appropriate for 
requlators to scrutinize a utility's capital structure choices just 
as it is other operatinq decisions. 

FEA also agrees with ORA that capital structures which 
support bond ratinqs stronqer than sinqle A are not cost efficient 
and should not be used for ratemakinq. Winter presented an 
analysis showinq that the spreads between yields on A rated 

" 
electric utility bonds and higher rated bonds are currently so 
small that the reductions in debt required to· achieve the hiqher 
ratinqs are not justified. Winter concluded that for electric 
utilities, ratinqs hiqher than sinqle A are justified less than 15% 
of the time and have not been justified since the early 1980's. A 
further indication that sinqle A ratinqs are adequate and 
appropriate is the tact that 46% ot investment grade industrial 
firms have an A ratinq~ whereas only 4.9% of such firms have AAA 
ratings and only 16,.2% have AA ratinqs. 

FEA recommends, that for predominantly electric utilities, 
the Commission'adopt capital structures that contain 44% to '52% 
debt,.. 5% to 10% preferred stock,. and the remainder common equity. 
FEA notes that the qreatest cost savinqs are associated with debt 
and preferred stock ratios near the upper ends of these ranqes. 

s. Discussion 
We recoqnize that capital structures Which maximize 

shareholder interests may not always result in the maximum benefit 
to ratepayers,. and, therefore, that regulatory oversiqht is . 
required to, assure an appropriate balancinq of interests. The 
question before us is how such oversiqht should be achieved now and 
in the future. Our decision in last year's cost of capital 
proceedinq to· limit SDG&E's authorized ratemakinq equity ratio, is 
an example ot our prior approach. We conclude that we should 
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continue to evaluate capital structures on a case ~y case ~asis in 
procee~ings such as this. We will not adopt tixed target tinancial 
or ratemakinq capital structures. However, we recognize that the 
analytical ~ethods presented in this proceeding, particularly those 
ottered ~y ORA, will be valuable in our evaluations. 

It is clear that determining whether any utility's 
capital structure will result in the lowest overall cost ot capital 
over the long term involves considerable judgement. It strikes us 
that the re9Ulatory task of determining the appropriate eapital 
structure tor a utility is not unlike the task ot determining the 
appropriate return on common equity. In both cases it is necessary 
to make use of quantitative analyses which are tempered by 

judgement which is based on consideration of financial market 
conditions and the particular circumstances of a utility_ 

Despite evidenee from ORA's LPM analysis that the OCS is 
not sensitive to various cost ot capital scenarios, we are 
concerned that the recommended targets imply too much preeision and 
accuracy, and make insutticient allowance tor the possibility that 
the OCS will change over time and vary among utilities. ORA's 
testimony does show that decreases in equity costs towards the cost 
of debt and preterred stock could cause the model to select other 
capital structures. Also, bond ratings criteria are sometimes 
Changed, the spread between yields on ~nds of ditterent ratings 
varies, and risk premiums ot equity returns over debt yields vary. 

creating a presumption that one particular capital 
structure will be optimal over a long term leaves too little room 
tor the possibility that other structures may be reasona])le tor any 
variety ot reasons. Although DRA's approaeh would allow utilities 
to prove their chosen structure is reasonable despite being 
difterent from the fixed target, we are concerned that utilities 
mi9ht tend,. in an abundance of caution, to manage their 
capitalization towards the target$ even if it were not in the 
ratepayers' or shareholders' interests to· <10' so'. 
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• While oversight of utility capitalization is necessary 
and ~ppropriate, we believe utilities must be given some discretion 
to· manage their capitalization with. a view towards not only 
shareholder interests but also regulatory requirements and 
ratepayers' interests. Establishing ranges around the tixed 
targets might appear to allow such. managerial discretion, but we 
believe that such an approach. could aggravate the problem by 
creating the presumption that any capital structure consistent with 
the allowable ranges is reasonable when that might not be the ease. 
We conclude that regulation to ensure that utilities are managing 
their capitalization to optimal levels will be most etfective it it 
is on a case-by-case basis and it it allows for consideration ot 
variations over time and among utilities. 

It should be emphasized that we are not excusing 
utilities from their burden ot showing that their capital 
structures and their ratemaking capital structure proposals are 

_ reasonable and justified in cost of capital proceedings. We 
nticipate that capital structure issues will continue to be 

important parts of these proceedings, particularly the question 
whether equity-rich structures should be adopted. 

ORA's recommendatio~ that issuance ot preterred sto~ be 
considered an acceptable tinancinq alternative has merit. Although 
we are not adopting ORA's target recommendation of 10% preferred 
stock, we will give careful consideration to· the utilities' use of 
preferred stock and make adjustments to authorized capital 
strUctures it they are not making appropriate use ot this tinancing 
alternative .. 

.' 
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, We believe that ORA's recommendation that utilities that 
have eiversitied and/or adopted alternatiVe corporate structures be 
directed to show, in the next cost of capital proceedinq, how 
utility operations are insulated trom the etfects ottheir other 
enterprises has merit. The proposal will be adopted. 

1:V. South@;rn ·Ollitornia Gas Company; 

A. BackgrOund 

By its application, SoCalGas requests an authorized 
return on equity of l4.0% ancl an overall rate of r-eturn of. 11.50% 

" 

f.or 1990. It estimates that the related revenue requirement 
increase is $23.565 million annually. This increase incorporates 
the revenue requirement increase requested in SocalGas' pending 
test year 1990 general rate case application (A.8S-l2-047). 
Because the application is based in part on the April 1989 DR! 
forecast for AA utility bonds, SoCalGas requests that the 
authorized cost of capital and revenue requirement incorporate the 
latest available DRr forecast at the time a decision is reached in 
this proceeding'_ 

SoCalGas' presently authorized and requested rate of 
return, as well as ORA's and Los Angeles' recomll1endations, are 
depicted in the following tables.:-
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Component 

Lonq-Terln DeDt 
Preferred Stock 
Common Equ:i. ty 

'l'OTAL 

Component 

Long-Term OeDt 
Preferred Stock 
Common Equity 

'l'O'l'AL 

SoCalGas' Pr9sent Authorization 
(D. 88-12-094) 

cap.i,:tal RAtio 

45.50% 
9.30 

J5.20 

COst Pactor 

100.00% 

9.66% 
7.32 

13.00 

Soealcas' Request* 

capital Ratio· 

45-.00% . 
9.70 

4.5. ,0 

100.00% 

cost Pactor 

9 .. 27% 
7 .. 3& 

14.00 

.' 

Weighted Cost 

4.40% 
0.68 
5.88 

10.96% 

Weighted Cost 

4 .. 17% 
0.71 
6.34 

11.22% 

* Updated to reflect the September 1989 ORI forecast~ 

DBA's RectommeMation* 

Component Oapital Rati,.Q. cost Pactor Weighted, Cost 

Long-Terln oeDt 45,.00% 9.22% 4.15% Preferred Stock 9.70 7.31 0.71 Common Equity 45.30 12.25 S.5~ 

TOTAL 100.00% lO.41% 

* Updated to reflect the September 1989 DRI forecast. 

Component 

Long-Term DeDt 
Preferred Stock 
Common Equity 

TOTAL 

Los Angeles' BecOJ!lJlleJ]datiQD 

ClPital Ratio 

45,.00 % 
9.70 

45.30 

100.00% 

cost FaGor 

9 .. 468% 
7 .. 400 

12.650 

Weighted C9Sj: 

4 .. 261% 
0.718 

.5.730 

10.709% 

SoCalGas presented the testimony of its Vice President 
and controller, Ralph 'l'oClaro' (Tociaro).. ORA, Los Angeles, and FEA, 

- 37 -



'" 

• 

A.89-05-011 et al. ALJ/MSW/f~ * 

presented the testimony of Edwin Quan (Quan), Manuel Kroman 
(Kroman), and John B. Legler (Leqler), respectively. Leqler's 
testimony addressed return on equity issues. 
B. Capital stru~ 

SoCalGas proposes a capital structure which includes an 
increase in the equity ratio from the currently authorized 45.2% to 
45.3% for 1990. ORA finds that the proposal is not significantly 
different from that used to set the utility's rate of return for 
1989, and concludes that it is both reasonable and within the range 
of optimal as defined in ORA's optimal capital structure study. 
Therefore we will adopt the proposed 1990 capital "structure 
consisting of 45·.00% long-ter.m debt, 9.70% preferred stock,. and 
45.30% common equity .. 
C. Cost ot' LoDq-Texm· Debt 

and Exeterre(l Sj;gek 

As shown in late-filed EXhibit 40, which incorporates 
ORI's September, 1990 Control interest forecast for AA rated 
utility bonds, SocalGas' updated estimate of its embedded long-term 
debt cost for 1990 is 9.27%. The difference between this estimate 
and ORA's lower estimate of 9.22% is due to· the different risk 
premiums used to reflect SoCalGas' lower bond rating.. Although Los 
Angeles' cost of capital recommendation for SoCalGas includes a 
long-term debt component, Los Anqeles also, aqreed that the adopted 
cost should reflect updated forecast information. Accordingly, 
since we have adopted ORA's recommendation for a 2~ basis point 
additive,. we adopt its 9.22% estimate of long-term debt cost for 
1990. 

There also is a five basis point difference between 
SoCalGas' and ORA's estimates of preferred stock costs due to the 
different risk premium additives used. The parties did aqree that 
the estimated cost of the planned issue for 1989 should be 61 basis 
points less than the estimate used for A rated utility bond issues~ 
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For the same reason we adopt ORA's long-term debt cost, we will 
adopt its 7.31% cost for preferred stock for 1990. 
D. Return on common Equity 

The principal issue concerning SoCalGas' application is 
the appropriate return on common equity tor SoCalGas in 1990. The 
following table summarizes the position of each party: 

Party Recommended· Bgturn 

SoCalGas* 
ORA: Recommended range 
ORA: Specific Recommendation 
Los Angeles 
FEA: Recommended range 
FEA: specific R~commendation 

14.00% 
11.90% - 12.40% 

12.2S 
12.65- (Maximum) 

12.00% - 12 .. 50% 
12.25 

* SoCalGas acknowledged that based on current 
interest rate information as of the time of the 
hearings, a return on equity of 13.25% could :be 
appropriate. 

SoCalGas, ORA, and FEA submitted testimony on the results 
of various financial models Which they considered in developing 
their return on common equity recommendations.. SoCalCas and ORA 
used the Discounted Cash Flow Analysis (OCF), Risk Premium 
Analysis (RPM), and Capital Asset Pricing Mod.el (CAPM) as part of 
thei:r: analyses.. FEA used the OCF and. RPM models.. Los Angele~' 
witness Kroman did not use these models in arriving at his 
recommended return on equity, :but did extensively analyze 5oCalGas' 
use of the models. 

Detailed descriptions of each financial mod.el are 
contained in the record and. are not repeated here. In previous 
cost of capital proceedings we have found that parties using the 
financial models invariably caution against too much reliance on 
them, and urge that the model results be tempered. :by judgement .. 
This p~oceedinq yielded no exception to- that general rule. Los 
Angeles' witness Kroman took a harsher view, indicating that in his 
view the mod.els are of virtually no value in d.etermining a 
utility'S return on equity. Kroman did acknowledge that they may 
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be of some value in discerning trends about investors' expeetations 
and required returns if consistent data and assumptions are used 
over time~ Other parties believe that the models, it properly 
applied, ean be useful to· establish a ranqe of returns within Which 
judgements about the preeise return can be made. 

We believe that despite these well-recognized limitations 
on the value of the three financial models, they are nevertheless 
useful in establishing a range ot required returns to consider in 
selecting the authorized return. They may also be useful in 
evaluating trends of investor expectations When consistent 

," 
assumptions and data sets are used in the analysis A However, in 
the tinal analysis, it is the applicat10n of our judgement that is 
crucial in determining the appropriate return on equity, not the 
accuracy of a particular model. 

The following table summarizes the model results 
presented by witnesses Todar~,'Quan, and tegler~ 

Hodel Party Bange 

OCF 

RPM 

CAPM 

SoCalGas (Group of 8) 
ORA (Group of 14)* 
ORA (Company-specitic)* 
FEA (Group ot 24)* 
FEA (Company-specific)* 

SoCalGas (Group' of 8) 
ORA (Group of 14) 
rEA (Long-term premiums) 
PEA ($ year premiums) 

SoCalGas (Group of 8) 
ORA (Group, of 14)* 
ORA (Company-specific)* 

l2 .. 09% -
12.05- -
10.44 
11 .. 5 
ll.7 

12.74 
ll .. 38 
l3.1 
l2.0 

l5.45% 
l2'.58 
10.98 
12.0 
13.1 

l4.98 
l2.8S 
l3.3 
l2.l 

l3.47% 
12.51 12.56 
13.31 13.43 

w Although DRA presented the company-specific 
results of the OCF and CAPM models for Pacific 
Enterprises, SoCalGas' parent company, ORA 
recommends that the estimate of the appropriate 
return on common equity be based on the comparable 
group of 14 gas utilities. Similarly, FEA 
believes it is more relevant to review OCF results 
tor comparable companies .. 
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SoCalGas used both historical dividend yields and Value 
Line Dividend forecasts to estimate the growth component of its OCF 
model. the historical yields resulted in a range of 14.98% t~ 

15 .. 45% required return on equity. the forecasted qrowth version of 
the OCF model resulted in an estimate of 12 .. 09%. SoCalGas believes 
that the upper range of ORA's ocr results would have been as much 
as 200 basis points higher if it had used historical data. In the 
company's view, historical data should be considered as well as 
forecasts because it is less subjective. 

ORA believes historical dividends and earnings growth may 
not provide a good indication of future dividend ~owth, and gave 
little weight to them. In ORA's opinion, forecasted and 
sustainable ~owth indicate that present market conditions cannot 
reasonably support the historical rate of dividend growth.. We 
recognize that there may be an element of Circularity in the 
historical growth version of the OCF model in that high historical 
levels of growth could alone incorrectly indicate a future need for 
high returns. Nevertheless, we conclude that some wei9ht can be 
given to historical growth rates in our overall assessment When 
other measures of growth are also considered. 

FEA believes that Todaro'S DCF analysis is flawed because 
the eight comparable gas utilities had widely varying OCF results, 
ranging fonn ll.0% to 21 .. 3%.. FEA believes this indicates the 
utilities used by SoCalGas do not have comparable risks. According 
to FEA, an indicated required return of 21.3% renders the grou~ 
analysis meaningless.. Los Angeles also· believes the group· 
comparison is unrealistic because SocalGas is much larger and 
therefore less risky than the utilities it was compared to. 

While we expect to find a range of estimates in looking 
at comparable ut:i.lities,. we believe an analys:i.l!~ that includes 
required returns as hiqh as 2'l.3% must be 9iven diminished weiqht,. 
particularly since that observation is include4 in a relatively 
small sample of eight comparable utilities. 
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As part of its RPM analysis, SoCalGas used the April 1989 
DR! Control forecast and a 50 basis point additive to estimate 
yields on utility ~onds of A rated utilities. FEA notes that the 
results of SoCalGas' RPM analysis would ~e significantly lower had 
the July ORI forecast been used. SoCA1Gas acknowledges that using 
the September ORI forecast yields a lower RPM estimate ~ the 
April forecast, stating that ~ased on the five-year average risk 
premium over utility bonds, the required return would be 13.58% 
instead of 14.98%. We agree with FEA, and note further that ' 
SoCalGas' estimate of A rated. bond yields for 1990,. is based on a 
spread of 50 ~asis points over the forecasted AA rate.. For the 

reasons stated earlier in our discussion of the spread bet'Ween"A.-'
and AA bonds, this could result in the model result being 
overstated.. 

As with SoCalGas' OCF analysis, FEA believes that the 
risk premium for one of the utilities in the comparable group, 
Atlanta Gas light, is unrealistic because it indicates an expected 
return on equity of about 19%. We agree, and conclude that the 
upper limit of its RPM range is probably overstated. 

FEk criticizes SOCalGas' CAPM analysis ~ecause of its use 
of adjusted Value Line ~etas and ~ecause it relies on outdated 
interest rate forecasts. FEA bel;eves a simple updating of the 
CAPM analysis would result in a required return below 13.0% 
compared to the 13.47% estimate in its testimony. 

Los Angeles presented an analysis,comparing SoCalGas' use 
of the financial models in this proceeding with its analysis in 
last year's proceeding_ Kroman's testimony showed that it SoCalGas 
had used the same group· of comparable companies in both years, the 
model analysis would have demonstrate4 significantly lower equity 
returns are required this year. Kroman concludes that instead of 
an increase in SoCalGas' return from the currently authorized 13.0% 
to 14 .. 0%, a decrease in the range of 75 to 80 basis points is 
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, 
warranted on the basis of consistent application of the finaneial 
models. 

In arriving at his recommended return on equity, Kroman 
used a comparative earnings approach. His analysis shows that 
returns on equity for utilities with bond ratings similar to 
SoCalGas typically fall within the range of 12% to 13%. Usinq this 
approach with Value tine estimates, he found that a composite 
return for the gas industry is falling from 13.0% in 1989 to 12-.5% 
in 1990. Kroman believes that returns in this range are adequate 
to support investment graae bond ratings, and meet interest 
coveraqe tests. " 

SoCalGas states that its requested return on equity will 
result in an interest coveraqe ratio of 3.40 in 1990. A 12.25% 
return on equity as recommended by DRA and FEA will result in a 
coverage ratio- of 3.19. SoCalGas believes that ratio is barely 
adequate under Standard and Poors' guideline ot 3 to 4.2S times 
annual interest expense and other fixed charges in order to 
maintain an A bond rating. Los Anqeles notes that bond ratinq 
agencies consider other factors besides interest coverage 
guidelines when rating bonds. 

