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BEFORE THEE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

In the Matter of the Application )

of the SOUTHERN CALIFORNIA WATER )

COMPANY for an order authorizing ) Application 82-08-22
it to increase water rates for (Filed August 10, 1982)
water service in its Los Osos

District.

O'Melveny & Myers, by Guido R. Henrvy Jr.,
Attorney at Law, for applicant. v

Javier Plasencia, Attorney at Law, and o
Mehdi Radpour, f£or +the Commission stafsf.

oRINIQOX

Applicant Southern Califoraia Water Company seeks
authority to increase rates for water service in its Los Osos
District. The rate increases proposed by applicant are in
steps designed to increase annual revenues in test yvear 1983
by $308,000, or 94.68%, over the revenues produced by rates
in effect on June 1, 1982; in test vear 1984 by $82,500, or
12.96%, over revenues from rates proposed for 1983: and ia
test yvear 1985 by $49,800, or 6.92%, over revenues <f-om rates
proposed for 1984.

The hearing in this matter was precéded bv an informal
public meeting held during +the evening on Septeaber 23, 1532
in Los Osos. The meeting was sponsored by applicant and the
Comnission staff to provide customers an opportunity to express
their views and to give applicant an opportunisty %o explain
or responéd in an iaformal setting. Twelve customers atiended
the meeting.
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After due notice, public hearing was keld in this
matter before Administrative Law Judge Main on a consolidated
record with Application (A.) 82-08-26 (Simi Valley District)
in Los Angeles on December 13, 14, and 15, 1982. A.82-08=26
will be decided in a separate order. This proceeding was

submitted upon the £iling of concurrent briefs due on or before
January 18, 1983.
General Information

Applicant owns and operates water systems in 18 districts
and an electric system in Big Bear Lake, Californmia. Zach dis-
trict is a separate unit for operational, accounting, and
ratenaking purpeoses. 7The districts are grouped into fiver
divisions. The headguarters and general office are located in
Los Angeles. tomexs' bills for all districts are prepared
at the Los Angeles general office. Overall functions such as
accounting, engineering, data processing, and purchasing are
also centralized there.

As of December 31, 1981, statewide applicant was sesving
236,137 customers and had 375 emplovees and an investment in
utility plant of $156,416,000. Gross operating revenue for the
12-month period ended December 3., 1581 was $42,804,600. Appli~
cant's approximately 2,000,000 shares of common stock are owned
v more than 5,000 individual and institutional shareholders.

Its p:eferréd stock (198,000 shares ia four series) is held by
institutional investors.
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Los Osos Distriet

The Los Osos District, which is located in the unincor-
porated territory of San Luis Obispo County, is comprised of .
three water systems: the Los Osos system, the Rolling Hills
system, and the Country Club system. The area is mostly
residential. Of the 2,289 customers served as of December 31,
1981, 99.5% were in the commercial classification which con-
sists of residential and business customers. The water supply
is obtained from 10 wells. As of Decexmber 31, 1981, there
were 147,825 feet of distribution mains ranging in size up %o
14 inches in diameter and eight steel tanks with a total
storage capacity of 964,000 gallons. The historical cost of
utility plant in service in the Los 0sos District at December 31,
1981 was $1,786,200, and the depreciation resexve was $343,500,
vielding a met depreciated cost of $1,442,700.

Present and Proposed Rates

Applicant provides water service in the Los 0sos
District undexr Schedule LO-1, General Metered Service. 1In
addition, service is rendered undexr companywide Schedules AA-4,
Private Fire Protection Service; AA-S5, Public Fire Protection
Sexvice; AA-9, Construction and Temporary Service:; and AA-10,
Sexrvice to Company Employees.

Applicant proposes to increase the rates for general
metered service. A tabular comparison of present and authorized
rates £or general metered service is included inm Appendix 3 to
this decision.
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Need For Rate Relief

- In its appiication, applicant stated that its depressed
earnings for this district are "mainly caused by increases in the
costs of purchased power, labor, postage, payroll taxes, income
taxes, liability insurance, depreciation, increased rate base and
increased cost-of~capital since these c¢osts were last considered
by the Commission in setting rates.”
Rate of Return

Applicant and staff agree on the types and amounts of

senior securities o be issued in years 1983, 1984, and 1985, on
the coupon rate or dividend level of those issues, and on the
percentages of long-~term debt and preferred stock in the capital
structure. They also agree on the projected costs of total long-
term debt and of total preferred stock with one exception.
Applicant contends the cost projection on new issues should include
an allowance of 25 to 50 basis points to cover the cost of issuance,
which is a cost that has not been allowed for by stafl,

While the cost of issuance is included in the computation
of the embedded cost of debt, we must keep in nmind that the estimated
interest ¢osts associated with new issues are ar best only estimates.
We would be remiss to add a further estimate to a cost that in iLtsels
is an estimate and therefore, we will adopt the estimated interest
rates and dividend rates projected by stafl,

Applicant and staff disagree on the rate of rerurn on
common ecuilty with applicant advocating 177 and staff a 14.50-15.00%
range. Applicant and staff also disagree on the common equity ratio
with applicant stressing that the ratio should not be allowed o
fall below 37%. which was the level used by the Commission in
setting rates in the most recent proceeding involwving applicant, and
staff deriving 36% based in part upon its estimates of additions o

- o
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retained earnings. Applicant contends that it finds itself in a2
downward cycle: In one proceeding rates are set on an estimated
equity ratio; earnings resulting from these rates, however, are
insufficient to maintain that ratio so in the next proceeding
staff assumes a lower ratio.

The pivotal issue, which is the return on common equity,
will now be addressed.

Applicant's Witness

William V. Caveney, president and chief executive officer
of applicant, appeared as its expert on the cost of money to
applicant. He presented a study prepared under his direction
entitled "Financial Statistics Years 1972 through 1981 Recorded and
Cost of Money Years 1982 chrough 1985 Estimated” (Exhibitc 6) which
reflects in its Table 9 a 17% rate 0f return on common equity at a
cormon equity ratio of 37%.

