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PINAL OPINION

I. Iazroduetion

On December 22, 1982, we issued an Iaterinp Opinica for
Order Instivtuting Iavestigation (0II) 82~04-02 which revised <he
procedure by which the Southera Califorania Tdison Company's (Zdison)
Tuel-related expenses are recorded and passed iato rates. In <has
Decision (D.) 82-12-105, we changed the Annual Tnergy Raze
(AZR) /Energy Cost Adjustment Clause (ECAC) procedure in Two ways.

Pirst, we increased the AZR perceavage from 2% 1o 10% <or
Zdison. Seconé, we ordered uniforz rate treatment for all fuel-
related expeases. This change reduced from 100% <o 10% <he porzion
Tecovered in the AER of four fuel oil expeases: <facilities charges,
underlift charges, gains or losseu fron the sale of oil inveavory,
and carrying costs of fuel oil i{aveatory. This principle applies <0
the other three utilities sudject To ECAC.

The adbove changes were made To eliminate perverse
iacenvives for utility management inherent ia the prior AER/ECAC
rocedure. The changes also were made %o allocate more risk of “uel-

related expense variation to Edison's shareholders anéd to reduce The
ratepayers' share of that risk.
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To limit the increzsed risk to Edisoa’'s shareholders of a
10% AER, we placed a cap on the total earnings fluctuations which
could result from unforecasted changes ia fuel expenses. The adopsed
cap for Edison is 160 basis poiats on pretax return on common equivy,
about $32 million 4in 1983. (D.82-12~105, p. 37.)

Qur Interim Opinion focused upon Edison and the applicazioan
of the revised AER/ECAC procedure and policy To Eéison's fuel-related
operations. We now will apply the same principles To the other
electric utilities within our jurisdiction: Pacific Gas and Eleesric
Coxpany (PG&E), San Diego Gas & Eleciric Cozpany (SDG&EE), and Siersa
Pacific Power Company (Sierra Pacific).! We Zirst will examine <he
financial streagth 0f each utilizy T0 develop an appropriase cap oa
the AZR-related earaings Sluctuations. We then will evaluate each
utility's operating characteristics and will derive & new AZR/ECAC
allocastion for each company.

In addizion, we will adéress other matters necessary for
implementation of the revised AER/ECAC procedure: <ariff laaguage
for <he revised AEZR/ZCAC procecdure, the accounting wreatment for <he
cap on the AER~relateld earning fluctuavtions, aad The iavterest ravte or
carrying cost for fuel oil iaveatories.

After issuvance of the Interim Opinion, hearings were held
<0 apply the new AEZR/ECAC procedure and policy to the remaining major
eleciric utilities. ZEvidence was presenved by Edison, PGXZ, SDGEZ,
Sierra Pacific, aand the Commission staff (svaff). The matter was
subnitted sudbject To the receipt of coacurreant driefs on May 13,
1983. ZEdison on its owa motion filed a reply o Toward Urility Rete
Normalization's (TURN) coacurreat brief on June 6, 1983.

1 ¢c.P. National Corporavion and Pacific Power & Light Company do
. 10T recover their fuel costs through the ECAC procedure.
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II. Zeraings Can

In our Interim Opinion, we decided that a reasoaadle
limitation should be placed on the risk to shareholders of fuel cozv
changes. We selected a.cap on potential AELR-related earnings
adjustments as an appropriate limitation to avoid increasing Edison's
cost of capival. We found that Edison's shareholders could bear a
limited share of fuel-related risk wizthoutr raisiag its cost of
capizal. In Edison's case, the cap is set at 160 basis poianzs on
Prevax rezura on equity.

The earnings caps recommended by the other usilities aaé
svafl are as follows: '

Recommenced Cap
(basis moints)

2G&E 125

SDGEE 122

Sierra Pacific 1062

Talfl

Reveaue Reguirezents
For PG&E 160
For SDG&E 106
FPor Sierra Pacific 60

2olicy ané Plaaning
Por PG&Z 160
Por SDG&E 160
For Sierra Pacific 160

Ao BGHE

PG&E derived its earaings cap of 125 basis points by using
the 160 basis points cap adopted for Edison as a refereance poiant.
2G&E reasons that since it i{s 2 riskier coxmpany <haa Edison, its
earnings cap should be lower than Edison's to avoid increasiang PG&E's

z Sierra Pacific did not develop its own earniags ceap
reconmendation dbut argued in its brief that an earaings cap of 106
basis points is the highest figure supporvted ia the record.

-3 -




. 0II 82-04-02 ALJ/val
®
co3t of capital with the same level of confidence. Because of itz
higher risk, PG&E asserts that a2 125 basis points earanings cap would
be equivalent to the 160 bvasis points cap adoprted for Edisoa.

PG&E emphasizes several factors as evidence that it faces
more risk than Edison. First, PG&E notes thav its bond ratings have
been lower whan Edison's ratings. Seconé, PG&E'S fuel ané purchased
power costs are subject to greaster fluctuations Thaa Edisen’s,
exposing it to greater risk for energy ¢osts net covered by the
balancing account. Third, PGEE has a8 high level of investment
concentrated in a single plant, Diadlo Canyon (Diadlo), which is
further from complestion than Edison's comparadle plaat, San Onofre
Generating Stavion (SONGS) Univts 2 anéd 3. TPourth, PG&E has decided
7o Llow through investment tex credits as long as possidle while
Edison began normalizing its e¢redits under the 1975 Tax Reduction
Act. Finally, PGEZT points out that 1i7Ts nmarket=to-b00k ratio has n0°
been as favoradble as Edison's. PG&E thea coancludes thar These
factors togetvher demonstrate thavt it faces more risk thaa Edison ané
deserves a lower earaings cap.

PG&E s financial witness testified that in his judgmeny an
earainge cap of 125 basic points provides a sufficient &ifferenvial
from Zdisoa’s cap o account for PGLE's higher risk. PGEE sudbuits
that only this lower cap will produce the same minimal impact on The
costT of capival that Edison is expected To experience under a 160
basis points cap.

B. SDG&E

SDG&E derived a range of earnings cap figures by analyziag
the level of fuel-related risk borne by SDG&E's shareholders belfore
the Commission adoprted fuel adjustment clauses. SDG&E helieves That
the curreat revisions to the ECAC/AZR procedure are ifateaded <o
restore risks and iacentives To management that may have been rexoved
by the fuel adjustment clauses adopted in the early 1970s. SDG&E
reagsons that an earnings cap dased on fuel-related earnings variation

. experienced by the company before a2 fuel adjustmeat clause was in
place is appropriate.
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SDGEE reviewed ite fuel costs from 1960-1969, a period
before a fuel adjustment clause was in place, and tried to deternmine
how actual fuel costs might have varied from forecasts of fuel ¢oSte
had they been made. SDGEE's financial wivness developed three proxy
methods to develop estimared fuel cost forecasts. The first method
uses the average fuel coct experienced from 1960-1969 as <the
estimated fuel cost forecast for each year. The second method sakes
75% of the previous year's recorded fuel cost and 25% of the curreas
year's recorded cost a3 a proxy of each year's forecast. The third
method uses a different weighting of the recorded data to derive a
forecast: 4/7 weight to the first prior year, 2/7 weight To the
second prior year, and 1/7 weight to the third prior year. TUnder
these three methods, SDG&E derived earnings caps of 122, 54, anéd 77
basis points. SDGEE concludes that <the largest earaings cap
lipivavion permitted under its analysis is 122 basis pointzs.

SDG&E also ezphasizes that the risk dorne by ivs
shareholders exceeds the risk borne dy vthe shareholders of other
major California uvilities. Consequently, SDG&E argues that <the
Commission shouléd recognize SDG&E's higher risk szatus and adops an
earnings cap lower than the caps adopted Lor the other uvilicies.

C. Sierra Pacifi

Sierra Pacific did not develop ivs own earaiangs cap
reconmeadation. Instead, Sierra Pacific was coatent %o criticize <he
stalf proposals ancé TO argue that Sierra Pacific is more comparadle
to SDG&E than vo Bdison. Sierra Pacific contends that "aa earaings
cap in the range of 106 basis points™ is the highest supported by the
record. Apparently Sierra Pacific has selected the Revenue
Requiremenvs Division recommendation for SDG&Z as the appropriate c¢ap
for Sierra Pacific.