SoCalGas states that its financial risk is relatively 
high due to· its relatively low proposed equity ratio ot 45.3%. 
Since the proposed capital structure is not significantly ditferent 
trom the currently adopted structure,. ORA :believes, and we concur, 
that the level of tinancial risk facing SOCalGas has not changed 
significantly since 1989. We do- note that the common equity ratio 
we are adopting is 10 basis points higher than the eurrently
authorized ratio. 

SoCalGas argues that it faces an additional business risk 
due to the proposed merger of SDG&E with Edison. According to 
SoCalGas, the combined entity will be its largest customer. 
SoCalGas claims that concentrating so' much throughput in one 
customer significantly raises the risk that authorized rates ot 
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return will not be aCbieved.' We find nothinq in this record to 
show the extent, if an:(', to which SoCalGas' 1990 earninqs may be 
threatened ~y the proposed merqer.. We conclude that an adjustment 
to, the authorized return on equity is not required as a result of 
the proposal. 

After considerinq all the evidence of the market 
conditions, trends, and the quantitative models presented ~y the 
parties" we conelucle that a 13.00~; return on common equity is just 
and reasonable for SoCalGas in 19S10. This return qives recognition 
to the elimination of NRSA and thEt overall level of ~usiness risk 
facing SoCalGas ancl the qas industry. We are also·' recognizing that 
the overall levels of inflation ar.Lcl interest rates appear to be 
more favorable than when we est~lishec1 SoCalGas' return for 1989 
one year ago, but at the same timEt 'there is some uncertainty and 

volatility in financial markets. Adclitionally, we ~elieve this 
return on equity is more reflective of the ranqe of returns 
inc1icated ~y the parties' financi~:l model results than the 12.,25% 

return recommended ~y DRA and FEA, and in particular qives some 
weiqht to the historical growth rate method for the growth 
component of the DCF model. We believe our adopted return is 
SUfficient to allow SoCalGas to maintain adequate interest 
coverage. 
E. Ado.pted...Cost ot capital 

The 13.00% adopted return on common equity produces an 
overall rate of return of 10 .. 75% for 1990, as shown in the 
following ta~le depicting the adopted cost of capital: 

component 

Lonq-'.rerm Debt 
Preferred stock 
Common Equity 

TOTAL 

SOCal<jas' AdoptEta cost of capital 

CAPital Ratiq 

45 .. 00% 
9.70 

45.30 , 

100.00% 
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9.22% 
7.31 

13.00 

Weighted. cost 

4.15% 
0.71 

3·89 

10.7~ 
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F. Implementation 
'l'he proposed rates accompanying SoCa1G.~s' application 

. reflect the cost allocation guidelines proposed ~y the utility in 
its 1989 Annual Cost Allocation Proceeding (ACAP) application 
(A.89-04-02·1). SoCalGas points out that under our modified. Rate 
Case Plan, gas rate desiqn and revenue allocation issues are 
addressed in ACAPs, not in general rate eases or cost of capital 
filings. 

SoCalGas requests that in the event we issue an ACAP 
decision prior to, reaching a decision in this proceeding, the order 
in this proceeding provide for incorporation of the guidelines 
adopted by that ACAP decision in its advice letter filing. Xt we 
decide this matter betore the ACAP, SocalGas requests the order in 
this proceeding allow SOCalGas to use then-existing cost allocation 
guidelines in its advice letter tiling. To accommodate either 
possibility, we will provide that SocalGas shall incorperate the 
most-recently adopteCl cost allocation guidelines., 

v.. flI,citic Gas and Electric COJlPAllY 

A. Background. 

PG&E tiled its current general rate ease application 
(A.88-12-00S) prior to our adoption ot a final order modifying the 
Rate Case Plan and establishing an annual cost ot capital (ACC) 
proceeding. However, in anticipation ot our establishing an ACC 
proceeding, PG&E did not propose a cost of capital change in its
general rate ease application. 

At the time it filed its ACC application, PG&E requested 
a return on equity ot 13.75% and a rate of return on rate base of 
11.38%. The revenue requirement increase based on an 11.38% rate 
ot return was estimated to- be $41.8'35- million, or 0 .. 65%,. for the 
electric department,.. and $11.93·' million, or 0.76%,. for the gas 
department.. Prior to- the hearings, PG&E distributed revised 
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testimony in which it low~red its requested return on equity trom 
13.75% to 13.25%. The application states that in accordance with 
the Diablo Canyon Settlement Aqreement adopted in 0.88-12-083, 
PG&E's analysis supporting its request excludes any consideration 
of the impact of the settlement on the required rate ot return. 

PG&E's presently authorized and requested rate of return, 
and ORA's recommendations, are depicted in the following tables: 

Component 

Long-Term Debt 
Preferred Stock 
Common Equity 

TOTAL 

CompoMD1i 

Long-Term Debt 
Preferred Stock 
Common Equity 

TOTAL 

PG&E's Prg§mlt Au1;hQrization 
. (D. 88-12-094) 

CApital Ratio 

4"Q.'ZS% 
7 .. 00 

46.75, 

100.00% 

9'.39% 
8 .. 79 

13.00 

PGiE's Bequest* 

CApital RAtio 

47.00% 
6.25-

46.75 

100.00% 

~st PActor 

9.33% 
8.79 

l3.2$ 

Wt:i,ghted Cost 

4.34% 
0.62 
6,08 

11.04% 

weighted Q2st 

4.39% 
0.5$ 
6.12, 

11.13% 

.. Updated to reflect the September 1989 DR: forecast. 

J)RA's Becqmmendation* 

COmponent CApital RAtig. cost FActor weighted Cost 
Long-Term Debt 47.00% 9.32% 4.38% 
Pre:ferred Stock 6,.25- 8.79 0.5S 
Common Equity 46.75· 12 .. 15 5.68 

TOTAL 100 .. 00% 10 .. 61% 

.. Updated to reflect the september 1989 DRI forecast. 
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PG&E presented the testimony of Jack F. Jenkins-Stark and 
Laura A. Gilmore. ORA presented the testimony of Edwin Quan, and 
FEA's witness Legler addressed the utility's cost of equity. 
B. capital Strucj;Ure 

PG&E's proposed capital structure includes a 7S basis 
point increase in its long-term debt ratio and a corresponding 
reduction in its preferred stock ratio compared to the currently 
adopted authorization. There is no chanqe in the proposed equity 
ratio. ORA coneluc:les that the proposal, which it concluc:les is not 
significantly different from that used to, set the utility's rate of 

" return for 1989, is reasonable and within the range of optimal as 
defined in DRA's optimal capital structure study. The long-term 
debt and preferred stock ratios are within the ranges ot 44% to 52% 
and 5% to 10%, respectively, recommended by FEA for electric 
utilities.. We will adopt the proposed 1990 capital structure 
consisting of 47.00% long-term debt,. &.25% preferred stock, and 
46-.75% common equity. 
C. Cost ot' Long-'l'er.m.· Debt 

and Preferred' stock 

As shown in late-filed Exhibit 40, which incorporates 
ORI's September, 1990 Control interest forecast for AA rated 
utility bonds, there is a minor difference of one basis point 
between PG&E's updated 9.33% estimate of embedded long-term debt 
cost and. DRA's estimate of 9.32%. The difference is largely due to 
the higher risk premium used. by PG&E to reflect its single A bond 
rating. A small amount of the difference is attributable to PG&E's 
use of the average of the third and tourth quarter 1989 DRI 
forecasts for remaining 1989 debt issuance compared to ORA's use of 
only the fourth quarter 1989 f~recast. Since we have adopted DRA's 
recommendation for a 25· basis point additive,. and ORA's use of the 
fourth quarter forecast is consistent with 0.85-12-076-, we will 
adopt its 9 .. 32% estimate of long-term debt cost for 1990 • 
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PG&E's 8.79% cost of preferred stock, which is not 
disputed, should be adopted for the 1990 test year. 
D. Return on ~9n Equity 

The major issue in deciding PG&E's cost of capital is the 
appropriate return on common equity for PG&£ for 1990. The 
f~llowin9' table summarizes the position of each party: 

Pam Recommended Rgtum 

PG&E 
ORA: Recommended range 
ORA: specific recommendation 
FEA: Recomnlencled range 
FEA: specific recommendation 

13.25% 
11.90% - 12-.40% 

12.15-
12.00% - 12.50% 

12 .. 25 

-PGScE, ORA, and FEA submitted testimon~r on the results of 
various financial ~odels which they used as a starting point in 
arriving at their return on common equity recommendations. 

The following table summarizes the ~oael results 
presented by witnesses Gilmore, Quan, and Legler: 

Hodel Party Range 

OCF 

RPM 

CAPM 

PG&E (Group of :1.6-) 
ORA (Group of 21) 
~ (Group· of 23) 
FEA (Company-specific) 

PG&E (Group of 1&) 
ORA (Group· of 21) 
FEA (tong-term praiums) 
FEA (~year premiums) 

PG&E (Group of 1&) 
ORA (Group of 21) 

:1.2.4$% 
11 .. 78 12.32 
10.9 ll.3 
10.9 12.4 

11.85 -
11.76 -
13.3 

12.59 
12.&7 

13.78 
12.43 
13.4 

14.43 
12.70 

PG&E and ORA used only comparable group· data in their 
financial model analyses. ORA notes that this is consistent with 
the Diablo Canyon Settlement Agreement, Which precludes recognizing 
the impact of the settle1nent on future determinations of the 
utility'S rate of return. ORA believes that it is nearly 
impossible to isolate the impact from investors' evaluations of 
PG&E's common stock. 
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FEA believes there is a flaw in PG&E'S DCF methodology 
due to a mismatcn in the time periods used to compute the estimated 
dividend yields tor 1990. The dividend estimate was based on the 
1988 dividend being compounded for two years. The price was based 
on second quarter 1989 data. FEA believes the price will be 
understated with this method, and that the dividend yield eomponent 
of the model will be overstated as a result. We note that despite 
the mismateh, the dividend yields computed by PG&E for the grou~ of 
16 utilities eompares favorably with the range of dividend yields 
computed by ORA and FEA. The range for PG&E's group is 6.29% t~ 
8.82%, and. the average is 7 .. 57%.. (Exhibit 22, Table 2-7., The 
range ot group average yields shown in ORA's calculations is 7.23% 
to 7.63%, and the yield selected by ORA for use in its model is 
7.48% .. (Exhibit 34, Tables 9 and 11., The group average dividend 
yields shown in FEA's calculations range trom 7.45% to 7.89%. 
(Exhibit 24, Schedule 14.) We conclude that the mismateh noted by 
FEA does not result in a sUbstantial error in the final model 
results. 

For its RPM and CAPM analysis, PC'E used DRI's Control 
and. Late-Recession Forecasts to estimate 30-year Treasury bond 
rates and AA utility bond. rates. PG&E used a 50 basis point'spread. 
to estimate the yields on A-rated utility bonds. 

ORA argues that PG&E's RPK and CAPM model results are 
overstated because, the utility misused the DRI interest rate 
foreeasts. According to DRA, PG&E's RPM range would. have been 
11 .. 04% to, 13.78% instead ot the 11.85% to 13.78% range it 
presented. Similarly, PG&E's CAPM results would. have been 40 basis 
points lower. DRA explains that ORI produces two other forecasts 
not used by PG&E, and both of these forecast lower rates. The 
Late-Recession forecast produces the most negative view of interest 
rates. FEA agrees with ORA that PG&E misused the DRI Forecasts. 

We agree with ORA that either the Control torecast only 
should be used or all tour should be used. Although the Control 
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~nd Late-Recession forecasts have the highest combined pro~ability 
assigned ~y ORI, we find it is unre~sonableto completely ignore 
the two more optimistic forecasts. 

FEA.objects to the method used ~y PG&E to calcul~te the 
risk premium eomponent ot the RPM model. The use ot historical 
dividends qrowth resulted in excessive premi'l.tmS" according to FEA. 
We addressed problems with using historieal qrowth in reviewing the 
parties' OCF model analysis tor SoCalGas, and coneluded that some 
consideration ean be given to historieal qrowth rates if other 
measures are used as well. 

In addition to using the three finaneial models, PG&E 
made several eomparisons using current market information to show 
that its request is reasonable. In PG&E's view, its requested 
return on equity of! 13.25% is reasonable in comparison with the 
earnings that Value Line projects f!or eomparable utilities. PG&E 
points turther to the 12.99% average of! returns earned by 
comparable utilities in the twelve months ending with the second 
quarter of 1989 as demonstrating the reasonableness ot its request. 
Finally, PG&E notes that a survey of authorized returns in the 
electric utility industry demonstrated that sueh utilities were 
authorized, on average, ~ 13.22% return on equity in the seeond 
quarter of 1989 .. 

We tind problems with each of PG&E's eomparative analyses 
and give little weight to them in our deliberations. First, as ORA 
and FEk noted, the Value Line earnings projections include periods 
past 1990, the period we are concerned with tor this proceedinq. 
Also, unlike the three tinaneial models, whieh are intended to 
reflect investors' perceptions of risk and their return 
requirements, a projection of what earned returns will be may not 
pertorm that f!unetion... As FEA observes, the Value Line f!orecasts 
used by PG&E are projected book returns, which could overstate the 
market returns required· by investors. Likewise, a showing that 
earned returns in the four quarters: ending with the seeond quarter 
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of 1989 averaged l2.99% does'not indicate what invcstorz require 
for 1990. Finally, an average of authorized returns for the . 
electric industry in the second quarter of 1989 is of little value 
in determining a require~ return tor PG&E, when there is no 
assurance that the jurisdictions involved use the same criteria as 
this Commission in authorizing returns on equity, that they are 
reasona~ly current, or that they are reflective of comparable 
utilities. 

PG&E argues that it will experience a higher level of 
financial risk in 1990 due to the 75 ~asis point reduction in its 
percentage of preferred stock and corresponding increase in long-

" 
term de~t. We agree with DRA that PG&E's capital structure is not 
significantly different trom the currently adopted structure, and 
conclude that the level of financial risk tacing PG&E has not 
changed s~stantially since the cost of capital was last reviewed 
for 1989. However, as part of our overall assessment of risk, we 
will recognize an incrementally higher level. 

A:ter considering all the evidence of the market 
conditions, trends, and the quantitative models presented by the 
parties, we conclude that a 12.90% return on common equity is just 
and reasonable for PG&E in 1990. While this return is somewhat 
above the range of the parties' DCF model results, it is mor~ in 
line with the RPM and CAPM model results even atter consideration 
is given to the problems with PG&E's methodology noted earlier. 
This return gives recognition to- the elimination of NRSA and the 
potential risk that adds to, PG&E's gas operations, as well as the 
overall level of business risk facing PG&E. In establishing this 
return,. we are recognizing that the overall level of inflation and 
interest rates appear to be more tavorable than when we established 
PG&E's return for 1989 one year ago,. but also that there is some 
uncertainty and volatility in in financial markets • 
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E. Mop:ted CQst Qt CAPital 
The 12.90% adopted return on common equity produces an 

overall rate of ' return of 10.96% for 1990, as shown in the 
followinq table depicting the adopted cost of capital: 

EG&E'S AdQPSOe4 Cost ot. capital 

CQl2lPonent 

Lonq-'I'erm Oe~t 
Preferred Stock 
Conunon Equity 

'I'OTAL 

F. IwPlementa'tion 

Capital Ratio 

47.00%. 
6.2'5-

46·75 

100.00% 

Cost Factor 

9.32% 
8.79 

12.90 

.' 

Weighted c.wt 

4 .. 38% 
0 .. 55 
6.03 

lO.96% 

PG&E proposes that the change in revenue requirement 
resulting- from its requested cost of capital ~e allocated. to rates 
~y class and-spread in a manner consistent with the revenue 
allocation and rate design prinCiples adopted in its 1990 general 
rate case (A. 88-12'-00S.) and its pending 1989, Energy cost Adjustment 
Clause proceeding (A.89-04-001). We will provide in our order that 
the adopted cost of capital for PG&E's 1990 test year be 
implemented as proposed by PG&E. 

VI. Southern calitomia Edison Company 

A. Baekg:t:OUDd 

In its application, Edison requests a return on equity of 
13.75% and an overall rate of return of 11.27%. The estimated 
increase in the utility'S revenue requirement incorporatinq the 
11 .. 27% rate of return is $62 million, or 1.0%. Prior to the 
hearing'S, Edison distributed revised testimony in which it lowered 
its requested return on equity from 13.75% to 13.25%. Edison 
requests that its authorized capital structure be the same as that 
authorized in the previous financial attrition proceeding. 
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Edison requests that the proposed capital cost factors 
for 1990 be reflected in rates effective January 1~ 1990 by 
incorporation with its 1990 attrition year advice letter filing. . , 

Presently authorized and requested rates of return are 
depicted in the following tablesr DRA's recoDendation is also, 
shown: 

COJpponent 

Long-Term Debt 
Pre:ferred. Stock 
CODon Equity 

TOTAL 

C9mR0uent 

Long-Term, Debt 
Pre:ferred Stock 
CODon Equity 

TOTAL 

Edison's Present Authorization 
(D. 88-12-094) 

capital Ratio 

48.00% 
6,.00 

46,00 

100.00% 

capital RAtio 

48'.00% 
6.00 

46.00 

100.00% 

COst Factor 

9.30% 
7 .. 84 

13.00 

.' 