In reviewing the data compiled in Exhibit 6, Caveney
emphasized that sale of common stock accounted for about half of

the approximately $10 million increase in applicant's common stogk
equizy from 1979 £o 1981. The major sale of common StOCk occurred

in 1980 and was necessary because the restrictive covenants in
applicant’s first mortgage bond indenture prohibited the issuance

of additional debz. The sale of common stock in 1980 could only

be made at a discount from bHook value which rvesulted in a significant
book wvalue dilution to existing shareholders and made necessary that
almost 907 of applicant’'s earnings be paid out in order to maintain
a reasonable dividend pexr share on the increased number of shares
outstanding.




A.82-08-22 ALJ/dpx ALT-COM~-VC

Throughout his testimony Caveney stressed that

applicant nust receive a higher authorized rate of return

on its commen equity than that proposed by staff s¢ that
applicant will be able to sell comnon shares in the future

at prices that do not significantly dilute book value and
require an excessively high dividend payment ratio. It is
his opinion that in the future rather than sell common stock
at a significant discount, applicant should reduce its con-
struction procram. Should that occur, it could jeopardize
service, '

Caveney also presented Exhibit 9 setting forth

a Discounted Cash Flow (DCF) analysis. He testified that there
are two schools of thought about how growth expectations are
estinated for use in a DCF formula. One approach uses dividend
rowth; the other uses carnings growth. I£ dividend growth ic
used, his calculations indicated a ¢ost 0f common StoOCKk of
16.4 to 16.9%. The other approach hinges in large part on an
assumed growth rate whichk itself rests on assumptions 25 %o
the ratio ¢of earnings retained and the rate of return to be
carned on the earnings retainmed. Caveney did not caleculate

a DCF return using earnings growth rate because he belicved
that recent retention rates and historic returns on common
equity were so low as to distors calculated averages o the
point that a DCF calculation based on carnincs crowth was
unfair. However, he estimated <hat a DCF calculation based
on earnings growth would vield a cost of common stock capital
of 17 to 19% if the earnings growth factor were based o= a
reasonable rctention rate and on a return on egquity egual to

the one incliuded in its mos%t recent water rate decision of
the Commission. *© |
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It is Caveney's view that prior to 1977 the authorized
return on common egquity for applicant was above or close to those
authorized for the najor energy utilities and that since 1977,
the Commission has authorized returns for applicant that have
been well below those £for energy utilities. It is his position
that an assessment of sonme of the risk elements of water utilities
and energy utilities has been brought before the Commission before
by applicant and more recently by California Water Sexvice Company,

zle specific response from either the Commission s+taff in

5 or testimony or by the Commission in its decision has
been macde. He requests that the Commission treat the comparative
risks of energy utilities and water utilities as a material issue
in this proceeding.

As part of his testimony, Caveney presented 2 Repors
on Risk (Exhibit 7) in which the risks faced bv energy utilities

R )

were compazed and contrasted with the risks faged by water

utilicies, especially applicant. Applicant’s Report o3 Risk

and Caveney's pertinent testimony may be summarized as follows:
1. Reculatorv rProcedures Affectinc RisK.

Water utilities are on a shree-year

Tate cycle while energy utilities are

o2 a two=vear cycle. This means that

the errors inkerent in the projection
process of ratenaxking must bDe lived wiih
for a 50% longer peziod by water utilities.
This extended rate periocd risk makes zulii-
diswrict utilities especially vulnerable

%0 changes Iin Tates of rTeturn in =k

capital markets and other unsioreseen
factors. loreover, the specific auwlti-
district rate-setting practices increase
applicant’s risk as.compared <o major
enercy utilitiss, Undez .these practices
only a portion of zpplicant's total

wtility iavesident is i a general rate
proceeding in ny one vear. In implemxenting




v et

A.82-08-22 ALJ/EA/jt ALT-COM-VC *

step rates the Comnission does not

allow averaging of the rates of return
of several districts or permit the full
step if the rate of return for the
individual district is above that author-
ized. Accordingly, the weighted average
rate of return realized iz all step rate

districts will be below that authorized
by the Commission.

Por the supply cost offsets of balapncin
accounts the precedures usecd tend ¢o
reduce the risks for ezergy utilities
more than for water utilities. ZIZnergy
utilities are allowed %o charge interest
and recover undercollections over a fouz-
zonth period. Water utilities azxe allowed
to recover undercollections over a one-vear
period and not allowed to charge interest.
Applicant had in excess of $1,000,000 out-
standing in amounts underceollected from
customers in each of the last three years.

Sales Volatilitv and Rate Desicn.

Variations in temperature and rainfall

in applicant's sexrvice areas produce

greater usage fluctuations than experienced
by an electric utility serving some of the
same areas. Even thougk applicant's sales
are more volatile, the electric utility has
available %o it balancing account technicues
to protect against sales fluctuations while
those techuiques are not available to appli-
cant as a water utility. In addition, the
Commission has mandated water rate designs
that fail to minimize tkhe fluctuations. in
return on egquity as a function of Lluc-
tuations iz sales.

Increasing Svstem Standardé.

In _fecent.veaxs the Commission. Ras encouraged
energy utilities ta.reduce =zhe zZate of Srowth
of system demand while requiring water util-
1tles tO i1ncrease sysrten demand Canabilkities
to provice increased fire-flow and system
pressure.
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Produce Qualizv Risks.

wWater is the only commodity distributed by

a public utility which is ingested by the
Suman body. This exposes water utilicies <o
unpredictable changes in gualisy standards
relating t@ changes in khealth standards.

The changes in health cstandards sypicall
zrelate t0 expansion of medical and health
knowledge which occurs unpredictadbly. In
recent years such changes in standards

have resulted in material expenditures

at unexpected times. These expenses are

not always fully recoverable from ratepavers.

