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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE O@@ﬂ@&%ﬂ&

In the Matter of the Application of )

SOUTHERN CALIFORNIA GAS COMPANY for ) Application No. 57639

Authority to Increase Rates Chawrged g (Filed October 28, 1977)
)

By It for Gas Service.

David B. Follett and Robert B. Keeler,
Attorneys at Law, for applicant.

John W. Witg, City Attorney, by
William S. Shaffran, Deputy City
Attorney, for City of San Diego;
and 3urt Pines, City Attormey, by
Ed Perez, Deputy City Attormey,
Zor City of Los Angeles; intewested
parties.

Thomas F. Grant, Attormey at Law, for
the Commission staff.

OPINION ON LIMITED REHEARING
ON INTERIM DECISION NO. 90105

D.90105 dated Maxch 27, 1979 was the third decision
issved on Southern Califormic Gas Company's (SoCal) A.5763%
seeking authorization to increase its rates approximately
$334.0 million (33.5 percent) amnually at the estimated test
yeaxr level of sales. D,89208 dated August 8, 1978 on this
matter granted a partial general increase of $118.6 million
and D.89710 dated December 28, 1978 granted SoCal an additional
$82.9 million, a total of $201.5 million over base rates in
elfect in July 1977. The total increase was intended to provide
an overall rate of returm of 9.73 percent and 2 retuwrn on common
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equity of 13.49 percent as shown in the following tabulation as
Lt appears om nimeo page 23 of D.89710:

Acdopted Capital Structure
Capatal Cost : Welgnted
Ttem : Ratio : Factor : Costs

Long=Term Debt 50.417% 7.62% 3.847
Preferred Stock 9.99 5.47 0.55

Common Equity 39,60 13.49 5.3
Total 100.007% - $.73%

On Februaxy 22, 1979 SoCal £iled a petition for modi-
fication of D.89710 requesting an additional $12,411,000 in
revenues To correct an allegedly erroneous income tax calcula-
tion reflecting the inclusion of interest on short-term debt
as an income tax deduction when D.89710 excluded short-term
debt from the adopted capital structure. Accoxding to Solal
the inclusion or exclusion of short-term debt interest in
income deductions for tax purposes should coincide with the
inclusion or exclusion of short-term debt in the capital
structure. On March 1, 1979 Tehachapi-Cummings County Watex
District (Tehachapi) £iled a respomnse to SoCal's petition
requesting the petition be denied oxr at least that it not be
granted ex parte. Ex parte D.90105 dated Maxch 27, 1979
granted SoCal's reguest by modifying D.39710 to increase SoCzl's
Tevenues an additional $12,411,000. 7This decision was, however,
granted om an interim basis with the additional revenues subject
to refund in ordexr to provide Téhachapi 2 £ull opportunity to
present its evidence in public hearing provided an offer of
proof established the need therefor. Om March 29, 1979 the

ities of Los Angeles and San Diego (Cities) also £iled a
protest to SoCal's petition and om April 23, 19279 £iled a
petition for rechearing of D.90105. Om May 5, 1979 SoCal filed
a response asking that Cities' petition be denied.
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Cities' petition for rehearing of D.90105 £iled April 23,
1979 alleged that SoCal's Petition for Modification of D.89710 was
procedurally incorrect in that such petitions are properly utilized
only for minox changes and the $12,500,000 sum in dispute is not 2
minor change; that the proper vehicle with respect to this issue
was a petition for rchearing which our Rules of Procedure and the
Public Utilities Code mandate must be filed within thirty days of
the entxy of the decision which had lapsed on Janvaxy 12, 1979;
that the treatment of short-term debt in D.90105 is exroneous and
results in a confiscation of ratepayers' property without due
process of law; end that in the case in issue, short-term debt is
properly includable in the capital structure.

The thirty-day mandate in our Rules of Procedure and the
Public Utilities Code referred to by Citics relates to the reten-
tion of eligibility for judicial review but does not preclude this
Commission from granting rehearing should the petition be £iled
more than thirty days after the issuance of the decision.

