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OPINION 

I I. snwaary Of Deoision 

In this decision we establish the 1991 ratemaking cost of 
capital for southwest Gas co~pany (Southwest), Pacific Gas and 
Electric company (PG&E), Southern california Gas company 
(SoCalGas), san Diego Gas and Electric Company (SDG&E), sierra 
pacific power company (SPPC), Southern california Edison company 
(Edison), and Pacific Power and Light company (PP&L). The rates of 
return on rate base authorized by this decision will be reflected 
in the utilities' attrition filings and in Edison's 1991 Energy 
cost Adjustment Clause (ECAC) proceeding. PP&L seeks no change in 
its authorized rates as a result of this decision. 

After thorough consideration of the record in this 
proceeding, we conclude the authorized returns on equity and 

~ overall returns on rate base for the energy utilities for 1991 
should be: 

utility 
southwest 
PG&E 
soCalGas 
SDG&E 
SPPC 
Edison 
PP&L 

Co_on Equity 
13.0S%: 
12.9() 
1l.()() 
12.90 
13.00 
12.85 
13.()O 

Rate of Return 
11.73\ 
10.98 
10.79 
10,91 
10.39 
10.71 
10.72 

II. Procedural Background 

This is the second cost of capital proceeding for the 
energy utilities under the procedure established in Decision 
(D.) 89-01-040. That decision modified the Rate Case plan by 
removing our consideration of the costs of capital from general 
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rate cases (GRe) and set out a schedule for application, hearing, 
and'~ecision beginning in Hay each year and ending with a 
Commission decision by year end. 

Under the modified Rate Case plan, Southwest filed 
Application (A.) 90-05-009 on May S, 19~01 PG&E filed A.90-0S-011 
on May 8, 1990: SOCalcas filed A.90-05-013 on Hay 8, 1990; SDG&E 
filed A.90-0S-014 on May 8, 1990; SPPC filed A.90-05-015 on 
May 10 1990; Edison filed A.90-05-616 on Kay 8, 1990; and PP&L 
filed A.90-05-029 on Hay 16, 1990. The applications were 
consolidated for hearing, and hearings were held on August 22, 23, 
27, and 29, and september 28, 1990 before Administrative Law Judge 
(ALJ) Wilson. The matter was sUbmitted upon conclusion of the 
hearing on september 28, 1990, subject to the filing of a late-
filed exhibit by the Division of Ratepayer Advocates (ORA) on 
October 5, 1990. 

Testimony and evidence were submitted by each of the 
energy utilities and by the Federal Executive Agencies (FEA), the 
city of Los Angeles (LA) and DRA. Seven other interested parties, 
including Toward utility Rate Normalization, filed appearances but 
did not otherwise participate in the hearings. 

In its application, Edison requests a waiver of Rules 
23(b) and (c) of the Commission's Rules of Practice and Procedure. 
These rules provide that applications for rate increases must 
include, among other things, a statement of presently effective 
rates and a statement ot the effect of any proposal in excess of 1% 
by appropriate rate classification. In 0.89-08-036, Edison's 1991 
GRC was deferred and its operational attrition filing schedule was 
modified. D.89-08-036 provided that revenue allocation issues 
associated with Edison's 1991 attrition proceeding will be 
addressed in Edison's next ECAC proceeding. Edison requests that 
revenue allocation issues resulting from this proceeding be 
addressed in Edison's next ECAC as well. 
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consistent with our intent in 0.89-08-036. we grant the 
~equested waiver of Rules 23(b) and (0), but we will require that 
Edison provide in that proceeding a separate disaggregated 
statement of the effects of this decision by appropriate rate 
olassification. 

III. Generio Issues 

In recent years, we have determined the cost of capital 
in four steps. First, we establish the appropriate ratemaking 
capital structure for the utility. In so doing, we seek a 
reasonable balance between the cost advantages of a more ~everaged 
capital structure and the need to keep the costs of equity ~ithin 
reason. At the same time, we are mindful of the impact of the 
ratio of debt and equity on the bond ratings established for 
utilities by the various hond rating agencies. In last year's cost 

~ of capital case, we considered the question of whether an optimal 
capital structure should be adopted. We declined to adopt an 
optimal debt-equity ratio, concluding that regulatory oversight 
should be continued on a case by case basis. 

Second, we establish the component costs of long-term 
debt, preferred stock and common equity. The costs of debt and 
preferred stock are usually straightforward. The cost of equity, 
however, is far more difficult to ascertain. Our objective is to 
provide for a return on equity which will be sufficient to attract 
invested capital but not so high as to result in an unnecessary 
burden on ratepayers. We necessarily consider the expectations of 
potential investors in terms of the investment risk they perceive 
in utility investments, and the commensurate returns they will 
demand in the investment marketplace. Our determination of the 
return on equity requires careful analysis of interest rates and 
investment risks, and is aided by the use of financial models. 
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~hird, we calculate the weighted cost of capital. A 
weighted cost of capital is simply the product of the capital 
structure and the cost factor for each component. 

Fourth, we add the weighted costs together to determine 
the rate of return on rate base. This is the percentage figure 
which when multiplied by the utility's rate base yields the amount 
to be collected in rates ·wldch will cover the utility's costs of 
capital. 
A. Pmanoia1 Modelo 

The utilities, ORA. and FEA supported their return on 
equity recommendations with (nalyses which employed the use of 
financial models. Over past several years three different 
financial models have been regularly used. These include the 
Discounted cash Flow (DCF), Risk premium (RP), and the capital 
Asset pricing Model (CAPM). In general, these models are thought 
to indicate the level of return on investment which is required in 
order to attract investors. 

Our consideration of these models has always been 
accompanied with considerable reservation. In past cost ot capital 
decisions, we have noted the many limitations of thes~ models, and 
we have come to regard them as useful only insofar as they may help 
establish a range ot reasonable return on equity values •. We have 
regularly observed that these models cannot be blindly relied upon 
to establish a particular value tor the return on equity. Any 
consideration of model results must be tempered by judgement. (See 
0.88-12-094 and D.89-11-068.) 

In reviewing the results ot the various model trials this 
year we see a familiar pattern of relatively low results from the 
DCF and results some 100-200 basis points higher from the RP and 
CAPM. As we remarked in D.88-12-094, -the results (of the models) 
are dependent on subjective (data] inputs·. It is this -input 
sensitivity· that causes the parties to subject each other's models 
to detailed criticism. The city of LA opposes the use of any 
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finanoial models and bases its recommendation for SoCalGas on 
comparable earnings by a sarople of similar utilities. 

In past years we have not given detailed guidance as to 
what the limits to input subjectivity should be. we have been 
generally permissive, tacitly recognizing that the inputs as well 
as the results require judgement. But one result of this 
permissiveness is the wide range between the highest and lowest 
model results. This year the range of molel returns on equity 
spanned from a low of 9.48\ for PG&E's DCF range using comparable 
utility data to a high of 15.57\ from ORA's CAPM analysis for 
socalGas. All told, over 100 specific point estimates or range end 
points were offered. As we said in a related context in 1989, -A 
common equity range of [such) magnitude provides little guidance to 
the commission in arriving at a reasonable return on common 
equity.- (0.88-12-094 at p. 14.) 

A further criticism of the use of models comes from our 
~ observation that each was developed and intended to be used for 

purposes other than ratemaking. They cannot reflect the interests 
of ratepayers in avoiding having to pay more in rates than is 
actually warranted. 

with these concerns in mind we will give some weight to 
the model analysis, but we think it would not be worthwhile to 
attempt to resolve every criticism of every model run. 
Furthermore, the inputs to the RH and CAPM models involve 
forecasted interest rates, such as those of Data Resource Inc. 
(DRI). We consider interest rate forecasts in detail in the 
following pages, but we note here that the utilities' model 
analyses were prepared in April of this year and DRI's october 
forecast was 45 basis points lower. This clearly implies that if 
these models were revised based on the most recent forecasts, they 
would produce results much lower than those presented by the 
pArties. We observe that the overall averAge of all the model 
results is reasonably close to 13\, noting the exception of 
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PP&L. 1 All of the remaining 1990 returns on equity fall within 
15 basis points of the 13\ averag~. We further observe that the 
overall average of the model runs is biased in favor of the RP and 
CAPH models which produce results consistently higher than the OCF. 
Both the RP and CAPM rely on the theory that investors require a 
risk premium for investing in stock. This bias would be corrected 
by first averaging the results of the RP and CAPH and then 
averaging the DCF with the mean of the two risk premium models. 

Due to the inherent limitation of the models, no 
particular model analysis convinces us that an increase or decrease 
in the returns on equity is warranted. Having applied our 
judgement to the financial models, we conclude the results, 
overall, suggest that the presently authorized rates return on 
equity will continue to be reasonable in 1991. 
B. Interest Rates 

Interest rates play a pivotal role in determining the 
cost of capital. Because we establish the cost of capital on a 
forecast basis each year, we must anticipate future interests 
rates. These future rates affect the cost ot debt and are inputs 
into the financial models the parties use to determine a reasonable 
range for the returns on equity. In last year's cost of capital 
proceeding, there was considerable debate on the validity of 
various interest rate forecasts and on the appropriate methodology 
for equating forecast AA utility bond rates to other bond ratings. 

1 Atter the close of the hearing, the ALJ requested the 
Commission's Advisory and Complianc~ Division (CACD) to compile a 
table ~howing the result of each model analysis presented in the 
proceeding. CACD calculated the aVerage model result for each 
utility. We do not rely on averaging .to reach our conclusions on 
the appropirate returns on 'equity, but merely obserVe that the 
approach coincidentally correspond~ with our conclusion that risks 
and economic conditions anticipated in 1991 do not require changes 
in the adopted returns on equity. A copy of the calculations by 
CACD is appended as Appendix B to this decision. 
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We directed the utilities and CACD to conduct a workshop prior to 
the commencement of the" 1991 proceeding to settle these issues. 
CACD held the workshop on April 12, 1990. The workshop 
participants agreed to the following termst 

-To use the Data Resources, Ino./McGraW-Hili 
(DRI) control AA utility bond forecast adjusted 
to the utility's specific bond rating for the 
cost of debt and preferred stock over the rate 
period. 

-To use the weighted average of the most recent 
36 months of Moody's recorded Aa-A data ending 
with the first quarter of the tiling year, 
rounded to the nearest five basis points for 
utilities which do not have an Aa bond rating. 
utilities with split ratings would use half of 
the spread. 

-To use the latest DRIupdate (Ootober) update 
to finalize the embedded costs of debt. 

-To not adopt a standard forecast for Use in the 
development of the cost of equity, but to use 
DRI with one scenario in models which use and 
interest rate forecast.-
At the Prehearing Conference on June 21, 1990, the ALJ 

adopted the workshop report and the agreement among the parties. 
The agreement to use the DRI forecast greatly simplifies 

our determination of the cost of debt and improves, somewhat, the 
use of the various economic models by including a common assumption 
for compar~son purposes. While we retain the concerns which were 
voiced last year as to the leval of accuracy of the forecast, the 
April 12 agreement is adequate for our use this year. 