Tax Risks.

The U.S. Internal Reveaue Service is
challenging applicant’'s treatment Sor tax
Purposes of main extensions ané other
advances in aid of construction. This
appears %o e part of a broader tax
challenge to all California water utilities
giving their future tax treatment a signi~
ficantly riskier framework than that faced
by enerxgy utilities.

Financial Risks.

Applicant's business is more capital-
intensive than energy utilities in that
applicant must invest more capi=al dollars
in order to produce a dollar of revenue.
The relatively higher depreciation rates
of energy utilities mean <hat invested
capital is at risk for a shorter period of
time and the significantly largec size of
energy utilities makes them generally less
risky. .

Cost Volatilitv and Sumwmiv Availabilisw.

Applicant has faced in the dast and expects
to face in the future rising costs of pur-
chased water and volatile costs of power
for pumping. Applicant also faces risks

of availability of supply.
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Stock 2n8 Bornd Ra=imes.

‘e Stancard & Poors' rankings of the cammon

stocks of representative California energy utilizies
is higher than the rankizg for applicant
and the Moodv's bond ratings for these
energy utilities are also hicher than the
rating that would be expected to e
obtainable for applicant's debt. These
rankings and ratings indicate that the
investment community views applicant’s
stocks and bonds as more risky for invest~
ment purposes <than those of the California
energy utilities reviewed.

Need and Adbilitv +o Raisge Cami+al.

Th the ten years 1973 througk 1982, applicans
raised 63% (S48.4 million) of its éequzed

capital through extermal financing and

generated 37% ($28.3 million) intermally.
0L the extermal financing, $30 million was
long=-term debt, $9 nillion was preferred
stock, and $6.7 million common stock.
3ecause of the relatively small sizes of
appilicant's debt offerings, it was pre-
cluded frxom the public debt market and
hacd to rely on the private placement
zmarXet where interest rates are generally
higher. Applicant provided a compilation
of the ratios of market value to book value
¢f the common stock for certaia majeor
energy utilities and for applicant. It
was believed that the upturz in +he ratio
for the energy utilities represented 3
market reaction to the hicher rates of
return authorized for them iz recent
years. Unlike the energy utilities,
applicant is limited in its ability to
sell common stock or securities con-
vertible izto common stock Ly its low
narket-to=-book ratio and in 1580, whexz
recuired to raise a significant amount

of additional common stock egquity, was
forced %o sell common stock at a price

which was 21X below its book value per
share,
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Staff Witness

Christopher J. Blunt, a financial examiner with the
Revenue Requirements Division of the Commission, appeared as an
expert witness on behalf of staff. Blunt based his return on
equity recommendations on an analysis of many factors both tangible
and intangible which he c¢laims affect the cost of equi:y capital to
applicant. Blunt testified that one cannot base estimates solely
on definitive formulas or precise mathematical caleculations, that,
of necessity, determination of return on equity capital is a judgment
determination. In arriving at his recommendation he was guided by
the standards set forth by the U.S. Supreme Court decisions and prior
decisions of this Commission. They are as follows:

L. The return to the equity holder should be
commensurate with the returns on investments
in enterprises having similar risks.

2. The return should be sufficient to enable
the utility to attract capital of reasonable

rates and to assure confidence in the utility's
financial integrizy.

3. The return should balance the interests of
both the investors and the customers of the
tilicy.

Blunt believes that his recommended return on common equity
£ 14.5% to 15.0% will provide an adequate risk premium over long-term
debt during the period the water rates will be in effect. As a
confirmation of his judgment recommendation, Blunt compared the
results he. obtained upon performing a DCF analysis of applicant.
He listed the following factors which he contends make a water
utility less xisky than an energy utility:
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Water utilities are not as capital~
intensive. Construction programs are
much smaller and are financed to a
large degree by advances £or construc-
tion and contridbutions in aid of
construction.

Water utilities do not capitalize interest
on construction projects. Construction

work in progress is included in rate base
which results in a better guality of earnings
and better cash flow.

Water utilities are allowed offset increases

in ¢osts such as purchased water and power

by advice letter £ilings concurrently with
such increases. Esergy companies, however,
face a lag between the time fuel COst increases
are experienced and offsetting rates are
authorized.

Water utilities are not faced with risks

such as fuel costs, source of supply, nuclear
generation, technological changes, competitioxz,
etc.

Water utilities do not have to raise laxge
amounts of equity capital in order %o main-
tain bdalanced capital structures because of
better cash flows and lesser capital recuire-
nents for construction. For example, duwrin
the six-vear period 1976-198L, there were
only f£ive authorizations to issue comaon
stock »v water uvtilities for a total of
$8.8 nillion, whereas during the four-yvear
period 1978-1981, Zfor the energy companies
alone, there were 33 authorizations to issue
common stock for a total of $2.2 billion.

Some 0% the additional factors which 3Blunt considered

in arriviag at his recoxmmendation were:

1. Applicant is a regulated public utilisy
encaced in a business which aZflfects the
puklic in%erest.
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This commission must by law, txy to assure
utility customers of adequate reliable
service at the lowest reasonable rates.

Fair and reasonable rates must balance the
interest of both the ratepayers as well as
the investors.

Interest coverage requirements.
Capital requirements.

Applicant’s capital structure, capital costs,
and finaneial history.

Economic conditions - the effects of
nflation and increases in embedded costs
of capital.

Blunt believes that his recommendation will provide
appl:cant an opportunicy teo pay suitable dividends as well as make
moderate additions to retained earmings.

Discussion

In arriving at a capital structure which includes 36%
common equity, Blunt reviewed applicant's financing scheduled for
years 1983 through 1985 and projected retained earnings for chose
vears. However, his actual computations yielded results closer
to 35% (i.e., average common equity ratios of 35.35% for 1983,
35.277 foxr 1984, and 35.41% for 1985). It is applicant's position
that the common eguity portion of its capizal scructure should nos
fall below 377%, which in itself is on the thin side. We see
substantial me*zt in cthat position.

