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OPINION

I. Susmmary of Decision

In this decision we establish the 1991 ratemaking cost of
capital for Southwést Gas Company (Southwest), Pacific Gas and
Electric Company (PG&E), Southern California Gas Company
(SoCalGas), San Diégo 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 réflecteéd
in the utilities’ attrition filings and in Edison’s 1991 Energy
Cost Adjustment Clause (ECAC) proceeding. PP4L seeks no change in
its authorized rates as a result of this decision.

After thorough consideration of the récord in this
proceeding, we conclude the authorized returns on equity and
overall returns on rate basé for the energy utilities for 1991
should be:

ptility Common Equity Rate of Return
Southwest 13.05% 11.73%
PGLE 12.90 10.98
SoCalGas 13.00 10.79
SDG&E 12.90 10.91
SPPC 13.00 10.39
Edison 12.85 10.71
PP&L 13.00 10.72

IXI. 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 considération of the costs of capital from général
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rate cases (GRC) and seét out a scheduleée for application, hearing,
and-decision beginning in May each year and eéending with a

Commission decision by year end.
Under the modified Rate Case Plan, Southwest filea

Application (A.) 90-05-009 on May 8, 1990; PGLE filed A.90-05-011
on May 8, 1990: SoCalGas filed A.90-05-013 on May 8, 1990; SDG4E
filed A,90-05-014 on May 8, 1990; SPPC filed A.90-05-015 on

May 10 1990; Edison filed A.90-05-016 on May 8, 1990} and PP&L
filed A.90-05-029 on May 16, 1990. Thé applications wére
consolidated for hearing, and hearings weré héld on August 22, 23,
27, and 29, and Séptembér 28, 1990 beforé Administrative Law Judge
(ALJ) Wilson. The matter was submitted upon conclusion of the
hearing on Séptember 28, 1990, subject to the filing of a late-
filed exhibit by the Division of Ratépayer Advocates (DRA) on
October 5, 1990.

. Testimony and evidence werée submitted by each of the
energy utilities and by thé Federal Exécutive Agencies (FEA), the
Ccity of Los Angeles (LA) and DRA. Sevén other interested partieés,
including Toward Utility Raté Normalization, filed appearances but
did not othérwiseé participate in the hearings.

In its application, Edison reéequésts a waiver of Ruleés
23(b) and (c) of the Commission’s Rules of Practicé and Procedure.
Theseé rules provide that applications for rate increases must
include, among other things, a statement of presently effective
rates and a statement of thé effect of any proposal in éxcéss of 1%
by appropriate rate classification. In D.89-08-036, Edison’s 1991
GRC was deferréd and its operational attrition filing schedule was
modified. D.89-08-036 providéd that revénuée allocation issues
associated with Edison’s 1991 attrition proceeding will beé
addressed in Edison’s next ECAC proceéeding. Edison requests that
revenué allocation issueés reésulting from this proceeding be
addressed in Edison’s next ECAC as well.




consistent with our intent in D.89-08-036, we grant the
requested waiver of Rulés 23(b) and (o}, but we will require that
Edison provide in that proceeding a séparate disaggregated
statement of the effects of this decision by appropriate rate

classification.

IIX. Generic Issues

In recént years, we have determined the cost of capital
in four steps. First, we establish the appropriate ratemaking
capital structuré for the utility. 1In so doing, we seek a
reasonable balance between the cost advantages of a more leveraged
capital structure and the néed to keep the costs of équity within
reason. At the same timé, we areé mindful of the impact of the
ratio of debt and équity on the bond ratings establisheéd for
utilities by the various bond rating agencies. In last year’s cost
of capital case, we considered the question of whether an optimal
capital structurée should be adopted. We declined to adopt an
optimal debt-equity ratio, concluding that regulatory ovérsight
should be continued on a case by case basis.

Second, we establish the component costs of long-term
debt, preferred stock and comnon équity. Theé 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 unnécessary
burden on ratepayers. We necessarily consider thée éxpectations of
potential investors in teérms of the investment risk they pérceive
in utility investments, and the commensurate returns they will
demand in the investment marketplace. Our determination of the
return on equity requirés careful analysis of interest ratés and
investment risks, and is aided by the use of financial modeéls.




Third, wé calculate the wéighted cost of capital. A
weighted cost of capital is simply the product of the capital
structure and thé cost factor for ¢ach component.

Fourth, weé add the welghted costs together to deteéermine
the rate of return on rate base. This is the pércentage figure
which when multiplied by the utility’s rate base yiélds thé amount
to be collected in rates which will cover the utility’s costs of
capital.

A. Financial Modelwx

The utilities, DRA, and FEA supported their réturn on
egquity recomméndations with tnalyseés which employéd thé use of
financial modéls. Over past several years thrée différent
financial models havé been regularly used. These include the
Discounted Cash Flow (DCF), Risk Prémium (RP), and the Capital
Asset Pricing Model (CAPM). In général, these models are thought
to indicateée the leveél of return on investment which is requiréd in
order to attract investors.

our consideration of these models has always béén
accompanied with considerable reservation. In past cost of capital
decisions, weé have noted the many limitations of these models, and
we havé come to regard them as useful only insofar as they may help
éstablish a range of reasonablé return on equity valués.. Wé have
regularly observed that these models cannot bé blindly relied upon
to establish a particular value for the return on equity. Any
considération of modél résults must bé tempered by judgémeént. (Seé
D.88-12-094 and D.83%-11-068.)

In reviewing the results of the various model trials this
year we see a familiar pattern of relatively low reésults from theé
DCF and results some 100-200 basis points highér from the RP and
CAPM. As we remarkéd in D.88-12-094, *thé results {of the models)
are dépendent on subjéctive (data) inputs”. It is this ~input
sensitivity” that causes the parties to subjéct each othér’s models
to detajled criticism. The City of LA opposés thé useé of any
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financial models and basés its recomméndation for SoCalGas on
comparablé earnings by a samplé of similar utilities.

In past years we have not given detailed guidance as to
what the limits to input subjectivity should bé. We have been
generally permissive, tacitly recognizing that the inputs as well
as the results réquire judgement. But one résult of this
permissiveness is thé wide range between the highest and lowest
model results. This year the range of moldeél returns on équity
spanned from a low of 9.48% for PG&E’s DCF range using comparable
utility data to a high of 15.57% from DRA’s CAPN analysis for
SoCalGas. All told, over 100 specific point estimates or range énd
points were offeréed. As we said in a related conteéxt in 1989, #A
common equity range of ([such) magnitudeé provides little guidance to
the Commission in arriving at a reasonable return on common
equity.* (D.88-12-094 at p. 14.)

A furthér criticism of thée use of models comés from our
obseérvation that each was developéd and intended to be used for
purposes other than ratemaking. Theéey cannot reflect the intéreésts
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 modél analysis, but wé think it would not be worthwhile to
attempt to resolve every criticism of evéry model run.
Furthermore, the inputs to the RM and CAPM models involve
forecasted intérest rates, such as thosé of Data Resource Inc.
(DRI). We consider interest rate forécasts in detail in the
following pages, but we note heré that the utilities’ model
analyses were prepared in April of this year and DRI’s Octobér
forecast was 45 basis points lower. This clearly implies that if
these models were reéevised based on the most recent forecasts, they
would produce résults much lower than those presented by the
parties. We observe that the overall avérage of all thé model
results is reasonably close to 13%, noting the excéption of
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PP&L. Y All of the remaining 1990 returns on equity fall within

15 basis points of the 13% averagé. We further observe that the
overall averagé of the model runs is biaseéd in favor of thé RP and
CAPM modeéels which produce reésults consistently highér than thé DCF.
Both thé RP and CAPM rely on the theory that investors reéquire a
risk premium for investing in stock. This bias would bé corrected
by first avéraging the results of thé RP and CAPM and thén
averaging thé DCF with the mean of the two risk premium models.

Dué to thée inherént limitation ¢of thé models, no
particular modél analysis convinces us that an increasé or décrease
in the returns on équity is warranted. Having applied our
judgement to the financial models, wé conclude thé résults,
ovérall, suggest that the présently authorizéd rates return on
equity will continue to bé reéasonablée in 1991,

B. Interest Rates

Interest rates play a pivotal role in detérmining the
cost of capital. Because we éstablish the cost of capital on a
forécast basis each year, weé must anticipate future interests
rates. Thesée future rates afféct thé cost of debt and are inputs
into the financial models the partiés use to détérminé a reéasonable
range for the returns on equity. In last year’s cost of capital
proceeding, théré was considerable debaté on the validity of
various intérest rate forecasts and on thé appropriaté methodology
for equating forecast AA utility bond rates to othéer bond ratings.

