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This decision authorizes an overall 1991 rate :of return
of 10.75% for Contel of California, Inc. (Contel), Roseville.: -~
Telephone Company ' (Roseville), and Citizens Utilities Company of ' -
California (Citizens). We are neither convinced by -qualitative -
assessments noxr quantitative models that risk or.economic¢. ».7... -
conditions have sufficiontly changed to justify a-change in .. -
applicants’ rates of return. Therefore, we continue the'rates of
return last found reasonable in Decision .(D.) 90-06-015. ., ... .. .

Just as we did in D.90-06~015, we here establish the . . .
overall rate of return, but do not establish return on equity ox’
capital structure. This approach provides the utilities with.an
incentive to manage their capital structures efficiently.

This is the thirxd attrition-year proceeding for-these:
three utilities. First, D.89-05-059 approved settlements. for the
1989 attrition year, with authorized overall rates of return .of - .-
10.74%, 12.02%, and 11.10% for Contel, Roseville-and Citizens,
respectively. -The settlements provided that cach utility :file an ..
application for review of capital structure and cost of :capital for
attrition year 1990. S L D TN SO T DI <IN

.-Second, D.90~06-015 approved a 1990 attrition-year.rate. -
of return of 10.75% for Contel, Roseville, and Clt;zens._rFurther,
D.90-06-015 declined to establish authorized returns -on equity oxr -
capital structure. Conclusion of Law 2 directed the utilities to -
file 1991 financial attrition applications on October L, -X990.

contel, Roseville, and Citizens filed their applications .
in October 1990 for the third--199l--attrition year.: A prehearing
conference was held Decembexr 14, :1990. Hearings were held:-on..-. ..~
April 16, 17, and 18, 1991, with briefs filed on May 24, 1991.
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The proposed decision of the ALY was filed and served on
Augqust 21, 1991. Comments were timely filed by Contel, Roseville
and DRA.- No reply comments were filed. Contel points iout three
technical exrrors.  Roseville identifies what it .believes are .
several legal, technical and factual errors, and recommends:the -
10.75% rate of return proposed by the ALJ be increased to the 12.6%
requested and supported by Roscville’s showxng.. DRA~supportssthe
decision as written. R SR AR : T PR 01

"'We have carefully considered the- record, the proposed -
decision, and the comments. Comments which merely reargue . . '
positions taken in the briefs are accorded no weight, .consistent
with Rule 77.3 of our Rules of Practice and Procedure. ‘We modify
the ALT’s proposed decision where appropriate to reflect comments -
that have merit, or where further explanation of our intentis . =
needed. NARTER TR

Applzcants each request ‘an increase in theixr authorized .

rates of return, but none requests an increase in rates. . .Each is
willing .to forego rate and revenue increases in these proceedings
given that substantial rate and revenue impacts may occur soon with
rate redesign in Phase III of Investigation (I.) 87=11-033 :(our .
investigation intc alternative regulatory frameworks for local .~
exchange carriers (LECs)). Each is willing to avoid the “roller
coaster” rates, customer confusion, and annoyance that further rate
and revenue increases in these proceedings may cause. At .least one
direct impact of an increase in the authorized rate of return from~
these proceedings, however, would be.the amount each utility may .
draw from the California High Cost Fund .(CHCF). .. :

- The parties request or recommend the followung rates of -
return compared to last authorized: - ‘ ERRERE RS g
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.. Last H Request oxr. = Increase over o
Authorlzed _Rgggmmgnggxign_;: Last’ Author;zed:‘
HIS) & L= — 5 P TR
(%) (%) (%) . (basis po;nts)

Contel . 10.75 12.39 - 11.80, 105
but no lower . . .
‘ than 11.02
Roseville - 10.75 2.6 12.6° SR
Citizens 10.75 12.50 1x.70 . 95 R
DRA 10.75 10. 75 _ 10 75 S
~ Contel orlqlnally requested an overall rate of return of
12.39%. In 1ts brief, Contel lowered. its roqucst to. 11 80%
(reflecting a 13. 93% return on equlty), based on recent o
informatieon, changed market condxtlons, and lower ;nterest rate.
data raised at the hearlngs. Contel argues that 1n no event ,hould_
the authorized rate of return be lower than 1l. 02% (reflectmng a
12.50% return on ecuity), based on Contel’s recalculatzon of the
Commission’s Division of Ratepayer Advocates' (DRA) analys;;.
Contol recommends a cap;tal,utructure of 39 4% debt, 0. 6% preferredf
equity, and 60.0% common equlty.‘| , . - §
~ Roseville requests an overall rate of return ot 12 6%._
Rosevxlle does not agree with the approach of D.- 90 06-015 (to ;ﬁ
determine the overall rate of return without a detormination of
capital structure and cost of capital), but finds the approach
acceptable for 1991 if the Commission adopts Roseville’s
recommended cost of capital of 12.6%. If the Commission adopts a
capital structure, Roseville recommends 163% debt, 84% equity
Roseville recommends the Commission. adopt Roseville’s . actual. cost -
of debt and a cost of equity that reflects its low level of S
f;nancxal risk, for an overall return-of 12.6%.... -

Citizens requests an overall ratc or rcturn of 12 50%
amended in late-filed exhibits and brief to a- request of 11. 704
based on more recent information. CJ.t:.zene doe not reque
determination of cost of debt, return-on. equ;ty, or: capmtal

structure. . | o m‘."_;T;;"“y.“;g,,‘; f"

B R I
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DRA arques that crrcumstances have bas;cally not . chenged
since D.90- 06-015, and recommends that the rete or return romain
at 10.75%; wrthout specific deterninations of caprtel structure,
cost of debt, and cost of equity.

As a factor common to each application, we will first
discuss whether conditions have materially changed since we last
established ecach utility’s rate of return. Then we will turn to a
review of each utility’s showing. . ° o o
L.__Qumg.eﬁ_ams.c_me_mmgedmg

Applicants generally argue’ that busrness and’ flnenClul
risks have increased since therr rates of return were last
authorlzed, thexreby caus;ng an increase in their cost of
cepmtal. Further, epplrcents contend that’ increased interest ,
rates and deterroreted general economic condrt;ons have 1ncreased N
their cost of capltal. '

" On the othox hend DRA argues that events have not
1ncreased busmness or financial risk since D.90-06-015. DRA egrees’
that reasonable rates of return tend to track interest rates and
the economy in general. DRA asserts, however, that znterest rates
have fallen sxnce the 1est xate of return decision and the economy
has generally 1mproved (elthough not suffrcrently to support a i '

oy

1 Both business and financial risks relate to the volatrllty of
cash flows available: for distribution to:suppliers of a:ufirm’s. ' .~
capital (debt and equity). Business risk.relates to.the nature or .
the business in which the company is ‘engaged, without regard to how’
the company is financed. .  Business risk includes the veolatility of
costs (due to such factors as the degree of fixed versus variable
expenses faced by a firm based on the capital intensity of a
business relative to other . businesses, as well as the degree and
nature of competition and regulation), and the volatility of.
revenues (due to such factors as the nature of demand, and the
degree and nature of competltlon and requlation). Financial risk
refers to the added volatility of cash flows due to the degree of
fixed obligation financing in the capital structure (i.e., the
amount of debt financing).
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reduétion in the. authorized*rate'ofwreturn);
the rates of return remain at 10.75%.: R

-In‘considering whether conditions: haveuchanged nwe: w;ll
first discuss changes in business-and:financial risks clncludmngw;
changes in competition and regulation), and then address.interest -
rates and the economy in-gerexral.. .. "~ . = ot g, wwromons o

Applicants argue that business risk-has increased- due to
increases in: competition, changes in regulation, and changes: in, -
technology (¢.g., divestiture; dercgulation of some previously.. .
regqulated services; the new regulatory framework (NRF):-probable
ending of poeling and settlements: changes to the CHCF; accelerated
technological change limiting useful lives of existing: plant). -
Contel argues its financial risk has increased as.a result of ..,
changes in its authorized capital structure (e.g., increases.in-the.
equity ratio) which are necessary due to increased- business risk
and competition. We find that conditions have not, substantially
changed since D.90-06=015 and no- increase in the rate of return-is
justified. Pl e, i e e
J..L.J.__Divqu.utux.e._.um.._md_comvﬂtbn e . :

Applicants cite uncertainties and: consequcnt rlsk due . th-
divestiture and NRF in support of their requests for highexr rates
of return. Indeed, there have been significant changes in the
telecommunications industry not only in recent years with:NRF, but
since 1984 with the breakup of AT&T. ..But we focus here on what -
events, if any, have changed investors’ perception of risk.foxr . .
these three .utilities since.the‘adoption‘ofmthe:lastnauthonized,
rate of return, and what, -if anything, -would change- the: risk- . . .-
premium already included in that rate.of return. -