The positions of the utilities and ORA vary as to the 
outlook for interest rates in 1991 vary. The utilities paint a 
grim picture citing conditions in the world capital markets 
involving Japan and post-unification Germany which will tend to 
drive interest rates upward. These factors are said to haVe the 
potential of dampening the effects of economic recession on 
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interest rates. Based partly 6n their assessments of the economio 
outlook for 1991, Edison, PG&E, SDG&E, and soCalGas reqUest 
increases in the range ot 85 to 1QO basis points. 

ORA, on the other hand, argues that the economy is in a 
slow growth phase and that interest rates are not apt to rise 
significantly in the short term. Interest rate forecasts have 
fluctuated somewhat recently. In November 1989, when the current 
cost of capital was adopted, the DRI AA utility bond forecast was 
8.64\. In April 1990, when this year's applications were prepared, 
the forecast for 1991 was 10.63\, indicating an increase of some 
200 basis points. The forecast dropped to 16.s0\ in July and fell 
to 9.82\ in August. ~he most recent forecast for the October 
update was 10.1s\. In contrast, actual bond rates have declined 
since late 1987 from over 11% to 9.38% in November 1989. 
(Exhibit 9, Table 1-1.) Edison's witness Fohrer testified at the 
hearing in August that actual utility bond rates were at the 10.3% 
level. 2 

Based on its analysis, ORA concludes that the cost of 
capital for 1991 will be slightly higher than in 1990~ ORA 
believes that a slight increase in returns ort equity over its 
recommendations last year is warranted. However, ORA's 1990 
recommendations were far below the returns we adopted. Thus while 
ORA perceives an increase in the costs of capital, it proposes 

2 In comments on the ALJ proposed decision, Edison, PG&E, SOG&S, 
and SoCalGas argue that the increase in the october 1990 DRI bond 
forecast rate over the November 1989 forecast justifies an increase 
in its 1991 return on equity. We will not automaticallY adjust 
returns on equity whenever ORI revises its monthlY forecast. We 
stated in 0.88-07-023 (Finding of Fact 23) that it has been shown 
that DRI forecast have varied from actual interests rates by an 
average of +/-1.81\. 
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reduotions of 165 basis point for PP&L, and 60 to 70 basis points 
for the other utilities. 

several utilities allude to the potential impact of the 
Iraqi invasion of Kuwait on interest rates. The utilities compare 
the invasion to the energy crises in the early 1970s and 1980s. 
DRA takes a more hopeful view that the matter will be resolved 
quickly and will not increase the utilities' costs of capital in 
1991. While we have no crystal ball through which to see the 
future, we share ORA's optimism. The present conflict is not a 
cartel embargo nor a political reVolution, but the action of a 
single state against another. It is also an aotion to which most 
of the world's nations have expressed disapproval, and qiven the 
differences between economic conditions then and now, we do not 
believe the invasion warrants an increase in the rates of return. 

Taking all these factors into account, we agree with DRA 
as to the economic outlook for 1991. We anticipate that economic 

~ conditions will be largely a continuation of the conditions in 
1990, and we find that the current rates of return on equity should 
not be increased on the basis of interest rates alone. we have 
long held to the principle that the costs of equity move in the 
same direction as interest rates, although they do not move 
proportionately nor in lockstep. we have noted as well that actual 
interest rates may vary by more than 100 basis points in a matter 
of months. While we agree that interest rates may be slightly 
higher in 1991, they will not increase sufficiently to warrant an 
increase in returns on equity in order to attract capital Or to 
avoid a lowering of utility bond ratings, nor do we conclude the 
october ORI forecast bond interest rate of 10.1S% will necessarily 
prevail throughout 1991. on the other hand, each utility will 
receive a modest increase in its overall rate of return refl~cting 
the October ORI control forecast for AA utility bond debt. 
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C. EValuation of Risks 
In keeping with our traditional cost of capital practice 

and with the requirements of Bluefield Water Works and Improvement 
Co. v. west virginia Public service commission (1923), 262 US 679, 
and Federal Power Commission v. Hope Natural Gas Co. (1944) 320 US 
591, we Dust evaluate the risks which will most likely bear upon 
the operations of the utilities in 1991. Our objective is to 
determine the appropriate rate of return on equity for each energy 
utility in order that· investors will be compensated for the risks 
of investing in the energy utilities. 

• 

Each of the utilities presented testimony and argument 
describing the various types of riSKS to be faced in 1991 and based 
their recommendation for a rate of return on their assessments of 
those riSKS and on the results of financial models. These risks 
may be categorized as financial, business, and regulatory risks. 

Financial risk is tied to the capital structure of a 
utility. In general, the lower the proportion of a utility's total 
capitalization consisting of common equity, the higher the 
financial risk. we have recognized that when a utility's capital 
structure consists of excessive debt, shareholders are subject to 
the risk of their expected returns being subordinated to the claims 
of bondholders. It follows that a higher debt ratio may require a 
commensurately higher return on equity to compensate for that 
increased risk. 

In this year's cost of capital proceeding, none of the 
utilities' capital structures is contested. southwest and Edison 
propose no changes in their capital structures. Those changes 
which are proposed are both small and reasonable. Accordingly, we 
shall adopt the capital structure for each utility as proposed, and 
we need not consider the financial risk which stems from 
debt/equity ratios further as a separate risk issue. 

Business risks consist of those risks stemming from 
competition. Over the past several years in the gas sector, we 
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have moved to take advantage of the inherent effioienoies of 
competition to offset some of the inherent inefficienoies of cost-
based ratemaklng. The utilities argue that from the investor's 
point of view, these steps may have increased the risk that hoped-
for returns will not materialize due to competition. PG'E, 
SocalGas, and SOG'E all cite these risks in support of their 
requests for increased returns on equity. 

with respect to the business ris~ outlook for 1991, two 
factors are of particular note. with OIR 90-02-008, we initiated a 
midcourse review of our gas procurement policies which may resuit 
in changes aimed at increasing competition. In April of this year, 
we completely eliminated the Negotiated Revenue Adjustment Account 
(NRSA) which served as a Nsafety net- to temporarily shield 
shareholders from the initial impacts of our restructuring of the 
gas industry. 1991 will be the first full year of operations 
without the protection of the NRSA. 

Our evaluation of these risks with a view toward 1991 
leads us to conclude that these risks do not in themselves justify 
any adjustment of returns on equity. As to the elimination of the 
NRSA, we considered that impact in last year's cost of capital 
proceeding. Although the loss of NRSA may extend over a longer 
period in 1991 than it did in 1990, we believe that this' will be 
offset by improvements in utility operations gained by an 
additional year of experience with the new industry structure. 

In the 1990 Cost of capital proceeding we fOund that gas 
utilities can be expected to develop new strategies to mitigate the 
risks associated with the elimination of the NRSA. (0.89-11-068.) 
In this proceeding, SoCalGas' witness Todaro testified that 
SoCalGas had taken several steps to limit the risks associated with 
the loss of NRSA, including the negotiation of long-term contracts 
with UEGs and with enhanced oil recovery customers, active. 
particlpation in air quality regulation in its service area, 
particlpation in OIR 90-02-008 and the undertaking of efficiency 
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and productivity improvements in order to remain competitive in the 
market place. The NRSA was intended ~s a temporary shield to allow 
the gas utilities to put such steps into place, and it appears from 
Todaro's testimony, SoCalGas has responded appropriately. 

PG&E's witness Jenkins-stark testified that PG&E was 
subject to a pre-tax loss of $34.4 million in 1989 but would have 
been subject to a loss of $56.5 without the protection of NRSA. 6n 
cross examination by FEA, he acknowledged that the -loss· was a 
shortfall below projected revenues. 

PG&E, SDG&E, and SoCalGas argue that OIR 90-02-008 could 
result in increased risks to the gas utilities. SoCalGas's witness 
Todaro testified that the settlement proposed by the parties in 
that proceeding (excepting DRA) provided for the elimination of 
utility gas procurement services. According to Todaro, this would 
result in the utility being at greater risk for the recovery of its 
transportation margin. on cross examination, Todaro acknowledged 
that the commission's annual cost allocation proceeding (ACAP) 
proceeding would take into account any sales erosion by adjusting 
sales forecasts. Todaro concluded that the existence of the OIR 
created an air of uncertainty for investors. At the hearing on 
August 28, 1990, SoCalGas requested that the"ALJ take official 
notice of the filing of a proposed settlement to that case. The 
ALJ accepted the request subject to the limitation that the 
settlement was a proposal only and did not at that time reflect 
Commission policy. 

Subsequently, in 0.90-09-089 issued on 
September 25, 1990, the Commission adopted a decision which 
contained some of the terms of the proposed settlement. 
D.90-09-089 does not materially increase the investment risk of gas 
utilities. In relevant part, the decision establishes a balancing 
account whereby 75\ of the risks of failure to reach forecasted 
throughput are passed to ratepayers. Non-core customers may choose 
to subscribe to core service for a minimum period of two years and 
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the ACAP will become a biennial proceeding. Non-core procurement 
service by gas utilities is abol~shed. Some of these factors may 
increase risk, and some, such as the balancing account, will 
decrease risks. For the present, we conclude that the elements Of 
the decision effectively cancel out and do not result a net 
increase in gas industry risks. 

Business risks on the electric side come primarily from 
the likelihood that some customers will generate their own 
electrical power apart from the utilities' generation resources. 
We have taken numerous steps, such as providing for special 
contracts to enable the electric utilities to reduce the likelihood 
of uneconomic bypass and our continued progress toward our 
ratemaking policy of Equal Percentage of Marginal cost Pricing, and 
we are not persuaded that the risks of bypass anticipated in 1991 
will be significantly greater than in 1990. It follows that these 
risks do not warrant any change in the current returns on equity. 

4It Another source of business, or competitive risk in the 
electric industry is "competitionn from qualifying facilities 
(QFs). Edison, SDG&E and PG&E say that QFs displace electric 
generating plant which would haVe otherwise gone into rate base, a 
fact Which investors perceive as constraining returns. These 
parties also say that power purchase contracts expose them to risks 
of non performance against Which they have no recourse except 
contract litigation. 

PG&E says that it depends upon QF power tor as much as 
19\ of its total electric sales (13,000 GWH in 1989). By year end 
1991 PG&E anticipates that QF generation will reach 20,000 GWH and 
QF payments will exceed $1.5 billion. PG&E claims this risk is 
quantifiably greater for 1991 than it was in 1990 due to an 
increase in QF power purchases. We acknowledge that the growth in 
QF produced electric generation has been substantial in the past 
decade. However, we have taken that factor into account in our 
past cost of capital decisions. We have also considered QFs in 
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other proceedings which inVolve forecast electrio sales. we do not 
believe that a quanti~ative increase in QF generation from one year 
to the next necessarily requires an increase in the return on 
equity. We ~i9ht however consider the relative dependence on OF 
sources as one relevant factor in assessing the relative riskiness 
of the electric utilities on a complete showing of the OF 
dependence of all of the utilities. The record in this proceeding 
lacks such a showing. 3 

Regulatory risk is another category of risk which the 
utilities believe must be considered. Regulatory risk for the 
purposes of establishing the cost of capital has two components. 
The first is the impact of regulatory program changes which 
investors may view as influencing their investment decisions. The 
second is the exclusion by the commission of imprudent expenses or 
rate base items from rates charged to ratepayers. 