D. Staff
1. Revenue Reguirements Division
The Reveaue Requirements Division witness recommended <tThe
. following earnings caps:
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PGEE 160 basis points

SDG&E 106 " "

Sierra Pacifi 160 " "
This witaness used the 160 basis points cap adopted for Edison as a
reference poiatT 1o develop other earnings caps. The impact of the
160 basis points cap on Edison's 1983 projected earaings per share,
after tax retura oa equity, and prevax iaverest coverage wae examined
10 measure the effect oL the cap on Edison's cost of capital. This
analysis showed that absorption of 2 160 basis points earnings cap
could lower Edison's 1983 earnings per share by 3.5%, 1983 afzer-tax
retura on common equity by 3.5%, and 1983 pre-tax iaterest coverage
by 3.1%. Since the Commission concluded in the Iaterim Opinion that
& 160 basis points cap woulé not produce a measuradle impact on
Edison's cost of capival, the Reveaue Requiremeats Divisioan witness
presumed Tthavt in the Commission's view <he above changes ia fiaancial
indicators are acceptadble. With tThis presumpiion in mind, <he
wivness lookeld at the same financial iadicavtors £or The other
utilities To see 1f there are sigaificant differeaces Hetween Zdison
and the others when a 160 dasis poinvs earaings cap limizazion is
used. A comparison of the urilities is as follows:

Impact 02 160 Basis Points Cap on 198% Pinancial Indicators

fver-Tax Fevuran Pre=Tax
Utility Farniags Per Share on Common Eeuity Inveresst Coverace

Bdison 3. 3.5% 3.1%
PGEE 3. 3.6% 4.0%
4.

SDG&E 3 3.2% 3.7%
Sierra Pacific 4.1% 3.9%

The witness concluded from <the above comparison that the
other utilivies' exposure vo a 160 bYasis points earaings cap wouléd
1ot be sigaificantly differeat frox the impact on Edison. EHowever,
the witness convinued her enalysis since this comparisoa of 1983
financial indicavors in her opinion did nov adequately consider vThe
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variability ia earnings experienced year to year by the uvtilities.

To review earnings variadbilizy, she looked primarily av the
variability {n return on equity iavestment as well as bond ratiags by
Standard and Poor's and Moody's for the period 1977-1981.

This review of 1977-1981 earnings variability showed <that
EBdison's variation in revuru on equity was greaver than that 0F PG&E
and Sierra Pacific dur less than that of SDG&E. Therefore, on this
basis alone, a cap higher than 160 basis pointe could De jusvtified
for PG&E and Sierra Pacific. However, a lower cap would de werranved
for SDG&E.

After reviewing the relavive boad ratiags of the utilisies,
the witaess found that both PGEE and Sierra Pacific had ratings
comparable to Edison's froz 1977-1981. The wivness Zurther fouad
that SDG&E received a coansistently lower rating of 332 éduring vthe
period reviewed as compared 10 AA for Eéison.

The Reveaue Requirements Diviszion witness decided that 2
lower cap 0f 106 basis points for SDGXE is appropriate, based upon
SDG&E's bdond ravings aand the ravio of the variation in return on
equitTy experienced by SDG&Z ané that experienced by Edison over vhe
1977-1981 pericd. Bxhidit 10, pp. 2-9.) Eowever, since the doad
ratings of PG&E and Sierra Pacific are comparable wo Edizon's Iron
1977-1981, the witaness recommeads The same 160 basis points cap for
PG&E and Sierr Pacific.

2. Polievy and Planning Division

The Policy and Planning Division witaess c¢oancludes that the
160 bagis points cap adopveld for Edison is also appropriave
other utilivties. XHe drew this conclusion a2fter 2 review 0L recorded
1981 iaterest coverage ravios. Iz his opiaion, 1981 is a good year
v0 use for finaacial analysis since 2ll four utilities earned wisthin
10% of their authorized retura that year. Also, in his opinioan, <he
interest coverage ratio is tThe best single financial indicator of a
company's financial streagth.
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vable of 1987 interest coverage rasios is az follows:
Uzilizy Pretax Interest Coverage in

Edizon 2.24

PG&E 2.00

SDGLE 1.94

Sierra Pacific .79

From the above tadle, the witness nosed that 24ison had the dest
revio and the other taree utilities were in worse fimancial
condivion. EHe vhen concluded that an carnings cap of 60 dasis

points should nave no inpact on The cost of capital £0r any of the
Tilizies. Accoréingly, ne recommends adopsion 0Ff a uniform 160
bazis poinzs cap for the four usilities.

E. Adopted Earnings Cans

We will adopt vhe following earnings cans:

PG&E 140 dasic poinvs

SDG&E 120 ¢ "

Sierra Pacific ! "

Our decision is The principle vhnat zhne
should receive eguivalents Ag alvocated by mosT
parties, we have used whe ! agic poinvte cap z2dopted for

a benchmark to derive comparadle earnings caps Zor the othe
utilities. Ve are avvempiing <o adopt earn n
cimilar financial impact on %The four utiliti

ings caps whic

Unfortuna:ely, a conpariszon of one uvility with another
2vically produce an answer. wtility's financial

condizion measured by many stasis<ics recosded datz

Selection of 2 parvicular statistic or ¢ oL different recoréed dava

olten will diczate the cutvcome O0Ff whe comparison. As a result, ke

Judgment used in selecting ané evaluating The universze of availadle

information becomes the most imporvant and debazedble factor. Tai

apparent Irom Ine varying esrnings caps recommended by the parties
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this proceeding, each of whom selected key financial indicators ané
relied upon different recorded davte tTo support vtheir recommendations.
Our rationale for each utility is as follows:

. 1. 2G&Z

We are persuacded that PGEE now bears more risk than Edison
and therefore shouwld have 2 lower earaings cap. The question is how
mich lower should the cap be. DPG&I's financial wivness recoameanded
125 basis points based on his expert opinion. Ee declined o explain
how he derived his figure in zhe following colloguy with stalfs
counsel:

"Q What I don't understand is how you Took <That
all into accouns.

"You simply state at page 14 of Exhidbiv 14 aad
repeat in your sudbseqguent exhibit that you
weighed <these factors and view 125 bdasis
points as the appropriate earaings c¢ap.

"Why did you pick 125?

"Why isa't it 120 or 1307

12 staff would like to recomzmend 120, I would
be more than willing to accept Thaz.

I az nov Talking about staff recommending.

"l az asgkziag you how you go% To 125, how
mechanically you goT To %The 1257

As I already stateé, we accepst tae
Commission's decision in SCE's case zhavt a
deteraination of aan overall retura on equivy
cannot be assesced by a single quantizazive
peasure and to 4o something that is infinizely
nore difficult, such as iacrezmenzal ricsk ané
relative riskiness I am nov willing to define
& single quanvtitative measure that will yielé
that nuzder.® (Tr. 2058-2059.)

As & resulz, we have limited insight into the judgment process o the
witness.

In contrast, the svaff witnesses have identified specific
measures of financial performance. TUsing these measures as a
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standard, they then gquantified the amount 0£f risk that Edison and the
other utilities will face uncer the revise AER/ECAC procedure. The
staff method is easier to evaluate and c¢riticize than PGSE's.
However, by f£ocusing on only a few measures of £inancial performance,
the staff may be overlooking significant factors such as Diable which
affect PG&E's xisk. As stated before, we do agree that PG&Z at this
time Zaces more risk than Edison. Héwever, the stafi would assign €0
PG&Z the same 160 basis points cap given =0 zZdison since theirx
aralysis shews no significant difference in risk between the two. We
will adeopt a cap o0f£ 140 basis points which is the approximate midpoint
of the PG&E and staff recommendations. We are giving equal weight to
che evidence offered bv the two parties since we accept PG&Z's
subjective contention that it curreantly bears more risk than Edison
and at the same %tixme conside: the staff cuantitative analysis showing
.no substantial zisk differential with a 160 basis points cap.

2. SDG&E

In selecting an ea:nings cap of 120 basis poiats for SDG&Z,
we are influenced by SDG&Z's analysis measuring fuel cost variation
in the 1960s, a period before the adoption of Zuel adjustment.clauses.
We use the high end of SDG&E's earnings cap range because we are 10t
coavinced that the company's metkod vielding its highest earnings
cap 0f 122 basis points overstates the risk faced by +<he company iz

the 1960s. SDG&E's financial witzmess cised three reasons why the company
could have forecast fuel costs better than this method woulé indicate:

(1) zecorded fuel costs in the 1960s did not vary much, (2) other

nethods yielded lower caps, and (3) the company experienced a steady
roweth in sales in the 1960s. These reasons axe
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1ot persuasive. £ recorded fuel c¢osts were nearly coastant ia the
1960s, = method using the averzge fuel cost as the estimated forecass
of fuel cost seems suitable. Also, steadily inereasing sales To us
would have increased the risk associaved with fuel Lorecasving.