COst Factor 

9.01% 
7.75-

13,.25-

Weighted Cost 

4.46% 
0.47 
5.98 

10.91% 

Weighted cost 

4.32% 
0.47 
6.10 

lO.89% 

* Updated to reflect the september 1989 DR! forecast. 

DBA's RecODendatiOD* 

component capitol 1b¢io COst Factor Weighted. Cost 

Long-Term Debt 48.00% 9 .. 01% 4 .. 32% 
Preferred Stock 6.00 7.7S 0.47 
CODon Equity 46.00 12.lS 5.59 

TOTAL 100.00% 10.38% 

tr Updated to reflect the Sept~er 1989 DR! forecast. 

Edison presented the testimony of its Assistant 
Treasurer, Alan J. Fohrer" and its. Manager of Financial Planning, 
c.. Alex Miller. ORA-presented the testimony ot EClwin QuaIl, and. 
FEA's witness Legler addressed the utility"s eost ot equity. 
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B. ~~l staqture 
~here is no ~ispute over E~ison's propo$e~ eapital 

strueture tor 1990, which is the same as that authorize~ for 1989. 
ORA concludes that the proposal is reasonable an~ within the range 
of optimal as defined in ORA's opti~~l capital structure study. 
The long-term ~ebt and preferred stock ratios are within the ranges 
of 44% to 52% and 5% to- 10%, respectively,. recomlllended by PEA for 
electric utilities. Therefore we will adopt the proposed structure 
consisting of 48 .. 00% long-term debt, 6 .. 00% preferred stock, and 
46.00% COmlllon equity for 1990. 
c. cost o~ Long-Term:- DeJ:)t 

And Preferred stoek 

Although Edison maintains that ORA's estimated cost of 
embedded ~ebt for 1990 is likely to understate the eompany's true 
interest eost due to its reliance on the D~ Control forecast, it 
accepts ORA's estimate. There is no issue involvinq bon~ rate 
additives since Edison's bond rating is. Aa21M, anc1 no- oth~r party 
adc1ressed Edison's embedded debt eosts. We will adopt the 9.01% 
cost of debt tactor as shown in late-tiled EXhibit 40, Which 
reflects ORI's september 1989 Control interest forecast. Edison's 
7 .. 75% cost of preferred stock is not disputed and should be adopted 
for 1990. 
D. Re'tYxn OD Common Egy,i1;y 

The only issue involved in determining Edison's 1990 Cost 
of capital is the appropriate return on cOmlllon equity for Edison in 
1990.. ~he following table summarizes the position ot each party: 

hrtv BeeommeDded..2e1:ium 

Edison 
ORA: Recommen~ed range 
ORA: Specific Recommendation 
FEA: Recommen~ed range 
FEA: Specific Recommendation 

13 .. 25% 
ll.90% - 12.40% 

12.15 
11.80% - 12.30% 

l2.l0 

Edison, ORA, and FEA sUbmitte~ testimony on the results 
ot various financial models which they usea as a starting point in 
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developinq their return on common equity recommendations. The 
followinq table summarizes the model results presented by witnesses 
Miller, Quan, and Leqler~ 

Model Part;x Range 

OCF Edison 12.22% - 13.72% 
ORA (Group of 21). 11 .. 78 12.32 
ORA (Company-specific). 11.63 12.17 
FEA (Group of 19) 11.1 11.8 
rEA (Company-specific) 10.8 12.3 

Edison 11 .. 52 13.12 
ORA. (Group of 21) 11 .. 76 - 12.43 
FEA (Lon9-term. premiums) ,·12.8 
FEA (5 year premiums) 11.6 11.7 

CAPM Edison·· 13.01 - 13.10 
ORA (Group of 21) 12.67 12.70 
ORA (Company-specific) 12.97 13.01 

• ORA. recommends that in view of the proposed merqer of 
Edison and SDG&E and its potential effects on the market 
data underlying the OCF analYSis, consideration be qiven 
to the comparable 9rou~ results as well as company
specific results .. 

•• Edison presented its CAP.M model analysis as a version of 
the RPM model. For consistency 0: presentation we have 
shown Edison's CAP.M results separately. 

Edison believes that because its DCF model analysis 
reflects company-specific stock information, the effect of its non
regulated su):;)sj,diaries on its stock price results in the 7 .. 72% 
dividend yield} component of its DCF analysis beinq understated. 
Edison believes the effect of the Edison-SDG&E merger proposal on 
its stock price also results in a downward bias in its DCF results .. 

Edison's ocr model incorporates an estimated dividend 
growth range of 4 .. 5% to 6.0%. The lower end of this range reflects 
Edison's judgements of eiqht analysts' growth forecasts whiCh range 
from 3.9% to 4.8% and average 4 .. 2%. The upper end of the range 
reflects historical dividends growth rates ranginq from 6.19% 
'(five-year average) to 8 ... 05% (ten-year average).. Edison believes 
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that the analysts' forecasts may be distorted because they only 90 
out two years and because of potential effects of the ~erger. 
Edison believes that historical performance is a good ~easure of 
future performance. 

FEA notes that Edison's OCF model would have yielded a 
lower-limit estimate of approximately 12% if the average forecast 
growth rate of 4.2% instead of 4.5% had been used. rEA also points 
out that Edison acknowledges that the historical growth rate of 6% 
or more depends on significant increases in its payout ratio. FEA 
believes that sustainable growth rates which do not re~ire 
indefinitely increasing payout ratios should be used in the OCF 
model. Finally, PEA believes there is circularity involved in 
using historical growth rates,. noting that as long as high growth 
rates in the past can be demonstrated, high required returns for 
the future are *doeumented*. 

Edison criticizes DRA's analysis for failing to· adjust 
the company-specific DCF results for the merger proposal's impact. 
Edison also criticizes ORA's comparable group- analysis because of 
the possible effects of diversitication on the dividend yields of 
those companies. Edison notes that two thirds of the utilities in 
ORA's comparable group- are holding companies or have non-regulated 
subsidiaries. Edison notes further that one third pt the companies 
used by PEA in its comparable group, OCF analysis are holding 
companies. 

We agree with ORA and PEA that it is appropriate to 
consider comparable utilities as well as company-specific 
information when applying the OCF model. This is particularly the 
case when, as here, there are known problems such as the pending 
merger aftecting the company-specific analysis. As ORA's witness 
Quan testified, group comparisons serve as a check on expected 
returns for a single company and mitigate measurement errors in the 
components of the financial model~. We acknowledge there are 
problems with the group comparison approach,. especially in an era 
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of diversification. It is for this reason that care must be 
exercised in interpreting model results and in not placing too much 
reliance on anyone model or anyone version of a model. 

We give little weight to the criticism that FEA and ORA 
have tailed to· make adjustments for the merger effects or the non
regulated activities of Edison. We note that in evaluating the ocr 
results tor Edison, ORA not only recommended examination ot 
comparable group results, but also considered the impact of the 
merger proposal on both Edison's and SDG&E's company-specific 
dividend yields. ORA concludes that Edison's yiel,d has remained 
somewhat stable at aroUl:ld 7.5% over the last year and a half, 
whereas SOG&E's yield has declined. Edison has not demonstrated 
that any downward bias in the OCF results is substantial. FUrther, 
as FEA observes, if non-regulated activities support higher stock 
prices, it must be as a result of anticipated dividends 
attributable at least in part to such activities. 

We have already indicated our view that historical growth 
rates can be given some weight in the DCF model~ but only if other 
measures of growth are also considered. In the case of Edison, it 
appears that historical growth rates are not likely to be sustained 
without significant changes in the payout ratio. They are above 
the growth forecasts of each of the eight stock analysts. We 
conclude that the 6% estimate of the growth componentB is likely to 
overstate reasonable expectations of investors. Even with due 
consideration given to the possible downward bias associated with 
the merger and non-regulated activities~ we conclude that little 
weight should be given to the implication of Edison's oCF analysis 
that its return on equity could reasonably be set as high as 
13.72%. 

Edison believes that its RPM and ~ results may be 
understated because they incorporate DR! interest forecasts. FEA 
objects to Edison's RPM analysis because it uses historical 
premiums and does not distinguish expected and realized risk 
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premiums. FEA objects to Edison's CAPM analysis as well, noting 
both that it uses adjusted betas from Value Line which overstate 
actual betas and that it uses a market premium which is 
inconsistent with use of ValUe Line betas. We believe there is 
some merit to each ot these observations, but note that the model 
results are generally consistent with those of the other parties. 

As part ot his overall evaluation of the required retw:ns 
on equity for SoCalGas, PG&E, and SDG&E, FEA's witness Legler 
ranked these four utilities according to their relative riskiness. 
His assessment of risk was based on an analysis of six indicators: 

" proposed equity ratios, bond ratings, long-term· interest coverage, 
betas, safety ratings, and financial strength ratings. The latter 
three indicators are taken from Value Line. Legler concluded that 
Edison is the least risky of the tour major energy utilities, and 
this conclusion is reflected in a lower return on equity 
recommendation for Edison than for the other utilities. 

Edison argues that tive of the six indicators used by 
Legler are of little value, noting the following: 

1. The Value Line indicators represent holding 
companies, and they do not account for non
regulated activities, PG&E's Diablo- Canyon 
plant, or the propo$ed Edison-SDG&E merger. 

2. The proposed equity ratios do not properly 
measure risk because of their exclusion of 
short-term debt and capital leases. These 
factors are considered by bond ra~ing 
agencies When assessing tinancial risk. 

3. Long-term interest coverage incorpor.ates 
the impact of non-regulated subSidiaries, 
and FEA's coveraqe caleulati.on excludes 
permanent short-term debt and capital 
leases. 

We believe there is merit in the overall approach taken 
by FEA in ranking the relative risk ot the utilities. Despite the 
problems associated with anyone risk indicator, it is noteworthy 

- 58 -



. 

-
A.89-0S-011 et al. ALJ/MSW/fs ALT-COM-PME 

that six separate, indicators 'were usea. Further, FEA's ranking is 
generally consistent with our qualitative risk assessments. We 
also note that FEA's ranking of relative risk is not inconsistent 
with a ranking based only on bond ratings, the one rating factor 
Eeison does not object to,. We conclude that FEA's ranking can 
appropriately be considered along with all of the other valid 
indicators of investors' required returns, but should not be relied 
on exclusively in the final analysis. 

Edison states that its interest coverage ratio will be 
3~4 if its requested return on equity of 13.25% is adop~ed. 
According to Edison's testimony, this represents a"reduced coverage 
which could jeopardize its AA bond rating~ Standard and Poor's 
minimum coverage criteria for an AA rating is 3.S. While a double 
A bond rating is of benefit to both shareholders and ratepayers, 
holdinq all other factors constant, we find no basis tor 
establishing a return on equity of 13.25% in order to maintain 
coverage of 3.4 times when other faetors have persuaded us that a 
lower return is reasonable. As DRAhas noted, since the capital 
structure we are adopting is the same as the currently adopted 
structure" the level of financial risk facing, Edison has not 
ehanged significantly since the cost of capital was last reviewed 
for 1989. 

After considering all the evidenee of the market 
conditions, trends, and the quantitative mOdels presented by the 
parties, we,conelude that a 12.85% return on common equity is just 
and reasonable for Edison in 1990. This return gives recognition 
to the overall level of business risk facing Edison, including su~ 
conditions in the electric utility industry as third party 
generation and bypass. We are'also recognizing that the overall 
levels of inflation and interest rates appear to be more favorable 
than when we established Edison's return for 1989 one year ago·, but 
at the same time there is some uncertainty and volatility in 
financial markets. We believe this return on equity is more 
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reflective of the range of returns indicated by the parties' 
financial model results than a~y of the'proposed returns, and that 
it is sufficient to allow Edison to maintain adequate interest 
coverage. 

By today's order we are establishing returns on equity of / 
12.90% for PG&E and SDG&E. Although Edison has a more leveraged ~ 
ratemaking capital structure than either PG&E's or SOG&E's, our 
determination of returns on equity is based on our assessment of 
overall levels of risk, including but not l~ited to financial 
risk. 
E. ad~ed cost 0: CAPital 

.' 

~he 12.85% adopted return on common equity produces an 
overall rate of return of 10.70% for 1990, as shown in the 
following table depicting the adopted cost of capital: 

Edi~2D'~ A~2~~~ ~g~ 2t ca~ital 

1 

Component ~ital Batio- COst Factor Weighted Cwt 

Lon9'-~er.m Debt 48.00% 9.01% 4.32% 
Preferred Stock 5.00 7.7S, 0.47 
COXlllllon Equity 46,OQ 12 .. 8:S. 5,91 

TOTAL 100.00% 10.70% 

v.tI. San Diego Gas and Electric Company 

A. Backgrgund 
SDG&E requests adoption of a 13.75% return on equity for 

1990. ~he utility also requests adjustments to its~:nbedded debt 
and p=eferred stock costs and to its authorized capital structure. 
Based on the overall rate of return of 11.35% sought in the 
application, SDG&E seeks a revenue requirelnent increase for 1990 of 
$l8.704 million for its electric department, $2 .. 36l million for its 
gas department, and $2 thousand for its ste~ department.. The 
respective pereentag'e increases are 1.5S%, 0,70%, and 0.11%. 
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SDG&E's presently authorized and requested rate of 
return, and DRA's rate of return recommendation, are depicted in 
the followinq tables~ 

COmponem; 

Lonq-Term. De):)t 
Preferred Stock 
Common Equity 

TOTAL 

Long-Term. Debt 
Preferred Stock 
Common Equity 

TOTAL 

SPG&E's Present Authorization 
(D. 88-12-094) 

CApital Rati2' 

4S.75% 
6.2'5 

48.00 

100.00% 

cost Fa~or 

9.23% 
6.97 

13.00 

SDGiE's Bequest. 

CApital Ratio 

44.25% 
6,.25 

49,50 

100.00% 

cost factor 

9.13% 
7.18 

13.75-

'* Late-filed Exhibit 40. 

DBA's ReCommendAtion. 

Component capital Ratio '-9st fa£to;, 
Long-Term. Debt 45.75% 9.08% 
Preferred Stock 6-.25- 7.18 
Common Equity 48.00 12'.15 

TOTAL 100.00% 

!ei9hted..Cost 

4.22% 
0 ... 44 
6d 24 

10.90% 

Weighted. Cost 

4.04% 
0.45 
6.81 

11.30% 

Weiqhte<LCosj: 

4.15% 
0.4S 
5.83 

10.43% 

'* Updated to reflect the September 1989 DRI forecast. 

SDG&E presented the testimony of its Director of Finance 
and Assistant Treasurer, Malyn K. Malql.1ist,. and its Manager of 
Financial Analysis and Forecasting-, Ricbard A. Krumvieda. DRA 
presented the testimony of Edwin Quan,. and FEA's witness Leg'ler 
addressed the utility'S cost of equity. In its brief, the City of 
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San Diego recolJUllends adoption of DRA's recommended 12.15% return on 
equity recommendation, and opposes SOG&E's request t~ change its 
authorized capital structure. 
B. capital structure 

SOG&E proposes a ratemakinq capital structure consistinq 
of 44.25% lonq-tenn debt, 6.25% preferred stock, atl.d 49 .. 50% common 
equity. ORA recommends the adopted ratios be 45.75% long-term 
debt, 6.25% preferred stock, and 48.00% common equity, the ratios 
adopted in last year's proceeding. (SOG&E proposed an equity ratio 
of 51.00% in that proceeding', but we authorized 48._ 00% based in 
large part on comparisons with other utilities.) As noted, City of 
San Diego opposes the utility'S proposed capitAl structur'e;-anr'
further recommends that it the equity rati~ is increased from the 
current authorization, the authorized return on equity should be 

lowered accordingly to- reflect the reduced risk associated with 
such a capital structure. 

SOG&E asks that in evaluating its equity ratio in 
comparison with the other electric utilities, we recognize the 
concept of "total ratemaking capital structure", atl.d that we also 
consider its financial capital structure. According to SOG&E, the 
total ratemaking' capital structure includes all long-term 
capitalization considered by the Commission in all regulatory 
proceedings. While the cost of long-tenn debt associated with rate 
base assets is recovered throug'h the cost of capital which is 
authorized in proceedings such as this one, a significant portion 
ot SDG&E's capitalization in the torm of long-term lease 
obligat10ns is recovered as expense in general rate cases and in 
Energy Cost Adjustment Clause (ECAC) proceedings. The capital and 
interest expense for the Encina 5· Pow~r Plant is in the torm o~ a 
long-term lease and recovery of that expense occurs through the 
Commission's authorization of O&M expense.. Since lease obligations 
are not included in the debt ratio authorized in this proceeding, 
SOG&E argues the correspon4inq equity ratio is overstated in 
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relation to the total ratel!laking' equity ratio. AlSO,. since the 
relation between rate base equity ratios ~nd total ratemaking' 
equity ratios varies among' utilities, SDG&E argues that inter
utility comparisons of rate base equity ratios are not fair. 

