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o Pacts

San Jese Water Company (S’"C) a Ca 1fe rnichdrporation;
Jermerly Xnown e Water Works, 1 fer the past 117 vears'ﬁaS"
bean providin ility water service in port ons of Santa .
it serves approximately 134 square miles of

£ San Jose, Los Gateos, Monte Se*eno,
and Sante Clara, delivering 42 million

gallons of water annually to a population in excess f;650;000
perscas tiarcugh 188,000 domestic, commercial, and_iudustr;alp
services. The ¢entral porticn of i service area is a “e'at ve-y ‘
Tlas p’a_“ which on the southwest and northeast sl rpes uowa*ds into .

ent foovnills and mouataizs. The major portion.of its water

Trom i5C we113‘located-ia the Santa Clara V lley.,.

‘ The nazme was change rareholéers' annual meetin
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ailtzough part is obtained by the diversion and sitorage of runoff from
the watersiheds of the Los Gatos, Saratoga, and Almaden Creeks, and
the remainder is purchased under a TQ-year contract*from the Santa
Clara Valley Water District. Mountain reservoirs are capabdvle éf
storing 21 billion gallons and the cdistridution system Has‘faéilities:
20 store another 237 million gallozs. Water is,distfibuted'tbrough
2,17¢ ziles of trazsmission and distribution mainsrto‘&o different
pressure zores. Within predetermined parameters of control,‘v“e
systex is operated autonmatically by nmeans of a computer?éontro ed
In 1682 SJWC's utility plant, valued at $160
roduced revenues of $42 million.

tien SJIWC seekg author ity to in crease'water
00 or 12.27% in 1984, arnd by addltzcnal amounts of
and $2,02%,300 or 3.51% iz 1985 anc 1986,
rates are designed Lo produce a rate of return
1685 whieh & '
.50% in each of the years the rates

12.92% n tur would provide-a,
that these returns on rate base are.
the zinimuz te utility to maintal nf::‘vc:editx
rating, attract zew capital at a reasonable cost and.provide a fainr
aa¢ reasonadle return on equity. The utils Ly ;dldgits bustdmers_that
"che cost of providing water servige nas _ncreased‘substanﬁiaily;“
od that "the sazme iaflatlionary factors :hat‘have.affedted-the
general economy zave also affected San Jose Water Company‘for the
services and commodities furznished %0 it." .be company further
contends that substantially increased financing,gouvs.for new~capital
requirezents durizng the past ter years have resulted in overall .
izcreases ity's effective bend interest rate and cost of
noney, SO equected rates are necessary to meet present.
finazcial _
to the Regulatory Lag Plan. for water utilisies
application was filed, an informal publickmeeting*was
, 1983 in San Jose at the Hyat:s Saz Jose.“Custoﬁers
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nad notice of this meeting frox bill inserts and notices appeafins‘
Tive local newspapers. Two customers attended« Qre expressed
objection to excessive billings resulting from bimonthly meter
readiag; the secoxnc was concerned over water district plans Lo switch'
dis-nfection chemicals applied tbrimported wateﬁ'and consequent
effects upozn his fishery business. Five customers wrote opposing ¢
Proposed increases. 7Two of these noted that the rate of inflation
2as substantially lessened and that this uhould .ab;l;ze t“e
utility's Qosts andé charges. 2 .

Cn October 3, 1983 and October 4 7983 a duly noticed
Zearing was zeld iz San Jose and San Franc-ﬁqo;-respectively; Sefore
asive Law Judge (ALJ) John 3. Weiss. One cdstOmer'appeared
that he considered the return on equity requested by SJWC to
ve. Subsequently. on Cetober 12, 1683 the Mayor of the

-

te excessiv

Town of Los Gatos wrote to state thab the proposed rate of regurn
requestec :y the utilicy exceeded any fcrecast inflauicn rates
erejectec for the cozing three years. Consequently, he u“gnd the
Commissicn to reduce the proposal "to de more in i;n 'w;th projectec
sconemic Ierecasis in terms o cost " over the next three
vears.™ ' ' '

Zased upcern utilicty zandling of customer complaints, service is
cousidered o be sati «anQ“Y by scaff. High bill complaints
ons:;tuue the largest single category. These center in the
utility's practice of bdimonthly meter readings with estimated bill*“
in the intervezning months. EHowever, the bills average out. To add
19 zeter readers ueeded for monthly readings would add $400,000
anznually to revexnue requirezments. Most complaints of each nature
were resolved quickly and satisfactoril
1680 1881
Wazer Qualisy ‘ 3&8
ressure 8§15 -
ill;n ‘ 6,112
Miscellazneous 10.252

Total 17,527
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At the nearing SJwl called tikree witnesses. George

Clements, controller and assistant treasurer, testified on results of
operations and water conservation efforts, and presented an exhibit
oz the Novezber 1, 1983 revisions to medical insurance ¢osts
applicable to the utility under its Blue Cross contrgct. Fred R.
Mever, chief Sfinancial officer and treasurer, téstifﬁedvon financial
reguirements, compared firnancial risks between water utiiities and
zergy utilities, and introduced exhibits relating to the interest
rate outlook and the percentage of error‘in forecasts froh Data
Resources, Iac. (DRI) and University of California at Los Angeles
(GCLA) National Business Interest Rate Forecasts for 20-year U.S.
Goveramens: Sonds. J. W. Weinhards, chiefﬁexecutive officer,
vestified t0 clarify computerization‘and'monitbring.of the utility's
wells for tihe staff. | :

