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Decision 91-12-023 Decembexr 4, 1591 DEC 6"”'

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNTIA

In the Matter of the Application of ) ' il ,
SAN JOSE WATER COMPANY (U=-168=W), a ) L "we
corporation, for an order authorizing) Application 91-02-«082

)

)

)

it to increase rates charged for '(Filed February 18, 1991)
water service.

McCutchen, Doyle, Brown & Enersen, by William J.
Newell, Attorney at Law, for San Jose Water
Company, applicant.

. la, Attorney at lLaw, for the
Division of Ratepayer Advocates.
» LTOxr the Water Branch, Commission
Advisory and Compliance Division.
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~San-Jose Water Company - (SJWC), aiCalifornia corporat;on,
for the past 125 years has been providing water service'to-the’
general public in portions of Santa Clara County. At present it
serves residential, commercial, industrial, andpublic customers in
134 square miles of the county, including Los:Gatos,: -Saratoga,
Monte Sereno, and -Campbell, portions.of San Jose, Cupertine, and -
Santa Clara, and in territory within the county surrounding-and:

adjacent to these municipalities. Through 199,616 active serv;ces EREEE

it delivers 40,706,300 gallons of water annually to serve' a
population of 750,000. The system has 54 different pressure-zones
serving elevations ranging from 35 feet to 1,120 feet above 'sea’ =
level. A major portion of its water supply is obtained from:'148 -
wells. Part of the balance is obtained .from the diversionand =~

storage of runoff from the watersheds of the Los Gatos and Saratoga =

Creeks. The remainder is purchased-from .facilities of the Santa
Clara Valley Water District under a contract to expire in the year
2051. It is the company’s intention that all supplemental”wdter"
required to meet new growth be purchased, thereby'stabzlmzlng
production from. local surface water and ground sources at ' v
approximately the present level to avoid long-term overdrafting of
the underground as well as-land surrace'subsidencevandlpermdﬁeht%
loss of capacity of the agquifer. Within predetermined parameters
of control, all supply, pumping, -and sterilization: operations;
except leased wells and distant surface supply facilities,’ are"
controlled automatically by means of computer-oriented supervisory =

telenetyy control system. " In 1989 SJWC’s utility plant, valued at‘““*“”

$226.6 mzllzon, produced revenues of $56 million.

e Noti ¢ Intent 1 Application

SIWC filed a Notice of Intent to file a rate increase on -
January 2, 1991. Thereafter, the utility’s workers’ compensation’ -
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insurer provided the utility with «its ‘estimate of insurance for
1991 which showed a significant increase. In filing this present
application on February 18, 1991, the company revised its:
administrative and general expense estimates: upwardwayn$l36-ooo in
1991, $144,000-in 1992, and: $151,000 in 1993Zto reflect the -~ '"" "
increase in- insurance ceosts.. A

vaaklnggxntovcons;deration:DecisionL(D;} 90-08-045 ‘issued”

August 8, 1990, which established the. current.xate case planifor -
Class A water utilities, and in .accordance with current Commission
practice, SJWC is proposing step rates for three future years.’ SRR

Because of the time required to prepare a rate case application ' " .-

plus processing time, no increase in rates. is being requested for
1991. The company is seeking increased rates based on summaries of

estimated earnings for both the second.and third.test years, and is = °

requesting a third step based on the-indicated operational &
attrition between the test years. Consumption has decreased ‘as a
result of implementation of mandatory rationing in Santa ‘Clara
County. The same inflationary factors affecting the general -
economy also impact SIWC’s operating costs. and administrative ' -
expenses. Proposed improvements in plant are estimated to- exceed

10% of rate base. These include projects to replace the spillway ‘" =

at the company’s Austrian Dam, which was damaged by the October:
1989 earthquake, and to relocate compawy‘facilitiesrto:accommbdatei
Measure A highway projects, 1nclud1ng the Route 85 and -Route 101"
freeway constructions. : Lo K Y

By -the present filing, SJWC'proposes to increase its.: 7"

revenues by $11,134,000 (15.91%) in 1992, and by additional amounts: ="

of $824,000 (0.99%) and $1,149,000  (1.37%) in 1993 and. 1994, " N
respectively. These ipcreases‘are,calcﬁlated‘to-produce»awrate of-
return on rate base of 11.16% in 1992,  11.20%. in 1993, and. 11.28%"
in 1994. This represents a constant return on egquity of 23.00%. for
each of these years. SJIWC asserts this is the minimum return
necessary to maintain its credit standing, attract necessary new-
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capital at a reasonable. cost, and provide a fair and reasonable'

return on equity. The:requested increases would cause' the' monthly: '
bill for a residential: customer using 1,700 cubic feet of watexr: per“*

month to increase $3.88. (17.62%) from $22.02 to $25:90. @ /.. .0
Pursuant o the provisions of The Rake . Case Rlanfor:

Class A Water ULility General Rate Appligations (1990) 37 CPUC 24

175, following notice to customers by bill inserts. and: notices in
local newspapers, a public meeting was held the evening: of -
April 16, 1991 in the San Jose auditorium of Caltrans.  Twelve out

of 200,000 customers attended. Questions were posed and answered ' -

relating to drought, drought effects on utility billings, repair ..
work on a utility dam, free water for SJWC .employees, the funding::
of facility. relocations caused. by:Caltrans highway constructioen,:

leaks, and the taste and odor comparison of treated watexr compared - T

to pumped ground water. Thirty-one customers wrote-letters ...
Opposing an increasze. Of these, 19 opposed incroases related to

drought-reduced sales, three believed industrial customers should -

PaYy more, two opposed free water to:utility employees, four opposed

rate increases exceeding the cost of. living, and another wanted: =

rates comparable to those of- noighboring tax=oxempt city-ownad
utilities. -~ . : ST e e DT e

In the years 1989 and 1990 SIWC.received a total of 955 "
service complaints. (371 re billing, 348 re water rationing, "82 re
service, and 154 re miscellanecus problens). . The record indicates
that these were investigated-and resolved: by the utility within: a-
reasonable period of time. Staff recommends that wo. £ind SIWC* s
sexvice satisfactory. A S T

- .Duly noticed public hearzngs were held. June 17, 1991 in‘
San Jose, and-June: 18 ‘and .19, 1991 in San Francisco before: y
Administrative Law:Judge (ALY) John B. Weiss. One customer:’
appeared. .. ‘That individual wasuinterestedainﬁpursuingmfurtner T
questions he had raised earlier in:this and another proceeding. '

o




A.91-02-082 COM/JBO/mmm

Among his. questions were: those pertaining to .ownership:of the water . .~

in the aquifer, ”lost” water, free water. to:SIWC employees,.:
nonrefundable. developer monies, the cost ofudam.spallwaymrepazrsl*W
not covered by reserves, city vs. public¢ utility rates, “rental” of
meters, and shareholder dividend growth. .« .+« ° 0 o
Answers to consumer’ questions'were provided during the .
course of the hearing, primarily by SIWC’s. vice-president for.: .
regulatory affairs. The gist. of these answers was as follows: - -
Apart from that half of its source:water purchased from
the Santa Clara County Water District,. the utility obtains surface
water from dams it owns and has constructed in watershed lands- it
owns in the mountains. Ground water:is:pumped from:the. aquifer . o
below the wells it owns or leases on the valley floor. The:basic
costs for the water from these latter two.sources include purchased~i
power, pumping- and booster facilities, storage facilities;: : L

treatment  plants, and taxes. These . arce costs passzed through to tho T

consumer in the- rate structure. - vowel ol el oS L ponihen e
The utility’s:loss rate for.”unaccounted for water” is-
9%, generally accepted as a normal (rate- represent;ngﬂnotwonly~-~a‘
leakage, but also fire protection and:hydrant:flushing. Some::. =
leakage is underground and while providing no revenue, drifts back:
into and recharges the aquifer.. .. - . : T,

1”Free watch” to the- employees is: part:of SIWC’s benefit-package .o in
which SJIWC asserts is customary in-the business. ' All employees are. -

metered and are achieving rationing-levels:consistent with:those of

the public.. Exceptions are notified and:then subjectctoo tng o lr Tl ..rnT

Tk .

disciplinary action. IO I

Advances for construction are included in~an“account that
is refunded to the developer over 40 -years at the rate: of 2«<1/2%

per year - a straight line refund. The liability portion.of the .. .. ...
account is not -included in rate base;-only the:paid:out:or.refunded: . ..

portion is added:.to rate-base as it is- paid.- On.the:other-hand,..:
contributions in-aid of construction:are not . refunded, are not - .. :
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included in rate base, and the company . does not earn .on these: 37

. © ke Lt ey e e
-~ - Y e

amounts. R o SN AN S UL PP S N PR e S PSS e DI C A
' Dams are necessarymto~traprandﬁstorefsur:dcemwaterﬂ?the
lowest cost water. -Spillways are a:safety feature of the-dams, and
without replacement of the Austrian Dam spillway damaged by the”
Loma Prieta earthquake, SJWC would-have “been required by the -
Division of Dams to destroy and remove ‘the dam. Caxrying full .-

insurance or reserves against all possiblerloss‘iS‘notvinithe*bestf’“““

interests of the ratepayers and therefore is not allowed by the
Commission. ‘ ; L oL Lo e

c;ty-owned utllltles may charge lesser rates in some’
instances because municipal utilities pay neo: taxes, can borrow
needed funds at lower rates based on:the full faith and credit of
the municipality, and municipalities frequently receive
preferential source charges as governmental entities. -

Meotexrs do- not belong to the customer as they are nemther
sold nor leased. The cost to .furnish, maintain, test, and replace'

meters is merely a small component of the overall fixed utility
costs which make up the service charge.. This charge is made for: =

the basic service of having water always available on:demand: = "' 7"~
whether used or not. = . .- S AN 5 SR A \
As to dividend growth, SJIWC pointed out that it is well "

below the expected 4.5% inflation level;: that the utility’s stock,. .

currently selling below book value, is trading at one of the lowest

market-to-book ratios of all major water companies; that the return:: @ -

on the equity must be sufficient to assure confidence in the .7 -
utility/s financial integrity so as: to maintain: its:credit - and-:.
attract the investment capital. required to operate the“business}ﬁ»
and that without growth the customers:would soon have to-pay'more
for service. .. e o SRR - LT
During the three days.or hearznq the part;ea entered 24
exhibits into the record, including -a:Stipulation. resolving /.

e
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numerous material issues. . The StipuYation,: Exhibit 23, was -
accompanied by a Comparison Exhibit, Exhibit 24.
- The_stipulation_and..Compaxisen Exhikit

After receiving each ‘other’s reports, SIWC and staff met = '

a number of times in efforts to resolve or narrow disputed issues. -
For the majority of issues their efforts were successful, and at™
the hearing thelr respective attorneys advised the ALY that
agreements had been reached and.would be memorialized 'in- - = .
Stipulation form to be jointly introduced as an exhibit supported
by a Comparison Exhibit. This was accomplished and the exhibits -
were accepted into evidence. As a consequence of.the. Stlpulatlon,
only two issues remained for decision. ARV

The first of these remaining.issues is the: utml;ty'

estimates of transportation expense and . rate base which 'involve the:
14 company cars where the personal use .mileage exceeded S50%. ' Staff "~

would exclude these costs as in SIWC’s ‘last rate case .decision (Re

San_Jose Watexr Co. (1989) 33 CPUC 2d 302). However, while-the

Commission expressed concern in San Jose about: apparent high-levels "
of personal use of vehicles on which the utility also .earns a rate -

of return, it did not foreclose future ‘showings, stating that:the

utility was welcome to make a clear and convincing showing: in:its

next rate proceeding. And then, several nonths later, .in Re:’

california Water Servige Co, (1990) 35.CPUC 2d 428, the Commission,-

as a quide for prospective filings concerning the personal use of =
automobiles, offered suggestions for what.an. acceptable showing
must establish, with emphasis on the total compensation: package.