In recant years, risks due to regulatory program changes 
hav~ tended to concentrate in the area of increasing competition, 
particularly in the gas industry. Some of these program changes 
were considered earlier in the discussion of business risks to the 
extent they pertain largely to the effects of increased 
competition. For i991, several other regulat9ry program changes 
require our particular consideration. 

SoCalGas, SDG&E, and PG&E all raise the argument that 
they are at increased risk for take-or-pay interstate gas pipeline 
costs. In D.90-01-015 and D.90-04-021, we allowed these utilities 
to choose between two options for the recovery of take-or-pay costs 

3 In its comments on the ALJ's proposed decision Edison states 
that Exhibit 16, an excerpt from ·credit Comment-, May 11, 1990 
shows that Edison is more OF dependent (i3\ of total capaoity) than 
PG&E (8%1' SOG&E (1%), ,and pa~ific Corp~ (7%). We do not rely on 
Exhibit 6 because it is based on 1988 data and does not 
necessarily reflect conditions anticipated on 1991. 
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from interstate pipelines as a result of Federal Energy Regulatory 
commission. orders. Under the first option, the gas utilities could 
recover a Eaximum of 75\ of ~he direct billed take-or-pay costs in 
fixed charges and forego recovery of the remaining amount. The 
second option provided an opportunity to recover the full costs in 
volumetric rates, but subject to a one-way balancing account as to 
core customers. 

All three utilities chose the volumetric option. we 
believe their election reduced these risks to a level at which no 
increase in returns on equity are warranted. Furthermore, as we 
noted in 0.90-01-015, we have already provided the utilities with 
an explicit return for the risk associated with take-or-pay 
exposure in the 1990 cost of capital proceeding. 

we suspended the Annual Energy Rate on August 8, 1990 in 
response to the oil price impacts of the invasion of Kuwait by 
Iraq. That regulatory mechanism was a device to apportion fuel 

4It cost increases between ratepayers and shareholders in order to 
encourage the utilities to minimize fuel costs. The Middle East 
problem, however, is not one with which utility management is 
equipped to deal, and so we removed that apportionment. The 
immediate effect of this should be a reduction in the risk to 
investors. The utilities argue that our action also called for 
comments on alternative incentive mechanism which could have the 
opposite effect on investors. Edison claims that it anticipated 
the removal of the AER when it prepared its requested return on 
equity in Kay of this year. 

The AER has had a history of intermittent application. 
We believe investors view it as subject to change, and as our most 
recent action demonstrates, we have used it wisely. Furthermore, 
we believe that investors generally apprOVe of our efforts to 
increase efficiency where shareholders as well as ratepayers may 
benefit as the result. If the removal of the AER has any certain 
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near term effeot, it would be to reduce the risks perceived by 
investors. 

PC&E, SOG&E, and Edison submit that as electrio utilities 
they are exposed to regulatory program risk due to required 
purchases of QF produced energy. The competitive impact of QF 
power sales was noted in our discussion of business risks, but 
these parties also claim that such power purchases subject them to 
nresource uncertainty· as well. ResoUrce uncertainty involves the 
possibility that energy projected to be available from QFs in 
future years will not materialize. In such a case, it may be 
necessary for electrio utilities to respond to future supply needs 
on an ad hoc basis rather than with the benefits of careful 
long-term planning. 

We believe this risk is overstated. The commission 
continues to improve the resource planning process which will 
assist the utilities in accurately anticipating future electric 
energy supply and demand. In addition, improvements in the QF 4It 
bidding process and in the negotiating of QF power purchases afford 
significant opportunities to reduce these risks. We would much 
prefer to follow a course of program improvements rather than to 
pass unnecessary costs to consumers through inflated returns on 
equity. 

The second area of regulatory risk is regulatory 
disallowance of eXpenses or rate base additions which have been 
found to be imprudent. We do not share the view of utilities that 
regulatory disallowances should be followed by offsetting increases 
in the return on equity. To do so would simply undo the 
disallowances and require ratepayers to bear the burden ot costs 
imprudently incurred. 

DRA presented testimony citing an analysis by Merrill 
Lynch of the regulatory climates in which comparable electric and 
gas companies operate. Merrill Lynch rates California higher in 
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terms of the quality of its regulatory olimate than the average 
ratings of both electrio and gas comparables. 

Edison and SDG&E oited speoifio re9~latory disallowances 
of a justification for their requested increases in return on 
equity. Edison oites our disallowance of contract payments to its 
QF subsidiary, KRCC, while SDG&E revives the disallowance of 
portions ot its southwest power Link (SWPL) project which occurred 
in 1987 and 1988. We have already considered the SWPL 
disallowances in the 1988 cost of capital proceeding, PG&E oited 
the ongoing review of the administration of QF contracts as causing 
an increase in risks over time. We reject all these arguments for 
the reason that they have already been taken into account in 
establishing past returns on equity or that they are the result of 
disallowances which should not be offset by increases in the return 
on equity. We conclude that the regulatory risks to be faced by 
the energy utilities in 1991 do not warrant neither increase nor 

~ decrease in the current approved returns on equity. 
D. Reco:lliDEmdec:i. capital structures, Embedded 

Costs of Debt. and Preferred stock 
For 1991, the only contested issues are the-appropriate 

rates of return on equity for each utility. Southwest and Edison 
are proposing no changes in the adopted capital structures for 
1990. PG&E, SDG&E, and SoCalGas propose very minor adjustments 
which DRA considers reasonable. PP&L and SPPC propose reductions 
in long-term debt. ORA believes the proposed changes are 
reasonable, and that the proposals of PP&L and SPPC will bring the 
capital structures of these utilities more into line with the 
others. SDG&E proposes a minor increase in its long-term debt 
ratio with no change in common equity. DRA accepts the proposed 
capital structure for SDG&E but does not specifically conclude that 
it is reasonable. 

There was also no substantial disagreement among the 
parties as to the utilities' proposed embedded costs of debt and 

- 18 -



A.90-05-009 et ai. ALJ/R.W/dk. 

preferred stock. DRA reviewed each utiiity's finanoing pian and 
considers them reasonable. 

By the agreement reached in the April 14, 19~0 workshop, 
the utilities and DRA adopted the October DRI control forecast for 
AA utility bonds for use in determining the cost of debt issues for 
1991. That agreement also provided a method for adjusting the DRI 
forecast to reflect utility debt ratings other than AA. The 
adjustments as shown in the following table: 

utility 
southwest 
PG&E 
SoCal 
SDG&E 
sierra 
Edison 
PP&L 

Bond Rating 
BBB 

AlIA 
A1/A+ 

Aa3/A+ 
A2/A-

Aa2/AA 
A3/A-

Increment 
0.60% 
0.25 
0.25 
0.15 
0.25 
0.00 
0.25 

The city of Los Angeles' witness Kroman alone objects to 
the adjustments and the use of the DRI forecast for the costs of 
debt. Kroman points out that SoCalGas debt issues in early 1990 
were actually lower than contemporaneously issued AA ~tility bonds. 
Kroman also criticizes the accuracy of the DRI forecasts. 

DRA's recommended cost of debt for PP&L differs from the 
utility because PP&L did not use the NHoditied PG&E 2- to account 
for the ta~ savings_attributable to refunding high cost debt 
issues. This method was adopted in D.89-11-068 in which PP&L did 
not participate. We will adopt DRA's debt figures because they are 
based on the methodology used by the other energy utilities. 

We will adopt the cost of debt, the adjustment 
methodology, and the recommendations of DRA and the utilities as 
shown in late-filed Exhibit 19. We recognize, as witness Kroman 
points out, that actual interest rates do vary and Kroman's 
testimony causes us some concern. In future cost of capital cases, 
we may investigate the differential between the established costs 
of debt and the cost of debt actually issued. For the present, we 

- 19 -



A.90-05-009 et all ALJ/K.~/dk. 

believe that the record in this proceeding consisting only of 
socalGas debt issues in Et.arly 1990 is insuffioient to warrant the 
rejection of the April workshop consensus. FUrthermore, we are 
concerned with establishing the costs of debt for a future period 
that must remain statio for the entire term. our task is to 
determine the -reasonable- cost of debt rather than an actual cost 
based on an arbitrary selection of a past figure. A forward-
looking approach is always subject to critical comparison with 
actual results, but we believe the use of the oRI forecast is 
warranted because it does attempt to antioipate conditions expected 
to prevail during the 1991 rate period. 

Only soCalGas and SPPL antioipate new issues of preferred 
stock in 1991. As none of the recommended costs of preferred stock 
is contested, we will adopt them. 
E. Insu1ation of the cost of capital 

for Diversified utilities 
ordering Paragraph 14 in 0.89-11-068 required the 

diversified energy utilities to show in their next cost of capital 
proceeding, how their utility operations are insulated from the 
effects of their non-utility enterprises. Each util~ty included in 
its application or filed testimony a brief description of how this 
separation is achieved for the cost of capital proceeding. 

southwest is diversified both jurisdictionally and by 
virtue of its acquisition in 1986 of PriKerit Bank. southwest 
excludes all debt of the bank and its non-california operations 
from its cost of debt calculations. southwest used financial data 
for comparable firms in its financial model analysis. 

PG&E excludes the operation of its Diablo canyon Nuclear 
power Plant and PG&E Enterprises from its cost of capital filing as 
required by Paragraph 12 of the Diablo canyon Implementing 
Agreement. PG&E also made use of financial data for comparable 
utilities in its financial model analysis. 

- 20 -



A.90-05-009 et all ALJ/K.W/dk. 

SoCalGas issues debt separately from its parent Paoifio 
Enterprises, Ino. It maintains separate bond agency ratings and 
has a stand alone dividend policy. soCalGas likewise makes use Of 
financial data from comparable utilities in its finanoial model 
analyses. 

Edison maintains a separate capital structure from its 
parent holding company, seE Corp. SCE Corp.'s debt is made non-
recourse to Edison's assets. Edison's finanoial model analysis 
included financial data for comparable electric utilities to take 
account of the potential effects of SCE corp.'s diversification as 
wall as the SDG&E merger. 

SDG&E owns a subsidiary company under the name of Pacific 
Diversified capital (PDC). PDC accounts for about 2\ ot SDG&E's 
total revenue and makes up about 4\ of the utility's total assets. 
PDC is excluded from SDG&E's cost of capital filing and SOG&E 
provides no credit support for PDC. SOG&E considers financial data 
for comparable utilities in its financial analyses in order to 
avoid the effects of the impending merger with Edison. 