To illustrate its contention that its capital structure 
is not out of line with the California electric utilities,. SDG&E 
presented an analysis of actual year-end 1988 capital structures 
for the three utilities. On the basis of rate base capital 
structures, SOG&E, Edison, and PG&E bad equity ratios of 49.7%, 
46 .. 6%, and 46.5%, respectively. On the basis of total ratema.kinq 
capital structures,. however, the three utilities had more similar 
equity ratios of 45·.8%; 46 .. 6%, and. 44 .. 9%.. SOG&E also asserts its 
1990 forecasted total ratemakinq equity ratio of 46 .. l%, which 
corresponds to its requested rate base equity rati~ of 49.5%, 
compares favorably with the average 1988 total ratemakin9 equity 
ratio· of 45.2% for A-rated utilities • 

SOG&E states that its requested 49.5% equity ratio for 
1990 corresponds to a financial equity rati~ of 44 .. 6%. SOG&E 
believes that its proposal is also shown to be reasonable on the 
basis of comparisons with finanCial capital structures of PG&E, 
Edison, and the average for sinqle A rated utilities, as shown in 
the followinq table: 

Lonq-term debt: 
Preferred Stock: 
Common equity: 

Finan~1al Capital Structures 

1988' Average 
"A" Utilities 

49.4% 
6.8 

43.8 

1920-Re£uested 
SRG&E Edison ~ 

49.8% 
,5-.6 

44 .. 6% 

52.8% 
S .. 3 

41 .. 9 

50.8% 
5 .. 8 

43.4 

SDG&E maintains that failure to consider the distinction 
between rate base and total ratemakinq equity ratios will provide 
an incentive for utilities not to- use lonq-term lease debt as a 
source of capital.. Aceordinq to SOG&E, if the commission does not 
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fully account tor the distinction, it will not have an opportunity 
to earn its authorized return on all of itz outstandinq utility 
equity simply because it used lease debt instead of mortqaqe bond 
debt as a source of capital. 

ORA's witness Quan concluded that for purposes of 
dete~inins the appropriate rate of return on rate base, a 
ratemaking capitalization which reflects only amounts supporting 
rate base assets should be considered, and that to include other 
amounts of capital which have associated costs recovered through 
other rate mechanisms could result in double counting. ORA 
believes that SDG&E's request for a 49.5% co~on equity ratio is 
out of line with those of the other utilities and is therefore 
excessive. 

Where SOG&E compared its foreeasted 1990 financial equity 
ratio of 44.6% with Edison's 41.9% and PG&E's 43.4%, ORA believes 
that SOG&E's total ratemaking equity ratio of 46.l% should be used 
to make the comparison with the other utilities. ORA explains that 
the 44.6% figure is based on SOG&E issuing 3.l% short-term debt in 
1990, and points out that the utility did not have short-term debt 
outstanding at the end of 1987 or 1988. ORA notes however that 
even if short-term debt is included and the 44.6% financial equity 
ratio is used, SOG&E's ratio is relatively higher. 

ORA recommends that a a capital structure with an equity 
ratio no greater than the 48.0% found reasonable in the last 
decision be adopted. ORA believes that While this is still 
relatively high compared to other utilities, it is reasonable since 
it approximates ORA's recommended tarqet level defined in its 
optimal capital structure study. If the 49.5% ratio· is adopted, 
DRA sUbmits that a lower return on equity is warrant~d. 
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In weighing the arguments concerning SOG&~'S capital 
ratio, we find the balance tipped in:tavor of SDG&E's position. 
The evidence is uncontro~erted that SDG&E's use of long-term leases 
has been of benefit to ratepayers. 'The use of such leases can 
provide a valuable, low-cost tinancing option and SOG&E's decision 
to follow this route demonstrates this fact. 

ORA's proposal to adjust SOG&E's equity ratio is 
predicated on the intricacies of ratemaking rather than any 
compelling pOlicy. We retlect the costs of lease financing as an 
operating cost and not a capital cost, notwithstanding the,true 
"capital" nature of those costs. To then say that SDG&E's capital 
structure, purged ot lease financing, is too equity laden is to 
penalize SDG&E for our ratemaking practice. Taken as a whole, 

, ' 
SDG&E's financial planning appears to be reasonable; ORA even cites 
SDG&E's strong financial performance and rating in its arguments 
concerning return of equity. We also believe that ORA's position 
could discourage further use of long-term leases despite their 
benefits. We specifically reject ORA's assertion that inclusion of 
lease financing in evaluating SOG&E's capital structure will result 
in double counting of financing costs. 

We conclude from all of the above that SOG&E's proposed 
equity ratio of 49.50% is reasonable and should be adopted. We 
will adopt a capital structure of 44.25% long-term debt, 6.25% 
preferred stock and 49.50% common equity. 
c. Cost of Long-Term Debt 

and Preferred stoek 

As shown in late-filed Exhibit 40, SOG&E and ORA disagree 
on the estimated cost of embedded debt for 1990. SDG&E's 9.13% 
estimate is based on its forecast of a 10% yield on AA utility 
bonds in 1990 and its 35 basis point additive to reflect it lower 
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credit ratinq. SOG&E used the 10.35% result for esti:atinq the 
cost of its planned de~t issuance in 1990. 

ORA used ORr's september, 1989 Control interest forecast 
of 8.64% for AA rated utility bonds in 1990, and added its 
recommended risk premium of 15 Dasis points. combining the 
resulting 8.79% est~te for 1990 debt issuance with the historical 
embedded cost yields an overall cost of embedded lonq-term debt of 
9.08%. Since we have adopted ORA's recommendation on the additives 
for estimating the debt cost of utilities with other than AA bond 
ratings, and we have decided to· use the September 1989 OR! Control , 
forecast for detemininq long-tem debt costs., we will adopt 9.08% 
as the lonq-term c1ebt-cost-for 1990. 

SOG&E's 7.18% cost of preferred stock is not disputed and 
should be adopted for the 1990 attrition year. 
DO' Return on Common lqui:t;y: 

Also at issue is the appropriate return on common equity 
for SDG&E's 1990 attrition year. The followinqtable summarizes 
the position of each party: 

bey Rec9J!lll1eDded Retum 

SOG&E 
ORA: Recommended ranqe 
ORA: Specific Recommendation* 
FEk: Recommended range 
FEA: speCific Recommendation 

13.75% 
11.90% - 12.40% 

12.15% 
11.80% - 12.60% 

12.20% 

*City of San Oiego supports ORA's recommendation. 

SOG&E, ORA, and FEA submitted '~estimony on the results of 
various financial models which they analyzed in developing their 
recommended return on common equity. The 'followinq table 
summarizes the model results presente~ by witnesses xrumvieda, 
Quan, and Leqler: 
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Hodel 

OCF 

CAPM 

Party 

SOG&E (Group of 9) 
ORA (Group of 21)'" 
ORA (Company-specific)'" 
FEA (Group of 9) 
FEA (Company-specific) 

SOO&E (Group of 24) 
ORA (Group of 21) 
FEA (Long-term premiums) 
FEA (5· year premiums) 

ORA (Group of 2'1) 
ORA (Company-specific) 

Bange 

12.0 % - 12.7 % 
11.78 12.32 
10.44 10.98 
10.9 11.5-
10.5- 11.8 

13.9 14.9 
11.76 - 12 .. 43 
12.2 12.6-
11.0' 11.1 

12.6.7 12 .. 70 
12.59 12 .. 63 

'" Although it presented the company-specific results of the 
ocr analysis for SOG&E, ORA recommends that in view of 
the proposed ~erger of Edison and SOO&E and its potential 
effects the underlying data~ the appropriate return is 
~est estimated by use of the results from the comparable 
electric group. 

SOG&E accounted for the effects of merger aetivitY'in its 
ocr analysis ~y using group· comparisons for stock prices for 
periods after May 1988. SOG&E notes that FEA's company-speCific 
ocr analysis was not adjusted for merger effects. FEA points out 
in response that it recognizes the merger effects az a problem and 
for that reason has used a group comparison ocr analysis as well. 

SOG&E criticizes FEA's and ORA's ocr analysis for 
~easuring stock prices over Nrelatively shortN periods of three 
months. As. noted ~y FEA, however, we have previously recognized 
that the use of three-~onth average stock prices is appropriate to. 
temper day-to-day volatility in prices. 

SDG&E's witness Malquist acknowledged that based on 
conditions prevailing at the time of the hearings, a return on 
common equity of 13.25% would be appropriate, assuming the 
utility'S proposed common equity is adopted. Malquist also 
indicated that interest rates could change by the time we reach a 
decision in this matter. ~ notes that simple updat1ng of the 
interest rate data in SXX::&E's financial models would yield lower 
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required. returns on equity. City of San Dieqo concludes that 
SDG&E's return on equi~y should be at least 100 basis points below 
the company's request of 13.25%, on the basis of 1Il0re current 
interest rates. 

rEA also criticizes SDG&E's RPM analysis because of its 
use of simple average risk prellli\llllS and. the assumption that the 
premium will remain constant regardless of changes in rates. . FEA 
witness Legler believes that risk premiums may be declining. We 
agree that less reliance should be placed on SOG&E's RPM model than 
the other model results presented by the parties, and conclude in 
particular that the 14.9$'$ upper limit of SOG&E's range of results 

" 
likely overstates investor requirements. 

SDG&E refers to various business risks which it faces. 
These include the uncertainty of. recovery of purchased power costs 
over the life of a contract with·Portland Gen~ral Electric and 
resource planning' risk associated with financing' needs created by 
new construction requirements. City of San Diego· argues that with 
respect to potential disallowance of. purchased power costs, any 
reasonable business· dealing'S by SDG&E, will be allowed by this 
commission. As to risks associated with new construction, City of 
San Oieg'o notes that growth can also be viewed as a strenqth by 
investors. We will recognize an incremental chang'e in SDG&E's 
overall business risk as a result of the foregoing' as well as our 
recognition of the elimination of the NRSA as discussed earlier. 

City of San Diego states that the rederal Enerqy 
Requlatory Commission has set a benchmark return on equity of 
12.44% for the period frolll May 1. ,1989 to· July 1,. 1989. SDG&E as 
well as Edison believe such refere~ce is inappropriate and should 
not be relied on. We agree. The benchmark is a g'eneral quideline 
that does not specifically apply to individual utilities. 

After considering all the evidence of the market 
cond.itions, trends, and the quantitative models presented by the 
parties, we conclude that a 12.90% return on common equity is just ,; 
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. . 

and reasonable for SOG&E in 1990. While this return is at or above 
the upper limit of the financial model results~ except SOG&E's RPM 
analysis, it qives reeoqnition to the overall level of business. and 

financial risk facing SDG&E, including our adopted capital 
structure. We are also recognizing that the overall levels of 
inflation and interest rates appear to be zore favorable than when 
we established SDG&E's return for 1989 one year ago, but at the 
same time there is some uncertainty and volatility in financial 
:markets. 
E. Ad9Pte(l co§t or capital 

The 12.90% adopted return on common equity produces an 
overall rate of return of 10.86% for 1990, as shown in the 
following table depicting the adopted cost o! capital: 

SDGiE's Adopted Cost of oroital 

C01gponent capitcil Ratio C9st Factor 

• 
Long-term Debt 
Preferred Stock 
Common Eqt.1i ty 

44.25% 
6.25 

49.50 

9'.08% 
7.18 

12.90 

Heighted..Cost 

4.02% 
0.45-
~ 

• 

TOTAL 100.00% 10.86% 

F. l:mplQentation,' 
SOG&E proposes to izplement the cost o! capital 

authorized in this proceeding in conjunction with, its 1990' 
operational attrition advice letter tilinq_ The proposed rate 
~h~nges sUbzitted with the application were developed using the 
currently adopted rate desiqn and revenue allocation procedures. 
SDG&E notes that the proposed electric rates incorPorate ~ sales 
forecast which is consistent with the forecast tiled with 
A.88-12-035 (for a~thority to merqe SOC&E and Edison)~ but which is 
higher than the currently adopted electrie sales forecast. SOG&E 
states that it has no objection to deterring the electric rate 
chanqes to' coincide with the next electric rate change scheduled 
for May 1,. 1990 under the Energy Cost Adj'ustment Clause (ECAC) • 

- 69 -



A.S9-05-011 et al. ALJ/MSW/fs * 

ORA recommends the ~ollowinq: 
"(T]hat the electric rate ehan~e resul~inq from 
SOG&E's 1990 attrition authorl.zed rate of 
return ~e effective as of January 1, 1990, ~ut 
that the rates ~e adjusted in conjunction with 
SOG&E's May 1, 1990 ECAC decision and the 
adopted rate desiqn.H 

SOG&E concurs with ORA's proposal to defer the electric 
rate chanqes to May 1, 1990 with the understandinq that under ORA's 
proposal, the electric margin change resulting trom the authorized 
rate of return would ~e effected on January 1, 1990. 

, In their comments on the ALJ's proposed decision, ~oth 
SOG&E and ORA specifically proposed using the ERAM ~alancinq 
account to record over- or undercollections resultinq from 
implementing the electric margin change effective January 1, 1990 
and deferring the rate changes to, May 1, 1990. Since the parties 
are in agreement on a specific meebanism, and ratepayers will 
benefit by reducing the frequency of rate changes, we will adopt 
the proposal .. 

VJ:XI.. Southwest Gas <:Qrporation 

A. Background 

In its application, southwest requests a return on equity 
of l4.0% and an overall rate of return ot l2 .. 46%.. The revenue 
requirement increase needed to reach that rate of return is 
$373,427 for its Southern california Division and $49,753 tor its 
Northern California Division. Southwest requests authorization to 
revise its rates ~ased on the returns· effective January 1~ 1990. 

Southwest's presently authorized' and requested ~ate of return, and 
ORA's recommended rate of return, are depicted· in the followinq 
tables: 
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Component 

Long-Term Debt 
Preferred Stock 
Common Equity 

TOTAL 

Component 

Long-Term Debt 
Preferred Stock 
Common Equity 

TOTAL 

Southwest's Present Authorization 
(D. 88-12-081) 

capital RAtio 

50.00% 
5.00 

45.00 

100.00% 

COst FActor 

11.21% 
9.57 

13.00 

Southwest's Reqpest* 

capital RAtio Cost Factor 

50.00% 11.35% 
$.00 9'.5.7 

45.00 14.00-

100.00% 

w Late-filed Exhibit 40. 

DBA's RecommendAtion* 

Component capital RAt:io Cost FActor 

Long-Term Debt 50.00% 10,.56% 
Preferred Stock 5,.00 9.56 
Common Equity 45,00 12.30 

TOTAL 100.00% 

w Late-filed Exhibit 40. 

~ 

Weight~ cost 

S~.61% 
0.48 
5.85, 

11.94% 

Weighted Cost 

5-.68% 
0.48 
§.3Q 

12.46% 

Weighted COst 

5.28% 
0.48 
5.54 

11.30% 

Southwest presented the testi~ony of its Treasurer, 
Andrew B. Laub, and ORA presented the testimony of Edwin Quan. 
B. capital Structure 

Southwest notes that its proposed capital structure is 
comparable to the average for gas distribution utilities, and that 
it is the same as that approved by other jurisClictions served by 
Southwest as well as by us in the last general rate ease. ORA 
concludes that the proposal is reasonable and within the range of 

- 71 -



A.89-0S-011 et al~ ALJ/MSW/fs· w 

, optimal as defined in ORA's optimal capital structure study. We 
will adopt'the proposed structure consistinq of 50.00% lonq-term 
debt, 5·.00% preferred stock, and 45.00% common equity for 1990 .. 
c. Cost or Long-Term., Debt 

and Preferred Stock 

Because Southwest does not plan to issue new lonq-term 
debt in 1989 or 1990, there is no forecast issue as ·there was for 
the other utilities. Late-filed Exhibit 40 shows that SOuthwest 
and ORA disaqree on the utility's cost of long-term debt, but 
Southwest states in its brief that upon review of ORA's use of the 
workshop method for passing the tax benefits of call premiums to 
ratepayers, it accepts ORA's caleulations showing the embedded cost 
will :be 10.5·6% foX' 1990. SOuthwest also- accepts the rationale 
underlyinq ORA.' s use of the workshop method.. We will adopt the 
10.56% cost of debt factor .. 

There is a minor difference of one basis point between 
Southwest's proposed 9 .. 57% cost of preferred stock and ORA's 
recommended 9 .. 56% cost~ The difference appears t~ be due to ORA's 
slightly higher estimate of net capital at year-end 1988 and 
subsequent years, which is not explained. Because the adopted 
capital structure provides a preferred stock ratio of only 5%, the 
difference of one basis point is not reflected in the weighted cost 
of 0.48% due to rounding~ We will adopt SOuthwest's estimate of 
preferred stock cost for the 1990 attrition year .. 
D. Return on Common Equity 

The only remaining issue is the appropriate return on 
common equity for Southwest's 1990 attrition year.. The followinq 
table summarizes the position of each party: 

Party 

Southwest 
DRA: Recommended range 
ORA: Specific Recommendation 
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Southwest and ORA. submitted testimony on the results of 
various financial models which they used in developing their 
recommended returns on common equity. The following table 
summarizes the model results presented by witnesses taub and Quan: 

Hodel Party Bange 

OCF 

RPM 

CAPM 

Southwest (Group of 13) 12.57% 
Southwest (Company-specific) 14.48% 
ORA (Group of 14)* 12.0$ - 12.58 
ORA (company-specific) 13.10 13.63 

Southwest 
ORA. (Group of 14) 

ORA. (Group- of 14)* 
ORA (company-specific) 

16.94% 
11.38 12.85-

12.5-1 
12.97 

12.56 
13.01 

* Recommended by ORA. 

