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PACIFIC GAS AND ELECTRIC COMPANY 
CHAPTER 1 

COST OF CAPITAL POLICY AND PROPOSAL 

A. Introduction 

I n t hi s appl i cat i on Ffesci imd EEfeact r i c Gbrrpany ( PG& E)est sr eq at es 
of return on its invest nents in California Rjbtri ssi fctii I (t CEfeC Gbm 

Gbrmissi on) j uri sdi cti onal assets for the tefet yiw ^J(fijDt1sc!B .rate of 

r et ur n nust ensur e t hat PG& E can at t r act capi t al pratesf easandbl e 
pr ovi de a fair r et ur n to sharehol ders. 

PG& E r equest s an over al I F&te of Ffet urn ( FCF§ cx&s 8sho4n5 per cent, 

in Tabl e 1-1 below Thi s is a deer ease f ranhzfetie RQHr reht I y auth 
8.79 per cent. This r equest r ef I ect s a FCE eofeaSel fr6m |±ecent, a 

cur r ent I y aut hor i zed FCE of 11.35 per cent; adetobstof of I ong- t er m 

5.69 per cent, a deer ease from 6 . 0 5 per cent r ed aetlocfei ofest of pref ( 
5.60 per cent, a deer ease from 5 . 68 per ceott ur e, FoFGS Es capi t al st 

r equest s t hat its curr ent I y aut hor i zed 5 2 per cent bBornnHh nteripefy 

and pr oposes 4 7 per cent f or I ong- t er m debt and efbr r qafer cairdck.f or pr 

TABLE 1 -1 
PACIFIC GAS AND ELECTRIC COMPANY 

PROPOSED COST OF CAPITAL 

Li ne 
ND. 

2 0 13 
Gbst C&pi t al St r uct ure V$ ght ed Gbst 

1 
2 
3 

Long- Ter m Ctebt 
Referred Stock 
Gbmrcn Equi t y 

5 . 6 9 % 
5 . 6 0 % 

1 1 . 0 0 % 

4 7 . 0 % 
1 . 0 % 

5 2. 0 % 

2 . 6 7 % 
0 . 0 6 % 

7 2 % 

Ftet urn on F&t e Base 4 5 % 

FG& E expect s t o rrake unpr ecedent ed amount s of i nf r ast r uct ur e 

invest nents, roughly $ 1 5 bi 11 i on over t he per i adouflt 0 tleSr Fy 2 0 14, ar 

equal to FG& E s enti re rate base j ust 8 yearstragfos, vfhete i nves 

I f t he (PLC al so adopt s in t hi s proceedi ng aapi tahualadj osttrenbf mechanism 
( AXM/) , t hen t he Ftet urn on Equity ( FCE) adopt ed ngn vut IHi s bprdaae effect over t he 
dur at i on of t he A3CAM as adj ust ed per i odi cal I y byThfeheGbntfiBS&il on i n 
•feci si on 0 8 - 0 5 - 0 3 5 used t he term " GCM tcapii&sfcri bee tfehBS rxjost bubf R3& E 
uses t he term " POJM herei n, as PG&E did in Hpet^ 0 ofteeefcassf. of c 
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i ncl ude f undi ng f or saf ety and rel i abi I i ty, rephacerwht aghdg rep 

f aci I i t i es, addi t i onal pi pes and w res to serveandevraaustoners, 
generat i on and t ransrrissi on, are a cruci al part nfofesttrtoet iffirasrdjyiati 

supports t he peopl e and econorty of California. rifestfwraUs.t heas i 

well as t o fund maturing debt, FG& E w 11 needn ten raeae olpBtal bi fat i 
a ti rre when capi tal rarketfei I larerecoveri ng from the aredeib cri si s and 

t he Euro Zone sover ei gn debt cri si s is st i II srrcl der i ng. 

I n addi ti on to racaprtgal , PG& E nust al so rrai nttai r$ M Wda on i n 
bank credi t f aci I i t i es dd o cqMcatier al and wor ki ngl cfepi t sake annual 

pur chases of gas and el ect ri c corarodi t i es r angi ng f retail l$cfin. to l$ii& 

I evel of f i nanci ng requi res a st rong bal ance shefet al wi fekp feybst aand 
good credi t rat i ngs. 

PG& E was downgr aded in I at e 2 0 11 by two of t het t hBfeengrraj or crec 

agenci es, and its I owest credi t r at i ng is now cfflB, atjowst jtwfc not 
gr ade.2 PG& E consi der s a BEE credi t r at i ng sub opt i nab, roarrd t here is 

for further deel i nes. Setti ng a reasonabl e retluradoptii ngap'atal a 

capi t al st r uct ur e t hat does not i ncr ease PG& E s rdebf nfcloetertge a 
f act or s in pr event i ng f urt her deel i nes. PG& E sf prapdsrid wictt o 

enabl e PG& E to rrai ntai n its current i nvestrrent gracje anddi to I fat 

support its abi I i t y to at t r act capi t al and crlesli tco^t. a r0@&cfiabs 
cust oners would event ual I y bear t he cost of poor , cr idirtougtat i higgher 

cost of debt, hi gher cobt ttci fcr tides, and fcbst hb|hecol I at er al as a 

resul t of count erpart i es r equi r i ng rrere col I at er alentf oit r apsacrtii arms. 
QUst oner s woul d al so pay hi gftsst s for pur chased power; csstise t he 

credi t qual i ty, and hencfe aapttalq of gener at gr st oseFOnE is a 

f unct i on of PG& E s cr edi t qual i t y. 
The remaining chapt er s in t hi s exhi bi t pr ovi de support for t he 

r ecornrendat i ons in t hi s chapt er. Sped f i cal I y, fihapt fehe 2baspsesfeor 

t he FOE r ecornrendat i on; Chapt er 3 est i nates t he tesbst^eaof 2 0 13 
I ong- term debt and pr ef er r ed st ock; and Chapt er 4 ' preset ysi £G&>E 

how t he PCCPM has wor ked si nee i t was adopt ed i n 2 fie§ 8t habndt hpr opo 

current PCCPM be conti nued for three rrere years. 

See PI t achrnent 1 A Tabl e 1 A 4 for a deisogspt i on of credi t rat 
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B. Return on Equity Recommendation 

PG& E s FOE pr oposal i s based on t he f i nanci al noofel i Eesul t s 

w t ness D\ Wl I i am Aver aver a, Rusi dat a frore uferlertaliy 
corrparabl e to FG& E, esti rates the FOE for these utbhi/tehtesonabi ng 

REE est i nation net hods. Bra' sAJHE model resul t s, 0 9 peflcenfl 1f rom 
t he • scount ed Chsh R ow ( DCF) model , 10.8-14. C§pi tpbrcent f rom 11 

fie set R i ci ng Mxlel , and 10.8-11.4 per centm f®ufn 4>tpectrecfek pr erri u 

earni ngs model s, form the basi s for hi s recomnended"am§asapfebl e 
10.2-11.4 per cent. Taki ng into consi deration iaxlnudifcraaj tie facto 

speci f i c risks and exposur f£& H R. Aver a concl isledOEhdtrom 

above t he ni dpoi nt of t hi s r ange, or 11.0 peiftent, and epr esent s a 
r easonabl e REE for FG& E D\ Aver a al so appl i es udihrag BCF model 

group of large, st abl e, r i sind cdrrpsni es from non- ufeebtbys of t he 

econorry to cor r obor at e hi s utility proxy results. 
R. Aver a descr i bes t he ri sks f aced by FG& E v^ri cbapteedgener al I 

in hi s proxy group of cerrpatad t i es. But i tphasi zwogt hheieei t hat 

i nvest ors percei ve ri sks omni aChltiHat are not se®r islatcri^i t hus 
r equi r i ng a return above t he ni dpoi nt of R. Aver^nge. reascAKJe 

rany Chi i f or ni ans view t hei r home st at e as one bfe ttei obpst otherte 

see California as host i I e to busi ness and saddled vetsfucfaurpoll bat 
has been cal I ed " ungovernabl e. " Mchael J. Bosleirrn atett hJohn Gbg 

pr of essor s of econorri cs at 9 anf or d Ihi ver si t y, itBcfentC^ i fatesriia as 

" Long a har bi nger of nat i onal t rends and an i ncUbahor, bf bohoval so 
observed t hat California " i s near t he bottom i nx bafei nefee and t a 

st at e bond ratings. "Nssconomist recogni zed t hat " hbrdshi p and ri sk- t aki ng, 

hopes and orushi ng di sappoi nt rrent s have been part oi ICMeiorwer 
si nee [the gold rush], through boons and busts, epupherbas, hnd bdt 

al so noted t hat "California is now cal I ed a ' 'dysfgov^rirrattlq' ' an# 

even ' f ai I ed' 4 st at\®ii l"e t hese t er rrs ray seem ext r erre, and rany, i ncl uc 
FCX E ray not agree w t h t herp t hey are not t tens sbpplased t o ot 

3 " California' s Geek Tragedy, " The Wl I Greet Mkoohnall, 3 , p. 2 A1132 . 
4 " The Fteopl e' s Wl I , " The fcononi st Speci al Fteport 4pohl (32 Dfprni 2 0 1 1 
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I nvest ors are we! I aware of t hese percept i ons ofd CMk6orlrthese an 

views into account when assessi ng t he risk of i hvietsjn n^iose enl yit 
busi ness is in Chi i f or ni a, and deci di ng wher e t d i rratastn hrtafey wha 

r equi re, a r et ur n t hat PG& E be! i eves is in t he Appea' bal f of O 

r easonabl e r ange. 
111 ust r at i ve of t hi s i nnovat i on and risk t aki ngni A haipaistet sf r cfihf i f 

ot her st at es are its bold and aggr essi ve ener gyf opoi aci has beefihl a 

I eader in t he pur sui t of pr ogr arts and r at e desi gnsenfef*^ pr orrot e 
ef f i ci ency, and was one of t he first st at es tcuctkiBBatitsI 1$ ecte c 

i ndust r y in t he I at e 1 9 9 0 s. Those i nnovat i ve r ia&,i onsancbarwn vkilldn 

case of el ect r i c rest ruct uri ng, showed sweepi ng new/ cpofyci eerycahi gh 
r i sk, as evi denced by t he bankr upt cy of PG& E andupt bp ofear bankr 

Sout her n California Edi son Gbrrpany. As California rasrdnwiebh f o 

one raj or aspect of anot her sweepi ng new pol i cy, antibhiEorS efcals I 
Vttr ni ng Sol ut i ons Act of 2 0 0 6, i nvest or s mist aodsi daf bfiat i t i hecap 

and t rade pr ogr arr) a I arge, unt est ed pr ogr am wititarnpofcerfcosiiy e 

al so cones with risks, no howt tvel I pol i cy rakers atterrptlent i f y and 
ni t i gat e t hese r i sks. Kfefc i fair aba adopt ed one of ost heaggn essi ve 

renewable st andar ds in t he nat i on, a st andar d thafatbeaefe thek opf 

i nt egr at i ng a vast amount of i nt er ni 11 ent and di st'nhtot ethepcgo-d in a 
corrpar at i vel y short tine, accorrpani ed by t he uncert aiilrttiyratai t he 

consumer pri ce for such a I evel of renewabl es, feed cbhte impact t 

have on t he St at e' s econorty. 
California is wi 11 i ng hfeee t btofed t r i sks orider to nrt/aits goal s 

r el at ed to cl i rat e change and ener gy i ndependence. or fwrsefcretttehe 

busi ness and pol i t i cal st r uct ures in Chi i f orni a I eadnotrbc grefefeterl i ty 
corrpar ed to ot her st at es, and t cherapr eat er ri sks f aasche±§es,b 

i ncl udi ng Chi i f orni a ut i 1st ias.resul tA PG& E bel tevife. t hAvera' s 

r ecorrmended RZE of 11.0 per cent, in t he upper nbH fe ofengfebe r easo 
appr opr i at el y r ef I ect s t he hi §her t hat conf r ont sChlitt <bi ibi es. 

C. Costs of Long-Term Debt and Preferred Stock 

PG& E s errbedded cost of I ong- t er m debt is pr oj ect ecf r cbrai tteer ease 
cur r ent I y aut hor i zed I evel of 6.05 per cent t2>0 9 .36 9 pBricssnt for 

deer ease is I ar gel y dr i ven by t he deer ease in the cast abbfe FISBeE 
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debt, and t he i ssuance in recent years of newerfrhxasifebtr atatf I ong- t 

i nt er est rates I over t han PG&E s cur r ent I y aut horiGaast aufbecbMit. 

PG& E s cost of preferred stock is pr oj ect ed to edecoraeet I from t h 
aut hor i zed I evel of 5.68 to 5.60 per cent pr t i zst i ai refsultheof t he ar 

redenpti on costs of reti red preferred stock. PG^det dc»jy rnrtw pro 
i ssuances or r edenpt ions of pr ef er r ed stock for t hef uf areseeabl e 

D. Capital Structure and Credit Ratings 

PG& E s abi I i t y to at t r act capi tal at a r easoofebbe obst t hes a fun 
busi ness risks t hat it nd acte&y i ta f i nances its soperat iRar a gi ven I evel 

of busi ness risks, f i nahci higgher t amount s of debVpr agep 1 w 11 resul t 

i n I ess access t o capi t al and at hi gher debt fehdn etjuhfepci pgi oast h 
I ower I ever age, al I el se equal . Q/er t he nextE tiir d® n^inotn® PG& 

requi rerrent s are subst ant i al : PG& E nust rai se \$ fif i nimsfcilmopn tof ne 

f und its i nf r ast r uct ur eieritrwestf $ 1 5 bi 11 i on, rraivtiitrtg tftwidirr^ 
corri ng f rom i nt er nal I y gener at ed cash. I n addi t i on,shorffG&tEer meeds 

borrovu ng capaci ty to provitate $jp3 . 5 bi 11 i on bbr cobhatodr6^ 

t r ansact i ons and access t beranSt 1 . 5 bi 11 i on of otstrowtng t orapacb t y 
t o rranage dai I y and seasonal sw ngs of cash as uil aascuSfra otprdvbr 

unforeseen events. 

Qven its fi nanci ng requi r errants, PG& E needs a stheB§ taatbnce s 
enough common equi ty to provi de adequate credi t capadi t^. propcSGSdE 

common equi ty rat i o of 5 2 iperctte I owest I evel bbat equttyshoul d 

rraintain in or der to r et ai n its cur r ent credittraeti rtpig-artier tro a 
capi tal and short- term credi t at reasonabl e pri osi. later/^s dP@&iEs s 

optimal credi t r at i ng is in t he A category, buy fSfelE bsl yciCBBnt 

by S& P, and a 5 2 per cent equi ty rat i o i sPQSrfifci al I bog-f feerhiit at e 
goal to achi eve its t ar get ed A rat i ng. 

1. A Common Equity Ratio of 52 Percent Is Needed to Support PG&E's 

Current Credit Ratings 
PG& E was dowigr aded in I at e 2 0 11 by two of thet three rraj or < 

r at i ng agenci es. PG&E is cur r ent I y rated BBB by cfyB&a3, A3 by Mac 
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Investor Servi ce ( Mbody' s) , and BBB+- by5 ft t cM ftbiiglgs. t he 

Mxxly' s A3 r at i ng is f avor abl e, t he S& P EBB natchejs is only two 
above sub- investrrent grade, also known as " junk" atediiits. These 

r at i ngs ar e dr i ven by a nurrber 7of bdtactgw^r a! I y ar e det er rri ned by 
a qual i t at i ve assessment of overal I busi ness ri sks, of arMndrteal use 
metrics to help assess a aN l*rtys to servi ce its debt. 

fie di scussed mere f ul I y be! owj onl y one of PG& Edi i t hr ee key cr i 

metrics can support credit ratings in the A cateapor^PG& Eand becau 
al ready has si gni f i cant amounts of debt and off- bbtanfcekesheet d 

obi i gat i on§, i t s debt r at i o is near I y as hi gh as it can go wi t hout p 

I eadi ng t o anot her cr edi t r at i ng downgr ade. 
Fi gure 1-1 bel ow shows PCX E s cur r ent cr edi t net ri cs usi ng S& 

cr i t er i a to r el at e cr edi t net r i cs to9 cr ecSht eer atr Bcjst net r i cs ar e 

key measures of PG&E s atoli Service its debt: of ftUrods r tftrioun 
operations ( FFQ to interest ( FFO INT) , thealratietot of FFO to tot 
( FFO DEBT) , and the rati o of total debt to ffi«a"A.)ca^Ptal ( CffiT/ 

Figure 1-1 shows that two of the three key FQ-eEEBT rabdos, the F 

t he DEBT/ GAT TA_ r at i os ar e cur r ent I y in t he BBB ahds BB cat egor 

11 is riot unusual for fi rrrs to have di ftrenfent ratatigigsgdrapi edi,f f a si t uat i on known 
as " split rat i ngs. " of Atoalted h jli fr rr$ have sgfei t reflecting di f f erent assessrrent s or 
perceptions of ri sk. 

S& P and Fi t ch use t he sane r at i ngs nonencl at ur 4. A IfabfaehntnA 4 shows t he 
Miody' s equi val ent r at i ng under t he S& P syst em 

For exarrpl e, Miody' s i dent i f i es four key rate ngperftarcrilorAot ttdrte assi gnrrent of 
r at i ngs for regul at ed gas and el ect r i c ut i I i t i ss. are: Thos£ If^ctofhe r egul at or y f ranework, 
which det er ni nes overal I busi ness ri sk; (2) cafeitla tpndoearecovfflturns; 
( 3 ) di versi f i cat i on into unregul ated busi nessesi al astir efigtfh) anfli rtenqui di ty, which are 
t he abi I i ty to rai se capi tal . 