SPPC is a subsidiary of its parent holding company sierra 
pacific Resources. SPPC maintains its own credit ratings separate 
from its parent by Dutf and Phelps, standard and Poors and Moody. 

pacific Power uses a hypothetical capital structure which 
meets the bond agency rating benchmarks established for an A 
rating. As with SPPC and the other utilities, Pacific Power uses 
financial data tor comparable utilities in its financial model 
analysis. 
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IV. Southwest Gas cOrpOration 

A. BackgrOUnd. 
southwest reqUests a return on equity of 13.25\ and an 

overall rate of return of 11.75\. The proposal would result in an 
increase in revenue require~ents of about $80,600 or 0.16\. 

Only DRA and Southwest presented evidence and testimony 
relating to southwest's application. A summary of the presently 
authorized"rate of return together with the proposals of Southwest 
and DRA for 1991 are presented below. 
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e 
Authorized - 199Q 

I Capital I cost t Weighted • • • component t Ratio t Factor • Cost • . 
(a) (b) (e) 

Long-Term Debt 50.00\ 10.56\ 5.28% 

Preferred stock s.Ot) 9.57 0.48 

Common Equity 45.00 1.3.05 5.87 

Total 10().OO\ 11. 63% 

Southwest Requested - 1991 * 

• capital Cost • Weighted • . 
component Ratio Factor Cost 

(a) (b) (e) 

Long-Term Debt 50.00% 10.75\ 5.38% 

Preferred stock 5.00 9.57 0.48 -Common Equity 45.00 13.25 5.96 

Total !C)O.oO\ 11.82\ 

ORA Recomaended - 1991 * 

• • Capital cost • Weighted • • • · Comnonent Ratio • Factor • Cost . • • • • 
Cal (b) (c) 

Long-Term Debt 50.00% 10.75% 5.38\ 

Preferred stock 5.00 9.57 0.48 

Common Equity 45.0() 12.35 5.56 

Total 100.00\ 11.42 

* updated October 5, 1990 
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B. Return on Co-on Egulty 
The only con~ested issue in southwest's application is 

the return on common eqUity. Southwest proposes a return of 
13.25\. This is less than the 14\ return which southwest requested 
for 1990 but an increase OVer the 13.05' which was approved. 

Southwest argues that its proposed return on equity for 
1991 is reasonable in light of its low bond ratings of Baa-3 -
(Moody's) and BBB (standard and poors). southwest also conducted 
an analysis using three financial models to establish a range of 
11.56\ to 14.53%. The data input used by Southwest was derived 
from 13 companies selected from among 37 comparable gas 
distribution systems to avoid the influence of Southwest's 
diversified non-utility holdings. Southwest concedes that its 
business and financial risks are not different from 1990, with the 
exception of a slight increase in interest rates. 

ORA proposes a return on equity of 12.35 based its 
analysis of the financial models and Southwest's relative risk. 
DRA used its own group of comparable gas companies to prepare its 
DCF, RP, and CAPH analyses for southwest. DRA believes that its 
model runs for 12 comparable gas distributors should be used as 
reference mark for-southwest since the market price of its stock is 
influenced by non-utility holdings. The model results from ORA's 
comparison group show a spread from a low of 11.51% for its DeY 
analysis to a high 14.69% from its RP analysis. This range 
corresponds to the range developed by southwest. 

southwest is not directly subject to the risks of the 
Commission's new gas policies, but DRA believes that Southwest/s 
relatively low bond rating, BBB, Baa-3 and small size should be 
taken into consideration. 

We believe there is no basis for an increase in 
southwest's current authorized return on equity of 13.05. 
southwest is not subject to any noticeable change in its riskiness, 
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and as of the close of the hearing in this matter, its bond rating 
and comparative revenues had not changed fron 1990. 

V. Southern California Gas co.,any 

A. Background 
socalGas seeks a return on equity of 14\ and an overall 

rate of return on investment of 11.33\ for 1991. Based on the 
requested return on equity and-SoCalGas proposed capital structure, 
SoCalGas seeks an increase in rates of $23,143,000. The table 
beiow shows a comparison of last year's authorized cost of capital 
and the recommendations of SoCalGas, ORA, the City of Los Angeles, 
and FEA. 

Component 

Long-Term Debt 

Preferred stock 

Common Equi.ty 

Total 

Component 

Long-Term Debt 

Preferred stock 

Common Equity 

Total 

Authorized - 1990 

capital Cost 
Rati.o Factor 

(a) (b) 

45.00\ 9.22\ 

9.70 7.31 

45.30 13.00 

100.00\ 

SoCalGas Requested - 1991 * 

capital • Cost • 
Ratio Factor 

Ca) (b) . 

44.40\ 9.58\ 

9.80 5.99 

45.80 14.00 

100.00\ 

* Updated October 5, 1990 
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Weighted 
cost 
(c) 

4.15\ 

a.it 

5.89 

10.7$\ 

• Weighted • Cost 
Cc) 

, 
4.25\ 

0.59 

6.41 

11.25% 
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e 
ORA R~t.wended - 1991 • 

z z capital Cost weighted 2 

I ComRonent i Ratio Factor Cost l 
(a) (b) (e) 

Long-Term Debt 44.40\ 9.58\ 4.25% 

preferred stock 9.80 5.99 0.59 

Common Equity 45.80 12.35 5.66 

Total 100.00\ 10.50\ 

city: of LA Reco.aeilded - 1991 

• capital cost Weighted • 
• ComRorH~nt Ratio Factor cost · (al (b) (e) 

Long-Term Debt 44.40\ 9.36\ 4.16 

e Preferred stock 9.80 6.53 0.64 

Common Equity 45.80 12.50 5.72 

Total 100.00\ 10.52\ 

• Updated October 5, 1990 

FEA Recomaeilded - 1991 

• capital cost • Weighted 
• . 
• ComRonent Ratio Factor cost · (al (b) (e) 

Long-Term Debt 44.40\ 9.48\ 4.21 

Preferred stock 9.84 6.53 0.64 

Common Equi.ty 45.75 13.00 5.95 

Total lOo.60\ lO.SO% 
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SoCalGas offered the testimony of Ralph Todaro, Vice 
President and Controller. The city of LOs Angeles and FRA 
submitted testimony and cross-e~amined Todaro. SoCalGas did not 
cross-examine the witness for the city of LOs Angeles. 
B. Return on Co.aon Equity 

SoCalGas bases its request for a return on equity of 14\ 
on its assessment of the risks it faces and upon various financial 
models. 

DRA claims that SoCalGas overstates its risk. ORA 
believes that the most of the risks SoCalGas cites are already 
reflected in the present authorized return on equity of 13%. ORA 
bases its recommendation of 12.35% on the results of its financial 
model analysis of comparable utilities and on SoCalGas' gas 
industry risks. 

LA recommends a return on equity of 12.50%. LA does not 
directly rely on financial models but rather challenges the 
validity of both the models themselves and of SoCalGas' specific 
use of them. LA bases its recommended return on equity on its 
observation that comparable utilities earn returns of about 
12.50%, on its observation that short-term interest rates are 
declining, on its belief that 14\ is not necessary to preserve 
SoCalGas' current A+ and Aa bond ratings and that SoCalGas' risk 
situation does not justify a higher allowed return on equity. 

The FEA recommends a return on equity of 13% based on its 
use of a DCF model and risk premium analysis based on comparable 
utility data. FEA's risk analysis, which does not discuss specific 
facts related to SoCalGas but considers risk indicators available 
from market data, concludes that SoCalGas' risks are comparable to 
other gas distribution companies. 

SoCalGas argues that its risk for 1991 is so much higher 
than last year that it requires an increase of 100 
over the 1990 authorized return on equity of 13%. 
outset that SoCalGas made an identical request for 
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It would seem to us that if S6CalGas earnestly believed that its 
risks are greater for 1991, its request would have been for a' . 
higher return on equity than it sought for 1990. 

SoCalGas witness Todaro testified that a 14% return on 
equity nis needed to maintain our present credit rating and enable 
us to attract capital at a reasonable rate-. (Exhibit 4, p. 5.) 
TOdaro states that the pre-tax -Rating Agency Hethodn should be 
used when evaluating the ratio of earnings to fixed charges rather 
than the after tax average ratio used by this commission. Todaro 
demonstrates that even with a full 100 basis point increase in the 
return on equity, the pretax coverage ratio would increase only 
slightly from 3.35 in 1990 to 3.41 times in 1991. 

LA provides alternative analyses to demonstrate that a 
return on equity of 12.50% would generate a pretax coverage ratio 
of 3.39 times. LA also points out that SoCalGas' return on equity 
has not been as high as 14% since 1986 and no impact on SoCalGas' 
bond rating occurred. The witness Todaro ~esponded in the negative 
to the ALJ's question as to whether it would be reasonable to 
believe at this time that SoCalGas's bond rating might be changed. 
We believe that we shOUld give no weight to the SoCalGas' testimony 
on the subject of the interest coverage ratio. 

We evaluated the business financial and regulatory risks 
cited by SoCalGas in section III. We conclude that SoCalGas' risk 
situation has not changed so as to warrant an increase over the 
current 13% return on equity. socalGas has offered no convincing 
evidence that its bond rating may be lowered in the event that does 
not receive its requested return on equity of 14%. A return on 
equity of 13% is consistent with the recommendations of FEA and LA. 
In as much as ORA has not argued that SoCalGas' risks have 
decreased, there is no basis for decreasing the 1990 return on 
equity. 
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VI. san Diego Gas and Blectrio CowpAny 

Ii. ftackgrc>u.Dd 
SOG'E requests a return on equity ot 13.75\ and an 

overall rate of return ot 11.40\ for 1990. SOG&E's reqUest is made 
based on analysis of the company as a ·stand alone- utility and 
without regard to any finanoial impaots Of the proposed SDG&E-
Edison merger. If adopted, SDG&E's request would produce an 
inorease in its revenue requirement of $18 million for eleotrio 
service, 2.4 million for gas service, and $2,000 tor steam, or 
$20,389,000 overall. 

A comparison of SDG&E's propOsal is shown in comparison 
with the present authorization and with the recommendations of DRA 
and FEA in the table below: 
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Z 
: ComQonent 

Long-Term Debt 

Preferred stock 

Common Equity 

Total 

Long-Term Debt 

Preferred stock 

Common Equity 

Total 

Long-Term. Debt 

Preferred stock 

Common Equity 

Total 

Long-Term Debt 

Preferred stock 

Common Equity 

Total 

z 
t 

ALJ/K.W/dk .. 