ORA presented the results of company-specific OCF and 
CAPM model analyses for Southwest as ~ell as group comparisons. 
ORA recommends, however, that Southwest's return on CODon equity 
be based on consideration of the comparable group of 14 gas 
utilities. ORA notes that the company-specific analyses represent 
the diversified operations of Southwest Gas Corporation, including 
its nonutility services, and that Value Line has commented that any 
gains in earnings that Southwest enjoys from the gas distribution 
business may ~e overshadowed by poorer financial performance by its 
savings and loan subsidiary, PriMer1t Federal Savings Bank. 

Southwest objects to ORA's analyses because the utilities 
included in ORA's comparable group are in fact superior rated A and 
AA companies. Southwest has a bond rating of Baa-3/BBS. SOuthwest 
used selection criteria for developing a group- of comparable 
utilities which were intended to include companies s~lar to 
Southwest in size when compared by number of utility customers 
served, revenues from gas sales, utility asset size, and Volumes 
delivered. All. of the 13 utilities seleeted by SOuthwest were 
included in a larger list of 37 gas. distribution utilities which 
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derive at least 90% of their operating revenues trom natural gas 
distri~ution. Southwest also disagrees with the ORA position that 
company-specific model analyses should ~e disregarded because of 
its nonutility operations~ notinq that its Dona ratinqs were not 
changed after its aquisition of Pr~erit. 

Southwest agrees with ORA that overall ~usiness and 
tinancial risk has changed very l±ttle since its last cost ot 
capital review. On the other hand~ Southwest does not agree that 

short-term economic conditions such as lower interest rates 
represent ditferent conditions which warrant a lower return on 
equity than the currently authorized return. Thus'~ SOuthwest 
requests that at a minimum we continue its authorized return ot 
13.0% for 1990. 

We note that Southwest's group OCF result of 12.57%, 
representing utilities which are more nearly comparable than those 
considered by ORA, is virtually the same as the 12.58% upper limit 
ot group ocr results measured by ORA. We conclude that ORA's use 
ot larger utilities with hiqher bond ratings for comparison 
purposes may yield model results which are somewhat understated for 
Southwest. 

On the other hand, we will not place much reliance on 
company-specific model results tor Southwest~ due t~ its 
diversitied operations. Southwest's company-specific OCF analysis 
indicates a required return on equity which is almost 200 basis 
points higher than the return indicated by its comparable group· 
analysis. ORA's company-specific results were more than 100 basis 
points higher than its group results. Even When we account for 
ORA's use of A and AA rated comparable utilities~ we tind.no basis 
for concluding that investors require a return trom SOuthwest Which 
is 100 to 200 basis points higher than that indicated by the qroup 
analyses.- The fact that the aquisi tion of PriMeri t has not Deen 
accompanied by a change in bond· ratings does 'not~ alone, 
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demonstrate that investors perceive Southwest purely as a gas 
distribution utility. 

We also· give little weiqht to the RPM analysis presented 
~y Southwest, which indicates a required return ot 16.94%. This 
incorporates a risk premium ot 5.99%, which was calculated by 
taking the difference ~etween Standard and Poor"s SOO stock market 
returns and the returns on Moody's Baa utility bonds. We are not 
persuaded that the returns required by utility equity investors can 
~e measured by usinq the average stock market returns of all 
industrie:::; represented in the S&P 500. 

Atter considering all the evidence ot the market 
" 

conditions, trends, and the quantitative models presented by the 
parties, we conclude that a 13.05% return on common equity is just 
and reasonable for Southwest in 1990. In doing so, we are 
recoqnizing that the overall levels ot inflation and interest rates 
appear to more favorable than when we established Southwest's 
return tor 1989 one year ago, but at the same time there is some 
uncertainty and volatility in financial markets. We are also 
recoqnizinq Southwest's business and financial risks, including its 
lower bond rating. 
E. Adopted..COst or capital 

The 13.05~ adopted return on common equity produces 
overall rate of return of 11.63% tor 1990, as shown in the 
following table c1epieting the adopted cost of capital:: 

!:OJlR.9Dent 

Long-Term Debt 
Preferred Stock 
Common Equity 

TOTAL 

S9uthwe§t's AdoPtm.COst 9' capital 

CAPital Ra:tio 

50.00% 
S.OO 

45,00 

100 .. 00% 
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10.5-6% 
9.S7 

13.0S. 

Weighted.$Q$t 

$.28% 
0.48, 
5,87 

11.63% 
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xx. Sierra PAcitic ..Power C9mpAny 

A. Background 
SPPC requests a 14.0% return on equity and a gross 

revenue requirement increase of $506,000, or 1.3%, on a 1990 test 
year basis& SPPC~s presently authorized and requested rate Of 
return, and ORA's recommendation, are depicted in the following 
tables: 

component 

Long-:Term Debt 
Preferred Stock 
COmll1on Equ1 ty 

TOTAL 

COlDponent 

Long-Term Oel:lt 
Preferred Stock 
COml'llon Equity 

TOTAL .. 

SPEC's 2reseat AgthOriZAtiOD 
(D. 88-12-094) 

capital Ratip 

51&39% 
6 •. 68 

41.93 

100 .. 00t 

COst Factor 

8 ... 65%. 
7.74 

13.15-

Sppe's Request* 

Capital RAtio COst Factor 

Sl.06% 8.47% 
6· .. 55· 7.74 

42·39 14.00 

.100.00% 

w tate-tiled Exhibit 40. 

C01!(pOnent 

Long-Term Debt 
Preferred Stock 
Common Equity 

TOTAL 

capital 'BAti$)' 

51 .. 06% 
6.55 

42.39 

100.00% 

w Late-tiled Exhibit 40. 
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Cost Factor 

S.47% 
7 .. 74 

1Z.25 

.' 
weiqhtedCost 

4.45% 
0.S2 
5.51 

10.4St 

weighted Cost 

4.32% 
0.51 
5.93 

10.76% 

Weighted Cost 

4.32% 
0 .. 51 
5.l9 

10.02% 
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SPPC presented the test1mony of Anthony J. Karr and its 
return on equity witness, Charles E. Olson. ORA presented the 
testimony of Edwin Quan. 
B. CN?i;tal st%l1c:ture 

SPPC~s capital structure proposal includes an increase in 
its equity ratio, from the currently authorized 41 .. 93% to 42 .. 39%, 

and reductions in its long-term debt and preferred stock ratios 
from 51.39% and 6.68% to 51.06% and 6.55% respectively. OAA 
characterizes the proposed structure as being not significantly 
different from that used to set the utility's rate of return for 
1989. ORA concludes the proposal is reasonable and within the 
range of optimal as defined in its optimal capital structure study. 
The lonq-te~ debt and preferred stock ratios are within the ranges 
of 44% to, 52% anCl 5% to, 10%" respectively, recommendeCl by FEA tor 
electric utilities. We will adopt SPPC~s proposed structure tor 
1990. 
C.. Cost of! Long-Term Debt 

and Preferred stock 

SPPC used updated (Auqust 1989) rate information obtained 
from the utility's remarketing agent to forecast the cost of 
floating rate debt issues, since ORI's forecast does not project 
varia):)le rate debt costs. ORA agrees with this method, and the 
requested cost of long-term debt is not' disputed. We will adopt 
the 8.47% cost of debt factor shown in late-filed Exhibit 40. 

SPPC's 7.74% cost of preferred stock, which is not disputed~ should 
be adopted for the 1990 test year. 
D. Return on ~ommon Eguitx 

At issue is the appropriate return on common equity for 
SPPC in 1990. The following table summarizes the position of each 
party: 

SPPC 
ORA: Recommended range 
ORA: Specific Recommendation 
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SPPC and ORA submitted testimony on the results of 
various financial models which they used in the development of 
their reco:mended returns on common equity~ The following ~le 
summarizes the model results presented by witnesses Olson and Quan: 

Model PArtY RaD9'e 

OCF SPPC (Croup of 10) 12.61% - 13 .. 13% 
ORA (Croup, of 21) 11.78 12.32 
ORA (Company-specific) 11.40 11.94 

SPPC 12.7 
DRA (Croup of 21) 11.76 12~43 

CAPM ORA (Group of 2'1) 12.6-7 12.70 
ORA (Company-specific) l2.17 12 .. 29 

SPPC and ORA used similar dividend yields in their DCF 
analyses, but they disagree on the growth component of the model. 
SPPC used a range of 4.5% to 5-.0% and ORA used a range of 3.5% to· 
4.0%~ SPPC attributes the difference of 100 basis points to the 
different selection criteria used for the parties' comparable 
groups. Based on our review of the record, we believe the 
difference is largely explained by different emphases placed on 
historical growth rates: 

1. SPPC's witness Olson calculated ten-year 
earnings and dividends growth rates of 4.7% 
and 5.2% respectively, and five-year growth 
rates of 1.3% and 4.5%, respectively. 
Based on consensus estimates published by 
the Institutional Brokers Estimate System 
(IBBS), Olson estimated an average expected 
growth rate of 3.7%. Finally, Olson 
calculated a retention growth rate of 2.7%, 
noting that this estimate reflects poor 
1988 results which investors would not 
expect to continue. Olson testified that 
his recommended range of 4.5% to 5.0% 
reflects his belief that investors expect 
electric utilities' earnings to improve 
substantially from past levels. 

2. ORA's witness Quan calculated historical 
dividends and qro~ growth rates for 
electric utilities ranging from 3,.89% to 
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5,.77%. Forecasted. growth rates considered 
by Quan ranged from 3.6% to 4.2%. 
Retention growth estimated by Quan for 
electric utilities was 4.04%. 

It is apparent from the foregoing that SFPC places more 
reliance on continuation or resumption of historical growth rates 
than DRA does~ We have already indicated our view that historical 
growth can be given some weight in the DCF model when other 
measures of growth are considered as well. In this case, the 
historical growth estimates are, in general, substantially greater 
than those forecasted by securities analysts and the retention .. 
rates of qrowth. We conclude that ORA's projected range of 3.5% to 
4.0% is a more realistic estimate than SPFC's projected range of 
4.0% to 5.0%. 

Olson recommends that the rates of return on equity 
calculated using the financial models be increased by an 8% 

adjustment factor to- reflect average financing costs of 4.7% and to. 
offset market pressure which would drive the stock's value down to 
or below book value when new stock is issued. PEA's witness Legler 
believes there is in theory a need to set the return on book value 
somewhat above the market value cost of equity, but that 
determining the proper relationship is a highly complex problem. 
Factors which Legler,indicated should be consiclered would include 
stock market conditions, volatility of the stock in question, the 
growth rate, the market to book ratio" how the company is financed, 
and whether new stock will be sold. 

We recognize there may be a theoretical basis for such 
adjustments for new issues, but we are not persua4ed that an a% 
additive to the model results, which is in large part a matter of 
judgement, is justified. No other party has suggeste4 such an 
approach, and as noted by Legler, determining the proper 
relationship involves consi4eration of a variety of faetors. An 
additive of at would result in the a4dition of approximately 100 

basis points to the authorized return on equity for the range ot 
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model results calculated by the parties. We conclude on the basis 
of this record that such an additive is not justified for 1990. 

The record shows that SPPC has not issued stock since 1984, nor 
does it disclose that SPPC plans to- d~ so in 1990. 

Since the proposed capital structure is not siqnificantly 
different trom the currently adopted structure, ORA believes that 
the level of financial risk facing 5PPC has not changed 
significantly since the cost ot capital was last reviewed for 1989. 

ORA does recommend that SPPC's return on equity be set higher than 

the return for the other electric utilities in recognition of 
qreater relative risk. ORA notes that 5PPC is more leveraged than 

the other electric utilities, and that on the basis of 1988 

revenues, SPPC is the smallest of the utilities analyzed, with 
approximately $408 million in revenues compared to, an average ot 
$2.9 :billion for the electric utility group and an average of $5.3 
billion for the Calitornia electric utilities. 

Atter considering all the evidence of the market 
4Itconditions, trends, and the ,quantitative models presented by the 

parties., we conclude that a l3.00% return on common equity is.just 
and reasonable tor SPPC in 1990. In doinq so, we are recognizing 
that the overall levels of inflation and interest rates appear to 
more favorable than when we established SPPC's return for 1989 one 
year a9'o" but at the same time there is some uncertainty and 
volatility in financial markets. By setting a return on equity 
which is higher than the return generally indicated by the results 
of the financial models, we are also ,recognizing SPPC's relative 
risk compared to· the other electric utilities. 

• 

E.. Mopted Cost. ot capital 

The l3·.00% adopted return on common equity produces an 
overall rate ot return of 10.34% tor 1990, as shown in the 
following table depieting the adopted cost ot capital: 
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~omponent 

Long-Term De:bt 
Preferred. Stock 
Common Equity 

TOTAL 

F .. Implementation 

CSlpitaLRatio 

5,l.06% 
6 .. 55 

42.3Q 

100.00% 

~ost factor 

8.47% 
7 .. 74 

13 .. 00 

weighted COS: 

4 .. 32% 
0.5l 
5.51' 

10.34.% 

On August 16, 1989, SPPC filed. its test year general rate 
case application, which was docketed as A.89-08-027.. We will 
provicle that the cost of capital factors adoptec:l today shall be 

~ 

incorporated in the test year 1990 revenue requirement to :be 
determinec:l in conjunction with the general rate case. 

x. Proposed Decision 

The proposed decision of the ALJ was filed with the 
Commission and servec:l upon all parties to, the proceeding on 
Novem:ber 6, 1989 in accorc:lance with § 31l(d) of the ~Cocle. We 
are taking action in this matter toc:lay :because issuance of a 
Commission c:lecision prior to· December 1989 is necessary to assure . 
that several pending matters which incorporate the adopted costs of 
capital are processed in an orderly fashion by the end ~f the year .. 
The proposed decision was not filed and served 30 c:lays prior to 
today as a result of the c:lisruption of Commission operations Which 
followed the earthquake of Oetober 17 t· 1989.. Our aetion toc:lay is 
taken in accordance with the provisions of PU Coc:le § 3ll(d) under 
Which the Commission may issue its decision sooner than 30 days 
following filing and service of the ALJ's proposed decision in the 
event of an unforeseen emergency situation. 

Comments on the proposec:l decision were filed by parties 
in accordance with Artiele 19 of the Commission's Rules of Praetice 
and Procedure and a ruling by the ALJ which required the eomments 

- 81 -



· -
A.89-0S-011 et al. ALJ/MSW/fs ALT-COM-PME 

to be tiled by November 16, 1989. Reply comments were not 
received. We hav~ carefully considered the AlJ's proposed decision 
and the parties' comments, and have :made modifications to the AL:J's 
proposed decision where appropriate. 
FinSlings 0;( Fact 

1. By 0.89-01-040 we removed consideration of cost of 
capital issues from general rate cases tiled by SoCalGas, PG&E, 
Edison, SOG&E, Southwest, SPPC, and Pacific Power & Light COlnpany, 
and established a separate, generic, annual cost of capital (ACe) 
proceeding'. 

2. The plan for ACC proceedings provides that the new rates 
will be implementec1 in conj unction with the utili ty"s pending 
general rate case or its attrition rate adjustment tiling as 
applicable. 

3. A trigger mechanisln for return on equity adjustments 
would not allow a full cost of capital review unless selected 
financial data change by more than a predetermined magnitude. 

4. No party recommenc1s implementation of a trigger mechanism 
at this time ... 

s. ~t workshops addressing methods to treat the tax savings 
created by the deductibility ot the call premiums paid to 
bonQholc1ers when high-cost c1ebt is prematurely retired, the 
participating utilities and ORA agreed in principle on a method by 
which they will record the call premiums at the combined federal 
and state tax rates in the year of refunding, with full 
amortization of the premiums and related expenses within a 
specified period using the straiqht-line method. 

6. The workshop method results in a lower long-term debt 
cost for each of the energy utilities, and there is no dispute on 
its use for determining the cost of long-term debt. 

7. By 0.85-12-076 we directed utilities to use the ORI 
forecast for AA rated utility debt to estimate the cost of planned 
new debt issues,. and indicated that utilities that do not have both 
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an Aa (Moody's) and AA (S&P's) rating should add a risk premium ot 
no more than 50 basis points it' ,appropriate. 

8. From July 1988- to June 1989 the average spread between A 
and AA rated utility bonds was approximately 20 basis points. For 
1988 the average spread was 23 basis points. 

9. The averaqe spreads over the last ten, five, and three 
year periods were 48, 32, and 29 basis points, respectively. The 
average spread tor the five year period 1979-83 was 63 basis 
points. 

10. In the first six months of 1989, the spread ranged from 
14 to 27 basis points" and in five of those months the spread was 

" the same as or less than that of the corresponding month in the 
previous year. 

11. Utilities with an A rating will not necessarily incur 
debt eosts as hiqh as the single A rate tor all new issues. 

12. The of.terinq yields and ef.tective interest rates on six 
SoCalGas bond issues in 198& and 1988 were, on averaqe, lower than 
contemporaneous Moody's Aa utility bond yields • 

12. A spread of. 2S basis points tor PG&E and Soc.,.lGas is V. 
reasonably eonservative in that it is five basis points ~ove the 
most reeent 12 month average spread of 20 basis points, and ' 
sliqhtly a):)ove the 1983 calendar year averaqe. 