In its present showing, SJWC’s evidence is designed to demonstrate - ..o~

the reasonableness of its -overall. compensation package and the'
cost-effectiveness of permitting personal use of company ¢ars - -

consistent with the guidelines of Cal. Watexr Sexvice. Accordingly,:

the evidence was received over tacit staff .objection. . i :inil

The second remaining issue is ‘the appropriate return on'

common equity to be authorized.
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There initially was a-third issue which the Stipulation =i

and time have resolved. The Stipulation Comparison sets'forth'a . -
1992 test year rate hase difference of. $2,610,900.' .0f this o '

$204,000 represents the transportation-issue. The remaining . . .-
$2,406,900 represents .additional working cash requirements-that are - -

estimated to result should the Legislature authorize the.- Santa:
Clara County Water District could change its. pump tax:collection '

schedule. After these hearings concluded,. the Legislature did so, - " "
and the District on July 30,:1991 changed its schedule. "This/. v w.m0r”
changes the lead-lag days. from 40 to 124, a major component. Under

the Stipulation, staff agreed that the ALY should use the utility’s
estimate if the Legislature and District did: 1ndeed act. Tonne
Smg Ei:ngﬁﬁgﬁ " R . . N T - .

At the-hearing SJWC"called three witnesses,brredwR:¢ T

Meyer, ‘Vice-president for Regulatory Affairs, John Johansson,":

Personnel Manager, and Angela-Yip, .Regulatory Affairs:. Supervisor. -

. ‘Besides providing answers to questions raised by the~
public, Meyers. testifiecd on results of operations, watex - 7 17

consexvation matters, and“financial‘requirements;vvMeyer-alsoimﬂf“"”

described the dramatic decline in SIWC cash resexves (from $9.1%
million at beginning 1989 to-:$2.0 million:at: the.end of 1990) due
primarily to the drought. Meyer stated that- the company-was-in-’
considerably worse shape financially than when its last rate case
was before the. Commission in 1989: he added~that the market has

recognized that SIWC has one .of the lowest market-to-book' raties, -
and at 9, the lowest price earnings ratio of the 13 comparable-. - ~ 7«

water companies nationwide in the Turner "list used by-our staff -
(the list average is 11.5). Meyers pointed out that-drought water
conservation cut sales; and, ‘although.there were compensating: -

memorandum account recoveries authorized by the Commission; these = =
applied only to mandatory rationing, 'so that the-company. did-not: ' W i
come close to its authorized rate of return and consegquently has -

and continues to suffer a loss. Even assuming the Commission ™
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rel;er, Mayer~test1!1od, wxll\notvmake\sawc whole for its:losses.' -’
While serious, the financial difficulties: would be less significant -
from a ratepayer view were SJWC not about to:rengage. in’a series of

bond financings, according to Meyer.-: For ‘the period 1990-1994. it.
plans to issue $47 million of bonds ($16 nillion refunding:bonds)- -
in contrast to outstanding bond indebtedness of $37. million.. "Meyer

testified that . due to Commission delay on the drought relief, SIWC

narrowly avoided an effective 50-basis point penalty by delaying
financing a $10 million series ”AA” bond: issue, and that it.is’-

again faced with the same issue, which-is another ractor justlfynng‘

a return on equity of not less than 12.25%.: ) :
In presenting SJWC’s evidence, Meyer made" correct;ons to
the basic data used by staff; these corrections necessarily -

resulted in a higher return range‘than1staffwobtainedﬂwhenﬁtheidata”

was used in a discounted cash flow (DCF) analysis.' "Meyer also
asserted that staff arbitrarily failed to give appropriate weight
to the comparable utility group average . dividend, earnings,:and’
sustainable growth rates in determining the growth rate to:be used:
in the analysis. Meyexr also testified that even though:staff’
placed little reliance on its. risk premium. model, ‘the model it :did-
use was flawed beyond redemption because of unnaecessary “back-
casting,” too short a term, and inclusion of an excessive .number of
negative risk premia. Summarizing on retuxn, Meyer presented
evidence that a return-of less than 12.25%-would be inconsistent“

with Commission—-authorized: returns over: the:past two: years, and .

specifically over the last six months.

In addition, Meyer testified:concerning. SJWC'S'polncy ‘of .
assuring the 24-hour availability of certain managers and. =
supervisors-to-meet problems and emergencies by'provxdzngmeachfwithﬂ“*
a company car which in off hours may be taken home .and used ' . -
personally. He presented evidence -that this practice:is the: most. .’
cost-effective and reasonable method of accomplishing the company’s:: iy
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’

twin goals of assuring off-hours emergency availability of key
employees and providing additional. compensation,:-all within:iwai:: .
competitive and reasonable total compensation. package. - v Lt
wWitness Johansson testified that SJWC has undertaken - =
comprehensive local -competition surveys: on compensation and: .

benefits for administrative personnel, including middle management -
and supervisors, and that the utility’s benefits package,:inc¢luding = '~

pensions, auto use, traditional benefits,: and overall. compensatlon,a
are comparable. : ~ S LU I

Witness Yip test;f;ed regardlng +the independent.national: . "

market survey of water utility management.and staff conducted by -
Sibson and Co. of 22 investor-owned water utilities. She testified

that 95% of the senior managerial group. in the survey received:use . ' " -
of a company car as part of their compensation package. -~The method -
of evaluation of the benefit was the lease value method- prescrmbed‘ LT
by the IRS. Vip testified that this persconal use benefit: L
approximates 3=-1/2% of an enployee’s salary. uHer.general» BRI

conclusion from the survey was that SIWC’s management ‘and staff- .

salaries, including the personal use in-off=hours compensation, are - = -

below the survey average, and that the.arrangement - -whereby: SIWC: & -
allows personal use of conmpany cars assigned to-certain keyu:oo

personnel as part of that employee’s total benefit package is'the . = ":"

most efficient and economical arrangement, both.to.assure- personnel
availability for emergency need and to-augment compensations o

1 . - PP v . - B U L - s
. Lo - L Lo * S IR T R N A S
Yy

.-The.COmmission,staffrcalled'!our;witnesses:“uDonaldﬁﬁﬂﬁ’
McCrea, Senior Utilities Engineer, Commission Advisory and:=.: 7
Compliance Division (CACD), Water Utilities Branch (Branch), ‘and.~
Project Manager; Tayeb K. Mogri, Utilities Engineer, CACD~Branch;

Patrick E. Hoglund, -Junioxr Utilities-Engineer, "CACD~Branch; and = 7"

Junaid Xhan, Public Utilities Regulatory‘Analyst“II,'Divisionmof*f
Ratepayer Advocates (DRA) .Financial and-Economics Branch. 122 '/«

/
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Witness Mogri‘s evidence was set forth' largely: im ‘the
staff’s report and covered utility plantin service, -depreciation':

reserve, and rate basc. The differences between staff’s astimates

and those of the utility were - with-one exception = reconciled in

the Stipulation, and were principally centered in programmexr - - = 7"

expense -in billing, deletion of a Dampers project, repairs to' the
Ostwald Dam, inclusion of construction work in progress (CWIP)” in
the Austrian Dam, lower hydrant costs; allowance of meter route

software and training, reduced main replacements and allowance of -

certain new mains, immediate ropairs to: Vickery Reservoir,
allowance for unforeseen Project A work and’ realignment schedul;ng
of costs of the project. The unresolved issue was for
transportation involving l4:-cars. Mogri objected to
characterization of the cost of these l4:cars.as part of -~ &
compensation, .contending that compensation, as represented by these"
car costs incurred from personal- usage over 50% of total mileage,

should not be allowed for ratemaking purposes; that personal 'use is’

not a utility function, and that with or without inclusion-of these - - -
costs as compensation, company employees.are not underpaid.’ Mogri
testified that 'staff was not denying recovery: for cars*partially“*
used for personal use, only for-the 14 where: personal mlleage

-~ e

exceeded -50%. SN L S ,
~Witness. Hoglund’s evidence in- staff’s report. covered
staff’s estimates of operating and-maintenanceexpense, x
administrative and general expense, and taxes. ~“Differences in
consumption and sales were.reconciled in-the Stipulation-as were
those in operation and maintenance. expense ‘and: appl;catlon of “the .

oyt

escalation factor for Purchased Services. - = 770D Lo avallonno, oTnl

- Witness Khan’s evidence on the cost of capital ‘and“rate -
of return was presented in staff’s report. .Khan.testified ‘that’
DRA’s recommended 11.75% rate of return on common equity was. i’
derived by considering qualitative factors: such as industry-and™ ' °
company specific factors, financial risk as well as current
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economic conditions.in addition: to. results from market-based: ' +ow -t LT
financial models. - He stated that water utilities are®generally -- H& o0
perceived.as less risky than eloctric'utiIitiesvaith"a“more“stablo"'

and reliable revenue stream, and: that SIWC’s risk for’ drought and
mandatory rationing has been significantly mitigated by =~ °

D.90-08=-055, so that.investors are aware that water utilities are '~ =7

allowed to recover recasonable costs. He concluded:that SJwe -

demonstrates a favorable sales environment and superior’financial '

performance. Given the tenuocus state of the economy and- lower- - -
expectations of various industries, Xhan c¢oncluded- that water” -
utility investors expect lower returns.” . R
Khan compared selected financial data of-SIWC with“that -
of a dozen in~ and out-of-state water utilities from the C.-A.
Turner Report, concluding.that SIWC’s investors over the past ten”
years have benefited from higher than average earnings;- dividends,

and sustainable growth rate, higher equity ratios,-and lower payout’ -

ratios. Khan noted that DRA dees . not dispute SIWC’s plans for'a
large capital ‘investment program, nor’ the accompanying debt '~ 7

financing which projects common equity ratios-‘of 50.75% in ‘1992, " -
49.15% in 1993,:and 48.81% in 1994. .Staff -also-concluded that the &

expected coupon rates and effective cost of the proposed long-term
debt was reasonable.

Khan testified that his DCF is not merely an arithmetic
one, hut attempts to measure expected return tor equ;ty lnvestors ,
given the- partlcular sxtuatlon and preva;l;ng economlc cond;t;ons.~

Staff’s comparable water industry group’ averages,_once-lts standard;‘j -

of 70% from operations in. water-related areas ‘was.met, . looked to.

all income, both utility and nonutility, ‘over ‘the" ten-year Perxod :i,ﬁwt

of the analysxs. But when the DCF’ analy515 was applied to SIWC
specifically to ascertain an Lndlcated rate of return, Khan B
dlscounted the company'¢ actual dzv;dend growth earn;ngs growth

-t




A.91-02-082 COM/JBO/mmm

and sustainable_growthl rates -in determining the growth'ratesito . "7in
be applied to. the company’s current yields: for the component:three="/ "
and six-month pericds, and substituted -his own: “estimated” lowex. ' =74
growth figure.producing a rate: of return on equity range of 11i55
to 12.37%. Khan justified this growth figure substitution by’ -
stating it appears unlikely that SJIWC could -maintain dits historical- -~
growth rate. . On cross=-examination he conceded that it 'was an 7 ' -i
element of judgment;- that there was: no specific¢ weighting or o . ol
mathematical calculation involved in. the growth rates he elected: to
use; that he did not consciously accoxd any specific weight to-any. ' "+
of the factors. His general approach was “to study the- generlca
conditions. prevailing.” _ S S R