Tor tae Cemmissicn staflf four o i nesses: appearec. Donalé
.|

Yep, associacte utilities engineer esti f ed on water consumption and
ogerating revenues, o¢operaticn and zaintenance and administration and

seneral expenses, aand taxes. Arsthur Gallesos,'aSSOQ*ate ut*’izies
£

b4
-
engineer, testifli

[

1)
i
O

n utility plant, depreciation, rate base, a“d
custonmer service. Sung Han, senior utilities engineer and staff
projee¢t manager for this case, presen:ed«évidence relative to the.
suzzmary of earnings, rate design, and operational‘attripion.
Caristoprer J. 3luat, fizancial examiner III, testified on cost of
e of return, recommending a rate of re:ﬁrn‘betweeh
17.3% and 11.62%, ana 11. 38 and 11.66 'CS"'
and 1686, respectively. These contain p“ovision ’or the‘.mpact
1 attrition ?hich ill result ‘romvSJWC's reti"ement of
, and F donds during 1984, ‘-985, ané 1686,
respectively. The resu;:ing rates of return on rate base would
equate to an earniags allowance between 13.75 and 14.25% on common
stock equity. o ' ‘ |
initial differences on operational results incltded s£a£f's
estimnate of higher revenues than those estimated by the u:ility.\'  '




A.83-06-01 ALJ/3t ALt.-DV
woile staff bad accepted SoWC's average consumption estimates, staff
projected approximately 400 more gustozers than did the cdmpany.l'
Tais also resultec iz higher power anc pump tax projections from
staff. Staff estimated ad valorenm taxes differently than did the
vsilizy asd arrived at a lower estimate for the test years. Payroll
ifferences were cdue to the fact that the utility forecast a T%
wage increase for 1685 whereas staff used L.6%. Payroll taxes
casequensly also differed. In spite of these differences, the
ucilicy's estimases of total operating expenses at prese 't rates for
1684 and 1985 varied from staff's estimates by one-one hundredth of.
i% ¢r less. 3Butv the most significant difference was in the

= error staff discovered in the utility's rate base
¢aleulations: the uiiliny nad czitted $60C,000 of the ex ¢ of year

20

ot
fo
"
L

-~
w

‘-
slaas fer hoth 16
b

v plant under construction from the weighted ave*age
4 and 1685, After adiusting its f sgures <o acrrect
fo this error

- - W e o

a

T was clear that the wel shted average rate dbase
variance tetweez staf ese than one nalf of 1%.
ignifican_e ¢f the differences
avelved, SJWC accepted stalfl's re ?

reascnable ancé accourate.

~

a
»cnsecuently in view of the in

.

erations as teinz

Zowever, ‘ust prior to the near*ng, SowC rece*ved notice of

a 1%82. Rz‘increase t0 be effective November 1, 71983 in the cost of its.
axperience-rated Ziue Croess medical benefls cceverage. SJdwWC'es current

ceatracts with the Operat;ng Zagineers Unicn and thé Utility Workers. .
2ion ©Ff America do not expire until the end of 108L. Tthe |
contracts require the utility to offer employees a.choicéfbetween
2lue Cress and Xaiser ¢overage on a noncontributo?y basis.
Accorcizngly. it was apparent that the utility for the prese“. an
immedizte Juture ig locked into acceptance-of v“ese additiona’

significant costs.

n
< Increasing expenses $2863,567 in

—

8L anc $282,497 in 1585.

-5 -
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Juring the nearing, SJWC accepted staff's ¢aleulations of
average capitalization ratios for years 1984, 1685, and 1586, and
agreed to the use of staff's Computed long-term dedt and'p:eferredﬂ
stock cost facteors in this rate proceeding. However, the utility
vigorously <disputed staff's general assertion that water utilities .
are less risxky financially than energy utilities and consequently
should be autherized a lower returan on equity.  Both partiles
Preseated co:flicting evideace on the issue. The zost significant
disagreement between tie parties on the raté of return issue related
¢ staff's reliance upon interest forecasts from DRI and UCLA, and
SJWC's contention that the methodolcgical underpinniags of staff's
ricgk prexiuvz and discceunted cash flow analyses were flawe;.,\SJWC

] ith proper methodology, staff's risk

aave used current -d.eres. rates; SJWC also

cash flow amalysis skould have used
theoming time period as well as a six-.
cant's cozmon stoek.
it is efficient and well

given a °se" rate of .

revurn on equity {as staff recomn e“ds) :han that g ven this vear 0
other madeor Califernia water upon subm*s ien o’

¢ongurrent driefls cn October 2 , the matve* was subml ed for

decisicen. J
Siscussion ‘ .
Under § 728 of the Public Utilities Code, tais Commission
thority to cdeteraize and fix, by order, "just, “easouable or
2T rates for public utilities within its ju*isdiction. In
Scwer Cor. v Hope Yatural Gas Co. (1643) ;20 Us 591 the
reme Court stated that "Under the statutory standard of tjust and
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result reached not the method em*’oyéd which is
court further stated that "the fixing oV riust and
rates, involves & bdalancing of the investor and the ?
r iaterests," and that "From the investor or company point of
zportant that there e encugh revenue nct only for.
¢perating expenses hut also for the capital costs of the bus.n@Sb
These Incluce service on the debt and dividends on the stock., dy‘
standard the return 0 the equz:y owner should be comme surate
on invesstzents in other enterprises taving cor*e bond_ng
should be sufficlent to asaurei
iategrity of th 'enzerprise, so‘aé to
- and to atiract capital.”
ing the principal contested iSSueﬂ'fﬁlate te
Stafi's estimates of r evenue based

expeanses, and rate dase fer :hﬁ cest years were
as Yeing reascnable and accurate by appl:cant‘at‘vh
tipulated to thelr use for thils
s

our review of the iadivicdual itenm
the fellcwing paragraph, leads us o |
conclude that o stipulation should he accepted._..naleis
of staff's report i that staff made a;:aorougn review of -
these items. wWe adopt report with the rcllowiag comment.
Staff's estinate of the average numbe& ¢l ¢commercial
zetered services 00K into consideration five mcnths of 1983 recorded
cata 20T avallatle when tihe application was prepared; Therefore,
staff's revenue estimates, based upon 400 additional services, are
zere current and reflect improviag economic conditicns. The
zetkocology used is well tested. On the expense side, staff’'s
estinates reflect the anticipated acditional cohsumpt_on whiéh éhoﬁld
from additional services, as well as changes in the purchased
- rate, pump tax rate. and purchased power rates waich were
T, 1683. Staff also accepted the 1983‘and‘198h wage
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lagcreases prov‘ded iz applicaat’s current two-yeér udion ¢ontract up
or renegotiation in late 1984, but used the 4.6% wage escalation
actor (’orecasv by the Econonmices Section of our Revenue Requirements
Division) for 1985. Payroll tax differences stem out of this
difference. Other tax differences were prizmarily rooted inm utility .
plant estimate cdeterminations. taff's use of normalized accelerated
COST recovery systems and investment cax eredit ben fits iﬁ(itsl
cepreciation treatment is in accord with provisions of Decision"(D.)