14. A spread of 15 basis points ,for S~G&E is reasonable in 
view of its bond rating. 

15-. There will be an opportunity to, reevaluate the 
appropriate spread in each year's Ace proceeding. 

1G. The utilities acknowledge that the lower interest rates 
in etteet and forecasted ~t the tillle of the hearings support 
returns on equity which are lower than those requested in their 
applications. 

17. The DR! Control forecast for AA utility ~onds tor 1990 

cleclinec1 approximately 130 basis points from the April forecast ot 
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9.96% to, the July forecast of 8.67%. The Septelnl::ler forecast was 
8.64% 

lB. The JUly Wharton Economic Forecasting Associates (WEFA) 
forecast tor AA utility ~onds for 1990 was 9.8%. 

19. FEA presented testimony showing that interest rates ~ 
declined 60 to 110 basis points between Oece~er 1988 and late-July 
1989, and tos Angeles determined that there has ~een a decline of 
75 to 100 basis pOints in long-term rates. 

20. tong-term ~o-year Treasury Bond rates remained'relativ~ly ~ 
flat in the first five months of 1989, then began. to fall in the 
middle of May through July. Short-term three-month ~reasury Bills 

" rose from the beginning of the year through March" then began to" 
decline in March through July. 

21. Interest rate forecasts by PG"&E, ORI, WEFA, and Meyer 
which qenerally show interest rates reaching a peak in early 1989, 
declining temporarily through mid-to-late 1990, and then increasing 
again in 1991, assume a recession or a slowing of economic qrowth, 
and no federal action to keep interest rates from dropping 

22. Federal Reserve Board actions to- reduee the federal funds ~ 
rate and red.uctions in the priIne rate in June are consistent with 
an economic slowdown. 

23. A survey of 38 Well-known economists concluded that for ~ 
the remainder ot 1989 and. 1990 the economy would experience slow 
growth, and there would be no recession, little change in bond 
yields, lower short-term interest rates, and lower inflation. 

24. The DRI Control forecast is inconsistent with the t/ 
historical relationship between AA utility bonds an~ inflation 
rates, with an implied premium over forecasted inflation of 4.3% 
for 1990. Premiums as low as 4~3~ have not prevailed since 1970. 

25. In 0.88--12-094 the Commission placed qreater reliance on ./ 
recorded interest rates and less reliance on the DRI forecast due 
to the. s~jective analysis underlyinq the ORI forecast and the 
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history of variations up to 131 basis points between the forecast 
and actual rates. 

26. Interest rates can change by ~ore than a hundred basis v/ 
points in a matter of months. 

27. 'I'he fact that the ORI Control forecast declined 130 basis I 
points from April to July demonstrates the volatility of the . 
forecast. 

28. CRI assigns a higher probability to the Control forecast ../ 
than to the Late-Recession scenario. 

29. AA utility bond rates are not so volatile that 
predi~tions about them for the ~omin~ year are useless. 

30. Interest rates are cu-~ently below the l~vels prevailing ~ 
When we adopted the energy utilities.' cost of ~apital for 1989, and 
are likely to remain below those levels during 1990, but there is 

some uncertainty and volatility in financial markets. 
31. Interest rates in 1990 may be lower than they were 

expected to be in April 1989. 
/ 

V 32. While equity investors are concerned with the overall 
return over the entire period they hold the stock, they will take 
into account the fact that returns on e~ity are reqularly adjusted 
to reflect current economie conditions. 

33. We conduet annual cost of capital reviews in part to 
recognize the volatility and unpredictability of interest rates. 

34. The enerqy utilities have requested increases in their 
authorized returns on equity ranging from 25· to 100 basis points. 

35. Increases in returns on equity are not justified' on the· ../ 
basis of interest rates or interest rate trends. 

3&~ To the extent that interest rates are determinative of ./ 
the proper return on equity, reductions in the currently aUthorized~ 
returns in the range of 10 to 20 basis points are reasonal:>le. /" 

37. The use of the ORI forecast to calculate long-term debt 
cost is in a~~ordance with the procedure we established'in 
0 •. 85-12-07'6 for financial attrition filings. 
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38., parties in tuture cost of capital proceedings could 
~eneti t if a new methodolo,9'Y can ~e developed tor incorporating 
interest rate trends in the annual cost of capital determinations. ~ 

39. The Supply Adjustment Mechanism (SAM) and the Gas 
Adjustment Clause (GAC) were eliminated May 1, 1988 for noncore gas 
customers, and replaced ~y the Negotiated Revenue Stability Account 
(NRSA) for a period of two years. The NRSA is scheduled for 
elimination on April 30, 1990. 

40. The NRSA limits utility losses and qains in after-tax 
earnings to a range o~ 300 ~asis points above or below its 
authorized return on equity. .' 

4l. PG&E lost $17.8 million on noncore sales in the eight 
months followinq the initial phase-out of SAM. Without the NRSA, 
the loss would have ~een $2$.1 million. PG&E.could lose $47 

million on noncore sales in 1989. Thus, the NRSA protected PG&E 
from more than $7 million ($25.l - $l7.8 million) in after tax 
losses in the first eight months following implementation of the 

../ 

../ 

gas restructuring program, and it may provide a greater savings in 
1989. 

42. Gas utilities can be expected to develop new strategies ~ 
and benefit from current strategies such as lonq-term contracts 
with up-front demand charges to mitigate the risks associated with 
the elimination of the NRSA. 

43. Elimination of the NRSA provides opportunities for 
enhanced profits as well as risks of losses. 

44. Investors have been aware of the phasing out of 
protective mechanisms, as indicated ~y the Drexel B~ Lambert 
report on PG&E in September 1988. To the extent that investors' 
perceptions of the associated risks are reflected in the financial 
model analyses, the risks may have already ~een quantified and 
incorporated in the parties' recommendations. 

45. The elimination of the NRSAmay result in an additional 
risk for the gas utilities that was not fully eonsidere~ when their 
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equity returns were last establishea, but actual losses in the past 
do not indicate the probab~lities of future losses or gains that 
can be expectea'tor PG&E and the other ~as utilities. 

46. Restructuring of the gas industry due to f.ederal ana 
state policies has created new risks in the past few years, and 
such risks have previously been considere~ by this commission and 
incorporated in its rate of retu~ deliberations. 

4i. Electric utilities have experienced rapid growth in 
third-party capacity and sales, but the risks associated with this 
growth have not been shown to be significantly different trom those 
previously considered in previous cost of capital reviews. 

48. Third-party generation creates resource planninq risks, 
but there are also benefits in the reduction of the utility'S 
exposure to large baseload plant risks .. 

49. Retention ot the ERAM and ARA mechanism.s represents a 
reduction ot risk tor electric utilities compared to one year ago. 

50. Bypass risk is mitigated by our policy of moving closer . ~ 
to, EPMC (equal percentage of marginal cost), and the Commission's 
authorization of special contracts for large customers to encourage 
their remaining on the system. 

51. There will normally be an interval ot several weeks 
between the closing of the record in an ACC proceeding and the date 
of a decision by the Commission. 

52. The adopted update procedure tor ACC proceedings 
(0.89-01-040) was followed in this proceeding with the submittal of. 
late-filed Exhibit 40, Which include~ September interest rate 
forecasts .. 

53. Regulated energy utilities may not have adequate 
incentive to make eff.icient use of levera~e without requlatory 
oversight of their capital structures. 

54. Authorizing generic returns on common equity irrespective 
of differences in risk ~onq utilities creates an incentive for 
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California utilities to hol~ more common equity financing than 
comparable risk-positioned utilities. 

55. While'leverage of nonrequlated firms has increased since 
1981, the opposite has been true of enerqy utilities. 

56. Determining the OCS for a firm requires judgement as well 
as quantitative analysis. 

57. DRA's LPM analysis produces meaningful results which can 
be used. in conjunction with qualitative analysis and judc:;ement to 
analyze capital structures. 

58. Differences and variations in risks, the spread between 
d.ebt and equity costs, the spread :between costs of .,d.ebt with 
different ratings, and changes in bond rating criteria will result 
in a d.ifferent OCS for each firm and. over time for the same fir.m. 

59. Standard & Poor"s guidelines for electric and. combination 
utility de:b~ include debt ratios of 39% to 46% for an AA rating and 
44% to 52% for an A rating. 

60. Spreads between yields on A rated electric utility bonds 
and higher rated bonds are currently so small that the reductions 
in debt required to achieve the higher ,ratings are not justified. 

61. For electric utilities, ratings higher than single A are 
justified less than 15% of the time and have not been justified 
since the early l~aO~S. 

62. Amonq industrial firms with investment qrade boneis, 46% 
have an A rating, whereas only 4.9% of such firms have AAA ratings 
and only 16.2% have AA ratinqs. 

63. DRA and FEA recommend capital structures which are 
consistent with maintenance of single-A :bond ratings and no· higher. 
SDG&E recommends structures based on criteria for both A and AA 
ratings. 

64. SoCalGas' proposed capital structure for ~990, eonsistinq 
of 45-.. 00% long-term debt, 9.70% preferreci stock, and 45.30% CODon 
equity, is not ciisputed. 
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6S •. ORA's 9.22% estimate of SoCalGas' embedded long-term debt 
cost for 1990 and its 7.31% estimate of preferred stock incorporate 
ORI's Septe~er; 1989 Control interest forecast for AA rated 
utility bonds, an=. risk premium spread of 25 ~asis points to 
reflect SoCalGas' single A ~ond rating. 

66. Parties using the financial models to develop their 
return on equity recommendations cautioned against placing too much 
reliance on them, and recommended that the model results be 
tempered ~y judgement .. 

67. The OCF, RPM, and CAPM financial models are usef~l in 
establishing a range of required returns to consider in selecting 
the authorized return, and in evaluating trends of investor 
expectations when consistent assumptions and data sets are used in 
the analysis. 

68. There:may be an element of circularity in the historical v" 
growth version of the DCF model in that high historical levels of 
growth could.,. alone, incorrectly indicate a futw::e need for hi9h 
returns. 

69. A 12.25% return on equity for SocalGas will result in a ./. 
coverage ratio of 3.19, which is barely adequate under Standard and 
poors" guideline of :3 to 4.25 times annual interest exper.se and 
other fixed charges in order to maintain an A bond rating_ 

70. Bond rating agencies consider other factors besides 
interest coverage guidelines when rating ~onds. 

71. The level of financial risk facing SocalGas has not 
cnanged significantly since 1989. 

72. The potential for business risk faced by SOcalGas due to v" 
the proposed merger of SDG&E with Edison does not warrant an 
ad.justment to· the authorized return on equity for 1990. 

7:3. A return on equity ot 13·.00% for SOcalGas' 1990 utility ./ 
operations is reasonable. 
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74 •. Unoer our moclifieo Rate Case Plan, gas rate clesiqn and 
revenue allocation issues are addressed in ACAPs, not in general 
rate cases or cost of. capital filings. 

75. PG&E's proposed capital structure for 1990, consisting of 
47 .OO~;; long-tem debt, 6.25% preferred stock, and 46.75% CODon 
equity, is not disputed. 

76. ORA's 9 .. 32t estimate of PG&E's embedded long-term debt 
cost f.or 1990 incorporates DRI'z September, 1989 Control interest 
forecast for AA rated utility bonds, and a risk premium spread of 
25 basis points to ref.lect PG&E's single A bond rating. 

77. PG&E,s estimated 8.79% cost of preferred stock is not 
~ 

disputed .. 

\,,/ 

../ 

78.. Th.e use of comparable group data only in fi~cial mode-l--...c ..... 
analyses for PG&E is consistent with the Diablo Canyon Settlement 
Agreement, which preCludes recoqnizing the impact of th.e settlement 
on future determinations of the utility'S rate of return. 

79. For its RPM and. CAPM analysis,. PG&E used DRI"s Control 
and Late-Recession Forecasts to estimate 30-year Treasury bond 
rates and AA utility bond rates, and a 50 basis point spread to 
estimate the yields on A-rated utility bonds. 

80. Value Line earnings projections include periods past 
19?0, the period we are concerned with for this proceeding. 

81. Value Line forecasts used by PG&E are proj ected book 
returns, which could overstate the market returns required by 
investors. 

82. Earned returns in the four quarters ending with the 
second quarter of 1989 do not indicate what investors require for 
1990. 

83. There is no assurance that the jurisdictions involved in 
a compilation ot average authorized returns for the electric 
industry in the second quarter of 1989 use the same criteria as 
this Commission in authorizinq returns on equity,. that the 
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authorizations are reasonably current, or that they are retlective 
ot comparable utilities. 

94. PG&E will experience an incr¢~ental1y higher level of 
tinancial risk in 1990 due to the 7S basis point reduction in its 
percentage of preterred stock and corresponding increase in lonq
term debt. 

85. A return on equity of 12.90% for PC&E's 1990 utility 
operations is reasonable. 

86. PG&E proposes that the change in revenue requirement 

./ 

./ 
resulting from its requested cost of capital be allocated to rates 
by class and spread in a manner consistent with the revenue 
allocation and rate design principles adopted in its 1990 qeneral 
rate case (A. 88-12-005,) and its pending 1989 Energy Cost Adjustment 
Clause proceeding (A.89-04-00l). 

87. Edison's proposed capital structure·tor 1990, consistinq 
of 48.00% long-term debt, 6.00% preferred stock, and 46,.00% common 
equity, is not disputed. 

88. As shown in late-filed Exhi:bit 40, the 9.0l% cost ot debt 
and 7.75% cost of preferred stock estimated for Edison are not 
disputed. 

89. Edison's historical growth rates are not likely to ~e 
sustained without siqnificant changes in the payout ratio-, and a 6% 
estimate of the growth component of the DCF model is likely to 
overstate reasonable expectations of investors. 

90. FEA's ranking of the ~elative risk ot the energy 
utilities is generally consistent with our qualitative risk 
assessments. 

9l. A return on equity of l2.85% for Edison's 1990 utility 
operations is reasonable. / 

92. A signiticant portion of SOG&E's capitalization is in the v 
torm of long term lease obligations, the costs of which are 
recovered in ECAC and general rate case proceedings • 
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93., SDG&E's equity ratio is closer to those of the other 
electric utilities when,comparisons are made on the basis of total 
ratemaking and financial capital structures instead of rate base 
capital structures·. 

94. If SDG&E issues 3.l% in short term debt, its 1990 equity 
ratio on a financial basis will be 80 basis points above the 1988 
average for sinqle A electric utilities, 27,0 basis point~ above 
Edison's. and l20 basis points above PG&E's. It less short term 
debt is issued, the ditferences· will be qreater. 

95. SDG&E's proposed capital structure consisting of 44 .. 2'5% I' 
long term debt, 6.25% preterred stock, and 49.5·0% common equity is \ 
reasonable. ( ' 

96. DRA's 9.08% estimate of SDG&E's e~edded-long-ter.rn. debt ~ 
cost for 1990 incorporates ORI's september, 1989 control interest 
forecast for AA rated utility bonds, and risk premi~ spread of l5 
basis points to reflect SOG&E's ratinq_ 

97. SOG&E's estimated 7.18% cost of preferred stock is not 
disputed. ~ 

98. A return on equity of l2.90% for SDG&E's utility -
operations is reasonable. 

99. The proposals ot SDG&E and DRA to deter implementation of v 
electric rate changes are in asreement in that they both provide 
for using the ERAM balancing account to record any over- or 
undercollection resulting from the eieferral,. 

100. Southwest's proposed capital structure for 1990, 
consisting of 50.00% long-term debt, $.00% preferred. stock, and-
45,.00% common equity, is, not disputed. 

101. DRA.'s lO.56% estimate of Southwest's lonq-ter.m debt cost 
shown in Late-filed Exhibit 40 reflects ORA's use of the wor~hop· 
methoei for passing the tax benefits of call premiums to ratepayers, 
and is not disputed by Southwest. 
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10:2., Southwest's proposed 9.57% cost of preferred stock is one 
basis point higher than ORA's est~a~e, but the difference is not 
reflected in the weighted cost of 0.48% due to rounding. 

103. Value tine has commented that any gains in earnings that 
Southwest enjoys from the gas distribution business may be 
overshadowed by poorer financial performance by its savings and 
loan subsidiary, Pr~erit Federal Savings Bank. 

104. ORA's comparable group financial model analyses reflect J' 
large A and AAutilities. 

105. Southwest has a bond rating of Baa-3/BBB. 
lOG.. Southwest's selection criteria tor developing a group of 

comparable utilities were intended to, include companies similar to 
Southwest in size when compared by nUlUber of utility customers 
served, revenues from gas sales, utility asset size, and volumes 
delivered .. 

107. Southwest agrees with ORA that overall business and 
financial risk has changed veri little ~ince its last cost of 

V 
./ 

capital review. 
108. Southwest's company-specific OCF analysis indicates a 

required return on equity which is almost 200 basis points higher 
/ 

than the return indicated by its comparable group analysis, and 

ORA's company-specific results were more than 100 basis points 
higher than its group results. . 

109. A return on ecruity of 13.05% for Southwest's 1990 utility ../' 
operations is reasonable. 

110. SPPC~s proposed capital structure for 1990, consisting of 
51.06% long-term debt,. 6 .. 55% preferred stock, and 42 .. 39% com:mon 
equity, is not disputed .. 