As di scussed mere f ul I y I at er in thi s chapt eif png-i rhw$tioip©wetn eipur chase 
agreements ( PPA) as an al t er nat i ve to owning powareoptpnte, thdndPP/% carry 
obi i gat i ons t hat are si rri I ar to convent i onal debtes t hdB& Pheast i rfatiebt equi val ent s" 
are current I y on t he order of $ 3 bi 11 i on, rael atiigmf itaantPGferBurt convent i onal debt 
outstandi ng of about $ 1 3 bi I I i on. The amount uot/al BSBsE wsl I debbnteque to grow 
as gr eat er arrounts of renewables and convent i onal geneiaetjubr edar t hr ough FP4s. 

The I i nes on t he gr aphs narking t he boundar i eat i ofjs t bee ceetii hat ed based on 
At t achrrent 1 A Tabl e 1 A- 2 . 

10 Fi gure 1 - 1 is based on cri teri a publ i shed to/ i$& if.he grljiAs nutrtmer be found in 
At t achrrent 1 A Tables 1 A 1 and 1 A 2 . Qoefattbeafe def r ncfei oase oi n 
At t achrrent 1 A Tabl e 1 A 3 . 
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respect i vel y. PG&E s otherretci edi FFO I NT is tconsitet ert he 

cr i t er i a for r at i ngs in t he A cat egory. 

FIGURE 1-1 
PACIFIC GAS AND ELECTRIC COMPANY 

FFO I nt er est F&t i o FFO Cbbt 
3 2 %= - ^ t om: 

of A 

#-

Ffet i o 

Bott om 
: of AA-

Bot t om_ 
" of A 

3 0 % 
2 8 % 
2 6 % 
2 4 % 
2 2 % 
2 0 °/*—— 

1 8 
1 6 % 
1 4 °/d 

Bot t om 
of BE©— 

4 6 % 
4 8 % 
5 0 % 
5 2 % 
5 4 % 
5 6 % 
5 8 % 
6 0 °/d 
6 2 % 
6 4 % 

Cbbt / Cbpi tal F&t i o 

Bottom 
• of EB8-

" Bot t om 
; of BET 

2 0 1 2 2 0 1 3 2 0 1 2 0 1 2 2 0 1 3 2014 2 8 5)2 5 2013 2 0 1 4 2 0 1 5 

The Total Debt to Total rSHpbtsis a f uncti on of afiPE&lEsc 
st r uct ur e ( including short - t erm debt and debt eqiii valasnt fcpng-as w 

term capi tal ) . The ot her two rat i os are I §ssthi radjJi^aldri ven b 

st r uct ur e, but a deer ease in RG& E s aut hor i zed eqch/feysefyit i o wi I 
i rrpact al I t hree rat i os, putt i ng downward pressureedidn rFSllfijss cr 

and access t o capi tal . fie a r esul t, a deer easezedn PG& E s aut ho 

common equi t y rat i o nay t ri gger a credi t rat i ngs downgrade. 
Bot h S& P and Mxxfy' s have, in t hei r recent credi E, report s on P 

st at ed t hat a pot ent i al cause of a cr edi t r at i deji t donatjr ade i s a 

I ever age. I n its December 2 0 11 11ra08n§fe pcepbst, out: 
The st abl e out I ook r ef I ect s our ant i ci pat i on t hat i III he corrpany w 
cont i nue r epai ri ng its busi ness pr act i ces and pr oduce cash f I ow 
pr oj ect i ons in I i ne with our base case expectation ofebtFFO to t 
of 2 0 % and adj ust ed debt t o capi t al i zat i on in exfthe yearea of 5 8' 
We could lower the ratings if leverage exceeds 60% and FFO to 
total debt falls to less than 15% on a sustained basis. [ Brphasi s 
added] coul d rai se t he r at i ngs if f i nanci al t per bar nance nee 
base case expect at i ons and t he busi ness pr of i I e st iohgt hens, wh 
woul d be evi denced by i rrpropedat bons for t he ut i I i tys gas 
transnissi on systerr) refocused efforts on bui I di rtcfiesafety i nto 
corporat e cul t ure, and cont i nued const ruct i ve regulatory out com 

S& P s F&t i ngsD rect: Pad f i c Gfes and B ect r i (bertbrsf)#iy; Z&fcehil . 
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I n a si ni I ar vein, M)ody12s st at ed: 
The st abl e out I ook al so f act or s in t he company' srt sortonued effo 
f i nance negat i ve f ree cash f I ow w t h rreani ngf ul amount s of coran 
equi ty suff i ci ent ai hbai ma 5 2 % equi ty r at i o, at whi bfe bH fcet y 
to support overal I credi t quality. ... 

Ajdi t i onal I ever age is not t he on! y f act or t hatiot betil dor fedati t o a 
r at i ng downgr ade. I n di scussi ng t he el ect r i c iGtalilstirght ,R chkr.d , 

rranagi ng di r ect or at S& P, st at ed: 
...rapi dl y i ncreasi ng consumer resi stance to ri si ng bi 11 s wi 11 te 
r egul at or y support for timely and per haps even f rat e recove 
pref erence f or expense def erral s may devel op, andfoe Ipesel i vi ty 
corrpet i t i ve aut hori zed ret urns w 11 al most cert dfimtly prdvarirt. 
of event s waul d I i kel y n resulslhi fit of our st abbe owtel*ablk 
US el ect r i c ut i I i ty credi t quail 3 y to negat i ve. 

II is irrportant to not e t hat w t h split r art i rigptf.i ng i tt hats itdie I owe 
rel i ed upon by PG& E s count erpart i es when ext endi rtf£ Er edi t Fdro P 

exarrpl e, a two- notch downgrade by S& P to EB+ ( ba)rcade)i nvestrrent 

would cause PG& E s count er parti es to requi re addirtal onalf crtrfefye 
$ 1 bi 11 i on, an amount t hat PG& E si rrpl y may ncftrotte i tstol e to f und 

current credi t f aci I i t i es. ft t hat poi nt PG&dEffrapl tf i rtb iibbtaony 

any addi t i onal credi t f,aci lartd esAhat f aci I i t i esbtidi n courtuild cone 
at a si gni f i cant I y hi gher cost and I i rrited in I st ye. t o p0G8hfees abi 

gas and el ect r i c commodi t i es and t r ansact t hr ough at he Chi i f or ni 

I ndependent Syst em Qoer at or woul d be sever el y I i rritegl, PG&nPai s i n 
abi I i t y to procure ener gy for its cust oners. evSm s i fcoiW occur 

credi t rat i ngs of t he drtadi t t wat i ng agenci es rgrai nMest nent 

gr ade. 
Wii I e t here are rrany f act ors t hat t he rat i ng aganteres consi der 

assi gni ng a credi t rat iea$i ng i rRG& E s I ever age sit net his dinl i kel y 

to be off set by changes i n ot her f act or s t hat ni gbt easet i gate an 
I ever age, and in vi ew of PG& E s r ecent cr edi t sgt i ngsul dowbgr ade 

ill- advi sed. Pe a r esul t, a 5 2 per cent (tdnanenni reqairhy rat i o is 

I evel of equi t y needed t o sust ai n PG& E s curr ent cr edi t rat i ngs 

Mxxiy' s Fating Action: Mxxty' s 4ffirr» PG&rStOngs. 2 0 Sept. 
" Utility Credit F&t i ngs Critical to Ffei si ngz C^iiglaai jie. Bnfie^yBary 7 , 2 0 12. 
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2. A 52 Percent Common Equity Ratio May Enable Future Credit Rating 

Upgrades to an Optimal Level 
11 is in t he best i nt er est s of PG& E s oust otter s atti angst ar get credi 

f rom al I t hree credi t r at i ng agenci es in t he AAeategoryA ei t her 

Ffet i ngs of B8B or lower put at risk t he uttirfacfty' csapidball i tcjuritnqg at 
per i ods of f i nanci al rrar ket di sr upt i on, and pr dvi dajsHiirmuf f i ci en 

agai nst f ur t her event s af f ect i ng capi t al rrar ket s t bet t beul dt i t efeyil t 

in downgrades to sub- investment gr ade. A t ai ni rag iarediHe r at i ng 
A cat egor y not only I owers t he cost of credi t, nsubet tlafeteot helps e 

ut i I i ty wi 11 have cont i nuous access to credi t. 

a. Credit Ratings in the A Category Provide a Cushion for Credit 
Ratings Downgrades for Reasons Beyond PG&E's Control 

Oedit rati ngs can change for a number of reasons, such as a 

change in t he r egul at or y environment, a change ire, busirnes® risk 
change in f i nanci al risk (i.e., t he amount asf . I ever Sge a firm 

example, pol i t i cal event s, such as a r ecent I y psopteictl otCbl i f or n 

rreasur e t hat, if passed, coul d shut down al I t tiengnucl ear gener a 
f aci I i t i es in Chi i f or ni lapad cfcaml cfe cr edi t rat i ncpdedctawpuse 

it woul d i ncrease PC& En sks. Ffegaisdi pgrssi bi I i t y? stS&ed: 
A di sor der I y exi t from nucl ear - t hat is, sonettlteng t hat fore 
earl y cl osure of t he [California nucl ear] plants deH hoot cl ear I 
cost r ecover y and t hat does/e ndthe g el ect r i c ut i I i t yi rrewnteo 
pi an for al ternati ves, al most certai nl y woul d j eopardi ze credi t 
qual i t f.4 

Fi nanci al rrar ket di sr upt i ons coul d al so I ead to credi t rat i ngs 
downgr ade. For exarrpl e, dur i ng t he r ecent f i nanfci fel nocisi si s t he 

subsi di ar i es of Arer en, with credi t r at i ngs in t, he hiEB cat egor y 

di f f i cul t y renewhegr t short- termt crfedci I i ti es, eand aoasf with 

S& P Q obal Gedi t Portal; The G ound- Shaki ng f dftenla't ^ ffdacl i Fbver; 
Gfctober 17, 2011. 
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credi t rat i ngs downgrades because t hei r di rri ni shed pfccbrts to ca 

and credi t coul d i rrpai r iflMyr tab f i nance t hei ms.6|erat i o 

b. BBB Is the Minimum Acceptable Credit Rating for PG&E 

Pn opt i rral cr edi t r at i ng is one t hat can I eave PG& E wth a 

t errpor ari I y accept abl e ni ni rmim credi t r at i ng in t Mi t event i ngf cr 
downgrades, under scenari os of reasonabl e, but notesspifrene, str 

and t hat st i 11 provi des cdSHfe Etc® t he capi t a! and arckafcfc.t m 

al bei t at hi gher cost and at gr eat er risk of t oadeepet el . access 
Q/er tine, per haps sever al years, PG&E woul d exptot to be abl e 

neve up toward its opti rral rati ngs. For FG& EE, irHnafrn terrporary i 

credit rating is BBB sWI fch i freest rrent grade, rrport drtt itsa i 
note that a BBB credit rating is not part i cul ael yut dfest yabbechf or 

as PG& E that nest conti nuafel ^ arge amounts of new! capidJa 

rraai nt ai n subst ant i al cr ediil !i t ifeoc CUri ng t he ncerafent erf isms, 
firms rated BBB and below experienced si gni f i canti sidhdjf i cul t y ra 

capi t al . 

FG& E has f i r st - hand exper i ence wth bei ng deni ed t beedi t dur i ng 
f i nanci al cri si s in 2 0 0 8, when i t was r at ed bpB+- by S& P an 

Mxxfy' s and Fi t ch. Etespi t e t hese r el at i vel y 41 mgsger cr edi t r a 
FG& E was t errpor ar i I y unabl e t o access t he debt rraidafet s of at t he p 
the financial crisis. In October 2 0 0 8, sevebahk banks in PG& 

group, i ncl udi ng a money- cent er ed bank and a I argdpd hi ghl y rega 

investment bank, declined to participate in PG&eHts flaeHeity of cr 

PG stated by Mxxfy' s i n 2 0 0 9 j ust aftetartjbe VI#iish3©feetse\tarAte such as 
Lehnan ETot hers, Nferri 11 Lynch, and Bear 3earns: 

Pi t hough Mxxfy' s expect s t hat al I or a por t i on i dsf ftdra I i Harts diced be 
r eneved at sorre poi nt in 2 0 0 9, const r ai ned banfet aodndct edhfe rrakte 
t he t i ni ng, st ruct ure, pr i ci ng, tenor, ensured si as I bf i efe hencr e uncert ai n. 
PG a result, Mbody' s does not view t he st and ofallane ofl i qtn«tidiy ^>r 111 i noi s 
subsi di ari es as bei ng suff i ci ent to support i nvesduwnt F&Jriadps lusit i I new 
pr ef er abl y rail t i - year, bank f aci I i t i es are puti va n rqdiiarap. act i (Jifegatoul d be 
consi der ed i f Arer en' s 111 i noi s ut i I i t i es do qabt eent equi dnt p ade 
arrangerrents veil in advance of t he cur r ent facislifyi dxpuaByi ofi 0 1 0 . 
( Mxxfy' s F&t i ng A:t i on, January 2 9 , 2 0 0 9. ) 

I n t hi s cont ext, " t errpor ary" can be up t odi agveoal cyearmt depes. For 
exanpl e, a si gni f i cant change in t he qual i t at i v61 dniaterrsgs ofnay:r d r i gger r at i ngs 
changes that coul d not be offset by changes i n hatedate rritirves by cash fI ow and 
I ever age. 11 nay take several years to rebui I d credi t qual i t y. 
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that was needed to support the i ssuance of pol I utdsin- control bo 

A^ai n in Apr i! and Msy 2 0 0 9, a rraj or i t y of bargcmp n PG& E s 
ref used to parti ci pate oposedi $r5 0 0 ni11 i on bank r®/olbsrak 

credi t f aci I i t y t hat ved tr®qisinpport PG& E s I ieqcfedi ty n 

associ ated with energy procurerrant acti vi ti es. FOB, thase reaso 
033 credi t r at i ng is sub- opt i rral for FG& E, ancfxxiar y at best a ti 

ni ni num credi t rat i ng. 

Oedi t rat i ngs bel ow BBB are not accept abl e. Oice a corrpany' 
cr edi t r at i ng dr ops bel ow i nvest rrant gr ade, accesrar Rat s t he debt 

decreases, t he cost of debt i ncreases si gni f i canWgnant sand debt c 

becorra subst ant i at I y nor e r est ri ct i ve. The sub- i ©vest rrant gr ad 
rrar ket is nuch rrore subj ecfeccfcss di srupt i ons, as i n&lestttorstfi 

are qui ck to abandon t hi s rrarket when t here are epi gnsucbf t roubl 

as t he Geek debt cri si s. For exarrpl e, duringedftie 2 0 0 8 - 2 0 
cri si s, vi rt ual I y al I conpani es wi t h sub- i nvestgrantwercpade rat i n 

unabl e to access the capi tal and credi t rrarkets. s Eafeed conpani e 

BBB- had di f f i cul t y accessi ng t he capi t al rrar ket se because of t h 
per cei ved ri sk of f aldrwng n\beit rrant gr ade. 

A downgr ade bel ow BBB woul d al so I i nit, and per haps el i ni nat e, 

PG& E s access to t he Ti er 2 cornier ci al paper nar ket. Thi s is 
si gni f i cant source of short- term capi tal for PG& E&esdsoperati onal 

t hat if r est r i ct ed would for ce t he corrpany to obffairranestatrt- t erm 

at si gni f i cant I y hi gher cost s. These cost s woul d tabencorrpounded 
t he corrpany renews its $ 3crefcli 11 i bad I i ty, whi dte woul d 

si gni f i cant I y rrere ex pens i ve and pot ent i all y even fcapaoetly i tons 

PG& E were downgraded bel ow BBB 

c. An Optimal Credit Rating for PG&E Is A or A-

A t ar get opt i rral credi t r at i ng is one t hat can absftrb rroverrent s 

2 - 3 not ches downt/fer dflhi ch woul d I eave PG& E at its t errpor ar i I y 
accept abl e ni ni nam cr edi t r at i ng of BBB al I owi og rrtehet audi I i ty t 

A " notch" is the change from one rati ng to araichadjsacerflromatAnd)o A- , or EBB to 
EEB+ . From BBB to E&- ( sub- i nvest nent grade) Ai snottsto $iqtpHBses a nat er i al 
change in credi t qual i t y, and inpacts t he costie oferrwnfedi fayai I aWJe, t especi al I y 
goi ng f rom t he A to t he BBB and lover cat egori egs. of credi t rati 
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9 1 invest rant grade status. For exarrpl e, if PCS E were to use nun 

2 I ever age in its capi tal st r uct ure, it ni ght be otafeW£)r aded one n 
3 PCS E can al so be downgr aded as a r esul t of a sust ai ned adver se 

4 ni snatch between PS E s revenues and expenses, or rraye general I 

5 due to a deer ease in r egul at or y support i veness. entA ser i es of ev 

6 could result in two or even three downgrades, I effing f PS E at B 
7 started from A 

8 I n addi t i on to provi di ng acushrong to wi t hst and possiMet 
9 r at i ngs downgrades, t here is a cl ear and si gni f itoget tcost advan 

1 0 credi t r at i ngs in t he A cat egory. Typi cal I y, I ftaveated bonds wi I 

9 1 1 i nt er est r at es on t he or der of 0.44 per cent I feesdst han H3B- r at i 
t 1 2 and BBB- r at ed bonds wi 11 have i nt er est r at es about I dss 8 2 per ceni 

1 3 t han bonds rat ed BB ( sub- investnenl9 gra^lying t hese f i gures 

1 4 to PS E s i ssuance of $(2jghl£y bi 11 i on in bonds i 2i 0 21CB1, 2 and 
D 1 5 t he annual i nt er est cost s of A rated bonds ar e nabbefes $ 1 1 ni II i i 

1 6 r el at i ve to BBB- rat ed bonds. The annual i nt enejst cost of i ssui 

u 1 7 BB- rated bonds woul d have been about $46 ni 11 i oni ngor e t han i ssi 
1 8 BBB- rat ed bonds. 