ry

fa
L)

€228 catvec December 15, 19871 in Phase 7 of Order Institutin
Znvestigation 25. 3otk staff and the utility used a State Corporate
Tranctise Tax Rase of 9.6%, and a Federal Corporate Tax‘Rate‘of]ué’;

i

Apart Srom correcting the utility's omission of $800,000, féctingj
ne estimates of weighted average plant in service, staff used

2 rates of 1.87 for 1683, 4.8% for 1684, and 517%‘for'1985,
recomzended by our Zconozics Section, rath Cthe
28%, in prepariang i%s utility plant in service .
resuliec in reducing the estimated cost of some items. “oti“g that
the stal rates are not substantially out of line wit os |
contained in the Ceantrol Scenario from the Sejtem er UCL.'Forecas:;
we aceept whem. c2f? also celeted some pipe replacezent

duplications. We agree with staff's reccnmmendation not to leave t
¢ollar axmcuntes of these cduplications in as contingency funds, as the
USiiity askKed. The major difference detween stafl and QT“ .-a:iver

0 rate base was ceateraed in the utility's mathematical error in its
lant in service c¢ecxmpurations. The significant balande”o the
difference was iz the allowance for working cash. Here the
differences were in expense estimates and taxes‘from'tne use of
disputed rates ¢f retura for 1984 and 1985, and an error stafs found
where the utllity Iz its lead-lag study nad used positive inStead of
days for its insurance expense'ccmponents.; o
Tne adeopred Results of Cperations, using present rates for
1684 and 1088. is set forth delow as Table 1: |

v,
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Table 1

SAN JOSE WATEZIR CCMPANY _
Adozted Results of Operations at Present Rates

(Thousands or Dollars)

Qperating Revezues

Coerating Exnenses

2tion & Maintenance
ayroll

Purchased Water
Purchased Power
Pump Tax
Transporsation
2urchased Services
Chemicals & rilcers
Postage

Qther

Ope
2

AC2inistractive & General
favroll
O0fTice Supplles
Znsyrance
Dazages

-

£ -4
nsions & Benefics
X

Property
nduries
Zzployee Pe
3usiness Ta
Xegulatory Comm. ExXpense
Cutside Services

General Expenses

General Plaznt Misc.

Dres & Memberships

nents -

adzmin., Zxpernse

Taxes (Cther

AC vaioren

Payroll Tax

Sudbtotal
Depreciation
Uneellectibles
Francrise & User Tax
tate Corp. Franchise Tax

Tederal Izncozme Tax

Zotal Operating EZxpense
ility Operating Income
te 3ase B
te ¢of Return

Y TR
$47,863.0
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we now turn to the rate of return issues. Rate of return
iz an expression of the caplital ¢osts of a utility: thevcost bf'long-
tern Cebt, preflerred stock, and eommon stoek equity. Initially, SJWC
nad based its test period estimates using an average capital
Tructure that varied for each of the test years while sta proposed
an average ¢apital structure £o be applicadble to the entire test
period. 3otz used the average of the bdeginniag and end of year debt
The cilference between thelir capital structures was min*mal
utillie y will require $30,154,000 curiag this aeriod for
refunds of construction advances, sinking fund
Zents, retirezexnt of first mortgage dbonds aggregating $3,750, OOO
and preferred stock aggregatiag $1.416,000, and other‘corpQrate
:eeds, all but £.2% of this reqguirenment will be prcvided fbom'

-

1)
nternal scurees. The L.2% will come Ironm sale o‘ comzmon stock

Thae company's dividend reinvestment plan. Aoplicant wil
70 other outsice finaneing. Therefcre, in,approach-“g
i sues., SJWC decided it would‘:aké';o iésue-xit
' or with the cost of debt'ahdereferred'
“he issues remaining 2ll l;é’#ithin the
rize¢ oOn commen eqn*tv._
supra, the standard by whicn the
L& be measured is ,he‘return on

.qvi:g corresponding risks (e"p asis

Iz recent years ia other California water tcility rate
cases we zave acopted the view speasored by stafl That 'até*
utilities can generally be considered less ._sky'than energy |
utilities. In Applicatsion (A.) 82-03-G4, California-Water~Service‘

)
L]

Zowever, it saould be noted that were it not for the provisions
£ the -ca omic Recovery Tax Ac¢t, making available ‘unds_za the form
o deferrec taxes, SJWC wou’d he *equi ed %0 firance 2L million of -
this requirezment through outside financing. ‘ N

- 10 -
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(CWS) was the utility taking issue with this position.: CWS presentecd
considerable
at lea

LA

Y4 -
v

S W
(Mizmeo. p. 21

e discussed these contentions in D.82-11-058
) in that proceeding, concluding as follows:

"Little would be gained in going through the

regulatory history which led to the reasons staff

and we summarize as showing energy utilities to

be generally more risky than water companies.