,Blun: s DCF analysis was used to test the reasonableness
of his 14.5 to 15.0% return on common equity recommendation. As
structured by 3lunt, the DCF caleculation arrives ar a future return
based on the pe*ceaved investor expectation whizk in zurn 4s based
in large part on historic returns.
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Over the past decade, applicant has internally generated
only 37% of its capital reguirements while being recquired to rely
on the capital markets for 63%. In raising capital externally,
it has had to compete for the investor dollar against larger
and more highly rated utilities, both bagsed within and withous
California. Applicant contends that the return on equity
actually earned by it puts it at a competitive disadvantage in
raising funds. Because of the low market price of its common
stock, applicant's management relied on debt financings and
deferred sales of common stock until applicant’s dond trust
indenture restrictions prohibited further debt financings.

By May 1980, management had no choice but to issue
a substantial amount of common stock at the then prevailing
market price which was substantially below the book value per
share of the outstanding common stock. In order to protect the
annual dividend per common share, applicant increased the
proportion of earnings paid out in dividends. This higher
percentage payout resulted in a lower rate of internal genera-
tion of funds which will inevitably add to the dependence on
the capital marikets for Zuture capital.

Apart from the retention o tax benefits by applicant
as a result of the Ecoronic Recovery Tax Act of 1981 (ZRTA)
which presumably has been reflected in 3lunt's projection of
equity ratios, the only apparent ways of increasing the amount
of internally generated funds are to decrease the dividend payout
or obtain an increase in the authorized return on common ecuity.
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A different alternative would be for applicant to reduce its
requirement for funds by curtailing its construction program.

1f the construction budgetr of applicant were to be significantly
cut, it would jeopardize applicant's ability to continue to
provide an acceptably high standard ¢f sexvice.

The arguments for a higher return on equity center upon
the fact that SoCal's percentage of internmally generated funds has
been only 37% as compared to higher levels realized by other water
utilities. Applicant alleges that this situation has resulted in
a dependence on the capital markets for future capital and
necessitated a common stock offering in 1980 which caused a
significant book wvalue dilution to existing shareholders.

We agree that a low level of internal generation does
impact the finmancial flexibility of Sofal and a market-to-book
ratio below one is a reasonable concern. In setting our return on
common equity, we must not only consider SoCal's current financial
condition, but also review its historical financing activity along
with the projected financing through the 1983 through 1985 test
period. SoCal's 1980 common stock financing, however, was the first
of such financing over the 1972 through 1981 period and it does not
plan to issue common stock through 1985. We cannot set a return on
equity that will guarantee a certain level of internal gemeration
and furthermore, it is not possible to develop a return that will
guarantee a market-to-book ratio of one. We believe our oxder
today will provide SoCal with sufficient financial flexibility to
meet its ongoing capital requirements and provide an opportunity
to attain a market-to-book ratio of one.
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SoCal's concern regarding the regulatory procedures for
multidistxict water utilities does deserve consideration. In SoCal's
view multidistrict utilities are especially wvulnerable to changes in
rates of return in the capital markets in cthat only a portion of its
total utilicy investment is in a general rate proceeding in any one
year. Accordingly, the weighted average rate of returm for all
districts will be below that authorized by the Commission in the
most recent decision in which the rate of returnm was set. Undexr-
lying SoCal's argument is the assumption that over time the rates
of return in the capital markets will increase. Equally likely,
however, is that rates of return may decline so that the weighted
average vate of return will be higher than authorized by the
Commission in its most recent decision. In fact, we have seen
recent declines in interest and inflation rates £rom levels achieved
last summer which would be reflected by lower rates of return than
those authorized last summer. We therefore are not persuvaded that

SoCal is disadvantaged under current procedures.

SoCal next argues that water utilities are riskier than
energy utilities foxr several reasons. It asserts that the major
rating agencies have ranked the stocks and bonds of energy utilicies
higher than those of SoCal Water. Hence, the investment cozmunity
regards SoCal as riskier than energy utilities.

We have éifficulty comparing zisk differentials between
water and energy utilities measured by stock rankings and bond
ratings. = With regaxé to bonds, we point out that neither Standard &
Poor's nor Moody's, the major rating agencies, rates the bdoads of
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SoCal. The reason is that the volumes of debt issued by major
water utilities are so insignificant compared to debt issued by
nmajor energy utilities. Moreover, debt issued by water utiliczies

is done through private placement rather than through the public
market and we find no evidence to support SoCal's c¢laim that private
placement of debt financing is more expensive than financing in che
public market. We therefore do not £ind SoCal's comparisons to be
relevant.

We have furthexr difficulty comparing the risk differentials
between water and energy utilities on the basis of stock rankings.
Again, the amount of stock issued by water utilities is very small
and is issued very infrequently when compared to energy utilities.
We also have no evidence before us to indicate how the ranking of
utilicy stocks by agencies reflects the specific risks of a
particular utilicy.

SoCal next contends that its business is more capital-
intensive than energy utilities. Because energy utilities have
relatively higher depreciation rates, their invested capital is

T risk for a shorter period of time. SoCal also asserts that the
significantly larger size of energy utilities makes them less risky.

We are not persuaded by these arguments. As our staif
points out, water utilicy construction programs are much smaller
than those of enmexgy utilities, and are financed largely by advances
and contributions in aid ¢f comstruetion. In addition, unlike energy
utilicies, water utilities are allowed to include coastruction work
in progress in rate base which results in a better cash flow and
qualicy of earnings.

SoCel maintains chat water utilities are exposed ToO
unpredictable changes in water gquality ané health standards that
result in materizl axpenditures at unexpected times which are not
always Lunlily recoverable £rom ratepayers.
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Again, we are not persuaded that this circumstance
justifies higher rates of rerturn for water utilities than for
energy utilities. Any extraordinary expense which is reasonably
incurred is generally recoverable from ratepayers. We furthexr
note that water utilities do not face the considerable costs
associated with nuclear gemeration which the major Califormia
energy utilities face.