After careful consideration of each and every allegation
of exror in Cities' petition, this Commission concluded that good
cause existed for granting rehearing and issued D,.90472 on June 19,
1979 ordering a rehearing of D.90105 "limited to the receipt of
evidence and briefs on the question of the appropriate ratemaking
treatment of SoCel's short-term debt.” It should be noted that
the rehearing was not limited to comsideration of whether or not
short-term debt interest should be included inm tax deductions for
income tax calculations, but also encompassed the broader issue

of the appropriate ratemaking treatment of SoCal's short-term
debt.
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The limited rehearing was held before Administrative
Lsw Judge (ALJ) N. R. Johnson on October 10, 1979 in Los Angeles
and the matter was submitted upon receipt of concurrent dbriefs
due November 28, 1979. Testimony was presented on dehalf of
SoCal by its manager of revemue services im the regulatory

affairs department, W. F. Stanley; on behalf of Citles by Manuel
Kroman; and on behalf of the Commission staff by Bertram Patrick.
Position of Cities

Testimony and briefs presented on behalf of Cities
indicated that:

1. Short-texrm debt should be included in the adopted
capital structure of SoCal while maintaining the authorized
rate of return of 9.73 percent.

2. The exclusion of short-term debt from the adopted
capitalization {s to employ a hypothetical capital structure,
at odds with reality. \

3. It {s proper to imclude the short-term debt interest
in Income tax deductions when computing the test year 1979
income tax expense irrespective of whether or not short-term
debt 1s included in the capital structure.

4, The inclusion of short-term debt in the capital struc-
ture would necessitate a return on common equity of 13.80 perceat
instead of the adopted 13.49 percent to maintain the allowed
Tate of retwrn of 9.73 percent. According to the testimomy of
this witness, however, these two amounts are equivalent when
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proper consideration is ziven to the gemerally acknowledged
inverse relationship between return on equity capital and the
equity ratio.

5. D.90105, 4f affirmed will have the anomalous effect
of significantly increasing rates so as to give recognition to
& trivial amount of Allowance for Funds Used During Comstruc-
tion (AFUDC).

6. Tederal Power Commission (FPC) Order No. 561 is appar-
ently predicated on the proposition that the sum of a utility's
permanent capital structure, plus short-term borrowing, is equal
Lo the sum of its rate base plus interest-bearing comstruction
woxrk in progress. Im this case, however, the utilizy's
average test year 1979 permanent capital plus short-term debt
1s less than the wate base even before giving consideration to
Construction Vork in Progress (CWIP).

7. The interest expense attributable to short-term

Ly o

Tunds invested in CWIP is of a relatively incomsecuential magni-~

tude; therefore, it is clearly erroneocus to exclude all
shori-verm cebdy interest expense from the income tax
calculacion.

8. The $12,411,000 rate increase authorized by D.90105
has been erroneously computed in that the product of the amount
of short-term debt of $80 million and the applicable interest
rate of 7.75 percent is $6.2 million rather than the approxi-

. mately $12 million used in computing the additional revenues
required,
Position of SoCal

“he position of SoCal, as set forth in the record and
argued in {ts brief, is as follows:

1. The income tax calculation adopted for the test year
1979 was incorrect because the interest on short-term debt was




A.57639 sw

included as an income tax deduction when short-term debt was
excluded from the capital structure with the result that SoCal
was precluded from earming its authorized return on common
equity.

2. This Commission recognized the validity of SoCal's
¢laim of incorrect income tax computations and corrected this
deficiency by issuing interim D.90105 granting SoCal additional
annual revenues of $12,411,000.

3. Mz, Kroman's testimony indicates that the matching of
authorized expenses with corresponding computations of income
tax expense is regquired (Question and Answexr 11).

4. The use of Mr. Kroman's recommended capital structure,
including $80 million of short-term debt at an interest rate of
7.75 pexcent, is improper because the issue was resolved by
D0.89710 and the period for timely petitions for modification has
long passed. In addition, a 7.75 percent interest rate would be

entirely inadequate in light of the existing higzh level of the
prime interest rate.

5. Although ostensibly ovjecting to the correction of the
incorrect income tax computation, Cities is actually attempting
to welitizate the issue of the inclusion of short-term debt in
the capital structure even though the issue was resolved by
D.89710, the time for appeal has expired,and all parties ave
estopped from seeking an alternative determination.