We note that SDGEXE has experienced more earaiags
variability than the other utilivties, as shown in tThe Revenue
Requirements Division repor:, aad therefore should receive o lower
earnings cap because of its higher risk. 7The adopted cap of 120
bagis points is below The caps adopred Lor PGET and Edison. We
believe this earanings cap fairly represeats the di{Zferent risk faced
by SDG&E and the other uvtilities at <this vime.

%. Sierra Pacific

Sierra Pacific, unlike the other three utilities, conduets
oaly 8% of isc overall operasions in Califoraie. 3Because most oF
Slerra Pacific's operations are outside California, our regulatory
incenvives, including the AZR/ECAC procedure should e used with
caution. Accordingly, we will adopt & conservasive earaings cap for
this company. S<aff has recommended a cap of 160 basis poiavs. We
will set an earnings cap equal to SDGXZ's cap 0f 120 basis points.
Sierra Pacific did nov develop 4ts own recozzendavion but simply
argued that it is comparable oaly to SDGEE and should receive an
earnings ¢ap no higher than 106 basis poinvs. We &0 207 accept
Sierra Pacific’s entire argument. Evidence in vhe record supports as
earnings cap as high as 160 basis poiats for Sierra Pacifie.

However, because of Sierra Pacific's limited California operztion, we
will adopt a cap equal to the lowest cap used for the other
utilities, 120 basis points.

E. Impacv of the Adopved
Paraings Caps

In our Interiz Opinion, we applied Edison's 160 basis
Points cap to the common equity portion of the jurisdictional rate
base adopted in Edison's last general rave case (D.82-12-105,
@ - 7). The other utilities argue That their earnings caps likewise

- 11 -
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shotléd be applied only to the common equity poxtion ¢f the jurisdicsional
rate base £or theix electrxic operatiozs.

The staff has applied tieir recomunexnded earnings caps 1ot
only to electric rate base but also to construction work in progrzess
(CWIP) , gas departxent rate base, water department rate dase, steam v/
departiment rate base, as well as nonutility investment. Siace
investors look to total utility operations, rather thacz elec::ic,
gas, water, or steam cperations orn an individual basis, st azgues
that any AZR-related incentive should apply £o total common equis:

Eowever, only oze 0f the staff witnesses in this p“oceed*ng
iacluded the common ecguity portion on nonutilicy iavestment in evaluating

the effects 0 earnings variation on cost 0f capizal. Siace this
methodological issue requires further evalvation by stafs, we will
.adopt a2 conservative stance at this time and considex oaly the

surdisdicuional total rate hase iz our deliberations.

Staff analysis in this proceeding considered the eguity
portion @f cotal rate base and CAI? in evaluating the effects of basis
point variation on return On eguity. In terms of methodolocy and
financial theory, we think that the inclusien of CWIP is appropriate,
since shareholders are financing 20t oaly <otal rate base invesiment,
but, through the equity portion of AFTDC, comstruction wWork in progress
as well. However, we recognize that there are cextain projects
inclucded in CWI? whose fusure inclusion in wate base is uncertaizn.

“he effect of this uncertaiaty on a company's financial viability
coupled with a new incentive mechanism that increased earmiags
variability is difficult to measure. Thexefore, we will adopt a
conservative defiaition of total utility rate base i order €0 error
on the side of caution.

We will apply our adopted earniags caps 40 the cormon equixs
portion of juxisdictional total rate base. This approach is consisten
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with our interim oxder, waich applied SCE's basis point cap to +h
common equity portion of their elec¢tric operatzions, which closely
approximates total jurisdictional rate base? -a doing so, we racognize
that our approach utilizes a conservative definition of totzal common
eguity and possibly a conservative application of Zinaacizl zheory.
However, we believe tha%, in developing new incentive mechanisms to
place additional xisks (as well as potential returns) on utility
shareholders, we should proceed with a degree of caution.

The exposure of the utilities at this time is as Zollows:

Common Extrene Variztions

; Eqguity Adopted Larnings In Earniags (Cap
Total Rate 3ase ati Cap Limitation)

PGSE $6,691 million 41 140 basis points  =$38.4 million
SRGSE $1,505 million 37.25% 120 basis points =$ 6.7 million
Sierra Pacific § 60.5 million 38.5%¢ 120 basis points :5230,000

Total Variation
In Earnings

?G&E $77 million
SDG&E $13.4 million

Sierra Pagific $560,000

2. In adaition O electric rate base operations, SCE has a sz
natural gas facility on Santa Catalina which zedresencts apn*ox_m .ely ,
$600,000 in rate base. Its omiscion does not significantly affect v
total rate base figures.
4. Foxr PG&E, total rate base is approximated by the most recent
Commission authorizations for clectrxc, ané gas department rate
base, including 1982 atetrition allowances
For SDG&E, total rate base is app*o/xmatec by the Commission
q@@ho-;gatzqd* for electric and gas department rate base,
igesluding 1982 attrition allowances.
1‘5 For Sierra Pacific, total raste base was provided by Sierra Pacifi
and multiplied by an 8% California jurisdictional factor.
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III. ©The AER/ECAC S»nlizs

Our Interim Opinfon prescrided a 10% AZR/90% ECAC
allocation of fuel expense for Edisoa. Thus, Edison's shareholders
aow will bear 10% of anyfunforecasz changes in fuel-related expenses.
Edison's risk due t0 unforeseen variation ia fuel-related expenses Iis
limived To $32.04 million. As noved by PGEE (Exa. 17, pp. 1-3),
based on an assumption That fuel expeases will vary noreally, Edison
can be expectved To encounter its 160 basis poinvs limivation roughly
one year out of five. Knowing the extreme plausidle fuel expense
variation, once we have selected a limit for earnings variabilizy, we
can ascerzain the frequency with which a company would eacounver Tais
linit as a funcwion oL the AZR percentage. We nove that SDGEE's
projects a somewhast assyzetric distridution of potential variavions
in fuel-relaved expenses. We can, however, reasonadly approximacze
This frequencey distridution wizth a symmevzrical, normal freguency
diszribuzion.

Ve will follow PGXE's method for deTernining <he
appropriate AIR perceatage for each company based on The comparadle
frequeacy for Edison. Ia doing so we will use the figures developed
by the staff in Phase 1 To represent Edison's plausidble extrenxe
variation in fuel-related expense. (Exa. 1, Appendix A, Teble 5.)
Using Edison's earanings cap limivavion of $32.04 million and ize
plausidble extreme variation of $479 million, we find that Edison will
meet its limit on earaings fluctuavions about 19% of the tTime, eisher
Tthrough over- or undercollection 0f fuel-related expenses.

Associated with this 19% probabilizy is tThe ravtio of fuel-expense
variation (corresponding to the limit on earaings variations) <o
staadard deviation 0f vthe distridution of fuel-expense variation
(assuming a normal curve). This ratie is 1.31. Xoving that The
plausidle extreme fuel variazion (95% confidence level) is equal %0
1.96 times the standard deviation, anéd tThe AER percenvage Times the
fuel expense variacio; (associated with the 19% probadility level)

- 1% -
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equals the limit on carnings variability, we can express our formula
for calculating the AER percentage az follows:
earnings ¢ap . extreme fuel variation + 1.21, or
AERY . L.96
AER% = carnings cap limitation x 1.5
plausible extreme variation
in annual energy~relatced expenscs

Under *this formula, the calculated AERY causes the sharcholder to
absorb the earnings cap limitation approximately 19% of the time.

