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OPINION 

Summary 
This decision establishes the costs of capital (or calendar year 1997 for (our 

California energy utilities: Pacific Gas and Electric Company (PG&E), Southern 

California Edison (Edison), Southern California Gas Company (SoCalGas), and San 

Diego. Gas & Electric Con\pany (SOG&E). Sierra Pacific Power Company (SPPC), 

PacifiCorp, and Southwest Gas (South\\'est) have been excused from participation in 

these proceedings by Commission orders. The rates.o( return adopted today will be 

incorporated into. rates in other proceedings. 

In this decision, we adopt the capital structures, costs of debt, and 

preferred stock and the rate of return on equity (ROE) proposed in an aU party 

settlement. Each utility's ROE will remain at 11.60%, the same ROE granted in last 

year's attrition proceeding. However, the separate PG&E pipeline expansion (PG&E 

Pipeline) ROE will drop (rom last year's 12.10010 to 11.60%; while its long-term debt 

decreases from 67% to 64%. A 30 basis point increase in preferred stock and 

corresponding decrease in debt will be made in PG&E's traditional utility operations­

capital structure. SoCalGas's equity will increase 60 basis points, its long-term debt will 

increase 270 basis points and its preferred stock will decre~se 330 basis points, due 

largely to a redemption of pre (erred shares. Edison's and SDG&E's capital structures 
, -

remain unchanged. \Ve find the all party settlement reasonable and grant its request 

that the Ocfober 1996 DRI/McGraw-HilI Control Fo~ecast for AA UiiHly Bonds (DIU 

Update) not be used to calculate the utilities' costs of embedded debt and preferred 

stock. Instead, we approve the settlement's agreed cost bases for ea~h utility, which will 

result in a 100'w'er rate of return (ROR) on rate base than produced ~y use 01 the DRI 

:Update and wilt therefore benefit ratepayers. Today's decisio~ should produce revenue 

neutrality for SbG&E and SoCalGas, while providing for reductions in authorized 

revenues for PG&E ~nd Edison. 

lhe estimated overall results are summarized in Table 1: 

-2~ 
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Table 1 
Adopted Costs 

thlift RetvrnOl't Re!vmM E$5marooRe~ 

Ii3reb;JSfJ 
C/wIge 

Eqvity (Mimcns) 

PO&E 11.60% 9.45% Ef~trio ($5.3) 

Gas ($1.6) 

PG&E 11.60% 8.99% $0.0 
Pipelin€) 
seE 11.60% 9.49% ($5.4) 

SoCatGas 11.60% 9.49% $0.0 

SDG&E 11.60% 9.35% Ereclrio $0.0 
Gas $0.0 

Pro(edural Histo~ 

PG&E" SoCalGas and Edison filed their cost of capital applications on 

l>.1ay 8" 1996 in accordance with the Commission's modified Rate Case Plan in 30 CPUC 

2d 576 (1989). Due to a request for exemption (rom this year's proceeding then pending 

before the Commission, SDG&E was granted ary. extension of time (or the filing of its 

application. SDG&E's application was filed on May 24" 1996. On June 19" 1996" SDG&E 

was denied its requested exemption in Decision (D.) 96-06-055. 

SPPC was granted an exemption [rom 'this year"s (ost of capital 

proceeding pending FERC consideration of its upcoming merger with Altus 

Corporation. (0.96-05-059 mimeo. at 2-3 (May 23, 1996).) If the merger is implemented, 

due to the rate freezes incorPorated in its terms, SPPC will be exempllrom (ost of 

capital proceedings until 1999. (Id.) PacifiCorp has an exemption (rom cost of capital 

proceedings through 1999 as a result of a settlement adopted in its last general rate case. 

(52 CPUC2d 317, 321 (1993).) Southwest has been exempted through 1998 as a result of 

an alternative ratemaking approach in a settlen\ent adopted in its last general rate case. 

(57 CPUC2d 6461 649 (1994).) . 

The proceeding was assigned to Commissioner Henry M. Duque and 

Administrative Law Judge (ALJ) Ann Watson. A prehearing conference (PHC) \V~S' 

held on June 3, 1996. At thePHC" theALJ consolidated the (our applications into one 
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procccding putsuanllo Rule 55 of the CommissJcm's Rul(>S and Practice and Procedure 

(Rules). Evidentiary hearings were set (or August 26 through 30, 1996. on the first day 

of hea"rtngs, the parties notified the Assigned Comn\fssioner and the ALJ that settlement 

talks were successful and requested a recess unlil August 27 in order to finalize the Jotnt 

RC('ommendatio~ 01 the Agreeing Parties (Joint Recommendation):· On August 27,-1996, 

the ALJ ac(epted into e\'ideJ\~ the Joint Recommendation (Exhibit 2), supported by 

testimony from the Division of Ratepayer Advocates' (now Office of Ratepayer 

Advocates (ORA» Edwin Quan.' All prepared testimony was also received into 

evidence. Proofs of compliance \vith all nOlice provisiOns of Rules 24 and 52 were filed . 
. . 

Openinghriefs were filed on September 16, 1~6.2 The ptOceeding was submitted upon 

the filing 01 reply briefs by ORA ,and CPI on September 23, 1996, with the ptovision for 

late filed Exhibits 19 and 20 after issuance of the DR! Update. late-filed Exhibits 19 and 

20 were filed October 9,1996. 

All a,ctive pa~ties support the Joint RecommendatiOn. Those parties are: 

PG&E, Edison, SoCatGas, SOC&E, ORA, Federal Exe<:utive Agencies (FE A), City of Los 

Angeles (Los Angeles), the Cities of Burbank, Glendale, and Pasadena (Cities) and CPl.' 

I Because the Joint Recommendation sets "the utilities' costs 01 embedded debt and 
preferred stock, the parties request that the Commission not utilize the DR! Update to 
calculate these final numbers as is our usual course. Therefore, the Joint 
RerollUIlendation requests a waiver of the I.iling of the DID Update. On september 3, 
1996, Assigned Commissioner Duque issued a Ruling denying the waiver request due 
to the multip-le usesof the LlIU Update, including its use in ~ssesSing the reasonableness 
of the Joint Recommendation. Thus ORA was directed to file the DRI Update and an 
update of ORA's comparison of the parties' positions an~ jOint re<:ommendation of the 
agreeing parties (Exhibit 1) as late filed Exhibits 19 and 20 by October 4,1996. Due to a 
delay in release of the figures rt~essary to prepare the DRI Update, the ALl 8ranh~d 
ORA's request to extend the time for filing late-filed Exhibits 19 and 20 until October II, 
1996. 

I· Consumers tor the ~ublic Interest (CPI) served, but f~iled to file, its opening brief 
timely. 'Since none of thepartles were prejudiced by the failure to liJe, CPI waS granted 
perQlission to file its brief late. . 

-4-
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Toward Utility Rate Normalization (TURN) and CPI filed notices of intent 

to claim compensation (NOls). TURN was granted e)lgibUity by At} Ruling on August' 

7,1996.' In that Ruling, CPl's NO} was held in abeyance until a decision was Issued on 

the intervenor filings of its designated representative Economic and TedmIcaJ Analysis . 

Group (ETAG) in last year's proceeding.s epl's NO} \V.as contested by TURN, Utility 

Consumers' Action Network (UCAN) and ORA. On October 3,1996, the Assigned 

Commissioner and the ALJ jointly issued a ruling requiring CPI to supplement its 

sho"ting on eligibility and financial hardship. CPI was given until NQVetnber 4,1996 to 

file its amended NOI. The record on this matter \vitl not close until alter the issuance of 

our final ~edsion in this year's proceeding. Although Energy CQnsulting Group (ECG) 

appeared. at the PHC, it did not file an NO} not did it appear at the hearings or file 

briefs .. 

A propOsed decision in this n\atter was mailed On October 25, 1996. 

Comments on the proposed decision were /Hed by PG&E, SDG&E, &>CalGas, ORA, and 

CPl. Changes have been made to correct technical errors set forth in the comments. No 

reply comments were fBed. 

Introduction 

In this generic annual proceeding, we establish rates of return on ratebase . 