Competition in the intralATA toll market has: been\ ,
anticipated since at: least‘1987,.whenuwe'1ssuedwour,1nwestlgatxonw;
into alternative regulatory frameworks-for LECs (X.87-11-033), and .
has been factored into the capital cost.of these utilities: in the .
last several years. The order instituting investigation

~mDRAnrecommendSuthat_\f
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established an investigatory plan: with three. phases.... Phase IIIl- of-~
that investigation will consider further aspects of.whether. .:..-
competition should be allowed: in: the- intralATA toll:.market. In
D.90=-08~066 "we asked for comments on specific proposals that LATAs
be opened to competition for most services, following rate- . 2
rebalancing and the adoption of a more:competitive:rate-structure. -
However, to date, intralATA competition has not-been-authorized, .-
and evidentiary hearings on that issue will be required-during
1991. Moreover, while NRF (an. incentive-based regulatory.
framework) -‘has directly impacted Pacific Bell (Pacific).and-GTE.
California Incorporated (GTEC), it will not be implemented for.
Contel, Roseville (if at all) and Citizens until after 1991.. No . .
actions will oc¢ccur in 1991 to substantially change risk due~to:- -
changes in regulation and competition' which have not been generally:
known for some. time. - T R T T SR R S S TR
‘Applicants: argue that we must consider .the.impact . on cash.
flows for all future years in determining the xeasonable: rate: of -
returm for 1991,  since investors consider. all future events:in. . .

reaching the rate of return they must earn. The discounted: cash' ' -
flow (DCF) model is explicitly built on this premise,: for-example, -
wherein all future dividends (influenced:by-all future ‘events) are
discounted to the present in determining “the return on .equity. . ' .
Nonetheless, we focus on events expected to prevail--in
1991 for the reason advanced in D.89-11-068, .33 CPUC 24.-525,. 537.

That is, while investors are concerned with the overall return over.
the entire period they hold the investment, investors are also-.
aware that rates of feturnﬂareﬁreqularly examined ‘and .adjusted . . -
(when appropriate) to reflect changes in risk and. current economic -
conditions. The current trends in competition and changes in - - -
regulation have been known for some time and have been: factored
into previously authorized rates of .return.. No current events-so -.
materially "increase risk as to now warrant an increase "in-xate of ...
return.. As future events unfold, .future rates: of return will be. . .
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adjusted to:compensate investors.if: risks:increase:beyond:rthe risk
premium already included in the: cuxrent rate. of-return. - Lot

- Applicants argue that as'NRF. becomes-more. concrete-and
its impacts more defined, investors’ risk. increases.: To the:. -
contrary, to the extent uncertainties may have .been introduced . .
years ago by the contemplation of regulatory changes- (and. reflected.
in past rates of returns), those uncertainties are:decreasing as . -
those changes are being made concrete.a2nd being implemented. XL
anything,. risk is now reduced. .= = =l Co e e T

Applicants argue risk is increasing in.1991 due-to
changes in the settlements process.%;pAvmajor;source:otwy::
applicants’. revenue (as well as subsidy. flow. to support-basic: _
sorvice) is from settlements. Contel asserts that. the Commission’s:
goals for the new settlements process .include not only-simplicity. -
and funding stability, but also increased risk foxr LECs in oxder:to
encourage more efficient operations... . - . T e

Our goal in changing the settlcments procaess is to rind a
simpler approach for assuring rate stability for-high-cost .. . -
telephone companies which is relatively insensitive.to broader:. . -
policy changes that may -occur. for the larger companies ;.. o-ii-" .
(D.90-08-066, mimeo. p.- 169, re: . Assigned Commissioner’s Ruling
dated November 22, 1989).  We are obligated to always:consider the
extent to which our regulation encourages efficiency... Thus,.
applicants and their investors may be-assured that we intend. to
make changes in settlements in ways that properly account for-and ..
balance,riskvwhile<encouragingAerriciency. -

Y

2 The settlements: proccss ‘is an- accountxng procedureﬁtOJdefine
how revenues of a single call are split ameng different companies
involved in that c¢onnection.
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o Moreover, by D.91=07=044 we: directed: Contel.and:>Citizens: .
to negotiate with.Pacific Bell a'transition agreement: to.replace:. .
the current:pooling and settlements arrangements,”until they can
participate in the new requlatory: framework. Thus, Contel-and -
Citizens are assured of recelving settlemonts revenues. -~ Roseville:
will similarly receive settlements revenues, whether or not': ... :
Roseville elects to continue in the settlements process thereafter,
because we direct transition:payments to: remain at the current -
level for not only 19921 but also 1992 for all three -utilities...
3.1.3_ CHCE _ N I

- Applicants also receive a significant portion: of their
revenues from: the CHCF. - Applicants argque their risk has incroased
since their receipts from the fund will decrease to 80% in %991, .. .
50% in 1992, and zero in 1993 unless they file a general rate-case.
Moreover, they indicate that proposed changes to the CHCF discussed:
in D.90-08-066 add further risk. = Citizens, in fact, argues .that .
the existence of the CHCF itself increases, not decreases, risk.

To- the contrary, we find no increased risk for.:1991 due
to the administration or operations of the CHCF. -First, the . .
reduction in draw to 80%, 50%, and zero was known in 1988 . " .- ,
(D.88-07-022). We have reflected whatever risk this causes in past
authorized rates of roturn. Socond, the changes we made in -0 .
D.91-05-016" linmit the draw from the CHCF so that the utility .carns
a rate of return no higher than last authorized.  The only xisk - .
thus impacted is-that investors will not earn more . than we: find ...
reasonable.  That investors will not be able to earn mora:than we .
find recasonable is not an irncreased risk, at least not one that is-
to be rewarded by an increase in the authorized rate of return.
Third, the CHCF is crcated to mitigate small and mid-

sized LEC risk by providing relief to those LECs for losses due to
regulatory changes. The CHCF does not itself increase risk.
Nothing is expected to change in 1991 to increase investors’ risk
due to changes..in.our administration of the CHCF... .. . .... . .. .




A.90-10-006 et al. ALJ/BWM/vdl ¥

While technologxcal change . may be rapid,. there are ne-:
dramatic changes in the rate of technological change (wh;chmlmmmts
the usceful life of existing plant) since the last proceceding..:
Thus, business risk from technolegical change is not-materially
different from that recognized in the last authorized rate-of-
return. , : o . O e T
Finally, we do not find any changes in conditions .from... ..
D.90-06-015 that increase financial risk. -The conditions-that ,
might cause a utility to increase its:equity ratio (e.g.,. increased
business risk) have not materxially changed fxom the  last...
proceeding. Thus, we find no changes.in conditions from-our:last.
decision that would support an increase.in the overall rate-of::
return due to increased financial risk. ot - .

Moreover, we did not adopt- specific capital. structures

last time in order to provide an incentive for each utility to-
manage its capital structure. efficiently. - Thus, Contel may adjust
its capital structure if it wishes. . But 'we again do.not. adopt

specific capital structures and thus do. not note any.changes.in . .
financial risk by adoption of capital structures with a- higher
equity ratio.. : R O A L P S T
3-2__Feonomic conditions - . c .. om0 oenl 0
Rates of return tend to vary in the same: direction.as - . .
changes in interest rates, and reflect. economic conditions in
genoral.. Applicants point to the federal budget: deficit, U.S..
foreign trade imbalance, the Middle East crisis, and inflationary .
pressures to support their requests for higheryrates-oféreturn. o
- Applicants specifically cite increases in.interest rates
as onc reason. to support increases -in their rates of- return..,K Fox....
example, Contel argues that Treasury bond yields have increased. . .-
over the period of October 1989 to August 1990 from.7.88% to.8.98% -
(a2 13.96% increase), and AA utility bond yields over the: same
period have increased from 9.22% to 9.85% (an increase of.6.83%). ..
Contel testifies that projected yields for 1991 -are slightly:less .
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than the August levels, but. that-low levels-of economicugrowth, . .~

higher unemployment, and high  inflation will persist, preventing
capital markets from returning. to their levels .prior to:the Iraqi:.-
invasion of ‘Kuwait. - : R T T R

. DRA, on the other hand, provides evidence that:while . 0

interest rates were increasing at:the time the applications:were -
filed (due to the war in the Middle East, for example), later. .
ovents ‘have resulted in interest rates falling below the' lcvcl* in
place at ‘the time of D.90-06-015. TR A R

‘We. find that interest rates ln.general are at. the same. or
slightly lower levels than when we last authorized these. utilities’

rates of return, and are not forecast:to: increcase significantly.. -
For example, utility bond yields for a bond rated:Aa-have:fallen -~
from 9.57% in February 1990 to 9.23% in:March 1991.: Similaxly,:. -~ -
short-term interest rates measured:by 3-month Treasury bills have
fallen from 7.76% to 5.91%, and arc forecast by Data Resources,
Inc. - (DRY) to be 6.05% over the full year 199X. .Long-term interest
rates measured by 30-year Treasury bonds have fallen from 8.50% to
8.29% over the same period,:and are forecast by DRI to-be:8.45% .
over 1991. We agree with DRA that interest rates have fallen 'since:
our last attrition proceeding and will not materially increase in' ..
1991. Indeed, applicants generally acknowledged this' at hearxing,...
with some reducing theix requests. - - - L SRR

Moreover, applicants generally argued that the invasion -
of Kuwait by Irag and the resultant war 'in the Middle East aleng:: -
with increases in the rate of inflation justify an increase in: v
theix- rates of return. The war has: concluded .and ‘we do not see.a -
naterial increase in the rate ‘of ‘inflation.  In general;“economic
cond1t10ns~do not support an ‘increase ‘in: appl;cants’ rates of -
return . , . e e .