Xhan- then employed-a. rlsk premium model-as a.check.
against his DCF result. His analysis,.using realized:returns:
rather than expected returns, over the short ten-year -span~
(1981-1990) he considered sufficient (as- it covered onerbusiness. -
and one interest cycle with two recessions and swings :in-interest . .-

rates) resulted in very high.risk premiums in some years: and.rathexr .l
substantial negative risk premiums. in. 1988 and 1989 when interest ' -
rates were - relatively moderate. - Khan’s risk premiums, when added

i .'- g . . i ; . \IA JY

b Unt;l recently the growth ratos usod in Commlsslon DCFﬁModel
Summaries “included only dividend-growth rates and’ earnings "growth ~
rates as components., While historical growth rates:provide useful:"
surrogates for future growth projections when the undexlying
conditions which supported past growth patterns are expected to
continue, past growth may reflect.changes. in underlying relevant .
variables that cannot be expected to continue, or which may fail to
capture new information known. Accordingly, DRA developed and has
included the concept of sustainable growth to this analysis. - The
sustainable growth rates indicate that present market conditions
may or may not reasonably support the ‘historical rate of growth.
DRA has believed it rcasonable to blend historical and sustainable
growth rates for use in the DCF Model Summary. In its revision
exhibits introduced at the hearing, SIWC conformed, and alseo
incorporated sustainable growth rates.
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to the projected interest rates for 1992-1994, resulted dn a.’
pProjected rate of return ranging from 1l.34 to: 11.69% for: the ..
comparable. water company group.. Accordingly, taking the results
from the market-based financial medels in. conjunctionxwith“his”“"
overall risk assessment, Khan recommended a. 1l.75% rate of return, °
within his 11.50 to 12.00% range. o T '
Finally, Project Leader McCrea’s evldence, also set forth:
largely in the staff report, covered Summary. of Earnings, Net-to- ..
Cross Multiplier, Customer Service and Conservation, and Rate:
Design. McCrea also testified on some staff recommendatioens, - -~
including one that the utility be allowed to usze the new payment
schedule with its impacts on additienal working cash requirements)
if the Legislature passed certain pump-tax legislation-after:
hearings concluded but before a draft decision is completed.
MeCrea also recommended that the decision - allow SIWC to file an
advice letter in 1992 to recover 1991 costs if these exceed $3 "
nillion once the rebuilding of the Austrian Dam spillway is .

completed. McCrea further recommended. elimination of tha utilxty’s

n

fire hydrant schedule. . oo PR A
Upon submission of concurrent briefs on July A, -198L,
the matter was submitted for decision, leaving open the ;stipulation: -

ltem on the Pump Tax Payment Schedule for pomsible modification ir -
the Legislature acted. By a letter dated August 5,. 1991 from SIWC
enclosing a July 31, 1991 letter from the Santa Clara County Water -
District, the Pump Tax and related. items:left open:for. pessible '
modifications were resolved. However, subsequently it:became:' '

evident to the parties that the estimated timing for recuired work =

on the Austrian Dam had changed, resulting.-in decreases in the Rate
Base. On August 23, 1991, the parties executed a Further
Stipulation for Settlement to reflect the Rate Base adjustments.

By an ALJ ruling on August 27, 1991, the ALY reopened the
proceeding to accept into evidence as Exhibit 25, the August 23,
1991 Further Stipulation for Settlement. On August 27, 1991, staff
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furnished the ALY with the finally resulting: Summaries of’Earnzngs,*" .

tax calculations, and Tariff Sheet Appendices. -~ - 0 7
‘Apart from the present proceeding,-in late May of ‘1991,
SIWC filed Advice Letter No. 233 to recover the increase in costs
imposed by the Santa Clara County Water District. for water %
purchased by the utility from the district. By Commission-
Resolution No. 3582 dated June 19, 1991, the utility was. authorlzed
to increase its rates beginning July-1; 1991 to cover this - A

increased cost. These costs were not reflected 1n‘c°mparlson~‘-iv AN

4 . sy g

Exhibit 24.

Deszring to avozd tho expense, inconvenience, and -

uncertainty that would attend litigation on'a number-or essentxalIY""“

subordinate issues in this proceeding, -issues relating to utility
plant components, consumption and-sales, residual conservation, -
operations and maintanance expenses, ‘the .escalation factor to be
used for purchased services, and administrative and:general’™
expenses, the utility and staff worked to reconcile their ™
differences, nmemorializing the -results in a Stipulation submitted
to the ALY during the hearing ‘as an exhibit accompanied by a'™ =~
Comparison Exhibit. Their reconciliations ‘of these differences as
set forth in the Stipulation are reasonable in light of the entire
recoxd, consistent with law, and are in the public interest..
Accordingly, we will accept the Stipulation and the Comparison’
Exhibit (Exhibits 23 and 24, respectively). It is not necessary to
discuss them in detail. The Comparison Exhibit follows as Table 1
and is. applicable to Test Years 1992 and 1993: EEIER
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Test Yur 1992

_ Applicants Estimates i

~ Original . Final

. Filing _ AppTfeant
PRESENT RATES . ... . (Exh. 1) Adjust. Positfon

Gperating Revenues. .
Operating & Mafn. Expansess
Purchasad Watar .. 16,660.0
Purchased Ponr' .. §.386.0
Pump Tax . . . . 10,5940
Chemicals & water quality.  32.0 0.0 320

Othar = S T.396.9 (1.3.5) 7\.383.3,...
sincanance. (140.4) 3,828.5
Customar Accounts= pow.age  §30,7 0,0 SI0.1

MainCamance . . 3.969.0
Trangoorcaticn, |, . J9.7 8.0 939.7
General & ddministrative: '
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Other . L0249, L0, 2,9¢2.0
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e - . L. Y

Rc. . 7 J P T X i
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fay=all zax I LT

Ac valzrem Tax S TR (15 1,T08.8
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"0‘1'ff¢.r"¢n‘ca' Final
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0.0.16,660.0 . . |
(131.6). §.224.8"
(596.8). 9,989.2."

. San Jose Water Caapmy R
Cclpar'fson of AppHcant ¥ and Staff's Sg-ar'y of Earnfngx

CPUC Staff Estimates

Ad justmnt Or"l'q‘ina'l
- Staff and
pmmn Corrace, (Exh, I'I)
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I6S80.0 0.0 168500
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09,9992 (1,41076) 17 «103
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) .San"“Tosa Natlr- Cupnny .
'Co-pnﬁson of App‘lfcan: s and' Staff's Sumsary Of_ﬂ'"ﬂfﬂqi
'Cnst Ylar 1993

Applfcants Estfutqn_”___“ . i_' CPUC Staff Estimates ]

Original  Fial  Diffarenca Final  Adjustanc Original
 Filing Revisad AppTfcant Staff and

PRESEQT RATES 4 (Exh. TY “Posfeion - PosTeion Corcect. f(;’fh' f,-y)- “

Operating Revenues TI607.0  (RANE) TLIS.E 0.0 T328.E (2.303.8) 73,529 ¢
Operating & Matn. Expensess . T e
Purchased Water 750,80 (36,00 TTATED
Purchasad Power 54808 (25.0) S.476.8
Pump Tax: . S 10,8930 (U13.2), 0TI

0. 0 (36.0) tTIrSOLE
(.
0.
Chemicals & watar c:ua.'(fty k| 0.0 2.0 0 .
g.
¢.
0.

0
0 s_ms (45725) 5,932,
0 ra 798 csssz m a9
VN 5 Y A o
0 1.625.7 . 6672 a.ssm‘
0
g
»

Other - ‘ 7.689.40 (7.2, T.525.2
Matncenance £, 182.0 J§) &052.¢
Customer Aczzunts- oostage  §32.8 . 53¢
Transportaticn 1002 g v00.0 TS,
General & AdmrnisTrattve: o ‘ ‘
oayrell B - 13 g OOorgme 0 1..617_& 0 1 517 tr
Qther ' 2,092,0 (18,0 AT.D A P R 20800
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Rant o 57.0 Co ST 0 st @ 5Ty
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feoreciacion . 8.509.7 2 6.2MS 0 g2m.S s ] s;og s .
3aTancing Aczsuns ) T X S A 1 I 1 KR . G '

6082, el &'0380’
§32.8 'UCT JREES:
9"31( 843 ef.cﬂ_

Subcmt 29003 (755.1) 62.146.0 76,070 (STLS) 6".5¢za
* OncoTleccfbles ST (0.8) T 2.0 s (89 "156.0"
BusTness/Franchfses 0.8 265 273 0.0 23 (s sl .zzf
Regulatory Comaission | 1.0 0.0’ 0.0° 0.0 0.0 ole cr.a,,
Staca Incoms w59 098 BET (6.9) W3S (e’ :m:r
CoderaT Incone 8.7 3.7 12126 (25.5) 1,239 (GarTYvama (3

Tota® Operating Sxpenses . §4,280.& (296.9) 63,982.5 £2.3 63,9412 (1.336 8) ss 278, a
Nat Qepracing cevanues T.326.6 8.5 T2, r";‘ (42.3) 7.384.6 "(367.0)'8.35T.
Race Base | 130.705.% (3.757.1)726.948.0 2, 386, 12¢,561.7 42300 rzo 227 ’r
fate of Racuen S 5.67% S S8t -0.15% 5.0t B

PROPOSED" RATES . . . LR LIRnAlY
Operating Revenues 39630 (718.5)783,204.8
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Requlatory Comafssfon 0.0 0.0 .. 0O 0.0 007 ol eN
State fncose tax £.291.2 A8 T,365.2 (6.9). 13727 (m 8)“! ‘4987
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Total Oparating Expenses 69,3200  (448.8) 68,875.2 ~ 420 €0,832.7 (Y, 236.8) 10;169.0° .
Net Operatfng Revenues 14,639.0 (269.7) 14,268.3 . (43:0) 14,412.97(17122.5) "15.534.8
Rate Base o 130,705.1-(2,757.1)126,948.0 T 2,386.3.124,561.7 4,334.0 120,221.7°
Rate of Return 20y 11328 =0.25%  11.57% 12,928
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. The issue before-the Commission:is whether-or notuv:

pers onal use of vechicles is a legitimate expense for ratemaking -
purposes. -In SJWC’s last rate case we.stated thatipersonal use was
not legitimately a ratepayer expense.. However, .we allowed Sch"to**‘
to attempt make a ¢clear and convineing showing in’its nexti rate’
case that we should reverse this position.. . ' o

In a later decision, leh__ggg:_ggzzzgg_gg_ (1990) 35
CPUC 2d 428, we acknowledged that persomal use of vehicles 'may-be’
appropriate as part of the general compensation package: for: 7
employees. To the extent that personal vehicle use is necessary as
compensation, those costs are appropriately included in rates. ' '

SIWC has the burden to make a clear and-convincing ©
showing in this proceeding that these costs-should be allowed.:
SJWC arques that the vehicles provide a-.reliable transportation for
managers and supervisors who must respond to emergencies, .and'a:’
compensation package for officers-of the company. Fuxther, SIWC. . . =
argues that its officers’ base pay - is less:than comparable firms in- -
a national survey as well as-a local.survey or'organiZationskwhich“"
compete for employees with SIJWC. We.must determine whether -oxrnot -
SJWC has met it burden. U A PRI D ST et R T S S PRI R

-SJWC..operates 135 company—owned vehicles: including ™~
passenger~autos-1n its business of providing water service-ina: .
134-square mile service terxritory serving 750,000 people. " Twenty-
seven of these company cars are -assigned to employees, 'including -
certain managers and supervisors, who have .an ongoing daily need to
have an auto at-hand when problems and emergencies arise, in‘order:
to respond promptly, day or night.z Therefore, to assure that . -~  .I17
these particular- employees will-always be.able to .respond ‘at any i==.. =
time with immediately available and reliable transportation,.‘the ~~ 7.~ '
company allows. these employees to take their. ass;gned ~wvehicles’

s b e
P

¥

2 Staff did not contend that any of these ¢ares were
. inappropriately assigned.

- 18 -
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home. During work hours when the cars are at the company yard, "
they are used as pool cars, and-during:the lunchiperiod; ‘because of

the lack of ‘nearby-lunch facilities, they are used:for car’pooling.
We must conclude that: vehicles:which are.provided to - /- "

employees for service reliability are properly included in rates. -
The primary role of a public utility. is reliable service at- " ‘o~
reasonable rates. SJIWC’s unrebutted. testimony that vehicles are'
provided for reliability reasons -is.persuasive on this issue:’

However, we still express some concern about.vehicles.provided:for =~
reliability which appear to.be used primarily for personal use. "