(ROR) and ROE with regard to diffeiences among the energy utilities. For this reason, 

we analyze each utility separately. Three United States Supreme Court decisions 

establish the legal criteria (or determining appropriate rates of return. (Bluefield Water 

\Vorks and Improvement Company v. West Virginia Public Service Commission (1923) 

) CP} began its participation in this proceeding under the name California Public 
Interest Ratepa}'er Group (CAPIRG). Just prior t6 the hearings, CAPIRG changed its 
name to CPl. 

4 On August 13, 1996, TURN notified the ALl that it would noJ participate in the, 
hearmgs and that it was unlikely it would (ife briefs or comments. TURN did not (He 
any briefs. . -

S The proposed decision 6n this issue was placed on the Commission's bctobei9, 1996 
agenda but was held. . , 

5 " - -
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262.U,S. 679,43 S. Ct. 675; Federal Power CommIssIon v. Hope Natural Gas Company 

(1944) 320 U.S. 591, 64 S.Ct~ 281i iind DUquesne light Co. v. Ba'rasch (1989) 488 U.S. 299, 

109 S.Ct. 609.) ~ states that, as long as a rate enables a company 10 operate 

successfully, to maintain its financial integrity, (0 aUract capital and to compensate its 

im'estors for the risk assumed, it will not be judged invalid even though it produces a 

m(','ser return. (320 U.S. at 605.) The return should be equal to that genera1ly being 

madc at the same time and in the same gen~ral part of the country on investments in 

othN business undertakings which are attended by corresponding risks and 

uncertainties. (Bluefield, 262 U.S. at 692-693.) Howe\fer, a rate may not be so low as to 

be confiscatory, and in making this analysis, the focus is whether the rate is unjust or 
unreasonable, to some-exten'., based on what is a fair rate of return given the risks 

under a ·particular ratesetting system and the amount of capital upon which investors 

are entitled to earn 'that return. (Duquesne, 488 U.s. at 31f).) However, Duquesne 

declares: 'The constitution, within broad limits, leaves the states free to decide what 
, 

ratesetting methodology best meets their needs in balancing the interests of the utility 

and the public." (488 U.S. at 316.) 

Under oUr Constitutional guidelines, we are concerned with, among other 

things, reasonable compensation to utility in\'estors lot the risks they assume. "(WJe 

must identify the risks for which investors require compensation, evaluate the relaHve 

magnitude of these risks on the utility over the test period, and quantify these 

observations into an authorized rate of return on common equity and total capitaL" (33 

CPUC2d 525,538(1989).) In sO doing., we combine the qualitative assessments of risk 

with quantitative model results in arriving at a final judgment on requIred returns on 

equity. (Id.) ----

Each utility'S cost of capital is composed of 4 elements--the «()St of 

embedded, or long 'term, debt, .the cost of preferred stock, and the cost of equity, or 

ROE, as they integrate into its capital structure. The three cost~ multiplied by the 
- . 

capital structure produce the 'rate of ROR. This in tum produces a revenue requirement 

for each utility. 

-6-
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This discussIon recognizes iongstanding ComrnJssion pre<edent oriseltlng 

the cost of capital. In this pr()(teding, where more than ROB was oontestcdl the parties' . 

were ~bte to arrive at an all party settlement. 

A)wIlcations 

The applications ate sUn\m~rized in Table 2 which shows the authorized 

capital structuresl cost faclors (or debt, preferred stock and equity, arid the ROR for 

1996 and the requested amounts for 1997 .. Table 2 also demonstrates the approximate 

revenue impacts in tniUions of dollars, if the applicants' requests were granted. 

-7-
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Table 2 
Appllcatton Summaries -

'916 IP91 ()';fferenc~ E$~!e-J 

.I.~M 
Ret. Aeq 

Requested ~(MI) 

PG&E 
Debt 46.50% 46.20% -0.30% 

Preferred 5.50% 5.80% 0.30% 
Equity ,48.00% 48.00% 0.00% 
ROE 11.60% 11.85% 0.25% 
ROR 9.49% 9.56% 0.07% $17.4 

PG~E Pipeline 
Debt 67.~.4 .64.00%' ·3.00% 

Equi1y 33.00% 36.00% 3.00% 
ROE 12.10% 13.50% 1.40% 
ROR 9.03% 9.66% 0.63% $8.9 

Edison 
Debt 47.00% 47.00% 0.00% 

Preferred 5.00% 5.00% 0.00% 
Equity 48.00% 48.00% 0.00% 
ROE 11.00% 11.90% 0.30% 
ROR 9.55% 9.63% 0.00% $17.0 

SoCalGas 
Debt 42.90% 45.60% 2.70% 

Prefecred 9.700.4 6.40% -3.30% 
Equity 47.40% 48.00% 0.60% 
ROE 11.60% 11.95% 0.35% 
ROR 9.42% 9.74% 0.32% $11.8 

SDG&E 
Debt 44.50% 44.50% 0.00% 

Preferred 5.75% 5.75% 0.00% 
Equity 49.75% 49.75% 0.00% 
ROE 11.60% 11.85% 0.25% 
ROR 9.37% 9.S2%. 0.1.5% $6.5 

Each utility requests a ROE that is greater than last year's authorized 

ROEs. Each utility's request will produce a higher ROR than authorized last year and 
increased revenue requirements. PG&E requests minor changes to its traditional utility 

operations' capital structure to de<cease'debt by 30 basis points and iilcrease preferred 

stock by 30 basis points. The PG&E Pipe~ine cal?ital structure request wbuld decrease 
, . 

debt by 300 basis points and correspondingly increaSe equity by 300 basis points. 
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Edison and SDG&B request no changes in capital structure. SoCalGas requests a 270 

basis point increase in debt: 330 basis point decrease In preferred stock and 60 basIs 

point increase in equity. 
-. - - ._. -

The interested parties in this proceeding advocated a range o( ROEs lor 

applicants, as shown in comparison Tables 9, 11, 13, 15, and 17 infra. These ranged 

from 11.25% to 11.75% (01' PG&E's traditional utility operations, 11.25% to 11.75% (or 

Edison, 11.200/0 to 11.75% (or SDG&B, 11.35% to 11.72% for the PG&E Pipeline, and 

11.15% to 11.75% tor SoCatGas.' 

Joint Re(ommendatlol\ 

The Joint Recommendation is'an an party settlement, albeit one that does 

not comply technically with all of our rules on settlements and stipulationS, Rules 51 

through 51.10. As are most settlements, it is to be taken as a whole or the parties ate not 

bound by it. ORA presented one witnesS to support the Joint Recommendation, and he 

was not cross examined. The AL} reCeived all prepared testimony into evidence, but 

there was no cross examination. In their briefs, the parties addressed only the 

reasonableness of the settlement. 

Our Rule S1.lO{e) states that the Commission will not approve a 
, ' 

settlement unless it "is r~as()nabJe in light of the whole record, consistent with law, and 

in the public interest." However, in In Re San Diego Gas and Electric Co. (1992) 46 

CPUC2d 538, we adopted a policy on all party settlements, consistent with this 

standard, stating: 

"As a precondition to Our approval the Commission must be satisfied that 

the proposed all party settlement: 

.. U a. commands the unanimous sponsorship of all 
active parties to the instant proceeding; 

''1>. that the sponsoring parties are fairly reflective of 
the affected interests; 

, While Los Angel~~producromodel 'resullc;forall (our utilities whkh are ~{>t'1ected in 
comparison tables itt this deCision, Los Angeles only advocated an ROE (ot SoCalGas. 

-9 .. 
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these criteria. 

"c. that no term of the settlement contravenes 
statutory provisIons or prior COJ\\mission 
decisions; and -

lid. that the seulement conveys to the Commission 
sulficient information to permit us to discharge 
our future regulatory obligations with resp<'<'t to 
the parties and their interests." (46 CPUC2d at 
550-551.) 

\Ve assess the Joint ReCommendation as an all party settlement under 

Sponsorship 
. . 

The Joint R~mmendation has the unanimous spOrtSorshipof aU active 

parties. \VhiJ~ TURN and ECG are still on the sen'ice list of this proceedin~ each 

notified the AL} alter the PHC that they would not actively participate _in the headngs. 