1 9 Q-edi t rati ngs of A or A are al so opti rral fort i ssui ng cornier 

2 o paper, whi ch PS E rel i es on to f und its dai I y gridi reeasonal swi n 
2 1 cash. PS E is cur r ent I y a Ti er 2 i ssuer of eawii^ ci al paper, 

2 2 t hat its cornier ci al papeki er s t hen t he best i ssoeirsr cbfel c 

2 3 paper i n Ti er 1 . Ti er 1 i ssuer s t ypi cal 1150 Hawser crtdolrti r at i ngs 
2 4 A , and ex per i ence cont i nuous access to t he cr edir rrar ket s at I 

2 5 cost rel at i ve to Ti er .2 i Sjurerrag t he recent i sfedi trangri s 

2 6 Ti er 2 corrpani es had di f f i cul t y accessi ng t he cornier ci al paper 
2 7 rrar ket s, PS E i ncl uded, and needed to pay rnich hingher rat es t ha 

2 8 nor rral corrpared to Ti er 1 i ssuer s. 

For exarrpl e, in PCX E s 2 0 11 Gfeneral F&te fC&Sfet epdyrar Bdw si aires o 
r econirended that PCX E refinance a port i on of its Iteig-wtttrmccaBWCi al paper, one 
of t he ri ski est ways to f i nance such asset s. d npleeraeateinafcpt itires coul d have 
I ed to a credi t rat i ngs dowigrade. 

The 0.44 per cent and 1.82 per cent aver agei asir e 1 Cbkeiyeareer th£ltring t he peak 
of t he credi t cri si s in I at e 2 0 0 8 to eaalf QiO H39 rated heboiwttenaBt 4 5 0 basi s 
poi nt s great er t han t he rat es on EBB- rat ed bonds. 
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1 "These hi gher costs of debt and credi t, as vel Iporfe credi t to 
2 procurerrent act i vi t i es, are sumneri zed on Tabl e 1 tinfi (bel)ow Gbl 
3 shows t he i ncr enent al cost s of 033 cr edi t r at i ngs Ael safel Mag, t o a 

4 and col una ( b) shows the i ncr enent al costs of a rSB it at i ng corrpa 

5 a 033 r at i ng, "The cost s i n Tabl e 1 - 2 dortoSt s r ef I ect t he hi gl 
6 PG& E would be charged for power purchase agreerrents ( FPA) as 

7 di scussed bel ow 

TABLE 1-2 
PACIFIC GAS AND ELECTRIC COMPANY 

INCREMENTAL INTEREST COSTS ($ MILLIONS) 

Li ne 
ND. A to 033 B03 to BB A to EB 

( a) ( b) ( c) 

1 Long- Term Cfebt ( a) $ 1 2 $55 $67 
2 Short- Term Debt ( b) 4 3 5 3 9 

Total $ 1 7 $90 $106 

a) These amount s include addi t i onal annual i ntetefetercosfs caedi t fees for 
pol I ut i on cont rol bonds. 

b) These amount s i ncl ude addi t i onal annual i nt dKHStt- tsratis dadtft sand t he 
hi gh cost of col I at er al . 

8 Aiot her i rrportant reason to target credi t rat i nggoryn i fehe A cate 

9 to I ower the cost of capi tal for PG& E s rrany i rtatependent genera 

1 0 who contract with FG& E for the I ong- term sal e20of flhei r power, 
1 1 i nvest or s who f i nance t hese gener at or s have I ess reskg and henc 

1 2 I ower cost of capi tal , when t he off taker ( PGSi E) has hi gher ci 

1 3 qual i ty, al I el se equal . A I ower cost of ecapotal for those gei 
1 4 r esul t s in lower FPA cost s to FG& E cust oners. 

1 5 Q- edi t r at i ngs in t he A CTtosgorryti cat i ve of gr eat er cr ed 

1 6 capaci t y, whi ch PG& E needs t o t ake on t he subst ant i al debt - I i ke 
1 7 obi i gat i ons t hat cone wi t h pur chasi ng power from i ndependent 

1 8 gener at or s under I ong- term cont r act s ( FP/%) . Pe I ong as t he 

Gtener al I y, a gener at or w t h a I ong- t er m cont t feet nc*i t be PS&sEgnad a cr edi t r at i ng 
any hi gher t han PG& E s, and at best is one nof oh I odependent htegeeer at or s to 
r ecei ve i nvest nent gr ade r at i ngs neans PCX E s credistt itat i rHpB rcx bet t er. 
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gener at or s pr oduce accor di ng to t hei r contracts, KSEtcis obi i ga 

pay t he gener at or s whether t he power is needed or hoot, t he and whet 
power coul d be pur chased f or I ess on t he mar ket. haffecause FP/% 

t hese debt - I i ke char act er i st i cs, PG& E s i nvest oest i pay t ol ose at t 

t he ragni t ude of t hese obi i gat i ons, and f act or t hem i nt o t hei r 
assessment of PG& E s f i nanci al capaci t y to supportandal I its debt 

debt - I i ke obi i gallons. 

Tar get i ng and achi evi ng credi t r at i ngs in t he Ahocat egory, and 
appr opr i at e I evel of equi t y needed t o sust ai n sbseh r at i ngs i n t 

A cat egory, woul d ensure t hat RG& E wi 11 have ttyne t ocredi t capaci 

pr ocur e addi t i onal FP/% t o neet t he 3 3 per cent st at e r enewabl e 
gener at i on st andar d, as wel I as its ot her gener at i on r esour ce 

requi rerrent s. Fai I ure ttoe rtille ganegat i ve impacts of debt 

equi val ence in t he future ray precl ude credi t ratiagd increases, 
possi bl y I ead to I ower credi t rat i ngs, i ncreasetej fete cost of d 

cr edi t f or FG& E, as wel I as t he cost of pur chased power. 

d. Preferred Stock Is Not Currently an Attractive Source of Capital for 
PG&E 

The pr ecedi ng di scussi on assumes t hat FG& E uses common equi t y 

to rai nt ai n an appr opr i at e bal ance between debt andausqui t y. Be 
credi t rat i ng agenci es gi ve some " equi t y credi tf'ockjo praf erred s 

t arget equi ty rat i o can al so be achi eved wi t h sprffifoertaiedit i on of 

and common st ock. hbwever, f or FG& E pr ef er r ed stoantk y i s not cui 
an at t r act i ve sour ce of equi ty capi t al for sever al reasons. 

Fi rst and most importantly, t he rar ket for FG& E s pr ef er r ed 

secur i t i es is si gni f i cant I y sral I er and I ess I r qbed £sof I ehesdesc 
deep" or " t hi n" ) t han t hat f or debt or common eojfei t ya secur i t i e: 

r esul t, it is not asourda abffe fandi ng for PGBgiE sapltel 

needs, and rai si ng subst ant i al amount s of pr ef er rpdar soul d take 
The t hi n rar ket coul d al so r esul t in a I i qui didr^asptdeni urp or i n 

I nvest or s account for t hese debt- I i ke obi i gabyens i nFopareaaapl e, S& P explicitly 
input es bot h debt and i nt er est expense for PP/te whipn Pffll Eul at i <tr edi t netrics. Q her 
rating agenci es nay consi der t he i npact qual i tat i vel ypnd aoflhebank nvest or s have 
devel oped t hei r own net hods to assess t he i npact fifts debt - R08k£ § credi t qual i t y. 
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cost of i ssuance, bei ng appl i ed to PG& E transacti dies that coul d 

avoi ded by r el i ance on secur i t i es t r aded in rror e. I i qui d rrar ket s 
Second, t he cr edi t t r eat rrent of pr ef er r ed st ock woul d be cr edi t 

neut r al at best, but coul d pot ent i all y be crTkfe t t dealt r uct i ve. 

cr edi t i rrpact of pr ef er r ed st ock depends on t hei bpfeefei cof ar att r 
t he pr ef er r ed s^%ctend on whet her it r epl aces debt or equi ty in t \ 

capi t al st r uct ure, t he t r eat rrent f or whi ch can gararyy &>d r at i ng a 

coul d change over tine. I n general , pr ef er r edf sfeqdkt yi ri spl ace o 
cr edi t dest r uct i ve because t he r at i ng agenci es appl y I ess t han 

10 0 per cent equi t y credi t. R ef er r ed st ock rroont pi aofe of equal 

debt and equi t y coul d be cr edi t neut r al , dependg ngagency t he rat i n 
t r eat rrent, but for t he r easons di scussed in t he rppbpedi ng par ag 

woul d not be as r el i abl e a sour ce of capi tal . t heslaken t oget her, 

f act or s hi ghl i ght t he cr edi t chal I enges associ at ®tl wttcfck.pr ef er r 
Thi r d, at cur r ent rrar ket r at es PG& E cust oner s woul d not r eal i i 

savi ngs from pr ef er r ed st ock r el at i ve to a nix taf. debt and equi 

R ef er r ed st ock is t ypi cal I y rat ed two not ches befaW a finYi s o 
cr edi t r at Pftg, and as a r esul t, PG& E s pr ef er r ed st ock is rated I 

bel ow i nvest rrent gr ade, and t he cost of pr ef er r ed Ei ssued by PG& 

woul d not be I ess t han equal arreunt s of common st oeikm and I ong- t 
debt based on cur r ent rrar ket condi t i ons. I n total , t hese facto 

denenst rat e t hat pr ef er r ed st ock woul d expose PG& E fcd f undi ng a 

credi t ri sk with no apparent benef i t to custorrers. 

E. Implementation of the Cost of Capital in Rates 

PG& E proposes to i rrpl errent any revenue requi rerrent chfengg resul 

f rom a cost of capi t al deci si on in t hi s pr oceetieotjr i cn rgfees and e 
begi nni ng January 1 , 2 0 13, assurri ng a Gbrmi ssisraed ded si&tffl 1 £ is 

For exanpl e, R3& E s outstanding per pet ual prefer reds s6o0k peceent equi t y and 
5 0 per cent debt t r eat rrent by t he agenci es. 

FG& E s over al I credi t rat i ng, al so cal I ed b§n S& Ffcsiier" BBS at i agid two not ches 
bel ow that is ER See Tabl e 1 A- 4 in Appendi xl eAe fdescai ptitcB safirrp credit 
rat i ngs. See At t achrrent 1 A Table 1 A 4 for eripbren cohpl etedi tiesrat i ngs. 
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1 n tire to al I ow PG& E to implement rates on Jfehuar£hahges 2 0 13. 

appl i cabl e to • rect Access rates for el ectri c senactee atooulttte beare 
tire as changes i n bundl ed el ect r i c cust orer r at ased unoter auiihosmt 

tariffs, PCX E wi 11 record the gas di stri buti onrj argfessttcFagppssi o 

el ect ri c di st ri buti on, and el ect ri c generat i on retafeBuereffeqciregi t he 
2 0 13 cost of capi t al in t he appr opr i at e bal anci mg acaciiintrenwandu 

of January 1 , 2 0 13. F&t es f or each of t h&se w&fenite BH|ui reren 

based on t he t hen- current approved revenue al I ocat deai gandrrethbds 
separ at el y appr oved f or each r evenue r equi r erent. 

F. Conclusion 

PG& E s operat i ons requi re very subst ant i al and cont itraualcapactotss 
A RJE of 11.0 per cent and a 5 2 per cent cornrohd eqlil by/ rat i o shou 

PG& E to maintain its current credi t rat i ngs, anS Eensame olbthffltn PG 

capi t al at a r easonabl e I tostel se e^ual , hi gher t i ogedi t esufet i n gr eat er 
access to capi t al and lower cust orer cost s. Baseohy'ors tdral yQir^a 

achi evi ng optimal credi t rat i ngs of ei t her A- tor ciAst onetsi, beaafli 

pr ovi de PG&E with a suf f i ci ent buffer to weat her wrfebcteeeaHte, do 
i ncl udi ng t hose t hat ni ght r esul t f rom unst abl e nar ket BSSdB i s 

r ecormended 5 2 per cent common equi ty rat i o is a key) eatrperaertig t 

optimal credi t rat i ngs. 
Gbrnni ssi on appr oval of PG& E s PCCAM woul d r educe costfeo rteb^t ed 

of capi t al proceedi ngs, and would al so be posi tial/et yf or aereidtt q 

pr ovi des i nvest ors wi t h a degr ee of conf i dence i n echowostthe ofadcoptpi t al 
will change wi t h i nt er est rat es. 

Ai I el ectri c rate changes for January 1 , 2l0cttt8d, i rwodGBt Ebes cdnsaal B ectri c 
Tr ue- If) pr oceedi ng f or Januar y 1 , 2 0 13 i rrpl enemttla oimhanges^ If orgaslanuar y 1 , 
2 0 13, wi 11 be consol i dat ed w t h PG& fe Annual CteanciTngie-Adfouratfs Efeor 
i rrpl enent at i on January 1 , 2 0 13. 
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ATTACHMENT 1A 
PG&E CREDIT METRICS AND RATINGS 

ft I t hree raj or cr edi t r at i ng agenci es use si ni I ark" keycr ddittenchra 

stati sti cs to assess the quanti tati ve aspects unfcls afrfctmrroperatf otis) f 

( FFQ i nt er est cover age; ( 2 ) FFO to total ebfebtto faotbl ( fla^i t at ot al d 
Tabl e 1 A- 3 provi des def i ni t i ons of t hese r at lower age Ttat i icnt iraatses 

on cash gener at ed over a peri od of tine and conpfeeieest t hafcl i gat i bns. 

The ot her two rreasur es focus on a corrpanys abi I i t y tidts piy abikbwt i es over 
tine and t he t ot al f i nanci al cushi on for credi t ors. 

Fbci f i c Gfes and B ect r i c Gbrrpany' s ( FG& E) cur r eolr |bfaj ect i ons f 

Gbrrpany' s 2 0 12 and 2 0 13 credi t st at i st i cs are1 shown TheseTabl e 1 A 
st at i st i cs can be corrpar ed to t he i ndi cat i ve credit I it afesngar t fior a busi ness 

pr of i I e of " st rong, " publ i shed by 3 andar d & ,1Fbahlcte, ar fencpr es^nSSdF3) 

in Tabl e 1 A 2 . Tabl e 1 A 1 shows credi t cfct aMiMtduis ctettti with an 
equi val ence adj ust rtent s for PG&E s portf ol i o of pcap-eespmttia^e PPA) 

t hat are expect ed to pr ovi de power wi t hi n t he 2 W i - 2T0e1 8at i hgrief ra 

agenci es' cal cul at i ons i ncl ude short - t erm debt, ral edgustArrteht sot hade to 
r ef I ect t he cash f I ow and debt - I i ke i rrpact s otidi otjl i gafef onset i natrent 

benef i t s, asset ret i rerrent s, and accr ued i nt er est. 

Tabl e 1 A 1 shows t hat t he FFO i nt er est cover ageandat2c@ 1i® 2a0e1 On 
t he r ange associ at ed wi t h an A cr edi t r at i ng at Rp d i Ise tafei ri'easEt r ong. " 

Thi s FFO i nt er est cover age r esul t r ef I ect s t he fast stitaateecRS& En h 

secur i ng very I ow i nt er est rat es for its I ong-1 teat dry, debhoweverl, rrpoit he 
bal ance sheet rat i o of FFO ttebt total only in t be aanfpB-f credi t rat i ng. 

M)r eover, t he debt to tot alzatcap t a at i o is i rt aftftiang oveange of 

sub- i nvestrtent grade and E533- . The bal ance shedte rtdhetcs iisidilad11 e to 
no room for i ncr easi ng debt I ever age if FG& E Ltsr etib ceteel it rbfei rsgs. 

S& P s F&t i ngsD rect: "US Ut i I i t i es F&t i rtgayefehali ysi & hdsb\S& ffbr Gbr por at e 
F^tings Mbt ri x. " Nbventoer 3 0 , 2 0 0 7. Rirfed(d Ocedi Sii^irtrysts: 
WI I i am Ferara, and John W Vttit lock, Nfew York. 

These cont racts i ncl ude Qjalifying Faci I i ty ( r,i ct ,1 rrirgpatevffltl ® and other 
procurerrent cont r act s. Fter S& P pr act i ce, debt equaVetienraet hassont r act s not 
expect ed to be onl i ne before 2 0 14 is excl uded fr2)r0 tHfe 2:Kkl t2 staatd st i cs 
cal cul at i ons. 
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1 The credit statistics presented in Table 1 A- 1 attso oishaweditte i np 

2 st at i st i cs resul t i ng f rom t he i ncl usi on of debtPPAsjui val eTtoe tafibl e show 
3 t hat al I st at i st i cs dec! i ne when debt equi val ence i s \Aftbitis dravad al I t he 

4 cr edi t st at i st i cs r errai n in t he i nvest rrent gr ade aatangri, ddttte i np 

5 equivalence will grow as RG& E moves toward achi evi ngertheFfe&^abl per 
6 Portfolio St andar d goal and pr ovi di ng for load groat h oibdpr dLEjfm n 

7 cont ract s. I ncr easi ng input ed debt and input ed ahtedr eat t hasaeoi 

8 cont r act s will further reduce cur r ent cover age nasjsprrts drtrati t siopal i ty. 

TABLE 1A-1 
PACIFIC GAS AND ELECTRIC COMPANY 
PROJECTED PG&E CREDIT RATIOS(a) 

Li ne 
rt>. 2 0 1 2 2 0 1 3 

1 Wth Rower Gbnt r act Debt Equi val ence 

2 FFO I nt er est Gbver age 4.3 3 4.0 3 
3 FFO to Total Debt 19. 4 % 17.2 % 
4 Tot al Ctebt to Total Capital 5 8.2 % 58.2 % 

5 Wt hout Fbwer Gbnt r act Ctebt Equi val ence 

6 FFO I nt er est Gbver age 4.71 4.44 
7 FFO to Total Ctebt 2 0. 8 % 19.0 % 
8 Tot al Ctebt t o Tot al (tepi t al 5 5. 3 % 54.2 % 

( a) I ncl udes pr ef er r ed equity as 5 0 per cent debt equi val ent. 