1 After thé close of thé héaring, thé ALJ réquested the
Commission’s Advisory and Complliancé Division (CACD) to compile a
table showing the result of each model analysis présénted in the
procééding. CACD calculated thé averageé modél result for each
utility. We do not rély on avéraging -to réach our conclusions on
thé appropiraté réeturns on équity, but mérély obsérvé that the
approach coincidentally corrésponds with our conclusion that risks
and economic conditions anticipated in 1991 do not requiré changes
in the adopteéd returns on equity. A copy of thé 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. Thé workshop
participants agreed to the following terms:

=70 use the Data Resources, Inc./McGraw-Hill \
(DRI) Control AA utility bond forecast adjusted
to thé utility‘’s specific bond rating for the
cost of debt and préeferred 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 filing year,
rounded to the nearest five basis points for
utilities which do not havé an Aa bond rating.
utilities with split ratings would usé half of
the spreéad.

270 usé the latest DRI update (October) update
to finalize the embedded costs of debt.

nTo not adopt a standard forecast for use in the

developnent 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 theé parties.

The agreement to use thé DRI forecast greatly simplifies
our determination of the cost of debt and improves, somewhat, the
usé of the various economic models by including a common assumption
for comparison purposes. While we retain the concerns which were
voiced last year as to the level of accuracy of the forecast, the
April 12 agréement is adequate for our use this year.

The positions of the utilities and DRA 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 ténd to
drive intérest rates upward. These factors are said to havé the
potential of dampening the effects of écononic récession on
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interest rates, Based partly on their assessménts of the economic
outlook for 1991, Edison, PG&E, SDG&E, and SoCalGas request
increases in the range of 85 to 100 basis points.

DRA, on the other hand, argués that the economy is in a
slow growth phase and that interest rates aré not apt to rise
significantly in the short term. Intérest rate foreécasts have
fluctuated somewhat recéntly. 1In November 1989, whén the current
cost of capital was adopted, the DRI AA utility bond forécast was
8.64%. In April 1990, wheén this year’s applications were prepared,
the forecast for 1991 was 10.63%, indicating an incréase of some
200 basis points. The forécast droppéed to 10.50% in July and fell
to 9.82% in August. Thé most recent forécast for the October
update was 10.18%. In contrast, actual bond rates have declinéd
since late 1987 from over 11% to 9.38% in Novémber 1989.

(Exhibit 9, Table 1-1.) Edison’s witness Fohrér testified at the
hearing in August that actual utility bond ratés weéré at the 10.3%
- léevel.

Based on its analysis, DRA concludes that the cost of
capital for 1991 will be slightly higher than in 1990. DRA
believes that a slight increasé in réturns on équity over its
recommendations last yéar is warranted. Howéver, DRA’s 1990
recomméndations were far bélow the returns we adoptéd. Thus while
DRA perceives an increase in the costs of capital, it proposes

2 In comments on the ALJ proposeéd decision, Edison, PG&E, SDG&E,
and SoCalGas argué that the increéaseé in thé oOctober 1990 DRI bond
forecast rateé over the Novémber 1989 forecast justifiés an incréase
in its 1991 return on equity. Weé will not automatically adjust
returns on équity whénever DRI révisés its monthly forecast. We
stated in D.88-07-023 (Finding of Fact 23) that it has been shown
that DRI forécast have varied from actual intérésts ratés by an
average of +/-1.81%.
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reductions of 165 basis point for PP&L, and 60 to 70 basis points
for the other utilities.

Séveral utilities allude to the potential impact of the
Iragi invasion of Kuwait on interést ratées. The utilities compare
the invasion to the energy criseés in the early 1970s and 1980s.
DRA takes a more hopeful view that the matter will be résolved
quickly and will not increase theée utilities’ costs of capital in
1991, While we have no crystal ball through which to sée the
futuré, we share DRA’s optimism. The presént conflict is not a
cartel embargo nor a political revolution, but the action of a
single stateée against another. It is also an action to which most
of thé world’s nations have éxpressed disapproval, and given the
differences between economic conditions then and now, we do not
believe thé invasion warrants an increase in the rates of return.

Taking all these factérs into account, we agréé with DRA
as to the econonmic outlook for 1991. We anticipateée that econonmic
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 incréased on thé basis of interest rates alone. We have
long held to thé principle that the costs of equity move in the
same direction as intérest rates, although they do not move
proportionately nor in lockstep. We havé noted as well that actual
interest rates may vary by more than 100 basis points in a matter
of months. Whilé we agree that interest rates may be slightly
higher in 1991, they will not incréase sufficiently to warrant an
increase in returns on équity in order to attract capital or to
avoid a lowering of utility bond ratings, nor do we conclude thé
October DRI forecast bond interest rate of 10.18% will necessarily
prevail throughout 19%1. On thé other hand, each utility will
receive a modest increase in its overall rate of return reflecting
the October DRI control forecast for AA utility bond debt.
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C. Evaluation of Risks
In keéping with our traditional cost of capital practice

and with the requirements of Bluefield Water Works and Improvément
Co. v. West Virginia Public Service Commission (1923), 262 Us 679,
and Federal Power Commission v. Hopé Natural Gas Co. (1944) 320 Us
591, we must évaluate the risks which will most likely bear upon
the operations of the utilities in 1951. Our objective is to
determine the appropriate rate of return on equity for éach energy
utility in order that investors will be compensated for the risks
of investing in the energy utilities.

Each of the utilities presented téstimony and argument
describing the various typés of risks to be faced in 1991 and based
their recommendation for a rate of return on their assessménts of
those risks and on the résults of financial models. These risks
may be categorizéd as financial, businéss, and regulatory risks.

Financial risk is tied to the capital structure of a
utility. In general, the lower theé proportion of a utility’s total
capitalization consisting of common equity, the higher the
financial risk. Weé have recognized that when a utility’s capital
structuré consists of excéssive debt, sharéholders arée 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 équity 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. Thosé changes
which are proposed aré both small and reasonable. Accordingly, weé
shall adopt the capital structure for each utility as proposed, and
we need not consider the financial risk which stéms from
debt/equity ratios further as a separate risk issue,

Business risks consist of thoseé risks stémming from
competition. Over theé past sevéral years in the gas sector, we
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have moved to take advantagé of the inherent efficienciés of
competition to offsét some of the inherent inefficiéncies of cost-
based ratemaking. The utilities argué that from the investor’s
point of view, these steps may have increased the risk that hoped-
for returns will not materialize duée to competition. PGSE,
SoCalGas, and SDG&E all cite these risks in support of their

" requests for increased returns on equity.

With respect to the business risk outlook for 1991, two
factors areée of particular note. WwWith OIR 90-02-008, we initiated a
nidcourse review of our gas procurement policies which may result
in changes aimed at increasing competition. In April of this year,
we completely eliminatéd thé Negotiated Revenue Adjustment Account
(NRSA) which seérved as a ”safety net” to temporarily shield
shareholders from the initial impacts of our réstructuring of the
gas industry. 1991 will beé the first full year of opérations
without the protection of thée NRSA.

Our evaluation of thése risks with a view toward 1991
leads us to conclude that these risks do not in themsélves justify
any adjustment of returns on equity. As to the élimination of the
NRSA, we considered that impact in last year'’s cost of capital
procéeding. Although the loss of NRSA may exteénd over a longeér
period in 1991 than it did in 1990, we believé 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 expectéed to develop new strategies to mitigate the
risks associated with the elimination of the NRSA. (D.89-11-068.)
In this proceeding, SoCalGas’ witness Todaro testified that
SoCalGas had takén seéveral steps to limit the risks associated with
the loss of NRSA, including thé negotiation of long-term contracts
with UEGs and with enhanced oil reécovery customers, active
participation in air quality regulation in its service area,
participation in OIR 90-02-008 and the undertaking of efficiéncy
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and productivity improvements in order to remain competitive in the
market place. The NRSA was intended as 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 witnéss Jenkins-Stark testified that PGLE was
subject to a pre-tax loss of $34.4 million in 1989 but would have
been subjeéct to a loss 6f $56.5 without the protection of NRSA. On
cross examination by FEA, he acknowledged that the ”loss” was a
shortfall below projécted révénues.

- PGLE, 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 séttlement proposed by thé parties in
that procéeding (éxcepting DRA) provided for the elimination of
utility gas procurement services. According to Todaro, this would
result in the utility béing at greater risk for the récovery 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 invéstors. At the hearing on
August 28, 1990, SoCalGas reégquested that the ALJ take official
notice of the filing of a proposed settlemént to that case. The
ALJ accepted thé reguest subject to the limitation that the
settlément was a proposal only and did not at that time reflect

Commission policy.