Neither has filed a brief nor commented on the Joint Re<on\meridation. Therefore, this 

criterion is met. 

Allected Interests Represented 

The parties in this annual proceeding are the four major energy utilities, 

our ORA which represents the interests of ratepayers as a group in th!s proceeding, 

FEA which represents the interests oE large ratepay~rs under the aegis of the 

Department of Defense, the Cities and Los Angeles which represent large municipal 

customers of the applicants, and CPI which represents rcltepayer interests. Therefore, 

we conclude that a broad representation of ratepayer interests is covered by the 

sponsoring parties, and that the sponsoring parties fairly reflect aU the affected 

interests. 

Content 

The Joint Recommendation proposes that the applicant:;' (ost of capital be 

as set forth below in Table 3: 

-10 ... 
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Table 3 
Joint Recommendation - -- ----

Cap'!3Jza5orJ Cost Wf'i9N9<J ROR ESMlarM Rev. 
Req. . 

Cost ~(Ml) 

PO&E 
Debt 46.20% 7.52% 3.47% 

Preferred 5.80% 7.04% 0.41% 
Equity 48.00% 11.60% 5.67% 

ROR 9.45% 
Gas ($5.3) 

Electric ($1.6) 
PG&E . 
Pipeline. 

Debl 64.00% 7.52% 4.81% 
Equity 36.00% 11.60% 4.18% 

. 
8.99% $0.0 

Edison 
Debt 47.00% 7.64% 3.59% 

Preferred 5.00% 6.62% 0.33% 
Equity 48.00% 11.60% 5.57% 

ROR 9.49% ($5.4) 
SoCalGas 

Debt 45.60% 7.71% 3.52% 
Preferred 6.40% 6.35% 0.40% 

Equity- 48.00% 11.60% 5.57% 
ROA 9.49% $0.0 

SDG&E. 
Debt 44.50% 7.09% 3.16% 

Preferred 6.75% 7.37% 0.42% 
Equity 49.75% 11.60% 6.77% 

ROR . 
9.35% 

Gas $0.0 
Electric $0.0 

\Ve note that, except tor the PC&E PipelinE.', the' Joint Recommendation freezes the 

utilities· ROEs at the rate set in last year"s attrition proceeding, even though interest 
. . 

rates haVe increased as shown, infra, in Table 6. For the PG&E Pipelinel the ROE is 50 

basis points lower than last year, although the amount of equity in its capital strUcture 

-11-
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increases by 300 basis points over last year du(> to a decrease tn Jong·ternl debt. The 

evidence entered into the record at the hearings sho\'"s a range· of (orecast revenue 

requirements by the utilities (rom $6.5 million to $17.4 million. 

The recomn\endations of the parties for ROEs ranged from 11.15% to 

11.95% (or traditional utility operatioJ\S. The parties' litigation positions arc as (01l0.\ ... ·s. 

The applicants aU£'ge that the cost of common equity has riSen. FEA supports a smaller, 

modest increase in ROE. CPI finds only minor incremental changes in the cost of equity 

which do not warrant any change·in ROB. ORA and Los Angeles call (or modest 

dedines in ROE. The Cities assert a-75 basis point decrease in the PG&B Pi~lir\e's ROE 

is warranted. 

Each year the Commission relies on three (mandaI models for for~asting 

ROB. These are the discounted cash flow (OCF) model, the risk premium (RP) model, 

and the capital asset pricing model (CAPM). While we do not look to the absolute 

values of outputs from these n\odets to set ROE, they provide a valuable guide in our 

analysis, which is tempered with a great deal of judgment. (46 CPUCid 319, 357 
- . 

(1992).) As noted in 57 CPUC2d 52.5, 542 (1994), "Our approach is to begirt with the last 

authorized ROB (or a utility, then use models to gain information about the direction 

and magnitude of ROE changes that are appropriate in light o( current conditi.ons." 

Thus, the models p~oduce (or us a range of reasonable values. (46 CPU~2d at 357.) 

Because even minor changes to a finandalmodel's inputs can produce major changes in 

the- output ROEs, we have stressed the need for consistent bar~ bones models with 

inputs that 'do not change markedly (rom year to year. (57 CPUC2d at 542;46 CPUC2d 

at 358; 33 CPUC2d 525,574 (1989).) 

In assessing modeling results, the Commission looks. !o~«)n.s.ist~~cY~~I}.c! __ o __ 

use of an incremental approach. The average results of the parties' 1997 model forecasts 

are shown the Tables 4, 4.1,5 and 5.1 below. Table 4 di'spJays the average model results 

for ROB for 1997 for traditional utility operations. Table 4.1 gives the same information 

for the pG&E Pipeline. Table 5 demonstrates the incremental change of the results for 

-12 -
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1997 as compared to 1996ior traditional utility operations; Table S.l shows the 

incremental change for the PG&B Pipeline. 

Table 4 
Results of fInancial Models (%) 

t/ol'-ry OAA FEA CPI lC$A/'I9~te~ 

In, ,m '~7 ,~ ,n, '916 tn, 1m 1~7 1m 
PO&E 

DCF 9.11 9.70 9.02 9.87 10.77 10.98 13.16 12.46 10.72 WA 
CAPM 11.77 12.38 10.20 10.50 11.52 11.20 12.13 12.16 11.15 WA 

RP 11.06 11.59 9.21 10.22 10.95 10.97 13.56 . 11.98 . 11.19 WA 
EdIson - - --

DCF 9.61 10.33 9.02 : 9.87 9.82 9.95 11.34 10.89 10.25 WA 
CAPM 12.09 13.21 . ·10.60 10.70 11.28 11.01 11.90 11.51 11.54 WA 

RP 11.50 11.82 ·9.2' 10.n 11.00 11,15 11.51 10.81 10.99 WA 
SoCa(Gas 

OCF 9.17 10.31 8.83 9.71 10.18 10.04 13.39 13.04 10.81 WA 
·CAPM 11.32 11.50 10.75 10.90 11.26 10.$5 10.96 11.95 11.29 WA 

RP 10.39 11.25 10.20 10.99 1U)1 10.81 10.74 10.48 10.74 WA 
SDG&E 

OCF 9.45 10.37 9"{0 10.05 10.07 10.22 12.98 13.04 10.00 WA 
CAPM 11.75 11.94 9.55 10.25 10.78 10.80 . 10.97 11.66 11.42 WA 

RP 11.19 11.38 9.21 10.22 10.69 10.81 13.47 12.23 1ll.79 NlA 

Note: The 1996 CAPM and the RP models for Edis6n and the 1997 OCF model for SOCatGas were 
recast to oonform with fast y~a'-s modeling conventions. Results fOf the City of los Angeles for 1996-
could not be presented because the City of los Anger~s did not furnish the results of its anafysis in the 
1996 prOceeding in the same format as in the 1997 proc~ediOg. 'r\'hile CPI oontested the percentages 
shown in this tabfe and Table 5, they have ooen recast to prOvide consistency and eornparability .... ith last 
year's results v..tlich were also recast simlarfy as called fOr by 57 CPUC2d 533, 549. 

Table 4.1 
PG&E Pipeline Flnancfal Model Results (%) 

DCF Cl.PM Risk Risk FERC Corr.par~6 

p~ Prerrir..m MethOd Eatrin9$ 

'9']7 1996 IW7 1m tn7 1m 19']7 .996 '9']7 1996 1997 1m 
PG&E 10.33 J 15.60 9.25 113.60 9.331 WA WA 115.00 NJA 1 WA NJA I WA 
Cities 9.80 110.69 13.69 112.65 NlA I NlA WA I NJA &.90 I 10.51 12.16111.63 

Notes: 
PGSE's and Cities' model results for 1997 reflect the average of the Broad sample grOUp. 
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Table 6 
Ffnanc(al Models 

Incremental Change from 1996 
Utility ORA FE" CPt l('t$A~'e$ 

PG&e 
DCF -0.59% -0.85% -0.21% 0.70% NlA 

CAPM -0.610/0 -0.30% 0.32% -0.04% NlA 
RP -0.53% -1.01% -0.02% 1.6S% NlA 

Edison 
DCF -0.73% -0.65% -0.13% 0.45% NlA 

CAPM ·1.12% 0.10% 0.27% 0.39% NlA 
RP -0.32% "'.01% -0.15% 0.70% NlA 

SoCalGas "-
""DCF -1.14% -0.88% 0.14% 0,35% NlA 

CAPM .. 0.18% -0.15% 0.41% -0.99% NlA 
RP -0.86% -0.79% 0.20% 0.26% NJA 

SDG&E 
DCF -0.92% -0.65% -0.15% -0.06% NlA 

CAPM -0.19% -0.70% -0.02% -0.70% NlA 
" RP -0.19% -1.01% -0.12% 1.24% NlA 

- . 
Note: The 1996 CAPM and the RP models tor Edison and the 1997 OCF model for SoCalGas were 
recast to conform with last veals modeling Conventions, Results for the City of Los Angeles for 1996 
could not be presented because the City of los Angeles ([;d not fu'rnish the results of its anatysis in the 
1996 proceeding in the same fonna! as in the 1997 proceeding. 