111. SPPC"s proposed 8.47% cost of debt and 7.74% cost of 
preferred stock as shown in late-filed Exh~it 40 are not disputed. 

112.. In its OCF analysis,. SPPC places more reliance on 
continuation or resumption of historical growth rates which are, in 
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general,. s~stantially greater than those for~easted ~y zeeurities 
analysts ana the retention rates of growth. ~ 

113. In applying the results of finaneial model analysis, an 
aajustment faetor to reflect finaneing costs and to offset market 
pressure whieh would drive the stoek's value down to or below book 
value when new stoek is issued is in theory needed, ~ut determining 
the proper relationship is a highly complex problem. ~ 

114. SPPC is more lever~ged than the other electric utilities, 
and on the basis of 1988 revenues, it is the smallest of the 
utilities analyzed, with appr~ximately $408 million in revenuez 
compared to an average of $2.9 billion for the electric utility , 
group and an average of $5-~3 billion for the california electric 
utilities. 

115-. A return on equity of 13.00% for SPPC's 1990 utility 
operations is reaso~le. 

116. The AlJ's proposed aecision was not filed and served 
30 4ays prior to toaay due to the disruption of Commission 
operations following the earthquake of Oetober 17, 1989. 

~nclusions ot Law 

,/'" 

/ 

l. The eost of capital factors- adopted by this deeision 
should be implemented in eonjunction with each utility'S 1990 
attrition year filinq or 1990 test year general rate case filing as 
applicable. 

2. Parties may address the eoncept of a trigger mechanism 
for return on equity adjustments in future proceedings. 

3. The workshop method for treating the tax savings 
associatea with.high-eost debt retirements should be use4 in 
ealculating the eost of long term debt for the energy utilities. 

4.. For 1990, a 25- basis point premium should. be aclded. to
foreeasted. AA utility bona yields in estimating the cost of new 
debt and preferrea stock issues DY SoCalGas and PG&E, and a 15 
Dasis point premium should be usea in the case of SDG&E. 
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s .. ' Current interest rates and forecasted interest rates are 
siqnificant, ~ut subjective, determinants of appropriate returns on 
equity. 

6. The ORI Control forecast should ~e considered only in 
conjunction with other interest rate forecasts and other economic 
indicators in determininq appropriate returns on equity. 

7. With annual cost of capital reviews, the primary concerns 
in establishinq returns on equity for 1990 are the conditions 
expected to, prevail in 1990. 

8. Considering only interest rates and interest rate trends, 
the energy utilities' 1990 returns on equity should be reduced trom .' 
eurrently authorized returns, ~ut not by the 70 to 90 ~asis point 
range of reduetions implied by ORA's and FEA's recommendations. 
The reductions should be in the range of 10 to 20 basis points on 
the basis of interest rates alone. 

9. CACO should be directed to eonvene workshops with the 
enerqy utilities, ORA, and other parties to review the role of 
interest rate forecasts in cost of capital proceedinqs and to 
establish a consistent method ot incorporating actual and 
forecasted interest rate information in cost of capital 
determinations .. 

10. The scheduled elimination'of the NRSA is an additional 
risk which should be considered in determining the gas and 
combination utilities' returns on equity for 1990. 

11. The update procedures established for ACC proceedings by 
0.89-01-040 should be followed under normal circumstances-

12. The commission should oversee the management of 
capitalization to assure that efficient use of debt and preterred 
stoc~ financing is mad.e by the utilities,. ~ut in doing SQ-, it 
should not adopt fixed, generic target eapital structures whieh are 
presumed to l:le reasonaDle .. 
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13., Utilities shoula provide justification of their financial 
and proposed ratemakinq capital structures in cost of capital 
proceedinqs .. 

14. Utilities which have diversifi~d into nonutility 
enterprises and/or adopted alternative corporate structures should 
be directed to show, in the next cost of capital proceeding, how 
their utility operations are insulated from the effects of their 
other enterprises .. 

15. SoCalGas' proposed 1990 capital structure should be 
adopted. 

16. SoCalGas should be authorized a 9.22% cost ot long-term 
" 

debt and a 7.31% cost of preferred stoc~ for 1990. 

17. The results of financial models should be consi~ered in 
conjunction with other quantitative and qualitative analyses in 
arriving at a final judgement in determininq returns on equity.~ 

18. Some weiqht can be qiven to the historical growth version 
of the OCF model when other measures of growth are also considered. 

19. A 13.00% return on'common equity, which results in an 
overall 10.75% return on rate base, should be adopted as just and 
reasonable for SoCalGas in 1990, based upon all of the evidence 
considered in this proceeding. 

20. SocalGas aILd the other uti~ities should incorporate the 
most recently adoptedl cost allocation and rate design principles in 
their filings implementing the adopted rates of return in rates. 

21. PG&E's proposed 1990 capital structure should be adopted. 
22. PG&E should be authorized a 9.32% cost of lonq-term debt 

and a 8.79% cost of preferred stock for 1990. 
23. A 12 .. 90% return on common equity, which results in an 

overall 10.96% return on rate base, should be adopted as just and 
reasonable for PG&E in 1990, based upon allot the evidence 
considered in this proceeding. 

24. Edison's proposed 1990 capital structure should be 
adopted .. 
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25 •. Edison should be ~uthorizcd a 9.01% cost of long-term 
debt and a 7.75% cost of preferred stock tor 1990. 

26. Relative risk ranking analysis can be considered in 
conjunction with other analyses in arriving at a final judgement in 
eetermining returns on equity. 

27. A 12.85% return on common equity, which results in an 
overall 10.70% return on rate base, should be adopted as just and 
reasonable for Edison in 1990, based upon all of the evidence 
considered in this proceeding. 

28. capital leases whose costs are recovered in other 
proceedings should be considered in evaluating ratemaking equity 
ratios. 

29. SOG&E's proposed capital structure should be adopted for 1 
1990. 

30. SOG&E should ~e authorized a 9.08% cost o! long-term debt 
and a 7.18% cost of preferred stock for 1990. 

31. A l2.90% return on common equit~, which results in an 
overall 10.86% return on rate base, should be adopted as just and 
reasonable for SOG&E in 1990, based upon all of the evidence 
considered in this proceedinq. 

32. Southwest's proposed 1990 capital structure should be 
adopted. 

33. Southwest should be authorized a 10.56% cost of long-term 
debt and a 9.57% cost of preferred. stoc::k for 1990. 

34. A 13.05% return on common equity, which results in an 
overall ll.63% return on rate base, should be adopted as just and 
reasonable for Southwest in 1990, based upon all of the evidence 
considered in this proceeding. 

35. SPPC's proposed 1990 capital structure should be adopted. 
36. SPPC should be authorized a 8.47% cost of long-ten debt 

and a 7.74% cost of preferred stock for 1990. 
37. A 13.00% return on common equity, which results in an 

overall 10.34% return on rate base" should be adopted as just and 
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reasonal:>le for SPPC in 1990, ·~ased upon all of the evidence 
considered in this proceeding. 

38. Under'PU Code § 311(d), the commission may issue its 
decision sooner than 30 days following filing and service of the 
A'!.:J's proposed decision in the event of an unforeseen emergency 
situation such as that following the Octo~er 17, 1989 earthquake. 

ORDER 

IT· IS ORDERED that: 
1. Southern California Gas company's (SoCalGas) adopted cozt 

of capital for its 1990 test year is as follows:. 
SocalGas' Adopted 1990 Cost of caPi:tal 

COlI!Ponent ca'D:i.~~l Bm.:i.2· Co~:t b£t2:t W~:i.~~ Cost· .. 
Longo-Term Oe~t 45·.00% 9.22% 4.l5% 
Preferred stock 9.70 7.31 0.71 
Common Equ.i ty 4S,3Q 13.00 5,89 

1 TOTAL 100.00% lO.75% 

2. SoCalGas' adopted 1990 test year rate of return, as shown 
in orderinq Paragraph l, shal·l :be used in conj unetion wi th its 
pendinq 1990 general rate case proceeding decision and the most 
recently adopted cost allocation and rate design principles for the 
purpose of calculatinq revised rates for the 1990 test year .. 

3. Pacifie Gas & Electric company's (PG&E) adopted. cost of 
capital for its 1990 test year is as follows: 

WiE's Mopt~ 1999 cost 2: capital 

component gmital 'Ratio C2st FaC't2r weighted COS; 

Longo-Term Oe:bt 47.00% 9~3Z% 4.38% 
Preferred Stock 6.25 8;79 0.55-
CODon Equity 46,75 12 .. 90 §,OJ 

TOTAL lOO.OO%· lO·.96% 
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4 •. PG&E's adopted 1990 test year rate ot re~urn, as ~hown in 
Ordering Paragraph 3, shall ~e used in conjunction with its pendinq 
1990 general rate ease proceeding decision, using ~e cost 
allocation and rate design principles adopted in that decision and 
its pending Energy cost Adjustment Clause (ECAC) p:oceeding for the 
purpose of calculating revised rates for the 1990 test year. 

s. Southern California Edison company's (Ec1ison) adopted 
cost of capital for its 1990 attrition year is as follows: 

Edison's Adopted 1990 Cost ot capital 

~om'DQnent ca'D~l ~;i.Q' ~2~ r:~£1i~ ~~19h3;ed ~2.S 

" tonq-!'erm Debt 48. OO'~ 9.·01% 4.32% 
Preferred Stock 6·.00 7.75- 0.47 
Common Equity -.,-Co·o-_····_· 12 .. 85- 5.91 

TOTAL 100.00% 10.70% 

6. Edison's adopted 1990 attrition year rate of return, as 
shown in Ordering Paragraph 5, Shall ~e used in conjunction with 
its 1990 attrition year advice letter filing and the most recently 
adopted cost allocation and rate design principles for the purpose 
of calculating revised rates for the 1990 attrition year. 

7. San Diego Gas & Electric Company's (S~G&E) adopted cost 
of capital for its 1990 attrition year is as tollows: 

SPG&E's Adopted 1999 cost ot capital 

component capital Ratio C2st Fact2r weighted C2st 

Long-Term Debt 44.25% 9.08% 4.02·9~ 
Preferred Stock 6.25 7 .. 18 0.4S 
Common Equity 49,50 14. 90 6.39 

TOTAL 100.00% 10.86% 

8. SDG&E's adopted 1990 attrition year rate of return, as 
shown in Ordering Paraqraph 7, shall be used in conjunction with 
its 1990 attrition year advice letter tilin9 and the most recently 
adopted cost allocation and rate design principles for the purpose 
of calculating revised gas and steam rates tor the 1990 attrition 
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year •. Electric rate changes shall be deferred pending disposition 
of.SOG&E's current ECAC proceeding and adoption of an electric rate 
design in that proceeding- SOG&E shall re.flect the 1990 attrition 
year rate of return in its Electric Department Authorized Base Rate 
Revenue effective January l, 1990, and record any resulting revenue 
over- and undercollection in its Electric Revenue Adjustment 
Mechanism balancing account until electric rates are reset in the 
ECAC proceed.inq_ 

9. Southwest Gas corporation's (Southwest) ad.optcd cost of 
capital for its 1990 attrition year is as follows: 

Southwest's Adoptqd 1920 cost 0' capital 

component capital Ratio cost Factor Weighted cost 

Long-Term Debt 50.00% 10.56% .5.28% 
Preferred Stock 5.00 9.57 0.48 
Common Equity 45,00 # l3 .. 05 5,87 

TOTAL 100.00% 11.63% 1 
10. Southwest's adopted 1990 attrition year rate of return, 

as shown in Ord.erinq Paragraph 9, shall be used in conjunction with 
its 1990 attrition year advice letter filing and the most recently 
adopted cost allocation and rate design principles for the purpose 
of calculating revised rates for the 1990 attrition year. 

~ 

11. S·ierra Pacific Power company's (SPPC) adoptecl cost of 
capital for its 1990 test year is as follows: 

component 

Long-Term Del:lt 
Preferred·Stock 
Conunon Equity 

TOTAL 

Sppe's Ado,ptM 1990 Cost of capital 

CAPital Ratio 

5l.06% 
6-.50$ 

42.29 

100.00% 

Cost Factor 

8.47% 
7.74 

13.00 

Weighted Cost 

4.32% 
0.51 
5,51. 

10.34% 

12. $·PPC's adopted 1990 test year rate of return, as shown in 
Ordering Paragraph 11, shall be used in conjunction with its 
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pendinq '1990 general rate case proceeaing decision tor the pu.~ose 
ot calculatinq ~eviseQ rates tor the 1990 test year. 

13. SOCalGas~ PG&E~ Edison, SOG&E, Southwest, SPPC~ and 
Pacitic Power anQ Light Company shall adaress, in the next cost ot 
capital proceeding, any ~t their nonutility operati~ns 'Which :i;llt 
affect their utility operations, an~ show how utility operations 
are insulated trom the effects of tl:uair other ente~rises tor ~e 
purpose ot determining the cost of capital tor 'their utility 
operations.. . '~ 

14. The Commission Advisoty apd Co~pliance Oiv~sion' (cACD) 
shall sehedule and cbair a worJ.'"..sbop not later tha..'"l •. Z~cb, 1990 wi-=.h 
the energ'y utilities, ORA, and other p~ies tor t:.he pw:pose o! 
reviewing the role of interest rate forecasts in cost of capital 
proc~edings and establisbing a consistent method ot incorporatiDq 
actual and forecasted interest rate intormation in cost of capital 
d~te%'ltinations.. A copy of this opinion shall be se::veaon the CACD 
Director. 

15. SOCalGas, PG&E~ EQison, SOG&E~ Southwest, SPPC~ and 
Paeific Power and Light Company shall address the results 0: the 
workshops iaentified in Orderinq Paragraph 14 in the next annual 
cost ot capital prOCeeding. 

This order is effective today. 
Dated NOV 2' 2 1989 , at San Francisc(), CalifOrnia .. 

I will file a partial concurrence 
partial d.issent. 

/s/ F1U:DERI~ R~ DO'OA 
CO'1M!1l.ssl.oner 

and a 

I will tile a written concurring opinion. 

/ s/ JOHN B. OHANIAN ' 
Commissioner 

'. ' 
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Frederick R. Ouda, Commissioner, concurring in part and dissenting 
in part. 

! concur with many aspects of today's decision. For 
example, I agree that cost of capital determinations should be ~de 
on a utility by utility basis, since the generic approach fails to 
allow adequate consideration of either the individual financial and 
business risks facing each utility or the financial and business 
strengths possessed by each utility. I support the decision's 
reference to the potential benefits of preferred stock as a low 
cost source of capital, although I would have gone further to 
suggest that preferred stock guidelines should be seriously 
considered. I concur with the requirement that CACO hold 
workshops to address methods for incorporating interest rate trends 
in future cost of capital proceedings. And X agree that utilities 
should be required to- address how their utility operations are 
insulated from their non-utility operations for the purpose of 
determining the cost of capital for their utility operations. 
These are but a few of the many things I like about today's 
decision. 

X part company with my fellow commissioners, however, and 
must dissent when it comes to the determination of appropriate 
returns on equity, the deletion of the proposed decision's 
discussion of appropriate utility bond ratings, and the decision to 
increase SDG&E's equity ratio-. I believe that the adopted ROEs are 
excessive and that the decision's departures from traditional cost 
of capital analysis are unfortunate and inappropriate. 

First, I take issue with the adopted returns on equity 
(ROE). The administrative law judge's proposed decision contained 
ROEs significantly higher than ORA's recommended range of ROEs, and 
higher than those suggested by the drop in interest and bond rates 
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since our last cost of capital decision. Today's decision, which 
adds 20 basis points to the ALJ's recommendations, yield$ excessive 
ROEs which are not just and reasonable given the facts before us at 
this time. 

Merrill Lynch's Quarterly Requlatory Report for october, 
1989 shows that ROEs for electric utilities have trended downward 
froxn 12.90% in the first quarter of 19S'9 to 12.Z5% in the 3rd 
quarter. Gas utility ROEs have trended downward from 12.62% to 
12.54% The Federal Energy Regulatory Commission (PERC) set its 
most recent quarterly benchmark return on equity for electric 
utilities at 12.04%, a significant d.ecline from the prior quarter 
(12.43%). A year aqo, AA utility bond.s yielded approximately 9%. 
Today, the yield is approximately st. In the past,. the returns we 
have authorized for California energy utilities have approximated 
the returns qranted nationwide. With today"s authorization of ROEs 
ranqinq from 12.85% to' 13.05%, we have stepped. far outside the 

mainstream • 
I feel that the Commission's decision to increase the ALJ's 

proposed ROEs by 20 basis points was both unwise and unwarranted. 
Althou~h the maqnitude of these adjustment may at first seem small, 
the total result is an increase in the revenue requirement of 
Southern California Edision, Pacific Gas and Electric, SOUthern 
California Gas, and San Dieqo Gas and Electric of $39 million 
dollars. Althouqh utility shareholders certainly have somethinq 
extra to be thankful for this holiday season, ratepayers do not. 
From the ratepayers' perspective, today's decision lacks the fair 
and careful balancinq of interests which we strive to achieve. 

Second, I believe the ALJ properly analyzed bond ratinq 
benefits when he concluded that capital structures which support 
bond ratinqs no qreater than sinqle A are adequate. By deletinq 
this section of his proposed decision, the Commission encouraqes 
utilities to seek capital structures characteristic of hiqher bond 
ratings. such capital structures, with their hiqh equity 
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components, may be excessively costly to ratepayers since equity 
generally costs more than debt. 