“Thus, we do not find justification to change-our rate 'of
return determination for these utilities from that last found .. .- -
reasonable’ due- to changes in business and financial risks,. interest
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rate movements, or changes in the economy. Indeed, Citizens’
witness Shine testified on cross-examination that he‘does mot ™
believe that' Citizens’ business, financial, and rogulatory risks
have changed appreciably since: the last attrition procecdlng, only
that the Commission did not- properly recognize those risks'-when it
last set the rate of return at-10.75%. (Tr. pp. 62 63 ) Publmc o
Utilities Code Section 1709 ‘provides that: _ R

~In all collateral actions or proceedmngs, the

orders and decisions of the Commission which:

have become flnal ‘shall be conclus;ve.”‘ _ -
D.90=06-015 is final. c;tmzens’ argument. is: an untzmely attempt to
challenge the legality and reasonableness of .oux last decision, and
its attempt fails. Citizens’ witness Shine argques that risk is.. .. .
about to increase (Tr. p. 63), but we f£ind no evidence-of that.
based on changes in business or financial risks, in¢reases-in
interest rates, or changes to the economy in-general.. ...

- Having discussed this common factor of.the proceeding,.we
will now turn to a more detailed examination of each-utility’s. -
request. S R T S T S S S S PR SN OE

Contel develops its request by first recommending a- .
capital structure and then applying- requested costs of .debt,
preferred equity, and common egquity. Contel adjusts:its rxesults by .-
flotation costs to dovelop its final request.. - - . .. o
4.2 Capital SExuctuxe - o o e L e e

. Contel recommends a capital structure of-39.4% long—term -
debt, 0.6% preferred equity, and 60.0%- common equity. : This is-a - .
reductionfrom the last authorized pexcentages for longmterm .debt...
and preferred equity (from 44.0% and 3.0%, respectively), and an .. .-
increase for common equity (from 53%). (D.89-05-059, 1989
attrition year.) DRA does not recommend the adoption of a specific
capital structure, based on our approach in D.90-06-015.
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bz__cp.s:..ox_m e ey e TR R
. Contel recommends a. 1991 dobt Cost. or 9 032% (xncluding A,
forecast flnanclng in late 1990). Thzs is .an increase from.the . . .
8.86% Contel requested. fox 1990.. DRA recommends an. eftect;ve cost
of debt of 9.19%, or 15.8 basis points. h;ghe* than Contel.. DRA’s
calculation uses net procecds as the denominator,. -where Contel. usesr
face value. DRA argues that net proceeds is used. for the other
applicants and, even though: 1t produces more: costly results, it is
consistent and fair to use net proceods for Contel.
ée1__QQSE;Qi;Bxszsxxsﬂ_ﬁsgsk”” o T . Ce
' -Contel develops a 1991 cost of" 5e59% for its preferrec -
stock. DRA ‘agrees.’ i ' - ‘ W
A4 _Retwon_on_ Equity
4.4 LT L . ' R S NN T .
Required return on‘equity is estimateduby:Contel using .
discounted cash flow (DCF), capital asset pricing. modelv(CAPM), and
risk premium (RP) analyses. Contel then performs a comparable”
earnings analysis for a comparison of its rate of return ==
recommendation with other results. = - - A
Ax4.0]_ Discounted Cash_Flow el
- Just as it did in the past two proceedings, Contel . .-
performs its DCF analysis on a sample of telephone companies:rather
than on the parent company (Contel Corporation).  Contel does this -
to provide consistency with Supreme Court decisions on:faix rates -
of return,'3 to mitigate distortions in histeric dividend or
carnings growth that might occur, and to ¢liminate odd or abnormal
conditions partzcular to any one ut;llty that could distort . A
results. ' o v DR o

a.akl;s:__s_cxx:&s_smmmen (1923), 2€3 US €75, and
Commission v. Hepe Natuxal Gas Company (1944) 320 US 551
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The DCF model sunms the dividend growth rate'and the
dividend yield to determine the  investors” expected:return' on:: -
equity. Contel estimates: the dividend growth rate by averaging.
both historic (1976 - 1989) and forecast growth rates for both:
dividends and earnings, resulting in a rate of 8.38%. "Dividend : .=
yield is estimated by adding the last four. quarterly dividends . .-
(adjusted for stock splits and ‘dividend growth) and: dividing by the
month-end stock price, for the average of 12~ , 6~ , and. 3=-month .
periods. This produces a dividend growth result of 4.41%, for a
DCF result of 12.79%. To this, Contel adds a premium of 46 basis .-
points based on the difference between utility bonds rated AA and
A, to reflect the difference between Contel’s bond rating . (A+). and -
the sample companies’ bond rating (AA-) . ' Thus, Contel estimates an
adjustod DCF result of 13.25%, before: further adjustment for: -
flotation costs. N ‘ T R ST
4.4.1-2 Capital Assct Rricing Model ' B :

‘ CAPM assumes that an equity investor’s market returmn.:
equates to the return an investor could: expect to:. receive on a -
risk-free investment plus an expected premium that is proportional- .
to the level of risk the investor is assuming. CAPM measures ... .~
market risk by reviewing the degreo an individual oquity security:
has moved historically with changes in the equity narket. -~ The
measure of this risk is called the beta coefficient. R

Contel conducted its CAPM analysis by averag;ng»the CARM¢
results for each of several sample .telephone conpanies applying
3-month Treasury Bill and 30-year government bkond yield projections
as .a proxy for the expected risk-free return component -of . the
analysis.  .Using-a DRI estimate,-COntel~projected~Treasuryvbill~-~“
returns to be 7.16% in 1991 and pro:ected 30-year government bond- -
yields to be 8.44% in 1991. - ‘ A IR
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Contel derived the risk premium component: of the analysis
by using historic equity risk premiums between common stock returns
and both Treasury bill and. long-term government bond yields from:
1926 to 1989. The premiums are respectively 8.7% and 7.5%... . . .o
Calculating the CAPM for the 15 sample telephone companies, Contel .
estimates a range of 14.12% to 15.94% return on egquity, with an -
overall average. of 15.39%. - To this Contel adds. the 46 basis points
also used in the DCF model to account for Contel’s A+ bond rating, -
producing a final result of 15.85%. o
4.4.0.2 _RigK Proemivm ST o

. Contel also employed:aurisk premiuwm analysis. ' This
methodology deternmines the historic spread between debt and - :
expected equity returns. It adds the spread to the current debt -
vield teo arrive at the required return on equity. Utility AA -debt
was compared to historic returns on S&P utility stocks from:1940 to
1989, deriving an average from 40=-, 30-, 20- and lO0=-year averages. -
AA debt was also compared to historic expected returns: on equity
for sanple telephone companies from 1984 to 1990. Contel estinmates.
an average spread of 449 and 325 basis points, respectively, which:
contel averages to 387 basis points. .Adding this spread to the. -
average 1991 projected AA utility debt rate (9.82%), plus. the 46"
basis point premium for A rated debt, Contel projects the cost of
equity capital to be 14.15% before flotation costs. e -
‘Averaging the results of its three methodologies . (DCF of .
13.25%, CAPM of 15.85%, and: RP of 14.15%), Contel recommends.a . - '
14.42% required return on equity before flotation costs. Flotation
costs are those associated with underwriting a stock: issuance. - . -
Contel estimates flotation costs to be 4.32%. .Contel multiplies -~
the portion of ecquity capital not derived from retained earnings by
a flotation cost adjustment factor of 1.0432 to arrive at a final
average book requirement of 14.66% on common equity. <Contel
weights its recommended costs of debt, preferred equity, and common




A.90-10-006 et al. ALJ/BWM/vdl »*

’

equity by its: recommended capital "structure to. arrive:at its: R

-

recommended rate of return of “X2.39% ool S0, L r%'wwq:p,

Finally, Contel conducted a‘comparable earnings analysis: .

on historic-and projected-equity- andutotal.returnsﬂtox.1988.throughA

1991 for the sample telephone’companies. Contel-finds that .its: ..

recommendation is within the range of historic and projected: equity -
and total returns. R TR N

4.4.2° S Co T Ll U e L e A

DRA‘’s. recommendation is-based  on-both  qualkitative - & oo
assessments (that conditions:have.not materially changed since-the: -

last determination of rate of return, discussed above). and-the-:

results of financial models.. DRA, like Contel, used DCF,. CAPM, -and. .
RP methodologies. for its financial model: analysis.  -DRA-performed- . :

this analysis on a sample of comparable telecommunications.... .
companies to estimate a return on equity.. UL
DRA’s comparable group. of telecommunications-companies.

all have a Value Line financial strength of at least B,.a Value. .. .-

Line beta of between 0.7 and 1.0, and a Value Line safety:rating of.