The argument undoubtedly will persist whetzer

T2is opinion be long or saort. We coancur with

stalf that kacwn facts, rather than argument, are

the best fOoUTTETIOn [Or rALemaxk.ng cdecisions...
\Zoplhases acced.) -

)

AT the threshelé of our censicderation ¢f the reasonable
return on aquity to be approved in the present proceediqg, we are
acked by applicant o reconsicer our above opihicn pertain:ég £o

2 Contending that all known facts were'ndt~placed
ission at the tize our 1982 opinicn was
have since also drastically changed £
¢l consideration, applicant contends that it
itted opportunity Lo present cocatemporary facts ar
-
t

In that context it asserts tha

riduted coneurrently withi starlf's exhidbi
days before hearin rbegan)} Appliéént’

previcus proceedings submitted any sugh exhidbit, not havizng
anticipated previously the need o address the tssue. But‘in-view‘of 
the Conmission's 1982 opinion set forth above, applicant feels that
T nas sizce decome opvicus that unless It rights what i: cdnsiders
is an erronecus assumption, that assumption will nowjalsofbe‘applied
to 1t, and SJIWC would be routinely granted inferior'ratés-of‘rétﬁrn‘”
vis—a-vis electric usilities. | o R

<
-
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AL the hearing, over vigorous objection by'staff7
5 applicant was permitted by the ALJ to present evidence
supporting SJWC's c¢ontention that at the very‘least'water utilities
risky as the energy utilities and very likely nore rzsky We -
the ALJ's ruling. Ee alone was in a peosition to. determiue
Siven the circumstances, time frame involved, and content of
the presezntation, the evidence offered would %e relevant and mate*ial
iz this proceecing. When a hearing is conducted 1t must be a faly
one whiech at least zeess currently prevailing. suandards of
izpartiality. Opportunity must be given the parties not only to
present evidence and support allegations by argument, however brief,
but 2lso to know the claims of the opposing party and to meet them.
.aything less would violate elementary standards of due progess.

counsel,

Applicant's evidence is 20t mere upcated statistical data, rather it
is evidenge purportiing to show change in con:empo“a*y faces whicr‘are'

zaterially relevant to the issue. The hearing process cont*nua'”
serves an 2¢ucational purpose for the Commiss_o“, and should never be

-

used =0 foressall iztrcduction of evidence of chan 15ed ¢ir "métanées,
new fagts or developments, Or new or:changed trends havzu 2
reasonadle bearing on the issues present. The Commission lS nﬂt
bound by Lts past decisions. Qtherwise, nothing could ever chan°e
20r could progress be achleved. ‘ |

Ul

3¢ty OO0 D W0

ct

sought to exclude any evideqce cox paring risk on
it would be irrelevant; that the classes of
rently dissimilar hav_“g different capital
at‘wa.er utilities are less capital iatensive, nave
construce work-izn-preogress izncluded in rate base, enjoy
roc¢ed_“ s co"current with general rate prcceedings, and do
érastically increasing fuel ¢ostes Or the hazards of nuclear
vion. : :

<t IO Y

oy 13 O (2 'y £«
D O vy iy o iy
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The most salient arguments put forward by‘thé applicant,and
attendant facts, to which we have given careful consideration,
include the following. ‘ |

It is argued by applicant that while 1t is true that the
capital requirements of the electric utilities on an overall basis
dwarf those of the water utilities, on a plant inve tment per dollar
0f revenues basis the water utility is far more cavaal lntensive.
Applicant observes that electri¢ utilities whose sonds are similarly
rated with those of water utilities obtain lower Interest rates on
their bonds, which in applicant's view shows that- the 1nveut1ng
public considers the electrics to de less risky.

Applicant also asserts that while water utilities in effect
get interest~free loans from advances for construct;an_as staff
¢ontends, the resulting improvements do not enter rate'basezuntil'
refund is made. Under water utility 22% cpntracts, until refund only
depreciation is recovered and water ttilities, applicant ;otes, have
longer depreciation lives than electrics with lesser annual
depreciation amounts. Under the new 40=-year contracts répayment will
flow out ratably over the 40 years, but because that span is almost
equal to the depreciable life, a water utility will not earn oélthe
asset because advances are deducted from utility‘plant,tq arrive at
rate base. Applicant points out that the above is not true for long-
term debt as construction financed and completed with long-term debt
goes Iinto rate base immediately, anc an electric‘utiiity;earns op‘it
in addition to depreciating it. Therefore, applicant'beliéyes, it
can be said, at least for tae immediate future, that the pluses and
minuses of these construction advance monias, as contrasted to the
bond funds regquired by the electrics, cancol each other out.

Another factor advanced for cons*derat;on by applicant is
that while bota classes of utilities can take advantage of procedures \/”
to offset ¢ost increases incurred between general rate proceedingu,
the electrics are allowed interest on under—accruals in the balancing
accounts, but there are no such allowances for tne water utilities..
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Applicant als¢ contends that chaxnged circumsténces Sor the
present and immediate future serve to remove anotner diStinction.n
Applicant disagrees with staff counsel's assertion that electric

presently face drastically increasing fuel cbsts. _

icant znetes that at the recent annual meeting of the American
Petroleun Institute, iadustiry leaders po‘nted up the fag¢t that upward
pressures oz oil prices generated cut of the pickupfof dusiness
activicy and the continuing uncertairnties about the Middle EZast are
generally teing offset by reduced demand because of energy
¢onservation, with the result that erude oll prices aré‘expeczed‘to
rezmain near their curreant levels through 1684. Applicant contends
that this serves to remove one dig distinctioh in risk between water

lities at the present. We must observe, however,.

the escalatinzng costs assoeliated with nucleér‘generation plants

than replage the presently cizminishec fuel costs.

applicant also weuld make auch of the uﬂ-que risks the

industry Saces in its efferss to obtain expanded *c"*ces o
sucplies. Water, e natural re
1t and cestly te locate and geve on, nd
applicant points out that the dollar costi lved o move good
nortaern sourge water around the nominally ta ted Delta to’ tne
Peninsula, central valley and south is so immense t“at only the S:a:é
can provice tze meaans. While fer the 19603‘elec:rics,f0resee sléwing-
capital expendi:ures consicdering adequaté snergy suoplies,6 and - -
nave zrounds for optinmism in such developmeuts as co- senera.;o“,-
wind, so¢lar, et¢. applicant states that no such a’ternatives are on
for water utilities. Applicant also po*nvsAup‘tu
all water utilities face from grewing pol oe to
Lies (examples being the indus:rial-égrﬁcuitu '

stitute, an indussry g*cup, projects thas
1l slow each year for several more years to
which would be 24% less :han the 1983 level.