Subsequently, in D.90-09-089 issued on
Septémber 25, 1990, the Commission adopted a decision which
contained some of the térms of thé proposed settlement.
D.90-09-089 does not materially increasé the invéstment risk of gas
utilities. 1In relevant part, the décision establishes a balancing
account whereby 75% of thé risks of failuré to reéach forecasted
throughput aré passed to ratepayers. Non-coré customers may chooseé
to subscribé to core sérvice for a minimum périod of two years and
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the ACAP will becomeé a biennial proceeding. Non-core procurement
service by gas utilities is abolished. Some of these factors may
increase risk, and somé, such as thé balancing account, will
decrease risks. For the preésent, we concludée that the elemeénts 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 customérs will generate their own
electrical power apart from thé utilities’ géneration résources.
Wé havé taken numérous steps, such as providing for special
contracts to enable the électric utilities to reducée the likelihood
of uneconomic bypass and our continued progréss toward our
ratemaking policy of Equal Percentagée of Marginal Cost Pricing, and
we are not persuaded that the risks of bypass anticipatéd in 1991
will be significantly greater than in 1990. It follows that these
risks do not warrant any changé in the curreéent returns on equity.

Anothér source of business, or competitive risk in the
electric industry is ”competition” from qualifying facilities
(QFs). Edison, SDG&E and PG&E say that QFs displaceé electric
generating plant which would have othérwise goné into raté base, a
fact which investors pérceive as constraining returns. These
parties also say that power purchaseé contracts éxpose thém to risks
of non performancé against which théy haveé no recourse excépt
contract litigation.

PG&E says that it depends upon QF power for as much as
19% of its total eleéctric sales (13,000 GWH in 1989). By year end
1991 PG4E 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 thé growth in
QF produced electric generation has been substantial in the past
decadé. However, wé have takén that factor into account in our
past cost of capital décisions. We havé also considéred QFs in
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other procéedings which involve forecast electric sales. Weé do not
believe that a quantitative increase in QF géneration from one year
to the next necessarily requirés an increase in the return on
equity. We might however consider theé relative dépéndénce on QF
sources as oneée reélevant factor in assessing the relativé riskiness
of the electric utilities on a complete showing of the QF
dependence of all of the utilities. The récord in this proceeding
lacks such a showing.3

Regulatory risk is another category of risk which the
utilities believe must bé considered. Reégulatory risk for the
purposés of establishing the cost of capital has two components.
Thé first is the impact of regulatory program changés which
investors may viéw as influencing their invéstment decisions. The
second is the exclusion by the Commission of imprudent eéxpenseés or
rate base items from rates charged to ratepayers.

* In récent years, risks due to régulatory program changes
have tended to concéntrate in the area of increasing competition,
particularly in the gas industry. Somé of thesé program changes
weré considered earlier in thée discussion of businéss risks to the
extént they pertain largely to the efféects of increaseéed
competition. For 1991, séveral other régulatgry program changes
réequire our particular consideration. )

SoCalGas, SDG&E, and PGKE all raise thé argqumént that
they are at increased risk for také-or-pay interstateée gas pipéline
costs. In D.90-01-015 and D.90-04-021, we allowed thesé utilities
to choose between two options for the récovery of take-or-pay costs

3 1In its comménts on thé ALJ’s proposéd decision Edison states
that Exhibit 16, an excérpt from *Credit Comment”, May 11, 1990
shows that Edison is more QF dépéndént (13% of total capacity) than
PG&B (8%;, SDG&E (1%), and Pacific Corp. (7%). We do not rely on

6

Exhibit 16 bécause it is baséd on 1988 data and does not
necessarily reflect conditions anticipatéed on 1991.
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from interstate pipelinés as a result of Federal Energy Regulatory
Commission orders. Under the first option, the gas utilities could
recover a maximum of 75% of the 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
volunmetric rates, but subject to a one-way balancing account as to
coré custoners. ’

All three utilities chose the volumetric option. We
believe thelr election reduced thése risks to a level at which no
increéase in réturns on équity are warranted. Furthérmore, as weé
noted in D.90-01-015, we have already provided the utilities with
an explicit return for the risk associatéd with take-or-pay
exposure in the 1990 cost of capital proceeding.

Wé suspended theé Annual Energy Raté on August 8, 1990 in
response to the oil price impacts of the invasion of Kuwait by
Iraqg. That reéegulatory mechanism was a dévice to apportion fueél
cost increases bétween ratepayers and sharéholders in order to
encouragé the utilities to minimize fuel costs. The Middle East
problem, howevér, is not oné with which utility management is
equipped to deal, and so we removed that apportionment. The
immediate effect of this should be & reduction in the risk to
investors. The utilities argue that our action also called for
comnents on alternativé incentive mechanism which could have the
opposite effect on investors. Edison claims that it anticipated
the removal of thé AER when it prépared its réquested réturn on
equity in May of this year.

The AER has had a history of intermittent application.
We believe investors viéw it as subject to change, and as our most
recent action demonstrates, we have used it wisély. Furthérmore,
we believe that investors generally approve of our éfforts to
increase éfficiéency where shareholders as well as ratepayérs may
benefit as the result. If thée removal of thé AER has any certain
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near term éffect, it would be to reduce the risks perceived by
investors. T

PG&E, SDG&E, and Edison submit that as électric utilities
they are exposed to régulatory program risk dué to required
purchases of QF produceéd éenerqgy. The competitive impact of QF
power sales was noted in our discussion of business risks, but
these parties also claim that such powér purchasés subjeéct thém to
nrésource uncertainty” as well. Reéesource uncértainty involves the
possibility that energy projécted to be available from QFs in
future yéars will not materializé. In such a case, it may be
necessary for electric utilitiés to réspond to futuré supply needs
on an ad hoc basis rather than with thé benefits of careful
long-term planning.

We beliéve this risk is overstated. Theée Commission
continues to imprové the resource planning procéss which will
assist the utilities in accurately anticipating future eléctric
energy supply and démand. In addition, improvements in the QF

bidding process and in the negotiating of QF power purchases afford
significant opportunitiés to réduceé these risks. We would much
prefer to follow a coursé of program improvéménts rather than to
pass unnécessary costs to consumers through inflated returns on

equity.

Thée second areéea of regulatory risk is réqulatory
disallowance of expénsés or rate base additions which have been
found to be imprudent. We do not share the view of utilities that
regulatory disallowancés should bée followed by offsétting increases
in the return on équity. To do so would simply undo the
disallowances and require ratepayérs to beéear the burden of costs
imprudeéntly incurred.

DRA présented testimony citing an analysis by Merrill
Lynch of the régulatory climates in which comparable electric and
gas companiés operate. Merrill Lynch ratés california higher in
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terms of thé quality of its regulatory climate than the average

ratings of both electric and gas comparables.
Edison and SDGSE cited specific regulatory disallowances

of a justification for their requested increases in return on
equity. Edison cites our disallowance of contract payments to its
QF subsidiary, KRCC, whilé SDG&E révives the disallowance of
portions of its Southwest Povwer Link (SWPL) projéct which occurred
in 1987 and 1988. We have already considered the SWPL
disallowances in the 1988 cost of capital proceeding. PG&E cited
the ongoing review of the administration of QF contracts as causing
an increase in risks over time. We réject all these arguments for
the reason that they have already beén 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 concludé 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. Recomménded Capital Structures, Embedded
Costs of Debt, and Preferred Stock

For 1991, thé only conteéested 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. DRA believes the proposéd changes arée
reasonable, and that the proposals of PP4L and SPPC will bring the
capital structures of theése utilitiés more into line with the
others. SDG&E proposés a minor incréase in its long-term debt
ratio with no change in common equity. DRA accepts the proposéd
capital structure for SDG&E but does not specifically conclude that
it is réasonable.

Theré was also no substantial disagreément among the
parties as to the utilities’ proposed embedded costs of debt and
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preferred stock. DRA réviewed each utility’s financing plan and
considers them reasonable.,

By thé agreement reached in the April 14, 1990 workshop,
the utilities and DRA adopted the October DRI control forecast for
AA utility bonds for usé in determining the cost of debt issues for
1991, That agreement also provided a method for adjusting the DRI
forecast to refléct utility debt ratings other than AA. The
adjustments as shown in the following table:

Utility Bond Rating Increment

Southwest BBB 0.60%

PG&E Al/A 0.25

SoCal AL/A+ 0.25

SDGLE Aa3/a+ 0.15

sierra . A2/A- 0.25

Edison Aa2/AA 0.00

PP&L ’ A3 /A~ 0.25

The City of Los Angeles’ witness Kroman aloné objects to
the adjustments and thé usé of the DRI forecast for the costs of
debt. Kroman points out that SoCalGas debt issues in éarly 1990
were actually lower than contemporaneously issued AA utility bonds.
Kroman also criticizes thé accuracy of thé DRI foreécasts.

DRA’s recommendéd cost of debt for PP&L differs from the
utility bécause PP&L did not usé theé "Modifiéed PG&E 2* to account
for the tax savings attributable to refunding high cost debt
issués. This method was adopteéd in D.89-11-068 in which PP&L did
not participate. We will adopt DRA’s debt figures bécause théy are
based on the methodology uséd by thé other energy utilities.