Table 5.1 
Pipeline Financial Models 

Incremental Change from 1996 
DCF CAPM Risk RP FERO C<:xrpatable 

Pos¥oning Mellod Earrir.gs 

PO&E -5_28- -4.35 NlA NlA NlA NlA 
Cities -0.89 1.04 NlA NlA -0.61 0.53 

Although we have repeatedly stressed the need to-see the model results 

run on a consistent method from year to year (57 CPUC2d at 542,46 CPUC2d at 358), 

this year several parties gave us uncomparable results. SoCalGas added the Value Line 

Earnings Forecast to its 19?7 OCFmodels as a d~ta ~ource for expect~, divi~e~~ 

growth. This a([ected its average of DcF model results. Tl)~t~(ore, TableS 4 and 5 
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rc.:ast the SoCalGas model results by eliminating this data source in order to provide 

consi~tency and comparability. Edison also made changes in the way data was 

prescnted requiring it to be rccast in Tables 4 and.5. Los Angeles's models this >'e301' ____ ._ ______ _ 

used the applicants' 1996-1997 model results as a base, then calculated the incremental 

change in the OCF, CAPM and RP models and, using the 1996 authorized ROEs as a 

baseline, deducted the incremental differences (rom each model to arrive at three 

incr~mentally determined ROEs. Los Angeles then averaged the.-~ three ROEs to arrive 

at a final ROB r~on\mendation. Last yea~, los Angeles did not summarize and 

average the results of their analysis as was done this year. Therefore, there was no \vay 

to reCast results t,o provide (or consistency as was done with Edison and SoCalGas.1 
. 

As we have done in prior proceedings" we also look to the difference in 

the April DR! control (orecast (or AA utility bonds (April Dru), used as an input in the 

models in Tables 4 through 5.1, and the DID Update to assess whetller the results of the 

models run using the DRI Update would produce results higher or lower th~'l those 

originally presented. (46 CPUC2d at 358.) Since the April DRI was 7.36% (Late-Filed 

Exhibit 19) and the DRI Update shows an mcrease of 56 basis points, with a forecast 

intercst rate of 7.92%, We conclude that the models ",ould produce higher rcsults if run 

7 \Ve have previously stated, 'The OCF, RPM and CAP~f fmandal models are useful in 
establishing a range o( required returns to consider in selecting the authorized return 
and in evaluating trends o( investor expectations when consistent assumptions and data 
sets are used in the analysis.n (33 CPUC~d 525, 574 (1989).) Therefore, in 46 CPUC2d at 
358 we required that requests to introduce newmooels or to make methodological 
adjustments in the bare bonesIXF, RP, and CAPMinodeis be dearly segregated ftom 
bare-bones computations. Thu~ each year, the three models must be submitted in the 
bare-bones tOimS of a nominal yield annual compound growth version of the OCF 
modei'without othet adjustments and One version each' of the RJ>cu~d.CA..PM model~ 
usmg the same April DR! Control Forecast for AA utility bonds, adjusted as required by 
38 CPUC2cl at m. In the RP C)nd tAPM models, either only the DRI Control Forecast' 
or versions using each One o( the (our DIU (orecasts must be used. (33 CPUC2d at 553.) 
\Vhen the RP model uses the OCF model as a base, it must be the bare-bones annual 
mode1. (46 CPUC2d at 358.) Becauseof out mcrementalanatysis from yeat t6 year, this 
same consistency is essential so that accurate comparison tables of average model 
results can be produced and analyied. Therefore, we caution the parties onCe again to 
follow our prior admonitions. . . . 
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today. As we observed in 57 CPUCid at 549, the model results increase by the number 

of basis points equal to one-half to two..thirds of the basis point spread between the 

April DRI and the DRI Update. This year, that equates to model results 2.8 to 37 basis 

points higher than shown in Tables 4 through 5.1. \Vhile the incremental change shows 

a denease in .results from last year, we obsen'c that, (actoring in the DRI Update, 

almost all incremental change (ails to less than 1%, with most changes In the range of 

0.25% to O.SOOk. Out review of Tables 4 through 5.1 leads us to conclude that due to the 

small movement in model results, no change in ROEs is \varranted. 'Therefore, the Joint 

Recommendation is consisfent with our evaluation. 

\Ve also observe that Tables 4 thtough5.t show average nlodel results. 

The record contains a range of individual model results ~em6nstrciting modest 

increases in the cost of common equity as weU as modest decreases over the last year. 

This also supports out (inding that the cost of common equity has remained essentially 

constant as is refle<:too in the Joint Recommendation. 

In addition, we consider the impact of interest rate changes from last year 

to this year. In particular we look to nondiversifiable business risks, such as the state of 

the economy and general interest, rates o\'er risks associated with individual utilities or 

utility industries. (D. 9S-11-062 mimeo. at 16, dtmg 57 CPUC2d at 549-550.) Table 6 

demonstrates the interest felte changes over the last seven"years in comparison to our· 

adopted ROE changes. Our consistent practice has been to moderate changes in interest 

rates relative to changes in ROE in order to increase the stability of ROE over time. (Id. 

at 17.) 
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Table 6 
Inter~st Rate Changes Com·p·ared to ROE Changes· 
Yeat Forecast tnleres Int. Rate Change Authorized 

Rate (%) (') . (Basis Points) ROE (%) (It) 

1991 9.76 . 12.85·13.00 
1992 9.10 ·66 12.65 
1993 8.32 ·78 11.80 .. 11.90 
1994 $.76 ·156 10.85 .. 11.00 
1995 8.37 161 12.00 - 12.10 
1996 7.29 -100 11.60 
1997 7.92 63 11.60 

Notes: ·DRlll'lterest rate forecasts f6r M utilities, October report 
HROE ranges do nol include PG&e Pipeline. 

ROEChahge . 
- (Basis Points) 

.. 
·20 to-35 
·75 to-85 

-SO to ·100 
100 10120 
-40 to ·50 

0 

\Ve must assess utility returns against our continuing ~licy to not Jet utility ROEs be 

driven in lock step with the interest rate. (46 CPUC2d at 369.) We have recognized that. 

it would be unwise to attempt to adjust rates every time interest rates rise Or lall. We 

must set the rate of return at the lowest level that meets the test of reasonableness. (46 

CPUC2d at 369; 78 CPUC at 722-723.) 

\Ve believe the Joint Re(ornmendation's freeze of ROEs at 1996Ie\;els is 

consistent with this policy. It reflects the minimal increase of only 63 basis points in 

interest rates since last year as shown in Table 6. 