While we-will accept these vehicles and-the total mileage for

ratemaking purposes in this order, we-expect:a showing in SJwC’s ... . "

next rate case that personal miles on vehicles provided for' -

reliability are.cost effective.. We expect this showing to include’ .=
any additional liability insurance costs related to personal use’of -

these vehicles, the related depreciation: of vehicles because-of -

personal mileage, and the safety history-of ¢ompany cars -being used - -

for personal use. These and. any other related costs should-be: -

included in an explicit comparison with ‘alternmatives reviewed by - -7

the company when determining that.this is'.a cost effective manner °

to provide transportation reliability. We will again-considexr:: -0 . o

whether or not to disallow all personal use miles:for 'these 'cars in

that proceeding as well as a rate base adjustment if appropriate. . -
. Not all of the vehicles at issue relate to reliability. - ' '~

Some of the SJWC vehicles are provided to officers of ‘the' company -
who presumably do not regularly respond to-emergency situations: ' = :
such as broken mains. SJWC arques that . these vehicles axe . .
appropriately considered part of the cbmpensationwpackageWforﬁthese'*

officers. - SJWC presented two salary surveys indicating that SIWC =~ “w il
officers receive less base compensation: than. the survey groups. "I w» “i.l

STWC also testified that vehicles are. routinely provided to:wwi ..
officers of other companies.

b a T N e LY e
TR 00 Daw Lakaw

L - ey wb - P
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Branch challenged the company allegation by pointing ‘out
that we have previously held that personal: use is not' an ™ 7%
appropriate ratepayer expense,. and that the company. showing was not' -
complete... Among other things, according to DRA,: the-company’: "
suxveys showing vehicles as compensation did not.-clarify whether:
personal use was-allowed for the: vehicles. The surveys also
compared only base compensation and not total compensatmon, whlch*i
would be a more meaningful comparison. o ' B

We f£ind SJWC’s showing sufficient to-establish: that
vehicles are appropriately provided to officers of" the:company;
SIWC’s showing- generally complied with our guidelines in‘'the:’: -
California wWater Service case. However, this matter has' ' not been "
completely set to rest. We-have' remaining-cquestions concerning-
compensation and the showing made by SIWC. Among these’questions
are whethexr or not SJWC’s total compensation, not just base """
compensation, is comparable to the national survey data. We-also
are struck by the fact that of-all of California’s Class A water '
utilities, only California Water Service Company was' surveyed by

SJWC in determining local competition for employees.: Acomparative -

showing for all California’s Class A utilities would be“informative
and useful for the Commission. . We will expect our staff to--prepare

such exhibits in future rate: cases for.all .California-Class’ A«water*”””'

utilities.
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.

The capital structure. of:a utility reflects the 'sources ' =

of its capital costs. . SJWC’s capital structure’ is composed: of’: - i

long-term debt and.common equity. . For the. 1992-1994" test  period, " -~ =~

SIWC’s capital. structure is projected.toschange because of a il 1,
decline in the common equity component ratio:from its comparatively” - '

high ratio in 1990 of 61% .to 50.75%:in 1992, 49.15% in 1993, and~" *

48.81% in 1994. The decline between. 1992 . and 1994’ is partlyia. ™ - -«

consequence of  SIWC’s plans. for.a large capital investment: program

with an accompanying need for debt: financing which'is expected 'to -~ - "

increase outstanding long-term first mortgage bonds 91% from. - 1

R,
e

$38,100,000 on-December 31, 1990 to.$72,900,000 by Decembexr: 3L, ' " i.

1994. DRA does-not dispute the company’s projected: equity ratios,

and we adopt: thenm. - NP e e T e R S

Iong=Texw Debt Cost . oo o D DT Tno o roaloo o
SJWC plans to issue $37 million in new debt between~l1991Li " 7%
and 1994. It estimates the-average effective:cost.of this new- 'debt::

to be 9.96% based on an estimated-issue rate-of 9:75% adjusted by . - ¥

21 basis points to account for the estimated issuance costs.  The -
cost of long-term debt is the aggregate interest cost on embedded. '
and estimated long-term debt outstanding during the test period. '
Averaging the year-end debt cost.of embedded and estimated new'debt
for the beginning and end of each year results in average effective
costs of debt of 9.25% for 1992, 9.45% for 1993, and 9.64% for
1994.

. ial Ris)
The level of a utility’s financial risk is associated

with the proportions of its debt and equity capital. The higher
the debt ratio, the higher the cost of servicing the debt and the
greater the fixed proportion of revenue required to make debt
payments. A utility can lower its financial risk by increasing
equity, but this tends to dilute earnings per share as the number
of shares increase. From the ratepayers’ viewpeoint, debt financing
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is less expensive-than equity financing.because. interest on debt is
tax deductible whereas-return on common egquity -is not.. Thus;.the: 7t
balance we must .strike is between the risks associated with:'debt [/l .w
versus equity to arrive at.a reasonable.cost: of capitali v LS

The f£inancial stability of a utility can be measured by = '
bond ratings made by agencies such as:Standard & Poor’s. ' The:
rating agencies review financial information in the categories of: -
total debt to permanent capital, pretax . interest:coverage, net cash
flow to permanent capital, and net cash flow to capital: ~uvu o
expenditures. In 1989, during SJIJWC’s last general rate proceeding,
the utility’s bond rating ranked  7AAA” on. all Standard. & Poor’s:
benchmarks for water utilities (the highest rating). At that time 7.
SIWC’s high ratio of common ecuity: (57.51%).would.have produced-an™: . »-
estimated return which would have generated:a surplus:cash:flow, . = T
In Re San Jose Water Co, (1989) 33 CPUC 2d.302, 310, we stated that
under those circumstances, maintenance of a top level bond rating
would be important only were it needed.to obtain a low interest:
rate on new debt issuvance. ' Further, we realized: that SIWC’s-high "~
equity ratio denied ratepayers the advantages of a more balancedr ' - .
capital structure and adopted DRA’s recommended imputation of a~ - S
lower common equity ratio to reduce revenue requirement. -Weo”
thercupon adopted a declining imputed .common equity.ratio that
phased down to DRA’s recommended imputed 53% ratio in the last™::
year, while -applying a-phased.increase in the rate of:return -~
(11.75-1989, 12.00-1990, 12.25-1991). "As is-clear from SIWC~ s .. . i &
current capital structure, our decision to give SJWC an incentive -
to reduce its high equity position produced .the desired result. -

. SJWC argues that today’s situation:is substantiallyw " 700
changed. SJWC will be refinancing as well as issuing a-large " -
volume of new -debt - financing that will almost double its™  .°
outstanding: bond debt. . The ratio of common equity will decrease "
markedly to 50.75%.in. 1992, 49.15% in 1993, and 48.81%:in1994. -~ - =

— . Pma e A T e s R
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- We recognize SIWC’s new debtload:in reviewing’the "
proposed capital structure stipulated to:by the company and-DRA.- '~
Capital structure is only one.of the factors which we review in-
determining the reasonable rate of return.' Further,' we must' look
to financial markets and expectations: in’ those markets.” Wexmﬁst
also look to the unique features of the:applicant and make: any R
necessary adjustments for that firm’s circumstances. - o

When this proceeding was submitted: interest rates”had-'
increased above the level which prevailed in 1989 ‘when SJWC.-last -~
had a rate case decision. Despite the small increase in interest -
rates, it was clear that expectations are for lower-interest rates - -~
through the remainder of the year, and:.perhaps continuing to- ‘
decline well into 1992. While this. expectatzon is’ 1mportant At ds e
not determinative of the rate of return. ' S
We-are also well aware that a recession has- been present.
in California throughout 199L1. During recessions the expected
returns on equity fall. We believe that water utility investors - <
are no different than other investors;, and have .a realistic- =~ =~ -~ .
expectation that rates of return will decline. ‘Indeed; utility -
stocks are a traditional haven for investment during recessions.:
Consistent with-DRA’s recommendation, -we conclude that -
financial market conditions support al reductxon in the rate<of tU
return for SJWC. ' - L e S LR S A ARSI RS
We now turn to specific SJWC:issues which may -affect.our ~*=3‘
determination of the appropriate return on equity. ' SJWC argued -~
that the increase in debt expected over the life of :this ratercycle: "--
has made it a riskier utility than when.it.filed its-application. -~
We concur with the principle that increased debt tends to increase
risk, though in an imprecise and variable manner. D
SJWC also notes that .due to the drought in California, -
its earnings have been .severecly -impacted by lost water .sales due to- '
mandatory rationing. We agree that revenues were’ substantially
reduced from mandatory rationing. Our recent decision in the
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Drought Investigation, D.91-10-042, made: clear that:the  wwhm. mrmo)

establishment of ‘drought memo: accounts not.only protected:utility . 7=

shareholders from drought related sales fluctuations due to /-7

mandatory rationing, but also reduced utility risk.. While SIWC:is- = 77
Just now collecting the monies: from: the memo:accounts,  theo company ' "

is collecting the monies. Over the course of the next year:SJIWC . -
will have collected these balances. We ¢an not ¢onclude that:-SIWC
has been made .riskier from the drought related mandatoxry '~ =7 .~
conservation. Indeed, with the memorandum:account the utility has’
experienced a reduction in risk. We also believe thati recovery of
these monies will substantially improve the financial 'ratios: which
SIWC has argued have deterxiorated so dramatically. St e

We .must also recognize that during.part of the past:three -
years, that SIWC has experienced voluntary conservation which may
have lead to SIWC earning less than . its authorized rate of return.
Thiz iz no more or ne less than the standard utility risk undex -
current ratemaking practices. It.is clear that SIWC’s earnings
over recent years have been very good. Only in the last year and a
half may SIWC have had difficulty in earning the authorized:return
because of consorvation. ‘Undexr our ratemaking process for. watexr
utilities we would expect to see years.when.authorized returns are
exceeded and years when firms do not-earn the full authorized:

returns. Taking into account that SJWC andBranch: stipulated-to-a "~ -

conservation number for purposes of forecasting, we conclude that:

voluntary conservation is included in-the forecast of “sales-adopted’ -

today and should not be ¢onsidered a- source of future inability to
achieve the authorized rate of return. In summary, we believe that
SIWC’s recent fluctuation is consistent with current ratemaking
practice and does not merit an increase to its return.

Busi RiS)

In this proceeding, as in recent past proceedings, SIWC

contends that water utilities face the same, if not greater degrees
of technological change and risk as electric utilities. The
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difference between previous filings and:this-once is-thats-8IWCno .. uon

longer argues that it is as:risky as energy utilities;:evidently .
¢onceding that-gas utilities:are riskier than water: utilitiest: .
SIWC cites the fact that electric utilities have  full balancing: = .
accounts which remove the product mix, -while water utility. . .-~

balancing accounts. for purchased water- and-power. do-not includew - .= ..

product mix, leaving water utilities penalized in droughts. when -
higher percentages of their more-costly water must be. used. . uSIWC:

asserts that electric utilities are entering a-period.of surplus .- - v

cash flow and reduced construction budgets, while water utilities
face aging plant and the stringent and potentially costly .
provisions of the Safe Drinking Water Act. While we note these . -
concerns about uncertainties surrounding- .the water industry, we are
not ready to agree that the degree-of risk facing water utilities
can be conmpared: to that facing the electric utilities. IWe:have.
addroszed this axgument many times in the past several years.and
have consistently rejected it.- We .do:so again. ~ - . oo

We must point out for completeness, that in response to
industry concexrns that we have not appropriately considered water
industry risk, we have instituted an investigation into the . xisk
associated with water utilities, I.90-11-033. SJWC.is well aware .
of this proceeding: and that I.90-11-033 is the proper place to-.
bring up its arguments concerning relative risk issues. ‘We) ..
encourage ‘all watex utilities to focus their energies- concerning -
relative risk between energy utilities-and water utilities on that -
proceeding where the issue can:.be considered generically.....:.
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Rate of Return R
Rate of return on' common equity' (ROE)'is the'major issue”
in the present proceeding. ROE determinations are not matters of
absolute precision, and many. factors, both:quantitative and’ -~ i
qualitative, must be considered.. The legal precedents foxr & = -
determining a fair ROE for regulated public utilities are foﬁnd«ih“'*
the U.S. Supreme Court deczs;ono in Blggxlghi_iugu;_inijgng '

(1923) 262 US 679, and the Rederal Powexr Commission v. Hope Natuxal
Gas Co. (1944) 320 US 591. In Hope the court stated that ”“the
fixing of ‘just and reasonable’ rates, involves a balancing- of the

investor and the consumer interests,” ‘and that “From the investor

or company point of view it is important that there be enough
revenue not only for the operating expenses but ‘also for the
capital costs of the business. These include service on the debt
and dividends on the stock. By that standard the return to the
equity owner should be commensurate with returns on lnvestments ;n
other enterprises having corresponding risks. -That return,
moreover, should be suffzcxent to assure conrldence ln the ”*5_
financial integrity of the onterpriue 50 as to maintain its. credit.
and to attract capital.” 7ITwo dlstlnct standaxds ensued from these
landmark cases, a standard of capltal attractzon, .and a,standard of

comparable ‘eaxrnings. The capital attraction standard concentratos N ;.1

on investor expectations and is applled us;ng market valuo methods
such as the DCF model and the risk premlum (RP) analys:s 3 Tho_”

3 The ngﬁggunIQQJQNﬂLJQSL_model is a zmnancmol market value S
technigue based on the premise that the current market price of. a -

share of common stock cquals the present value of the expected
future stream of dividends and the future sale price of a share of-
stock, discounted at the investor’s .discount rate. By translating
this premise into a mathematical equation .and transposing the

(Footnote ¢ontinues on next page)
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comparable carnings standaxd concentrates on expectations-derived’
from comparisons with similar, enterprises with similar risks.'