6. The short-term debt is used to pay for plant construc-
tion and, lately, to finance undercollections caused by purchased
gas costs rising more rapidly than revenue collections.

Position of the Commission Staff

The Commission staff's position as presented into
evidence and argued in its brief is thac:
L. The staff confirmed that D.89710 inadvertently under-
stated the income tax expense by $12,411,000 as a result of the
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exclusion of short-term dedt from SoCal's adopted capital structure
without similaxr exclusion of interest on short-term debt from the
income deductions for income tax calculation purposes.

2. The treatment of short-term dedt should be consistent in
the capital structure and income tax calculation.

%. The incorrect income tax computation resulted because of
inadequate comsultations between the two staff witnesses who prepared
the rate of return and results of operations exhibits.

4. terim D.90105 was proper and should be affirmed.

5. Several reasons unconnected with ATFUDC for excluiing
short-ternm debt from SoCal's capital structure were advanced by the
stalff's rate of return witness including (a) the short-term dedbt in
question constitutes advances from associated companies and is ot
classified as dedt on the company's books and (b) the payables %o
associated companies represent a return on a »ortion of dividends which
have been paid to SoCal's parent company rather than short-term borrowing
from a lending institution.

iscussion

Decision No. 89710, dated December 12, 1978 sets forth the
capital structure acdopted by the Commission after consideration of
the exhidits and testimozy of all parties. The Commission determined
that short-term dedt shall be excluded as a component of the capital

tructure and states the following rationale om page 17:

"By D.8S578 dated October 31, 1978 in Cases Nos. 4270 and
6998, our investigations relating to the adoption of revised wnifornm
systems of account, we concluded that Federal Znergy Regulatory
Commission (FERC) Orders Nos. 561 and 561A should be adopted. Such
rules prescribe a formula for determining the maximux allowance for
funds used during construction (AFUDC) rate. The inclusion of short-
term debt in determining the allowed rate of return, coupled with
the FERC formula for computing AFUDC, would result in a double counting
of short-term debt. To avoid such a double couwnting, we will exclude
the short-term debdt from the cost of capital computatioms."”

-6=
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in additi‘ n, stall witness Leonard in testifying as
t0 why he excluded the shortterm debt from his capital structure
stated on transcript page 1162:
Q. "May I explain why I d1d not include those
figures in? Certainly. .
‘A. I think there are several reaso%s, first of all,
The tables, the Interest on these advances from
assoclated companles are not reélly classified as
debt Iin the company's books, as I understand.
They are current 1iabilities. They are not
classifled as notes payable, bué payables to
assoclated companies, aunber one. Secondly, I
thlink any amount that you would con ider Iin
arriving at these interest fisuges would have to
some Xind of an average becauseithe payadle %o the
assoclated companiles fluctuates Irom moath-to-month,
and you look at one month there may not be a bhalance
in there at all, 20 you would have to average 4%t out
over the year."
In the linited rehearings on Interim Decision No. $0105
SoCal witness Stanley, testified in response to cross-examination
Dy stall counsel as To the use o0f the short-term debt by the company
on transeript pages 4208-4211 as follows:
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CROSS~ELAMTNATION
"BY MR. GRANT:

Q. I think it would help the recoxrd and help the Commission
iz this proceeding vo f£ind out what the short-term borrowed funds
are agtually used for. So let me ask you, cam you tell us, well,
car you tell us what the funds are, borrowed on 3 short-term basis—-

A. Tes. ’

Q. ==Dy your compaxy are actually used for?

The Pacific Lighting Utilities companies operate like most

they satisly the immediate zeed of their Zunds for
ruction, operating purposes by short-term borrowing, short-term
dedbt, and as soon as that reaches a significant amouwnt, they replace
it witk lozg-term dedt.

Now., vreviously, and this was true in this c¢ase that's in
consideration nowi_yhen it was out tocether it was before we had the
so-called Suvnoly Adjustzent Mechanism. and the cas commany is very
suscevtible to the variatiozs in weather. (Zmphasis added)

In effect, SoCal nad to borrow large amounts of short-term
debt %o operate during the warm periods of the year and then in the
wintertime, whez the weather was colder, it would pay back that

. _shoxt-tern debdt.