Authorized - 1290 

capital t cost 
Ratio I Fagtor 

Ca) Cb) 

44.25\ 9.0at 

6.25 7.18 

49.50 12.90 

100.00\ 

SDG&E Requested - 1991 * 
44.60% 9.20% 

5.90 7.17 

49.50 13.75 

100.00\ 

DRA Reco .. ended - 1991 * 
44.60\ 

5.90 

49.50 

lOO.clO\ 

44.60\ 

5.90 

49.50 

100.0()% 

9.20% 

7.17 

12.30 

9.36% 

7.17 

12.75 

* Updated october 5, 1990 
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t Weighted 2 
t cost t 

Ce) 

4.02t 

0.45 

6.39 

lO.86\ 

4.l0\ 

().42 

6.81 

11.33% 

4.l0% 

0.42 

6.09 

10.G1% 

4.17% . 
0.42 

6.31 
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B. Return On CoDOn Equity 
SDG&E's return on common equity for 1991 is the only 

matter at issue. SDG&E argues that it faces incre3sed levels of 
regulatory risk since last year's cost of capital deoision. SDG&E 
claims that it is subject to the risk of uncertainty in its 
resource planning. It claims that purchased power cannot be 
expected to provide for all of the utility/s demand growth in 
1990's resulting in increased need to attract investor capital. 
SDG&E points to risks associated with the potential loss of two 
large contracts with ~Fs as examples of its resource uncertainty. 

SDG&E also cites regulatory risk stemming from our 
disallowance of certain costs associated with the Southwest Power 
Link project, take or pay risks resulting from SDG&E's 1990 ACAP 
decision (D.90-01-015) and the uncertainties caused by our gas 
pro~urement proceeding, OIR 90-02-008. 

SDG'E further cites the uncertainty of changes in 
inflation and interest rates and the divergence of several current 
interest rate forecasts. SOG&E believes its financial risk due to 
its more highly leveraged capital structure is about the same as 
last year's. 

All of the risks described by BDG&E are either 
insufficient to warrant any increase in the return on equity or 
have already been reflected in the authorized rate. The risk due 
to the full elimination of the NRSA has been discussed in 
section III of this decision and for the reasons stated there, does 
not support an increase in the return on equity. In its brief 
filed september 14, 1990, SOG&E concluded that its ·business and 
financial risks ••• , overall, are much the same as they wera last 
year· when SDG&E's current return on equity was established at 
12.90. SOG&E focuses on the testimony of witness Krumvieda on the 
likelihood of increasing interest rates caused by global economic 
factors. 'We considered this argument in the discussion of interest 
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rates in section III above and do not believe that it warrants an 
increase in the return on equity for 1991. 

DRA and FEA conclude that SDG&E is comparable to other 
utilities as to riskiness. DRA recommends a return on equity 
5 basis points above the midpoint of the range of reasonable rates 
of return it developed from various financial models. FEA 
considers SDG&E'to be the second least risky california utility 
following Edison. 

The several financial models used by SDG&E, ORA, and FEA 
produce a range from 9.62t to 14.9'. All three parties chose to 
rely on financial data for comparable utility corporations to avoid 
the effects of the proposed merqer on the model results. 

For the reasons discussed in section III above, none of 
the various models or applications of the models appears to lend 
notable support for a particular return on equity. we note that 
SDG&E's request for 1990 in A.89-05-023 was for an identical 13.75% 
return based on financial model results that produced about the 
same range as this year's effort. ORA's recommendation is 60 basis 
points lower than the 1990 authorized rate even though DRA has not 
argued any facts to indicate that SDG&E is less risky than last 
year. 

we conclude that no change is warranted for 1990. We 
adopt 12.90% as the reasonable return on equity for 1991. 
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VII. Paoifio Gas and Electrio COlipany 

A. Bacltg'rOwld 
PG&E requests a return on equity of 13.75\ and an overall 

rate of return of 11.38\. PG&E estimates that, based on its 
proposed return on equity, its revenue requirement would increase 
by $75,108,000 ($58,801,000 for the electrio side and $16,307,000 
for gas). pursuant to the DiablO canyon Settlement Agreement and 
D.88-12-083, the impaots of that settlement are exoluded froD 
PG&E's cost ot capital application. 

The table below displays PG&E's authorized rate of return 
for 1990, its request for 1991 and the recommendations of ORA and 
FEA. 
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e 
Authorized. - 1990 

I I Capital Cost t Weighted l 
I COlUJ20nent t Ratio Factor : cost t 

(a) (b) (0) 

Long-Term Debt 41.00\ 9.32\ 4.38\ 

Preferred stock 6.25 8.79 0.55 

Common Equ i ty 46.75 12.90 6.03 

Total 100.00\ 10.96\ 

PG&E Regyested - 1991 '* 
Long-Term Debt 47.25\ 9.35% 4.42\ 

Preferred stock 6.00 8.76 G.53 

Common EqUity 46.15 13.15 .6.43 

e Total 100.00\ 11.38\ 

DRA Reco .. ended. - 1991 '* 
Long-Term Debt 47.25\ 9.35\ 4.42\ 

Preferred stock 6.00 8.76 0.53 

Common Equity 46.75 12.30 5.75 

Total 100.00\ 10.70% 

* Updated ootober 5, 1990 

YEA Reco_eilded. 1991 

Long-Term Debt 47.25% 9.53\ 4.50% 

preferred stock 6.00 8.76 0.53 

common Equity 46.75 13.00 6.08 

Total 100.00% 1Lll\ 
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B. Return on co.aon Equity 
PG&E's request for an 85 basis point increase in its 

return on equity is premised on the argument that its risks in 1991 
will increase in several areas. PG&E argues that interest rates 
have increased through 1989 and the first quarter of 1990 and are 
likely to continue that trend. PG&E recommends that the Commission 
should consider whether power purchase contracts should be 
considered a component of long-term debt in future proceedings to 
reflect the particular risks arising from prices and contract 
performance. PG&E cites an increase in business risks from -the 
momentum towards market-directed regulationW in both the electric 
and gas utility sectors. with reference to the gas sector in 
particular, PG&E cites the procurement proceeding OIR 90-02-008, 
the elimination of NRSA, and the method of recovery of take or pay 
gas costs. On the electric side, PG&E claims risk due to loss of 
sales to self generation. PG&E points to new technologies which 
make self generation increasingly feasible. PG&E also cites 
generation by QFs as creating resource planning risk and observes 
that fuel switching may contribute to loss of sales. 

We considered the effeots of competition and regulatory 
risks in section III and need not repeat that discussion here. 
PG&E offered nothing to persuade us that new energy technologies or 
fuel switching in 1991 will be so different from 1990 that its 
return on equity should be increased. We note that FEA considers 
PG&E to be the most risky california energy utility based on market 
indicators which are generally available to investors. we would 
not, however, be persuaded to give that faot substantial weight 
unless it was shown how those indicators are influenced by risks 
attributable to the Oiablo canyon Nuclear powerplant. 

PG&E, ORA, and FEA provided the results of several runs 
of the finanoial models ranging from a low of 9.48% for PG&E's DCF 
range to a high of 14.59% for DRA's CAPM. Each of parties relied 
on comparative eleotric companies in order to screen the effects of 
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the Diablo Canyon settlement on company speoifio market generated 
data. In general, the results s~ow the usual pattern of lower 
results from the DCF model (in tha range ot 11-12\) and higher 
results for the RP and CAPM models (13-14.4\). 

PG&E's DCF analysis indicates a range of 9.48\ to 13.21\ 
but PG&E discounts its comparable group analysis because some 
utilities in the group yielded model results which were lower than 
debt interest rates. PG&E prefers to rely on the higher results of 
its CAPM and RP models and compares these with Value Line's long 
term earned returns forecast for 1992-94. 

we give little weight to Value Line's forecasted earned 
returns. The methodology used by Value Line was not presented in 
this proceeding and it spans a time period beyond 1991. BOth 
PG&E's CAPK and RP models would produce lower returns on equity if 
October 1990 DR! forecast were used. 

PG&E's existing authorized return on equity of 12.90\ 
lies above the range indicated by the parties' DCF analysis and the 
midpoint of PG&E's DCF range. This value is also below the ranges 
indicated by the RP and CAPM analysis. The financial model 
analysis alone, therefore gives no indication that 12.90\ would be 
unreasonable for 1991. Our analysis of the business, financial, 
and regulatory risks indicates that PG&E's risk posturu will not be 
substantially different in 1991 than it was for 1990 when we 
considered those same risks in establishing the current authorized 
rate of return. We find no basis for increasing or decreasing 
PG&E's return on equity for 1991. 
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VIII. southern california Edison co.papy 

A. Background 
Edison seeks an inorease in authorized return on equity 

and overall rate Of return from the i990 level of 12.85\ and 
10.70\, respectively to 13.75\ and 11.13\ for 1991. If approved, 
Edison's request would result in an increase in rates of 
$86.3 million. The table below summarizes Edison's request in 
comparison with the current 1990 cost-of capital and the 
recommendations of ORA and the FEA. 
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e 
Authorized - 1990 

I capital cost We i 9hted t 
l comQonent Ratio FaQtor Cost t 

(a) (b) (0) 

Long-Term Debt 48.00\ 9.01% 4.32% 

preferred stock 6.00 7.75 0.41 

Common Equity 46.00 12.85 5.91. 

Total 100.00% 10.70% 

Edison Requested - 1991 * 
Long-Term Debt 48.00% 9.03% 4.33% 

Preferred stock 6.00 7.76 0.47 

common Equity 46.00 13.75 6.33 

Total 100.00% 11.13% 

DRA Reco-.ended - 1991 * 
Long-Term Debt 48.00% 9.03% 4.33% 

Preferred stock 6.00 7.76 0.47 

Common Equity 46.00 12.25 5d;4 

Total 100.00% 10.44% 

* Updated October 5, 1990 

FRA Reco_ended - 1991 

Long-Term Debt 48.00% 9.14% 4.39% 

Preferred stock 6.00 7.74 0.46 

common Equity 46.0Q 12.50 5.75 

TOtal 100.00% 10.60% 

e 
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B. Return on co-on Equity 
Edison also arques that its risks are greater than those 

that existed when we established its 1990 return on equity. Edison 
claims that it is at risk for its increasing reliance on power 
purchase contracts with QFs and for disallowances of some power 
purchase costs. Edison laments that QF contracts undergo 
continuing review 'of contract administration as opposed to the 
once-only review of additions to utility rate base. 

. Edison also cites competition and bypass, nuclear 
generation risK, environmental and air quality risks and rising 
health costs as factors requiring a higher rate of return. Edison 
claims it is subject to financial risk from inflation and interest 
increases and because its debt-equity ratio is higher than that of 
other California utilities. 

None of the risk factors Edison cites support an increase 
in its return on equity. We have already evaluated most of the 
risks Edison cites in section III. Edison has presented no 
convincing argument that the other risks it faces are substantially 
greater than those we considered in adopting the 1990 return on 
equity of 12.85\. 

Edison's attempt to persuade us that its higher debt-
equity.ratio justifies an increase falls short because it is 
identical to last year's capital structure. FEA points out that 
Edison's bond rating is the highest among the California energy 
utilities and asserts that Edison is the least risky utility as 
indicated by market measures commonly available to investors. 

Edison, DRA, and FEA prepared financial model analysis 
which show a combined range from a low of FEA's DCF calculation of 
1LO\: to a high of 14.82\ produced from DRA's CAPM analysis. The 
parties also prepared model runs using input data for a group of 
comparable ~tiilties to screen the effects of diversification and 
merger. These model runs suggest that Edison's current return on 
equity is substantially higher than the DeF method would indicate, 
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and lower than the comparable utility risk premium and CAPM 
results. The speoifio recommendations of ORA and FEA would require 
a reduction in Edison's present return on eqUity Of 60 and 35 basis 
points. Neither party, however, offered evidence lending to show 
that Edison is less risKY than it was in 1990. 