1, 2, or 3. DRA eliminated firms from the . group that provide
primarily interstate long distance telecommunications services, .
have suspended. dividends without indication of reinstatement, .or-
show abnormal historical and forecast growth due to-acquisition of-
cellular operations.- Ce e : : PRUREERRIL D T

- Further, DRA did not. use CQntel cOrporatlonwdata 1n~1ts
models since’the pending merger of Contel. Corxrporation:with:GTE.-.

Corporation has materially influenced the market data for Contel: - - -
Corporation. This makes difficult an isolation of the impactfo£~u‘

the expected merger with the results of Contel.. DRA--did not :

include Roseville data because DRA considers Rosevxlle basmcally a ‘
privately owned public utility (since:its stock’ is traded: publicly.-.

on only a very limited basis, primarily to-its customers) and

market data is not readily available..: Finally,  DRA'did_not use . . -
Citizens ‘data. Citizens is.:a diversified company: with:slightly . . -
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over 40%:.0f its revenues derived ‘from:telecommunications.services, .
according to DRA. DRA believes that-the market price-for Citizens .-
represents investors’ perception of the total 'company, and it is
therefore reasonable to use. accomparable group as. a:surrogate- to-
determine. the required equity return:on-.Citizens’ . - .. - o o
telecomnunications: operation. ! o : Sl e
4.4.2.1 DCF LonTI e
DRA estimated the dividend growth component by examining. -
both historic and forecast growth:rates-for.both dividend-and
carnings. DRA also considered sustainable:dividend-growth-xates.. . ..
Due to the breakup of AT&T in 1984 and the changing.business; -
environment, DRA used five yeaxs of historic .data to-focus on.a . -
more recent observation period. Eliminating the- lowest-and:bighest:
results as unreasonable, DRA estimates. the dividend growth.rate to- -
be between 6.75% and 7.25%. ' DRA estimates the dividend yield:
component to be between '5.24% and. 5.26%, for. a final range of
returns on equity of 11.99% to l2.51%.. ... .. Do e
4.4.2.2° CAPM. . - IR R R R R .
© DRA estimates the market risk premium to.be-the.same as
that estimated by Contel (8.7% for Treasury bills and-7.5% for .. - -
long=-term government bonds)..  DRA' estimates the beta-for.the.group
to be  0.91. Added to the forecast 1991 risk-free return . (6.02% for
3-month Treasury bills, and 8.20% for 30~-year Treasury bonds).,. DRA ..
estimates the return on equity to be between 13.94% and-15.03%.
DRA cautions against the use of. 'the CAPM: because of theoretical and
practical- frailties (e.g., the need to.forecast the: “riskless” - ..
return)..- o L e ULl L T DTS e L AT D
4.4-2.3 "Risk Premjum. ol oo uoe ool TR S ST S T
© 7 " DRA estimates the risk premium :for the. sample-companies.-
compared- to 30-year Treasury bonds and AA utility bonds:.over the-: .
last five years to be 4.29% and 3.07%, respectively.’ Adding -the:
forecast bond rates for 1991 to the. risk premiums yields a‘range-of:
return on equity of 12.44% to 12.49%.. DRA warns that observed - . .~
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premiums have not been stable in-the:'last five years, however; and:.
that it uses this model in conjunction:with' DCF.and: CAPMﬂ\not by
itself, in 'arriving at DRA’s final’ recommendation. . i
4.4.2.4  DRA’s Recommendation | } R R
DRA. concludes. that the. reasonable equity. return for all
three applicants (based on the sample. of companiea. used:for. all . :
three applicants) is from 11.99% to:12.51%. . DRA recommends.using: ..
the mid-point of the range, or a.12.25% return on-equity..: To' .-
calculate overall rate of return, DRA applies its estimated cost of-
debt, preferred equity. and common equity foxr Contel to:the capital: :
structure of its sample group (since:the estimated cost of equity-:
from the sample is impacted by the:financial risk of the sample . -
group) . The result is an overall return for Contel of 10.88%..
Considering its cualitative analysis: (i.e., that conditions: have:
basically not changed from the last proceeding), DRA recommends a
continuation of the last rate of return of 10.75%. ... -
4.4.3 contel’s Revised Request .~ = o oo 07 nl oo :
In its brief, Contel revises its request to a rate of .
return of 11.80% after #...taking into -account the market changes .. -
since this application was filed. ” (Bricf, p. 8.):- Furthex, .. .-
Contel argues in its brief that DRA failed to properly account. for
the difference in risk between the ‘companies in the sample: group . .-
and Contel (repreosonted by the difference in cost'bctweenvutility“
bonds rated AA and A). Contel adjusts DRA’s analysis and: .. -... .. -
recommends that the Commission adopt .a rate: of return no lower. than
11.02%. . T . o ST X
4.4 ion - - SRS I T N R S SR UG T
We stated our view in D.89-10-031 (Phase I of NRF) that:.
adopting a rate ol return without reference to'an‘adoptedgcapltal
structure .for Pacific and ‘GTEC provides ‘these utilities with an
incentive to manage their capital structures cffzcxently This
principle applies equally well to Contel, Roseville, and Citizens.
We declined to adopt capital ratios or returns on equity for these
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three companies.in D.9%0=-06-015. foxr that . .reason, but:dinstead fLocused-
on an appropriate overall rate-of return. We decline again. to set -
capital ratios or returns-on.equity: for the same reasonand again.::
will instead focus on the appropriate rate'of return. ' .-

Using similar resources, Contel and DRA arrive at
different conclusions about investor expectations of returns.
without venturing inte a detailed comparison, we observe.that.
Contel’s analysis produces high results by taking averages.of
averages (e.g., dividend yield averaging 12- , 6~ , and 3-month
averages; risk premium analysis averaging 40—, 30-, 20-, and -
L0=yeax averages). Thiz technique weights the later data more
heavily, which in nearly all cases produces higher results.
Different results £or DRA and Contel are also attributable to |
differing growth rates, comparable company groups, risk-free: rates,
and time periods for the analysis, among other things. -

We have consistently found in recent years that the. -
models used by the parties offer quidance in our determination .of
appropriate rates of return, but, because: of the variations in
their results, do not provide absolute answers to quastions .
regarding appropriate capital costs. We reaffirmed this view in -
several recent decisions (e.g., D.89-10-031, which established
ratoes of return for Pacific and GTEC: D.90=06-015, the last rate of
return decision’ for these three utilities; and D.90-11-057,. which
established the 1991 cost of capital for seven energy utilities).:
In these decisions we have also indicated:our continued. : :
considerable skepticism of these models. Not surprisingly, the
discussion in D.90-11-057 (mlmec. pp. 5~7) is equally applzcable SN
here: . : : :

. #Ouyx. consideration of these models:- has -always: . -
been accompanmed wmth consxdorable
reservatlon. '




A.90-10-006 et al. ALY/BWM/vdl * =«

" #In reviewing the results of -the various model -
trials this year we see a.familiar pattern of
relatively low results from the DCF and Ty
results some 100-200 basis points higher. trom
the RP and CAPM.” S L

LT 4

#n 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 aveiding having-to - .. .
pay more in rates than is actually warranted.”

LB

myith these criticisms in mind we will give"

some weight to the model: analysis, but we: . ..

think it would not be worthwhile to attempt to

resolve every cr;t;c; sm of every model run." o

And Jjust as we concluded there for the l99l cost of
capital for seven energy companies, we. s;m;larly conclude here:

”Due to the inherent lmmmtatlon of the model,,
no particular model analysis' convinces us-that -
an . increase or decrease in- the returns on. . :
equlty 1s warranted.”