-l

At
e

LY

- 14 -
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ccatamination problems being experienced in San Jose, Campbell, Palo
Alto, Selza, ete. with attendant lawsult expc..,ures)_.7

Applicant asserts that water utilities are far more .
sexsitive to changes in the weather than are electrics. In order to

aduce, maiantain, and encourage conservation
22s weighted rate design ccmpomez for water utilities to put neavy .
rasis cn consumpticn. 2ut as the water utilisties poin‘ out, W*vh
% ©f reveznue coming from fixed service charges and T8% f“cm
consuzprion, given a drought, rixed service charges caanov cover
Tixed expenses, and the water utility faces financial problems. A 78-
ent recduction iz revenue results in only a &6-conu *eduction in

practices the Comzission

is 2 e¢risis for water util s, apo can“ argues.
sne 1976=16T77 drought for exanmple, J"C's ea“nlngs dropped
- and droubnt year 97 saw SJNC s earnings__ .
‘ licant, curing that saze

subnitted
stafs, and having again wel "espéc"*ve

we are still not convin n :rnvious_

ative risks iznvelved is 1ot ’undamen.a;_y

i Therefore, wisth an apprec_at*on at
le financial risk which at this

find sTLll exist r ane electric utilities, we’

conzinue examining otner factors, tangi® le, some

' Staff contends that SJIWC, with deep wells and an automated
sysctez, faces no risk. It asserts that the utility can isolate any:
well if contamination should occu., therebdy ""*gat ng‘thevsi:uauion
and that It can rely upon legal remedies for taird party
contazination. ‘ :
8 The energy crisis-cil exmbarge years 1673-16T4 saw Pacific Gas and
Slectric Coz pady and Soutiern Califoraia Edison sales per eu stomer
. drop about ¢.5%, according to applicant.

- 15 -
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intangidle, which go into our consideraticn of the appropriate
T refurn on ¢ommen equity which should apply in ;his iastance.
SJWC seeks a 16.50% retura on common equity,‘asoubasis
points above the midpeint of staff's recommendation.  Staff
recozmends a range between 13.75 and 14.25%. o
The rate of return on common equity, cr the returz oz
estmant ¢9 iavestors, usually varies, in dirgct proporﬁion o
risk of izvesting in the cempany, as thi risk“ié.peréeivedfby
izvestors. 3otz the utility and starl’l testéd“phe overall
regsonableness ¢f thelr respective proposed bates”of returp:on commen
equisty iz various analyses. As staff observed. in its brief, this
rate preceecing presen situation of the Commission
setting a rate of resur:z I *‘companyithat is f‘nancially
uice sou“c_y zanaged. EZxkibits procuced by stafs °howed that
: ement cecisions have resulted in above ave"age ratiags .
esor:es when compared .o;op, r inves.o~-owped
ifornia. :ndeed appl icant's
e on average common equ-ny was
exceeded by only cne © ‘ nia water’ ut*’*‘*eu ecmpared

iss
(Asuza Valley Water Compazy) azd two of the cutside of Cal*for“-
waser usilities. And applicant's 3.05 times _nterest earsed rate was
axceeded by only wwe ¢f the California water utilities (Asnza‘Valley
waser Compazy aac¢ San Gabriel Valley Water Company), and by none of
Tae water i1l L3 Scaff conu.nds that the
Simmmaiat £

- e e o an oo

most water utd l*t*ns, _
netiag the utilis tal nistory, ‘ts ab*li:y because of
conservative aad able managexzent to generate amuch of its capital’
zaxking it more flexidle iz being able'to-avoid(the
zizmes of high interest rates and vo time plant
Because of this ability to int ernally.gen “ate'fundé
can retire maturing loag-term debt, thus “estrucuur-“g cap tai _
trugture toward coxzon equity aad increasing a‘“e* tax interest
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coverage. The utility's past earnizngs performance aand constant
increase iz annual dividends of approximately 10% since 1973 provide
a basis for attractive future expectations. Staff's recommendations
provide after tax iaterest coverage ia 1€84 of 3&&2 X ¢overage, a
significant improvement over 1682's 2.81 x coverﬁge.‘

Applicant agrees that absent drought conditions it ,
regularly has earzned a higher proportion cf its au:hor;zed rate of
return than cther water utilities and sthat it consistently‘has

its earaiags. But it notes that these
they Qi d’not Just happen and provide ne’
ation to give the utility a lower return on eqtity; Wnile
that it is ixpossidble ¢ measure precisely how.
attrivutable To good man agement, it does assert thas
fcieat nmanagezent has played a vital role in the'aéhive;ent.
relevance ¢f tals gocd ranagezent and gocd'°ebvice 0
return on cozmon eguity wihich splits the partlies.
con:ends that stafs now oroposes. vo pena i:
ficiency 2nd good managenent by rﬁcommer '
equity cthan the Commisu_on nag rec
grazted to other major Californiz water utilities which sta
classed as "enterprises with 'corresponding r*’sks'.”9 These’
utilities were selected by staff because they assercedly are si
iz tetal revenue, total plant, and are publicly He d ;f shis
act. vhen why. SJWC asks, should it not receive at ;eas. the”"_
eing allcwed these other similar water utilities with corréspondiﬁg?
sks? ' ' .
tafl responds by asserting that SJIWC's investors nave
already reaped some of the rewards for outStanding.fina“c_a¢‘

n stafs's c¢compar 2: Asuza Valley Water Company, Califoraia
American water Compa y, Califoraniz Water Service, Dcm-“gue~ Water
Corp., San Gabriel Valley Water Company, Southe*n Calif orw*a Water
Cozpany, azd Scuthwest Water Compaay.