Edison's comparable utility model analysis consisted of 
its DCF (range midpoint 11.39\), 'its RP for a portfolio of AA 
utility stocks (13.42\), and its CAPM (range midpoint 14.17\) 
(Exhibit 2, p. 16). Both the RP and CAPH models rely on a risk 
premium theory and when averaged, yield a return of 13.79%. When 
averaged with Edison's comparable firm DCF midpoint, the result is 
12.59\ (13.79\ + 11.39% ~ 2 = 12.59\). ORA's comparable model 
average is 12.71\ (13.63\ + 11.80\ ~ 2 = 12.71\). These averaged 
results are reasonably close to Edison's current authorized return 
of 12.85\. 

Given the parties' failure to demonstrate that Edison's 
overall risks have changed from last year, we conclude that there 
is no cause to modify Edison's authorized return on equity. 

IX. sierra Pacific Power Co.pany 

A. Background 
SPPC seeks an increase in its overall rate of return from 

10.34\ to 10.61% and an increase in its return on common equity 
form 13.00\ to 13.50%. If approved, SPPC's revenue requirement 
would increase by about $317,000. The table below summarizes the 
existing cost of capital for SPPC along with the recommendations of 

SPPC and ORA for 1991. 
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AutboJ:ized - 19~O 

I I Capital Cost Weighted 
I CQm;ROnent t Ratlo laQtQI: cost 

(a) (b) (e) 

Long-Term Debt 51.06\ 8.47\ 4.32\ 

Preferred stock 6.55 7.74 0.51 

Common ~quity 42.39 13.00 5.51 

Total 100.00\ 10.34 

sppc Reauested - 1991 

Long-Term Debt 49.11\ 8.49%: 4.17%: 

Preferred stock 7.73 7.95 0.61 

Common Equ i ty 43.16 13.50 5.83 

Total 100.00\ 10.61\ 

DRA Rec6-.eM.ed - 1991 

Long-Term Debt 49.11% 8.49\ 4.17% 

Preferred stock 7.73 7.99 0.62 

Common Equi.ty 43.16 12.3G 5.31 

Total 100.00% 10.10% 
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B. Return oil Co..on Bgui ty 
SPPC is a very ~mall electric utility and, as such, is 

not as subject to those significant business and regulatory risks 
which may impinge on the operations of the larger companies. 

SPPC relies primarily on financial model analyses to 
support its request for an increase in its return on equity of sO 
basis points. Both ORA and SPPC give weight to the DCF technique. 
Both DRA and SPPC relied on input data from comparable utilities. 

SPPC criticizes ORA's cost of comparable utilities, 
arguing that SPPC is vastly smaller than those companies in DRA's 
set and has a lower bond rating than all but four. These 
differences result in DRA deriving a dividend yield of 8~l3\ to 
8.37%, and an estimated growth rate of 2.0 to 2.5\ in contrast to 
the figures offered by SPPC of 7.38\ for its dividend yield and a 
growth rate of between 4.5 and 5.0\. SPPC's figures were derived 
from data on utilities which SPPC believes are more comparable. 

~ We believe that SPPC's comparable group of utilities more 
accurately reflects SPPC bond rating and size than the comparable 
group selected by DRA. It follows that we cannot accept ORA's 
recommendation for a 75 basis point reduction. We note, however, 
that the recommended decrease in SPPC's debt ratio from 51.06\ to 
49.11\ may well reduce SPPC's financial risk as perceived by 
investors. we also believe that SPPc's DeF analysis, even if 
superior to DRA's, is not 
in the return on equity. 
rate of return on equity, 

SUfficient alone to warrant an increase 
we conclude that the present authorized 
having been found reasonable for 1990 is 

also reasonable for 1991 in that no evidence has been presented 
which is SUfficient to warrant an increase in the adopted return on 
equi.ty. 

SPPC also requests that we modify the DCF Kodel and the 
Risk Premium Model to cover the costs of stock issuance and to 
avoid dilution of existing shares. A similar request was put forth 
by SPPC in last year's cost of capital proceeding. We rejected 
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that request stating that there may be a theoretical basis for it, 
but that there was not a substantial basis in the record of that 
case to grant the reqUest (D.89-11-06&, mimeo. p. 79.) The same is 
true this year and once again we will reject the requested 
adjustment. we note that SPPC's proposed 8\ adjustment would 
require an inorease in return on eqUity of about 100 basis points. 
We will not consider such an increase until or unless are presented 
with an adequate record. The parties to future cost of capital 
cases are at liberty to propose the development of suoh a record 
either in the workshop format or by briefing in a future cost of 
capital proceeding. 

x. Pacific POwer and. Light Co_party 

A. Background 
This is the first cost of capital case in which PP&L has 

participated since 1986. PP&L filed its application in this 
proceeding for the purpose of updating its cost of capital but will 
not seek to have the results incorporated in its rates. 

DRA and PP&L have entered into a settlement· agreement in 
PP&L's pending GRC (A.90-01-055; Exhibit 27). By the terms of that 
agreement, PP&L will reduce rates by $2 million and will- forego an 
attrition filing in 1992. In 0.90-03-078, we eliminated the 
Electric Revenue Adjustment Mechanism for PP&L, and pursuant to the 
GRC settlement, PP&L will refund a portion of the oVer collection 
in that account during 1992 and 1993, and fund its attrition from 
the remaining portion of that account. The table below shows 
PP&L's request in comparison with the current authorized cost of 
capital and the recommendation of DRA. 
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e 

Authorized - 1986 

Capital Cost t Weighted z 
Comp:onent Ratio Factor t • Cost : 

(a) (b) (c) 

Long-Term Debt 53.00% 8.55% 4.53% 

preferred stock 8.00 8.35 0.67 

Common Equity 39.00 13.90 5.42 
, 

Total 100.00% 10.62 

PP&L Requested - 1991 * 
Long-Term Debt 48.00% 8.92% 4.28% 

Preferred stock 6.00 7.63 0.46 

Common Equity 46.00 13,20-13.70 6.07- 6.30 

e Total 100.00% 10.81-11.04% 

* Updated October 5, 1990 

DRA Reco..eilded - 1991 

Long-Term Debt 48.00% 8.92% 4.28% 

Preferred stock 6.00 7.63 0.46 

Common Equity 46.00 12.25 5.64 

Total 100.00% 10.38% 
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B. Return on co..on Equity 
The only contested issue in PP&L's 1991 cost of capital 

application is the appropriate return on equity. PP&L seeks a 
decrease from the level last established in 1986 at 13.90\ to a 
point within the range of 13.20% to 13.70\. 

PP&L argues that its requested return on equity is 
justified by its investment riskiness. PP&L has a bond rating of A 
and does not make use ot any balancing acc~unt in either its sales 
or fuel cost forecasts. 

PP&L also supports its request by the use of the various 
financial models. PP&L employs financial data from comparable 
utilities in order to reflect the fact that PP&L is owned by 
Pacificorp and that PP&L stock is not pUblicly traded. only 57% of 
pacificorp's revenues are derived from electric utility operations. 

For its DeF analysis, PP&L chose a set of seven 
comparable utilities screened for similarity to PP&L as a stand 
alone electric utility. The average result for PP&L's group was 
13.2\. (Exhibit 11, page 22.) PP&L's Risk Premium analysis 
yielded a result of 14.9%, which PP&L suggests is too high. PP&L's 
CAPH resulted in a suggested return on equity of 13.2%. 

ORA performed a similar analysis and produced a DeF range 
of 11.53 to 12.07\, a RP result of 12.42 to 13.62 and a CAPM result 
of 13.86 to 14.59. PP&L vigorously criticizes ORA's choice of 
·comparablew utilities for its DeF model because it does not 
include an adjustment factor for less than AA bond rated utilities, 
and because it includes model results that are below current bond 
yields. PP&L also attacks DRA's failure to adjust for bon"d ratings 
below WAAW in its RP analysis. 

Whatever the shortcomings ot DRA's financial model 
analysis, ORA does not appear to have relied primarily, or even 
substantially on its Risk Premium and CAPH analysis in developing 
its recommended 12.25 return on equity. While PP&L's set of 
comparable utilities may be somewhat more representative of PP&L 
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than ORA's set this advantage is lessened by the fact that DRA 
considered 20 comparable cODpanies while PP&L selected onlY.7. 
PP&L uses the group average DeF result and its CAPM to establish 
the low eud of recommended return on 'equity of 13.20 to 13.70. In 
evaluating PP&L's nodel evidence we observe that the average DCF 
result of PP&L's small set of comparable utilities is influenced by 
the inclusion of the FPL Group DeF result of 17.63% and that of 
Carolina Light and Power at 9.13%. Both were also included in 
ORA's comparable group but these high and low values tend to skew 
PP&L's average of seven more than they skew ORA's average of 
twenty. Based on the data presented in PP&L's Exhibit 11, Table 5, 
if the highest and lowest DeF results are eliminated , the DCF 
average for the group would be 13.13% with a range of only 4.44%. 
we also observe that PP&L CAPM result would be much lower it the 
adjusted October DRI forecast AA utility bond interest rate of 
10.43% were used instead of the adjusted April forecast of 10.88%. 

~ Taking into account the parties' financial model analysis 
and the investment riskiness of PP&L we conclude that PP&L's 1991 
return on equity should be 13.00. This value is consistent with 
those we adopt for the other energy utilities. 

XI. Proposed Decision 

The proposed decision of the ALJ was filed with the 
Commission and served on the parties on october 17, 1990 in accord 
with public utilities (PO) Code § 311(d). Comments on the proposed 
decision were filed by ORA, PG&E, SDG&E, SoCalGas, and Edison in 
accord with Article 19 ot the commission's Rules on 
November 6, 1990. Reply comments were received only from SoCalGas 
and PP&L. We have carefully considered the ALJ's proposed decision 
and the comments of the parties and have modified the proposed 
decision where appropriate. 

- 46 -



A.90-05-00~ et al. ALJ/K.W/dk. 

P~UssofPact 

1. This is the second cost of ca~ital proceeding under 
0.89-01-040 which modified the General Rate case plan and 
established a schedule for subsequent cost of capital Proceedings. 

2. D.89-11-068 directed CACD to convene a workshop of the 
parties to review the role of interest rate forecasts and to 
establish a consistent method of incorporating actual and 
forecasted interest rates in cost of capital proceedings. 

3. On April 14, 1990, CACD convened the interest rate 
workshop. The parties agreed to use the October DRI control AA 
utility bond rating adjUsted for each specific utility's bond 
rating to determine the costs of debt and preferred stock. The 
parties agreed on a method for adjusting specific bond ratings. 
The parties also agreed to use DRI forecasts in at least one 
scenario when models requiring an interest rate forecast are used. 

4. All parties, except the city of Los Angeles, concur that 
the cost of long-term debt should be updated to reflect DRI's 
October 1990 control forecast for AA utility bonds. 