Lastly, unlike emergy utilities, water utilities can
offset increased purchased power and watexr costs by filing
advice letters either in anticipation of such costs ox
immediately after Commission approval of such costs. Enexgy
utilities, however, experience a lag between the time fuel costs
increase and offsetting rates are authorized.

After weighing all of the evidence in this proceeding
and taking cognizance of the improvement In current and projected
market conditions, we are of the opinfon that a 14.57% return on
equity is reasonable f£or applicant and strikes a balance between
the consumers’ short-term comcern of obtaining the lowest possible
rates while maintaining good water service over the long run.
The resultant overall rates of return for the test years are
developed as follows:
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TEST PERIOD - 1983, 1984, and 1985

Capitalization Weighted
Component Ratios Cost Cost

1983

Long-Term Debt 49.00% 9.53% 4.67%
Bank Loans 1.00 13.590 .14
Preferred Stock 13,00 8.55 1.11
Common Stock 37.00 14.50 5.37

100.00% 11.29

1984

Long~Texrm Debt 49.007% 4.88
Bank Loans 1.00 .13
Preferred Stock 13.00 1.18
Common Stock 37.00 5.37

100.00% 11.56

1985

Long-Texm Deb:c 49.00% 5.07
Bank Loans 1.00 .13
Preferred Stock 13.00 1.21
Common Stock 37.00 5.37

100.007% 11.78
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Results o0f QOvera+tions

To evaluate the need for a rate increase, witsesses
for applicant and the Comnission s%taff have analyzed and estimated
ZoX test years 1983 and 1984 applicant's operatine revenues,
operating expenses, and rate base for this district. Staff's
study of operating resulis (Zxhibit 183A) was based, in pars,
on later information than that available in June 1982 when
applicant f£inalized its study (Exhibit l11). The staff's estinmactes,
supplemented as shown in EZxhibit 21 <o reflect the January 1, 19282
rate increase authorized by Resolution W-3059, in conformity with

ERTA, were accepted by applicant. We adopt the staff estizates as
stpplemented.

Table 1, which f£ollows, sets forth the adopted operating
results for test years 1983 and 1984 at rates effective Januvary 1,
1983 and at the rates authorized by this decision.
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Table 1

SOUTHERY CALIFORNIA WATER COMPANY
Los Osos District

Adovted Summarv of farnincs
Test Year 1983
Page 1

Rates Effective : Authorized
Iten Janvarv 1, 1983 ¢ Rates

{Dollars in Thousands)
$ 487.0 $ 54Q.9

Operating Revenues

Operating Expenses
Oper. & Maint.
Adnin. & Gen.
Gen. O£fice Allocation

Subtotal

Depreciation Expense
Taxes Other Than Inc.
Incone Taxes

Total Expenses
Net Revenues

202.7
29.9
17.4

202.9
29 .9
17.4

250.0
43.8
2.1
46.6

250.2

43.2
21.1
74,1

361.5
125.5
1,343.8

389.2
151.7
1,343.8

_ Rate Base

Rate of Returm - - 9.34% 11.29%
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. Table 1

SQUTHERN CALIFORNIA WATER COMPANY
los 0Osos District

Adonted Summarv of Tarainms
Test Year 1984
Page 2

Rates ELffective Authorized
Tten Januarv 1, 1983 Rates

{Dollars. in Thousands)
Operating Revenues $ 501.8 $ 590.5

Operating Expenses
Oper. & Maint, 222.7 213.2

Alnin., & Gen. 1.9 31.9
Gen., QO<£fice Allocation 18.6 28.6

Subtotal 263.2 263.6

Depreciation Expense 57.4 47.4
Taxes Other Than Inc. 22.4 22.4

Tncome Taxes 32.1 77.3
Total Sxpenses 365.1 410.7
Net Revenues 136.7 179.8

Rate Base l,555.2 1,555.2
“e 0f Return 3.79% 11.567%
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Authorized Revenue Increases

By comparing the entries £or operating revenues in
Table 1, it can be seen that the rates to be authorized for
test year 1983 yield additional gross revenues of $53,900 which
represent a 11.1% increase over revenues at present rates. The
rates to be authorized for test year 1984 yield additional gross
revenues of $33,200 which represent a 6.0% increase over revenues
at 1983 increased rates. In addition, a third set of rates will
be authorized to allow for attrition in rate of return after
test year 1984. This is in keeping with our intention that the
districts of Class A water utilities will not file a general rate
increase application more often than once in three years.

The attrition to be allowed for after 1984 has an
operational component and a financial component. Its operational
component is 0.777% as indicated by the 1983 racte of return of
11.29% decelining to 10.527 foxr 1984 at the rates authorized for
the remainder of 1983. Its financial compoment is the adopced
estimate of finamcial attrition in rate of return between years
1984 and 1985 of 0.22% (i.e., the difference between the rates
of return of 11.787% and 11.56% for years 1985 and 1984,
respectively).

To offser the 0.99% combined financial-operational
atcricion rate, we may authorize a step increase for 1985 of up
$

to $31,700. Applicant will be required zo file an advice letter

with supporting work papers om or after November 15, 1984 to
justify such an increase. TFixing rates in this way results in
a better matching of the consumers' interests than setting a
high initial rate which would yield the adopted rate of return
for a three-year average. The required supplemental £ilings
will permit review 0 achieved rates of rezturn before the final
step increase is granted.
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Rate Design

In Exhibit 18 staff made the £ollowing observations
and recommendations on rate design:

"13.3 The authorized increase should be
allocated to service charges, quantity
rates and flat rates and be proportional
to the gross revenues derived from each
category, and based on rates in effect
when the decision in this proceeding is
signed.