TABLE 1A-2 
PACIFIC GAS AND ELECTRIC COMPANY 

STANDARD AND POOR'S UTILITY GROUP FINANCIAL TARGETS 

Fi nanci al R sk I ndi cat i ve Ftet i os - US. Ui I i ti es 
(Fully adjusted, historically demonstrated, and expected to consistently continue) 

Ctesh FI ow Ctebt Lever age I ndi cat i ve Ftet i ng 
Wt h " St rong" 

Li ne Fi nanci al R sk Tot al Ctebt / Busi ness R sk 
No. R- of i I e FFO Ctebt FFO I nt er est (tepi t al R- of i I e 

( %) ( x) ( %) 

1 Nfcdest 4 0 - 6 0 4.0-6.0 2 5 - 4 0 A 
2 I nt er rredi at e 2 5 - 4 5 3 . 0 - 4 . 5 3 5 - 5 0 
3 /Aggressive 10-30 2 . 0 - 3 . 5 45-60 EEB-
4 H ghl y Lever aged Bel ow 15 2 . 5 or I ess Q/er 5 0 
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TABLE 1A-3 
PACIFIC GAS AND ELECTRIC COMPANY 

DESCRIPTION OF CREDIT RATIOS 

FFO Interest Coverage 

FFO Interest Coverage = (FFO + Total Interest Expense)/Total Interest Expense 

FFO = m 
+ Change 

Tot al I nt er est 

I neon® - A-UCC -
in Deferred Tax + 

Pfd D v 
Q her Ntet 

Expense = I nter est + I rrput ed 

+ Ctepr eci at i arur i(t iMi i until ncp iStei pal Fteynen 
Cash f rom Qoeraltlirplrised + CtefBefiat i on Expeji; 

nterefeferred H Oi Bfendof P 

its) 
ise 

Total Debt to Total Capital 

Total Debt to Total Capital = Total Debt/Total Capital 

Short- Term Debt Tot al Debt = Long- Term Debt + 
Fltr chased Rower Gfebt 

Tot al Chpi t al Cbrnmon Equi t y 

+ d 5 S <86k of Fftrgfudrarafe CF and 

5 0 % of R-eferrBiot Stock + Tot al 

FFO to Average Total Debt 

FFO to Average Total Debt = FFO/Average Total Debt 

FFO = Net 
+ Change 

I ncorte - AFUCC -
in Deferred Tax + 

Pfd • v 
Q her Nfet 

+ Ctepr eci at i arur i(t iEaarii iuotii neff iSeci pal Fteyrreih' 
Cbsh from Qoer eltiiiplri«d + Ctef® efi at i on B<pe r 

its) 
se 

Aver age Tot al Debt = Aver age of Begi nni ng of Year and TIM oEtebffe 

Not e: A I Cbl cul ati ons exel ude securi ti zed debt i nsfidi tiac* recurr 
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TABLE 1A-4 
PACIFIC GAS AND ELECTRIC COMPANY 

CREDIT RATINGS DESIGNATIONS 

I nvest nent 
Gade 

Specul at i ve or _ 
" Junk" Gade 

MxxJy' s 1 nvest or 
St andard & Fbor' s Fi t ch Servi ce 

AAA AAA Aaa 
AA- AA+ Aa1 
AA AA Aa2 
AA AA Aa3 
A+ A+ A1 
A A A2 
A A A3 

OOD_L DDDj. 
CSXF Baal 

BBB TO Baa2 
BBB EBB- Efea3 

m- BB- Efe1 
BB BB Ba2 
BB BB- Ba3 &• B+- B1 
B B B2 
B B B3 

0X+ G0C+ Cfea 
aDC OD Cfe 
ccc- cm C 

D ( Cfef aul t) D ( Cfef aul t) D ( Cfef aul t) 
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PACIFIC GAS AND ELECTRIC COMPANY 
CHAPTER 2 

RETURN ON EQUITY 

A. Introduction 

ivy narre is Wl I i am E Aver a, 3 9 0 7 Fted Rvergm Austin, Texas, 
f i nanci al , econorric, and pol i cy consul tant to businmt. and gove 

IVy of f i ces are I ocat ed at 3 9 0 7 Fted Rver, AjstirA defexaq?t i orf 8 7 5 1 

of rry backgr ound and qual i f i cat i ons, i ncl udi ng a riagurtehecodfetaBiri s of 
rry ex per i ence, is i ncl uded at t he back of t hi s vol urre. 

1. Overview 

The pur pose of rry t est i rrony is to pr esent t o 4iie Ftebl i c Ut i I i t i 
Gbrmissi on of the 9ate (rfrniOal i(f CFUC or Gbrmissi on) rry 

i ndependent eval uat i on of t he fair rat e of ret urfr) orf oreqrfirt^ ( FD 

j uri sdi ct i onal el ect ri c atidl i fps operat i ons of Saci land G ect r i c 
Gbrrpany ( PG& E or t he Gbrrpany) . 

To pr epar e rry t est i irony, I used i nf or rrot i on f r orouraces/ar i et y of s 

t hat WDUI d norrral I y be rel i ed upon by a person i ri rgrn depatii isfc. 
wth t he organi zat i on, oper at i ons, f i nances, anQ& BpefrabirDrrryof P 

part i ci pat i on in pri or proceedi ngs before t he CRJC rahd EhbegyFede 

Ftegul at or y Gbrmi ssi on ( FEFQ . I n connect i on w t hi 11 h§, pr esent f 
I consi dered and rel i ed upon corporat e di scl osureaj I afcfbrt)! i cl y av 

f i nanci al report s and iiitli ngbber publ i shed i nf or mrtliatri ng to 

PG& E i ncl udi ng bond rafehog egports, f i nanci al arid I ipngsr 
regul at ory proceedi ngs and orders. I al so revi ewedel atf ogrrat i on 

gener al I y to capi t al rrar ket s and sped f i cal I y tcpti crest or per ce 

requi rerrent s, and expect at i ons for r egul at ed utifebtirees, These 
coupl ed wth ny experi encee i hi etds of f i nance anctegplliitiitcyi, 

have gi ven rre a v\orki ng knoW edge of t he i ssues estevaht to i nv 

requi red r et ur n for FT3& E and t hey form t he basss aofl rry anal yse 
concl usi ons. 

The rat e of ret urn on cormwi equi ty corrpensates sharehbhteers f o 

use of t hei r capi t al to f i nance t he invest nent widsessAri j i ttyD pro 
servi ce. I nvest or s comnit capi t al only if thq/ retprort dro t4®im 
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i nvest rent corrrensur at e wi t h r et ur ns avai I abl e f r om al t er nat i ve 

i nvest rent s with corrpar abl e risks. To be consi stent egul fetor ^ound 
econonics and the standards set forth by the Suprfcrae Gburt in t 

Bluefield1 anoHope2 cases, a utility' s al I owed r et ur n on common equi ty 

shoul d be suff i ci ent to: ( 1 ) fai rI y corrpedsate tbpi tati I itiypste 
( 2 ) enabl e the uti I i tyretornoffidequate to att/racfepi tisi on 

r easonabl e terrrs; and (3) raintain the ut i Igrtiyt'y.s financial inte 

ivy eval uat i on of a f ai r FOE began wth a r evi ewnsof antShe oper at i o 
finances of FG& EE, as well as the general conditty omsidiist r yt he util 

Wth thi s background, 1 exanined current capi tal ornatrtabd condi ti 

conducted vari ous quanti tat i ve anal yses to est i rate fcbet cof rent 

equi t y i ncl udi ng al t er nat i ve appl i cat i ons of t he hdi Ifcoynt £dDGE^s 

node! and the Capital Psset FT i ci ng Mxdel ( GAFWf k poroniffiopi t y ris 
appr oach based on al 1 owed r at es of r et ur n, as wel It o aaBxposftscfence 
earned rates of return for utilities. Based i tqn ddte rratastf of equ 

i ndi cat ed by rty anal yses, nfHmy' <sb FCE was eval uat ed cfakinio 

account the specific risks, exposures, and pot ent if air clbal 1 ebgfesty 
oper at i ons in Chi i f or ni a, al 1 of whi ch are proper I ̂ ttdorepi Gterdchi r 

FCE 

2. Summary and Conclusions 
Based on t he r esul t s of rty anal yses and t he econorrt e r equi r eren 

necessary to support cont i nuous access to capi tal , art Fttotfiend 

FG& E of 11.0%. The bases for rty conclusion me summarized bel 
* In or der to r ef I ect t he r i sks and pr ospect s asstfibi at ed wi t h FG& 

j uri sdi cti onal uti I i ty operatryonanal yses focused enenae ref 

group of ot her firns vtittihc eltwfc gas ut i I i ty oper at i ons; 

• Because i nvest or s' requi red r et ur n on equi ty is uohobxervabl e an 

si ngl e ret hod shoul d be vi ewed in i sol at i on, I appNFtefcl t he DCF, 
and risk pr erri um ret hods, as well as t he expect ed oaefcr; ni ngs appr 
to esti rate a fai r FCE for FC& E; 

0 lief i eld Wit er Wrks & I npr overrent Gb. v. Rjb. 2 03§"v. U Gbniri 6h,7 9 ( 1 9 2 3) . 

FPC v. hbpe Nbtural GJS Cb. , 3 2 0 US. 5 9 1 ( 1 9 4 4) . 
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• Wii I e rry concl usi ons v\ere based sol el y on the resuMys for the p 

group of ut i I i t i es, lencaicfco D0ef aresul t s for proafy crfjro 
corrpani es sel ected from the I east ri sky, most stabl e and rature 

part i ci pant s in t he noiseaitirlg t yrf t he econorry. ddi fThbsal a 

benchrar k i s consi st ent w t h t he f act t hat ut i I i tte erf ornust corrpe 
capi t al w t h f i rn$ out si de t hei r own i ndust ry; 

• Based on t he r esul t s of rry anal yses for t he corrp^p absbfe- risk gro 

ut i I i t i es, and gi vi ng I ess wei ght t o ext rerres o\at ertdte drt gh and I 
t he r ange, I concl uded t hat a f ai r FOE f or PG& Eta s in t he 10 

11. 4 % r ange. 

Ity t est i rrony exarri nes t he chal I enges f aci ng PG& E t hat support a 
FEE in t he upper part of t he r easonabl e range t cCbrTjran^nisze t he 

requirements for f i nanci al st rengt h. Ity r ecornrended& BZEof f or PG 

1 1 . 0 % consi der s t hat: 
• Pn FtE above t he ni dpoi nt of rry r ecornrended r ange i s consi st ent 

w t h rai nt ai ni ng a I evel of f i nanci al st r engt h strfiatt o al I ovrs acce 

capi t al , even dur i ng t i nes of f i nanci al st r ess efandt ucapi I pi rark 

• Wii I e PG& E s arrbi t i ous dapMstlrrent pi ans w 11 benrfdrter xu 

by expandi ng ut i I i t y i nf rast r uct ure, rreeti ng rilatgbi Igdaj's.and sa 

and f urt heri ng ener gy pol i cy obj ect i ves in Chi i f oanyh, s t he Gbrrp 
f i nanci al i nt egr i t y and f I exi bi I i t y w 11 be i hstigurrtehfeab i n nee 

randat es; 

• The reasonabl eness of an 1 1 . 0 % FEE for FG& E i s yal so support© 
t he need t o ensur e t hat t he Gbrrpany has t he abi It id y t o r espond 

pot ent i al chal I enges ® i ncl udi ng nucl ear exposur e and arrbi t i ous 

envi ronrrent al st andards ® and recover f I ot at i on cost s. 

Taken together, these considerations confi r m t he reasofrabhf ness 

recornrended range and support an 11. 0 % FEE for FG& E 

Thi s r equest ed FEE i s a r easonabl e cost f or FG& E s payist oner s t o 
I nvestors have rany opt i ons vyi ng for t hei r money, nvesttfiteety rake i 

capi tal avai I abl e to PG& E onl y if the expectedJhe*etriete j usti fy 

Oust oner s w 11 enj oy rel ndbl ef f aci ent ut i I i t y s^rvsoe I onfcf as 
i nvestors are w 11 i ng to rake t he huge capi tal i asasynehbs nece 
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rrai ntai n and i rrprove PG& E s ut i I i ty system R-catieli rrcpt ram adequ 

to i nvest or s is a necestar^o erasure t hat capi t bfebl es t evaPG& E 
now and in t he f ut ure. I f r egul at or y deci snsnsavhi habl et hfeo ret ur 

i nvestors to I evel s i nsuff i ci ent to j ust i f y thew M sk| osecufetwrer s 

benef i t s of reliable ut i I i ty servi ce so vital y i nandS odapfeia* o^ccsiom 
econorri c devel oprrent. 

B. Fundamental Analyses 

As a predi cate to rry ecandnicapi tal market anal yses, secthbs 
br i ef I y descr i bes PG& E and reviews its oper at i ons and nf iarMcteison, t he 

risks and pr ospect s for $ he naWstlri^ ©canined. uWer standing of 

t hese f undarrent al f act or s tihefre t he risks and prospfecf sticfe is 
essenti al to devel opi ng an i nforrred opi ni on about dtratesrtncB- asxpe 

requi rerrants that form the basi s of a fai r FOE 

1. Pacific Gas and Electric Company 
PG& E, t he pr i mar y subsi di ary of PG&E Gbr por at i on c( pSCG^ , is pr i 

engaged i n pr ovi di ng i nt egr at ed r et ai I el ect r i c andt i hat yr afeergase 

in nort her n and cent r al Chi i f or ni a. One of est hen I fehgesbat utahf i t i 
PG& E pr ovi des servi ce to approxi rratel y 5 . 2 ni 11 buersel aotlri c cus 

4 . 3 ni 11 i on gas di ststidnraferisn cu At year- end 2 0 1hdd, toff® E 

assets of $49.2 bi 11 i on, w t h total revenuesi natmlunt i ng to appro 
$15. 0 bi 11 i on. 

Djri ng 2 0 11, PG& E s da&liacdrriies t f ot al ed 7 4.9 ni 11 i on 

rregawatt- hours ( M/tt) . Sal es to resi denti al custontert %conjfcsed 
r et ai I sal es, wth 4 0 % to Conner ci al , 1 2 % rat,o iaraHisttrtiGal end- us 

rerrai ni ng 7 % attri butabl e to agri cul tural and othShe customers. 

Gbrrpany has over 7,4 0 0 rregawatts ( IWy of generatliimg ngapaci ty, i 
2,2 4 0 MA/ at its • abiuol e&nyhaci I i t y. Cur i ng 2011, 

corrpany- owned gener at i on pr ovi ded appr oxi rratel y 4 9 % of PG& E s 

el ect r i ci t y r equi r errent s. B ect r i ci t y pr ovi ded unriant r isrirsj- rt/etrhn 
t he California Depart nent of Vttt er Ftesources has stiesMd y arid ni n 

pr ovi ded j ust 4 % of t he ener gy needed to serve R$& Ewih ciitteoners 

rerrai ni ng 4 7 % of t he Gbrrpany' s ener gy suppl y bei rxgn parr chased f r 
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1 vari ety of sources, i ncl udi ng dial i fyi rsg Faci lattiiaas cf 38r)i gt s iamd g 

2 water agencies, and non- CF renewable generators. 
3 PG& E s t r ansrri ssi on and di isd>m i fcfLaci I i t i es ext end tittr oetjio or a 

4 part of 4 7 of California' s 5 8 counties and y include appr oxi rat el 
5 1 8,6 0 0 ci r cui t rri I es of transmission lines did Qa®)i(bxi nitld^ 1 4 
6 of di st ri but i on I i nes. FG& E is i nt er connect ecterwi tetystdract ins po 

7 the Wstern Bectricity Coordinating Gbunci I ( VECQudes which i ncl 
8 14 Wstern states, 4J bert a and British Gbl urrbi a, rt £hne£ia, and pa 
9 IVfexi co. I n connect i on wi t h el ect r i ci t y i ndust r>FG&dst r uct ur i ng, 

10 relinquished control, but not ownership, of i t ssi ehecf eccl i t f assm 

1 1 to the California I ndependent Syst em Qoer at or Gbrpor^i oni n( C^J S 
1 2 1 9 9 8. The C£J SQ wM£happ®ov®d FEr ansrri ssi on or gabion, 

13 controls the operation of a significant port i on hbfjh Gabi f agei a' s 

14 ( l-V) whol esal e power gr i d and pr ovi des open access feeapsofessi on 

15 on a nondiscriminatory basis. 
1 6 FG& E al so owns and oper at es an i nt egr at ed nat ur a! gas gat her i ng 

17 transportation, storage, and distribution systermtbhatt Oextefids i 
1 8 California' s 5 8 count i es and i ncl udes roost of rairt hport i and cent 

1 9 of t he st at e. In 2 0 11, t he Cbrrpany provedetlo gas lit i I i ty servi c 

2 o appr oxi rat el y 4 ni II i on customers. Ffesi dent i al anrici ahal I corare 
21 customers, which rake up the core custoner class, represent 

2 2 appr oxi rat el y 9 9 % of PG& E s gas ut i I i t y cust onertal arrtt u# al % of t 
2 3 gas del i veri es, with non- core cust oner s ( i ndust reefci, al, I ar§ed coram 

2 4 el ect r i c gener at i on) raki ng up t he bal ance. TcteH veriafesr al n gas 
2 5 2 0 1 1 amount ed to 8 0 4 billion cubic feet, sp<swt-h omlepj deniiiidil , t rs 

2 6 cornier ci al cust oner s account i ng f or 3 0%, 57%, aeby. 13%, r espe 
2 7 PG& E s natural gas system consists of over 4 2 .riCbtfl iGbn ni I es of di s 

2 8 rai ns and over 6,4 0 0 arrartifflaBi anrf pirjtenes, and dead three 

2 9 Cbrrpany- owed under gr ound nat ur al gas st or age f i el ds, as 2vfel% as 

3 0 i nt er est i n a j oi nt I y owned st or age f aci I i t y I opat eflbl hfeer ni Ir esn 
3 1 PG& E s r et ai I ut i I i t y oper at i ons ar e subj ect nt oof t Hdie j ur i sdi ct i o 

3 2 CRJ3 wi t h t he i nt er st at e j ur i sdi ct i on r egul at ed IbycnfiEF^ 4ddi 
3 3 FG& E s • abl o Canyon nucl ear f aci I i t i es are subjgsctby t <bhd i censi n 

3 4 NJCI ear Ftegulatory Gbrmi ssi on. 