5. The capital structures as proposed by each of the 
applicants in this proceeding are the same as or dif~er only 
slightly from those adopted for 1990. 

6. The financial model analyses prepared by the parties 
produced results Which range from a low of 9.48% to a high of 
15.51%. No particular model result will support an increase or 
decrease in returns on equity for 1991. 

7. The DCF, RP, and CAPM models cannot be relied upon 
e~clusivelY to develop a particular return on equity, but are 
useful in developing a range of reasonable values. 

8. Financial models cannot reflect the interests of 
ratepayers in paying rates that are not in e~cess of the lowest 
return that will furnish adequate capital to a utility. 

9. The DR! control forecast for AA utility bonds for 1991 
was 10.63\ in April 1990 and 10.1S\ in october 1990. 
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10. The october 1990 DRI bond forecast 1991 is 154 basis 
points higher than the forecast of November 1989 of 8.64\ for 1990. 

11. Actual AA utility bond rates have decreased from over 11\ 
in late 1981 to 9.38\ in November 1989. The actual rate in 
August 1990 was appro~imately 10.3\. 

12. The most probable economic forecast for the overall 
economy in -1991 is one that envisions a continuation of the 
conditions which existed in 1990 with only a slight increase in the 
cost of debt. 

13. Business risKs are risks which stem from competition. 
These risKs have not substantially increased over the levels at 
which they existed in 1990. 

14. The commission's decision in 0.90-02-008 did not increase 
competitive risKs substantially. 

15. The elimination of the Negotiated Rate Adjustment Account 
in April 1990 was considered in the 1990 cost of capital 

~ proceeding. The full elimination of NRSA for 1991 does not warrant 
an increase in returns on equity. 

16. The gas utilities have developed strategies and tactics 
to reduce the risks of competition arising from the ~estructuring 
of the gas industry. 

11. Regulatory risks include uncertainties induced by large 
scale changes in an established regulatory program and regulatory 
disallowances. There are no regUlatory risks to which the energy 
utilities are subject which will require an increase or decrease in 
returns on equity for 1991. 

18. Regulatory disallowances of imprudent expenditures or 
additions to utility plant do not justify increases in the return 
on equity. 

19. The suspension of the AER for all electric utilities on 
August 8, 1990 tends to reduce regulatory risk in 1991. 
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20. ~he invasion of Kuwait by Iraq is not si.ilar to oil 
supply interruptions in the 1970s and 1980s, and does not warrant 
an increase in the rate of return for enerqy utilities. 

21. Take-or-pay gas costs resulting from our decisions in the 
ACAP proceedings for socalGas, SDG&E, and pa&E do not materially 
increase regulatory risk sUfficient to warrant an increase in the 
return's on'equity for S6CalGas and SDG&E. 

22. Diversified utilities separate non-utility operations 
from utility costs of capital by a variety of methods including: 
maintaining separate capital structures, issuing non-utility debt 
which is non-recourse to utility assets, and the use of comparable 
utility financial data in their financial model analysis, 

23. Our evaluation of the parties financial model analysis 
for PP&L indicates that a return on equity of 13.00% is reasonable 
and is consistent with PP&L's bond rating, overall size, and 
investment riskiness. 

24. PP&L does not request any change in the revenue 
requirement for 1991 as a result of this proceeding. 
conclusions of Law 

1. Southwest's proposed 1991 capital structure should be 
adopted. 

2. Southwest should be authorized a 10.75\ cost of long-term 
debt and a 9.57% cost of preferred stock for 1991. 

3. A 13.05% return on common equity, which results in an 
overall 11.73\ return on rate base, should be adopted as just and 
reasonable for southwest in 1991, based upon all of the evidence 
considered in this proceeding. 

4. PG&E's proposed 1991 capital structure should be adopted. 
5. PG&E should be authorized a 9.35\ cost of lo~g-term debt 

and a 8.76\ cost of preferred stock for 1991. 
6. A 12.90\ return on common equity, which results in an 

overall 10.98\ return on rate base, should be adopted as just and 
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reasonable for PGGE in 1991, based upon all of the evidence 
considered in this proceeding. 

7. soCalGas' proposed 1991 capital structure should be 
adopted. 

8. SoCalGas should be authorized a 9.58\ cost of long-term 
debt and a 5.99\ cost of preferred stock for 1991. 

9. A 13.00\ return on common equity, which results in an 
overall 10.79\ 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. 

10. sPPC's proposed 1991 capital structure should be adopted. 
11. SPPC should be authorized a 8.49\ cost of long-term debt 

and a 7.95\ cost of preferred stock for 1991. 
12. A 13.00% return on common equity, which results in an 

overall 10.39\ return on rate base, shOUld be adopted as just and 
reasonable for SPPC in 1991, based upon all of the evidence 
considered in this proceeding. 

13. SDG&E's proposed capital structure should be adopted for 
1991. 

14. SDG&E should be authorized a 9.20\ cost of long-term debt 
and a 7.17\ cost of preferred stock for 1991. 

15. A 12.90\ return on common equity, which results in an 
overall 10.91\ return on rate base, should be adopted as just and 
reasonable for SDG&E in 1991, based upon all of the evidence 
considered in this proceeding. 

16. Edison's proposed 1991 capital structure should be 
adopted. 

17. Edison should be authorized a 9.03\ cost of long-term 
debt and a 7.76\ cost of preferred stock for 1991. 

18. A 12.85\ return on common equity, which results in an 
overall 10.71\ return on rate base, should be adopted as just and 
reasonable for Edison in 1991, based upon all of the evidence 
considered in this proceeding. 
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19. PP&L's proposed 1991 capital struoture should be adopted. 
20. P~&L should be authorized an 8.92\ cost of long-term debt 

and 7.63\ cost of preferred stock for 1991. 
21. A 13.00\ return on common equity, which results in an 

overall 10.71\ return on rate base, should be adopted as just and 
reasonable for PP&L, based on all of the evidence considered 1n 
this proceeding. 

ORDER 

IT IS ORDERED that t 
1. Southwest Gas Company's (Southwest) adopted cost of 

capital for its 1991 attrition year is as followst 
Southwest's Adopted 1991 cost of capital 

• capital • cost Weighted • • 
COln~onent • Ratio • Factor • cost · • . 

(a) (b) (c) 

Long-Term Debt 50.00\ 10.75\ 5.38\ 

Preferred stock 5.00 9.57 0.48 

Common Equity 45.0Ct 13.05 5.87 

Total 100.CtCt\ 11. 73\ 

2. Southwest's adopted 1991 rate of return shown in ordering 
Paragraph 1 shall be used in conjunction with its 1991 attrition 
year advice letter tiling tor the purpose of calculating revised 
rates for the 1991 attrition year. 

3. Pacific Gas & Electric Company's (PG&E) adopted cost of 
capital for its 1991 attrition year is as follows: 
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PGR's AdoRted cOst of caRita! 

f capital cost Weighted 
f Comg:onent Ratio Factor t Cost 

(a) (b) (0) 

Long-Term. Debt 47.25% 9.35% 4.42% 

preferred stock 6.00 8.76 0.53 

CommOn Equity 46.75 12.90 6.03 

Total 100.00% 10.98% 

4. PG&E's adopted 1991 attrition year rate of return, as 
shown in Ordering paragraph 3, shall be used in conjunction with 
its pending 1~91 attrition year advice letter filing for the 
purpose of calculating revised rates for the 1991 attrition year. 

5. Southern california Gas company (SocalGas) adopted cost 
of capital for its 1991 attrition year is as follows: 

_ socalGas' Adopted cost of capital 

capital cost Weighted 
• component • Ratio t Factor • Cost • . . 

(a) (b) (c) 

Long-Term Debt 44.40% 9.58% 4.25% 

Preferred stock 9.S0 5.99 0.59 

Common Equ i ty 45.8() 13.00 5.95 

Total 100.00% 10.79% 

6. SoCalGas' adopted 1991 rate of return, as shown in 
ordering Paragraph 5, shall be used in conjunction with its 1991 
attrition year advice letter tiling and the most recently adopted 
cost allocation and rate design principles for the purpose of 
calculating revised rates for the 1991 attrition year. 

7. san Diego Gas & Electrio Company's (SOG&E) adopted cost 
of capital for its 1991 test year is as fOllows: 
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SOG'B's Ado~ted cost of capital 

capital : cost Weighted f t 
COmRQDent Ratio : Factor cost r 

Ca) (b) (0) 

Long-Term Debt 44.60\ 9.20\ 4.10\ 

Preferred stock 5.90 7.17 0.42 

Common Equity 49.50 12.90 6.39 

Total 100.00\ 10.91\ 

8. SDG&E's adopted 1991 attrition year rate of return, as 
shown in Ordering Paragraph 7, shall be used in conjunction with 
its 1991 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 1991 attrition year. 

9. Sierra pacifio Power company's (SPPC) adopted cost of 
capital for its 1991 attrition 

SPPC's Adopted 

: 
Component 

Long-'rerm Debt 

Preferred stock 

Common Equity 

Total 

• • Capital 
Ratio 

Ca) 
49.11% 

7.13 

43.16 

100.00% 

year 
1991 

• . 

is as follows: 
cost of capital 

Cost Weighted 
Factor- • Cost . 

(b) (c) 
8.49% 4.17% 

7.95 0.61 

13.00 5.61 

10.39\ 

10. SPPC's attrition year rate of return, as shown in 
Ordering paragraph 9, shall be used in conjunction wi~h its 1991 
attrition year advice letter filing and the most recently adopted 
cost allocation and rate design principles for the purpose of 
calculating revised rates tor the 1991 attrition year. 
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11. Southern California Edison Company's (Edison) adopted 
cost of capital for its 19~1 attrition year is as followst 

Edisoil's Adopted 1991 cost Of capital 

Capital z Cost Weighted 
ComRonEmt Ratio z Factor Cost 

(a) (b) (c) 

Long-Term Debt 48.00% 9.03% 4.33% 

Preferred stock 6.00 -7.76 0.47 

Common EqUity 46.00 12.85 5.91 

Total 100.00% 10.71\ 

• • 

1~. Edison's adopted 1991 attrition year rate of return, as 
shown in Ordering paragraph 11, shall be used in conjunction with 
its 19~1 modified attrition year filing, as authorized in 
A.89-10-001 ~nd A.90-03-048. Revised rates for the 1991 attrition 

4It year shall be calculated in connection with Edison's Energy Cost 
Adjustment Cla~se. A.90-06-001. 

13. Edison's request for waiver of Rules of practice and 
Procedure 23(b) and (c) is granted. Edison shall file for the 
record in its 1991·ECAC proceeding a separate and disaggregated 
statement showing the effect of this proceeding by appropriate rate 
classification. 

14. pacific Power and Light Company's (PP&L) adopted cost of 
capital for its 1991 attrition year is as follows: 

Component 

Long-Term Debt 

Preferred stock 

Common Equity 

Total 
- f i . 