- 17
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integrivy iz taat thelir stock, thninly traded with cdependadble
earnizngs, and reportedly being "high flying;ﬁmo‘is‘therefore more
cdesirable and has an enkanced abllity to attract capital.
Accordingly, staff argues, since some of nhe-re&ards have already
been reaped, a lesser return on equity is apprdpriate. Sipilarly,
while agreeing that applicant provides quite saﬁisfactory service,
$2aff c¢ontends that service cons‘derations, unless négative, should
2¢% enter the ravenxaking p*ocedu*e. |

£

these staff contentions we are 20t in full agreezent.
Success should not be penallzed. Whatever the risks to be borne Dy a

public utility, they have been concentrated in the common stock. And

wWwhen management has cdone as good or a better job as other utility
zanagements In its peer group in xzaking and keeping its company an
efficieny, innovative, thoroughly modern, finaancially nealshy
cgeration waile provicing gecd service ve its cusuc"e“s,'iis‘

shareholders shorle 2ot iz turn be rewarded vy be-ng authorized‘a

s
h
0
[ 94
| B
ot
>3
or
132
]
3
[4]

e 3 imilar utilit*es wi:h cor“espond ng .
zers are indeed fortunate when_vhey Mce"ve good se*v*ce
ient up-te=date water utility competen :y‘*un ne
financially sound. Therefore, in deterzining *etur& on‘-nvesnuent
the Commission nmust take into consideraticn tne quality of serv*ce
rendered, ané preservation of that gcod serv‘ce is a matzer of

funcdazental conecern in determining appropriate level s o* return.

Waat utilisy owners would be motivated to maintain qual*ty service if

the rewards for tihe coansicerable interest, skill, and effort required
is to be merely 2 lower resurn? - \

C itness Meyver testified thzat the utility's ,h;nly raded stock
was high in May-June 1983 tecause of an article in Barrons derived
rox iaferz v_on Meyer ¢haracterized as bezng later confirmed as-
rroneous. The article linked SJWC as somewhat of a "high flyer."

- 18 -
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.. i testiag return on coamen equitly 're_commendat:.ons‘ agaiast
¢reditor and investor expectations both parties prepared various riSk
premiuz azalyses. In its first analysis staff first obtained a
niscorical average risk premium by comparing average earaings-price

ratios of the cozmon stocks of nine publicly traded water utilities

for periods between 1974 and 1982 with the actual yields on 10- and
2C=yezr Treasury 2onds over the same periods. To::hese aistorical
risk prexiums were added the 10- anc 20-year Treasury Zond avenﬁges
forecasted for 1984 and 1¢85 by DRI and UCLA. Ey,this aﬁ&lySis staff

obtained an expected return on common stock range between 13.34 and
12.83%. Staff's recommended range Of return on common equity of
123.75 to 14.25% fits neatly into this. '
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But SJIWC challenges
findirng fault with stalff's”
parsicularly in view of staff's poor record on fobecasting,in the
past. SJIWC argues that instead of such forecasts, staff should have
used the applicable current TreaSury Beond intérest rates. ‘SJWC
soinss out that staff projecticas of interest rates applicablé A )
Treasury 3onds whica iz the past rave been based on DRI and UCLA
forecasts consistently have been far bdelow amc:tz:.aml':--esulw:s,.-H in
t2is instancee the DRI and UCLA forecasts made earlier in 1683 for the
Bird quarter of 1983, when averaged, projected the interest rates on
rreasury 3onds to be 10.23%, whereas the aé:ual rate for the third ‘
er of 1683 was .54%, 2 difference of 71371 basis points or
APplicant asserts that a variation of tue magn;tude of 137
' ss Than six months 1230 the future goes
e called *an
rat degree of depe;da‘
12z cn them for surs
‘ ¢n eguitly ZIs, - :
substituting DRI anc GCLA fore asts for 10-
ds, subijeeted to a similar n for errdr,

wn, would produce a range from 12.03 LS inssead
's 13.34 to 14.83%. ‘ - L

v

‘' Iz A.82-03=64 staff conceded that DRI prejections had proven
substantially inaccurate in the past, but saw these as a useful guide’
0 be cousidered with other data (see D.82-71-058 (11/17/82) p. 17).
In A.5¢000 we also ncted substantial divergences from the actual in-
DRI fcrecacsts (see D.G2604 (1/21/87) pp. 35-26). ~

- 20 -
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Applicant ceprecates stalf’'s methodology in using such

forecasted inserest rates in risk premium analyses, pbinting'out
n izvestcr, whean determining between potential iavestments and
applying risk premium analysis, makes nis decision based on what
lavestment alternatives are at that time, and appliés’current'
izterest rates to deterzize or test return from equity based on
erthocox risk prezium methodology. Had this been done here, the
result weuld rave been a range of ekpected recturn on c¢ommon of from
12,12 To 15.50%, instead of staff's 13.75 to 18.25%5. As used, the
forecasts were self-serviag acecording to applicant. Staff's answer
S that ¢urreat iaterest rates provide no :rend; that uSing‘today?s
inserest rates fgr 1084 co 1686 would de setting rates based on stale
. ) C

;
nanclada va .

css-axanxination staff's witness categorized foregasting
rates as a3 precise sclience, and stated that according to an
ne recen:tly had read, DRI and UCLA were proven to be two of
t ferecasters; the standard of their reliability kaving deen
egree of variance from actual. Zowever, the witness could not
the cegree of variance other than to assert it was minimal.
reccgaizing the uncertainties inherent in the forecasting
edure, nonetheless, for purposes of developing a risk prenmiunm
nalvsis, he prefers shose uncertainties against use of tha current
rates because the resulting rates are being set for the future.