2 - 5 

SB GT&S 0446888 



1 

2 

3 

4 

5 

6 

7 

8 

9 

1 0 

1 1 

1 2 

1 3 

1 4 

1 5 

1 6 

1 7 

1 8 

1 9 

2 0 
2 1 
2 2 
2 3 
2 4 

2 5 

2 6 

2 7 

2 8 

2 9 

3 0 

3 1 

9 andar d & Poor' s ( S& P) Gbr por at i on has assi gned PS& E a Gbr poi 

Q-edi t Fating of " 033, " v\hi I e Mxxdy' s I investor ss)Ser base s£t Mxxly' 
PG&E s I ssuer Fating at tfchA3Ffet1 ngs, Fi Ltd. ( isfec^ed haa 

1 ssuer Etef aul t F&t i ng for PG& E of " BBB+ . " 

PG& E conti nues to expand lit i I i ty i nf rast ructure, adescl tjdi ngtsupgr 
t r ansrri ssi on syst em t hat enhance r el i abi I i t y and efesci t bt at e acc 

addi t i onal generat i ng resources. As di scussed i n &0Eapfeepect1s, PG 

t o i nvest r oughl y $ 1 5 bi 11 i on in ut i I i t y a nfaeastxiict ur e over t h 
2 0 1 2 - 2 0 1 4. Gbnsi deraarope t tori Sihp# proj ectts.nuecfcon 

support for the Gbrrpany' s f i nanci al i ntegri ty witldl ID© i nstrurren 

support i ng PG& E s capi t al program 

2. Industry Risks Facing PG&E 

I nvestors are av\are of nurterous chal I enges t hat i rrpact t hei r 

per cept i ons of t he r ei atevei nher ent in t he ut tlriyt yarrhdbave 
i rrpl i cat i ons for t he f i nanci al st andi ng of t hel vefet I i t i esl utihegse 

PG& E Ihcertai n costs associ ated with envi ronrrenta| coepJLicadce 

denand in t he wake of econorri c si owdown, t he i rrpl cioafeseds of i n 
conser vat i on and renewabl es goal s, as well as expoturf to regul 

uncert ai nt i es al I i rrpact t he industry' s f ut ure. ed: As Mxxly' s not 
[ A) sust ai ned per i od of si uggi sh econorri c gr owt h, dJrpr dot$r i zed 
unerrpl oyrrent, coul d st r ess t he sect or' s r ecover y qmob^bect s, fin 
per for rwice, and credi t rat i ngs. The qualityasl ftlha/ts sect or' s c 
are al ready showing si gns of decl i ne, part I y becpasatiofg hi gher 
cost s and i nvest net s. 

Mxxly' s concl uded, " we al so see t he sect or' s cradr al I busi ness a 
operat i ng risks increaii ng. " 

Addi t i onal I y, in recent years, PG& E and its customers have had 

cont end with drarratic f I uct uat i ons in ener gy cost sng dip- i 4© ongoi 
vol at i I i t y in t he spot rrar ket s and i nvest ors r eobgal zef ot hef upbtier 

turmoil in ener gy rrar ket st i rres I of extrene volatility, carti quickly 

f i nd t herrsel ves in a si gni f i cant under - r ecover y eppect i oho wi t h r 

Mxxiy' s I nvest or s Ser vi ce, "US B ect r i c 111 Irtei e$heacthcei3taiemgt heni ng 
Bal ance Sheet s Nbw Wul d FTotect QSplietiarComment ( Cfct. 2 8 , 2 0 1 0 ) . 

M>ody' s I nvest or s Servi ce, " regulation FTovi desi sfeabkbuti y J n'ffsistf$> Outlook 
( Jan. 1 9 , 2 0 11) . 
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1 power costs, which can ^e\Miefes liquidity. V^atirtwketee 
2 can di scour age pot ent i al customers from choosi ng natauBal f gab, c 
3 subst i t ut i on, and I ead t o deer eased cust orrer usacj®, i not &ase£ whi c 

4 t he ri sks of i nvestii ngat ur al gabbutii etir ut i 1 i t icfes pi mes addi t i onal 

5 pressure on t hei r bond rat i ngs. Mxedy' s echoed ttainEl UEfertg rrent, 
6 t hat reduced demand and rrargi ns chal I enge gas di stirtiibebi ooluriutg( 

7 peri ods of vol at i I e nat ur al (jfes pri ces. 

8 VW I e cur r ent expect at i ons f or si gni f i cant I y I ower rpffeet pr i ces 
9 weaker fundamentals af f ect i ng cur r ent I oad and fu^st spaces, i nv 

1 0 r ecogni ze t he pot ent i al t hat such t r ends coul d qui cWFgr rewi^ee, 

1 1 recur ri ng pol i t i cal cr i ses in t he Middle East havecrleedest oi nsharp 
1 2 pet rol eum pri ces. Mbody' usledcotibbt ut i I i t i es rerased eixpo 

1 3 f I uct uat i ons in ener gy pri ces, observi ng, " Thi sodvt §rvy pr i tteat cornn 

1 4 r ertai n I ow( coul d easi I y be pr oved i ncor r ect, sitae dfo t he evi den 
1 5 hi st or i cal vol atf I i tyFi fch recent I y observed t hat rtar ket condi t i ons wi 11 

1 6 I i kel y r esul t in hi gher nat ur al gas pri ces, tapidi notobtaly't be ut i I i 

1 7 pot ent i al exposur e to f ut ure pricfe shocks. 
1 8 I nvest ors are al so aware of t he f i nanci al and regal afacpf pressu 

1 9 by uti I i ti es associ ated with both ri si ng costs uaddrtfehe need to 

2 o si gni f i cant capi t al investments. S& P not ed t hat aDdst capnbabases 
2 1 proj ect s, al ong wi t h uncert ai n I oad growth, wecbal bengegnt 6i cant 

2 2 t he ut i I i t y in§ustr$s Mxxfy' s observed: 
2 3 [Vfe al so see t he sect or' s overal I busi ness ri sM stead oper at i ng 
2 4 i ncreasi ng, owi ng pri rtari byngt ocost s associ at ed wrrtddi rwpg and 
2 5 expandi ng t he nat i on' s t ri It! i o®1 esriolilsa i nf rast Ajct ure. 

2 6 As The Value Li ne I nvest rrent Survey ( Value Li ne) observed with 
2 7 respect t o gas ut i I i t i es: 

5 Mxxfy' s I nvest or s Ser vi ce, " Nbrt h Arrer i can NM ur sisi efts &Tr dUstiir i but i on, " 
Industry Outlook ( Sep. 2 0 0 7 ) . 

® M>ody' s I nvest ors Servi ce, " U S. B ect r i c Hiirtest i $head;UhcStt8hgt heni ng 
Bal ance Sieets Nbw VWul d Rot ect QS/detiarComment ( Gbt. 2 8 , 2 0 1 0 ) . 

7 Fi t ch Fkt i ngs Lt d. , 2 0 12 Qit I ook: Ut i I i t Oa&JookWteport ( iad. CM,," 2 0 11). 

® St andard & Poor' s Cbr por at i on, " I ndust r y EcononCbt I Aod, IRattirrggdDirect 
( Feb. 2 , 2 0 10) . 

® M>ody' s I nvest or s Servi ce, " Ftegul at i on Rovi desi s&abM)lib y J n'Ss/st^ Outlook 
( Jan. 1 9 , 2 0 11) . 
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The econorty r errai ns wei ghed down by t i ght cr edi t, ga sof t housi n 
mar ket, and hi gh unerrpl oyrrent. The weakness i n t htor housi ng sec 
has part i cul arI y af f ect ed t hi s i ndust ry. The f I angBol dnvent ory o 
houses has I i rrited the need for natural gas. rl yFhiteroiibl i pgrti cul a 
f or t hese ut i I i t i es as Wse erpteak heat i ng season, ver, M)r eo 
cust oner gr owt h has decl i ned, whi ch cont i nues t o pciessur e r even 
across t hi s group. Addi t i onal I y, more conservat iemdi lanpnsurrer sp 
has i rrpacted customer usage, which has hurt vol urresl. I Last I y, b 
col I ect i on has been di f f i cul t gi ven hi gh unerrpl oyoefot ngrat es. L 
ahead, t hese f act or s wi 11 I i kel y cont i nue to pi ay e©n ai hese corrp 
the cal endar turns to102 0 1 1 . 

Pe noted ear I i er, i nvestcarpsat santt hat PG&E will undertake 

si gni f i cant ut i I i ty capi tal expendi tures. S& P &>Efcesvedapt bat PG 
expendi t ur es " coul d grow to alppreiachi ng $5 bi 11 iron o\aer yddne 

next sever al years, " and concl uded, " Thi s I esfehenbf isapital i nve 

unprecedented."11 Ehhanci ng the i nf rastructure necessary to meet the 
ener gy needs of customers is cert ai nl y desi rabl e, oUsut t he enorm 

rragni t ude of t he capi t al expendi t ur es cont errpl at ed by sd3G& E i rrpo 

addi t i onal f i nanci al r esponsi bi I i t i es on t he Gbrrpdn^nsitfriafcd ar e i 
dur i ng t i rtes of capi t al mar ket t ur rroi I . 

I ncr eased envi r onrrent al pr essur es and specul at i on ovent i bhe pot e 

cost s associ at ed wi t h new r egul at or y mandates have al so cr eat ed 
uncertai nti es. Mxxfy' s noted t hat, " t he seabcreasisngley posed to i 

st r i ngent envi r onrrent al nandaf^s. " VMi I e t he moment um for car bon 

erri ssi ons I egi si at i on has si owed at t he nat i onal t i erosl , f or expect a 
event ual regul at i ons cont i nue to pose uncertai nty. 11 y Rbtetf tbefen 

it, " expect s t he t hr ust of t he BRA s agenda aMi&hgecdrft© nue to ch 

credi t wort hi ness cifssuers in t he ut i I i t y and ptfoer sect or. " 
N/feanwhi I e, Chi i f or ni a became t he f i rst st at e i ndopbe anat i on to a 

I andrtar k, st at e- adrri ni st er ed cap- and- t r ade pr ogr am t hdFhssage of 

G obal YAr ni ng Sol ut i ons A:t of 2 0 0 6 set an economy- wi de cap on 
California gr eenhouse gas erri ssi ons at 1 9 9 0 I et/fetaa ByO "HbO L at er 

The Val ue Li ne I nvest rrent Survey at 5 4 7 ( Dec. 1 0 , 2 0 10) . 
11 St andard & Fbor' s Gbrpdrtatiifdnp ds & Bectri®atiQg.sQir'&ct ( Dec. 1 5 , 2 0 11) . 

12 MxxJy' s I nvest or s Servi ce, " Ftegul at i on Rovi desi sEfeabMbuhy Jn'ffsistf$> Outlook 
( Jan. 1 9 , 2 0 11) . 

13 Fi tch F&tings Ltd. , Nfew B^A Ril es: B&tiqialfilepbtM, K&r. 1 , 2 0 12) . 
14 4ssentol y B I I ( AB) 3 2 , 2 0 0 6 Gfen. 4ssem ( Ch. 2 0 0 6) . 
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Cbp- and t rade regul at i on becarre ef f ect i ve January 1 ,the2f®rfct2 , wi t h 

auct i ons of car bon al I owances t o t ake pi ace i n MWerrtoer 2 0 12. 
IVfeanwhi I e, Senat e S II 1 3 6s8 i rrpbqaent at i on of eni ssi on 

per for rrance st andar ds for al I r et ai I provi ders nofthel eEtifei ty ni 

addi t i on, Chi i f or ni a' s Ffenewabl es Fbrtf ol i o St andard <>f RRS^e i s o 
most arrbi t i ous in t he count ry, and requi res i nveSticss-, owra&ofecturti id 

servi ce provi ders, and conmini ty choi ce aggregators to i ncrease 

pr ocur errent from el i gi bl e renewable ener gy resources tbbal 3 3 % of 
ener gy pr ocur errent by 2 0 2 0. 

I n eval uat i ng an i nvest rrent in t he Gbrrpany, i nvesbor s woul d al s 

consi der t he i rrpact t hat PG& E s nucl ear oper at i on£brlpfflr^' cm t he 
f i nanci al requi rerrant s. The • abl o Chnyon nucl eardeflaci I i ty pro 

appr oxi rrat el y 2 5 % of t he ener gy requi red to serk/e sbLiesll ed retai 

Vtti I e oust oner s benef it from the advant ages of f ue& asrait savi ng 
di versi ty t hat nucl ear power conf ers, i nvest or s ralc£®arassoci at e 

f aci I i t i es wi t h r i sks bfiat eneoent ered wi t h ot her essoof c 

gener at i on. S& P has I onged" ectdwp addi t i onal r i sks t)$os®nticl ear 
f aci I i t i es, as r ef I ect ed in a 1 9 9 4 art i cl e: 

Q)er at i ng and rrai nt ai ni ng [ nucl ear pi ant s] is rrore ooepl ex corrp 
wi t h f ossi I pi ant s because of saf et y consi der at i oriiS i carart t he add 
saf et y equi pnent and oper at i onal cont r ol s 1 ? equi r ed. 

Mxxfy' s conf i r rred t hat, " owner shi p of nucl ear cjaw at i ng f aci I i 

br i ngs a hi gher I evel of corrplexity associ at ed witlh oper at i ng a 
rrai nt ai ni ng t he un1$ s. " 

These concer ns have been e>&Hfeed by t he event s at t herraFukus 

Chi i chi nucl ear corrpl ex i n Japan, as S& P not ed: 
St andard & Fbor' s Fbt i ngs Servi ce bel i eves t hatt h&he f ai I ure of 
back- up saf et y syst ens wi 11 hei ght en scr ut i ny of trtieskaByrftcBrrat i c 
II S nucl ear power generators. Vte aren' t takings aaty rati ng aci 
t hi s t i rre. St i 11 , t he tf» huresnsaqdences raesel i kbl i hood 
of gr eat er cost s and enhanced r egul at or y over si ght UoiS. exi st i ng 

15 Oil i f or ni a Envi r onrrent al R ot ect i on /fiQ&eyources Board, mm. ar b. ca. gov. 
16 Fterat a, Chapt er 5 9 8, St at ut es of 2 0 0 6. 

^ St andar d & Fbor' s Gbr por at i on, " IVfeasur i ng Micl a^cet iR iste i fiiviar oitent, " 
CreditWeek (Aug. 8 , 1 9 9 4) . 

^ ® Nfcody' s I nvest or s Ser vi ce, " l\bw Micl ear Gtener at edn St at efehe ng Q)t i ons 
Q)en vs. Addressi ng An I nevi t abl e Nfegpesii&fyPd'mment { Gfct. 2 0 0 7 ) . 
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f aci I i t i es. A renewed publ i c focus on t he i oheaent pomes ks of nu 
wi 11 demand as nuch. Thi s coul d r esul t i n det apsi ohn I i cense- ex 
approval s and det er i or at i ng econorri cs for new pi antn. construct i o 
the sare tire, cl osure of nucl ear power pi ants.ncrffiaSdsBfer due to i 
cost s or r egul at or y act i on, right si gni f i cant I yet rafefi US el e 
suppl y and have substanti al capi tal spendi ng i rrpl itc&f itd&. for u 

Wii I e t he Gbrrpany' s nucl ear oper at i ons may be hi gtti$ ef f i ci ent 

ext r erel y saf e, t hi s i nci dent hi ghl i ght s t he exposinevetttafel e§£& E 
faces due to event s far outside 2Pts Eeebrcf or a ut i I i t y wth an 

exerrpl ar y record of nucl ear saf et y and oper at i ng saccefcapi I i tiliefee 

rai se t he bar in terns of f i nanci al preparednessoncl udtel, M)6d$n s c 
ext ended out age can si gni f i cant I y st r ess an ownerhd s otferquiaJilt y a 

f i nanci al profile. "In addi t i on, I onger- t erm uncert ai nt i es regardi ng t he 

di sposal of spent fuel and t he ul t i mat e costs of g deoobininsei obon 
accompany any i nvest rent i nl eaoc generat i ng f aci I i toeder t ol n 

ni t i gat e t hese pot ent i al exposur es, Mxxfy' s ci t ed e t to§ iarpor t anc 

const r uct i ve regul at ory r el at i onshi p and " a needi nfeoci ebt abl i sh f 
pol i ci es over t he near- t erm aired at produci ng vwi^al starawrtj t f i na 

r at i os in or der to rrai nt ai n a $A/en r at i ng. " 

3. Impact of Capital Market Conditions 
P& Val ue Li ne r ecent I y r ecogni zed, " 11 has beerr ort urtM ent yea 

f i nanci al rarkets, to say Ifie Ileas&st6rs have faced a rryri ad of 

chal I enges and uncert ai nt i es, i ncl udi ng t he t hreater rwfenta U S. go 
def aul t, pol i t i cal br i nkranshi p over r ai si ng t hei I f «£r al andebt c 

S& P s subsequent downgr ade of its US sover ei ̂ fi debt r at i ng. 

The sover ei gn debt cri si s in Europe has al so deal 11 oa i haeshorbl ow 
conf i dence, and concer ns over pot ent i al exposur e t o def fiulrto- zone 

19 Standard & Fbor' s Oarpoflrti drt, S. " NJCI ear Raver yl ndtasfkis At Japan Pod Aval ts 
Mar e Strut i nyGtbbal Credit Research ( IVfer. 1 6 , 2 0 11) . 