© We will addre s, however, one element of the quantltatlve
analysis because of Contel’s focus on this issue: the«adjustment”,,
of model results for the difference in riskiness between.the sample
companies- and Contel. ' We have adjusted model.xesults fox.the; R
difference in riskiness between sanmple ¢ompanies.and.a partzcular e
utility in other proceedings (e.g., D.89=11=068,-D.90=-11-057, where:
we. applied the difference in cost between AA.and- A rated.bonds.in ..
our determinations of energy utility cost -of capital). - Contel ..
argued in its last attrition proceeding that the-rate of, returh,,¢wl
should be adjusted by 49 basis points as a measure of the . . - . .
difference in risk represcnted by the bond rating of its. sample.
companies (AA=-) and its own bond rating (A+), where the 49 basis..
peoints measure the difference in cost between AA and A rated bonds.
We considered that factor in establishing the 10.75% rate of return
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in the last proceedlng. We consider ‘that agaln An- thls proceed;ng,
but note that nothing has cbanged xn cOntel’s argument or zts
application that would produce a’ dirferent res ult: than was produced
last time. We find the same result appl;es aga;n.‘ ’

In this proceeding Contel recommends a 46 basis point
adjustment, based on a l0-year average in dmfferences Jbetween AA
and A rated bonds. We note, however, as.wa’ did in-D. 89-11-068,
that the spread between AA and A has narrowcd conazderably in
recent years. Contel’s wltness presents evidence that the spread
(measured annually) has declined six out of the last elght years
since 1982, with the rate for available 1990 data being 18 basis
points (down from the high of 107 basis points in 1982 ). .The
average AA/A difference over the last. 3 years: "is 20 basaunpolnts.
We further note that the average ratlng of‘Contel's sample
companxes is AA-, not AA, and Contel’s rating is A+, not A. Not
only is nothlng new in cOntel s argument or data to cause us to
account for this effect any dlfferently than we dld ;n the 1990
attrition year, but an adjustment, of 46 ba51s poznta would ‘be
excessive. In fact, even a simple adjustment of 18" to 20 basis
points based on the more recent data would be excess;ve because the
difference in yields between AA- and A+ is. less than the -difference
between AA and A. - R SR <A AN ST

. We reject a specific adjustment. of some part of the 18:to-
4
20 basis point difference because we remain considerably skeptical-:

of this level of precision of the models. Rather,: we:apply our -
judgment in deciding to continue the last reasonable: rate as the

roeasonable rate of return for the 1991ﬁattrition»year;n‘Similarly,:w
we reject establishing a rate’of return lower: than 10.75% . (based on

reduced interest rates since the application, a generally
stabilized economy and the use of the low end of DRA’s: recommended

return on: equ;ty (11 99%) rather than the DRA recommended 12.25% ..

average) : : S
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Regardmng rlotetion costs, we note that we rejected theix
inclusion for rate of return determlnatmon in D. 89 11 068 ‘and
D.90-06-015, and we 40 SO again here. B STl

‘with these observations ln mind, we belmeve a reasonable
rate of return for Contel is 10. 78%. Using ‘contel’s’ requested
capital structure and cost of debt and preferred equ;ty, “the
resulting return on common equlty is 11.93% (nearly the’ same“as the
12.05% calculated in D.90-06-015 on a elrghtly dlrreront Contel
requested capital structure)‘"“ SR e

QAHBSAL.B&&AQ& Cost Factox _e;snseg_seer
Long=Toxm Debt 39.4% 9.03% . _ . 3.56% o

Prererred Equlty 0.6 $.59 003"
Equ;ty 60.0 - . X933 a;J:u_.Zhlﬁ

rotal o 1oo o e s 10: 75%*~*

This is slxghtly below DRA's recommended rate ot return of 12 25% ‘f
based on 55% equmty.‘ We note that the average equmty ratlo for the
uample groups of both Contel and DRA is about 55% whxle Contel'
entimated actual and requooted oqulty rotio !or 1991 ie 60% ;A
lower return on equlty than that recommended by. DRA based on the Lo
sanple is cons;stent with COntel s reduced flnanc;al r;sk relatlve
to the sample, and is reasonable.
Applying the 1989 adepted capital otructure to COntel'f

requested cost of debt and preferred equ;ty, the result;ng return o
on equity 15‘12 -47%: ‘

LY

Long=Term Debt - T 44.0%
Preferred Equ;ty 3.0
Equity - 53. o

Total 100. 0% '

This is slightly above DRA’s recommended rate of return-of 12 25%
based on 45% debt, and is reasonable.. "

Y
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Th;s return on equlty and rate of return are adequate to
allow cOntel to maintain its credltworthlness and to attract = . .
capital at a reasonable cost. In not adopt;ng a specxfzc return on
equity or capital. structure, we allow .Contel to manage 1ts capxtal,w
structure to produce the most eff;cmency. .An overall rate of.
return of 10.75% Ls‘reasonable. No change in rates 1s necessary orm
authorized. |

» P -

'Roseville requests an increase in its rate of return to

" Roseville uses ranges of capitel structuree“i;‘dereiepiug.
its rate of return request, with debt ranging from 5% to 30% of its
total capxtalxzatlon. Roseville’s actual capltalmzatlon on
December 31, 1989 was 5% debt and 95% equlty. Actual
capitalization at the time of hear;ng was 16% debt and 84% equxty.'
The Commlsalon’* last nuthorlzed capxtalizat;on was 30% debt and
70% equity (D 89-05-059) . ) Ne;ther RoseV1lle noxr DRA necessarlly
recommends the adopt;on of any one capltal structure in this
proceedlng, consistent with our not adoptlng a cap;tal structure 1nf
the last proceeding. ShT
522~_QQ§§_QI_DQEE

' Roseville uses various costs of debt’ meuted based ‘on’‘the’
amount ot debt in the capltal structure, rangzng in cost from 8.9%
to 9.7%. DRA recommends usmng Roseville’s embedded cost of debt of
8.9%. Roseville objects,  arguing this ignores a planned and
partially executed offexing of debt in 1991, as well as’ ‘the’ lmpact
on debt cost of various levels of debt.

Roseville primarily relies' on the DCF methodology ‘in:. ...
estimating its required return on equity, with supplemental
consideration of other methods and factors. Roseville does not use

g
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a group of investments with risks comparable-to.its, own-for -
estimating its cost of equity. Rather,.it.uses a-sample of
companies that are not exactly comparable to Roseville: to.draw .. =
statistical relationships from known factors, which-are then. - -
related to Roseville. g L " REERVE VA
To do this, Roseville flrst uses a. quarterly leldend
form of the DCF model on its sample companies to est;mate.thezr,“
required returns on-equity. Second, Roseville accounts for the
difference in business and financial . risk between-itself and.the
cample companies. This is done by using CAPM to measure relative -
risk (beta) for Roseville’s equity. Because Roseville’s beta:is. -
not observable, Roseville develops an equation by regressing: the
betas of each of the sample companies against four variables..
Substituting Roseville’s values for the -four. variables, Roseville .
estimates its beta to be 0.80. : S , .
Third, Roseville develops another equation by regressing-.
the calculated returns on equity for each of the sample companies
to that company’s own risk (beta), thus stating equity return as a
function of beta. Finally, Roscville’s estimated beta is used in -
the ecuation to estimate Roseville’s required equity. return. The
results are then “relevered” to account for different levels.of. . i
debt, resulting in a range of equity returns from 13.1l% to 13.9%.
Roseville calculates a. CAPM estimate for comparison.
Roseville uses 0.80 for beta on a market-based risk premium of - -
8.6%, plus a risk-free rate (estimate by the June 1L, 1990 90-day
Treasury bill rate of 7.7%), for a result of 14.6%.. .
‘Finally, Roseville considers several risk factors.
First, Roseville’s actual equity ratio is higher than that of the.
sample group. This: tends to reduce Roseville’s financial risk and..
its required return on equity relative to that required for the .
conpanies in its sample. Further, Roseville considers changes in
technology, Roseville’s markets, and regquiatory framework, all of
which inecrease its business risk, according to Roseville. In its
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final assessment, however, Roseville maintains that its: lower. ..
leverage is at least somewhat. offset by the increased business. .
risk. However,. Roseville argues that since the Commiszion last set:
its rate of return at 10.75%, the Middle East situation:has made . -
financial markets more volatile, and regulatory. events:have:
occurred. that increase overall risk. T