That was Taker into consideration when we put this case
together prior To the time SAM was authorized.

Q. Is the imstitution ¢f£ SAM the mechanism you refer to as SilM,
iznclusion of that, is that going to affect the short-terz borzowings
in the future of the company?

A. Tes.

We 20 longexr Rkave €0 borrow on a seasonal basis as we have
in the past.

G- You will e doing less short-term borrowing?
L. I%'s hand to say whether we will e doing less.
I think the absolute magnitude, if all otker thizmgs would
ve equal, we will have less short-term borrowings, yes.

~8-
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.

Q- Still I don't think your answer to my original question
was quite specific erough.

What I was wondering was what actually is the money used
to purchase, to buy, where does it go?

A. The money is actually used to pay for plant corstruction,
to put pipelines in the ground, duild buildings and that kind of
thizg.

ALSO, another use we have for our short-term dedt, one
that has become very apparent lately is the fact we have vexy
significant undercollections in our purchased gas adjustments.

We have to pay these increased gas costs before we get the
noney from our customers; so, therefore, we have to borrow money o
allow it to, Jjust to operate and pay for these increased gas costs.

Q. 50, essentially you have two things, the capital expenditures
for pipes, et cetera, and the second one is on purchases of gas?

A. Yes."

Therefore, the use of the short-term debt as originally

estimated by SoCal (880 million) can be summarized as follows:

1. Weather variations.
2. Cozmstruction.
5. Uadercollection in Purchased Gas Adjustments.

The company, however, was not able +o0 specifically identify
a dollar amount associated with each item.

The record before us is clear that the short-term dedt
as origirally estimated by SoCal of $80 million included ar amount
which is no longer applicabdle because of the adoption of SAM.
Regardless of the adoptioz of SAN, however, short-term borrowings for
such a purpose as weather conditions would not be properly includadble
in the capital structure. Also short-term bBorrowings used to finance
the undercollections in the Purchased Gas Adjustmernts (PGA) are not
properly includabdble in the capital structure. It must be noted that
SAM and PGA proceedings both provide for the recovery of interest costs
by the company; therefore, including the short-term dedt associated
with SAM and PGA in the capital structure would mean that the ratepayers

would be paying for interest costs twice.

-9-
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The remaining item for which the short-term debt was
used was plant cozstruction. The inclusion of shoxt-term dedbt iz
the capital structure used in determining the allowed rafe of returm,
coupled with the FERC formula for computing AFUDC, would result in
a double counting of short-term debt. The company was znot able to
specily the amount ¢f short-term debt associated with plant comstruction.
Although there is some uncertainty regarding the amount of short-texm
debt associated with plant construction, there is nothing in the record
to convingce us that we should chamge our original findings that
short-tera dedbt should 2ot de included iz the capital structure adopted
iz Decision No. 89701L. .

Another factor which must be comsidered in this proceeding

'Q b‘o

is the Tate 0f return on equity of 13.49% axd the resulting rate of
return oo rate base of 9.73% found reasonable by the Commission in
Decision No. 89710. In adopting these returzs, which were dased oz
a capital structure which excluded short-Term debt, the Commission

vated on p.2% of D.89710:

"This »eturm on ¢apital is the minimum needed to attract
capital as a reasorzable ¢ost and 1ot impair the credit of SoCal. This
rate of returz will provide axn approximate times interest coverage
after izncome taxes of 2.53 times and an interest plus preferred
dividend coverage of 2.22."

Zad the Commission considered a capital structure which
included the 380 million of short-terum dedt, the following would have
resulted:

Capztal cosT weighted
Iten Ratio Factor Costs
Long~Term Dedbt 47.52% 7.62% 3.62%
Short-Term Dedt 5.73 7.7% Al
Preferred Stock Gl S.47 .52
Common Equity 37.3% 13.49 5,04
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+0 will be noted thut the above provides o rage of return

ol 9.62 perccnt, 2 times intercst coverage of 2.37, and a combined
coveragme lactor for all interect and preferred stock dividends of
2

i
2.10 compuarcd to 9.73, 2.5%3, un
Decicion No. 89710.