20 For exanpl e, a proposed bal I ot i ni t i at i ve i ntdMidrcnraii Ahesedt&itdove of the 
• abl o Cbnyon and San Chofre nuclear gener at i on st at i ons. 

21 Maody' s I nvest ors Servi ce, " ISbw NJCI ear Gfener atedonSt iatiest he tebpt ng Qations 
Qaen vs. Addressing Ai I nevi t abl e bt^pssj^lyCd'mment { Gfct. 2 0 0 7 ) . 

22 id. 

23 The Value Li ne I nvest nent Survey at 5 4 1 ( [fee. 9 , 2 0 11) . 

24 See, e.g.. Standard & Fbor' s Gbr por Stbooni c " For ecast: Sill njr#ier, " 
RatingsDirect ( Aig. 1 7 , 2 0 11). 
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has agai n under ni ned conf i dence in t he f i nanci a! arid ort&iki ng se 

IVfeanwhi I e, specul at i on t hat t he econony r errai ns expofeedt i tab a po 
" doubl e- di p" per si st s, with unerrpl oyrrent r errai ni nggh$t ubbornl y h 

I ackl ust er consumer conf i dence, r i si ng pet r ol eum pnitdesjed and co 

weakness pi agui ng t he r eal est at e sect or. 
I nvest or s have had to conf r ont ongoi ng volatility i and share pri c 

st r ess in t he credi t %arteffifcfe, i n r esponse have r epeat edl y f I ed to t he 

saf ety of ll S. Treasury bonds. The drarrat i cofri spl d nartdhe pri ce 
ot her comrodi t i es al so at t est s to i nvest or s' hei gist eraser concer n 

prospect i ve chal I enges and ri sks, i ncl udi ng t he osatrharifcii ng t hr 

1 nf I at i on and renewed econorric t urnei I . Wt h respectMxbdy' ufei I i t 
noted t he danger s to crecfitti I id^ai lassoci at ed with r©cpd$Li 

Buropean banks,27 and concl uded: 
Q/er t he past few norths, we have been r erri nded iriratal gl obal fin 
rrar ket s, which are st i 11 recei vi ng ext raordi nar^enefrittsrv&y i on b 
sover ei gn government s, are exposed to turmoil. ipbfeals to t he c 
rrar ket s coul d t her ef or e become i nt er rri 11 ent, even rfor saf er, no 
def ensi ve sect or s I i ke t he power 2§ ndust ry. 

Ihcert ai nt i es surroundi ng econorri c and capi t al rrar kets condi t i on 
hei ght en t he ri sks facedifef, utwhi th.descas bed ear&r, face a 

var i et y of operat i ng and f i nanci al chal I enges. 

Wt h respect to expected t r ends in bond yi el ds, Tabl e 2 - 1 bel o 
corrpar es cur r ent i nt er est rates on 3 0 - year Tr eatery A boatisd trip 

corporate bonds, ctotdbl e- A rated ut i I i ty bonds wi fcfiectladsef opr 

2 0 12 t hr ough 2 0 15 by Val ue Li ne, I H3 Q obH nahDBEstght, B ue Ch 
For ecast s ( B ue Oii p) , and t he Ener gy I nf or rrat i crm s,t r at i o 

which is a st at i st i cal of agfehey U S. Cbpart rrent of Energy: 

25 See. e.g.. Standard & Fbor' s Gbrporbi i Sh, R sks To The Forec^Jy: Se§ao " 
RatingsDirect ( Dec. 2 1 , 2 0 11). 

26 See. e.g.. Gbngl off, N&rk, " Sock Ftebound I s a Qisis Fl as^raclffeGal I sLatNfer hSlf s 
Vol at i I i t y at Fteak of Qedi t • f f i cul t i es; Lhusilitte// at B1 
( Feb. 6 , 2 0 10) ; Laur i eel I a, Torn " St ockfeahfese- D WakAnQJt I 6btebal 
Gbver nrrent Debt Wr r i es D" i ve DeW s B ggest Fbi nt D8bp VMIIrB&edt Jburnal at A1 
(Aug. 5 , 2 0 11) . 

27 M)ody' s I nvest or s Servi ce, " B ect r i c Utilities I Sfcabbei ngut Ftegabat ory Lhcert ai nty, " 
Industry Outlook ( Jul . 2 2 , 2 0 1 0 ) . 

2® M>ody' s I nvest or s Servi ce, " regulation Rovi desi sEfeabMbuh y J n'Ss/st^ Outlook 
( Jan. 1 9 , 2 0 11) . 
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TABLE2-1 
PACIFIC GAS AND ELECTRIC COMPANY 

INTEREST RATE TRENDS 

Current (a) 2012 2013 2014 2015 
3 0 - Yr. Treasury 

Val ue Li ne ( b) 3 . 1 % 3 . 3 % 3 . 7 % 4 . 0 % 4 . 5 % 
I F6 G obal I nsi ght ( c) 3 . 1 % 3 . 3 % 3 . 8 % 4 . 5 % 5 . 1 % 
0 ue Chi p ( d) 3 . 1 % 3 . 7 % 4 . 2 % 4 . 8 % 5 . 3 % 

AAA Gbr por at e 
Val ue Li ne ( b) 3 . 9 % 4 . 2 % 4 . 6 % 5 . 0 % 5 . 3 % 
I FB G obal I nsi ght ( c) 3 . 9 % 4 . 2 % 4 . 5 % 5 . 1 % 6 . 0 % 
0 ue Chi p ( d) 3 . 9 % 4 . 3 % 4 . 7 % 5 . 4 % 5 . 8 % 
S& P ( e) 3 . 9 % 4 . 2 % 4 . 6 % 5 . 1 % 6 . 0 % 

AA Uti I i ty 
I HS G obal I nsi ght ( c) 4 . 1 % 4 . 4 % 4 . 9 % 5 . 6 % 6 . 5 % 
B A ( f) 4 . 1 % 4 . 7 % 4 . 8 % 5 . 7 % 6 . 8 % 

( a (Based on monthly average bond yields for the si x- epnt h 2p&r!otl S Feb. 
2 0 12 r epot t eetota credietrtls, rroodys. com and 
http: / / vmi federal reserve, gov/ rel eases I M 51 data, htm 

( b)The Val ue Li ne I nvest merit (Stir vrfbr ecast for t he US. ( Estoiorry 2 4 , 
2011). 

( c)l FB G obal I nsi <$MS. Economic Outlook at 2 5 ( Dec. 2 0 11) . 
( 6)Blue Chip Financial Forecasts, Vol. 3 0 , No, 1 2 ( Dec. 1 , 2 0 11). 
( e)St andard & Boors pfibat i on, " U S Economic Forecast: O Jiltrneiu " 

RatingsDirect ( Jan. 1 2 , 2 0 12) . 
( f )Eher gy I nf or nat i on 4dm ni st r atAtvmjal Energy Outlook 2012, Early Release 

( Jan. 2 3 , 2 0 1 2 ) . 

1 As evi denced above, t here is a cl ear consensus t hat t he cost of 

2 perranent capi tal w 11 be nhi f)her 2 0 1 2 - 2 0 1 5 rtirtfrarae tha 
3 current I y. 
4 VMi I e condi t i ons in t he econorry and capi t al rar ket aveappear t o h 

5 st abi I i zed ® at I east for t he rrurrent ® no one knovtsr t he f lit ure of o 

6 corrpl ex gl obal econorry. I nvest or s cont i nue to rdactegai/iMlf an 
7 to any si gns of f tit ure trouble in t he f i nanci airy, sysfcedi tlni secono 

8 cl irate has i rrportant i nrpl i cati ons wth respect t<PG&6e FOE for 

9 The fact rerai ns that the liti I i ty i ndustry and ePG&djrii tviidint requi r 
1 0 new capi t al i nvest rrent. Q ven t he i rrpor t ance fcsf S0tviatt,e litti I i 

1 1 WXJI d be unw se t o i gnor e i nvest or s' i ncr eased i stensahdvi t y to r 

1 2 i npl i cat i ons of capi t al rar ket vol at i I i t y in KB ifetbri ncfCBi Ef ai m 
1 3 t hi s case. 

1 4 The pr ospect f or cont i nued t ur rroi I in capi t al naeftefes fetieo i nf I 

1 5 appropri ate capi tal st ructur§G8f E R nanci al fbl aysbi M tyruci al 

2-12 

SB GT&S 0446895 



1 

2 

3 

4 

5 

6 

7 

8 
9 

1 0 

1 1 

1 2 

1 3 

1 4 

1 5 

1 6 

1 7 

1 8 

1 9 

2 0 

2 1 

2 2 

2 3 

2 4 

2 5 

2 6 

2 7 

2 8 

2 9 

3 0 

3 1 

role in ensur i ng t he wher ewi t hal to rreet f undi ng I irteesk, w tdrid uti 

hi gher f i nanci al I ever age nay be f or eel osed f r om raM rbg.onal bor 
especi al I y dur i ng tines erf. st r A&r i ng t he credbt eraspfep, f 

liti I i ti es were forced to draw on short- term crtedidebtl i nes to nee 

r et i rerrent obi i gat i ons because of uncert ai nt i es r egai diiataij I ittfye c& 
I ong- t erm capital ,whi I e ot hers were ef f ect i vel y shut out of t he cornrerc 

paper rrarket al together. Fi tch recent I y hi ghl i ghtffid thi s expos 
Capital Markets Freeze: S gni f i cant t i ght eni ng or I oss of capi t al 
rrar ket s and bank access woul d have a del et er i ous abf ect on sect 
credi t wort hi ness in t he face of hi gh caj&x budget s. 

Ps a result, t he Gbrrpany' I s staapct ar e rrust rrai nt aiqai t§rn e 
" cushi on" t hat preserves t he f I exi bi I i t y necessary i rtimisrai nt ai n 

access to capi t al even dur i ng tines of unf avorabl Ai oiw.ket condi 

C. Capital Market Estimates 
I n t hi s sect i on, I devel op capi t al rrar ket esti rraffesecpl tythe cost 

First, I address the concept of the cost of ttwjuirti^k- ratorcp with 

t r adeof f pr i nci pi e f undarrent al t o capi t al rrar ket scr i be MSF„ C^Rfes 
and risk pr eni um anal yses conduct ed to est i rrat e t he t ycodtor of equ 

benchrrar k gr oups of corrpar abl e risk f i r rrs and eval uat eeaewpdet edt es 

of return for uti I i ti es. Fi nal I y, I exarSri tw fchsta,ssu®hidfh fdrcsta 
pr oper I y consi der ed i n eval uat i ng a f ai r FOE 

1. Cost of Equity Concept 

The r et ur n on common equi t y is t he cost of inducing and r et ai ni 
i nvest rrent in t he utility' s physi cal pi ant anstesfeasets. i s Thi s in 

necessary to f i nance the asset base needed to provide, uti I i ty s 

Gbrrpet i t i on for i nvest or f unds is i nt ense and i tweAfaor $ nvasA f re 
t hei r funds wher ever t hey choose. They will conpntt i oohay to a 

invest rrent only if t hey expect it to pr oduce a Bfcteur rai tforrirensur 

t hose from ot her i nvetferrerai t h corrpar abl e risks. 
The f undarrent al econorri c pr i nci pi e under I yi ng t he qost of equi t 

concept is t he not i on t hat i nvest ors are risk alaveradcet s I n capi t 

29 R ddel I , telly, " (hsh- Sarved Cbnpani es Scrap •nacflAicK, FTiflstfflrgh Fbst - Gfazette 
( Cfct. 2 . 2008) . 

30 Fi tch tetings Ltd. , " 2 0 12 Qitlook: Uti I iCMfejolcR&ptert,( C&nd (Jbs, "2011) . 
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where r el at i vel y risk- free asset s are.ggvai llibl& ( Treasury 

securi t i es) , i nvestors ndacedbetoi hoi d ri ski er afeyet sf otihey are 
of f er ed a preniurq or addi t i onal ret urn, aboverrthen rate of ret u 

risk- free asset. S nee al I asset s conpete wtfwesfeoh bbhds, for 

ri ski er assets nust yi el d a hi gher expected rate saferrebQBBtsthto 
i nduce i nvestors to hoi d them 

Q ven t hi s risk- return t r adeof f, t he required) rafieomDfanret urn ( 

asset ( i ) can general I y be expr essed as: 

ki =Rf RP\ 

where: Rf = R sk- f ree rat e of ret urn, and 

RP\ = R sk prerrium requi red to hoi d ri ski er asset i . 

Thus, t he requi red rate of return for a part i ctl ae assets at any 

f unct i on of: ( 1 ) t he yi el d on r i sk- f rdeat iassetra;sk, and/\i t(h 2 ) its 

i nvest or s demanding cor r espondi ngl y I arger ri sk prerrtafflfrs for as 
bearing greater risk. 

Lhl i ke debt capi t al , t here is no cont r act ual I y nguanant eed r et ur 

cornrai equi ty capi t al . Because it is unobservabl epqui tt^ie f raosta of 
part i cul ar ut i I i ty nust ted e&y nanal yzi ng i nf ornildMtn csepi tal 

market condi t i ons general I y, assessing t he rel atevecorrpafcp of t h 

speci f i cal I y, and errpl oyi ng var i ous quant i t at i ve oetifcodsn t hat f 
i nvest ors' current requi red rat es of ret ur n. rilMsfei vear i ous qua 

net hods t ypi cal I y att errpt to i nf er i nvest or s' r eqiffltfiffoh rfatore of 

st ock pr i ces, i nt er est rat es, or ot her capi t al rrar ket dat a. 

2. Comparable Risk Proxy Groups 

jApp! i cat i on of t he DCF rroxMt hand quant i t at i ve net hods t o 

esti nete the cost of equi ty requi res observabl e dafpefal soahkefes 
st ock pri ces. Because PG& E is a wholly- owned sifosinfoary and ha 

publ i cl y t r aded st ock, i t s cost of common equi t y uroanhnot be rteas 

di rect I y. Mbreover, even for a firm wi t h pgbl i th£ beaded of st ock 
equi ty can onl y be est i mated. fie a resul t, vapphplefcp quant i tati 

usi ng observabl e rrar ket data onl y pr oduces an est i irateat I tyhat j nh 

i ncl udes sorre degree of observat i on error. 
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Thus, the accepted approach to i ncrease conf i dencetsi ri sthfeo resul 

appl y quant i tat i ve model s to a proxy group of popart §s tfrlaaled c 
i nvestors regard as ri sk conparabl e. The resul Is oh the anal ys 

sarrpl e of corrpani es are rel i ed upon t o est abl i sh sonaMripessrf rea 

for t he cost of equi ty for t he sped f i c corrpany at i ssue. 
Because PG& E is an i nt egr at ed el ect r i c and gas eut i I i ty, w t h t h 

Gbnpany' s el ectri c operati ons accounti ng for approxiaratetfy cf 8 p 

total revenues, I exarrined quant i tat i ve est i rrates rtrfquiirrwtstrmte 
of return for a proxy group of corrbi nation gasl i tends. el ecttyc ut i 

anal yses focused on a reference group of other uteri i bfesthoeepos 

conpani es i ncl uded by Value Li ne in its B ect ri set r^Lti^ri (blips I ndu 
wth: ( 1 ) itot hanctel apisr ut i I i ty oper at i ons, rp<>r2t£ cSSdPt co 

r at i ngs bet v\een " BBB' and " A- " ; ( 3 ) a Val ue' 3Li he (Saf dt $ "F^nk 

( 4 ) a Val ue Li ne Fi nanci al St r engt h Ffet i ng ofnd " (B6 ') (s hi gher; 
rrar ket capi t al i zat i on of apfbefcyi rr$ 1 . 06 obi I fcjf eat er. I n addi t i on, 

I exel uded four firns t hat ot herw se WXJI d have i^eengrdup, t hd>utpro 

are not appr opr i at e for i ncl usi on because t hey wer© inajairved in 
nerger or acquisition. These cr i t er i a resul t ed in a proxy group conpose 

of 14 conpani es, vhech tb aef the "Utility Qoup. " 

I n addi t i on, rty DCF anal yses al so consi der ed a pr oxy gr oup of 
unregul ated conpani es. Lhder t he r egul at or y standiradfe b$st abl i s 

Hope and Bluefield, t he sal i ent cr i t er i on in est abl i shi ng a rreani ngf ul 

benchrrar k to eval uat e a fair RZE is r el at i ve r i eksf ar nbtisi hbes part 
act i vi t y or degr ee of r egul at i on. Wt h r egul lab<t©n oft aki ng t he p 

corrpet i t i ve rar ket f or ces, r equi red ret ur ns ford ubel i i: hesl i ebouW t h 

t hose of non- ut i I i ty f i rrts of conpar abl e ri sk topersabiiistj aiuntter t 
of free conpeti ti on. Gbnsi stent wth thi s accefiteedardpgul btoa^so 

appl i ed t he DCF model to a r ef er ence group of I ov® ri sk t berrpani e 

non- ut i I i t y sect or s of otrlpe ecoh refer to t hi tee gf objon- afet i t i t y 
Q oup" . 