"13.4 The staff recommendation of an equal
percentage increase in serviece and commodity
charges is based on Cozmission policy o
create an incentive for conservation.

"13.5 The utility proposes to increase

rates foxr General Metered Service (Schedule
LO0-1). Staff agrees and also recommends

that rate for Private Five Protection Service
(Schedule AA-4) be increased from $3.00 zo
$4.00 per month for each inch of diameter

of service comnection and Schedule AA-4 be
revised to accommodate the vaze."

Applicant did not oppose the above scafs
recomendations.

We adopt staff's recommendations on rare design.
In additiog, the rate increases authorized by this decision
will incorporate the present public fire protection surcharge
which was authorized by Resolution L-213 referenced above.
No refunds from the surcharge vevenues ave warranted.




A.82-08-22 ALJ/EA ALT-COM-VC

Conservation and Pump Efficiency
Applicant has an established program to promote
water conmservation. Currently, its efforts are directed primarily

toward providing conservation reminders throuch inserts mailed
with customers' bills.

Applicant also has an established program to maintain
pump efficiencies. Our staff reports that "the najority of
PUmPs and boosters in the Los Osos District are withis and
above the average-fair range." The utilisy Ras indicated ~hat
it will repair the one puzp and two Doosters, which are below
average=-=£air range, in 1982 and 1924.

Service

in Zxhidit 18 staff commented o2 sexvice as follows:

"l2.2 Customers service complaints for +the vear

1981 and the nine months of the vear 1982 ave

sunzarized as follows:

Year 1921 9=tonth 1982
Water Quality 44 23
Pressure 30 25
Leaks 17

o
visc. -2 s

motal 26 73

"i2.2 The zecord indicates that the complainic
weze investigated and resolved by the utilisy
within 2 reasonable period of time after
notification.

"12.4 An inspection of the utility's facilisd

revealed that their procedures Zor handlin

customer service in thls district was satisfactorv.

"l2.5 An informal public meeting was held iz
the City of Los COscs on Septemder 23, 1982.
Twelve customers at=enced the neeting. The
customers i 2avview Eeighis area coaplained
of lack of water pressure whenever elecsri

Power interzuption occurs."
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The Bayvie%,Héights area referred to in the staff
comments is served by the Los Osos systen. Water is boosted
to approximately 430 customers in the upper Bayview gradient
by four electric boosters at the Bayview Reservoir. This zone
is subjected to water outages whenever electricity supplying
the boosters is interrupted. There have been four power outages
since 1980; the longest was five hours. During these outaces,

a portable gasoline engine~driven booster at the site provides
service to this upper zone.

Applicant submitted 4o staZf a detailed study of the
need for a new reservoir for the Bavview Xeights area. It would
not only provide water in the event of power outages but will
provide reguired storage needed in this systexz since the currens
storage will only meet the systen demands until 1934. Approxi-
mately 20% of the custonmer growth is occurring in this area which,

according to staff estimates, is about 50 customers per fest vear.

The reservoir will also provide zeeded fire-flow protection in
the area.
Applicant has selected three possible sites at the

470-S00t elevation level. 3Before purchasing the land applicant
plans to obtain the approval recuired £rom the San Luls Obispo
County Planning Commission and +the Califorzmia Coastal Commiszion

order to construct the resesvoir. Staff has estimated that
the land will e purchased in early 1934 and coastruction of the
reservoir will start ia April 1984,
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Findings of Fact

l.a. Applicant's service, conservation program, and pump

efficiency program overall are satisfactory. ,

b. Sexvice to the upper Bayview Heights area will become
less vulnerable to power outages upon the installation of the
new reservoir in 1984. _

2. The adopted estimates of operating revenues, operating
expenses, and rate base for the test years 1983 and 1984, together
with an additional revenue reguirement of $31,700 for 1985 due to

attrition, reasonably indicate the results of applicant's future
operations.

3. The compilation of the adopted quantities and the adopted
tax calculation are contained in Appendix € to this decision.

4. The xisk differentials between water and energy utilities
as measured by stock rankings and bond ratings are not comparable
and therefore should not be used in evaluating whether watey

utilities are more or less risky than energy utilities.

5. A reasonable common stock equity ratio to use for
applicant in this proceeding is 37%.

6. Rates of rerurm of 11.29%, 11.56%, and 11.78%, respectively,
on applicant's rate base for 1983, 1984, and 1985 are reasonable.
The related return on common equity is a constant 14.50%. This
will require an increase of $§53,900, or 11.1%, in anrual revenues
for 1983; a further increase of $33,200 oxr 6.0%, for 1984; and
a further increase of $31,700 or 5.4%, £for 1985.

7. The xevenues authorized, under the provisions oI
Cormission Resolution L-213, incorporate the present public firze
protection surcharges offsetting loss of fire hydrant revenues.
No refund is necessary.
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8. The adopted rate design is reasonable.
9. The increases in rates and charges authorized by this
decision are justified, and are just and reasonable.

10. The further increases authorized in Appendix A should
be appropriately modified in the event the rate of return on rate
base, adjusted to reflect the rates then in effect and normal
ratemaking adjustments £for the 12 months ended September 30, 1982
and/or September 30, 1984, exceeds the lower of (a) the rate of
return found reasonable by the Commission for applicant during
the corresponding period in the most recent rate decision, or
(B) 11.29% foxr 1983 and 11.567% Loxr 1984,

Conclusions of Law

1. The adopted rates are just, reasonable, and
nondiscriminatory.

2. The application should be granted to the extent
provided by the following oxder.

3. 3Because 0of the irmediate need for addirional revenue,
the following oxrder should be effective today.