Both-SJWC and DRA used the DCF and RP financial model "
analyses relying on comparisons between SJWC and a dozen: other”
sizable water utilities, publicly traded, both within.and: outside
of California, to justify their respective-ROE'recommendations:"
The partics derived different conclusions based upon their -
applications of the methodologies. e s to '

Using its comparable dozen water utilities,4‘SJWC
applied the DCF model to each utility’s-earnings and dividend
growth over the l0=year period 1979-1989 to develop an:expected ROE
for each. These ROEs were then averaged, with and without = -~
including SJWC, to-obtain an average ROE of :13.72% and '13.98%,  ~ -~

(Footnote continued from previous page) .. - . s e
equation, the investor’s. expected rate of return equals the~.

expected dividend yield (the next expected dividend lelded by fhe

current market pr;ce) plus tuture dlvmdend growth

The R;gx_zzgm;gm model is a r;sk—or;ented r;nanclal market
value technicque which recognizes that there are differences in the
risk and return requirements for investors holding common stock as '
compared to bonds. A risk premium analysis determines the extent
by which the historical return received by equity investors in -
utilities comparable to the utility at issue exceeds the h;storlcal
return earned by investors in stable long-term bonds. This
dlfrerence, or ”risk premium” is then added as a premium to the
estimated cost of long-term debt to derive average expected return
on equity for the test periods. To mitigate the effect of unstable
observed historical promiums derived from volatile bond market
conditions in the 1986-1990 period, an average premium is
calculated over an extended time period selected to include: more
than one bus;ness and interest rate cycle. :

4 The same list of water utilities as staff used, but. exclud;ng P
Philadelphia Suburban, which staff 1nc1uded, while. exclud;ng ' T
Southwest Water, which SJIWC included. Staff selected the 70%"
cutoff criteria. ‘ -
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respectively. - In addition, for company.specific results; SIWC did- - =
a DCF analysis. -for, SJWC using an-estimated 4.5% .inflationirate and™-: "’
a Gross National: Product deflator based.'on the-Urban Consumer-Price.’ "
Index, for the same 10-year period, tor-obtain yields.of ll.33%:on = 7
earnings and 15.62% on dividends, for an average of 13.5%."
To verify its above DCF-analyses: results, SJWC did three ™ ' '
RP analyses. The first, an industry specific analysis basedion:.@ ©
1989-1990 regulatory ROE decisions of--3 in-state and:ll out-of-
state water utilities, produced an average .13.20% ROE.(contrasted:
by SIJWC to 13.43% for six 1989 California energy utilities. 'ui. .-
decisions). The second, company specific to ROEs.actually granted @ "
by this Commission to SJWC over the period 1975 to 1984, produced a -7
range of 12.32% to 15.33% with the average being 13.82%.. The third: -7
RP analysis, using-a “normal” RP range of 3 to 5% produced a‘range” "~ °
of 12.82% to 214.87%. BN o T L Lo e
From these market: value-analyses, SIWC concluded:in its ™ 77
application- that a range of 11.33% to 15.62% was indicated.' ‘It = "

concluded that an average of 13.5% should apply and: that:an ROE of '~ "'
not less than 13% was required. The:utility’s chief witness stated %"
that SJWC has always attempted to match dividend growth to- the’ el
inflation rate -~ except in times of uncommonly high .inflation.
rates. That witness testified that anything less- than:13% would
regquire it to-lowex its retention ratio:to. sustain growth:in:.

. wpom e
! AT

dividends. = oo 0 oo o o DL e
In DRA’s.report applied a-DCFzModelfSummaryxtotsawcs"“-"”

specifically, and to aveoid.the bias that:can-result:whenither. "~ '/

analysis is applied-on a company-specific:basis. to'a utility with = "oF

exceptionally high growth rates, it also .applied the analysis-to-

its comparable-group of a dozen-companies.from the Turnexr-Report.

DRA Used current dividend yields at three and six months of 16.53%"

and 6.90%, respectively, for the company-specific.-analysis; -and-

7.00% and 7.25%, respectively, for the comparable group of water
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utilities’ averages. -At.this point DRA applied -“qualitative” ™V
factors for growth rates f£or both the company-spécific“dnd”the*“
comparative utilities group rather than the actual: darmved ratcs
This substitution was based up on its:view-of 'current and - K
forecasted economic conditions, as-indicated by ‘interest rates and '~
other factors, listing the current recession, swings inoil przce,,
the Middle East war, rising unemployment, the savings andiloan’
crisis, banking uncertainties, governmental ‘budget’ deficits) the
real estate doldrums, and lower retail sales and corporate profits.
DRA concludes that, while many forecast-'a short-lived recession, -
given the tenuous state of the economy and lower expectations,
undoubtedly investors in what appear to be “recession proof” water -
utilities will also expect lower earnings. ' These qualitative-'
factors lead DRA to conclude that neither the water utility -
industry nor SJWC can maintain their historic growth rates. ~-
Therefore, instead of applying actual dividend,-earnings, and
sustainable growth rates for the comparables or SJWC, DRA-applied a '~ '
judgmental estimate of 4.25% to 4.75% to-both the threerandisix - - .
months’ estimates to obtain its range of 1l.06% to 1ll. 98% - ROE" to
SIWC and 11.55% to 12.37% ROE to the comparables. ’ oo

DRA. also used a version of an RP' financialimodel' 'to”
verify its DCF results. . It did:not apply this. RP analysis-to-SJWC- " -
specifically because it considers SIWC’s high historical growth: '
rate an anomaly. It did apply it to the comparable grbup. Based’” ' 7
upon the average group yvield, average group ' growth rate),. and-return
on ecquity each year 1981-1990.compared to.average annual yields
each year for 30-year T-Bonds and “AAa~ utility bonds, it calculated
the respective risk premiums, obtaining-a l0-year average premium-
relative to 30-year T-Bonds of 2.63% and . 1.20% relative to ﬁAA”w“~~ﬁ@3K0
rated utility bonds. When added to projected‘interest“ratesﬂror"”ﬁ” S
1992-1994, these result in a projected range of 11.34%-to"11. GS%
for the comparable grouP. . .. vt S e e
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Applying-its DCF-and RP-financial models.to:the issueiat: - <i s
hand, DRA concluded.that a. ::a'.u';g'c:::--on"'c:.om:mon-"equ'n'.ty”1:>e‘t.'.w'ee'n'i’:l.:!.’"'50%""‘t:<:’”'"“’“"’*’“'t
12% was appropriate for SJWC; and- Spec1f1cally'recommendcd ‘11.75% - e
as the ROE to be adopted..: -~ .. .o Uuiooo T

ANALYBAS . 0 L L iUl L OISR oM I

Both SJWC and DRA based theirirecommendations-on:data '
contained in the C. A. Turmer Utility Reports. - DRA’s~ecriteria for -~ -
inclusion of any specific utility was.that at. least:70%/of revenues" . -
had to have been derived from water operations, and that: the stock’ - =@
had to be regularly traded. SIWC challenged'DRA’s derivation of . 7 .«
earnings growth .and sustainable:growth rates from comparablec™: .7
companies. = SJWC noted that one utility, Philadelphia Suburban, was - *"
included. but did not meet staff’s own criteria since over some.of - -
the years considerably less than:70% of-its earnings-came.from. '
water -operations. -SJWC prepared and introduced Exhibits "12-and 13
and derived growth data for Philadelphia Suburban -in Yine with. -“= °
DRA’s 70% guideline.  These exhibits showed sigmificant adjustments - "
to the comparable group’s derived earnings growth rate and - - R
sustainable growth rate (from 6% to-.6.64%, and 3.49% to 3.60%,
respectively). One option was to exclude Philadelphia Suburban '
entirely which would . have raised. the respective percentages “from 6% - -
to 6.97%, and 3.49% :to 3.72%.. SJWC argqued that Philadelphia-iti "
Suburban could be included or excluded, but that the appropriate
data should be used. Evidently, SIWC had not notified DRA of its
information concexrning Philadelphia -Suburban prior to-hearing.-

‘In xesponse, DRA -elected not to use the growth rates = -
derived from-the compiled data, such-as dividend growthi.rate,”
earnings growth rate, and sustainable growth xate. . Although: it -has
been the practice. in the recent past to blend historical and -
sustainable growth rates, DRA decided. to .apply subjective growth - " "
rates of 4.25% to 4.75% applicable to both SJWC specifically and
conmparable utilities’ DCF Model Summaries. On: cross—-examination, -
DRA’s witness explained that the comparable water utilities have: ' -/
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stable-customer bases, and:generally: consistently increase-<:i/

revenues, -dividends, and: retained earnings;: factors- which arerstill .. "
prevailing. He also tended to agree-that: . the-recession will be: -~ :
short-lived. We have consistently considered the growth rates 'to /'

be used in the DCF analysis calculations to be the key’factors. We
also have. consistently recognized that the values. chosen for::

inclusion in the model are.not necessarily precise.mathematical.: = =~

derivations. DRA’s witness candidly explained that the values '~

chosen were based upon his informed:judgement. We agree. with-DRA’S:

witness that water utility revenues tend to be stable, thati -
earnings growth tends to be stable, and:that retained: earnings:
growth tends. to be stable. We also must recognize.the tremendous -

growth which has taken place in the San.Jose rarea during.the: 1980s. -

It is clear that SJWC has benefited from-this unprecedented growth

which is reflected in the outstanding: financial.performance .of SIWC:K = -
throughout this period. We must also recognize 'that the curxrent ~

recession and slowing effects upon growth in California .that :these
trends are not expected to.c¢continue:over the life-of:this rate :-

case. Even if the recession ended .today, . it.will be:some time . .~.. 7 ..:

before the recent population explosion in San Jose could be '
expected to resume. We find DRA’s growth rates of 4.25% and 4. 75%
to be reasonable under current conditions and will adopt them.:
Having found DRA’s adjustments .to-its models at hearing
reasonable, we also find DRA‘’s range' of recommended returns -

reasonable.  The DRA recommendation of a return on equity: of lL.75%

is reflective of current econonmic and demographic condition, 'is

sufficient to attract capital, and compensates investors for theixr:

perceived risks from investing in the firm. . . 7 LT
SIWC’s showing is mechanically based upon its
mathematical. models. We find such models useful in providing . . .=
quidance about historical relationships and trends of key '::.°
variables.- However, informed judgement is still ‘the. key to in
human decision making. S e Lo W