In years of lesser variation, the ratepayers and sharcholders share
the benefitz or losses proportionately. Both groups are held liable
for a consistent percentage of total energy expensc foreccast error
up o0 the adopted carnings cap limitation. The calculated AER/ECAC
splits are:

A. BGSE

$38.4 million carnings cap x 1.2
$623 million plausible extreme variation

Staff suggested that we use a plausible extreme variation
of $730 million which includes Diablo. However, we choose to usc
PGSE's extreme variation of $623 million which excludes Diaklo since
the commercial operating date of Diablo is unknown at this tim

Neither staff nor PG&E attempted zo include the impact of Helms in
their figures.
B. SDG&E

$6.7 million carnings cap x 1.5 = 8% AER
$122 million plausible extreme variation

We have use SDGLE's recommended extreme variation in
annual energy=-related expense which includes SONGS 2 and 2 as well as
planncd improvemen<ts in transmission from the southwest. The staff
has uscd the same total plausible variation.
C. Sierrxa Pacific

$220,000 carningzs cav x 1.5
51,913,000 plausible extreme variation
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S3talf used a plausible average variation in annual energy-
related expense of $9,549,187 which included expeases from all of
Sierra Pacific's electric operavions inside and outside of
California. We have applied a Celifornia jurisdictional factor of
10.484% to Sierra Pacific's recommended plausible extreme variationa
of $18,249,000. The resulting $1,913,000 figure is consisteny with
the caleulavions for the other uvilities since iz represents <the
extreme rather than average varistion in anaual energy-related
expense. Also, use of a 10.484% California jurisdictional factor for
electric operations is coasistent with our use of an 8%
Jurisdicrional electric rate base factor 0 caleulzte the ezaraings
cap limitazion.

D. AER Revenue

AER revenue curreatly ic incluced in vhe Electric Revenue
AdJjustzent Mechanisn (ERAM). ERAM was £irst adopted in the 1982 zest
year general rate cases for PG&E and SDGEE. Ia bozh cases, <tThe

.u'::ili'cy sales forecasvs were subdstantially below The stafs sales
forecasts. Adoption oFf %he utility forecasts would have required
muck larger revenue increases; use of the sTafs forecasts would have
permitred much lower iacreases. Nore imporsant, TO The exveaT actual
sales exceeded or dropped below the adopted sales forecast, The
utility would get more or less reveaue Than that authorized by <The
Commission.

To resolve this prodlem, the Commission adopred ERAM.

Under this mechanism, rates are adjusted vo account for the veriation
beTtween acrual sales and forecast sales. Ia this vay, The uTilizy
receives the exact amount of revenue authorized %o it despite
unpredicted sales variatioas.

The utilities urge us 0 remove AZR revenue <rom TRAM.

They argue that unlike other bace raves, the ATR now covers energy-
related expenses which are not fixed eand vary greavly with sales. As
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sales incfease, a utility will izcur more fuel and purchased power
expense; on the other harnd, as sales decrease, the'utility's fuel and
purchases power cost should shrink. Therefore, the utilities contend
that the AER revenue should be rexmoved from ERAM s0 that revenue can
£luctuate as sales change, allowing revenue to offset expense.

Staff submits that the AER should remain iz ERAM. Staff
contends that ERAM is bevonéd the scope ©f this proceeding. Stafs
further argues that the removal ¢f the AER £rom ZRAM now would make it
difficule to calculate new AER/ECAC allocations on a consistent basis
for all the utilities. Finally, staff believes that the removal of
the AER from ERAM wouléd undercut the Commission's goal in this proceeding
of allocating more risk away £rom ratepayers ©o utility shareholders.

We will exclude AER revenue £xom ERAM as requested by the

@utilities. EZRAM was established £o eliminate controversy over the
adopted sales forecast in the general rate cases, where almost all
expenses were nonvariable (or "fixed") with respect to sales variations.
The effect of ERAM on £ixed expenses is to adjust rates (for sales
£luctuations only ) so that the utility's authorized fixed costs are
exactly covered, 20 more no less, xegardless of the sales forecasts
used to calculate the annual energy rate. Zowever, the effect of ZRAM
on expenses that are variable with respect teo sales, i.e., AER fuel-
related expenses, is very different. I£ actual sales exceed Zorecast
sales, then the utility must bear the burden of higher energy costs
associated with a higher than predicted level of xWh sales. Meanwhile
ratepayers would benefit f£rom paying for a lower level of sales volwme
than actually produced.and.comnsumed.. Conwversely,.if actual sales aze
less than forecast sales, tken the utility receives the AER revenue

[ Y




. QII 82=04-02 ALS/js* /it *

associated with a higher sales volume, e¢ven though their actual

energy ¢osts are lower than projected. Mecanwhile the ratepayer would
be liable for the shortfall in AER revenue due t0 lower than predicted
sales. EHence, we would be back to & situation that ZRAM was designed
to eliminate: If we Xeep the AER in ERAM as advocated by stafi, we

will create controversy over sales forxecasts in our AZR/ECAC proceedings. v//

Furthernore, we could be inadvertently developing an incentive meckanism
that was not the subiect, nor intention of this proceeding.

We notm<that both PG&E and SDG&E have calculated plausible
extreme variations in annual energy-rclated cxpense without including
a factor £or sales forecasting errox. Furcthermore, it appears £rom
Sierza Pacific's testimoay that its calculation als=o does 20t include
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an adjustrent for sales forecasting error. Accordingly, our adoprved
earnings caps and AER/ECAC spiits for the Three utilities are all
nade on a consistent basis.
IV. Tariff Revisions and Accounting
Treatmeat of the AEXR Caun

Edison, PG&XZ, and SDG&T filed proposed zariffs for
implementation of the revised AER/ECAC procedures. Av hearing, svafs
proposed minor modificatrions To the proposed <ariffs which were 107
disputed by vhe utilivies. (See Vol. 16, Tr. 1687-1691.)

In addivion, the Reveanue Requiremenvs Division witaess
proposed her owa accounting reatment and tarifs provisioas in
Chapter V of Exhibit 10. At hearing, she nodified ner proposal %o
permit (1) the use of 12-month period ended recorded rate of rezurz
on CPUC jurisdictional rave base, 10T 0 exceed <he auvhorized 12~
month return, T0 calculate the revenue reguirement associated wi
fuel oil inventory, and (2) a single anaual £iling To calculase the
earaings limitavtion rather <than Two semiannual filings. (See Vol.
18, Tr. 1867~1868.)

Since there appears o be no dispuve over tThe meaning of
The tariff language, we will approve <The utilities' proposed zariffs
as modified by <the staff. The staff variff proposals shall supersede
any conllicving utilicty proposal.

V. Tuel 0il Inventory Carrving Cost

In our Iavteriz Opinion, we directed all parvies vo address
The appropriave carrying cost of fuel oil ianventory in the second
Phase of this proceeding. (D.82-12-105, p. 39.) The actual level of
fuel oil iavenzory is not an issue in This proceeding buv will de
determined in each utility's AER/ZCAC proceeding. Idison, PGEE,
SDG&E, svaff, and TURN made recommeadations on the appropriate
carrying cos<.
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A. ZEdison

Edison breaks its fuel o0il iavenvory into three components:
dead storage, fuel management requirement, and potential oil demand.
Dead svorage consists of-0il in tank bottoms which caanot be readily
removed and used. TFuel management requirement represents the 0il
required to satisfy limivations ia the distribution logistices of
Edfson's oil pipeline, storage, and receiving facilities. Potenzial
oil demand is that volume of oil necessary T0 meet expected oil
demand as affected by variations in load, resource mix, ese.
Together These three components coastitute Edisoa’s Minimun
Operational Iaventory Level (MOIL).

In addivion, Edison asserts that a%t times iz nay dbe
necessary vo keep loag~term o0il inventory adove The MOIL Decause of
changes in the availability of ovher enmergy resources.

Edison proposes that the carryiang ¢ost of the MOIL plus an

. adjustment for addivional long-tern fuel oil ianveatory should be izts
authorized rate of revura. ZEdison asserts that The Linancing cost of
This fuel 0il invenvory is the same as for Zdison's other assezs.
Since the cost of funds allowed on other assets is the authorized
rave of retura, Edison argues vthav the same rate 0F rewsura is <he
appropriatve cost of funds for vthe above fuel oil iaveazory.

Por amounts of oil above or below the MOIL plus addivional
long-verm inventory, Edison recommends that 2 short-term cost of
funds should be used. Edison suggests that the three-month prime
conmercial rate should be used To compute The carrying cost 07 oil
iavenvory variations from the MOIL plus additional long-vern
iaveazory.

B. PGAE

PGEEZ recommends that the carrying cost of oil <{aventory
should be its authorizeld rate of revuran. PG&E's financial witness
explained that any long-term oil inventory is eguivalent to any ozher
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long-tern investment which is supporzed by the company's capizal
gTructure.