Finally, it has been out practice to look to credit risk of the applicants in 

setting the cost of capital. Our concern is the impact our adopted ROEs and capital 

structures will have on the utilities' times· interest coverage. A significant iOlpact would 

affect their credit ratings by the major rating agencies. One reasoI'l: to retain astrong 

credit rating is borrowing reserve capability, whi<;h is ac_cess to capital markets under 
. . 

the broadest dtc'unista~ces. The borrowing pOtential of utilities ll\ay be restriCted at 

times by either general market conditions or con\pany-spedfic conditions. The second 

reason for maintaining a good credit rating is th~t higher debt C?sts ate associated wit~ 

lower ratings. The spreads behveen one creditrati.ng-a-nd another, or the spr~ads, 

between a specifically ra.ted debt issue of a company relative to government securities, 
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vary at different tio1es. When total debt costs are low, then the spread tends to nartow 

because there is some floor. \Vhen interest rates go up, that spte~d widens., The third 

r~ason for matntatning high credit ratings is the maintenance'ot operating and' financing 

flexibility. This finandal and operationa' flexibiJity must be shown to inure to the 

benefit of the ratepayers as well as the utiJity. \Vhen reviewing impacts of ROE on 

credit risk, we have dcdared that "our overriding concero is that the equity ralios we 

adopt 'are no greater than required to maintain reasonable qecfit ratings .... ,,. (46 

CPUC2d at 348, citing 42 CPudd 1051 109 (1991).) 

Table 7 sets lorth the current pre-tax interest coverage and bond ratings 

lor each applicant [rom each of the major rating agendes. As a guide we look to the 

Standard and Poots (S&P) Guidelines included in Ta~le 7.1 to assess where each 

applicant falls within its rating system. 

Table 7 
Pretax Interest Coverage Without Short-term Debt 

Ul!7ity Interest Bond Ratings 
Coverage (x's) S&P Moody's 

POSE 3.91 A A2 
low Average 

Edison 3.78 A+ A2 
low Average 

SoCatOas 3.87 M- A2 
High Average 

SOOSE 4.31 A+ A1 
Low Average 

Note: Bond Ratings as of August, 1996. 
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Table 7.1 
S Be P Guidelines (XiS) , 

EfectriC Gas 
M A M' A 

Above Average 3.50 2.75 3.15 3.00 
Average 4.00 3.50 4.25 3.75 
Below Average - ..... 4.50 ...... 4.25 

\Verecognize that the applicants' ratings are not set merely by capital 
, . 

struct~re and ROB considerations. Oth.er factors do come into play. However, we can 

conclude from Tables 7 and 7.1 that the ROEs set forth in the Joint Recommendation 

wiU not impact negatively the curtent bond ratings of the applicants. 

\Vhile the Joint Rerominendation resolves ROn (ot the PG&E Pipeline, it 

does not constitute a resolution of several other outstanding issues regarding the PG&E 

Pipeline. In last year's proceeding, PG&E filed testimony supporting an unbundJed (ost 

of capital [or the PG&E Pipeline as a separate line of business. The Commission found 

the record to be insufficient to asSess the merits o[ such an appro~ch. Therefore, in 

0.95-11-062, the Commission deferred (or consideration in this year's proceeding the 

methodology [or estimating the business risk, and -therefore the cost of equity capital, of 

an unbundled part of a business and how to adjust the ROE (or di((erent capital 

structures. This year PG&E filed testimony on these issues and ORA, FEA, Edison and 

the Cities filed respoI\sive testimony. The Joint Recommendation states that it does not . 

constitute a resolution of any 0( those issues, including; without limitation, whether 

PG&E met its burden of proof as to the appropriate methodology for determining the 

ROE or capital structure of an unbundled line of business.. Also reserved [or future 

proceedings is the issue of the magnitude o( an ROE adjustment, if any, necessary due 

to a high percentage of debt in the capital structure of the PG&E Pipeline. • 

• Usually theutiJities maintain capital structures with apprOXimately 48% to SO% 
equity ratios. The PG&EPipeline proposes a 64% debt ratio.versus a 36% equity ratio. 
In last years prOceeding, it had a 67% debt ra,tio. In 57 CPUC2d 533 (1994), tl}e , 
Commission had adopted an adder of 100 basis points to the PG&B Pi~line's· ROE to . 
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The Joint Rccomn'endation als6 docs'not resolve any modeling or­

mClhodologicallssues adv~at~ by' any of the parlies In this procee<ling and removes 

them to appropriate future proceedings. 

\Ve conclude that the exclusIon of the PG&E Pipeline and modeling and 

_ n~ethodotogica'- issues is reasonable and does not prejudice their future resolution in 

other proceedings. 

FinaJly, the Joint Recommendation recommends that the embedded costs 

for the various applicants·.ong-term debt a~d prelerred stock be established for 1997 

without updating based on the ORI Update, as has been the standard in past 

proceedings. The parlies deda~e that by relying on the recommended en,bedded costs 

of debt and prelerred stock, the adopted costs of capital for each utility will be at least 

revenue neutral or result in a decrease in authorized revenues. For Edison's and 

PG&E's traditional utility operations, use of the April ORI_forecast results in a reVenue 

reduction, for the PG&E Pipeline there is no change, and for SOCalGas and SDG&-E the 

result is revenue neutrality. 

On September 3, 1996, Assigned Commissioner Duque issued a ruling 

requiring the parties to comply with the requirement t~at the ORI Update be filed. The 
Commissioner noted that the models used in this pr~ing trad~tionally use the April 

DRI forecast and that the Commission utilizes the DRI Update to detem\ine how many 

basis points higher or lower the DRI Update is from the April fOrecast to make a 

judgment whether the results o/the models in October would produreresults higher or 

lower than those originally presented. He noted the use of the ORI Update in 

comparing the interest rates found in Table 6. He observed that the DRI Update would 

be useful to the Commission in assessing the reasonableness of the settlement by 

comparing the Joint Recommendation figures to those that would have been adduce4, 

reflect the higher level of debt in its capital structure as opposed to PG&E's traditional 
utility operatio~.' In D.95-11-062, the Commission lo\vered the risk premium to 50 
basis points and stated that it would remove it entirely in this year's prOc~dirtg if. 
PC&-E coul~" not provide su((i~i~nt evidence and interpretation to support such a risk 
premium. (Id. mimeo. at 31.) The Joirlt Recommendation preseves this issue for future 
proceedings. 
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with the llse of the DRI Update. These comparisons are set forth below In Table 8 and 

disclose that the use of the April DID figures and waiver ot the DRI Update's usc in this 

year's proceeding will benefit ratepayers. 

Table 8 
Joint Recommendation Costs Updated By October DRI 

Oe«("} ~fe'~ed Sle:1Ck l"J ROOt"} 
JolnlRec_ ....".~ $.:fare ,J.;id~ ~Ih~! • -JcinlRe¢. Wilhq,dare 

PG&E 7.52% 7.65% 7.04% 7.04% 9.45% . 9.46% 
Edison 7.64% 7.66% 6.62% 6.62% 9.49% 9.50% 
SoCalGas 7.71% 7.63% 6.35% 6.35% 9.49% 9.64% 
SDG&E 7.09% 7.25% 7.37% 7.37% 9.35% 9.42% 

Adoption of the Joint Recommendation with the waiver of the DRI 

Update will produce revenue requirement reductions of approximately $6.9 mj)]jon tor 
PG&E and $5.4 rniHion (ot Edison. 'Revenue neutrality is produced for the PG&E 

Pipelinel SoCa1Gas and SDG&E. 'The original applications aU requested increases in 

ROE which would' have prOduced revenue increases ranging (rom $6.5 mi1lion to $17.5 

million. 

A review of Table 8 demonstrates that use Of the DRI Update would , 

increase the cost of debt which, in mml would increase each utility's ROR from 1 to 7 

basis points, translating into'increased revenue requirements. \Ve cannot quantify th.e 

dollar amount of revenue impactl since th~ figures necessary to do so are not in the 

record before us. But it is dear that use of the DRl Update would imperil the revenue 

reductions and revenue neutrality fostered by the Joint Recommendation without use of 
, 1 

the DRI U~ate. 

Although this one facet of the Joint Recommendation seems to contravene 

prior Commission precedentl we do ,not be1iev~ this means the J,oint R~on\mendation 

fails the third prong of the all party settlement test. As westated when adopting this 

porU-on of the criteria, "In [ormulatingthis criteria we do not intend t6 'preclude the 

sponsoring parties from suggesting charigeS in established Comlhission policy or -

precedent or proposing policy itt areas we have yet to address.n (46 CPUCid at 763n. 
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5.) The parties have complied \\·ith our requirement 'that such a departure (rom 

Commission policy be clearly identified. (ld.) \Ve note that the Joint Recon\ffiendation 

requests the waiver (or this year"s proceeding only and docs not seek to establish 

pr~edent (or doing so. Therefore, we find that, due to the benefit to California 

ratepayers, the Joint Re<ommendation's request to \vaive the use of the DRI Update to 

establish adopted costs of tong-tern\ debt and preferred stock should be granted and 

does not contravene statutory provisions or Comn\lssion pre<edent. 