-3l - - 0o

N AN
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SIWC’s.-models do not account . for our: current. economic
outlook. Noxr does SJWC’s showing satisfactorily account: for > ..
demographic changes in its service :area. . We also-must recognize . '

that in recessionary periods rates of return:fall on average ' ' -

throughout the -economy. Investors must.also.expect that returns on.
utility investments will track this trend.. SIJWC’s request - for an. - ... =

increase in its: authorized rate of return is. sxmply out of.step’
with today’s econonmic reality. ... N PR Cores eeegm e
‘We turn next to RP analysis differences, recognizing- that
in recent proceedings involving return on equity we have tended to "
accord this financial model the least weight. One of SIJWC’s three:
nodels presented . using the technique adopted a 1989-1990 .base:::
rather than follow the traditional historical term pattern. . That -
analysis showed that the average of the returns on equity granted .-
by requlatory bodies in 1989 to 3 California and 1l out-of-state
water utilities exceeded the 9.79% average rate on “A” rated '’

utility bonds by 2.93%. When that 2.93% risk premium is-added to ~ =

the 210.27% 1990 three—-month average-return on YA~ rated utility
bonds, it produces an expected ROE of 13.20% for .comparable water
utilities. ' The seriocus difficulty with this short term application

of RP analysis is that risk spreads tend to.vary substantially: over - ...

time. Review of a short term snap shot.can not establish if the:

picture is an historic anomaly or part of a well established trend.: . ="

This application necessarily is accorded little weight. . The ‘other
two RP analyses by SJWC are too narrowly . company—spec;f;c-to carxy
much’ cons;derat;on.s RIS TP L PO 1 S ST PN

5 SIWC’s Exhibit 2, Schedule 10, "showed ,‘however’', ‘anaverage:
risk premium of 5.69% indicated by the returns allowed SJWC .by .
Commission decisions between 1975 and 1985 when compared to sIWErs
embedded cost of debt in those years.




A.91=-02-082 COM/JBO/mmm

-While.DRA -also places :little:reliance:.on ‘RPcanalysis.

other than to verify its DCF.analysis; its.results .are interesting. ...«
DRA follows :a short l0-year term .historical basis (1981-1990) foxr  =mw. . .

its RP analysis. It obtains, - year by year, an-averagereturn:.on

cquity for the comparable water utilities, and. then compares. these - "1’
returns with the average yields .each year on. “AA” utility 'bonds and = .
30=-year T-Bonds, to obtain for each year a respective risk premium. =

Averaging these yearly premiums, DRA obtained l0-yoar:average ‘risk
premiums of 1.20% and 2.63%, which when added to:the forecasted

interest rates for 1992 projected ROE for 1992 of . .1l.34% to XX.65%. -

SJWC observes that RP analyses should:always be conducted on the -
basis of expectations and not on .the basis of realizations. = As -
Meyer pointed .out, the normal procedure: is to .use for extended .-

periods of time, not less than 25 years, the actual rates of return . = .

on equity over that cxtended period to arrive at a true . xrisk:o. ..

premium. In any given short period, Meyer asserts, one would not = "’
expect to have the risk premium result in what the expectation-of .. ..
the investor was when he made the . investment, but over . an extended

period an investor could expect to have actual earnings begin-to

allow investor expectations to.be reflected in the'analysis;vﬂrhis
is, of course, similar to our problem with SJWC’s .one year time
period for its RP analysis. . T S P P PN SN

-‘AS we previously stated, RP - analys;s is. generally given:
the least weight of the financial models we .consider. 1n o
establishing a rate of return on equity. We see nothlng in- th;s
record to change our general policy and accord little weight to the
RP analysis of SIWC and DRA in this proceeding.

We also take notice of D.91-11-069 in which we adopted a
rate of return on equity. for California~-American Water Company of
12.0%. California American has a significantly higher ratioc of
debt to equlty than SJWC,. 1nd1cat1ng that SJWC should recelve a
lower rate of return than 12.0%. - - e e

match expectations.  The period.of DRA‘’s analysis is too short to- @ = ..
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We are persuaded that aireduction in SIWC’s authorized
return is warranted. In SJWC’s last rate.case-we established a
different rate of return for each of the three years._ The average
of those throe years: was 12.0%. ((ll 75 + 12,0+ 12. 25)/3 = 12.0)
A reasonable adjustment from this level is at least 25 bas;s

po;nts.f In recognition that SIWe has 1ncreased its proportzon of o

debt in response to Commission wxshes, we find it 1nappropr1ate to)
reduce the rate of return more than 25 basis points. Accordlngly
we will adept a return on equity ror SJWC of 1l. 75%.

Based on consxderatlon of the representat;one of the ‘
company and DRA, and our analyszs, we conclude that a reasonable
and just return on equity for the: 1992, 1993, and 1994 test years-

of this proceeding would be 11.75%. Table 2 which follows shows

the adopted Capital Structure and Rate of Return:
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. Table: 2.

San Jose Water Company

Sompenent ALSﬁasa;sanizal SIWC Request ., DBA_Beggm¢g,_w adopted .
- X Effect. ~ -~ ' 'Effect.” -~ ' Effect.’
AEQBEI ‘Ratio . Rate . "ROE - BA&Q_ BQE BA&Q_ BQE

! ,,,,.JJ

Test Year
JQQ-» L

. X el ; Lo
\ ,l:‘ 3 S

Bonds $ 63,720,000 49.25% 9'25%N;“4:56% ﬂ 9.25%. 4. ss% “9.25% 4.56%
Common ~_65.648.027 $0.73 13.00 '_Ei60  1:.75 5.9 11.75 _5.36

Total slés;zéé,qzv 100. oo% {““,_ imii,iéi ‘§  TN; 10 sz%w5 .. .10.52%

Int. Cover. -. . L L2823 e L2 Bk
Test Year

—A293

Bonds $ 69,375,000 50.85% 9.45% 4.81% 9.45% 4.81% 9.45% 4.805
Commen 62,063,157 49,15 13.00 5,39 11.75 _%.78 11.75 _5.77%

Total $136,438,157 100.00% 11.20% 10.59% 10.58%
Int. Cover 2.33 2.20 2.20

Test Year
1994

Bonds $ 71,746,667 51.19% 9.64% 4.93% 9.64% 4.93% 9.64% 4.93%
Common _68,401,108 48.8) 13.00 _6.35 11.75 _5.74 11.75 _2.74

Total $140,147,775 100.00% . 11.28% 10.67% 10.67%
Int. Cover 2.29 2.6 2.16
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[

Table 3, our adopted Summary. of Earn;ng follows. Its
#At Present Rates” reflects the quantltles adepted trom the
initially presented summary quantities in the proceeding before
(L) the Jui& 1, 1991 Santa Clara Water District increase in ‘the:
price of purchased water, (2) the pump tax increase_Q:ﬂJnly 1, 2991 ..
from the same district, and (3) the rate base revisions |
necessitated by the Further Stlpulatxon for Settlement pertalnlng
£o the Austrian Dam revisions (the ALY’s August 27, 1991 Ruling).. .

Its ~At Rates Authorized” reflects inclusion of the item eost\.gJQJ
adjustments.and changes in the.franchlse tax, uncollectlbles,,and

three late developments stated above. Thus the Summary sets forth
the operating revenues which would have been provided at the rates
prevailing when this proceedxng began, and those wh;ch w;ll be
required to produce the 11.75% return on equity we are authormz;ng
for the tast years. Cote RETRRRE et iy
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Table 3
San Jose Water Company " ’

’ .-

(Thousands of Dollars)

AL_Rxresept Rates ST

Operating Revenues ) 68%464.2‘“‘ '“f? “f"712355-§  |

Operating Expenses _ I T PP P
Purchased Power ‘ - 5,224.4 ., 5,474.8
Purchased Water L 16,660,000 . T T 17 NG 0 v
Purchased Chemical 3200 e 3200

Pump Tax
Payroll -

Other O&M

Other ALG and Misc.
Ad valorem. Taxes
Payroll Taxes
Uncollectibles
Bus./Franchise Tax
Incone Taxes

Total Opexr. Expenses

0 9,999.2
. °1,536.0°

12,681.7
10,779.9
1,:708.8
- 719.2

145.1

L 20807 L
L —2.636.4

£1.330.4

et
oy

'10,779.8

1, 617.0

13,213.4

11,378.5

P 7A5_'l v"s_-, R
151,10

TR % o AP NS R
et BB

s it
62,9835

Net Revenue
Rate Base
Rate of Return

At _Raves Authorized
Operating Revenues 91,463.9 95,180.9

Operating Expenses

Purchased Power
Purchased water
Purchased Chemical
Pump Tax

Payroll

Other O&M

Other ALG and Misc.
Ad valorem Taxes
Payroll Taxes
Uncollectibles
Bus./Franchise Tax
Income Taxes

Total Oper. EXpenses

5,716.8
22,576.0
32.0
24,941.0
1,536.0
12,943.9
10,591.9
1,708.8
719.2
193.8
205.9

—2.208.9
—L8.282.9

Net Revenue
Rate Base

Rate of Return

13,089.7
121,764.8
10.52%

6" 002 - 3
23,239.4
32.0
16,182.3
1,617.0
13,439.7
11,282.3
1,789.0
75%.5
201.7
214.3

s 2063
-83.457.,8
13,723.1

126,948.0
10.58%
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The - $5,916,000 additional operating revenues which were
authorized by Commission Resolution No. 3582 with!'reference to:

SIWC’s Advice Letter No. 233 to be effective July 1,71991 toicover -

the increased charges for water purchases from the Santa . Clara:
County Water District, and the $4,941,800 increased pump tax- costs:
erfective July 1, 1991 rosulting ‘Lrom . the same district”s action
after the expected legislative authorization, and the.$640; 200 in-
their various associated changes to the franchise tax, e
uncollectibles, and income tax components, as well as the Austrian
Dam and Austrian Dam CWIP rate base.adjustments under the further
Stipulation for Settlement, sexrved to produce a net increase in the.
Test Year 1992 ”“At Present Rates” Operating Revenues: from e
$68,464,000 to $79,962,200. . - : . S T e

The rates of return which we .are: authorleng STWC by - th;s?-”lﬁ

decision will produce additional revenues of $10,991,800 ‘over the °
present $79,962,200 for 1992, an increase of 14.3%. “In test year
1993, an additional $3,702,500 will be:produced, an . increase.of .
4.1% over the revenues which the existing rates would produce. - In
conformity with our requirement that Class A water utilities not: '~

file general rate applications more frequently than once evexry '@ '. .

three years, a third set of rates in the form .of a step increase
will be authorized for 1994 to allow. for attrition, both.. ~ . I
operational and financial, after 1993. . The operational .component,
as indicated by the decline in the rate of return at present ‘rates
is .04% (5.82%-5.78%). The financial component, as indicated by

the dirterence‘of:0.06%‘between'thefadopted-rateswot-returnﬂfloasst' R

and 10.52%). To offset this combined 0.10% (0.04% + 0.06%) -
operational and financial attrition .we will authorize a 1994 step

increase of $292,966, a. 0.3% 1ncrease.§,nhwum

et ¥ N
.