DRA’s analysis on equity return is based-on:its sample
group (which is representative of all three utilities),:and. . -
therefore is the same for Roseville as Contel. 'DRA applies:its’
estimate for Roseville’s cost of debt and its recommended equity’
return of 12.25% to. the capital structure of the sample group- (45%
debt, 55% equity) to calculate a required overall rate of. return .
for Roseville of 10.75%. Accoxding. to DRA, the gualitative: and -
gquantitative factors both support retalnxng Rosevxlle's rate of
return at 10.75%. . : N O N
s 4% ille Rebuttal - . T
"Roseville presented three’ rebuttal witnesses-nw,ps Ll
Roseville’s first rebuttal witness argues that DRA did:-not: properly
assess its own data, and shows the impact of different analyses:on .
DRA’s data. Roseville argues that DRA did not increase the. cost of
debt when using highexr debt ratios in the capital structure. -
Further, Roseville argues that the after-tax equity rate:of return
is only 9.6% using DRA data (a rate that is below yields: on: A-rated
utility bonds), and the implied beta us;ng DRA data .is only 0219 . (au
value that is unreasonably low). : : oo o
Roseville’s second rebuttal witness points out Rosev;lle
did issue debt in 1990 and 1991 not accounted for by DRA.: :c: o
Roseville’s last rebuttal witness-arques that pending regulatorxy - -
changes are not already included in Roseville’s rate-of return.
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At Roseville’s request at hearing, notice was-taken:of .
Feist Publications v. Ruwxal Telephone Sexwvige, 499-U.S. o ~o 0o
111 S. Ct. 1282 (1l991). .In its brief, Roseville-argues-that this .. .
decision jeopardizes Roseville’s revenues from directory.- «I. :
advertising, and that the Commission must consider its:-impact . in- . -
assessing risk. : ‘ : R R EL S PRI RN g

-As we said above, while we use, financial-models as a

guide, we arc considerably skeptical of the models :and:theix . -
results. We note that the adjusted R-squared is 0.43 .for, \
Roseville’srregression'of four variables to.estimate beta. This .-
means - that 43% of the explanation of the equity beta is-captured by
the egquation, but 57% is not.. Roseville did not report the.degree -
of confidence in its second regression (cost. of equity as:a.
function of beta). Using not only one but two regressions, with
their inherent errors, means the degree-of confidence may-be low,. .
and the confidence interval around the final results ¢an be-quite -
wide. As Roseville’s witness pointed out, ‘other techniques-have .
similar problems but the errors arc¢ not measurable, as they-are
with regressions. Thus, these regressions have some weaknesses in
their ability to measure final results with a great-degree of
precision, and all models have some weaknessos, whother measurable .
or not. - s N R ot B TR PR T

Moreover, regarding Roseville’s qualitative:arguments, we:
do not find any increases in the rate of technological-.change-or -
changes in.regqulation since our last assessment.of Roseville’s rate
of return that support an adjustment as we have addressed abovc.
Similarly, we do not see any significant changes in Rosev;lle 'S
markets that justify an increased rate of return. .

Roseville argues that the Feist decision must be
' ‘considered in addressing Roseville’s risk. We note, however, that
this action dates back to alleged copying of white pages from a
1982 to 1983 directory, a United States District Court decision
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dated January 5, 1987, and a United States Court. of Appeals

decision dated March 8, 1990. . The issue did. not-’just arise since: "

our last rate of return determination, ‘and the risk has-already’
been reflectd in prior authorized rates of return. The’'Supreme

Court decision on its own does not increase Roseville’s risk-in any'

way not alrcady included in the risk premium portion of .ourilast
rate of return determination. RSNt
" In its comments on the proposed.decision of ‘the ALJ,

Roceville argues that the Faisk decision was a wholely unexpected:

1991 event. ' To the contrary, outcomes are uncertain’ when-‘matters

are litigated. To the extent uncertain:outcomes. increase risk, '~

that impact has been felt since the original action began several

years ago. Nothing has changed since we last authorized: - /..

Roseville’s rate of return, noxr is risk increased "for 1991. .
Moreover, Roseville asserts its .directory revenues' are

$3.6 million per year, and are now at risk. However, even if true,’
Roseville provides neither a link between the $3.6 million-and’the:
rate of return, nor a link between any portion of the $3.6 million -

and the rate of return. As we say above, this impact: has: alroady

been reflected in establishing the rate of return. A
With these observations in mind, we believe a: reasonable

rate of return for Roseville is 10.75%.  Using Roseville’s '

suggested capital structure and cost of debt, the resulting return':

on common equity is 10.96% (a slightfincreaseifrom“theﬁiotea%
smmllarly calculated in D.90=-06~=015): B L e
h Snnlsgl_xangﬁ 99&&.29&&9: Wstn;sg_sgﬁs

Debt 16.08 T elex
Equity _84.0% . ! "10.96

Total  looox < T U
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. Applying . the 1989 adopted capital structure to.
Roseville’s recommended debt cost ‘at 30%-debt; the“resulting"returnw
on equity is 11.20% (a. slight increase from. the 10:.98%. semllarly
caleculated in D.90=06=-01%): " . . ‘ PEET R

~ Capital Ratios SQES.E!EEQ: eezsnsee_see;

Debt ©30.08 0 elrx Y zie1%”
Equ;ty SRR 70.,0% - . reXXe200 vl 7,847

Total ~ 100.08 - J.o 75%

Just as was the result ln D 90 06 OlS these returns on
equity are below those recommended by DRA.& But, we again flnd as
we did. in D.90- 06-015 that this.is. reooonable in light or the high
equity ratio in Roseville’s capltal structure. Rosev;lle s percent
equity in its capital structure (84%) is much more. than the percent
equity of Contol (60%), c.xta.zone (60%), oxr DRA’s ample group, . u
(55%), and therefore Roseville has less.. rinancial risk relative to
Contel, Citizens and the sample group. Because of 1ts hlgh equlty
ratio, Roseville’s investors face correspondlngly less rzsk than B
investors of other telephone utilities O

Roseville’s cost of debt was hzgh in the 1990 attr;tlon
proceeding, and we note it is otlll above that of Contel and
c;t;zens. Rosevxlle s estlmated returns,on equlty are lower than
thoy would be if Roseville’s cost of dobt were lower. For example,
if Roseville’s cost of debt were 8% (slightly lower than Citizen
see below), its return would be 11. 93% us;ng lts 1989 autho;;zed;
capital structure, or very nearly . the. low end of that now. . . .

ecommended by DRA (based on compan;es Wlth more zlnancxal rlsk
than Rosev;lle). But here again, as we dld in D.90- 06 015, by
establishing an overall rate of return without referenoc to
authorized capital structure ox cost. of equzty, Rosevzlle s, .
shareholders, not its ratepayers,,w;ll be. at rlsk ror Rosevmllo'ekn:
capital structure and its costs. . . .. .. . . . _. “

o

R

[l
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Our -adopted-rate of return- for Roseville:is.the.same as
we apply to-Citizens and Contel, which-are .similarly:situated: .-
companies in terms of the regulatory and-business risks they face. -
We see no reason to apply a different rate of return. to Roseville ..
and thereby impose -on its ratepayers capital ¢osts which are highex
than what would be expected for Roseville, and which are wzthmn the
control of the. utll;ty. Moreover, if we were to adopt a- hxgher
return for Ros ov;llo than for Citizens and Contel, we would be
sending a message to c;tmzens and Contel that we do not recognize
their efforts to keep cap;tal ‘costs low. . e

our decision today provides a reasonable return to
shareholders, considering Roseville’s capital structure, and the
appropriate incentive to develop a capital structure which' will be
nmost beneficial to its shaxeholders and“hore efficient.  The rate
of return adopted in this decision wlll permat Rosevmlle to realize-
a fair roturn on oqulty 1n 1991. No chango 1n rates” 1* neco fary
or authorized. o o ' ' e

P -

‘Citizens doos net use DCF, CAPM, :or RP models to support
its request. Rather, Citizens updates the last authorlzed overall
rate of return for present financial" condltlons, and assesses the .

risk faced by Citizens compared to other utilities.
c;tizons asserts that’ the Commission ostablished' its rato
of *cturn at 10. 75% or 75 basis pomnts less than that’ eatabllshed
for Pacific and GTEC, because c;tlzens faces less risk than larger -
companiee due to the CHCF. Citizens argues that the’ CHCF 1ncreases
rather than decrecases Citizens” risk in compar;son to Pacitic: “
Citizens arques that the differential below’ Pac;f;c s'ﬂf'
rate of return should be 25, not 75, basis points. The remaining
50 basis points must be for additional Pacmfac/GTEC‘busaness rzsk
according to Citizens. Citizens , however, argues that it’ has more -
business risk than Pacific and GTEC due to the rural nature of its
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sexrvice, “lower subscriber density, less diversity,.higher

-

dependency on-teoll and: access: charge revenues, and, greater exposure -

from the uncertain state of the settlement and CHCF.issues. . .-

Therefore, the differential should be 'no-more than-25 basis points, .