A rwj or nerger or acqui si t i on can I ead to si ghhf i sfeofck changes as i nvest or s al t er 
t hei r assessnent of t he utility' s future prospects, i s babt t hecasspr i I y r ef I ect ed in t he 
growth rat es used to apply t he DCF ncdel , Becac&eal of di teltiicst i pat e conpani es t hat 
are i nvol ved in a naj or nerger or acqui si t i on dnfifeatoiftriarBl yxcesy; groups used to 
estimate t he cost of equi t y in regul at ory proceedi ngs. 
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The cost of capital is an opport uni ty cost based t hat t he returns 

i nvestors coul d real i ze by putt i ng t hei r money t nvest her al t erna 
Q ear I y, t he t ot al capital i ri nvrtstl i ty st ockshei st i pnl pf tthe i ceberg 

of t ot al common st ock i nvest rrent, and t here are t her pi et hor a of o 

ent er pr i ses aval I abl e to i nvest or s beyond t hose i Must ut i I i ty 
Li i I i t i es nust corrpete for capi tal , not j ust heagai rwtn fiirrduBt riyi t 

but wth ot her i nvest rrent opport uni t i es of corrpartttta ri raWer n I n 
portf ol i o t heory is bui 11 on t he assurrpt i on t Habr s r aiii Idnal holt ativ® 
di ver se portf ol i o of st ocks, not j ust conpani east r 9. a si ngl e i nd 

11 is al so consi st ent BHikfield bed Hope cases t o consi der 

requi red ret urns ncfrer uti I i ty conpani es. Ffet urns pabi ti he seat or 
of the econony form the verjy nrtirrtpr for uti I i ty FQBse beca 

regul at i on purports to serve as a subst i t ute f orcohjoet i feet/eons of 

markets. The Suprerre Gburt has recogni zed that et of s r t fete, degre 
not t he nat ur e of t he busiotess.s rvtflievant in evalarat iaicj owed 

RCE f or a ut i I i t>£/ue/7e/Ehease ref ers to " busi ness undertaki ngs 

attended vuth corrparabl eksr and uncertai nt?%s. "I t does not rest ri ct 
consi der at i on t ot her ut i I i t i es. Shtopar I y^sse t bfcat es: 

By t hat st andar d t he r et ur n to t he equi ty owner stall al e be corme 
wth r et ur ns on i nvest rrent s i n ot her ent er pr i ses (Mi m® cor r esp 
ri sks?3 

Ps i n tBteefield deci si on, t here is not hi ng to r est r i ct " ot her 

ent er pr i ses" sol el y to t he ut i I i t y i ndust ry. 
I ndeed, in t eachi ng regpbbtcyy I usual I y observe It that earl y 

appl i cat i ons of t he corrpar abiiengagarappr oach, ut i I i teesexptarci 11 y 

el i rrinated due to a concern about ci rcul ari ty. sbon obhfeer wbhds, 
Hope deci si on r egul at or y cormi ssi oncfe rabt want to get i nvol ved in 

ci r cul ar I ogi c by I ooki ng to t he ret ur ns of i&stl atbli ie^nedi hdby vttie 

sane or si ni I ar r egul at or y cormi ssi ons in t he sarre egjesagr aphi c r 
To avoi d ci rcul ari ty, r egul at or s I ooked only tron-t Wi Iriityjrns of 

corrpani es. 

32 Bluefield Water Works & Improvement Co. v. Pub. Serv. Comm'n, 2 6 2 US. 6 7 9 ( 1 9 2 3) . 
33 Federal Power Comm'n v. Hope Natural Gas Co. ( 3 2 0 US. 3 9 1, 1 9 4 4) . 
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Gbnsi derati on of the resul ttiiefchbn- llility Goup propbdfeant 

corroborati on to the DCF tssEti rf»r the Lii I i ty Goa^ps fehd m 
est i rat ion of t he cost of equi ty more r el i abl e. of grfbet hestiiorat es 

t he DCF model depend on dndl ys forecasts. 11 irs yribdsittye grfavtf h 

rat es to be di st ort ed by short - t erm t r ends i t+ie t lieidiistdqst r y or t 
bei ng in temporary favor or di sf avor by analyst I. suchThe r esul t o 

di storti ons woul d be to bi as t he DCF est i rateSBecfanise uttihet i es. 

hbn- lii I i ty Goup i ncl udesskl oaorrpani es from rany i adaptr i t 
di versi f i es away any di st ort i on t hat ray be causedd bfl oWieof ebb a 

ent husi asm for a part i cul ar sect or. 

Ity corrparabl e risk proxy gr oupon-of ut i I i ty f i rrrs was dcooipose 
t hose U S. corrpani es f ol I owed by Val ue Li ne t hat: on ( 1 ) pay corm 

di vi dends; ( 2 ) have a Safety F&nk of " 1 " ;Sr^l) have a R nar 

Fating of " B+- + " or gr eat er; ( 4 ) have a dbet a( 5f) 0 hafeO or I 
i nvest rrent grade oredi t rat i ngs from S8tP. 

The ori teri a used to def i ne rty proxy groups prowidfenmfoj ecti ve e 

as t o i nvest or s' ri sk per cept Cbedi t rat i ngs ar e t^ssi igmtej^endent 
r at i ng agenci es for t he pur pose of pr ovi di ng i nvsEtobr s wi t h a b 

assessment of t he or edi t wort hi ness of a firm yF&fekti§sd gfeneral I 

triple- A ( t he hi ghestr) ddfoultD) (. G her e.sgyrfool fe " ) are used to 
show r el at i ve st andi ng within a cat egory. Becaiaparacitds^ r at i ng a 

eval uati on i ncl udes vi rtual I y al I of the factorcterotibrrinntpicytantbnsi 

i n assessi ng a f i r rr"i s r el at i ve or edi t st andi ngt r abr pgsat pr ocr ddi 
a broad, obj ect i ve rreasure of overal I i nvest nenfeadirS^k atttafcable r 

t o i nvest ors. At hough t he or edi t r at i ng agenches t ar ecr hbt ci srpe 

t hei r r anki ngs and anal yses are wi del y ci t ed in cbhmini try est rrent 
and ref erenced by i nvest ors. I nvest rrent rest ri cfeclbhs rfet edgsto c 

cont i nue to i nf I uence capi t al flows, and credit) fafeqogst I yire al s 

used as a pr i rar y ri sk i ndi cat or in est abl i shi ng pebxyrat gr ob£« t 
cost of common equi t y. 

Wii I e credi t r at i ngs pr ovi de t he most wi del y r ef er ®rhce<fl orbenchra 

i nvest rrent ri sks, ot her qual i t y ranki ngs publ i shedt bpjvi aoeyt rren 
servi ces al so provi de r el at i ve assessment s of r i sihsi dbhati laye co 

i nvest or s in f or rri ng t hei r expect at i ons for cormeriie stkirate. s Val 
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prinary risk i ndi cat or is its Safety fenk, whi Sh <aiSj§sstf)rorrt d' 1 5" 

( R ski est) . "This oveaaLif e r i sk i nt ended to chptutetat risk of a 
stock, and incorporates d eraint stock price st abi ilrialryci arind f 

st r engt h. Q ven t hat Val uepethaps i fehe most w del ^abbea sour ce 

of invest rrent advi sory inf or nation, its Safety fedhjl prgwii (dtasce us 

regarding the risk perceptions of investors. 
The R nanci al St r engt h feting is designed as a guifdenart© aloveral I 

strength and creditworthiness, wth the key i npuAisci alncl udi ng fi 
I ever age, busi ness vol at i I i t y rreasures, and company lairad. s Val u 

R nanci al Strength fetings range from " A+ + " ( str'6n§fest) dowi to 

( weakest) i n ni ne st eps, VaFiieal Lyne' s bet a nteasuvebat 11 i t y of 
a securi tys pri ce rel at i ve to t he rrarket as at hahol bends Po stock 

r espond I ess to rrar ket movement s has a bet a I ess t banst (bcksO 0 , whi 

t hat t end to move more t han t he rrar ket have bet ad .gfefier t han 
Tabl e 2 - 2 corrpar es t hei I hbp- G oup wth t he Ut i I i bpd G oup 

PG& E across f our key i ndi (fat orre/eal rrent r i sk. Be&ifee hd§3 no 

publ i cl y t raded common st ock, t he Value Li ne ri sk mearaalrlfflSDt show 

t hose publ i shed f or its par ent, PCD 

TABLE2-2 
PACIFIC GAS AND ELECTRIC COMPANY 

COMPARISON OF RISK INDICATORS 

S&P Value Line 
Credit Safety Financial 

Proxy Group Rating Rank Strength Beta 

Ui I i ty BB&- 2 &- + 0.73 
Nbn- Uti I i ty A 1 A+ 0.58 
PCX E BBB 3 &- 0.55 

A& showi above, t he aver age cor por at e cr edi t r atli irtcy fOroupk he Ut i 
i s one not ch hi gher t han PG& E s " 3t£B' IVfeaaMiilge, t he Val ue Li ne 

Saf et y fenk and R nanci al 9 r engt h fet i ng cor r espondi ng t o PG& E 

suggests sorrewhat greater risk than the averages ^fotGctaJp Utvultift 
t he Gbrrpany' s bet a suggest i ng I ess r i sk. Gbnsi cter ed t oget her, 

corrpari son of t hese obj ect i ve rreasures i ndi cat es t hatw)uilr#edtickd y 

S& P s corporate credi t orrathagsi nfcii vi dual fi rrrsliiiriii ttyieOoup range from " BBB' to " A' 
which ni r r or s PG&E s split r at i ng of " BBB' frasni S&dSy'arad " A3 " f r 
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concl ude that the overal Irreritnvestsks for PG& E are bbapata, 

al bei t si i ght I y gr eat er t han t hose of t he fid nap. in t he Li i I i t y 
Wth respect to the ton- Gttbilp.ty i ts geveceedi t gptinSafety 

tonk and R nanci al St r engt h tot i ng al I i ndi cat e tltass val iude tftaan 

PG& EE, wth its 0.58 aver age bet a bei ng essent hal I y i dent i cal to 
0.55 val ue correspondi ng to the Gbrrpany. TheestirmEHiteaticirsk of i nv 

consi der ed in ny anal ysi s pr ovi de a sound, obj ectst^t tats! s consi 

to eval uat e rel at i ve ri sfcs caopani es and i ndust ry sector These 
measures i ncorporate a broad spectrum of risks, bheludiangl fi nan 

busi ness posi t i on, t he i rrpact of r egul at i on, r eleatpoaair esi 2® and 

company specific fact ors, and t hey appl y equal I y ndi o r egul at ed a 
unregul at ed firms. I ndeed, t he core i dea of haod^rni spoitHabl i o t 

i nvestors w 11 di versi f y t hei r hoi di ngs across ndul t npLet rtyi rm$ a 

groups, so that the risk of a stock is di redttl^ tprtq^ortirwrtal tit© 
extent of corrpet i t i on or t he f reedom to set pri ces. 

Wii I e t he i rrpact of di f f er ences in r egul at i on bjsecfMfeeatieEk in o 

measures, my anal yseeonservat i vel y focus on a I owerp rofek grou 

non- ut i I i t y firms. The 1 2 corrpani es t hat rralf fijboUpheartom- Utili 
r epr esent at i ve of t he pi nnacl e of cor por at e Arer i ra,. vhiTttese f i r 

i ncl ude househol d names such as Gbca- Gbl a, Gbl gat e- §tel agt)j ve, K 
and VA\ - tort, have I ong cor por at e hi st ori es, welsfck estesttrictehed t 

and exceedi ngl y conservat i ve risk ^"ofiHtese conpani es have a I ong 

hi st or y of di vi dend payment s, wth t he aver age df vi tibed gyoBpd f 
appr oachi ng 3 %. tor eover, because of t hei r si gre f i cance and na 

r ecogni t i on, t hese conpani es r ecei ve i nt ense scr utve^t rrrtoy: t he in 

conmini t y, vhi ch i ncr eases conf i dence t hat publ i shedi ngteat harest 
r epr esent at i ve of t he consensus expect at i ons r ef I ect ed stnocfcorm© 

pri ces. 

3. DCF Analyses 
DCF model s atterrpt to repl i cate the market val uati ah pebeess th 

t he pr i ce i nvest or s are w 11 i ng to pay for a Sharestrnfck.a company 

I n addi t i on to t he risk neasur es shown i n Tabl e n 2 t-h£ , isbn-t M. i ifii tryis Q oup have 
vi r t ual I y no f i nanci al I ever age, with an aver agspi rtml kstat ivart u®f c approxi mat el y 9 0 % 
cormcn equi t y. 

2-19 

SB GT&S 0446902 



1 

2 

3 

4 

5 

6 

7 

8 

9 

1 0 

1 1 

1 2 

1 3 

1 4 

1 5 

1 6 

1 7 

1 8 

1 9 

2 0 

2 1 

2 2 

2 3 

The model r est s on t he assurrpt i on t hat i nvest or s i u^nei t he r 

expected rat es of ret urn f rom al I securi t i es i hetfehe capi t al rrar 
Q ven t hese expect at i ons, t he price of each sto^k tihae adjnMed b 

unti I i nvestors are adecpiat^sysated for the ri sks efehey b 

Therefore, we can I ook to the rrarket to deternirae Wiatev®nvaestor 
share of common stock is worth. By esti rrati ng nt/betocash flows i 

expect t o r ecei ve f r om t he st ock in t he way of irart urtmpicfi ali dends 

gains, we can calculate their required rate die retetm.fi owsThus, t 
t hat i nvest or s expect from a st ock ar e est i rrat ed, cuianeht gi ven i t s 

rrar ket price, we can back into the discount ratify, ort hatost of eq 

i nvest ors i rrpl i ci 11 y used i n bi ddi ng t he st ock to t hat pri ce. 
F&t her t han devel opi ng annual est i rrat es of cash f I etasi t ypt o per p 

t he DCF model can be si rrpl i f i ed to a " const an?6 gr owt h" form 

where: P0 = Current price per share; 

Di = Expected dividend per share in the coming year; 
ke = Cost of equity; 

g = Investors' long-term growth expectations. 

The cost of equiefy £aK be i sol at ed by r ear r angi ng terns: 

Thi s const ant gr owt h form of t he DCF model , whi ctosti s t he form rr 

f r equent I y rel i ed on in r egul at or y proceedi ngs, r efcfagni tzalse tdjfet 

r et ur n to st ockhol der s consi st s of two parts: Id ((i/ICJ) ; di intend yi e 

The const ant gr owt h DCF rrodel i s dependent on a atuntaBsunqft i cste.i whi ch in 
pr act i ce are never st ri ct I y net. These i ncl udet ha rsbest&at bptfa/ di vi dends and 
earni ngs; a st abl e di vi dend payout ratio; t he eictecodiifrfe icptastf hextr at e; a const ant 
gr owt h rat e for book val ue and pr i ce; a const ant r e&arned orr ateotof val ue; no sal es of 
st ock at a pri ce above or below book value; a robngiantatpoj ce-aeaeonstant di scount 
rate/'. 4-, no changes in ri sk or i nt er est rate I evelisve^nd a arftj atal I yi ffiifd tdne above 
extend to i nf i ni ty. 
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( 2 ) grg^i b ( I n ot her wor ds, pedvestorsreeai ve a port eon of t h 

total return i n the form of current di vi dends andhrtdoigh rfiiiiCTRler 
appr eci at i on. 

The f i rst st ep in i rrpl errant i ng t he const ant gr owt h CEF model i s 

det errri ne t he expect ed di vi dend yf eRd (f ® t he firm in quest i on. 
Thi s is usual I y cal cul at ed based on an est i rrat e ofoe dipai cfendsi t o 

t he coni ng year di vi ded by t he cur r ent pr i ce of Jtondf octend The 

nor e cont r over si al , st ep is to est i rrat e i nvest ooat h I ong- t erm gr 
expect at i ons gX for t he firm The f i nal st ep is to sum t he f i r rri : 

yi el d and est i rrat ed growt h rat e to ar r i ve at an coeSt i raft e ecpfi t y.t s 

For the lii I i ty Goup, esifi males dends to be pahd oby tbase 
ut i I i t i es over t he next t wel ve rront hs, obt ai ned , f roserVfeitiueasLi ne 

Di. Thi s annual di vi dend was t hen di vi ded by t hei cavefage tfefeock p 

3 0 days ended February 2 4, 2 0 1 2 to arriveendt yit&ed dkpected di 
each ut i I i ty. The st ockpeptedesdi vi rids, and resgl t di vi dend 

yi el ds for the firms i i lit yt h£tdUp are presented orrt pa$3 

Schedul e VE/V 1 . fie shown t her e, di vi dend yi el ids tfta» t he f i rrrs 
Ut i I i t y G oup r anged from 3 . 5 % to 5.2%, and aver aged 4 . 4 %. 