6 Using the formula: Rate Base x Rate of Combined’ 6§é§gtiéﬁiihﬁms‘
and Financial Attrition x Net-to-Gross Multiplier = Step Increase,
we find: $126,948,000 x 0.10% x 1.7752 = $225,358.
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On or after November. l: in: the years 1992 and 1993, SJIWC
will be authorized to-file advice.letters. with appropriate work - il ..
papers, with reference to the.Adopted Quantities. in Appendix™Cyand '~ "
in compliance with General Oxder 96=A,: to justify implementation of
the step increases herein postulated for.each of years 1993 and! " [~i-""
1994. These supplemental filings:will permit review 'of .achieved™
rates of return before each step rate is. authorized.. - "o el
Finally, turning to RateuDesign,*in D;86-05-064\in!order533?W
Instituting Investigation. 84-11-014 we determined upon.a‘ rate: . -
design policy which, among other guidelines, included-’setting~ - .- iV
Service Charges to allow utilities to.recover up to 50% of ‘their:
fixed costs. By Resolution No. 3582 with reference -to SIWC s.-' .
_ Advice lettexr No. 233 concerned-with Purchased Water (supra): we
approved Service Charges which approached the 50%:goal‘ofthe - -
guidelines.. The Service Charges established in the Schedules  in
Appendices A and B to this decision meet-this rate design policy:
while providing that no customer will .receive .an increase that is" - - .
more than twice the system average increase. . Any remalnlng revenue -
requirement has been applied to the commodity block. ‘
Appendix A to this decision sets forth the rate structure
approved to be made effective for the year 1992. Appendix B " -~
contains the step incrcasas authorizad for 1993 and 1994. - In that
rates very possibly will be revised through .advice letter offsets -~
in the period ahead, it is very possible that schedules for 1993
and 1994 predicated upon rates authorized for 1992 may not be the -
current rates at the time the step rate advice letter filings are -
to be made. Accordingly, the increases contained in:'Appendix B can’ 0
be added to the rates that would otherwise be in effect on the date =7l
the particular step increase is to go into effect in order to
develop the appropriate rates for filing. The compilation of
adopted quantities and the adopted tax calculations are conta;ned

in Appendxx c to thms decxéxon.

. . . . e 0 . B
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Comments on the-Proposed Decision:@. = ... o
of the Administrative Law Judge . e e e
ey

PEEE -

. As provided by Public: Utllltxes ‘Code§ 311, the Proposed

Decision or ALJ Weiss was served:on.therparties to this proceedmng.~““'“

Staff (Water Branch and DRA) submitted- comments-u SIWC® submltted

rcply conments. . R SR SRR AR
In commenting on,the ALJ’s ratemaking treatment 'of

company,cars,whererpersonal:use—exceedlng.So%uwasaaLloweduasﬁa—

deliberately conceived part of -an employee’s total compensation ' 7"

package, staff asserts again that adoption of the ALY’s resolution
of the issue would serve to annul several 1989 decisions to the
contrary. - Staff argues that the ALJT ignored these decisions and-
instecad relied upon a 1990 decision which, staff asserts, did not =

really mean what it stated, but was merely affording due "process. -- '

But staff misreads. the two earlier decisionsas-absolute
prohibition. In thevfirst,7 we disallowed exacutive ‘commute: - '
expenses considering the compensation paid, and absent any showmng
of responsibility for emergency c¢alls. In the second, -the > .
expense was disallowed because the personal use privilege ‘had "+ -

reached abusive levels. However, the decision left the door’.open '

for a future showing but warned that it would: have to be ‘a clear -
9.

and convincing showing. And in the third:and:later decision,” we -7 - """

set forth suggestions in some detail ‘as to:what aniacceptable

showing must establish, considering the entire compensation:package - “ 7
with reference to- -both local and national job markets. - This:'is not

merely affording .due process. ' .The ALY after review of the ..o

extensive evidence concluded, as-do. we, that: in this'particular -7 .

. e

7 Re San Gabrigl Valley Vater gg. (1989) 32 cpuc 2d’ 423.'fffvwifff -

8 Bs_ﬁin_lgis__AEQI_QQL (1939) 33 cpuc 2d 302.
9 Re califormia Watex Sexvice (1990) 35 CPUC 2d 428.
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factual instance SIJWC had presented suf:mczent'factspxsurveys, and
circumstances to meet these requirements: ' v T i &
-With regard to. the return on-equity:capital issue, DRA
asserts that-the ALT based his conclusions.on misunderstood’
interpretations of the record. "DRA also:states that the o =i
quantitative determinations to support the conclusions are ‘based on
nodifications teo DRA’s financial models.which are derivedfrom

econonmic variables that can change. - DRA states: that the decisiong ™ « %
reached by formalistic applications.are-only guidelines,>;and (.= = .
implies that the judgment of the analyst is the important: factor.. = =+
In our order we have reversed the ALJ’s proposeddecision -
and adopted the DRA- recommendation. We recognize that judgement =~ = 7:

forms an integral part of any determination of ‘appropriate return '
on equity. We have found DRA’s candid discussion persuasive. “We:
have alseo taken notice of D.91-1%-069 which most recently : .-
established a. return on equity for California-American Water -7:-

Company at 12.0%. Since California~American has a .significantly -~ -

higher debt ratio than SJWC, it is clearly reasonable’ to‘authorlze o
a return on equity for SIJWC less-than: 12.0%. o =0 Doowi. oLl e Lo
Eindings_of Fact Co O L P PSS

1. . SJWC’s serxrvice territory is: e:f;c;ently’servedathh
sat;sractory results and due concern for conservation.-. . NoTrLu

2. SJIWC requires additional revenues, but the rates itv: v
proposed would- produce an unjustified rate.of return. - Coo Sooo v

3. SJWC .and staff have resolved most areas of dispute; .
memorializing these agreements in a.Stipulation jointly: submitted;,
which Stipulation the ALJ and-we: determine to.be:in the public ' v
interest.

4. The nature of SIWC’s service business requires 24-houxr
availability, 7 days a week, of certain managers and supervisors
who must respond 1mmed1ately to. problems and, emergenc:es, th;s need
Justifies avaxlablllty and use of company vehlcles by these ~

y ™ N s Pl ol .“'f_r,l",
individuals. LT e T

, o
[ Do "yt
ST s
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5. SJWC’s-policies, with regard to: permitting personal use’:
of these vehicles, are cost-effective and reasonable: from” both:

operational and total compensation package perspectives. .Gt

6. SJWC’s aggregate compensation' patterns, including: .-

compensation attributable to personal use of company vehicles,:axe: ' : "

below the aggregate average compensation patterns, including . .o
compensation attributable to personal:use of company cars, of’
companies, nationally and locally, ‘with which SJWC. competes for. .

managerial and supervisory personnel. . . .- CotE L T

7. The adopted Summary of Earnings (Table 1l and l-A) for:
test years 1992 and 1993, setting forth-operating.revenues and
expenses at present rates and rate base, reasonably :indicates ' the'

results of SJWC’s operat;ons which can-be: expected over:the two =70

test years.
8. DRA’s substltutxon or a. qualitat;vely based’ growth rate"

range for the-actual comparable companies’. growth rates range:in:

R LI R St
Co /

its DCF-analysis was justified by its-economic and. operatzonal~rlsk””‘4

analysis. "
9. Neither SJWC nor DRA provided:a persuasive RP analysis.

10.. -Decision D.91-11-069 authorized California-American.Water - .-

Company an ROE of 12.0% with an equity ratio.of 41%. .. wi..m oo .5u0 o7
1l. SJIWC has a significantly: hlgher equ;ty ratzo than o

California - -American Water Company.- SR LT L
12. SJWC’s last rate establlshed an.average ROE of 12i0%..
13. SJWC’s ROE should be reduced: from 12.0%. . .o ..0 =487

4. An ROE of 1l1l.75% at this time:is just and reasonable. as. ... o

it provides reasonable coverage of the capital costs of the
business, including service on the debt and dividends on the stock,

while assuring confidence in the financial integrity of the
utility, and providing balancing the interests of the investors and

ratepayers.
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15. . STWC:. and DRA agree. on;the"capitalizatioﬁ“ratios‘?b%’the”

years 1992, 1993, -and 1994, and: it 'is reasonable to use: them Ap e

this proceeding to compute: rates of .return. : S
16. Rates of return:of 10.52%,: 10.58%,- and 10.66%, . U+

respectively, on SIWC’s rate base. for 1992, 1993,-and-1994~are%7»A*“f““”

STy e

reasonable. - - B T e T ARSI SR :
17. The adoptcd rate of return. will*rcquzre an inerease~of

$10,997,800, or: 13.8%, in annual revenue for: 1992, an. increase- o£W\V”*”“

$3,702,500, or 4.1% in 1993, and a further’mncrease of" $292 966 or'
0.3% in 1994. -~ O . EEREIEIPE -

18. The adopted rate design iscreasonable.

19. - The-increased rates: and charges-authorized herein; >
incorporated as they are with increases resulting. from @' 00
contemporaneous increases caused by the Santa Clara County Water
District for purchased water and the pump tax, are justified and -
reasonable; and the present rates and-charges, insofar -as they
differ from those prescribed-herein, .are .for the future unjust and"
unreasonable. :

20. The further increases authorized, as set forth in '~
Appendix B, should be appropriately modified 'in -the -event the’rate
of return on rate base, adjusted to reflect the-rates . then:in
effect together with normal ratemaking adjustments :for the 12

nonths ended September 30, 1992 and/oxr September 30, 1993, exceeds~~iw'3

10.52% and 10.58%, respectively.
21l. The calculation.of adopted:quantities:and the adopted tax
calculations are contained. in Append;x C.of this’ decxsxon,- e

DS
' .
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gonclusion Of Law, - - . L TR e N T e i e

. The application should be~grantetho'the“extent*prbVided\ﬁ*‘"”
by the followzng -order, the-adopted rates and: charges’be;ng just, R
reasonable, and nondiscriminatory. . . v o Dooroma e

IT IS ORDERED thats . . 0 on s ngnn I i o trany
1. San-Jose Water Company  (SJIWC). is authorized 'to file! on'or )
after the effective date of this -order the revused-rate-scheduleS‘i75*"
for 1992 included in Appendix A.: This filing shall ‘complyiwith =
General Ordex. 96=A. The affective date of tha'revised schedules:
shall be January 1, 1992. The revised schedules..shall. apply only
to service rendered on and after their effective date. : ' e
2. On or after November 1, 1992, SJWC is authorized to-file
an advice letter, with appropriate work papers, recquesting the step’
rate increase attached to this ordexr as Appendix B for the year .
1993, or to file for a lesser increase in the event: that: SJWC’s -
rate of return on rate base, adjusted to reflect the rates then in
effect together with normal ratemaking adjustments for the 12
menths ending Septembex 30, 1992, exceeds the rate of return
adopted in this proceeding for the test year 1992. This filing
shall comply with Goneral Ordor 96~A. The requasted step rates
shall be reviewed by the staff to determine their compliance with
the oxderxr in thxs appllcatxon and shall go into effect upon the
staff’s determination of compliance. Staff shall inform the
Ccommission if it finds that the proposed rates are not in
accordance wzth the chmlsszon'* decision, and the Commission may
modmﬁy‘them.‘ The effective date of the revised rates shall be no
earlier than January 1, 1993 or 40 days after the filing of the
advice 1ctter, whichever is later. The revised rates shall apply
only to service rendered ongo:kafter their effective date.

~ e .~
! \. . ‘\ ‘ ‘\‘
. -,

Al \. N

PR ¢
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3. On or after November 1, 1993, SJWC is authorized .to.file: "
an advice letter, with appropriate work papers, ‘requesting the step
rate increase attached to-this order as Appendix B for the year ' 7
1994, or to file for 2 lesser increase .in the event that SIJWC’s -
rate of return on rate base, adjusted to reflect the rates then in
effect together with normal ratemaking adjustments for the 12
months ending September 30, 1993, exceeds the rate of return
adopted in this proceeding for the test year 1993.:.This f£iling
shall comply with Gencral Order 96=A... The rogquested step rates
shall be reviewed by the staff to determine their compliance with =~ * '~
the order in this application and shall go into effect upon the
staff’s determination of compliance. Staff shall inform the
Commission- if it finds that the proposed rates are not in -
accordance with the Commission’s decision, and the Commission: may -
nodify them. The effective date of the revised rates shall: be no- -
earlier than January 1, 1994 or 40 days after the filing of the
advice letter, whichever is later. The revised rates shall apply
only to sexvice rendered on or after their effective date.. ! -~

This order becomes effective 20" days from today. °
Dated Decembexr 4, 1991, .at San Francisco, Califoxrmia. '’
S R L Al AR TR
PATRICIA M.. ECKERT
.. ..,... President.
" JOHN B. OHANIAN
- DANIEL W, - FESSQ‘..ER*

NORMAN D. SHUMWAY.
e cOmmlssxoners

L [P

J "; | CERTIFY. THAT THiS DECISION. ...
' WAS APPROVED, 3Y THE ABOVE ..
| COMMISSIONERS T ~omy

FEAVDE

.
A gt
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SAN JOSE WATER COMPANY
. Schedule No. )

GENERAL METERED SERVICE

APELICABILITY
Applicable to gencral metered wator service.