-~

acecording to-Citizens. . Tl A A
Citizens estimates that Pacific’s rate of return .should-

be incrcased from 11.50% to 12.95% (a 12.64% increase) to-reflect . .

higher. interest rates on 30-year Treasury bonds: since the last"
proceeding. (This is based on Citizens’ use of the Commission’s:
7trigger” methodology for Pacific and GTEC in D.89=-10-031, nmimeo.

p. 282.) Subtracting its recommended 25 basis point differential, -

Citizens arrives at a required 12.70%. . Citizens compares.this to
the increases allowed by the Federal Energy Regulatory Commission:
in its quarterly.benchmark rate of return cases, Citizens’ requests

in othor states, and the regquests of Contel and Rosoeville in their
last and current procecedings.  Based on these comparisons, Citizens:

reduces its regquest to 12.50%. . IR ey,

.Citizens recommends. the use of a capxtal structure Qf 40%.

debt and 60% equity. <Citizens asserts its.current cost. of .debt of
8.09% will increase to 8.75% after completion of a merger-with- -
Louisiana General Services Inc., and as a result of higher interest

rates driving up the cost of Citizens’ variable cost debt. . With . .-

this capital structure and cost of debt, Citizens cstimates its.
resultant return on equity would be 15%. .- ' :
$-2. DRA '

DRA estimates Citizens’. 199) cost of debt-to be- 8.16%, - -

not 8.75%, based on DRA’s lowex forecast of interest rates and the

resultant impact on Citizens’ variable cost debt.  DRA’s assessment
of Citizens’ cost of equity is based on the same sample gxowup DRA-- .
uses for Contel and Roseville, which was drawn.to reflect- the.
conditions of all threc companies. Applying its estimated cost of
debt and required equity return (12.25%) to the.capital structure . .-
of the. sample group, DRA estimates Citizens’  rate of: return should-
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be 10.42%. Considerxing that conditionS”haveunotwreally~changed?-~
since D.90-06=015, .DRA . recommends - contxnuzng the last rate of .
return o£.10.75%. = - N S Tt s
6u2..§l$lﬁQH&..L%&Q-E&ISQ.EXH&&AK& e R IS FURER TS

Citizens filed late exhibits that update:its 'showing for.
data raised at the hearing. In its update, Citizens-estimates its
required return to be 11.70% (down from 12.50%). ' Citizens - ..
testifies that it will submit a general rate case before April L,
1992, at which time the Commission can conduct a full-scale-review. .
of Citizens’ costs and rate of return. . -~ L0 oL Y e
&4 Digcussion o : R

‘ We addressed the risk faced by'C1tlzens in-our. discussion’

above of whether conditions have changed since the'last rate:of.
return proceeding. We find no changes in the risk faced: by - . =. ...
Citizens. Morcover, Public Utilitles Code Section 1709 forecloses
Citizens” attempt to relitigate D.90-06-015 in this proceeding.

Citizens’ model to update its rate of return is.based on -
a literal, exact application of the Pacific/GTEC triggexr. mechanism.
The trigger mechanism, however, is designed for a different purposc:
and to operate in a different way.: The trigger mechanism is' . :
designed for the purpose of initiating an investigation:of the
reasonable rate of roturn whon the: 30-yecar Treasury bond:yield
increases by over 250 basis points,  not for the purpose of a .
straight application of the change in yield to Pacific’s or GTEC’s
rate of return. Moreover, Citizens’ evidence is that the yield has:
increased only about 100 basis points.  Therefore, not only would
the trigger not yet be invoked, but if invoked, the result would be-
an investigation into the reasonable rate of return, where the:
impact on the overall rate of return would not- noces.arlly'bc the
exact change in the bond rate.. . T R S

-~ We find DRA’s estimatce of Citizeons’ debt cost more

reasonable since interest rates are lower, and .are .forecast .to.be: ..
lower in 1991, than at the time Citizens filed its application.”:
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With these observations:inrmind, we-believe-a reasonable. ™
rate of return for Citizens is 10.75%. -Using Citizens” recommended
capital- structure and DRA’s recommended embedded:debt .costpithe S
resulting return on equity is 12.48%: (up'slightly”from“rz.eo%;;w-.nw
similarly calculated in the last proceeding): ” -

- Capital Ratios QQﬁI.EﬂQEQx _s;snsed_sgss

Dbt 40.0% 8.16%  3.26%"

Equity _60.0% . 12.48 a;vz.42“ me

' Total 100. 0¢ e 1o 764"

B P

Applyxng the rcsults to the 1989 adopted capxtal ‘ ,
structure produces .a return on. equlty of 12.34% (down sl;ghtly from
the 12.44% similarly calculated in the last proceed;ng)- ’

S Qinliﬁl.ﬂﬂﬁlﬁﬁ Qﬂuﬂ_zﬂﬁﬁgr !QLShSQQ_Qﬂﬁﬁ
Long-Term Debt 38.0%. ¢ 8.16%" ©3.20% . ol
Equity 2.0 . _13 «34 ‘TZ&Qib;vh e

Total l00.0% . o oL CLLORTEE e

These returns on equity are within’ DRA'srrecommended rangc of o
11.99% to 12.51% and are reasonable. ' EERE
Citizens’ exlstlng revenue requirement allowed it to”
rcalize an 18.1% return on equity ‘in’ 1989, c;tizens tcstxzzcs that
it is currently earning in excess of its authormzed ‘rate or- return -
(which we also recognized in D. 90-08- 066) " The 10.75% adopted rate
of return ‘will allow citizens to attract reasonably prmced capxtal
and to provide its shareholders with'a :a;r return on cquity, and
is reasonable. The operatron of the CHCF under D.91- 05-016 wmll
help linit Citizens’ rate of return to 10.75%. In not adopting" 2
spccaf;c return on equzty or cap;tal structure, we allow Citizens'
to manage its capltal structure to produce the most eff1c1ency. No
change 1n rates ls necessary or authorlzed.‘ T e e
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~-In past:decisions. we have directed:the three utilities to-
file subsequent financial attrition applications :so that . we:could: .-
conduct an annual ‘rate. of return review. We decline to order them -

to do so again. : o ‘ " : : 3 .

-~ AS we lndlcated in.D.90-08~ 066, we are-aware that most
small and m;d-slzc LECs’ carned rates of rcturn were 1n .excess of
their authorized levels in 1989, and many. have not had.rate reviews
since the early 1980‘/s. We have made changes to the CHCF, for
example, to address this problem. Smgnlf;cant rate restructurlng
will be underway soon in Phase ITY of I. 87 11-033. But'as we
reluctantly 1nd1cated there, commencement ‘of their rate- cases
before the rate restructurmng is effected is probably 1mpract1cal.
However, under the térms of our current administration of the CHCF,

a utility’s draw. from the CHCE.wlll reduce to’'80% in 1991, 50% in-..
1992, and zero in 1993, unless the utility files a rate case. That™

is a powerful incentive for the utility to-file if there is truly a
need for rate relief. Rosev;lle and. c;tlzcns currently draw, !rom

the CHCF and will therefore have thls mncentlve to fmle 2 general ;,

rate case -

Morcover, we mndlcatod 1n D 91 07 044 that we wxll
requlre Contel and c;tlzens to accept NRF on or before January 1,
1994. - Acceptance of NRF will mean Contel and cltlzens must lee :I
for rev;ew by the end of 1992. That Wlll be oon enough for
further assessment, unless the ut;lmty detorm;nes a need. to flle ,
soonexr, or we issue ouxr own 1nvestlgat1on.“ Cmt;zcns, 1n fact, has 1
lndlcated its lntentlon to rlle a general rate case. by Aprll 1, N )

1992. - C e § e ol
e Rosevmlle is not requlred to accept NRF but only NRF

compan;es may partxc;pate in any. adopted transxtlonal surcharge toiﬁ

make up for reduced settlement revenues or phased transitional
contract payments from Pacific after exiting the settlements pools.
Roseville will be left with the option of seeking assistance from
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the CHCF after the-one-time-contract~paymentwusuallynoffexed by
Pacific, -and to do so it must satisfy the. requ;rements fox o
participation .in that fund.. . b . LT rA e,
Thus, there is sufficient anentlve for all three
utilities to come before us for. full rate.review reasonably soon.
We need not order. another financial attrition filing.--Rather,.the-
next rate of return review for Contel, Roseville and Citizens will -
take place beginning no -later than January 1, 1993 in.the .context
of either a full general rate case or a general rate review .- ... -
pursuant to the utility entering NRF, consistent with-our. intent
expressed in ordering paragraphs 12-and 13 .0£ 'D.91=07-044. -
Ordering Paragraph 12 states, in relevant.part:. .. . ..