Regulatory Obligations 

\Ve find the Joint Recommendation is consistent \vith out duty to 

discharge our future regulatory obligations with respect to the applicants. The Joint 

Recommendation sets specific capital structures and fates of return whkh can. be ) 

blended into our ongoing proceedings to establish applicants· rate <:omponenls (or 1997. 

Therefore, we fmd it contains sufficient infonnation and specificity tor us to fulfill our 

oversight rote for applicants. 

Conclusion 

\Ve find that the Joint Recommendation meets all four criteria for the 

approval of an all party settlement consistent with our exerciSe ot proper regulatory 
- -

oversight of applicants. We lind the Joint Recommendation represents a lair balance of 

the interests of ratepayers and shareholders, while elimirtatmg the risk and expense of 

litigation, Therefore, we adopt the Joint Recommendation as set forth below as to each 

applicant. 

PG&E 

Table 9 sets forth the original PositIons ofthe-paHies-relative to the ROE 

(or PG&E's traditional utility operations, contrasted with the Joint Recommendation. 
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Table 9 
. PG&E Comparls'on 

1996 1997 ORA -FE,. 01yC>i("J CPI- .}r;;;nI 

Au1.h¢tized R~'ed Los ",/)gefes R~!iOO 

Debt 46.50% 46.20% 46.20% 46.20% 46.20% 
Debt Cost 7.52% 7.50% 7.52% 7.50% 7.52% 
Preferred 5.50% 5.60% 5.80% 5.80% 5.80% 
Proferred Cost 7.79% 7.04% 7.04% 7.04% 7.04% 
Equity 48.00% 48.00% 48.00% 48.00% 48.00% 
ROE 11.60% 11.85% 11.25% 11.75% 10.68% 11.60% 11.60% 
ROR 9.49% 9.56% 9.28% 9.51% 9.45% 

Nota: los Angeles's ROE fOf PO&E represents tesufts from models shOwn In Exhibit 13. page 33. 
Other estimatiOns are presented by los ~eres in Exhibit 14, Table 32. los Angeles only made a 
reoommendation on SOCaJGas's ROE, but old posit model results lOt the other lhlM utilities, shOwn In 
Table 9 and Tables 13 and 17. infra. 

We also observe that the Joint Recommertdation grants PG&E's tequest lor 

a 30 basis point increase in prefen:ed stock with a corresponding 30 basis point decrease 

in debt. 

We find the Joint Recommendation reasonable as to PG&E's traditional 

utility operations and adopllhe cost o( capital set lorth below in Table 10. 

Table 10 
PG&E Adopted (0/0) 

19'96 fW7 Adopted {)jffer~ 

kAhOriztd Requested From 1996 

Debt 46.50 46.20 46.20 
~. 

(0.30) 
Debt Cost 7.52 7.60 7.62 0.00 
Prefarred 5.50 5.80 5.80 0.30 

l~refem3d Cost 7.79 7.04 -7.04 (0.75) 
Eqllity 48.00 48.00 48.00 0,00 
ROE 11.60 11.85 11.60 O.QO 
ROR 9.49 9.56 9.45 (0.04) 

Es5ma~ed Rel'fYlUe Req'.ifemenl Chan(};3 EI~trlc ($5.3) 
(Mif1iMs) Gas ($1.6) 
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PG&E Pipeline 

Table 11 sets forth the original positions of the parties relative to the ROB 

for the PG&B Pipeline, contrasted with the Joint Recommendation. 

Table 11 
PG&E Pipeline Comparison 

1990 19'11 OR~ C;'fe$oI JcinI. 
Nhotized Reqvesfed 8ixNIlk ~a: 

M 
Debt 67.00% 64.00%" 64.00% 64.00% 64.00% 
Debt Cost 7.52% 7.50% 7.62% 7.60% 7.62% 
Equity 33.00% 36.00% 36.00% 36.QQ% 36.00% 
ROE 12.10% 13.50% 11.72% 11.35% 11.60% 
ROR 9.03% 9.66% 9.03% 8.89% 8.99% 

\Ve also observe that the Joint R~ommertdatiori gra~ts the PG&B 

Pipeline's request to decrease debt by 300 basis points and increase equity " 

correspondingly . . 
\Ve find the Joint Recommendation reasonable as to the PG&E Pipeline 

and adopt the cost pf capital set fOrth below in Table 12. 

Table 12 
PG&E Pipeline Adopted (%) 

'990 1~1 Ark¥ed Oilferei'lc6 

Authorized Reqwsted 
-

From 1996 
" 

Debt 67.00 64.00 64.00 (3.00) 
Debt Costs 7.52 .7.60 7.62 0.00 
Equity 33.00 36.00 36.00 3.00 
ROE 12.10 13.50 11.60 .. (0.50) 
RDR --- - - _cc 9.0-3 9.66 8.99 (0.04) 
E56mated Revenu9 Reqdremool ChaIige $0.0 
(Mi[(HXlSJ . 

-24 ;. 



A.96-05-022 et al. ALJ/ ~NW fjac· 

Edison 

Table 13 sets forth the original positions ot the parties relative to the ROE 

lor Edison, contrasted with the Joint Rc<ommendation. The Joint Recommendation 

contains no capital structure changes {or Edison. 

Table 13 
Edison Comparison . ,~ '991 Of« FEA 01yol CPt Joinl' . 

AvV'lotUed Reqves!ed los .A.nge!es R~1iM 

Debl 47.00% 47.00% 47.00% 47.00% 47.00% 
Debt COst 7.77% 7.64% 7.64% -7.64% 7.64% 
Preferred 5.00%" 5,00% 5.00%- 5.00% . 

5.00% 
Preferred Cost 6.69% 6.62% 6.62% 6.62% 6.62% 
Equity 48.00% 48.00% 48.00% 48.00% 48.00% 
ROE 11.60% 11.90% 11.25% 11.75% 10.92% 11.60% 11.60% 
ROA 9.55% 9.63% 9.32% 9.56% - 9.49% 

\Ve lind the Joint Recommendation reasonable as to Edison and adopt the 

cost of capital set lorth below in Table 14: 

Table 14 
EdIson Adopted (%) 

,m '991 ~ed Differencs 

Aufhctized Requesfed From 1996 

Debt 47.00 47.00 47.00 0.00 
Debt Cost 7.77 7.64 "7.64 (0.13) 
Preferred 5.00 5.00 5.00 0.00 
Preferred 6.69 -6.62 6.62 (0.07) 
Cost 
Equity 48.00 48.00 48.00 0.00 
ROE 11.60 11.90 11.60 0.00 
RDA 9.55 9.63 9A9 (0.06) 
Estimated Revenue-Requirement Change (Miflioos) ($5.4) 

SoCalGas 

Table 15 sets forth the original positions Of the parties relative to'the ROE 

for SoCalGas, contrasted with the Joint Recommendation ... 
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Table 16 
SoCarGas Comparison 

1m 1991 OM FEA City'" CPt J;:.inf 

AIA/Iorized Requested tos~!e$ R~$on 

Debl 42.90% 45.60% 45.60% 46.10% 45.60% 45.60% 
Debl Cost 7.84% 7.87% 7.87% 7.87% 7.71% 
Prererred 9.70% 6.40% 6.40% 6.50% 6.40% 6.40% 
Prererred Cost 5.76% 6.35% 6.35% 6.35% 6.35% 
~quity 47.40% 48.00% 48.00% 47.40% 48.00% 48.00% 
ROE 11.60% 11.95% 11.16% 11.75% 11.20% 11.60% 11.60% 
ROR 9.42% 9.74% 9.35% 9.61% 9.37% 9.49% 

We also observe that the Joint ~econ\mendatiort approves SOCalGas's 

request for a 27() basis point increase in de~t, it 330 basis point decrease inpre(eirro 

stock and a 60 basis point increase in equity. The request is based primarily on a 

redemption of preferred stock. 