JERRITORY

Portions of Cupertino, San Jose,
Los Gatos, Monte Sareno, and
in the County of Santa Clara.

RATES
Quantity Rates:
Per 100 cu. £t : $ 1.3070
Sexvice Chaxge: Rer Meter Pexr Month

For5/8x3/4-mm‘-o...n-oo..¢.-o.o $ 6.30
FOI.‘ 3/4-mm Ssasemnoensvnensenas 6-30
l-m-mw sesessnvnanssssesn 26.30
2-ilﬂ1 m Sssvosrnonrrevecnn 42~1°
B-MW Sssemnssrresevenve
4-mm teasrevernenassense
&mm Ssssesnenssnss e
s-mm sessrrscew

1. metoanmﬁemouectionintnebalmugam, a
or$0.20percczistobeaddedtou:equantitymtetor
twelve months from the effective date of the Tariff filed by
Advice Letter No. 233.

2. Due to the qain en sale of property, a flat surcredit of $0.10 per
serviceoomectionpermnthistobembtncted&mthebﬂl for
thirzl'il:ybsbcbillingcyclescmmencingwithbmmgcycleomm
April 3, 1991.

(contirned)
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SPECIAL QONDITIONS

3. Custamers who received water deliveries for agricultural purposes
under this schedule, and who present evidence to the utility that
such deliveries qualify for the lower pump tax rates levied by the
Santa Clara Valley Water District or agricultural water, shall
receive a credit of 50.1 cents per 100 cubic feet on each water
%;:.ilgglthe quantities of water usod during the period covered by

t i [ ]

4. All bills are subject to the reimbursement fee set forth on Schedule
NQ. W.
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SENERAL METERED SERVICE

RAINROWS END
ARFLICABILITY

Applicable to general metered water service for former customers
ofthecityofmpertimresid.ingonminbwsminthedtyof
ino, pursuant to Decision 87=12-034 which states in part:
From the date the Lease
i the

and (ii) at its rates in effect and on file
time to time or at the rates of City in
to time, whichever shall be lower."

Quarttity Rates:

m 500 Qal. ft., M 100 cu. ft.--..-..-
501"" 1'800 al. rt-' mr 100 QAl. tt--.---o
1,801 - 8,000 Qal. tt.’ m 100 . ft.....
8,001 -~ 65,000 cu. ft., per 100 cu. ft....
Over 65'000 Q. ft-, paer 100 cu. b n SR,

Sexvice Charge:

MS/a x3/4-i!ﬂlmw o ssssaneee
mr 1-mm LA N R W N N N N Y
For 1=)/2=inch MEter vveveeneevannnees
For 2-inch meter ...

For

For
For
For 396.75%

The service charge is a readiness-to-serve charge which is
applicable to all metered service and to which is added the
charge for water used camputed at the Quantity Rates.

(continued)
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Schedule No. 1A

. (contirmed)

SEECTAL CQONDITIONS

1. Due to the qain on sale of property, a flat surcredit of
$0.10 per service connection per month is to be subtracted from
the bill for thirty-six billing cycles camencing with billing
Cycle one on April 3, 1991.

2. All bills are subject to the reimbursement fee set forth
on Schedule No. UF.
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PRIVATE_FIRE PROTECTION SERVICE
APPLICABILITY
Applicable to all watexr service furnished to privately owned fire

LE X R XN NN N XN

LR X N W NN N

on sexvice comnection shall be installed by the
utility and the cost paid by the applicant. Such payment shall
not be subject to refund. The facilities paid for by the
applicant shall be the sole property of the applicant.

If a distribution main of adequate size to serve a private fire
protection system in addition to all other normal service does

not exist in the street or alley adjacent to the premises to be
sexved, then a service main from the nearest existing main of
adequatecapac;tyshallbemstalledbytheutilityarﬂthe

cost paid by applicant. Such payment shall not be subject to refund.

Service hereunder is for private fire protection systems to which
no comections for other than fire protection purposes are allowed
andwmcharemgularlymspecbedbythemdermtershavmg
jurisdiction, are installed according to specificatiocns of the
utility, and are maintained to the satisfaction of the utility.
The utility may install the standard detector type meter approved
by the Board of Fire Underwriters for protection agqainst theft,
leakage or waste of water and the cost paid by applicant. Such
payment shall not be subject to refund.

(contirued)
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Page 6
Schedule No. 4

(contimued)

4. For water delivered for cther than fire protection puxposes,
d:a:gesshallbemdethexeorunderschedulerio. 1. General Metered
sexrvice.

S. The utility undertakes to supply only such water at such pressure
as may be available any tima through the normal operation of its
system.

6. The minimm diameter for fire protection service shall be two
inches, and the maxdimm diameter shall be not more than the
diameter of the main to which the service is commected.

7. Due to the qain on sale of property, a flat surcredit of
$0.10 per service connection per month is to be subtracted from
the bill for thirty-six billing cycles commencing with billing
cycle one en April 3, 1991.

8. All bills are subject to the reimbursement fee set forth
on Schedule No. UF.
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APPLICARTLITY
Applicable to all watexr service furnished for resale purposes.

JTERRITORY

Portions of Cupertino, San Jose, and Santa Clara, and in Campbell,
Loscatos,MomeSemno,andSaratogaandmconguoustarritory
in the County of Santa Clara.

RAIES
Quantity Rates:
Mloo m. ﬁ-...."............

LA A E A X RN TN N NEEYY
Ssssprsaborerrrenve

A A A AR X RSN N AR N NN ¥

LA A E R KX X N N W NN ¥ W ¥ 22.50

36.00

67.50

112.50

225.00

360.00

lwmm LA AU R R R K N W W 517.50

The sexrvice charge is a readiness-to-serve which is
applicable to all metered service and to which is added the
chaxge for water used camputed at the Quantity Rates.

SEECIAL CONDITIONS

1. Due to an undercollection in the balancing accouwrtt, a
of $0.020 per oct is to be added to the quantity rate for
twelve months fram the effective date of the Tariff filed by
Advice letter No. 233.

(contimied)




A.91-02-082 APPENDIX A
Page 8

. Schedule No. 6
(continued)

SEECTAL CONDTTION

2. Due to the gain cn sale of property, a flat surcredit of $0.10 pexr
sexvice cunnection per month is to be subtracted from the bill for
thixty-six billing cycles ccmmencing with billing cycle one en
April 3, 1991.

3. Custamers who received water deliveries for agricultural purposes
under this schedule, and who present evidence to the utility that
such deliveries cqualify for the lower pump tax rates levied by the
Santa Clara Valley Water District or agricultural water, shall
receive a credit of 50.1 cents per 100 cubic feet on each water
bill forthequantitiesofwatarusedduringtheperiodccvemdby
that bill. (T)

4. All bills are subject to the reimbursement fee set forth en Schedule
NQCWI

(END OF APPENDIX A)
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. APFENDIX B

SAN JOSE WATER OOMPANY

Each of the following increases in rates may be put into effect on the
indicated date by filing a rate schedule which adds the appropriate increase
(or decrease) to the rate which would otherwise be in effect on that date.

1993 1994
SCHEDULE NO. 1 = GENERAL METERED SERVICE
Quantity Rate:

Por m waw, mr 100 m.:t... ------ LR R ] $ 0-0020 S 0-0040
SCHEDULE NO. 1A - GENERAL METERED SERVICE - RAINBCWS END
Quantity Rate:

First 500 cu.ft., per 100 cu.ft... $ 0.0194

501 ~ 1800 cu.ft., pexr 100 CUftecncnses 0.0328

1,801 - 8,000 cu.ft., per 100 cu.ft 0.0330

8,001 - 65,000 cu.ft., per 100 cu.ft.... 0.0335
Over 65,000 cu.ft., per 100 Cl.fteccee.. 0.034)

SCHEDULE NO. 6 ~ RESALE SERVICE
Quantity Charge
For all water used, per 100 Cu.ft....... $ 0.0000 § 0.0345

(END OF APPENDIX B)




A.91=02-082

AROPTED QUANTITIES
Name of Company: San Jose Water Compary

1. Net-to-Grocs Multiplier: 1.7752
2. Federal Tax Rate: 34.12%
3. State Tax Rate: 9.3%
4. lLogal Franchise Rate: 0.2246%
5. Uncollectible Rate: 0.2119%

Qffsettable Items Test Years

6. Rurchased Power 1992 1993
A. Supplier = Pacific Gas & Electric Co. .093952 093952
(effective 1/1/91)
B. Ccf/ikih - Electric Pup - 965345
Electric Boosters

C. XWh (Total)
D. Average Cost/Kh
E. Total Cost of Powor

7. A4 Valorenm Taxes

-965345

60,848,000 63,887,000
$ 0.093952 $ 0.093952
$5,716,800 $6,002,300

$1,708,808 $1,789,000

8. Number of Sexviges - Meter Size

5/8 x 3/4
3/4

1
1-1/2
2

1292

19,785

2,709

302

30
3
0

—h223

173,358
2,650
19,886
2,724
4,024
1,033
305

149

30

3

56,123,000
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10. Number of Services:

No. of Sexvices  Usage=KCof
1992 1993 1992 1993 1992 1993

Residential/Bus. 201,268 202,158 50,278 238 249
Industrial 84 84 981 11,176 11,673
Public Authority 1,554 1,579 4,409 2,680 2,799
Resale 31 31 365 1,156 1,174
Other 200 200 90 450 450

Subtotal 203,137 204,162 56,123
Private Fire Prot. _ 2,169 2.229

Total 205,306 206,391
Water Loss: 9.0% 9.0%
Total Water Produced (KOof)

Pumped Water (KOcf)
Surface Supply
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APPENDIX C
Page 3

SAN JOSE WATER OCMPANY
INCOME TAX CALCULATIONS

1992

1993

(Dollars in Thousands)

$90,960.0

5,716.8
22,576.0
32.0
14,941.0
1,536.0
12,943.9
4,814.0
1,708.8
719.2
193.0
204.3

$65,385.0
5,573.0
$70,958.0

5,569.0
1,342.3

3,446.0
5,642.6

6,984.9

$95,180.9

6,002.3
23,239.4
32.0
16,182.3
1,617.0
13,439.7
5,105.0
1,789.0
751.5
200.9
212.7

$68,571.4
6,132.0
$74,703.4

5,937.0
1,304.0

4,782.0
5,178.3

6,482.3
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SAN JOSE WATER COMPANY
Compaxison of typical bills for residential metered customers of

various usage level and average usage level at present and authorized rates
for the year 1992 without balancing acoount amortization.

Senexal Metered Service
(5/8 x 3/4=inch meters)
1992

At Present At Authorized
Rates s Rates

$ 8.11 $ 10.22
10.62 12.83
16.88 19.36
29.41 32.42
41.94 45.48
54.47 58.54
67.00 71.60
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(Dollars in Thousands)

—1992
$90,960.0

5,716.8
22 r 576‘50
32.0
14,941.0
1,536.0
12,943.9
10,591.9
1,708.8
719.2
193.0

—<04,3
71,162.9

19,797.1
6,984.9
78,147.8
$12,812.8
121,764.8
10.52%

(END OF APPENDIX C)

—1223
$94,662.5

6,002.3
23,239.4
32.0
16,182.3
1,617.0
13,439-7
11,282.3
1,789.0
751.5
200.9
—idlsT

74,749.1
19,913.4
6,482.3
81,231.4
$13,431.1
126,948.0

10.58%




