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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

Investigation on the Commission's own
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Cost Adjustment Clause (ECAC) tarife ' OII No. 56

and the changes, if any, that should (Filed August 1L, 1979)

Decision No.

be nade to its provisions and
procedures.
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INTERIM?OPINION'
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I. Introduction
M

, By order dated August 14, 1979, this Commisssion instituteq
this generic investigation into the Operation of the _Exiergy"Cost
Adjustment Clause (ECic). Lnistrative Law‘indgé's rulings
the Scope of this proceeding has been defined and a Schedule set
for the taking of evidence. : -

Oze of the issues expressy
of this Proceeding is +h
caleulation 1o be applieq tot
On Novemper 15,
filed 3 Notice
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fixed rate of seven ‘percent- to a varisble rate tied to the interest
rate. applicable to commercial paper. It points out that its history
with ECAC is characterized by substantial undercollections and fo;\recaét.sr
carrying & $300 millior undercollection-for the year 1980, even with
timely operation of the clause. It contends that this condition is
contrary to the anticipated operation of ECAC - periodic over- and
undercollections. Edison argues that in these circumstances it is
necessary that actual interest be recognized so that the utility may
kave the opporw.n:.ty to earn its authorized rave of retu.m

Witness Adams testified regarding the borrown.ng prac‘t:.ces
and consequences related to ECAC. EHe testified that ‘Edison
typically finances undercollection by use of commercial paper,
up to the extent of its line of credit, as commercial paper offers
the lowest of the short-term money rates. Heoriginally suppl:.ed a table
companng Edison's actual short~term interest rate with t.he prime
interest rate, banker's acceptance 90-day interest’ rate, and the commer—
cial paper L to 6 months rate published by the Federal Reserve Board.
From this table it appears that the published commercial paper
rate most reliably approximated the rate that Edison pays. He
points out that the Federal Energy Regulatory Commission (FERC)
has recently issued Order No. 47 (Docket RM 77-22) establishing
the prime rate as the interest rate applicable to refunds of
differences in revenues between the resale rates filed by the
utility and the resale rates later determined by FERC to be Just
and reasonable. The prime rate is shown by the‘ evidence to be
uniformly higher than the commercial paper rate.

Adams*® subsequent testimomy disclosed that the Federal
Reserve was no longer publishing the 4~6 months Prime Commercial
Paper Rate. He testified as t0 his analysis of alternative rates
and recommended that the Federal Reserve Boaxrd 3-month Pn.me Commercial
Paper Rate be adopted as a reasonable indicator. ~

Witness Ferguson sponsored specifzc tariff revisions
that would implement the interest rate recommendation made. by
Adams. The language ultimately proposed is-
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n_..interest will accrue monthly to the Balancing Account
oz the average of the beginning and ending balance in
the Balancing Account at the rate of 1/12 of the most
recent month's interest rate on Commercisl Paper (prime,
3 months), published in the Federal Reserve Statistical
Release, G- 13. Should publication of the interest rate
on Commercial Paper (prime, 3 months) be discontinued
interest will S0 accrue at the rate of 1/12 of the most
recent month's interest rate on Commercial Paper, which
most closely approximates the discontinued rate, and
which is published in the Federal Reserve Statistical
Release, G. 13, or its successor publication.”

The only substantive change intended is with respect
t0 the interest rate. ; |
SDG&E supports the motion and proposes that the ECAC
interest rate be allowed to vary among-the utilities to reflect.
the differences in actual financing costs. Witness Williams
ffered 2 table comparing SDG&E's short~term interest expense
o the commercial paper rate and proposed that the commercial
paper rate be adjusted upward by 50 basis points (.5 percent).
20 reflect SDGEE's higher borrowing costs associated with its
lower financial credit rating. EHis January testimony expresses
continued support for the motion. o -
PGEE supports the motion. Witness Doudiet concurs
that commercial paper is the lowest cost form of short-term ,
borrowing. Ee supports a variable rate as a better reflection
of the cost of money over time and proposes that the va:d;éble'
rate be made applicable to other balancing accounts, in addition
to ECAC. | | o
Staff supports a change in the interest rate, with
several material variations from the Edison proposal. Witness
Christensen proposes that the applicable interest rate be
determined quarterly and be either the average of three months'
commercial paper rates or the authorized rate of return,
whichever is lower. She also proposes that the intérest no%
be coupounded. : -
~ The basis for these differences is her concern that
some incentive must be provided the utility to minimize its
undercollection and interest expense. She war'ns”of an incentive
for the utility to invest in undercollections, o the extentv
that it can recover more than its guthorized rate of return.

)\

fk;:i




OIT 56 3n

She characterizes the lag associated with her averaging method as
not unreasonabdble, and the compounding of interest as a burden on
the ratepayer or company; depending on under— or overcollection.
She suggests that the principle at stakemight alse be applied to
other balancing accounts or monies held subject to refund, such
as customer deposits. She intends that her recommendation be
considered as ":.nterm" so that fmher consideration may be
given.