IT IS ORDERED that:

1. Applicant Southern California Water Company is authorized
to file fox its Los 0sos District, effective today, the revised
rate schedules for 1983 in Appendix A. The £iling shall comply
with Genmeral Order Series 96. The effective date of the revised
schedules shall be the date of £iling. The revised schedules shall
arply only to service rendered on and after their effective date.
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2. On or after November 15, 1983 applicant is authorized
to file an advice letter, with appropriate work papers, requesting
the step rate increases for 1984 shown in Appendix A, or to f£ile
a lesser increase which includes a2 uniform cents per 100 cubic
feet of water adjustment from Appendix A in the event that the
Los Osos District rate of return on rate base, adjusted to
reflect the rates then in effect and normal ratemaking adjustments
for the 12 months ending September 30, 1983, exceeds the lower
of (2) the rate of return found reasonable by the Commission
for applicant during the corresponding period in the then most
recent rate decision, or (b) 11.297. This £iling shall comply
vith General Order Series 96. The requested step rates shall be
reviewed by staff to determine their conformity with this order
and shall go into effect upon staff's determination ¢of conformicy.
Staff shall inform the Commission if it f£inds that the proposed
step rates are not in accord with this decision, and the Commission

may then modify the increase. The effective date of the revised
schedules shall be no earlier than January 1, 1984, or 30 days
after the £iling of the step rates, whichever is latexr. The

revised schedules shall apply only to sexrvice rendered on and
after their effective date.

3. On or after November 14, 1984 applicant is auvthorized o
f£ile an advice letter, with appropriate work papers, reguesting
the step rate increases for 1985 shown in Appendix A, or to file
a lesser increase which includes 2 uniform cents per 100 cqubic
feet of water adjustment from Appeandix A in the event that the
Los Osos District rate of return on rate base, adjusted to reflect
the rates then in effect and normal ratemaking adjustments for
the 12 months ending Septenber 30, 1984, exceeds the lower of
(a) the rate of rerturu found reasonable by the Commission fox
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applicant during the corresponding period in the then most recent
rate decision, or (b) 11.56%. This £filing shall comply with General
Order Series 96. The requested step rates shall be reviewed by
staff to determine their conformity with this oxder and shall go
into effect upon staff's determination of conformiry. Staff shall
inform the Commission if it finds that the proposed step rates are
not in accord with this decision, and the Cormission may then modify
the increase. The effective date of the revised schedules shall be
no earlier than January 1, 1985, or 30 days after the filing of the
step rates, whichever is later. The revised schedules shall apply
only to service rendered on and after their effective date.

This oxder is effective today.

Dated  APR20 1983 , at San Francisco, California.

(Appendixes A and B to be prepared by Revenue Requirements Division.)

LIOKARD M. GRIMES. IR.
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APPEXDIX A
Page L1

-

Schedule No. IO-1

Los Os0s and Edna Poad Tardis’ Areas
GENERAL METERED SERVILE

APPLICABILITY

Applicable to all metered water service.
TERRITORY

Unincorporated aress in the vicinity of los Osos and unincorporated areas
south of the City of San Luis Obispo, San Luls Obizpo County.

RATES

Per Meter
Per Nonth

Service Charge:
For 5/8 x 3/L~4DCh MELCT sevvsvevvccersesreoncnonsanas

?O: 3/’4'1n¢b metC: IR FE RN ENENEYEREN NN NN YN
Por l-ian mctcr (RN RN NN R NENEELE SRR XN R R RN

»

@35&5?54@

» L] L]

For 1A-4neh BEECE vavevermescscevsosseracnnanss
For 2=50Ch BMeLeY tiivverenvncrsencrornrnrarares
For Seineh meter ovvrvnone sesvceneses
For Lefineh mOte™ vevvevccrcnsocacovasacasnsoes
For G=inth BELEY wuvvvrvnvorronccercnconvecsse
For 8=4DCh BELEr vvvvvevnsorivsvasonnnssssncnn
For 10-5nCh TOLEY cecvcvcccesrcrcsvrrarscareses

8888888%5%

&

Quantity Rates:

?or ﬁrst.soo cu. m.’ mr lm cu. rt. L N N N
For all over 300 cu. L., pexr 100 cu. ¥, .ovececeean

The Service Charge is & readiness-to-serve charge appliceble to all
petered service and to which 45 1o be addeld the quantizty charge
compugcd at the Quantity Pates.
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: | APPRNIIX A
'l' Page 2 )

Each of the Tollowing inereases in rates may Do put inte ¢ffect of the

- ey W - Vs

ipdicated date by filing a rate schedule which adds the approriisse Laerezse %0
the rate which would otherwise be in effect on thet dute.

METERED RATES

Ellagtive Nntes
1= -t 1.8
- el l-_--
————

Service Charge

Per Matas 2o

For 5/8 x 3/L~inch weter cvvvvrverricrnnnn.. $ 065
For 3/heinch MELOY veveeriinicinnnnenn .
For leineh meter ..eveevrcccvnncrnns
For 18-4DCh MOLEY cernrcervnncnninoas
For 2-inch DELEY i eivnvrevocencnoen
For 3-inch meter civvrevvicccrsnenne
For Lefne DOTeY veevvraecorrorosans
For 6~ineh QOLET wevevrorvrnnrncoens
For 8inch DMOLEY veverrnvvrcnoncccns
. For 10-4iach meter civvecreceercnonanas

iy
4]
I3
¥

888888235 |

- . L]

+

LI *

A FLwpp+»o o000

3

Quantity Rates:

»

For the first 300 eu. £I., per 100 cu. £t... 0.0%1
For all over 300 cu. ft., per 100 cu. ft.... 0.032

(END OF APPENDIX A)
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APPENDIX B

Cozparison of typical bills for residential metered customers of

vaTious ussge level and average ucage level et present and authorized rates
for the year 1983.