¥With respect to shorr-term variations from the asuthorized
long=vern inveanvory, PG&E mainvains thas the carrying ¢ost also
should be the authorized rate of return. DPG&E argues that if these
short-tern variations are not offsetting, then <he additional volumes
become a continuing phenomenon which should be financed with
corporate funds. PG&E sudmits that use of a different carrying coss<
Zor short~ternm variations would create an incentive to incorrectl
esvimate short-terz or long-term iaveatory volume. se oL <The
authorized rave of return £for doth long-terz and short-ternm iaveazory
would preclude this bias.

Pinally, PGZE noves thet ad valoren taxes and iansurance are
part of the ¢o0st of carrying oil iavenzory. These expenses curreatly
are exasined in general rate cases. DPG&T asks that we Transfer these
expenses Lfrom the general rate cases and include Thez as part 0L zhe
carrying cost allowed in the AER/ECAC proceedings.

C. SDGEE

SDGEZ also contends that <he app*op iavte carrying cosz
the authorized rate of retura if the Commission includes & cosT
coxponent for bankers' acceprances in deriv*ng SDR&E's auzho*‘zed
retura. Bankers' acceprances are the principal iastrumeat curreas
used by SDGEE o finance its 0il inventory. However, if the
Commission excludes bankers' acceptances in 1iTs derivation oF a
revurn, then 3DG&Z delieves vhat the appropriate carrying cost should
be a rate equal to dankers' acceprtances.

D. Szafs

Staff recommends that the ECAC portion of zhe ¢carrying cos<t
on the adopred fuel o0il inveatory levels for each utility except 2o
SDG&E should be the utility's actual realized rate of revura, 10T TO
exceed the authorized rate of return. Staff sudmits that use of The
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®
actual return earned by the utilivy rather than the authorized revurn
avoids giving the utilities a guaranteed rezurn o0a fuel oil iaveazory
recovered Through the ECAC dalancing accouns.

Por the porvion of carrying cosI recovered through the AER,
staff recomxzends use of the last adopted rate of returan. And Zor
flucruations above the adopted oil iaveatory level, svall recommends
use’ of the three-month commercial paper borrow*ns rave.

For SDG&E, svaff recommends the iavterest rate oa danrxers'
acceprances as the appropriave carryiag cost. This recommendation is
consistent with svaff's recomnmended exclusion of dbankers' ac¢eprances
from SDGEZ's adopved capital structure for base rates in Application
82-12-57, SDG&E's pending general rate case.

TURN recommends that the carrying cost of all oil inveazory
sudbject To ECAC balancing account treatzent should be ligived To a
short=terz interest rave. IURN poinvs out what its recommendation £s
1ot based on the actual source of ianveatory financing dut oa equizy
and risk considerations. TURN argues that: "Regardless of <he
alleged source of the Linancing, the utilizties must be required <o
give up something in resura for The eub ial risk reduction zThat
accompanies dalancing accouwns r zemaﬁing. (TURN rief, p. 5.) IORX
argues thavt by iacluding most fuel o0il inventory in ECAC, <he
Commission has removed aay risk froz <this investment. Ia IURN's
opinion, a "riskless" investmeat subject 0 dalancing account

recovery should receive no more than short-tern iaterest ag the
carrying cosz.

F. Adopted Carrying Coszs

We will adopt The recommendations of the Revenue
Requirements Division witness. As recomzmended, <The carryiag cost of
the adopved inventory levels for PG&E, Edison, and Sierra Pacific
recovered in ECAC will be the actual rate of return earned dy tae




OII 82-04-02 ALS/js* ALT/COM/LMG

utilities, not to exceed the authorized rate ¢f return. An
adjustment to reflect the utility'a actual 12-month period ended rate
0f return should be made in the anmnuval "trueup” up to the level of
the authorized return. By using the actual rather than authorized
rate of return, we avoid guaranteeing recovery of the utilities'
authorized retuxns through ECAC. This reasoning does not apply to
the portion of olil inventory caxrving cost recovered through the

AER. Therefore, the authorized rate 0f return should bde used %o
calculate the AER.

For oil ianventory above the adopteld inventory level, the
three-month commercial :ape: rate shall be used. This treatment is
appropriate siace fluctuations above the adopted oil inventoxy level
should he temporary and Zfinanced with short-term iastruments.

We also adept staff' recommendation that SDGEE's carzying
costs should be tied o bankers' acceptances rather +han its rate of
return since bankers' acceptances are SDGEE's principal instrument
for financing oil inventorv.

Finally, we will defer PG&E's request <o include ad valorex
taxes ané insurance as carrying costs recovered in the AEZR/ECAC
proceeding to the general rase case. These items currently are

recovered in base rates and are being reviewed in PG&E's pending
general rate case.

G. Conclusions

The Coxmission began this formal iavestigazion ia order
to "consider cost-effective programs to reduce use of oil and
natural cas" for SCE, PGS&E, SDG&E and Sierra ?acifi . We focused
on the incentives and disincentives exmbodied in the ZCAC and AZR
procedures, £or the purpose of dete-n ning:

a. Whether t¢he current 2% 0% estinmated fuel
cost included in the AER should bpe
maintained, inacreased, or eliminaced.

Whether gains or leosses on the sale of
fvel oil and underlift facilities charges
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should continue £o de estimated in advance
and iacluded in the AER.

Whether the carrviag cost of oil in
inventory shouvld continue o be iacluded
in the AER.

Eow and to what extent carrying costs of
excess oil in inventory should ke
recovered.

Whether the ECAC »alancing account
ratemaxking procedure should be gradually
terminatzed in phases, or terminazed
completely, ox whether any particular fuel
component now iancluded in ECAC should be
excluced.

Whether it is feasible and/or desirable <o
¢hange the allocation of risks ané rewards
netween ratepavers and shareholders

created by the ECAC to minimize £fuel costs.

As a result of our investigation, we have revised the
AER/ECAC treatment to more appropriately allocate the risk that
actual energy expenses will vary from estimated expenses between
the utilities' ratepavers and shareholders. In establishing
these new procedures, we have exercised caution in making our
determinations for several reasons. TFirs:t, we recognize the
difficulty in evaluating the effects of incentives or disiacentives
on a utility's cost of capital. Par:t of this difficulty stems
from the complexity involved in assessing the financial risk, and
factors contributing to that risk, for any specific company.
Part O£ it stems Zrom the fact that ratemaking procedures and
accounting conventions for utilities are fundamentally different
£rom those applied %o unregulateéd industries.

Second, we acknowledge the difficulsy in assessing the
effectiveness of any utility incentive/disincentive until it is
carefully evaluated over time. Finally, the AER/ECAC mec;;nism
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represents only one of a possible range of programs to reduce the
use of oil and natural gas for Califorania utilities. Until we

have idemtified and evaluated the complete range of possible
options, we should not advance =00 gquickly with any single incentive
mechanism.

Qur task now is to proceed with developing methedologies
and programs for evaluating the effects of these AER/ECAC procedures
on utility earnings, forecasting accuracy and fuel-related decisions.
At the same time, we will continue to identify and evaluate
-other regulatory procedures which could provide appropriate
incentives and disincentives to utility management for reducing
the use of oil and natural gas. As a £irst step in this process,
utilities and staff. are directed to £ile a repor:s to the Cormission .
.addressing the issues identified in Appendix A.... -

Findings of Fact

1. The four utilicies subject to revised AER/ECAC procedures,

Edison, PG&E, SDG&Z, and Sierra Pacific, should receive eguivalent
treatrent.

2. A comparison of Zdison with the other three utilities
requires a degree 0f subjectivity since a utility'’s f£inancial

condition cannot be measured precisely or guantified.

3. PG&E’'s position is at this time Lt bears more zisk than

Zéison.
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4. Staff onalysis, however, does not disclose a substantial
risk differential hetween PGSE and Edison.

5. Equal weiching  of PG4E and staff cvidence is appropriate,
resulting in a 140 bazis points cap for PG&E.

6. SDGSE at this time bears moxe risk than Edison.

7. EDGsE's first method of approximating fucl cost variation
resulting in a 122 basis points cap is superior o the other methods.
€. An earnings cap of 120 basis poirnts for SDGSE fairly
represents the relative risk at this time faceld by SDGEE as compared

to Edison and PG&E.

9. Sierra Pacific did not develop an earnings cap
recommendation.

L0. An earnings cap as high as 160 basis points £for Sicrra
Pacific is supported in this record.

1l. Only 8% of Sierra Pacific's total operations are conducted |
in California.