Upon cross—examination of these various witnesses by
counsel for the cities of San Franc:.sco and San Diego, each utility
identified several accounts that are currently calculated using
seven percent interest. There was general agreement &mOng the
parties that a single interest rate should be applied on a company-
wide basis. |
III. Adopted Nethod |

We adopt the basic recommendations of the utilities.

We £ind that it is reasonable t0 apply a variable monthly Laterest
rate to the ECAC balancing account based on the commercial papern prime
three~month rate derived by the Federal Reserve, with recogai~

tion of the higher cost of financing for SDG&E.

We are satisfied that the varizble monthly interest
rate derived in this manner provides sufficient incentive for
the utilities to act to minimize undercollections and interest
expense. This is because the adopted method does not remove the
risk or opportunity to the utility associated with actual interest
rates being higher or lower than the authorized. This point is
illustrated by reference to the evidence showing that the utilities
have previcusly been able to borrow at less thaa Seven perc’ent,
indicating that they recognize the oppormm.ty associated with
this procedure.

This prev:.ous experience illustrates the basis :f.‘or-
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changing the applicable rate. A fixed rate does not reflect ‘
variation in money market conditions. This might be tolersble if
periods of overcollection balanced periods of undercollection.
This has not occurred. :

This problem demonstrates ome of the fundamental " concerns
that precipitated this generic investigation - the reasonableness
of ECAC procedures. The interest rate issue ‘can best be resolved
by reducing the smount at sta&ce = by reducing the undercollect.:.on.
We expect this issue to be addressed in more deta:..l in the
bearings to follow. : .

We do not now impose the ln.m:.'cations prOposed by staft
We consider that compounding reflects actual mariet conditions
in the same way that a variable montmy rate rei‘lects the market.
We see no basis for imposing a rate of return’ ce:z.l:mg on the
interest rate in this context. '

The stalf proposal to apply a rate of returm ceil:‘lng
does reflect recognition that each company has d:.fferem: coSts
of capital, as each cempany has a different rat.e of return.
Therefore, we authorize SDGZE an interest rate 50 basis
points higher, a conservative estimate of the premium at current
bigh interest rates. But we are concermed that rate of return
as a ceiling would unfairly discriminate against a utility that
has prudently managed funds over time S0 as to regquire less
investment, thereby yielding lower capital costs. Alower rate of return
based on lower embedded cost of debt may not translate into much
of a savings in the short~term money market.

We are impressed that the same considerations that support
this decision apply to the other interest-bearing accounts of
these utilities, as well as others. Therefore the authority
granted by this order is expressly tied to a recalculation of
interest rates applicable to each of t.hesev accounts_. As to customer
deposits, the record indicates that interest is not present_ly_
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compounded. We think that utilization of a monthly interest rate,
with compounding, for other accounts supports compounding of
interest on customer deposits.

Findings of Fact ;

1. Substantial undercollections have been incurred by _
utilities through the operation of ECAC.

2. Thke present interest rate of seven percent allowed on
the ECAC balance does not fairly compensate the utility or the
ratepayer, depeadizng on under- or overcollection. |

3. An interest rate that varies monthly most reasonably
reflects actual money market conditions.

L. Compounding of interest best reflects the actual burden
on the ratepayer or utility, depending on over-or undercollection.

5. Commercial paper is the lowest_cost form of short-term
borrowing available to the utilities for financing undercollections.

6. The Federal Reserve Statistical Release, G-13, is-a reliable
indicator of the interest rate zpplicable to commercial paper,
prime three nmonths.

7. The interest rate published monthly in the Federal
Reserve Statistical Release, G—13, is a reasonable interest rate
to apply to wtility balancing accounts, plus 50 basis po:.nts 0
recognize higher financing expenses for SDG&E.

8. The interest rate appl:.cable to various utility accounts
ought to be uniform. No change in’ the interest rate should be
authorized except on a companmde basis.

9. Timely implementation of the new interest rate requires
that this oxder be effective \.he date hereof, so that respondents

may apply the rates for the entire year 1980, by applyln,g; the rate
to January month-end balances.
Conclusions of Law

1. A change in the interest rate appl:.ed to vanous nt:.l:.ty
accounts is reasonable. :

2. A variable rate compounded montbly is reasonable and
should be authorized.

3. The interest rate should be um.i‘omly appl:.ed on a
, ccmpany'wide basis.

o




INTERIM ORDER

IT IS HEREBY ORDERED that the interest rates applicable
to the various accounts of the respondent utilities shall be changed -
to conform to the published Federal Reserve Board three months
Prime Commercial Paper rate (plus 50 basis poimts for San Diego Gas &
Electric Company) on a companywide basis, effective Jamuary 31, 1980.
Advice letter f£ilings to modify appropriate tariff provisions shall
be made within fifteen days of the effective date of this order.

This authority is interim; the interest rate caleulation is sub:;ect
t0 recalculation and refund.

The effective date of th:z.s order is the date hereof.
Dated JAN 23 1080 y 8%t San Francn.sco, California.
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