fria ® 0O
e 'y

U oIS ook O

- 21 -




4.83-06-01 ALJ/jt ALt.-.DV

Staff's second risk prexiux acalysis test’took,an average
implied risk preaium derived frém the differences between the return
auszorize in each of the Last three rate decisions applicable to
SSWC (1575, 1978, and 1681), and the respective costs of embedded
dedt, and added to that average the indicated cost of embedded debt
Sor each of the next taree years, o obtain anlanticipated returnfqn
cozmon equity of 13.68, 13.83, and 12.947, resppctively,"for'198u,
1685, and 1686. The purpose of this test was to show that‘st;ffTS»
reconzencation of a2 range from 13.75 o 1..25% was in lizne with past
Commission cecisions applicable to SJWC. | |

taft further tested its recommended range by'running‘a
¢iscounted casa flew test. Conceptually this-ﬁest is bhased upon the
assumption that the rate of returz an iavessor ean éxpect TO earn on
a particular stock would be that rate earned on stocks in comparable
investments. Tals expec:atioh, the investeor's "diséountjréte," is
derivee from the dividend yleld currently to Dde obtained plus the
exgected growth rate of future divicends. Applyins_thisvtest3 stafs
asserts that it ceterzined that the investor's.disccunﬁ rate would

commen ecuisty raaging from 12.€0 %o 1:.37% for

3 Staff chserved that fer tihe 10-year period 1973 through 1682,
SCwC's common stock's book value iacreased more %than T73%; that zet
inceme available for thas stock increased T6T of $£37.2 millien (of
whica $16.84 million was paid out in dividends). taff further
concludes that the srend toward an increase in common eguity (41.44%
o 46.04%) over that i0-year period leads investors to consider

invegszent in SJIWC %o he less risky than in a utllity with a lower
race, -shus tending to reduce future earniags expectatioas. Stafll
compared SJSWC's rate oF return expectancy to the 12.70 to 13.24%
expectaney it aserides o the average water utility. ‘

- 22 -
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Applicant again takes exception to staff's metzodolegy,
coa:endiﬁg first that proper methodology would be £o use the
"dividené expected in the next time peried," no;‘the last dividend
said, ™ and second, that stalf, in view of sluctuations in the
narket and the thinly traded nature of applicant's stock, instead of

sizg the stoek price at one peint in time (and that outdated by
three monthe), saould have averaged the mest recén:_six'modthﬁ’ s:ockl~
rice of the utility's stock to obtain an average yleld.
plicant observes that i the expected divicend rate applicable.to
ze August 1, 1983-July 37, 1984 period, ave:agetho‘Sagsoy‘were;
well as a six-month average of common stock caleulated at
the result would be a yield of 7.383% and 2 returs on eduity‘

1 . '
T Appiicaznt i that flaws in the staff procecdure render the -
resules Of its analysis of guestionadle or little value. - Applicant
vestilied u! ne methedology calls for the yleld using th _
"dividend expected in the next tize period,” and that supported by
C's past nistory the cdividend should be increased 20 cents in
Jaauary 168%, and that "expected dividend™ should be used in the
analysis. o '
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The cdeterminatiocn of a falir and reasonable return on equity7
not one which ¢an e made by the application of preciSé formulas
mathezmatical calculations. At best it is an imprecise art which

relies upon the exercise of informed judgment; judgment defived {roz
consicderatioz ¢f many factors and e¢ircunmstances. L muSt‘result in
rates which attain a viable balance between the interests of the
‘avestors and the consumers. We observe that the ret;rns on equify
T we have authorized since 1978 to water companies have trended
zeadily upward as inflation anc interest rates have rigen. while
aflation at laste appears %0 nave been reduced o accep;able leVels,
ates contizve high. We appreciate the_difficuitiés:of   -
ting Suture interest costs in these times. Uatil receatly the
Or argument over laterest rates was‘whechef'they wbuld‘declihe‘f‘
ficanily or stay about where they were.  But by and large ﬁhef‘
now is whether interest rates will remain stadble or mové‘

. 4
gker agaiz. ~

[

'S see: Clark, "The Ou
Aise?" The Wall Stree

‘.' Col 5.

tlook, Will Interest Rates Stay Eigh-or -
t Journal (Palo Alto), November 14, 1683, at 1,

- 2L -




~

A.83=06~01 ALJ/i% Alt.—bv

AS noted earlier we have allowed a 14.50%7 retura ¢n gquity
in the four zost recent major water utility éaté procéedingSQ1°
Taese all involved utilities staff nas included in its report in this
sroceeding as being enterprises with corresponé&ns risks. We‘aré.
also aware that returns averaging 16.00% have been allowed this year
to electric utilities. Were we to allow SJWC the 16.50% it seeks, it
would de granting SJWC more thaz the return allowed the electrics and
az izcrease of 200 basis points above the return allowed. the water
uvilizies. Tais we will not do. However, wisk €0 affirz that just
a2s we pezalize inefficiency and incompetency which results in poer
service, we intend ¢o recognizé efriciency and competency resultiag
in geod service and stable financial cendicion. Aé_scaff‘recdgtﬁﬁed,
we here deal with 'a water ity that is financially soun'ly nanaged

iin ‘ o its ¢gustemers. After

he purpcses of this
e returz on equit
16.50%. Tadle 2

-
resuQn:

1
e

-

San Gabriel Valley Water Co. D.83-10-0C2, Qotober 5, 1083

Se. Calif. Water (var. districts) 0.83-03-063, April 1683

Calif. %Water Service Co. (var. cdissricts) D.83-12-027,
Decenher 1083.

Calir.-izerican Water Co. (Monterey Distriet) D.82-12-122,

-

Decenber 1882.
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. Table 2
SAN JCSE WATEZR CCOMPAN
Adopted Rate of

. o fter Tax

Capitvalization Weighted = Interest

Cozporneny Ratio : - Cost Coverage
Average Yea :
wLong=tern . 0C% - 3 _ .50
Preferred : 00 : ‘ S
common Zqui 50.00

100.00

Average Year 1985
Long=terz Debdt £1.00%
Preferred Stock - 3.00C
Common Zgquisy 55.00Q
1

1C0.C0%

70 compensate for financeial attriticon, starl?f
recommencded iacreases in rate of resurn of 0.06% and
0.04%, wrespectively, for years 79685 and 1986 based
on estimates ¢f the ing¢reased cost of average
enbedded debt. SJWC's firnancial attrition will
results from retirenment of their Series 2, Z, and 7
nouds duriag 1984, 1985, and 1686, respectively,
increasing the cost facter of long-ternm cebt frem
1922'5 8.75% %o 8.26% in 1085, and to 8.40% iz
1686. :
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Table 3, our adopted Summary of Earnings, follows.