12. An earnings cap of 120 basis points egual to the lowest cap
set for the other electric vtilities is appropriate for Sierra

Pacific because of its limitcd California operations.

13. Application of the adopted carnings caps £0 conservative
total rate base figures is reasonable at this time.

l4. Edison can be cxpectied to encounter ite 2160 vasis point
limitation about 19% of the time.

15. It is reasonable <o approximate cach company'’'s freguency
Cistribution for fuel-related cxpenses with a normal £reguency
distribution.

4
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l6. PG&E's method for calculating the AER pexcentage, 2as
nodified above, is appropriate.

17. Since the commercial operating date of Diablo is unknown,
PG&E's estimated plausible extreme variation in anaual energy-related
expense which excludes Diablo should be used to calculate PG&E's AER
pexcentage.

13. 7There is no &ispute between SDG&E and staff on the
appropriate total extreme variation for SDGEE.

19. Sierra Pacific's extreme plausidle wvariation is
$18,249,000; staff's figure represented an average plausible
variation.

20. A California jurisdictional factor of 10.484% should be v
applied to Sierra Pacific's $18,249,000 zotal variation.

21. AER percentages of 9% for PGS&Z, 8% for SDGEE, and 22% fZor
Sierra Pacific are reasonable at this <ime.

22. ERAM was adopted to eliminate controversy over sales v’
forecasts in general rate cases.

23. Inclusion 0f AER reveaue in IRAM under the revised AZR/ECAC v’
procedure would create controversy over sales forecasts in AER/ECAC
proceedings.

24. The AER should be removed from IRAM. v’

25. Edison, PG&E, and SDGLEZ have submitted provosed taxiffis to v’
iﬁplement the revised AZR/ECAC procedures.

26. Staff has suggesteé several modifications o the proposed v’
tariffs which are not contested by the sponsoring utilities.

27. The Revenue Recuirements Division's proposed tariff v
language was modified at hearing.

28. Use of «he actuval or earned rate of return as the carryin V/f
cost of acdopted fuel oil inventory recovered i ECAC is preferable
since it avoids a guaranteed return «¢ the utilicy.

29. Use of the authorized rate 0f return £or the AER portion of \/’
the adopted fuel olil inventory is appropriate.
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4. AER revenuve is removeéd £from ERAM.

5. Each respondent utility shall, within sixty days after
completion of the AER period, file a comparative analysis of the
detalil of the differences between the recorded and estimated elements
of the AER. The analysis should quantify the cause 0f the differences,

" including climatological factors, fuel and purchased power prices and
quantities, and other major variables.

6. Southern Califormia Edison, Pacific Gas and Electric, San
Diego Gas and Electric, Siezra Pacific Power Company ané Commission
staff shall prepare for the assigned Commissioner a report addressing
the issues identified in Appendix A within 270 days from the effective
date of this order

This oxder is effective today.
Dated AUG 17 1983 , 2t San Francisco, Califormia.

TICTOR CAZVO
PRICCILLA C. GRTW
LORALD TIAL
WILLIAM 7. BAGLE

Commizzionors

Commissicner Leonard M. Grimes, Jz., -
being necessazily absent, did ot —
participate.
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T CZRTITY TEAT TIHE DRCISIC
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Igsues to he Addressed

1. Metbodological issues in evaluating the effect of regulatory

procedures and incentives/disincentives orn uwtility cost of capital,
including:
eWhat is the appropriate measure of utility earniags
available for return to sharebolders, and how does that
relate to utility "reported"” earniags?

eWhat is the relationship betweesn utility earnings and the
cost of capital?

eWhat methods are available’, and appropriate for evaluatizg
the effect of earnings variability on the cost of capital?

®Should those methods. be zpplied to total utility earnings
or only some portion thereof?

s What methods are available, and appropriate, Zor developing
an upper bound on shareholders' exposure o earnings
variability? .

. e What methods are available, and appropriate, for isolatizg

the effects of one incentive/disincentive nechanism on utility
cost of capital?

2. What methods are available o "track” the effectiveness of
the AER/ECAC mechanism iz improviag utility forecasting accuracy? EHow
could those methods be implemented as an ongoing Commission program?

3. What other incentive/disincentive mechanisms are available
for reallocating the risk of fuel price variation among shareholders
and ratepayers. How do these other mechanisms interrelate with an

_ AER/ECAC mechanism?
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standard, they then quantified the amount of risk that Edison and The
other utilities will face under the revised AER/ECAC procedure. The
svalf method is easier to evaluate and crivicize than PG&I's.
ﬁbwever, by focusing on only a few measures oL financial performance,
the stalf may be overlooking significant facrtors such az Diablo which
affect\PG&E"'s risk. As stated before, we do agree that PG&E at this
time faces more risk than Edison. Zowever, the staff would aszign 7o
PG&E the same 160 basis points cap given To Edison since their
analysis showg no significant difference in rick bevtweea the Two. Ve
will adopt & cap of 140 basis points which is the approximave
nidpoint of the\PG&E and staff recommendations. We are giving egual
weight o the eviéence offered by <the Two parties siance we acceps
PG&E's subjective ékntencion chat {tT curreatly bYears zore

Edison and at the sage vime consider the g32ff guantizavtive analysis

showing no substantial\risk differential with a 160 basis points
cap.

2. SDG&=E

In selecting an earnings cap of 120 bazis points for SDGES,
we are influeaced by SDGEE's\analysis measuring fuel cost variation
in the 1960s, 2 period before \the adoprion of fuel adjustment
clavses. The theory behind zhis\analysis is appealiag as it comporss
with our objecvtive of returning ©o utility management the iaceatives
for cost~effectiveness that fuel adjusizent clauses have removed.

We use the high ead of SD@&?'S earaiags cap range because
we are not convinced that the company s method yielding ivs highess
earniags cap of 122 basis points oversfa;es the risgk faced by <The
company in the 1960s. SDG&E's financial witness c¢ited three reasons
why the compaay could have forecast fuel costs betier thaa this
method would indicate: (1) recorded fuel ¢costs in <the 1960s did 207
vary mach, (2) other methods yielded lower caps, and (3) <he company
experienced a2 steady growth in sales in the 1960s. These reasoas are
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should be\applied only To the common equity portion of the
jurisdictioeal rate base for their electric operations.

Thg\staff has applied <their recommended earanings c¢aps nozT
oaly <o electrﬁg rave base dbut also To coastruction work ia progress,
gas depariment rate base, water department rate base, svean
department rate 3§se, as well as nonutility iavestmen<. In staf?f's
view, iavestors look\to toval utility operatioas rather than
electric, gas, water,wé‘ stean operations oa an individual bacsis.
Since an investment is made in the total utility, staff believes thaz
any AER~relaved iaceazive éhould apply To rotal common equivy. 3oTh
stalf witnesses conceded thav \rheir use 0f Total common eguisy was
inconsistent with the method adoprted Tor Edison in our Iaterinm

Opinion. \\\\

We will apply our adoptediearanings caps oaly to The conmon
eculty portion of jurisdictional electric rave dase. This approach
is consistent with our tTreatment 0F {son. Purvhermore, our purpose
in revising the AEZR/ECAC procedures és\sreaze aéditional
incentives in uvility manzgenment of electric operations. Inclusion
of nonelectric iavestzent in the forzmula would distort these

incentives and wouldé unfairly penalize utilities with diversified
operations. inally, we are emdbarking oa a new ‘glocat.on of risk
anong shareholders aad ravepayers which may resulc\;n unforeseen
results. TPor this reason, we will proceed cautiousldy aad apply our
chosen earaings caps TO coaservative electric ravte base figures.
The exposure oL the utilities at this <tTime is“ag follows:

Conmon

Blectric Bquity Adopved Saraings Earaiags Cap
Rave Base Rati Can LizicTation

$5,3%0 nmillion 41% 140 dasis poinvs $30.6 million
$1,425.7 million 37.25% 120 basis pointes $6.4 millien

Sierra Pacific $60.5 million* 38.5% 120 basic points  $280,000

*California jurisdictional
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equals the limit on earnings variadilizy, we can express our forzula
for calculating vhe AER percentage as follows:

earninge cap . extreze fuel variation = 1.31, or
:: .. f.96

AER® = earaings cay limizasion x 1.5
plausidle exireme variation
in annual energy-relatel expenses

Under this formula, the calculated AZR% causes the shareholder <o
absord The earnings cap limivation approximately 19% of the <ine.

in years of lesser variation, the ratepayers and shareholders share
the benelits or losses proportionately. 3Both groups are held liadle
for a consisvent percentage of total energy expense forecast error up

To The adopted earnings cap limivation. The calculated AZR/ECAC
splits are:

A. PGEE

3%0.6 million earnings can x 1.5 = 7% AZR
S0z million plausible exvreze variation

Taf suggested that we use a plausidle extreze variation
L 8730 million which includes Diadlo. Eowever, we choose <O use
PG&Z's exvreme variation of $623 zillion which excludes Diadlo since
the conmercial operatving date of Diadl o is unknowa at thais vizme.
Neither staff nor PGEZT attempied To inc,uce The izmpact of Zelms in
their figures.
B. SDG&E

$6.4 million earnings cap x 1.5 = 8% AZR

122 mitiion plausib e extreme variavion

We have used SD 's recommended exé)bme variation in
annual energy-related expense which includes SONG° 2 aad 3 az well as
Planned improvements ia vraansmission from The souT § est. The szafsd
has used the same tosal plausidle variation.