"These mid-size LECs are expected to file
general rate proceedings for a test-year no
later than 1994 and, as appropriate; their-
requests for NRF flexibility effective on
January 1, 1994.” (mimeo, P- 74 )

That is, we expect the mid-size LECs to file general rate:

proceedings for a specific test-year. That test-yeaxr -could:;be-
1992 oxr 1993, but is to be .no later than 1994, ‘with test year 1994
rates effective on January 1, 1994. Recognizing the time it -will.
take to process a general rate .case,. that means we-expecti. the:r .
utilities to file for a general rate proceceding no. later than. . .-
January 1, 1993. This is similarly true for NRF to.be effective by
January 1,.1994, - S I T IR N

~ 1. Contel requests ar change~1n xts author;zed capxtal»ap .
structure, an increase in its authorized costs:of. debt, preferred ..
equity and.common- equity, and an increase in its authorized rate of
return, but does not request an increase in rates.: . - .y ﬂNVijqﬁq

‘2.. Roseville and Citizens request an increase in their-

authorized rates of return, but do not request changes‘mnwthezr-~m
authorized capital structures, costs of debt and equity, or an.

increase  in rates. e S P T S SN S
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3. - Competition in the intralATA toll market has-been under
consideration since at: least 1987 and, to.the extent relevantp'has«”

been factored into the capital costs of Contel, Roseville, ‘and:
Citizens in the last several years. L R PN

- 4. IntralATA competition has not been authorized to date,
and evxdentlary hearings on that issue will be ‘regquired.during
1.991." SR S L el e UL G e

5, CNRFE 'will not be 1mplemented for..Contel , Rosevxlle, and.:

Citizens in.1991.. ' ’ R R TV S PP

" 6. No-actions will occur. in.'1991 to substantially change

risks due to changes. in competition or’ regulation which have not-..:

been generally known for some time.. . P
7. Rates of return are regularly exanined: and»adjusted (when
appropriate) to reflect changes in rlsk and current economlc
conditions. B B L
8. Current trends in competition and regulation have been
known for -some time and-have been factored into prev;ously
authorized rates of return. L RS

9. Settlemant transition payments will remain:at.the current’

levels foxr 1991 and 1992 for all three utilities. : e

10. " The scheduled reduction in draw from the CHCF has-been':
known since 1988 and any resultant impact:on risk has.been -
reflected in previously authorized rates: of return.

11l. That investors may nct be able to earn more than.we find -

reasonable (as a result of the changes made to the CHCF in~ _
D.91-05-016) is not an 'increased risk, at least not onenthatnis to
be rewarded by an increase in the'authorized rate of return. .

12. The CHCF mitigates risk to small and mid-~size: LECs'by
providing relicf for losses due to regulatory changes.:. S

13. The evidence did not show that competition or. regulatory
uncertainty will be qreater in 1991 than it has been in recent -
yoars. ‘ : e e :

during 1991 will impose greater risks than it has in recent years.

l4. The evidence did not show that technologicalmchangen\”fwm
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- 15. The evidence did not show that financial. riskuduring~1991

will be greater. than it has been in recent Years. . ... wosmis “npe o

16. Interest rates are at the same.or slightly. lower levels . ..

than when we last authorized these -utilities’ rates of return, and
are not forecast to increase significantly in 1991.

17.. The Middle East conflict in Kuwait ‘has concluded.

18. No material increase is foreseen in the rate of . inflation
for 1991. : S S R LT e

19. There is no justification-to change our rate of return
determination for these utilities from that last found reasonable
due to changes in business and financial risks, interest.rate
movements, or changes in the economy.. TV T TS

20. D.89=11-031 and D.90-06-015 found that adopt;ng a. rate of»
return rather than a return on cquity-and capital structure ... -,
provides the utilities with an incentive to efficiently manage-
their capital costs and capital structure.. ‘ e

21. Financial models offer guidance in our detormmnation or
appropriate rates of return, but do.not provide absolute answers to
questions regarding appropriate capital costs.

22. Nothing in Contel’s arxgument ox its appl;cutxon of. _
adjusting rate of return for the difference in yield between AA andﬂ
A rated utilities (for the difference between the average -rating of
a sample of utilities and Contel) -produces a different result than
was produced last time. e T R

23. A rate of return for applicant ut;lmtles of. 10 75% will
provide utility sharcholders with a reasonable return on. investment.
and permit the utilities to attract capital. e

24. Applying a 10.75% rate of return.to Contel’s: last
authorized capital structure produces an equity return,of 12.47%.

25. Applying a 10.75% rate of return to Roseville’s last . . -
authorized capital structure produces an equity roturn of 11.20%.
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26, Roseville’s percent equity in. its capital.structure. (84%)
is much higher than the percent "equity of.Contel (60%),:Citizens .
(60%), -or DRA’s sample group (55%), ‘and therefore Roseville has
less financial risk relative to Contel, Citizens,.and.the.industry .
sample. : S Co I T T e
27. ‘The more equity in an utility’s-capital.structure,.the
lower the recquired equity return because risk to shareholders
decreases as the proportion of equity increases. L
28. TRoseville’s estimated equity return would:increase.if
Roseville reduces its equity ratio or secures less expensive debt. ..
29. The issue raised in the Supreme Court’s: Fgisk -decision -
did not just arise since our last-authorized rate-of return, and -
the risk--as part of business risk--has already been reflected: in
prior authorized rates of return. -~ - .0 . Sl T L
30. " The adopted rate of return for Roseville is the same.as
that adopted for chtel and Citizens, which are. sam;larly satuated :
utilities. - : i R L
31. If the Commission adopts 'a- higher rate of :return: for .-.- . .
Roseville than for Contel or Citizens, the Commission would:not: .- -
properly recognize the efforts of Contel' and: Citizens: to: keep-the;r
capital costs low. . oo : s S CoL
'32. The trigger mechanism established in D. 89-10-031 is
desicned for the purpose of initiating: an’investigation of:the - -
reasonable rate of return when the 30-year Treasury bond yield -
increas ses by over 250 basis points, not for the purpose of a .
straight application of the- change in yzeld to Pacxrlc!s or GTEC’s
rate of return. o LTI T A S O R
33. DRA‘s estimate of Citizens” cost of debt is based on
lowex es tlmatef of xnterest rates in 1991 than those forecast by -
Citizens. : T T A T 1 P SN
34. Applying 2 10;75%-rate”of;returnwtorcitizeﬁsfclast:w~“
authorized capital structure produces an equity return of 12.34%.
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35. There is sufficient incentive for all three utilities to
come before us for full rate review (between the operation of the
CHCF and the implementation of NRF), and thus there is no need to
order another financial attrition review.: . i lnD o L
conclusions. of Taw: . R A 1 N L S AR 0 S T S

1. The rate of return for Contel, Roseville, ‘and Citizens -
should not be changed from -that last found reasonable. ' .oo-0

2. A rate of return of 10.75% for Contel, Roseville, and
Citizens is reasonable because it appropriately recognizes risk and
provides a fair return on shareholder investment.

3. It is reasonable to set a rate of return rather than a
new capital structure and return on equity because the utilities
may determine'appropriate returns on equity by establishing the
capital structure¢ whmch w;ll be most beneficial to their
shareholders. - ‘ ‘

4. The Commission should not authorize any changes to
contel’s, Roseville’s, or Citizens’ rates.

S. Applicants should not be ordered to file another..
financial attrition request at this time, since 'we: wmll‘revmew
their rates of return beginning no later than Januwary 1, 1993, in
the context of ceither a full general rate case or 2a general rate
review pursuant to the utility entering NRF, consistent with the
intent of ordering paragraphs 1.2 and 13 of D.91-07-044.
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IT IS ORDERED that the applications of Contel-of. .-
California, Inc., Roseville Telephone Company, and.Citizens~ . .. --om
Utilities Company of California to increase their rates of recturn
are denied. These proceedings are closed. -+ .« - : oo

This orxdexr is-effective today. . o :

Dated September 25, 1991, at San: Franc;sco, Callfornla.;e“

RS

:““PATRICIA M ECKERT -
T Presmdent
. JOHN B. 'OHANTAN
 DANTEL -‘Wm: FESSLER =¥ ~&sh
NORMAN D- SI'IUMWAY ,.'T.Lf.h..f'.'\\’u‘-“.\,.’l ‘
,__A¢9mmissi8qe;5m

I abstain. RSP TV TR RIS T SIS LV S ST S

/s GJ Mltchell Wllk
- Commissionex
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P Yonha,

| CERTIFY. THAT. THIS DECISION
WAS APPROVED; BY'JHE. ABOVE
commrssxowazs TODAY