We will adopt the cost of debt, thé adjustment
methodology, and thée récomméndations of DRA and the utilities as
shown in late-filed Exhibit 19. Weé recognize, as witness Kroman
points out, thiat actual inteéerést rates do vary and Kroman’s
téstimony causes us somé concern. In futuré cost of capital cases,
wé may investigate the différential between theé establishéd costs
of debt and the cost of debt actually issued. For the présent, we
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believe that the record in this proceeding consisting only of
SocalGas debt issues in early 1990 is insufficient 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 static 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 résults, but we beliéve the use of the DRI forecast is
warranted because it does attempt to anticipate conditions expected
to prevail during the 1991 rate period.

Oonly SoCalGas and SPPL anticipate néw issues of preferred
stock in 1991. As none of the récommendéd costs of preféerred stock
is contested, we will adopt them.

E. Insulation of the Cost of Capital
for Diversified Utilities

ordering Paragraph 14 in D.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 utility includeéd in
its application or filed testimony a brief description of how this
separation is achieved for the cost of capital proceeéding.

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

PGLE excludes the operation of its Diablo Canyon Nucleéar
power Plant and PG&E Enterprises from its cost of capital filing as
required by Paragraph 12 of the Diablo Canyon Impleménting
Agréemént. PGLE also made use of financial data for comparable
utilities in its financial model analysis.
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SoCalGas issués debt separately from its parént Pacific
Enterprises, Inc. It maintains separate bond agéncy ratings and
has a stand alone dividénd policy. SoCalGas likewisé makes use of
financial data from comparable utilities in its financial model
analyses.,

Edison maintains a separaté capital structure from its
parent holding company, SCE Corp. SCE Corp.’s debt is madé non-
recourse to Edison’s assets. Edison’s financial model analysis
included financial data for comparable électric utilities to take
account of the potential effects of SCE Corp.’s diversification as
wéll as the SDGLE merger.

SDG&E owns a subsidiary company undér thé namé of Pacific
Diversified capital (PDC). PDC accounts for about 2% of SDG&E’s
total revenué and makes up about 4% of thé utility’s total assets.
PDC is excluded from SDG&E’s cost of capital filing and SDG&E
provides no credit support for PDC. SDG&E considers financial data
for comparablé utilities in its financial analyses in order to
avoid the effects of the impending meérger 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 Duff and Phelps, Standard and Poors and Moody.

Pacific Power uses a hypothetical capital structureée which
meets thé bond agency rating benchmarks established for an A
rating. As with SPPC and thé other utilities, Pacific Powér usés
financial data for comparable utilities in its financial modél

analysis.
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IV. Southwest Gas Corporation

A, EQCKQE ound
Southwest requests a return on equity of 13.25% and an

overall rate of return of 11.75%. Theé proposal would result in an
increase in revenue requiréments of about $80,600 or 0.16%.

"~ Only DRA and Southwest presented evidence and testimony
relating to Southwest’s application. A summary of the preséntly
authorized rate of return togéthér with the proposals of Southwest
and DRA for 1991 are présented below.
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Authorized ~ 1990

Component

Capital ' “Cost
Ratio Factor

Weighted
Cost

Long-Térm bebt

Preferred Stock

Common Equity
Total

(a) (b)
50.00% 10.56%
5.00 9.57
45,00 13.05

100.00% -

Soguthwest Requested — 31991 *

(c)
5.28%
0.48
5.87

11.63%

Component

Capital Cost
Ratio Factor

HWeighted
Cost

Long-Term Debt

Preferred Stock

Common Equity
Total

(a) (b)
50.00% 10.75%
5.00 9.57
45,00 13.25

100.00%

DRA Recommended — 199) *

(c)
5.38%
0.48
5.96

11.82%

Component

Capital Cost
Ratio Factor

Weighted
Cost

Long-Term Debt

Preferred Stock

Cconmon Equity
Total

(a) (b)
50.00% 10.75%
5.00 9.57
45.00 12.35

100.00%

# Updated October 5, 193%0

(c)
5.38%
0.48
5.56

11.42
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B. Return on Common Equity
The only contested issue in Southwest’s application is

the réeturn on comnmon eéquity. Southwest proposes a réturn of
13.25%. This is less than the 14% return which Southwest requested
for 1990 but an increase over the 13.05% which was approvead.

Southwest argues that its proposed return on equity for
1991 is réasonablé in light of its low bond ratings of Baa-3
(Moody‘’s) and BBB (Standard and Poors). Southwest also conducted
an analysis using threeé financial models to éstablish a range of
11.56% to 14.53%. The data input useéed by Southwest was derived
from 13 companiés selected from among 37 comparableée gas
distribution systems to avoid the influence of Southwest’s
diversified non-utility holdings. Southwest concédes that its
business and financial risks are not différent from 1990, with the
exception of a slight increase in interest rates.

DRA 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 comparablé gas companies to preéepare its
DCF, RP, and CAPM analyses for Southwest. DRA believes that its
model runs for 12 comparablé gas distributors should bé used as
reference mark for Southwest since the market price of its stock is
influenced by non-utility holdings. The model results from DRA’s
comparison group show & spread from a low of 11.51% for its DCF
analysis to a high 14.69% from its RP analysis. This range
corresponds to the range deéeveloped by Southwest.

Southwest is not directly subjéct to the risks of the
Commission’s new gas policiés, but DRA béliéves that Southwest'’s
retatively low bond rating, BBB, Baa-3 and small size should bé
taken into consideration. )

He believe there is no basis for an increase in
Southwest?’s currént authorized return on equity of 13.05.

Southwest is not subject to any noticeable change in its riskiness,

Sogal St g o
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and as of the closeé of the hearing in this matter, its bond rating
and comparative revenués had not changed from 19%0,

V. Southern California Gas Company

A. Background
SoCalGas seeks a return on equity of 14% and an overall

rate of réturn on investmeéent of 11.33% for 1991, Based on the
requestéd return on equity and -SoCalGas proposéd capital structure,
SoCalGas se¢eks an increase in rates of $23,143,000. The table
below shows a comparison of last year’s authorized cost of capital
and the recommendations of SoCalGas, DRA, the City of Los Angeles,

and FEA.
Authorized - 1990

Capital Cost Weéeighted
Ratio Factor Cost

(a) (b) (c)
45.00% 9.22% 4.15%

Component

Long-Térm Debt
Preférred Stock 9.70 7.31 0.71
13.00 5.89

Common Equity 45,30

10.75%

Total

100,00%

SoCalGas_Requested - 1991 #*

Component

Capital Cost
Ratio Factor

Weighted
Cost

Long~Térm Débt

Preferréd Stock
Common Equity

Total
* Updated October 5,

(a) (b) -
44.40% 9.58%
9.80 5.99
45.80 14.00

100.00%

1990

{c)
'4.25%
0.59
6.41

11.25%
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DRA Récommended - 1991 *

Capital Cost

Component Ratio Factor

Weighted
Cost

(a) (b)
Long-Ternm Debt 44.40% 9.,58%
Preferréd Stock "~ 9.80 5.99
comnon Equity 45.80 12.35
Total 100.00%

city of LA Récommended - 1991

(c)
4.25%
0.59
5.66

10.50%

Capital Cost
Componént Ratio Factor

Weighted
Ccost

(a) (b)
Long-Term Debt 44.40% 9.36%
Preferred Stock 9.80 6.53
comnon Equity 45.80 12.50
Total 100.00%
* Updated October 5, 1990

FEA Recommended — 1991

(c)
4.16
0.64

5,72

10.52%

Capital Cost
component Ratio Factor

HWeighted
Cost

(a) (b)
Long-Tern Debt 44.,40% 9.48%
Preferred Stock 9.84 6.53
Common Equity 45.75 13.00
Total 100.00%

(c)

4.21
.0.64

5.95

10.80%
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SoCalGas offered the testimony of Ralph Todaro, Vice
President and Controller., The City of Los Angeles and FEA
subnitted teéstimony and cross-eéexamined Todaro. SocCalGas did not
cross—-exanine the witness for the City of Los Angeles,
B. Return on Common Equity

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

mode}s.

DRA claims that SoCalGas overstates its risk. DRA
believes that the most of the risks SoCalGas cites are alreéady
reflected in the present authorized return on equity of 13%. ODRA
bases its recommendation of 12.35% on the résults of its financial
nodel analysis of comparablé utilities and on SoCalGas' gas

industry risks.
LA récommends a réturn on équity of 12.50%. LA doeés 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 neceéssary to préserveée
SoCalGas’ currént A+ and Aa bond ratings and that SocCalGas’ risk
situation does not justify a higher allowed return on equity.