C. Sierra Pacitic

$280,000 earnings can x 1.5 = 22% AER
$1,91%,000 plausidvlie extrezme variation
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sales increase, a utility will {ncur more fuel and surchased power
expense; on tne other hand, as sales decrease, the utilizy's fuel aad
purchased power cost shomld shrink. Therefore, whe utilities consend
that the AER revenue should be removed frox ERAN so That revenue can
fluctuate as sales ch&ngb, ellowing revenue to 0ffcet expense.

Stafl sudbmits that vhe AZR should remain in TRAM. Staf?
contends That ERAM is beéond The s¢ope of vhis proceeding. Szals
Zurther argues that the removal of sne AZR froz ERAM now would make
it difficult o calculate \new AER/ECAC sllocazions on 2 consistent
basis for all the utilities. Pinally, stasf believes Tnat <he
rexoval of tThe AER from ERAM would undercus <he Commission's g
This proceeding of allocating more risk away “rom razepayers T
wTility shareholders.

We will exclude AZR \Yrevenue from ZRAM as requested by <he
utilities. The purpose of ERA&\&S w0 eliminave controversy over <he

.adopted sales forecasT in the gederal rate cases. If we ghould reeyp
The AER in ERAN as advocared by sv _*, we will ¢reate conzroversy
over sales forecaszIs in our Aﬂn/gCAC\{*oceed Por example, if
actual sales exceeld forecass then The uTility must dear <he
burden of higher energy coszs alloca:ed uncer <he AER percentage.
The ravepayer also would benefit froz whe sShoplus revenue from <he
nigner <than predicsed sales. Coaversely, if ac 1l sales are less
Than forecast sales, then The utility reaps <The Yenel:
energy cost ribuzadble to the AER percentage. Meanwhile the

avepayer would be liadle for the shortfall in AZR revenue due 0
lowe‘ Than predicted seles. 3oth sizuations are uvnfalir.

¥We note that both PGEE end SDGE&E have caleulaved plausidl
extrene variations in sannual energy-relazsed expense withous iﬁclud‘ng
a factor for sales forecasting error. TFursthermore, it appears fronz
Sierra Pacific's testimony <That iza calculation also does not include

+)
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®
uvilities, not To exceed the authorized rate of rejura. A3
adjustmeng\co reflect the utilizty's actual 12-month period eanded raze
of return shOuld be made in the annual "Trueup” up To the level of
the auchorizeg\recurn. 3y ucing vhe acrtual rather than authorized
rate of retura, we avoid guaranteeing recovery of the usilities'
authorized returas\ghrough ECAC. This reasoaing does noz apply o
the portion of oil inventory carrying cost recovered through the
AER. Therefore, the aughorized rate oF retura should be used <o
calculate the AER.

For oil iavenvory\above the adopted iaventory level, vhe
three-month commercial paper Rate shall Pe used. This Treatment is
appropriave since fluctuations ‘above the adopted oil iaventory level
should be semporary ané financed\with short-terz iastruments.

We also adopt staff's recommendation that SDG&E's carryiag

cosTs should be tied To bankers' acceptances rather thaa its rate of
retura since bankers' acceptances are\ SDG&Z's principel insTrument
for financing 0il ianveazory.

Pinally, we will defer PG&Z's\request To include ad valoren
Taxes and insurance as carrying ¢osts recovered in the AZR/ECAC
proceeding to the genersal rate case. mheéé izens currenvtly are

recovered in base rates and are being reviewed in PG&E's pending
general rate case.

Findings of Peer
1. The four utilivies subject o revised AER/ECAC procedures,
Ddison, PG&E, SDG&E, and Sierra Pacific, should : a\\fve equivalenw

Treatnent.

requires a degree 1f subjectivity since a urilizy's financial
condition cannot be measured precisely or guantified.

2. ZPG&E's position is av this vime it bears more risk than
Edison. |

\;& 2. A comparison of Bdison with The other threa\ utilities
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4. Swaff anelysis, however, does not disclose a substential
risk differ:S$¢al between PG&E and Edison.

5. Equaf\weighting of PG&E and staff evidence is appropriate,
resulting in 2 12\ basis .points cap for PG&EE.

6. SDG&E av this time bears more risk then Zdison.

7. SDG&E's angigsis of fuel cost variation ia the 1960s is a
good method to derive an earnings cap.

8. BSDG&E's first method of approximaving fuel cost variation
resulting in a 122 basis points cap is superior to the otzer methods.
9. An earnings cap of 120 basis points for SDGEE fairly
represents vhe relative risk\av this time faced by SDG&E as compered

t0 Edison and DPG&E.

10. Sierra Pacific did noz develop an earnings ¢ap
recommendation.

1. An earanings cap as high\as 160 basis points for Sierra
.Pac:’.fic is supported ian this record\.

12. Only 8% of Sierra Pacific’s zoTal operations are coaducved
in California.

13. An earnings cap of 120 basis\poinis equal ToO The lowess cap
set for whe other eleciric utilities is\appropriase for Sierr
Pacific because of i{vs limited California operatioas.

14. Applicavion of the adopved earndags caps 70 coaservazive
electric rave dase figures is reasonable a7\ This Time.

15. The adopted earnings caps should bq\applied oaly o the
Jurisdictional electric ratve bhase of each uTidNzy.

16. Edison can be expected o encounter f&s 2160 vasis poinw
limivavion adout 19% o2 the tTime.

17. It is reasonable to approximate each company's frequency

distridution for fuel-relavted expenses with a normal\frequeacy
disrrivusion.
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\38. PG&E's method for calculating the AER perceatage, as
nediffed above, is appropriate.

19.\ Since the commercial operating date of Diablo is unknown,

PGEE's estigzted plausidble extreme variation in annual energy-related

expense which excludes Diablo should be used To calculate PGXE's AER
percentage.

A}
\\
20. There is no dispute bevween SDGEE and svaff on the
appropriase zoz§1 extreme variation for SDG&E.

21. Sierra\Pacific’'s extreme plausible variation is

\

318,249,000; scaf{'s figure represented zn average plausidle
veriation. . \

.
\

22. A Califofhia jurisdictional factor of 10.484% should be

applied wo Sierra Péé{fic's 318,249,000 Tozal variazion.

23. AER percentages of 7% for PGEE, 8f for SDGEE, and 22% for
Sierra Pacific are reagbnable at this <ine.

. 24. ERAY was adopteld to eliminate controversy over sales
forecasts in general rave cases.

25. Inclusion of AZR reveaue ia ERAN under the revised AZR/ECAC
procedure would create conthVersy over sales forecasts in AER/ECAC
proceedings. \\\

26. The AZR should Ye removgd from ZRAM.

27. Edison, PG&E, and SDG&E have subgpivied proposed veriffs o
implement the revised AER/ECAC procedures.

28. S=z2ff has suggested severaf\modificazions'tc The proposed
tariflis which are nov convested by the\sponsoring uvilizies.

29. The Revenue Reguirements Division's propesed zariff
language was nmodified av hearing.

30. Use of the actual or earned rave of return as the carrying

cost of adoprted fuel oil invenvory recovereé\dn ECAC is preferadle
since it avoids a guaraateed reTurn To tThe utfléty.