We find the Joint Recommendation reasonable as to SoCalGas and adopt 

the cost of capital set fOrth below in Table 16. 

Table 16 . 

SoCa( Gas Adopted (%) 
,~ 1997 Adoj>red Oifferei'1c6 

Aurhotized R6q-..JeSted Frem1m 

Debt 42.90 45.60 45.60 2.70 
Debt Cost 7.84 7.87 7.71 (0.13) 
Preferted 9.70 6.40 6.40 (3.30) 
Preferred Cost 5.76 6.35 6.35 0.69 
Equity 47.40· 48.00 46.00 0.60 
ROE ~ 11.60 . 11.95- . 11.60- 0.00 
ROR 9.42 9.74 9.49 0.07 
Estimated Revenue Requirement Change (Millions) $0.0 

SDG&:E 
-. _.-

Table 17 sets forth the original positions of the parties relative to SDG&E, 
. . 

contrasted with the Jomt Recorr\h\endatioil. The Joint Recommendation contains no 

capital structure changes for SDG&E. 
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Tabre 17 
SDG&E Comparison 

-- f~n- tnl - OM FEA Ci~oI Cf1 _ Jolnl 

Avlh:xized ReqIJ6sred (O$~r~$ R~tico 

Debt 44.50% 44.50% 44.50% 44.60% 44.50% 
DebtCosl 7.21% 7.19% 7.19% 7.19% . 7.09% 
Preferred 5.75% 5.75% 5.75% 5.76% 5.75% 
Pr&feued Cost 6.87% 7.37% 7.37% 7.37% 7.37% 
Equity 49.75% 49.75% 49.75% 49.75% . 49.75% 
ROE 11.60% 11.85% 11.20% 11.75% 10.80% 11.60% 11.60% 
ROR 9.37% 9.52% 9.19% 9.47% 9.35% 

\Ve find the JOint Recommendation reasonable as to SDG&E and adopt the 

cost of capital set forth below in Table 18. 

Table 18 
SDG&E Adopted (%) 

'996 ,n1 Adopted Oifference 

).rAhotized Reqve$!ed FrOin 19% 

Debt 44.50 44.50 44.50 0.00 
Debt Cost 7.21 7.19 7.09 (0.12) 
Preferred 5.75 6.76 _ 5.75 0.00 
Preferred Cost 6.87 7.37 7.37 0.50 
Equity 49.75 49.75 49.75 0.00 
ROE 11.60 11.85 11.60 0.00 
ROR 9.37 9.52 9.35 (0.02) 

Estma!ed Re~ ReqJirement Chailg9 Efectric $0.0 
(Mi!1ionS) Gas $0.0 
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findings of Fact 

1. Southwest ... SPPC,and PadliCorp have ftXei\'ed exemptions from 

participation in this yearts cost of capital proceeding. 

2. Each utility tequests a ROE that is greater than last year's authorized 

ROEs. Each utility's request will produ~e a hlghet ROR than authorized last year and 

increased revenue requirements. 

3. The interest.ed parties in this proceeding advocated ROEs tor applicants 

ranging from 11.25% to 11.75% [or PG&E's traditional utility operations ... 11.15% to·· 

11.75% (or Edison, 11.20% to 11.75% (or SDG&E, U.350/0 to 11.72% [or the PG&E 

Pipeline, and 11.15% to 11.75% (or SOCalGas. 

4. On the second day 01 hearings the parties presented a Joint 

Recommendation which is an aU party settlement. 

S. All active parties to the proceeding support the Joiri~ Recommendation. 

6. A broad representation of ratepayer interests is covered by the 

sponsoring parties. 

7. Because even minor changes to a financial model's inputs can produce 

major changes in the output ROEs, we have stressed the need for consistent bare bones 

models with inputs that do not change markedly from year to year. (57 CPUC2d at 542; 

46 CPUC2d at 358; 33 CPUc2d 525 ... 574 (1989).) 

8. In assessing modeling results, the Corn.mission looks to consistency and 

use of an incremental approach. 

9 .. \Ve also look to the difference in the April DR! and the DR! Update to 

assess whether the results 01 the models run using the DID Update would produce 

results higher or lower than those originaJly presented. (46 CPUC2d at 358.) Since the 

April DRI was 7.36% (Late-Filed Exhibit 19) and the DR! Update shows an increase of 

56-basis points, with a forecast interest rate 0(7.92%, we conclude that the models 

would produce lUgher results if run today. Our revie\\> of Tables 4 through 5.1 leads us 

to conclude that due to th~sll\aU movement in mOde) results, no change in R~Es is 

warranted. Therefore, the Joint Recommendation is consistent with (,ut evaluation. 
. . 
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10. The record contains a range of individual model results dern~nstrati"g 

modest increases in the (Ost of common equity as well as modest decreases over the last 

year. This also.supports our finding that the cost of comn'on equity has remained 

essentially constant as is reflected in the JOint Recommendation. 

. 11. The Joint Reromm~ndatlon's freeze of RO& at 1996 levels is ronsistent 

with our policy not to let utility ROEs be driven in lock step with interest rates. 

12. We also look to credit risk of the applicants in seuing the cost of capital. 

\Ve find that the Joint R~omn\endation will rtot impact negatively the current bOnd 

ratings of the applicants. 

13. The Joint RCcommendation's e><ciusion of the PG&E Pipeline and 

modeling and n\cthodoJogkal issues is reasonable and does not prejudice their future 

resolution in other proceedings. 

14. Adoption of the Joint Recommendation with the waiver 01 the DID 

Update will produce revenue requirement reductions of approximately $6.9 million for 

PG&E and $5.4 million lor Edison. Revenue neutrality isproouced lor the PG&E 

Pipeline, SOCalGas and SDG&E. The original applications all requested increases in 

ROE which would have prOduced revenue increases ranging (rom $6.5. million to $17.5 

million. 

15. A review of Table 8 demonstrates that use of the DRI Update would 

increase the cost of debt which., in tum., would increase each utility's ROR from 1 to 7 

basis pointS., translating into increased revenue requirements. It is dear that use of the 

DR! Update would imperil the reVenue reductions and revenue neutrality lostered by 

the Joint Recommendation without use ot t1}.e DRi Update. 

16. Although this one facet of the Joint Recommendation seems to contravene 

prior Commission precedent, we do not be~ieve this means the Joint R~ommendation 

fails· the third prong of the aU party Settlement test. The parties have complied \,{lthour 

requirement that such a departure (rom Commission policy be deady identified. 

17. The Joint Recommendation requests the waiver of the DRI Update lor this· 

year's proceeding only and does not seek to establish precedent for doing so. Therefore, __ 

-29 -



A.96-05-022 et at. ALJ! AN\V /ja.c • 

we find thatJ due to the benefit to California ratepayers, the Joint Rc<ommendatlon's 

request to waive the uSe of the DRl Update to establish adopted costs ollong·tern\ debt 

and preferred stock shofJld be granted and docs not contravene statutory provIsions or 

Commission precedent. 

18. The Joint Re(ommendattoo_contaiIls sufficient information and specificity 

(or the Commission to fulfill its oversight role for applicants. 

19. The Joint Rccofitmendalion represents a lair balance of the Interests of 

ratepayers and shareholders; while eliminating the risk and expense of litigation. 

20. A return on equity of 11.60% lor PG&E's 1997 traditional utility 

operations and its PG&E Pipeline operations Is reasonable. 

21. PG&E's change In revenue rcquireIrient resulting from its cost of capital 

shall be used in conjunction wit~ its pending Energy Cost ~djustment Clause (ECAC) 

proceeding, Application (A.) 95-04-001 lor the purpose 6f calculating revised electric 
, . . 

rdte components (or 1997 and shall be allocated to gas rates as set lorth in its Annual 

True-Up of Gas Balancing 'Accounts Advice Filing lor 1997. 

22. A retllrnon equity of 11-60% (or Edison's 1997 utility operations is 

reasonable. 