Genersl Metered Sexrvice (5/8 x 3/4) inch Meters

At Present A% Autborized Pexrcent
Monthly Ucore ‘oo ' Rates Increace

(Cubic Feet)

Kioo) $ 8.01 $ 8.78 9.604,

500 9.38 10.30 9.8
2,000 12.78 .12 10.49
1,505 (Average) 16.22 17.97 10.79
2,000 ' 19.59 21.75 11.02
3,000 . 26.40 ' 29.38 11.28

® ;o 10.02 1 .6k 11,54
10,000 T%.07 82.79 11.77

(EXD OF APPZEDIX 3)
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APPEXRDIC C
Page 2

ADCPIED QUANDITIZS

Name' of Company: Southersn Califorsia Water Cozperny
District: Los Cocos

Net-to=Cross Multiplier: 2.057

Federal Tox Rete: u46%

tate Tax Rete: 9.6%
Locel Franchise Tex Rete: 0.00%
Uncollectibles Rate: 0.40L%

Of nes Jtems Test Years

Purchased Power

Ao Cof/kin = Pumps .
Boosters
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AFPPENDIX C
~ Page 2

ADOPTED QUANTITIES

Offset Ttexs (Cont'd)

B. XWb (Totel)

C. Average Cost/:Wh
Cost of Power

Ag Valoren Taxes
Effective Tax Res

Nuzber of Services:

No. of Soxvices :  Usege = XKCe2 :Avz.Usasa=Cel/¥e.:

- g

1993 o 2GB4 @ 1903 : 10ck : 1983 : igte
Commercisl . 2,382 430.%  Lu2.8 180.7  180.7

Pudblic Authority 5 12.4 2.8 2,k80.7 2,480.7

Other .1 0.3 275.¢ 275.0
Subtotel 2,382 L4z 455.5
Private Fire Prot. 3

Totel
water Lossez
Total Wer. Prod.
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APTENDIX €
Page 3

ADOPTED SIRVICE BY METIR STZE

9. Adopted Service by Meter Size

Vater Size 1983 98
5/8" x 3/4" 2,893 1,962
3/u" 293 298
" 26k 16%

13"

o

3n

hu

6n

-y -
———— ——

2,388 2,457

10. Metered Water Sales Used <o Desiga Retes

Usage = Ces
1983 158
79,582 81,887

363,518 373,713
443,200 455,600
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APPENDIX €
Page &

INCOME TAX CALCUZATION
1883

Preser.t Rates Adopted Rntesn

ceyT . FIT CCrT

»
»

Kkl
a~ a-a

1
2
>
L
5
6
7
3
9
10
1%

[TRS)
THR

3 3 pS 3
D - W\

3

Operating Revenues
Q&M Iympenses

Taxes D4hor Than Income

CCrT
Subtotal

(A) (3) )
(Thousands of Jollars)

$437.0 $4872.0 $540.9
250.0 250.2
2.1 21.1

= =0

(D)

$40.9
250.2
2kl
12 -1

2721 273-3

Deductions From Taxadle Income

Tax Depreciation
Capitalized Overhead
Intercot

68.7 68.7
5.6 5.6
62.9 62.9

Preferred Stock Div. Credit .0 .0

Subtotal Deductions

L0

She
S
62

337.2 137.2

Net Taxable Income for CCFD 78.7 132,

CCrT
Total CCFT

2.6 12.7
2.7

Net Taxable Income for FIT

Federal Izcome Tax

Graduated Tax Adjusiment

Fed Income Tax Before Adi.

Investoenst Tax Credit
Total FIT

>
6
-9
1
i22.1
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APPENDIX C
Page S5

INCOME TAX CALCULATION
1684

Pregent Zates : ArlODted Patas

CCFrT : FIT : CCEP ¢ FIR

(A) (B) () (2)
(Thousands of Dollars)

Operating Revenues $501.8 $501.8 590.5 590.5
0% Expenzes 263.2 26%.2 263.6
Taxes Other Than Income 22.4 22.5 22.4
cCre .0 2.8 .0
Subtotal 285.6 209.4 286.0

Deductions From Taxabdle Income

Tax Depreciation 81.6 55.6 81.6
Capitalized Overhead 18.4 18.4 18.4
Interest 764 76.4 764
Preferred Stock Div. Credit .0 .1 .0

Subtotal Deductions 176.% 150.5 176.%

1
V4
>
4
5
6
7
8
9
10
11

K

Net Taxable Income for CCFT 9.8 128.1

CCFT -2.2 0
Total CCFT R "11%2%0

K
e

| &
w

Net Taxable Income for FIT

Federal Income Tax

Graduated Tax Adjustment

Fed Income Tax Before Adj.

Investuoent Tax Credit
Total FIT

b ulh&

(END OF APPENDIX C)
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A different altermative would be for applicant to reduce its
requirement for funds by curtailing its construction progranm.

If the construction budget of applicant were to be significantly
cut, it would jeopardize applicant's ability to continue to
provide an acceptably high standard of service.

The arguments f£or a higher return on equity centeé% upon
the fact that SoCal’'s percentage of intermally generated funds has
been only 377% as compared to higher levels realized by other water
utilities. Applicant alleges that this situation has resulted in
2 dependence on the capital markets for future cqpféél and
necessitated a common stock offering in 1980 which caused a
significant book value dilurion to existing”shareholders.

We agree that a low level of’;déé:nal generation does
impact the financial flexibility of SoCal and a market-to-book
ratio below one is a reasonable coné;rn. In setting our return On
common equity, we must not only cénsider SoCal’s current £inancial
condition, but also review its/gisto:ical financing activity along
with the projected financing/éh:ough the 1983 through 1985 test
period. SoCal's 1980 cq;ﬁgn stock financing, however, was the firsc
of such financing over the 1972 chrough 1981 period and it does not
plan to issue commoe/Stock through 1985. We cannot set a return on
equity that will guarantee a certain level of iIntermal generation
and furzhermo:e,,iz is not possible to develop a return that will
guarantee a-mgrke:-:o-book ratic of one. We believe our order
today will provide SoCal with sufficient financial flexidility to
meet its ongoing capital requirements and provide an opportunit
to attain a market-to-book ratio of one.