%1. TUse of the authorized rate of return for the AER porvion of
the adopted fuel ¢oil inventory is appropriacze.
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32{3\?or 0il iaventory above the adopted iaveatory level, the
zhree-monvh conmercial paper rate should be used as The carrying cosz.
33. SDG&E'S carrying cost of fuel ofl iavenzory should be The
interest rave "oa dankers! acceprtances.
Conclusions of law

1. The Commhssion should revise the AZR/ECAC procedure %o
conforne with the abgbe Pindings of Pacs.

2. This order should be made effective T0éay soO that the
revised AER/ECAC procedére can be implemenzed with tThe curreatly
pending reasonadblenss reviews of Bdison and PG&E.

FLNAL ORDER
I7 IS ORDERED zha.}\
1. Southera Califoraia ndison Company (Zdison), Pacific Gas
and Electric Company (PG&E), Sau Diego Gas & Zlectric Company

(SDG&E), and Sierra Pacific Power Cozpany (Sierra Pacific) shall file
tariffs consistent with this decist on within 30 lays of The effective

date of <This order. \
2. 2dison, PG&E, SDGEE, and Sierra Pacific are sudject to The
revised AER/ECAC procedure with <The fo\lowing AZR/ECAC splits and

earnings caps: \._
Uzilizy AZR/ECAC \\‘Earnings Cap
Bdison 10%/90% 16Q basis points
PG&E 7%/ 93% 140\ " "
SDG&E 8%/92% 120 N\ " "

Sierra Pacific 22%/78% 120

3. The carrying cost of fuel oil invenzor;\shall be calculated
in the manner get forth ia tThis decision

\‘\
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A tTable of 1981 interest coverage ratios is as follows
Utility Interest Coverage in 1981

Edison 2.24

PGEE . 2.00

SDG&E ) 1.94

Sierra Pacific 1.79

-
-

Prom the above wable, the witness noted that Zéison haé <The best
ratio and the other three utilivies were ia worse financial
condivion. EHe Then concluded That an earnings cap of 160 dasis

nould have no izmpact on the cost of cepizal Tor any of <he

o

Accordingly, he recozmends 2dopTion of a uniforz 160
ointe cap for she four utilicies.

eé ZTarnings Cavs /////

We will 2dopT the following earnings canst

2645 140 dasis poinvs

SDGEE 120 " "

lerra Pacific -{ "

Our decision is guided by <he/principle tThat zhe
should receive eguivalent sreaszens./ As advocated by nos<
parties, we have used the 160 dasiy pointe cap adopted for
a benchmarz 1o derive comparadleearaings caps for The oTher
utilities. We are azttempTing v adopt earnings caps which will have
similer financial impact on ke four

UnZorsunately, é/comparison of or with another
does nov automatically produce an answer. EFaeh u ity's Linancial
concition is measured by meny statistics and recorded éoza.
Selection of & par:icuihr razistic or use of different recorded éave
often will é&icsate thé outcome of vhe comparison. As a resuls, the
Judgment used in seleering aaé evaluating tae universe of availadle
information becomes the most importany and dedesadle factor. This is

appareat Iroz the varying earaings caps recommended by The parties o
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with our interim order, which applied SCE's basis point cap to the
commen equity portion of their electric operations, which closely
approximates total jurisdictional rate base? In doing s©, We recognize
that our approach utilizes a comservative definition of total common
equity and possibly a conservative application of £inancial theory.
Eowever, we believe that, in developing new incentive mechan*sms
place add;txonal risks (as well as potential returz:s) onxutzllty
shareholders, we should proceed with a degree of cautigﬁ.

' The exposure of the utilities at this e is as Sollows:

Common - Zxtreme Varixtions
; Zquity Adopted Zarnings

o In Barnings (Cap
Crilicy Teotal Rate Base Ratio Limitazion)

2GSE $6,691 milliom 140 basis points =$38.4 milliemn v
SDGSE $1,505 million  37.25% 120 basis poiznts =§ 6.7 million

.Sierra Pacific $ 60.5 million 383.5% 120 hasis points tSZS0,000

Total Variation
In Earmiags

PG&E 877 million
SDG&E $13/4 million
Sierra Pacific SSé;,OOO

3. IR accition to e.ectric rate base operations, SCE has a small
natural gas facility oo Santa Catalina which represents approximately

$600,000 in rate base. Its ommission does not significantly affect
total rate base figures.

e e v er——— 2 ———
4.

. For PG&E, total rate base ,s appzcx.mated bv the most receat. .
Commission authcrxzat~ons £or electric, and gas department rate
base, including 1982 attrxition a-lowa:*es.___a . e e o e

__ For SDG4E, total rate base is S approximated by the Commissioen .
_authcr;zat;ons £or elec =ric “anéd gas depar+<ment ra%te base,
.:.nclud:.ng 1982 attrition allowances.

For Sierrza Pacific, total rate base was provided by Sierra Pacific
and multiplled by an 8% Califormia jurisdicticnal factor.

I
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equals the limit on earnings variability, we can express our formula
£oxr calculating the AER percentage as follows:

earnings cap . extreme fuel variation s 1.31, or
AERS - Ll.96 L
AER% = earnings cap limitation x 1.5
plausible extreme varilation S
in annual energy-related expenses -~

Under this formula, the calculated AZR% causes the/shareholder £o
absordb the earnings cap limitation approximately’ 19% of the Lime.

In years of lesser variation, the :atepayers/and shareholders share
the benefits or losses proportionately. Both groups are held liable
for a consistent percentage Of total enerxgy expense forecast error

up to the adopted earnings cap limitation. The calculated AER/ECAC
splits are:

A. PG&E

$38.4 million earnings cap/x 1.5 = 9% AER v/
$623 million plavusidble extreme variation

Staff suggested that we/use a plausible extreme variation
£ $730 million which includes Pﬁablo. However, we choose to use
PG&E's extreme variation of $623 million which excludes Diablo since
the commercial operating date/ of Daiblo is unknown at this time.
Neither staff nor PG&E atteméted £o0 include the impact 0£f Helms in
their figures.
B. SDG&E

$6.7 million earnings cap x 1.5 = 8% AER.
S122 million giausible extreme variation

We have use SDG&E's recommended extreme variation in
annual energy-related/prense which includes SONGS 2 and 3 as well as
planned improvements‘'in transmission £rom the southwest. The stafs
has used the same total plausible variation.

C. Siexra Pacific

$280,000 earnincs cap x 1.5
$4,912,000 plausible extreme variation
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associated with a higher sales volume, cven though their actual
energy Costs are lower than projected. Meanwhile the razepaver would
be liable for the shortfall in AER revenue due to lower than predicted
sales. Hence, we would be back to a situation that ERAM was designed
to eliminate: If we Xeep the AER in ERAM as advocated by staff, we
will create controversy over sales forecasts in our AER/?EAC proceedings.
Furthermore, we could be inadvertantly developing ﬁf&ncentive mechanizm
that was not the subject, nor intention of :.is/;;z;eeding.
We nomthat both PG&E and SDG&%/have calculated plausible

extreme variations in annual eénergy-related expense without including

factor for sales forecasting error Furthermore, it appears <rom
Sierxra Pacific's testimony that iss calculation alse does not iaclude
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4. caff analysis, however, does not disclose a substantial
risk differential between PG&E ané ESdison.
5. Egual weighting of PGSE and staff evidence is appropriate,
resulting in a 140 basis points cap for PGSEE. -
6. SDGLE at this time bears more risk than Edison.
7. SDG&E's £first method of approximating fuel cost variation
resulting in a 122 basis points ¢ap is superior to _trlfe other methods.
8. An earnings cap of 120 basis points £or SDGSE fairly v’
represents the relative risk at this time faced by SDGLE as compared
to Edison anéd PG&E.
9. Sierra Pacific diéd not develop/an earnings cap ' v’
recommendation.
10. An earnings cap as high ag 160 dasis points for Siexr v
Pacific is supported in this _
1l. Only 8% of Sierra Pacy¥fic's total operations are conducted v
in California.
12. An earnings cap ofF 120 basis points egual o the lowest cap v
set £or the other electri¢ utilisies is appropriate for Sierr
Pacific because o0f its lé%ited California operations.
12. Application ©f the adopted earnings caps %o conservative
total rate base ficures is reasonable at <this time.
14. Zdéison c?ﬁlbe expected £o encounter its I160 vasis point
limication about 19% of the time.
15. It is reasonable to approximate each company's Zfreguency
distribution foxr fuel-velated expenses with a normal freguen
éis :ibutioni//

!
/