23. The revenue changes resulting (tom Edison's cost of capital shall be 

effedive as of January 1,1997, and shaH be used in conjunction with its 1997 attrition 

year advice letter filing, its performance based ratemaking (PBR) filing and its pending 

ECAC proceeding (A.96-05-045) for the purpose of calculating revised rate components 

for 1997. 

24. A return on equity of 11~6{)01o for SoCalGas·' 1997 utility operations is 

reasonable. 
-::--'---'---"--,-- - -- -----

25. SoCatGas' change in revenue requirement resulting (rom its cost of 

capital shall be effective as of January I, 1997 and shall reflect the (ost allocation ~nd 
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rate design adopted tn Its consolidated year-cnd advice lenet filing (or the purpose of 

calculating revised rates (or 1997.' 

26. A return on equity of 11.60% for SDG&E's utility operatIons Is reasonable. 

27. The revenue changl'S resulting (tom SDG&E's (ost of capital shall be used 

in conjunction with its ]997 attrition year: advice letter filing and,· (or gas rate changes, 

concurrent with other gas rate changes anticipated to be implemented at that tin'l', and, 

for electric rate changes, coincident with SDG&B's PBR filing and its scheduled ECAC 

rate change, (or the purpose of calculating revised rate components for 1997. 

Conclusions of Law 

.1. Sou·thwest, PacifiCorp, and SPPC are exempt from participation in this 

year's cost of capital proceeding. 

2. TIle appliCants complied with the Commission's notiCe requirements in 

Rules 24 and 52. 

3. The Joint Recommendation commands the unanimous support ot all 

active parties to this proceeding. 

4. The sponsoring parties of the Joint ~ecomII\endation are fairly r:eflective 

of the affected interests. . 

5. No term of the Joint Re<:on\mendation contravenes statutory provisions or 

prior Commission decisions. 

6. The Joint ~ecomrtlendation conveys to the Commission sufficient 

information to permit the ~omrnissi()n to discharge its future regulatory obligations 

with respect to the parties and their interests. 

7. The Joint Recommendation Is reasonable in light of the whole record, 

consistent with Jaw and in the public interest. 

. 8. PG&E's proposed ]997 capital structure for both its traditional utility and 

PG&H Pipeline operations should be adopt~d. 

, D.95-04-o72's Ordering Paragraph Id approved thesuspe~ion of the requirement 
SoCalCas file a fest year 1997 GRe and there/ote SocalGas is not authorized to me an 
attrition year advice letter fillng. 
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9. PG&E should be authorized an 7.52% (ost of long-term debt and an 7.04% 

cost of prefertcd stock (or 1997 for its traditional utility operations and Z.52 % cost of 

long-term debt (or its PG&E Pipeline operations.·· 

10,. An 1~.60% return on common equity on traditional utility operations and 

the r<;;&E Pipeline, which results in an overall 9.45% return on rate base on traditional 

utility operations and an overaIlS.99% return on rate base on the PG&H Pipeline, 

should be adopted as just and reasonable (or PG&E in 1997. 

11. Edison should be authorized an 7.64% cOst oflong-term debt and a 6.62% 

cost of preferred stock for 1997. 

)2. An 11.60% return on common equity, which results in an overall 9.49% 

return on rate base, should be adopted as just and reasonable for,Edison in 1997. 
, 

13_ SoCalGas' proposed 1997 capital structure should be adopted. 

14. SoCalGas should be authorized a 7.71% cost of long-term debt and a 

6.35% cost of preferred stock for 1997. 

15. An 11.60~ return on common equity, which' results in an overall 9.49% 

return on rate base, should be adopted as just and reasonable for SoCalGas in 1997. 

16. SDG&E should be authorized an 7.09% cost of long-term debt and a 7.37% 

cost of preferred stock (0(1997. 

17. An 11.60% return on common equity, which results in an. overall 9.35% 

return on rate base, should be adopted as just and reasonable for SDG&E in 1997. 

ORDER 

IT IS ORDERED that: 

1. Pacific Gas & Electric Company'sJPG&E) adopted cost of capital (or 1997 

is as follows: 
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rG&B Tradillonal UtUlty OperatIons' Adopted 1997 Cost QI Capital 

Component 
. Long-Term Debt 

Preferred Stock 
Common Equity 

Total 

Component 
Long-Term Debt 
Common Equity 

Total 

Capital Ratio 
46.20% 

5.80 
48.00 . 

100.00% 

Cost Factor 
7.52% 

- -- 7.04 
11.60% 

PG&E Pipeline's Adopted 1997 Cost of Capital 

capital Ratio 
64.00% 
36.00% 

100.00% 

Cost Factor 
7.52% 
11.60 

\Velghled Cost 
3.47% 
OAI 
5.57 

9.45% 

\Yelghted Cost 
4.81% 
4.18 

8.99% 

2. PG&E's adopted 1997 test year rate of return, as shown in Ordering 

Paragraph I, shall be elfective January I, 1997 and shall be used in conjunction with its 

pending Energy Cost Adjustment Clause (ECAC) Froceeding, ApplkaHon (A.) 

95-04-001 tor the purpose of calculating revised electric rate compOnents lor 1997 and 

shall be allocated to gas rates as set forth in its Annual True-Up of Gas Balancing 

Accounts Advice Filing (or 1997. 

3. Southern Calilornia Edison Company's (Edison) adopted cost of capital 

(or 1997 is as (ollows: 

Component. 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total 

Edison's Adopted 1997 Cost of Capital 

Capita) Ratio 
47.00% 

5.00 
48.00 

100.00% 

Cost Factor 
7.64% 
6.62 

11.60%·· . 

lVeighted Cost 
3.59% 
Q.33 
5.57 . 

9.49% 

4. Edison's adopted 1997 rate o( return, ~s shown in Otdering Paragraph 3, 

shall be effective. as o( January 11 19971 and shall be used in conjunction with its 1997· 

attrition year advice letter filing, its performance based ratemaking (PDR) filing, and its 

pending ECAC proceeding (A.96-05-045) (ot the purpose of calculating revised rate 

components for 1997. 
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5. Southern Ca1ifornh, Gas Company·s (SoCaIGas) aaopled cost ot capital (or 

1997 is as (0))OW5: 

Component 
Long-Term Debt 
Preferred Stock 
Common Equity 
Total 

SOCaIGas' Adopied 19~7 Cost Q( Capital 

Capital RatiO. 
45.60% 

6.40 
48.00 

100.00% 

Cost Fa.doi 
7.71%" 
6.35 
11.60 

\Vetghted Cost 
3.52% 
0.40 
5.57 

9.49% 

6: SoCalGas' adopted 1997 rate of teturnl as shown in Ordering Paragraph 5, 

shall be eUcctive as of January I, 1997 and shall reflect the cost allocation and rate 

design adopted in its consolidated year-end advice letter filing (or the purpose of 

calculatiIlg revised rates tor 1997. 

7. San Diego Gas &. Electric Company's (SDG&E) adopted cost of capital (6r 

1997 is as (01l0\ ... ·5: 

Component 
Long-Term Debt 
Preferred Stock 
Common Equity 
Total 

SDG&E's Adopted 1997 Cost of Capital 

Capital Ratio 
«.SOCIo 

5.75 
49.75 

100.00% 

- -34-

Cost Factor 
7.09% 
7.37 
11.60 

lVelghted Cost 
3.16% 
0.42 
5.77 

9.35% 
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8.'SDG&E's adopted 1997 rate of return, as shown in Ordering Paragraph 7, 

shall be effective as of January 1, 1997 and shall be used In conjunction with its 1997 

attrition year advice (eller-millS arfd,' for gas rate changes, concurrent with other gas ' __ 

ntc changcs anticipated to be implemented at that time, and, (or eledrlc rate changes, 

coincident with SDG&E's PBR filing and its scheduled ECAC rate change, for the 

purpose of calculating revised rate compo,nents for 1997. 

This or4er is eflettivetoday. 
- . 

Dated Noyember 26,1996, at San Francisco, CalifornIa. 

P. GREGORY CONLON 
President . 

DANIEL\Vm. FES$LER 
JESSIE J. KNIGHT .. JR. 
JOSIAH L. NEEPER 

. Commissioners 

Commissioner Henry M. Duque, being necessarily 
absent, did not participate. 
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