Third~ I think that the decision reflects a misunderstandin~ 
of the impact of capital leases on SOG&E's cost of capital and that 
this misunderstanding leads to an inappropriate increase in SOG&E's 
equity ratio. After a brief reference to' the history of SOO&:E's 
capital leasing program, I will point out why today's decision is 
wrong. 

SOG&E entered into the capital leasing arrangements it now 
praises out of necessity rather than choice. At the time these 
leases commenced, SOG&:E was in dire financial straits and was for 
all practical purposes unable to raise capital through the issuance 
of debt or equity. InVestors quite naturally shied away from this 
high risX utility. By selling and leasing back its headquarters 
building and its Encina S generating plant, SOG&:E was able to 
recover the debt and equity capital it had invested in these 
facilities and thus avoid the need to issue new debt or equity for 
future capital projects. This result ot the leasing arrangements 
point$ out why SOG&E's long term capital leases are treated as an 
operational expense and not given rate base treatment. While the 
capital leases do indeed cover capital assets, they are not 
included in SOG&E's rate base since they do not represent a 
ratemaking debt or equity investment by utility shareholders. The 
leases, in essence, take the place of rate base investments for 
which the utility would otherwise obtain an appropriate rate of 
return. 

Naturally, rate base rate of return compensation is not 
appropriate for items Which are not in rate base. Double counting 
results if capital structure adjustments are made as it the capital 
leases were in rate base" and the utility is qrantced a return on 
equity based on such an adjustment, when in tact the utility is 
already compensated for the capital lease payments through its 
operating expenses • 
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In this proceedin~, SDG&E asks us to look at its Ntotal 
tinanc1al cap1tal structure,W which includes all lon~ term 
capitalization whether in rate base or not, when determinin~ an 
appropriate rate ~ase equ1ty ratio. SOC&E argues that the use of 
traditional rate ~ase capital ratios is unfair in its case because 
a significant portion of its capitalized assets are financed 
throu~h long term capital lease arrangements rather than through 
rate base investment. SDG&E's rate base equity ratio appears high, 
the utility contends, because non-rat~ base capital lease~ which 
are a long term obli~ation equivalent to debt are excluded from the 
capital structure upon which the rate base equity ratio is based. 
SOG&E claims that if its equity ratio is computed on the basis of 
an overall capital asset pie containing rate base debt, rate base 
preferred stock, rate base equity and non-rate base capital leases, 
then the financial equity ratio, it proposes appears smaller than 
the 49.5% rate base equity ratio it seeks, and appears more in line 
with the equivalent equity ratios of other utilities. SCG&E 
apparently concludes that the appearance of an equity ratio 
reduction which results from the use of an overall financial equity 
ratio requires an offsettin~ increase in the rate base equity ratio 
if the utility is to be ~iven an opportunity to earn its authorized 
return on all its outstanding equity. 

In accepting SOG&E's position, the decision states that 
SOG&E's use of capital leases has been of benefit to ratepayers, 
and that ORA's recommendation of a 48% equity ratio, the same 
equity ratio we found reasonable for SDG&E's 1989 attrition year, 
could discoura~e further use of lon~ term leases. The decision 
appears to imply that ORA's proposed rate base equity ratio would 
somehow penalize SOG&E for the use of lease financing by excluding 
such financing from its rate ~ase cost of capital analysis. 

When analyzin~ the impact of a switch from rate base capital 
structures to, overall fi~ancial capital structures it is important 
to keep· in mind the fact that if non-rate ~ase debt equivalent 
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capital assets (i.e., long term capital leases) are added t~ rate 
~ase assets the overall capital asset pie becomes ~igger and the 
portion of that pie which is represented ~y equity inevitably 
becomes smaller. This shrinking equity ratio is nothing to be 
alarmed at, since it does not mean shareholders earn a return on a 
lesser amount ot actual equity dollars, but simply that the dollars 
of equity represent a smaller piece of the total asset pie. One 
may reasonably compare the resulting Hfinancial equity ratiosH of 
one utility with another, but only as long as one does so on an 
"apples to apples" basis. Obviously, a Hfinancial equity ratioN is 
not directly comparable to a Hrate base equity rati0.H 

While SOG&E is correct insofar as its proposed financial 
equity ratio is smaller than its proposed rate base equity ratio, 
this does not suggest that a 49.5% rate base equity ratio is 
appropriate. The smaller financial equity ratio results in no 
hardship' to shareholders, who receive a return on rate base debt 
and equity assets and receive operating expenses t~ cover non-rate 
base long term capital lease costs. Even when capital leases are 
taken into account and a Hfinancial capital structureH determined, 
the equity component of that financial capital structure is 
according to SOG&E's own testimony still 120 to 270 basis points 
higher than the equivalent equity ratios of Pacific Gas and 
Electric and Southern California Edison. 

The decision implies that ORA's recommendation penalizes 
SOG&E for entering into long term leases by excluding such leases 
from the capital structure from which SOG&E's rate base equity 
ratio is determined. This is not the case. ORA simply makes the 
point that only rate base assets should be used in determining rate 
base equity ratios, and that SDG&E's proposed 49.5% rate base 
equity ratio is excessive When compared to the rate base equity 
ratios of other utilities. 

The decision also misstates the theoretical benefits of 
capital leases. While it is true that the use of capital leases 
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might in some cases aftord ratepayers a capital asset at less 
expense than would be the case it the utility had invested its own 
capital in constructing that asset, this is the case only where the 
cost of the long term lease is over its lifetime less than the 
return ratepayers would pay the utility it the utility itself had 
constructed and maintained the asset. since the return paid by 
ratepayers decreases as an asset is depreciated~ one cannot 
blithely assume that capital leases will always be a qood deal tor 
ratepayers. 

Even if capital leases were always a benetit to ratepayers, 
the decision errs in concluding that higher equity ratios provide 
incentives for utilities to- pursue lonq term leasing arrangements. 
Given a choice, what utility would opt tor a lease arrangement and 
forego rate base rate of return treatment of a capital investment? 
In our experience, utilities have requested leasing arrangemen~s 
only in the most extreme tinancial circumstances. 

Next, I ask why SOG&E should now prevail with a shopworn 
capital leasing argument rejected by two Commission decisions 
within the last year. This issue was fully discussed and resolved 
in the 1989 attrition ease, O.Se-12-094, wherein the Commission 
determined that a reasonable equity ratio for SOG&E was 48%. 1be 
Commission affirmed its position in 0.89-04-051, dated April 12, 

1989 in its denial of SOG&E's petition to modify the equity ratio 
found reasonable in 0.88-12-094. Today's decision contains no 
compelling arguments justifying an upward adjustment in SOG&E's 
equity ratio. I believe that the ALJ's decision which rejected 
SOG&E's position was correct. 

Finally, even if it were appropriate to increase SOG&E's 
rate base equity ratio for some reason other than to reflect 
capital leases, it would not be appropriate to at the same time 
increase the utility'S return on equity. One of the most basic 
assumptions of ratemaking economies is that a utility's financial 
riskiness decreases as its equity ratio increases. This is one 
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reason why bond rating agencies tend to give higher ratings to 
utilities with more equity in their capital structure. The yield 
of higher rated bonds tends to be lower than the yields of lower 
rated bonds precisely because they are considered less risky~ the 
less the risk, the less the yield demanded by prospective 
investors. By increasing SOG&E's equity ratio, albeit on the 
erroneous assumption that to do so properly reflects the use of 
capital leases, the Commission has actually reduced SDG&E's 
financial risk. This reduction should be accompanied by a 
decrease, rather than an increase, in ROE.. Today's decision goes 
180 degrees the wrong way, all to the detriment of ratepayers. 

The Commission's decision 0.89-04-051, issued just seven 
months ago, properly notes the relationship between equity ratio, 
financial risk, and appropriate return on equity. Adopting a 48% 

equity ratio instead of the 51% ratio proposed by the utility, the 
Commission noted: 

"If the proposed common equity ratio of 51% 
were adopted, a corresponding downward adjustment 
of the reurn on common equity would be required. 
Return on equity is a function of risk. The 
higher the risk, the greater the return on 
equity." (0.89-04-051, Slip Opinion, p. 3) 

I believe the Commission should on its own motion rehear 
these matters and make appropriate adjustments as discussed herein. 

~~ 
Frederick R. nuda, Commissioner 

November 22, 1989 
San Francisco, California 
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JOHN B. OHANIAN, Co~issioner, Concurrinq: 

Althouqh I have problems with this decision, I concur 
with the majority because my crystal ball is no better than the 
assigned Commissioner's crystal ball. 

I am troubled by the comparison with returns on equity 
granted in other states.. The record shows that such returns 
average about 13%.elsewhere, but that fiqure is for the fiscal 
year 1988-1989, which does not reflect today's impr.oved financial 
conditions.. The utilities respond that improvements in financial 
markets have been offset by increased risk, but that claim 
eonflicts with reeent completion of major prudency reviews, 
stable fuel prices, hiqh market-to-book ratios and solid 
earninqs. 

However, I am more concerned about the Commission's 
proeess in authorizinq return on equity than about particular 
problems with this decision. Comparisons with other states. are 
overly general. This Commission has authorized many ratemaking 
mechanisms whieh reduce utility risk and whieh are not available 
in all other states. Examples are attrition, the Electric 
Revenue Adjustment Mechanism (ERAM) and fuel cost balancinq 
accounts. 

I am also dissatisfied with the vaqueness in our 
balancinq of riSks, rewards and interest rate trends.. What is 
the proper weiqhting o! those major elements? Our ~nalysis of 
utility risks should be more specific and more rigorous if 
possible. Risk is very real, but it is the risk of specific 
harmful outcomes that we should consider, not vaque claims of 
regulatory "climate" or financial "uncertainty •. " 
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Some of my eoneerns are probably frustrations with 
foreeast test year ratemakin9~ We are stuck with the a90ny of 
forecastin9 the future. At the same timer I Would ask my 
collea9ues if it isnrt time to take another look at how we 
regulate ener9Y utilities. We have introduced incentive or 
performance based regulation int~ certain industries (e.g. recent 
efforts for the major telephone utilities, and the Diablo canyon 
nuclear plant settlement). Our electric industry investigation 
(I.86-10-001) has- been closed, in my opinion due to lack of 
focus, but perhaps the need still exists- to look at opportunities 
for a better process. Possibilities- include incentive 
regulation, reassessment of utility risks, annual rate cases, and 
others. We can do, better. 

John B .. Ohanian, comxniS~ 

November 22, 1989 
San Francisco, California 
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, While oversight of utility capitalization is necessary~ 
and appropriate,. '~e believe utilities must ~e given some discr. ~ion 
to manage their 'capitalization with a view towards not only 
shareholder interests but also requlatory requirements an 
ratepayers' interests. Establishing ranges around the xed 
targets might appear to allow such managerial discret' n, but we 
believe that such an approach could aggravate ~e p oblem by 
crea~ing the presumption that any capital structu e consistent with 
the allOWable ranges is reasonable when that mi t not be the case. 
We conclude that regulation to ensure that ut' ities are managing 
their capitalization to optimal levels will e most effective if it 
is on a case-by-case basis and if it allow: for consideration of 
variations over time and among utilities 

It should be emphasized that e are not excusing 
utilities f.rom their burden of. showi that their capital 
structures and their ratemak~nq cap' al structure proposals are 
reasonable and justitied in cost capital proceedings. We 
antiCipate that capital struetu issues will eontinue to be 

/ 
important parts of. these proce dings, particularly the ~estion 

I 
whether equity-rieh struetur should be adopted. 

. I 
DRA's recommendat on that issuance of. preferred stock be 

considered an acceptable nancinq altern'~tive has merit. Although 
we are not adopting DRA' target recommehdation of. 10% preferred 
stock,. we will qi ve ca ful conSidera-tjon to the utilities-' use of 
preferred stock and e adj.ustlnents 10 authorized .. eapital 
structures if they e not making appropriate use of this financing 
alternative. 

\ 
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In weighin~ the arquments concerning SOG&E's capital 
ratio, we find the ~alance tipped ~n favolr of SOG&E's position. 
The evic:1ence is'uncontroverted that SDG&E"s use ot long-term 
has ~een of ~enefit to· ratepayers. The use of such leases 
provide a valuable~ low-cost financing option and SOG&E's 
to follow this route demonstrates this fact. 

ORA's proposal to adjust SOG&E's eq\l.ity rat' 
predicated on the intricacies of ratemaking rather 
compelling policy. We refleet the costs of lease 
operating cost and not a capital cost, notwiths 

inancinq as an 
ding the true 

"capital" nature of those costs. To then say t .. SOG&E's capital 
structure, purged of lease financing, is· to~equity lac:1en is to· 
penalize SOG&E for our ratemaking practice1 Taken. as a whole, 
SDG&E's financial planning appears to b~ easonable; ORA even cites 
SOG&E's strong financial performance I rating in its arguments 
concerning return of equity. We alst elieve that ORA's position 
could discourage further use of l~ term leases d.espite their 
benefits. We specifially reject's assertion that inclusion of 
lease financing in evaluating ~ &E's capital structure will result 
in double counting of financi costs. 

We conclude from a of the above that SDG&E's proposed 
equity ratio of 49.50% is ~ sonable and should be adopted. We 
will adopt a capital stru ure of 44.25% long-term de~t, 6.25% 
preferred stock and 49.5 common equity. 
C.. Cost of Lonq-Texm· 

/ 

As shown' {ate-filed Exhibit 40,. SOG&E and ORA disagree 
on the estimated c st/of e~edaed debt for 1990. SOO&E's 9.13% 
estimate is ~ase onfts forecast of a 10% yield on AA utility I 

bonds in 1990 d its 35- basis point additive to reflect it lower 
/ 
I 
I 
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and reasonable for SDG&E in 1990. While this return is at or ~ve . 
the upper li~it of the financial model resultz, except SDG&E' ,RPM 
analysis,. it gives recognition to the overall level ot busi ess and 
financial risk facing SDG&E, including our adopted capita 
structure. We are also recognizinq that the overall lev. 1$ of 
inflation and interest rates appear to ~e more tavorab e than when 
we established SDG&E's return for 1989 one year aqo-, 
same time there is some uncertainty and volatility 
markets. 
E. Mopt~d..Cost ot ca:pital. 

The 12.90% adopted return on common quity produces an 
" 

overall rate of return of 10.86% for 1990, a 
followinq table depicting the adopted cost 

Compon~nt 

Long-Term Debt 
Preferred Stock 
Common Equity 

TOTAL 

F.. tmplementation 

44 •. 25% 
6.25 

49.50 

9.0S% 
7.1S 

12 .. 90 

Weighted Cost 

4.02% 
0 .. 45 
~ 

10 .. S6% 

SDG&E proposes to' lement the cost ot capital 
authorized in this proceedin in/conjunction with its 1990 
operational attrition advic letter tiling. The proposed rate 
Changes submitted with th application were developed using the 
currently adopted rate d Si9ntand revenue allocation procedures. 
SOG&E notes that the pr posed electric rates incorporate a sales 
forecast which is cons stent with the forecast tiled with, . 
A.SS-1Z-03S (for au rity to merqe SDG&E and Edison), but which is 
higher than the c ently a~opted electric sales forecast.. SDG&E 

changes. to coine 
tor May 1,. 1990 

no objection to deferring the electric rate 
e with the next electric rate change scheduled 
der the Enerqy Cost Adjustment Clause (ECAC). 
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model results calculated ~y the parties. We conclude on the basis 
of this record that such an additive is not justified fo 1990. 
The record shows that SPPC has· not issued stoc~ since 
does it disclose that SPPC plans to do so in 1990.: 

Since the proposed capital structure isl t siqnifieantly 
/ different from the currently adopted structure,;, ~elieves that 

the level of. financial risk facing SPPC has nol changed 
" 

significantly since the cost of capital wais/, st reviewe~ for 1989. 
DRA does recommend that SPPC~s return on e ~ty ~e set hlgher than 
the return for the other electric utili ti' in recognition of 
~reatcr relative risk. ORA notes that S PC is more leveraged than 

.' 
the other electric utilities, and that ,on the basis of 1988 
revenues, SPPC is the smallest of th ;ktilities analyzed,. with 
approximately $408 million in reven es compared to an average of 
$2.9 ~illion for the electric uti tY group and an average ·of. $5·.3 

billion for the California elec id utilities. 
After considering al ~~ evidence of the market 

. conditions, trends, and the antlitative models presented ~y the 
parties, we c:onc:lude that " l3'r% return on c:ommon equity is just / 
and reasonable for SPPC i 1990/", In doing so, we are recognizing 
that the overall levels ~ inflation and interest rates appear to 
more favorab'le than whr we es'tablished SPPC's return for 1989 one 
year ago, ~ut at the fame tim~ there is some uncertainty and. 
volatility in finanoial mark~ts. By setting a return on .equity 
which is,hig'he:;E1 the ret6rn generally indicated ~y the results 
of the financial odels, wei are also- 'recognizing SPPC's relative 
risk compared the Other/electric utilities. 
E·. Adopted ~ of capital ' 

T~ 13.00% adoptkd return on common equity produces an 
overall r~e of return Of{~0.34% tor 1990, as shown in the 
followin table dePietinq~e adopted eost of capital: 
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