Thé 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 doés not discuss specific
facts related to SoCalGas but considérs 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 basis points
over the 1990 authorized return on equity of 13%. We noté at the
outset that SoCalGas made an identical request for 14% last year.
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It would seem to us that if SoCalGas 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 ”is needéd to maintain our present credit rating and eénable
us to attract capital at a reasonable rate”. (Exhibit 4, p. 5.)
Todaro states that the pre-tax *Rating Agéncy Method” should be
used when evaluating the ratio of earnings to fixed charges rather
than thé 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 altérnative analyses to demonstrate that a
return on equity of 12.50% would denérate a pretax coverage ratio
of 3.39 times. LA also points out that SocCalGas’ return on equity
has not been as high as 14% sincé 1986 and no impact on SoCalGas’
bond rating occurred. The witness Todaro responded in thé negative
to the ALJ’s question as to whéther 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 evaluatéd the business financial and regulatory risks
cited by SoCalGas in Section III. We conclude that SoCalGas’ risk
situation has not changéd so as to warrant an increasé over thé
current 13% return on équity. 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 recomméndations of FEA and LA.
In as much as DRA has not argued that SoCalGas’ risks have
decreased, there is no basis for decreéasing thé 1990 return on

equity.
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VI.
A. packground )

SDG&E requests a return on equity of 13.75% and an
overall rate of return of 11.40% for 1990. SDG4E’s request is made
based on analysis of the company as a ~stand alone” utility and
without regard to any financial impacts of the proposéd SDG&E-
Edison merger. If adoptéd, SDG&E’s request would producé an
jncrease in its revenué réquirément of $18 milljon for eléctric
service, 2.4 million for gas sérvice, and $2,000 for steam, or
$20,389,000 ovéerall,

A comparison of SDG&E’s proposal is shown in comparison
with the preéesént authorization and with the récommendations of DRA
and FEA in the tablée below:
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Authorized - 1990

Capital : Cost weighted
Component Ratio Factor Cost

(a) (b) (c)
Long-Térm Debt 44.25% 9.08% 4.02%

Preferréed Stock 6.25 7.18 ) 0.45
Common Equity 49.50 12.90 6.39
Total 100.00% 10.86%

SDG&E Reéequested - 1991 *

Long-Term Debt 44.60% 9.20%

Preferréd Stock 5.90 7.17

Common Equity 49.50 13.75 6.81
Total 100.00% 11,33%

DRA Recomménded — 1991 *
Long-Term Debt ~ 44.60% 9.20% 4.10%
Preferred Stock 5.90 7.17 0.42
Common Equity 49.50 12.30 _6.09
Total 100.00% 10.61%

FEA Recommended - 1991

Long-Term Debt 44.60% 9.36% 4.17%

Preferred Stock 5.90 7.17 0.42
6.31

Common Equity : 49.50 12.75
Total 100.00% 10.91%

* Updated Octobeér 5, 1990
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B. ) ) _On DN i

SDGLE’s réturn on common equity for 1991 is the only
matter at issue. SDG&E arqués that it faces increased levels of
regulatory risk since last year'’s cost of capital decision. SDG&E
claims that it is subject to the risk of uncertainty in its
resourcé planning. It claims that purchased power cannot be
éxpécted to provide for all of the utility’s demand growth in
1990's résulting in increaséd néed to attract investor capital.
SDG&E points to risks associated with the potential loss of two
large contracts with QFs as exampleées of its résourcé uncertainty.

SDGEE also cites régulatory risk stémming from our
disallowance of certain costs associatéd with the Southwest Power
Link project, take or pay risks résulting from SDG&E’s 1990 ACAP
decision (D.90-01-015) and the uncertainties caused by our gas
procurément proceeding, OIR 90-02-008.

SDG&E further cités the uncértainty of changes in
inflation and intereést ratés and the divergence of several currént
interest rate foreécasts. SDG&E believés its financial risk due to
its moré highly levéraged capital structure is about thé sameé as
last year'’s.

All of the risks déescribed by SDGLE aré either
insufficient to warrant any increase in theé reéturn on équity or
havé already beén reflected in the authorized rate. Theée risk due
to the full elimination of thé NRSA has béen discussed in
section III of this décision and for the réasons stated theére, doés
not support an incréase in thé return on equity. In its brief
filed September 14, 1990, SDG&E concluded that its “businéss and
financial risks..., overall, aré much thé samé as théy weéré last
year” wheén SDG&E’s currént réturn on equity was éstablished at
12.90. SDG&E focuses on thé testimony of witnéss Krumvieda on the
likelihood of incréasing interest rateées caused by global économic

factors. ‘We considéred this arqument in the discussion of intérest
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rates in Section III above and do not bélieve that it warrants an

increasée in the return on equity for 1991.
DRA and FEA conclude that SDG4E 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 sécond least risky California utility
following Edison.

The several financial models used by SDG&E, DRA, and FEA
produce a rangé from 9.62% to 14.9%. All threée parties chose to
rely on financial data for comparable utility corporations to avoid
the effects of the proposed mérger on the model results.

For the reasons discussed in Section III above, noné of
the various models or applications of the models appeéars 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. DRA's recomnendation is 60 basis
points lower than the 1990 authorizeéd 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. cifie Gas and Rlectric C i

A. Background
PGLE requests a return on equity of 13.75% and an overall

rate of return of 11.38%. PG&E estimates that, based on its
proposéd réturn on equity, its revenue requirement would incréase
by $75,108,000 ($58,801,000 for the electric side and $16,307,000
for gas). Pursuant to the Diablo Canyon Settlement Agréement and
D.88-12-083, thé impacts of that settlémeént are éxcluded from
PGLE's cost of capital application.

The table below displays PG&E’s authorized rate of return
for 1990, its requéest for 1991 and the récommendations of DRA and
FEA.
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Authorized - 1990

Conponent

Cépital Cost
Ratio Factor

Weighted
Cost

Long-Term Debt

Preferred Stock

Common Equity
Total

Long-Térm Debt

preférred Stock

Common Equity
Total

Long-Téerm Debt

Preferred Stock

Common Equity
Total

(a) (b)
47.00% 9.32%
6.25 8.79
_46.75 12.590

100.00%

PGLE Requested — 1991 #*

47.25% 9.35%
6.00 8.76

46.75 13.75

100.00%

DRA Recommended - 1991 *

47.25% 9.35%

6.00 ‘ 8.76

46.75 12.30

100.00%

* Updated October 5, 1990

Long~Term Debt

Preferred Stock
common Equity
Total

FEA Reconmended 1991
47.25% 9.53%
6.00 8.76

46.75 13.60
100.00%

(o)
4.38%
0.55

_6.03
10.96%

. 4.42%

0.53
5.75

16.70%

4.50%

0.53
_6.08
11.11%
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B. Return 6n Common Equity

PG4E’s request for an 85 basis point increasé in its
return on equity is premised on the arguméent 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 continueée that trend. PG4E recommends that the Commission
should consider whethér power purchasé contracts should be
considered a component of long-téerm debt in future proceedings to
refléct theée particular risks arising from prices and contract
performance. PG&E cltes an increasé in business risks from ~the
momentum towards markeét-directed regulation” in both the eléctric
and gas utility sectors. With referénce to thé gas sector in
particular, PG&4E cites the procurement procéeding OIR 50-02-008,
the élimination of NRSA, and the meéthod of recovery of takeée or pay
gas costs. On the eléctric side, PG&E claims risk due to loss of
saleés to sélf generation. PG&E points to new technologieés which
naké sélf generation increasingly feasible. PG&E also cites
generation by QFs as creating résource planning risk and observes
that fuel switching may contributé to loss of sales.

We consideréed the effécts of compétition and regulatory
_risks in Section IIT and need not répeat that discussion here.

PGA&E offéréd nothing to persuadé us that new énergy téchnologieés or
fuel switching in 1991 will be so differént from 1990 that its
return on equity should be incréaséd. We note that FEA considers
PG&E to beée thé most risky california énergy utility baséd on market
indicators which are generally availablé to investors. Wé would
not, however, be pérsuaded to give that fact substantial weéeight
unless it was shown how those indicators areée influencéd by risks
attributable to thé Diablo Canyon Nuclear Powerplant,

PGSE, DRA, and FEA provideéd thé results of séveral runs
of the financial 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 partiés relied
on comparative électric companies in order to screén the effects of
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the Diablo Canyon Séttlément on company specific market generated
data. In general, the résults show the usual pattern of lower
results from the DCF model (in the rangé of 11-12%) and higher
results for thé 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 sone
utilities in the group yielded modél results which wére loweér than
debt interest rates. PG4E prefers to rély on thé higheér results of
its CAPM and RP models and comparées these with Value Line’s long
term earnéd returns forecast for 1992-94,

He give littleée weight to Value Line’s forecasted éarned
returns. Theée methodology uséed by Value Liné was not préséented in
this proceeding and it spans a time period beyond 1991, Both
PG&E’s CAPM and RP models would produce lower returns on equity if
October 1990 DRI forecast wére used.