Tt

reflects the operating revenues which would beyprovided at present
rates and those which will be required to produce the 14.50% return
on common cquity we arec authorizing for the test years.

!T\

-

3

SAN JOSE WATER COMPANY

Adopted Summary of Earnings

{(Thousands of Dollars)

At Present Rates

Operating Revenues

Operating Expenses
Subtotal
Depreciation
Uncollectibles
Franchise & User Tax
State Corp. Franchise Tax
Federal Income Tax

Total Operating Expenses
Net Operating Revenue
Rate Zase

Rate of Return

At Rate Levels Adopted
Qperating Revenues

Cperating Expenses
subtotal
Depreciation
Uncollectibles
Franc¢hise & User Tax
State Corp. Franchise Tax
Federal Income Tax

Total Operating Expenses
Net Operating Revenue
Rate Base
Rate of Return

Test Year 1984

$87,863.0

30,156.1
3,832.1
141.9

822.5.

779.5

3,756.6

39,38837
8,374.3
91,888.5

9.11%

52,831.7

30,156.1
3,832.1
156.6

907.9
1,246.9

5,781.1

42,080.7 .

10,751.0.

91,8885
11.70%

Test Year 1985

"t

ww

$48,267.9

20,978.7
4,008.8
TU143.0

829.5

7226
3,578.7
40,260.9 -

93753Q€6

8.56%

30,978.7
u y 008- l"
“161.6"
1,311.3

6 21 28.6 5
43,525.6
11,0000

. 93,540.6
1T.76%

- - N ) S
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Centrasting the Operating Revenues set ferth ia Table 3, it
is apparent that the rates of return which we are authorizing SJIWC
will produce additionral revenrnues of 3$& 908,100 in 1984 an iﬁc“ease
0f 10.38% over the revenues which the existing rates would prcduce.
In 1985 an adcitional $1,247.400 will be produced, an increase of
2.34%. In conformity with our stated requirement that Class A wavter
usilities not file general rate applications more ’requently'than
once each three years, 2 third set of rates in the, form of a st “ep
izerease will be autherized For 1086 to allow for atsrition, bouh
operational and Sinanecfal, after 19085. The opera.ional component, as
indicated by she cdecline in the rate of return at ak.hor zed ratves
is 0.58%. The financial component is représented by thae differedce‘

T 0.0L percentage points between the rates of return we adopted (seé‘
Table 2) for 1684 and 1585, respectively, (11.60% and 11.%8%). To
effset this cozbined 0.62% (0.58% + 0.04%) operational aad financial

- d £y

'l

ttrition we will authorize a 1688 step rate increase ¢f
12.500. 7 |

On or after November 15, in the years 1984 and 1685, sJIuC
i s ¢ '

will te autheorized %o file advice letter
h

& fo
-8
13}

-

with opropr: te work .
sapers) o justify implezentation cf the step rate iacreacses hereiﬁ=
posc:;atec for each of years 1685 ancd 71986. These supplemental_
ilizgs will perzit review of achieved rates of retura before eaéh
step rate is autiaorized. ' |

Tizally, turning %0 rate design, we néte that SJWC'prcposéd
vhat the tetal rate incereacse be spread proportionaﬁely‘between |
General Metered Service and Resale Service. Staff posed ne
¢hieerions. We wi;l adopt the proposal.

: Rate Base x Rate of Comdined Operational and
X Vet t0=Gross nuluipli-. = Step Increase, we

563,540,500 x 0.62% x 2.0907% = $1. 212.500.
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In this proceecding SJWC Joined other water uti;iziés which
nave iz previous recent proceedings asked the Commission t0 address
the problem of nore realistic and appropriaté distridution of ﬂtes
between the service crarge and the consumption c“argeQ ;n th*s
sroceeding SJWC asked that service charges for Gene ral Vete*ed

ervice be izncreased so0 as o provide 30% of the revenues rat,er'than
tze preseat 21.8%. Staff oppeses any caange. SIWC illustrated how
2t rate design concept during d*oug"u periods resulss in‘a
risis fer the utility. This is a festering p"oolpm which
keeps surfacing in rate proceecdings. JWC argues that staff has
produced 20taing to support the conclusion contained in its report
That the utility's cdesigzn proposal would in any way serve to lower
co:sumption {ncentive. However, the ut iiiey also'fee’s unau[vhe
zatter Is ol sulficlently broad interest and concern to ﬂe iv a
procescing, and asks that trne Commission socn add val
' : subgect ¢catinu a_;y surfages and . -,ains
¢ to prepare a repert in 1684
zééressing tals. : s report will e submitted to the
industry for comm her proceedit Méénwhile,»& will
increases authorized to maintain che
_betweenrs rvice and commodity chabges.‘ Rate
lifeline differential of 25% conSistent
other water utility proceecizgs.’
als cecisicn sets iorth the rate ;tructure'
for the year 1684. Appendix B cohtai:
for 1865 and 1986. In that rates very
ugh advice letter offsets in the per‘od
it is deubtful taat scredules. ’c.'1985 and 1986 predicated
oz rates authorized for 1684 would be the curreat *atesfa*;'he time

rase advice letter filings are-to be made. Acco*d~~ *y; tne
ingreases contalned in Appendix B can be added to the. rates that
would otiherwise be in effect on the date the‘par cular step. _ncrease'




reasonable.

'

L =
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18 0 §0 into effect iz order to develop tae appropriate‘ratés’fob
£iling. The compilation of adopted quantities and the adopted: tax
calculation are contained ia Appendix C to this deecision. -
“ne rates ofF return found reasonable in this application
were determined and based upon the effect of the rate increase for .
the full year 1684, Anything else will serve onlv “o distort
Tesulis.  Accordingly, in that the ¢nly active pa