PP&L's Adopted 1991 Cost of capital 

capital 
Ratio 

(a) 

48.00% 

6.00 

46.00 

100.00% 
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Cost 
Factor 

(b) 

8.92% 

7.63 

13.(}0 

Weighted 
Cost 
(c) 

4.28% 

0.46 

5.98 

10.72% 
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15. PP&L's adopted 1991 cost of capital, as shown in 
ordering paragraph 14, shall only be used in accordance with the 
Commission's deoision in PP&L's pending General Rate case 
A.90-01-055. In the event that the final decision in A.90-01-055 
does not adopt Exhibit 27 in that proceeding, PPbL shall no later 
than January ll, 1992 file a separate application to revise its 
cost of capital for 1991 and shall comply with the Commission's 
procedures for public notice as provided in its Rules of Practice 
and Procedure and with the requirements of Public utilities 
Code § 454. 

16. The utilities shall incorporate the most recently adopted 
cost allocation and rate design principles in their filings 
implementing the adopted rates of return in rates. 

This order is effective today. 
Dated November 21, 1990, at san Francisco, California. 

G. MITCHELL WILK 
President 

STANLEY W. HULETT 
JOHN B. OHANIAN 
PATRICIA M. ECKERT 

commissioners 

commissioner Frederick R. Duda, 
bein~ necessarily absent, did not 
part1cipate. 
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List of Appearances 

Applicants. Robert M. Johnson, Attorney at LaW, for southWest Gas 
Corporation' Kermit R. Kubitz and Roger J. Peters, Attorneys at 
LaW, for Paoific Gas & Electrio Company, steven O. patrick and 
David B. Follett, Attorneys ~t Law, for Southern california Gas 
Company, David R. Clark, Attorney at LaW, for San Diego Gas & 
Electric company: David M. Norris, Attorney at LaW, for sierra 
Pacific Power company' Frank J. cooley, Attorney at LaW, lor 
southern california Edison Company, Messrs. Stoel, Ives1 Boley, 
Jones & Gray, by James c. paine, Attorney at Law, and W lliam 
J. stow, for paoific Power & Light company. 

Interested Parties: c. Hayden Ames, Attorney at Law, for 
Chickering & Gregory, Noman Furuta, Attorney at LaW, and 
John B. Legler, by Jean Wilco~, for Federal Executive Agenoies; 
Messrs. orrick, Herrington & sutcliffe, by Rebert Gloistein, 
Attorney at LaW { by Jerome Fitch,. for Contelof Calif?rni~, 
Inc.: Preston M1ke, Attorney at LaW, and Manuel Kroman, for the 
city of LOs.Angeles, DonaldH. Maynor, Attorney at Law, by Amy 
J. Kinney, for Northern California Power Agency; . 

~ William Shaffran and William Pettingill, Attorneys at Law, for 
~ the city of San Diego; Bartle Wells Associates, by 

Reed v. schmidt, for california city-county street Light . 
Association; Joel R. Singer, Attorney at Law, for Toward utility 
Rate Normalization; Randolph L. ~u, Richard o. saish, and 
Phillip D. Endom, Attorneys at LaW, for El paso Natural Gas 
company. 

Division of Ratepayer Advocates: Janice GraU, Attorney at LaW, and 
Edwin Quan. 

(End of Appendix A) 
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1991 ENERGY FINANCIAL ATTRITION PROCEEDING 
SUMMARY OF ROE FILINGS 

-----------------------------------------------------------------
I Value I 

OCF CAPH Line EA~ Average conpany I Risk 
pretDium -----------------------------------------------------------------

ELECTRICS 
======-=== 
PG&E 11.35 

PP&L 13.20 

Sierra 12.31 

SooGE 12.85 

Edison 11.10 

DRA 10.91 

reds 11.13 
--------

Average 12.01 

GAS 
========== 
soCal Gas 11.91 

SoWest Gas 11.56 

city of LA 10.61 

DRA 11.96 

Feds 12.48 --------
Average 11.13 
w/o CIA 13..99 

13.3.2-

13.10 

12.50 

14.55 

14.13 

13.02 

13.49 
--------

13.53 

14.50 

14.53 

13.62 

12.95 --------
13.90 
13.90 

13.23 

14.1.0 

14.13 

14.1.1 

13.86 

14.56 

14.15 

14.68 

--------
14.46 
14.46 

13.66 

--------
13.66 

13.21 

13.38 

12.41 

13.83 

13.32 

12.68 

12.61 

13.68 

13.41 

10.61 

13.42 

12.12 
--------

12.18 
13.31 
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PACIFIC GAS , ELECTRIC 

DCF Hod~l (9.48 - 13,21) 
,Risk Pr~1Dium 
CAPM 
Exp~cted p~r value Line 

REQUEST 
FED. EXEC. AGENCIES RECOMM. (12.5 - 13.25) 
DRA RECOMMENDATION 
1990 AUTHORIZED 

PACIFIC POWER AND LIGHT 

Avg 

======== 
11.35 
13.32 
14.40 
13.66 

13.21 
13.75 
13.00 
12.30 
12.90 

=================================================:========~==== 
DCF Model 
Risk Premium 
CAPM 

REQUEST (13.2-13.7) 
DRA RECOMMENDATION 
1986 AUTHORIZED 

SIERRA PACIFIC POWER 

Avg 

13.20 
13.70 
13.23 

13.38 
13.45 
1~.25 
13.90 

=============================================================== 
DCF Model (12.05 - 12.56) 
Risk Premium 

REQUEST 
DRA RECOMMENDATION 
199() AUTHORIZED 

SAN DIEGO GAS & ELECTRIC 

Avg 

12.31 
12.50 

12.40 
13.50 
12.30 
13.00 

=====================================:========================= 
DCF Model (12.3 - 13.4) 
Risk Premium (14.2 - 14.9) 
CAPM (13.S - 14.4) 

REQUEST 
FED. EXEC. AGENCIES RECOMM. (12.5 - 13.1) 
DRA RECOMMENDATION 
1990 AUTHORIZED 

Avg 

12.85 
14.55 
14.10 

13.83 
13.75 
12.75 
12.30 
12.90 
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SOUTHERN CALIFORNIA EDISON 
===========================================~=================== 

company specifio 
OCF Model (11.28 - 12.76) 
Risk Premium (13.42 - 14.84) 
CAPM (ll.47 - 14.72) 

comparable Firms 
OCF Model (11.36 - 11.41) 
CAPM (14.1t - 14.23) 

REQUEST 
FED. EXEC. AGENCIES REcoMK. (12.25 - 12.75) 
ORA RECOMMENDATION 
1990 AUTHORIZED 

SOUTHERN CALIFORNIA GAS 

Avg 

12.02 
14.13 
14.10 

11.39 
14.17 

13.16 
13.75 
12.50 
12.25 
12.85 

==========================================================:==== 13.50 
10.44 
15.29 
13.72 
14.56 

OCF Model,l (13.47 - 13.52) 
OCF Model '2 
Risk Premium ,1 (i5.17 - 15.40) 
Risk Premium ,2 (ll.S3 - 13.61) 
CAPM 

REQUEST 
FED. EXEC. AGENCIES RECOKM. (12.5 - 13.1) 
CITY OF L.A. RECOMMENDATION 
DRA RECOMMENDATION 
1990 AUTHORIZED 

SOUTHWEST GAS CORP. 

Avg 13.50 
14.00 
13.00 
12.50 
12.35 
13.00 

==~============================================================ 
11.56 
14.53 
14.15 

OCF Model 
Risk Premium 
CAPM 

REQUEST 
ORA RECOMMENDATION 
1990 AUTHORIZED 

Avg 

CITY OF LOS ANGELES 

13.41 
13.25 
12.35 
13.05 

=;=====================~~====================================== 10.67 OCF Model (10.29 - 11.05) 
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FEDERAL EXECUTIVE AGENCIES 
=~==================---========~=============================== 

socaiGas/pacitio Enterprises 
DCF Model (12.0 - 13.1) 

Gas Comparables 
DCF Model 11 (11.6 - 12.1) 
DCF Model 12, (13.0 - 13.1) 
Risk Premium 11 (13.3 - 13.8) 
Risk Premium '2 (12.2 - 12.5) 

pacific Gas & Electrio 
DeF Model (12.0 - 13.1) 

Electric comparables 
DeF Model 11 (11.1 - 11.2) 
DeF Model 12 (11.5 - 11.6) 
DeF Model '3 (11.7 - 11.8) 
Risk Premium 11 (14.0 - 14.3) 
Risk Premium '2 (13.3 - 13.7) 

socal Edison 
DCF Model (11.0 - 12.1) 

Electric Comparables 
DCF Model '1 
DeF Model 12 
DCF Model 13 (12.4 - 12.41) 
Risk PremiUm ,1 (14.1 - 14.70) 
Risk Premium '2 (13.0 - 13.5) 

San Diego Gas & Electric 
DeF Model (~.7 - 10.9) 

Electric comparables 
DeF Model '1 (11.6~ - 11.74) 
DeF Model '2 (11.45 - 11.50) 
DCF Model 13 (13.44 - 13.49) 
Risk Premium 11 (12.6 - 13.5) 
Risk Premium '2 

12.55 

11.85 
13.05 
13.55 
12.35 

---------Avg 12.67 

12.55 

11.15 
11.55 
11. 75 
14.15 
13.S0 

---------Avg 12.44 

11.55 

11. 4() 
11.50 
12.41 
14·40 
13.25 

---------Avg 12.42 

10.30 

11. 72 
11.48 
13.47 
13.05 
12.70 

Avg 12.12 

-
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DIVISION OF RATEPAYER ADVOCATES 
=============================================================== 

Electrio Co~pany co~parables 
DeF Hodel (11.53 - 12.07) 
Risk Premium (12.42 - 13.62) 
CAPM (13.86 - 14.59) 

SDG&E 
DCF Hodel (9.62 - 10.15) 
CAPM (13.71 - 14.44) 

sierra 
DCF Hodel (10.33 - 10.87) 
CAPM (13.34 - 14.07) 

Edison 
DCF Model (1.1.06 - 11.59) 
CAPM (14.09 - 14.82) 

PP&L 
DCF Model (10.68 - 11.21) 
CAPM (13.71 - 14~44) 

Gas company comparables 
DCF Madel (11.51 - 12.(5) 
Risk Premium (12.54 - 14.69) 
CAPM -(13.64 - 14.37) 

sowest Gas 
DCF Hodel (12.31 - 12.85) 
CAPK (14.46 - 15.19) 

socal Gas 
DCF Model (11.27 - 11.S1) 
CAPM (14.84 - 15.57) 

(END OF APPENDIX B) 

11.80 
13.02 
14.23 

---------AvCj 13.02 

9.89 
14.08 

---------Avg 11.98 

10.60 
13.71. 

---------AVCj 12.15 

1L33 
14.46 

---------Avg 12.89 

10.95 
14.08 

---------AvCj 12.51 

H .• 7S 
13.62 
14.01 

---------Avg 13.1.3 

12.58 
14.83 

---------Avg 13.70 

11.54 
15.21 

---------Avg 13.37 