PG&E’s existing authorized return on equity of 12.90%
lies above the range indicated by thé parties’ DCF analysis and the
midpoint of PG&E’s DCF range. This value is also below the rangeés
indicated by thée RP and CAPM analysis. The financial model
analysis alone, thereéeforé gives no indication that 12.90% would be
unréasonable for 1991. Our analysis of the business, financial,
and requlatory risks indicatés that PG&E’s risk posture will not be
substantially different in 1991 than it was for 1990 when weé
considered those samé risks in establishing the currént authorized
rate of return. We find no basis for increasing or decreasing

PG&E’s return on equity for 1991.
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VIiiI. Southery

Background

Edison seeks an increase in authorized réturn on equity
and overall ratée of return from the 1990 levél of 12.85% and
10.70%, réspectively toé 13.75% and 11.13% for 1991, If approved,
Edison’s request would result in an incréase in rates of
$86.3 million. The table bélow summarizes Edison’s reéquést in
comparison with thé current 1990 cost:of capital and the
recomméndations of DRA and thé FEA.
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uthorized - 1990 .

H - t Capital H Cost H Weighted H

H Component 2 Ratio $ Factor t cost ¢
(a) (b) (c)
Long-Term Debt 48.00% 9.01% 4.32%
pPreferred Stock 6.00 7.75 0.47
Ccommon Equity 46.00 12.85 _5.91
Total 100.00% | 10.70%

Edison Requested - 1991 *

Long-~Term Débt 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 Recommended - 1991 *

Long-Term Debt 48.00% 9.03% . 4.33%
Preferred Stock 6.00 7.76 0.47
Common Equity 46.00 12.25 _5.64

Total 100.00% 10.44%

* Updated October 5, 1990
FRA Recommended - 1991

Long-Térm Debt 48.00% 9.14% 4.39%
Preferred Stock 6.00 7.74 0.46
common Equity _46.00 12.50 _5.75

Total 100.00% 10.60%

_38—
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B. Return on Common Equity
Edison also argues that its risks are gréater than those

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

Edison also cites compétition and bypass, nuclear
generation risk, éenvironmeéental 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 becausé its debt-éequity ratio is highér than that of
other California utilities,

Noné of the risk factors Edison cites support an increase
in its return on équity. Wé havée alreéady evaluated most of the
risks Edison cités in Section III. Edison has presented no
convincing argument that the other risks it faces areé substantially
greatér 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 structurée. 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
indicatéd by market measures commonly available to investors.

Edison, DRA, and FEA prepareéd financial model analysis
which show a combined range from a low of FEA’s DCF calculation of
11.0% to a high of 14.82% producéed from DRA’s CAPM analysis. The
parties also prépared modeél runs using input data for a group of
comparable utilities to scréén the effects of diversification and
mergéer. Thesé model runs suggest that Edison’s current réturn on
equity is substantially higher than thé DCF method would indicate,




A.90-05-009 et al. ALJ/K.W/dk #*

and lower than the comparable utility risk premium and CAPM
results. The specific recommendations of DRA and FEA would require
a reduction in Edison’s present return on equity of 60 and 35 basis
points. Neither party, however, offered évidence lending to show
that Edison is less risky than it was in 1990,

Edison’s comparable utility model analysis consisted of
jts DCF (range nidpoint 11.39%), its RP for a portfolio of AA
utility stocks (13.42%), and its CAPM (range nidpoint 14.17%)
(Exhibit 2, p. 16). Both the RP and CAPM models rely on a risk
premium theory and whén averaged, yieéld 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%). DRA’s comparable nodel
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 changéd from last year, we conclude that theré
is no cause to modify Edison’s authorized return on equity.

IX. Sierra Pacific Power Company

A. Background

SPPC seeks an increase in its overall rate of return from
10.34% to 10.61% and an incréase in its return on common equity
form 13.00% to 13.50%. If approved, SPPC’s revénue requirément
would increase by about $317,000. The table below summarizes the
existing cost of capital for SPPC along with the recommendations of

SPPC and DRA for 19%91.
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Component

Capital
Ratio

Welghtea

Cost

Long-Term Debt

Preferred Stock

common Equity
Total

Long-Téerm Débt

Préeferred Stock

common Equity
Total

Long-Térm Débt

Preferred Stock

Common Equity
Total

(a)
51.06%

6.55

42.39
100.00%

SPPC_Requested - 1991

49,11% 8.49%

7.73 7.95
_43.16 13.50
100.00%

DRA Recommended - 1991

49.11% 8.49% .

7.73 7.99
—43.16 12.30

100.00%

(c)
4.32%
0.51

_5.51
10.34

4.17%

0.61
-5.83
10.61%

4.17%

0.62
_5.31
10.10%
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B. Return 6n Common Equity

SPPC is a very small electric utility and, as such, is
not as subject to those significant business and régulatory risks
which =may impinge on the operations of the larger companies.

SPPC relieés primarily on financial model analyses to
support its request for an increéase in its return on equity of 50
basis points. Both DRA and SPPC give weight to the DCF technique.
Both DRA and SPPC relied on input data from comparable utilities.

SPPC criticizeées DRA’s cost of comparable utilities,
arguing that SPPC is vastly smaller than thosé companieés in DRA’s
set and has a lower bond rating than all but four. These
differenceés result in DRA deriving a dividend yield of 8.33% to
8.37%, and an estimated growth rate of 2.0 to 2.5% in contrast to
the figures offeéred by SPPC of 7.38% for its dividend yield and a
growth rate of betwéen 4.5 and 5.0%. SPPC’s figures wéreée derived
from data on utilities which SPPC believés aré moré comparable.

We believe that SPPC’s comparable group of utilities more
accurately reflects SPPC bond rating and size than the comparable
group seélected by DRA. It follows that we cannot accept DRA'’s
recomméndation 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 réduce SPPC’s financial risk as perceived by
investors. We also believé that SPPC’s DCF analysis, even if
superior to DRA’s, is not sufficiént alone to warrant an increéase
in the return on equity. We conclude that the present authorizéd
rate of return on equity, having been found reéasonable for 1990 is
also reasonable for 19%1 in that no evidencé has been presenteéd
which is sufficiéent to warrant an increase in the adopted return on

equity.

SPPC also requests that we modify the DCF Model and the
Risk Premiunm Model to cover the costs of stock issuancé and to
avoid dilution of existing sharés. A similar reéequést was put forth
by SPPC in last year’s cost of capital proceeding. We rejectéd
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that request stating that thére may bé a theoretical basis for it,
but that théré was not a substantial basis in the record of that
case to grant the request (D.89-11-068, mimeo. p. 79.) The sameé is
true this year and once again we will reject theé requested
adjustment. We noteée that SPPC’s proposed 8% adjustment would
require an incréase in réturn on équity of about 100 basis points.
We will not consider such an incréaseé until or unléss are préseéentéd
with an adequate record. The parties to future cost of capital
cases aré at liberty to proposé the developmént of such a record
either in the workshop format or by briefing in a futurée cost of

capital proceeding.

X. Pacific Power and Light Company

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
proceéding for the purpose of updating its cost of capital but will
not seek to have the results incorporatéed in its rates.

DRA and PP&L have enteréd into a settlemént agréément in
PP&L’s pending GRC (A.90-01-055: Exhibit 27). By the térms of that
agreement, PP&L will réduce rates by $2 million and will forego an
attrition filing in 1992. 1In D.90-03-078, we eliminateéd the
Electric Revenue Adjustmént Mechanism for PP&L, and pursuant to the
GRC settlement, PP&L will refund a portion of the over colleéection
in that account during 1992 and 1993, and fund its attrition from
the remaining portion of that account. Thé table bélow shows
PP&L's réquest in comparison with thé current authorized cost of

capital and the recommendation of DRA.
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Authorized - 1986

Capital Cost Weighted
Component Ratio Factor 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

Total 100.00% 10.81-11.04%

* Updated October 5, 1990

DRA Recommended - 1991

Long-Term Debt 48.00% 8.92%

Preferred Stock 6.00 7.63

Common Equity _46.00 12.25
Total 100.00%
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B. Return on Common Equity

The only contésted issue in PP&L’s 1991 cost of capital
application is thé appropriate return on equity. PPLL séeks a
decrease from the level last established in 1986 at 13.90% to a
point within the range of 13.20% to 13.70%.

PP4L argues that its requested return on equity is
justified by its inveéstment riskiness. PP&L has a bond rating of A
and doés not make useé of any balancing account in éither its salés
or fuel cost forecasts. ‘

PP4L also supports its request by the use of the various
financial models. PP&L émploys 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 arée derivéd from electric utility operations.