The resulting differences in rate of return, times interost

.22, recpectively, sct forth in

coverage and combined coverage for interest and prefe rcd stock
might have caused the Commiscion ©o adopt & return on cquity and
rate of return different than that adopted in Decciszlon No. 89710.
the resulting times interest coverage of 2.37, as
the original 2.53, might have been considered ine-
that time, supporting an increase in return on common
cquity to ralve the Uimes interect coverame £o a more appropriate
evel.

The Commicsion therefore determines that o recomputation of
the capltal clructure adopted in Decicion No. 89710 1s noé
appropriate at thic tinc.

Ydlth respect to the treatment of the income tax offeet of
Sclal's chort-term debt, it zhould be noted that the generic
cucstions of whether to Lncliude interest cxpense for construction
work in progrecs or on debt that it not part of 2 utility's capital

ructurce when calculuting income tax expense for test year ratce
ing purposes ic, ac pointed out in Deciczion No. 89710, the sube-
Ject of Qrder Instituting Investigation No. 24,

1oweve it iz not reasonable to put off making 2 deciszion on
that is in this procecding becauce we are faced with the fact
that we have already adopted a falr and reasonable rate of return

Any rctrocpeetive change in tax treatment would
affeet SoCal's interest coverapge and return on cquity
and require o rcanalysic of those issues. SoCal's rate of return,

however was not an Ao in thic rehearing.
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A we proviously noted when fuced with o cimilar problem as to

Pucifie Caz and Blectric Co.

",...t0 unilaterally change the method used o
cstimate increace tax cxpence without consldering
the offecet on post-tax interest covc"arc ané return

n eccuity (in a proceceding where authorilzed rate of
recturn could, if warranted, be ad’u cd) would nov
we falr or Ln the best Antcrest of malntalning
financially sound utilities...." (Decision No.
89315 (1978) CPUC , 4% pure 28 mimeo.)

Thercfore, we shall adopt the ctalf's tax tres L of
21tz short torm debt intercct cxpensce,

Lties, for purposcs of this procecding.

‘ndinme of Facv

J. The $80 million of SoCul's 1979 test year short-=term
obt lncluded an amount no longer applicable because of the
a2doption of the Supply Adjustment Mechanism (SAM).

2. The 580 million of SoCal's 1979 tect year short-term
debpt itz uged for construction: undercollcetions assocliated with

Purchused Cas Adjustments; and to offsct fluctuations in earnings

due Lo weathor vuriations,
3. Short=term debt for recusonc attriduted to SAM or PCA iz
not properly includable in the capital structure because the
rccovery of interest costs uscociated with zuch debt are provided
for in the respective proccedings.
. Shors=torm debt attridbuted to interest-=bearing construction
work in progrecs (CWIP) is not properly includable in the capital
ructure bBecause coupled with the FERC formula for computing AFUDC,
inclucion of short-term debt in the capital structure would result
in double counting of chort=toerm debt.
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or this procceding, the methodology used in Declision No.
SoCal's revenuce requirement und rate of return
intercct cxpenses for debt, which was not pare
p capital structure, be excluded when cal-
income tax cxpense.
Because tosy ar 1979 is past, and 41t Lo prodvlemuticul
whethoer we would have found the coverage factors resulting [from a
roturn on equity of 13.49 percent with $190 million of short-term
dabt inciuded Ln the capital structure adeguate, 1¢ Lz lnapproprliatce
at shic time to rccomputce the 1979 capital structure adopted in
Decicion No. £9710.
7. The generide guestions of whether to include interect
cnse for construction work in progrezs or on debt that 1s not
a utility'c capital structure when calculating income
for test yeur ruateomaking purposcs is, a8 pointed out

89710, the subject of Order Instituting Investi-

.

Conclusions of Law

1. The gus ratec authorized for SoCul in Interim Deciszion
no. 90105 are just and rcaconable.

2. The Commission concludez that the application should bhe
granted to the extent cet forth in the order which follows.
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IT IS ORDERED that:
The rates authorized by Decision No. 50105 are made
final.
The effective date of this order is the date hereof.

4UL 21980

Dated , at San Francdsco,

California.

il
%// \/M

}%hmissioners‘"