For its DCF analysis, PP&L chose a sét of seven
comparableée utilities screened for similarity to PPLL as a stand
alone electric utility. The average result for PP&L’s group was
13.2%. (BExhibit 11, pagée 22.) PP4L’s Risk Premium analysis
yielded a result of 14.9%, which PP&L suggests is too high. PP&L’s
CAPM resulted in a suggested return on équity of 13.2%.

DRA performéd a similar analysis and producéd a DCF range
of 11.53 to 12.07%, a RP résult of 12.42 to 13.62 and a CAPM résult
of 13.86 to 14.59. PP&L vigorously criticizes DRA’s choicé of
*comparable” utilities for its DCF modél because it does not
include an adjustment factor for less than AA bond ratéd utilities,
and because it includes model reésults that are below current bond
yields. PP&L also attacks DRA’s failure to adjust for bond ratings
below ”AA” in its RP analysis.

Whatever thé shortcomings of DRA’s financial model
analysis, DRA does not appeéar to haveée relied primarily, or éven
substantially on its Risk Premium and CAPM analysis in devéloping
its récommended 12.25 return on équity. Wwhile PP&L’s sét of
comparable utilities may be somewhat more réprésentative of PP4L
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than DRA’s set this advantage is lessened by the fact that DRA
considered 20 comparable companies while PP4L selected only 7.
PP4L uses the group average DCF result and its CAPM to establish
the low end of recommended return on equity of 13.20 to 13.70. In
évaluating 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 DCF result of 17.63% and that of
carolina Light and Power at 9.13%. Both were also included in
DRA’s comparable group but these high and low values tend to skew
PP&L’s average of seven more than they skew DRA’s average of
twenty. Based on the data presented in PP&L's Exhibit 11, Table 5,
if the highest and lowest DCF résults are elirinated , thé DCF
average for the group would be 13.13% with a range of only 4.44%.
We also observé that PP&L CAPM result would be much lower if the
adjusted October DRI forecast AA utility bond interest rate of
10.43% were used instead of thé 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
Ccommission and served on the parties on October 17, 1990 in accord
with Public Utilities (PU) Code § 311(d). Comments on the proposed
decision were filed by DRA, PG&E, SDG&E, SoCalGas, and Edison in
accord with Article 19 of the Commission’s Rules on
November 6, 1990. Reéply comménts weré received only from SoCalGas
and PP&L. We have carefully considered the ALJ’s proposed decision
and the comments of thée parties and have modified the proposed

decision where appropriate.
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Findings of Fact

1. This is thé second cost of capital proceeding under
D.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 convéné a workshop of the
parties to réview the role of intérest rate forecasts and to
establish a consistent method of incorporating actual and
forecasted interest ratés in cost of capital proceedings.

3. On April 14, 1990, CACD convenéd the interest rate
workshop. The parties agreed to usée the October DRI control AA
utility bond rating adjusted for each spécific utility’s bond
rating to detérmine thé costs of debt and préféerréd stock. The
parties agréed on a method for adjusting spécific bond ratings.
The partiés also agréed to usé DRI forécasts in at léast one
sceénario when models requiring an interest raté forecast are uséd.

4. All parties, except the City of Los Angelés, 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 thé
applicants in this proceeding areé the same as or différ only
slightly from those adopted for 1990. '

6. The financial modeél analyses préparéd by the parties
produced results which range from a low of 9.48% to a high of
15.57%. No particular model result will support an increase or
decrease in réturns on equity for 1991.

7. Thé DCF, RP, and CAPM models cannot beée relied upon
exclusively to develop a particular reéturn on equity, but are
useful in developing a range of reasonable values.

8. Financial models cannot reflect thé interésts of
ratépayers in paying rates that aré not in éxcéss of theée lowest
return that will furnish adéquaté capital to a utility.

9, The DRI control forécast for AA utility bonds for 1991
was 10.63% in April 1990 and 10.18% 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 ratés have decreased from over 113
in late 1987 to 9.38% in November 1989. The actual rate in
August 1990 was approximately 10.3%.

12. The most probable economic forecast for the oveérall
economy in 1991 is one that énvisions 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.
Thesé risks have not substantially increased over the levels at
which they existed in 1990.

14. The Commission’s decision in D.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 réduce the risks of competition arising fronm the restructuring
of the gas industry. '

17. Regulatory risks include uncertainties induced by large
scale changes in an éstablished régulatory program and regulatory
disallowances. Thereé are no regulatory risks to which the énérgy
utilities are subject which will require an increase or decreasé in
returns on equity for 1991.

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

13. The suspension of thé AER for all électric utilities on
August 8, 1990 tends to reduce regulatory risk in 1991.
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20. The invasion of Kuwait by Irag is not similar to o6il
supply interruptions in the 1970s and 1980s, and doés not warrant
an increasée in the rate of return for énergy utilities.

2). Take-or-pay gas costs resulting from our decisions in the
ACAP proceedings for SoCalGas, SDG&E, and PGL(E do not materially
increase régulatory risk sufficient to warrant an increasé in the
return’s on equity for SoCalGas and SDG&E.

22. Diversifieéed utilities separate non-utility operations
from utility costs of capital by a variety of methods including!
raintaining séparateée capital structures, issuing non-utility debt
which is non-recourse to utility assets, and thé usé of comparableé
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. PPLL does not request any changé in the revenue
requirement for 1991 as a reésult of this proceeding.
Conclusions of Law

1. Southwest’s proposed 1991 capital structuré should be

adopted.

2. Southwest should be authorized a 10.75% cost of long-teérm
debt and a 9.57% cost of préferred stock for 1991.

3. A 13.05% réturn on common eguity, which results in an
overall 11.73% return on rate base, should bé adopted as just and
reasonablée for Southwest in 1991, baséd upon all of thé évidence
considered in this proceéding.

4. PG&E’s proposed 1991 capital structuré should bé adoptéd.

5. PGLE should be authorized a 9.35% cost of long-term debt
and a 8.76% cost of préeferréd stock for 1991.

6. A 12.90% return on common equity, which results in an
overall 10.98% return on raté basé, should be adopted as just and




reasonable for PG&E 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.

6. A 13.00% return on common eguity, which results in an
overall 10.79% return on rate base, should bée adopted as just and
reasonable for SoCalGas in 1990, based upon all of the évidence
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 préferred stock for 1991.

12. A 13.00% return on common equity, which results in an
overall 10.39% return on rate basé, 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% réturn 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 evideénce
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 evideénce
consideréd in this proceeding.
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19. PP&L's proposed 1991 Capital Structure should be adopted.

20, PP&L should be authorized an 8.92% cost of long-term debt
and 7.63% cost of préferred stock for 1991,

21. A 13.00% return on common equity, which results in an
overall 10.71% reéturn on rate base, should be adopted as just and
reasonable for PP&L, baseéd on all of the évidence considered in

this proceeding.

ORDER

IT IS ORDERED that:
1. Southwest Gas Company’s (Southwest) adoptéd cost of
capital for its 1991 attrition year is as follows!
Southwest’s Adopted 1991 Cost of Capital

Capital Cost Weighted
Component 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 45,00 13.05 5,87
Total 100.00% 11.73%

2. Southwest’s adopted 1991 rate of réturn shown in Ordering
paragraph 1 shall be used in conjunction with its 1991 attrition
year advice léttér filing for thé purpose of calculating reviséd
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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PG&R’s Adopted Cost of cCapital

Capital Cost Weighted
Component ratio Factor cost

(a) (b) (c)
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. PGLE’s adopted 1991 attrition yeéar rate of return, as
shown in Ordering Paragraph 3, shall be used in conjunction with
its pending 1991 attrition year advice létter 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
Conponent Ratio Factor Cost

(a) () . (c)

Long-Térm Debt 44.40% 9.58% 4.25%

Preféerred Stock 9.80 5.99 0.59
Common Equity 45.80 13.00 5.95
Total 100.00% 10.79%

6. SoCalGas’ adopted 1991 rate of réturn, as shown in
ordering Paragraph 5, shall bé used in conjunction with its 1991
attrition year advice létter filing and thé most recéntly adopted
cost allocation and ratée design principles for the purpose of
calculating révised ratés for thée 1991 attrition year.

7. San Diego Gas & Electric Company’s (SDG&E) adopted cost
of capital for its 1991 test year is as follows:
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SDG&E’s Adopted Cost of capital

Component

Cost

Capital
Factor

Ratio

Weighted |, ¢
Cost H

Long-Term bDebt
Preferred Stock
Common Equity
Total
8.

(b)
9.20%
7.17

(a)
44.60%

5.90
_49.50 12.90

100.00%

(c)
4.10%
0.42

_6.39
10.91%

SDG&E’s adopted 1991 attrition year raté of return, as

shown in Ordering Paragraph 7, shall bé used in conjunction with
its 1991 attrition year advice letter filing and the most recently
adopted cost allocation and raté design principles for thé purpose
of calculating révised ratés for the 1991 attrition year.

9.

capital for its 1991 attrition yeéar is as follows:

SPPC’s Adopted

1991 Cost of Capital

Siérra Pacific Power Company’s (SPPC) adoptéd cost of

Componéent

Cost

Capital
Factor-

Ratio

Weighted
Cost

Long-Term Debt
Preférred Stock

Common Equity
Total

10.

(b)
8.49%

(a)
49.11%
7.73 7.95
43.16 13.00

100.00%

(c)
4.17%
0.61

_5.61

10.39%

SPPC’s attrition yéar rate of return, as shown in

ordéering Paragraph 9, shall be useéd in conjunction with its 1991
attrition yeéar advice letter filing and the most recéntly adopteéd
cost allocation and rate design principles for thé purposé of
calculating révised rates for the 1991 attrition year.
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11. Southérn California Ediséon Company’s (Edison) adopted
cost of capital for its 1991 attrition year is as followst

Edison’s Adopted 1991 Cost of capital

Componeént

Capital Cost

Ratio Factor

Weighted
Cost

Long-Texrm Debt

Preferred Stock

Common Equity
Total

(a) (b)
48.00% 9.03%
6.00 “7.76
_46.00 12.85

100.00%

(c)
4.33%
0.47

_5.91

10.71%

12. Edison’s adopted 1991 attrition year rate of return, as

shown in Ordéring Paragraph 11, shall bé uséd in conjunction with
its 1991 modified attrition year filing, as authorized in
A.89-10-001 znd A.90-03-048. Revised rates for the 1991 attrition
year shall be calculated in connéction with Edison’s Enérgy Cost
Adjustment Clause, A.90-06-001.

13. Edison’s requést for waiver of Rulés of Practice and
Procédure 23(b) and (c) is granted. Edison shall file for the
record in its 1991 .ECAC proceeding a separaté and disaggrégated
statement showing the effect of this proceeding by appropriate rate
classification.

14. Pacific Power and Light Company’s (PP4L) adopted cost of
capital for its 1991 attrition year is as follows:

PP&L‘’s Adopted 1991 Cost of Capital

Capital Cost Weighted
Ratio Factor Cost
(a) (b) (c)

Component

Long-Term Debt 48.00% 8.92% 4.28%

Preferréd Stock 6.00 7.63 0.46
Common Equity 46,00 13.00 5.98
Total ' 100.00% 10.72%
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15. PP4L’s adopted 1991 cost of capital, as shown in
ordering Paragraph 14, shall only be used in accordancé with the
commission’s decision in PP&L’s pending General Rate Case
A.90-01-055. In the évent that the final decision in A.90-01-055
does not adopt Exhibit 27 in that proceeding, PP&L shall no later
than January 31, 1992 filé 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
implementlng the adopted rates of réturn in rates.

This order is éfféctive today.
patéd Novembér 21, 1990, at San Francisco, California.

G. MITCHELL WILK
President
STANLEY W. HULETT
JOHN B. OHANIAN
PATRICIA M. ECKERT
Comm1551oners

Ccommissioner Frederick R. Duda,
being necessarily absént, did not
participate.

ﬁ ! CERTIFY THAY TH!S DECIS!ION
WAS APPROVED 8Y THE ABCW:
CON‘MI%IO"&RS TODAY
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List of Appearances

Applicantst Robert M. Johnson, Attorney at Law, for Southwest Gas
Corporation} Kermit R. Kubitz and Roger J. Péters, Attorneys at
Law, for Pacific Gas & Electric Company; Stevén D. Patrick and
David B. Folléett, Attorneys at Law, for Southern California Gas
Company{ David R. Clark, Attorney at Law, for San Diego Gas &
Electric Company; bavid M. Norris, Attorney at Law, for Sierra
Pacific Powér Company: Frank J. Cooley, Attorney at Law, for
Southern california Edison Company{ Messrs. Stoel, Iveés, Boley,
Jones & Gray, by Jamés C. Paine, Attorney at Law, and william
J. Stow, for Pacific Power & Light Company.

Intéerested Partieées: €. Hayden Ames, Attorney at Law, for
chickering & Gregory: Norman Furuta, Attorney at Law, and
John B. Légler, by Jean Wilcox, for Fedéral Exécutive Agéncieési
Messrs. orrick, Hérrington & Sutcliffe, by Rebert Gloistein,
Attornéy at Law, by Jeromeé Fitch, for Contel of California,
Inc.; Preston Mike, Attorney at Law, and Manuel Kroman, for the
City of Los Angéles; Donald H. Maynor, Attorney at Law, by amy
J. Kinney, for Northern California Power Agency} :
Wwilliam Shaffran and William Pettingill, Attornéys 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. Wu, Richard 0. Baish, and
Phillip D. Endom, Attorneys at Law, for El Paso Natural Gas
company. ‘

Division of Ratépayer 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

Premium

Sierra
SDG&E
Edison
DRA

Feds

Aveérage

SoCal Gas

SoWest Gas

City of LA

DRA

Feds

Average
w/0 CLA
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PACIFIC GAS & ELECTRIC

DCF Model (9.48 - 13.21)
Risk Premium

CAPM ,
Expected per Value Line

REQUEST

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

1990 AUTHORIZED

Risk Prémium
CAPM

REQUEST (13.2-13.7)
DRA RECOMMENDATION
1986 AUTHORIZED

SIERRA PACIFIC POWER

Risk Prémiunm

REQUEST
DRA RECOMMENDATION
1990 AUTHORIZED

SAN DIEGO GAS & ELECTRIC

Risk Premium (14.2 - 14.9)
CAPM (13.8 - 14.4)

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

1990 AUTHORIZED
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SOUTHERN CALIFORNIA EDISON

company Specific
DCF Model (11.28 - 12.76)
CAPMN (13.47 - 14.72)
Conparable Firms

REQUEST , ,
FED. EXEC. AGENCIES RECOMM. (12.25 ~ 12.75)

DRA RECOMMENDATION
1990 AUTHORIZED

SOUTHERN CALIFORNIA GAS

DCF Model #1  (13.47 - 13.52)
DCF Model 2

Risk Prémium #1 (15.17 - 15.40)
Risk Prémiun #2 (13.83 - 13.61)
CAPM

REQUEST
FED. EXEC. AGENCIES RECOMM. (12.5 - 13.1)

CITY OF L.A. RECOMMENDATION
DRA RECOMMENRDATION
1990 AUTHORIZED

SOUTHWEST GAS CORP.

Risk Premiunm
CAPM

REQUEST
DRA RECOMMENDATION
1990 AUTHORIZED

CITY OF LOS ANGELES

DCF Model {(10.29 - 11.05)
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FEDERAL EXECUTIVE AGENCIES

soCalGas/Pacific Enterprises
DCF Model (12.0 - 13.1)

Gas Comparables
DCF Model #1 (11.6 - 12.1)
DCF Model $#2 (13.0 - 13.1)
Risk Prémium #1 (13.3 - 13.8)
Risk Premium #2 (12.2 - 12.5)

Pacific Gas & Electric
DCF Model (12.0 - 13.1)

Electric Comparables
DCF Model #1 (11.1 - 11.2)
DCF Model #2 (11.5 - 11.6)
DCF Model #3 (11.7 - 11.8)
Risk Premium #1 (14.0 - 14.3)
Risk Premium §2 (13.3 - 13.7)

SoCal Edison

Eléctric Comparables
DCF Model #1
DCF Model #2
DCF Model #3 (12.4 - 12.41)
Risk Premium #1 (14.1 - 14.70)
Risk Premium §2 (13.0 - 13.5)

Ssan Diego Gas & Electric
DCF Model (8.7 - 10.9)

Electric Comparables
DCF Model #1 (11.69 - 11.74)
DCF Model #2 (11.45 - 11.50)
DCF Model #3 (13.44 - 13.49)
Risk Premium #1 (12.6 - 13.5}
Risk Prémium #2
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DIVISION OF RATEPAYER ADVOCATES

Electric Company Comparables
DCF Model (11.53 - 12.07)

Risk Prémium (12-42 - 13062)
CAPH (13-86 - 14.59)

' ~  SDG4E
DCF HOdél (9-62 - 10-15)
CAPM (13.71 - 14.44) :

» Sierra
DCF Model (10.33 - 10.87)
CAPM (13.34 - 14-07)

o Edison
DCF Model (11.06 - 11.59)
CAPM (14.09 - 14.82)

PPLL /
DCF MOdél (10.68 - 11.21)
CAPM (13.71 - 14.44)

Gas Company Comparablés
DCF Modél (11.51 - 12.05)
Risk Premium (12.54 - 14.69)
CAPM (13.64 - 14.37)

SoWest Gas
DCF Modél (12.31 - 12.85)
CAPM (14.46 - 15.19)

o ‘SoCal Gas
DCF Modél (11.27 - 11.81)

(END OF APPENDIX B)