The next st ep is to eval uat e I ong- t erm growth 6g|5ept at i ons, or 

for t he firm in quest i on. I n const ant growt hng§CF tihebdppds, earni 
book val ue, and rrar ket pr i Ide assumed to grow in p,l octeBlofe t he 

gr owt h hor i zon of t he DCF model is i nf i ni t e. rButof i rinbieerrflflFat i o 

model is more t han j ust a t heor et i cal exerci se;t lid) ri epl iacat at t errp 
t he mechanism i nvest or s used to ar r i ve at observaWss st odk vptdec 

vari ety of t echni ques can be used to deri ve grcMh onrfgfgK, but t 

t hat rrat t er s in appl yi ng t he DCF model is t he oafeueexpbat. i nvest 
Because i nvest or s' f ocus is on f ut ure expect at i gney\t h hi st or i cal 

r at es ar e unl i kel y to be r epr esent at i ve of i nvesfeor s' I fexppafefet i 

t r ends in earni ngs, di vi dends, and book val ue anteattoe bef r epr ese 
i nvest or s' expect at i ons f ot ur fefie t hen t he hi st cafii tiabns cogi vi ng 

ri se to t hese growt h r at es shoul d be expect ed t at cic®t i dear I y Tha 

not the case for uti I ifei eeponoraher and i ndustry charkpee I ed to 
decl i ni ng growt h in di vi dends, earni ngs pr essure, cases!, in rrany 

si gni f i cant write- offs. VMi I e t hese condi t i oris hsatv® i dab di st or 
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growt h rreasures, t hey are not represent at i ve of I d>ra$H dr®-mf oexpec 

t he ut i I i t y i ndust r y orar d-hd odkbrng p®t at i ons t hat/est or s have 
i ncor por at ed into cur r ent market pri ces. fie al rgsahth hi st or i c 

rreasur es for ut i I i t i es do not cur r ent I y rreet t hef rttpir^Snts o 

model . 
VWi I e t he DCF model i s t echni cal I y concer ned w t h i dprraht h in di v 

cash flows, i rrpl errent at i on of t hi s DCF model is dol el tyh concer ne 

repl i cati ng t he forward- I ooki ng eval uat i on of reals, worl d ni rtvtost 
case of ut i I i t i es, di vi dendatipsowttie not I i keliyde t ca preani ngf ul 

gui de to i nvestors' current e>qpemfctati ons. Thi s ses iMdatli es 

have si gni f i cant I y al t er ed t hei r di vi dend pol i ci fee hror er esponse 
accent uat ed busi ness risks in t he 3T ndusftey.a resul t of t hi s t rend 

towards a more conservat i ve payout rat i o, di vi dend gtbWhyin t h 

i ndust r y has rerrai ned I ar gel y st agnant as ut i I i theBci abnserve f i 
resources to provi de a hedge agai nst hei ghtened uncertai nti es. 

fie payout r at i os for f i rrts in t he ut i I i t y i ndvfitdy t r ended down 

i nvest or s' f ocus has i nor easi ngl y shi f t ed from dii wigfensfc tao ear 
rreasur e of I ong- t erm gr owt h. Fut ure t r ends i n lear rfi rlpS) per sha 

whi ch pr ovi de t he sour ce for future di vi dends anqipanltt i sfcteeley su 

pri ces, pi ay a pi vot al role in det er ni ni ng i nvesjfcKAfeh I ong- t erm 
expect at i ons. The i rrport ance of ear ni ngs in evafa'ating i nvest o 

expect at i ons and r equi r errent s is wel I accept ed in the i nvest rten 

conmini t y, and surveys of anal yt i cal t echni ques ref eedi ooal by pr 
anal yst s i ndi cat e t hat gr owt h in ear ni ngs is fat trbafe t nfehdent i n 

di vi dends per share (3BDS) -Apart f rom Value Li ne, i nvest nent advi sor y 

servi ces do not general I y publ i sh corrprehensi ve CPS egrt<b«Hs, proj 
and t hi s scar ci t y of di vi dend gr owt h r at es r el aSSirose t<nf t he abun 

ear ni ngs f or ecast s at t est s to t hei r r el at i ve i raft I ufettafe. secuftiife i dsa 

anal yst s f ocus on BPS gr owt h, and t hat di vi dend §r awbti r at es ar 

il For exanpl e, t he payout ratio for el ect r i c a^pitoti rat ef pi I 8 Or&fcn hi st or i cal I y to on 
t he or der of 6 0 %. The V&l ue Li ne I nvest nent 9Q9* \fey af Sdp.6 1 1 5 ,Feb. 1 4 , 2 0 11 
at 2 2 3 7) . 

See, e.g.. B ock, Sanley B. , " A St udy of Fi nanci al Anal yiheory"fftrajt<p/ai and 
Analysts Journal ( Jul y/ August 1 9 9 9) :i ssilchu, Cb/iong, 8U Thonas, " JacoEhsh Row 
M ng in \^l uati or&ihaftcial Analysts Journal, Vol. 6 3 , No. 2 at 5 6 ( IVferch/ Apri I 2 0 
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r out i nel y publ i shed, i ndi cat es t hat pr oj ect ed EPSargr oW hei yat fee 

pr ovi de a super i or i ndi cat or of t he f ut ure I ong-eAteoin toy owt h exp 
i nvest ors. 

M>r eover, pr of essi onal secur i t y anal yst s st udy hi st or i cal t r end 

ext ensi vel y in devel opi ng t hei r proj ect i ons of f ut urtens^r ni rtg$. t he 
ext ent t here is any usef ul i nf or rat i on in hi st iaal cal nf petrfefer m, 

is i ncor por at ed into anal yst s' growth for ecasts. 

The pr oj ect ed EPS growt h r at es f or each of t he I f t ynsQ bop t he Li i 
report ed by Value Line, Thorrson Fteuters ( I EES) , imintZacks I nves 

Ffesearch ( Zacks) are di sphaypdge 2 of Schedul e A8EA- 1 . 

VW I e sort© argue t hat anal yst s' growth rat es are I ytoinapedl.he in app 
DCF model to est irate t he cost of common equi t y, artthegrtnwtt^i rel ev 

rat e is t he forward- I ooki ng expect at i ons of i nvs^ttarragd t hat are 

current st ock pri ces. I nvest ors, j ust I i ke saadridrilasrsariahysHae 
i nvest rrent conmini t y, do not know how t he f uturetuwrl I oufcctual I y 

They can only rake i nvest rrent deci si ons based on thaafre befet est 

what t he f ut ure hoi ds in t he way of I ong- t ermi cgjlcart h stfoark, a part 
and secur i t i es pri ces ar e const ant I y adj ust i ng t casso^imtt tdfei r 

avai I abl e i nf or rat i on. 

Pay cl ai rrs t hat anal yst s' est i rat es are not rel isfedrsupane by i nve 
unf ounded gi ven t he r eal i t y of a corrpet i t i ve rar tett farivi deivest m 

The rar ket for i nvest rrent advi ce is i nt ensel y conpetiiirtiitvieqs and 

anal yst s are per sonal I y and pr of essi onal I y net i vat ed t Ito rpuslvi de 
accurat e assessrrent possi bl e of f ut ure growt h t reodal anal i/stfel nan 

f orecast s do not add vahv®st cbics' i deci si on raki ng,i t titen i rrat i onal 

for i nvest or s to pay for t hese est i rat es. Tbpstes fmhancfail ahal 
pr ovi de r el i abl e for ecast ssewrcbilrt lien corrpet i t i ve rarfebbfei ve to 

t hose anal yst s whose f or ecast s i nvest or s find rror dnecrieEfelbl^ t hafT 

anal yst est i rat es are r out i nel y r ef er enced in t hei af i aadci ah rred 
i nvest rrent advi sory publ i cat eqpq (\M ue Li ne) st r ongl y suggest s t hat 

i nvest or s use t hem as a basi s for t hei r expect at i ons. 

39 For ner I y I / B/ B S I nt er nat i onal , I ric. , I EES wgrawtitt I acbt and arpublricBhecl by 
Thorrson Outers. 
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The cont i nued success of invest nent servi ces such as Thorrson 

Fteuters and Value Line, and t he fact t hat pr oj est dt otgr csrtidti rat e 
sour ces are w del y r ef er enced, pr ovi des st r ong evvdehoes t tgat/e i n 

consi der abl e wei ght t o anal yst s' ear ni ngs pr oj ect gonfehei n f orrri n 

expect at i ons for f ut ure gr owt h. VMi I e t he pr oji icteonsnablystsecur 
nay be pr oven opt i ni st i c art stpassi i n hi ndsi ght, rrfehesants in 

assessi ng the expected growth that i nvestors have i nfcorpooatedt 

st ock pr i ces, and any bi as in anal yst s' f or ecastra st®cwhairher pessi 
opt i ni st i c ® i s si ni I arl y i rrel evant i f i nvest orst s'shana eMte anal y 

Ear ni ngs gr owt h pr oj ect i ons of secur i t y anal yst s psbvi fleeqtibet I p> 

r ef er enced gui de t o i nvest or s' vi ews and are w del pppb^cegt edhei n 
DCF model . Pe expl ai Afedv Regulatory Finance: 

Because of t he doni nance of ut i oafel i nvest or s and nftl horce i 
on i ndi vi dual i nvestors, anal ysts' forecasts of tahgs run growth 
pr ovi de a sound basi s for est i net i ng requi red refelurns. Fi nanci 
anal yst s exert a st r ong i nf I uence on t he expect atiwBBi or of rrany i 
who do not possess the resources to make thei r otoat fbspcasts, t 
t hey are a cau^a [ gofowt h]. The accur acv of t hese f or ecast s in th 
sense of whet her t hey t urn out to be cor r ect itse, notasarl om§sue he 
as t hey r ef I ect wTdeiv held exflfot at i ons. 

I n addi t i on, based on t he assurrpt i ons under I yi ng bonst ant gr owt 

t heory, growth in book equi ty will be equal tie felaeni pgaduct of t 
ret ent i on rat i o ( one ni nus t he di vi dend payout arraieab) ratasid oft he e 

return on book equi t y. Fur t her nor e, if t he earnedd rtehe of ret u 

payout rat i o are const ant over t i rre, growt h i n i etanofsngsu I indbedi v 
equal to growt h in book «a|xifee t heD f act t hat tdids®ns;orar e 

set dorr) if ever, net in pr act i ce, t hi s " susteadabl eey growt h" app 

provi de a rough gui de for eval uati ng a firni s grri/\tlns prospects 
f r equent I y pr oposed in r egul at or y proceedi ngs. 

Pccor di ngl y, whi I e I bel i eve t hat anal yst s' EPSs gporaUhdef or ecast 

a super i or and nor e di r ect gui de t o i nvest or s' haespectiat tided, I 
t he " sust ai nabl e gr owt h" appr oach f or corrpl et enessnabl e The sust ai 

growt h rat e is cal cul at ed by t hg For buk-asv, wher e " b" i s t he 

expected r et ent i on r at i o, " r" is t he expect edeqeatyipd t efelir n i en 

M)r i n, Fbger A , gil dltewy Wi nancpublic Utilities Reports. Inc. at 2 9 8 ( 2 0 0 6 ) 
( enphasi s added) . 
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t he per cent of common equi t y expect ed to be i ssuechewnnual I y as 

common st ock, and " v" i s t he equi t y accr et i on r at e. 
Ihder DCF t heory, t he " sv" f act or is a corrponertt e of t he growth 

desi gned t o capt ure t he i rrpact of i ssui ng new cornmonpr sfceck at a 

above, or bel ovy book val ue. Vtten a corrpany' s eateck t hjari ce i s g 
its book val ue per share, the per- share contridfijtitapoki rvalomess 

associ at ed with new st ock i ssues w 11 accr ue to rtdtnd dams-.ent sha 

Thi s i ncrease to the book val ue of exi sti ng shaitehohiighBr I eads 
expect ed ear ni ngs and di vi dends, wth t he " sv" t ifrapt cb+ii s ncor por a 

addi t i onal gr owt h component. 

The sust ai nabl e, " br + sv" growt h r at es f or eacty fOrarap in t he L± i I 
are summarized on page 2 of Schedul e WA- 1 , wth ddfteai I under I yi ng 

bei ng presented on Schedul e VEA- 2 . For each f i rrqretfehtei oexpected 

r at i o ( b) was cal cul at ed based on Val ue Li ne' sndqDr cajrefct ed di vi de 
ear ni ngs per share. Li kewi se, each firrrt s expected retained (raf)e 

was corrput ed by di vi di ng pr oj ect ed ear ni ngs per shared bjet pr oj ec 

book val ue. Because Value Li ne report s end- of- year abook val ues 
adj ust rrent was i ncor por ated to corrput e an aver age mat ®v®f trtoi ur 

year, consi st ent with t he t heory under I yi ng t hi st i aptrngch to es 

i nvest or s' growth expect at i ons. Iteanwhi I e, t he p®r ceofui tsyf cornri 
expect ed to be i ssued annual I y as new common st ock \ s|o Mas equa 

pr oduct of t he pr oj ect ed rrar ket - to- book rat i o anatrongr «Wdn ea n com 

out st andi ng, whi I e t he equi t y accr et i on rat e ( v)s tKas rricooput ed a 
t he i nver se of t he pr oj ect ed rrar ket - t o- book r at i o. 

M t er corrbi ni ng t he di vi dend yi el ds and r espect i vect gooat hf opr oj e 

each ut i I i ty, t he resul t i ng cost of equi ty estima^age afie sffiown 
Schedul e VWV 1 . I n eval uat i ng t he r esul t s of ttftne DObnst ant gr ow 

model , however, i t i aentiital i & ha4ss t he resul t i ng pasri ues 

f undarrent al t est s of r easonabl eness and econorri c I ogi rappr i aW tapp 
el i ni nat e estimates t hat are extreme I ow or hi gh out I i ers. 

11 i s a basi c econorri c pt hafci pi evest or s can be t bndbofed 

mere ri sky asset s only if t hey expect to earn asat et ut henh o corrpe 
for t hei r ri sk bear i ng. fie a r esul t, t he/estate ofequriatair n t hat i 

from a ut i I i ty' s common st ock, t he most j uni ®rt s aratcurii ikieast of 
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nust be consi der abl y hi gher t han t he yi el d offertBtf)- t^erraendajaft,. I 

Gbnsi st ent with t hi s principle, t he DCF results dmfeb felei rriadptset e 
est i mat es t hat ar e det er ni ned t o be ext r erre I ow awiibaiBEd when c 

agai nst t he yi el ds I afe^e t o i nvest ors f rom I esi y r ibstofds. lit i I i 

S ni I ar t est s have been appl i ed by ot her r egul at orrot ed FEFC has 
t hat adj ust rrent s are j ust i f i ed where appl i cat i ons pafoadHne DCF ap 

produce i 11 ogi cal resul ts. al iESF£> d3CF resul ts agabsstvabl e 

yi el ds on I ong- t er m plbi t y cfebt and has r ecogni zed f teat 
appr opr i at e to el i ni nat e est i rrat es t hat do not astf f itdiiesnt I y exc 

t hr eshol d. In a 2 0 0 2 bl icqftirrigon i test acur r ent ptecfeden 

det er ni ni ng FCEs for el ect r i c ut i I i t i es, for exarfplid^d: FEFC cone 
Pa adj ust rrent to t hi s data is appr opr i at e in t he base end FG& E s 
return of 8.42 per cent, which is corrpar abl e t <y' fehe" er age M> 
gr ade publ i c ut i I i t y bond $i el 0 6of per cent, f or9 SGfct ober 1 9 
Because i nvest or s cannot be expect ed t o pur chase st octoi dhf debt, 
has I ess ri sk t han st ock, yi el ds essent i all y hhe bane endt ur n, t 
r et ur n cannot be consi der ed r el i abl e i A1 t hi s case. 

S ni I ar I y, in i ts Ajgust 2 0 OMfern B&aeBGws Transmission 

Company, FEFC not ed t hat: 
[7] he 7 . 3 1 and 7.32 per cent cost s of equilti^arrrf or B Fbso ai 
f ound by t he /CJ are onl y 1 1 0 and 12 2 basi serpgent s above 11 
yi el d f or publ i c ut i f?t y debt. 

The Gbrmi ssi on uphel d t he opi ni on of St af f and t hee /^tiamni st r at i 
Judge t hat cost of equi ty est i net es for t hese twBrpquii®^ group c 

" were too I ow to be # edi bTtos "pr act i ce of el i ni nat i ng I ow- end out I i ei 

has been affirmed in numerous ot her FEFC prdfcfeec&rroljs.i n its 
.Apr i I 15, 2010 SooEeJ Safmo/ij n FEFC af f i rrred t hat, " i t is 

r easonabl e to exel ude any conpany whose low end FEE cdedl st hfco ex 

aver age bond yi el d by about 1 0 0 basi s nts or more. " 

Southern California Edison. 9 2 FER3 at 6 1, 2 6 6 ( f oot not e orri 11 ed) . 

42 Kern River Gas Transmission Company, Qoi ni on te>. 4 8 6, 1 1 7 FEFC If 6 1, 0 7 7 at 
n. 2 2 7 ( 2 0 0 6 ). 

43 ld. 
44 see. e.g.. Virginia Electric Power Co., 1 2 3 FEFC 6 1, 0 9 8 at P 6 4 ( 2 0 0 t 

45 SoCal Edison at P 5 5 . 
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Pe noted ear I i er, S& P cor por at e credi t r at i ngs tttw Uttii&i tfy rrrs in 

G oup aver aged " BBB+ " , wi t h MxxJy' s rant hi y yi dtxnfads on t r i pi e- B 
aver agi ng appr oxi rat el y 5 . 0 % in Febffiary I £ Oi § 2i nconcei vabl e t hat 

i nvest ors are not r equi ri ng a subst ant i all y hi gher f oiat diolo® ng et u 

common stock, Gbnsi st ent i\s t tpritrtai pi e, t he DCFForestihfes 
Utility Goup nust be adj ust ed to el i rri nat e est iaWteaii rtMt tore 

be ext r ere I ow out I i ers when corrpar ed agai nst t he bj/ieel tls avai I a 

i nvest or s f rom I ess ri sky lit i I i ty bonds. 
As hi ghl i ght ed on page 3 of Schedul e VEA- 2 , trfara&e of t he i ndi1 

DCF esti rates ranged from 4 . 5 % to 6 . 5 %. etufn trgfcteoffef the ri 

pr i nci pi e and t he test a$2*Ced Ed/son, it is i nconcei vabl e t hat 
i nvest ors are not r equi ri ng a subst ant i all y hi gher f oiat diolofli ng et u 

common stock, which is t he r i ski est of a ut i I My' as rssoLfrj t i es. 

consi st ent wi t h t he t est of econorri c I ogi c appl i edl hd>y upvttiO and 
t rend expect ed for ut i I i ty bond yi el ds, t hese t Mafeuegui ftaosredeasl i 

to t he r et ur ns drrwestequi re from ut i I i ty common st cxftaul cfencbe 

excl uded. 
Capital rar ket t r ends al so support el i rri nat i on of IBie low end 

out I i ers. Pe i ndi cat ed ear I i er, whi I e corporate daohd neyi el ds ha 

subst ant i all y as t he worst of t he f i nanci al criitsi s s ha^nealafel §d, 
expect ed t hat I ong- t er m i nt er est rat es wi 11 ri se asdst handr efcfeesi 

econony r et ur ns to a rare nor ral pat t ern of gr owt hel ow PB shown b 

Tabl e 2 - 3 , for ecast s of H S G obal I nsi ght and a\tdreagd3 A i rrpl y an 
t r i pi e- B bond yi el d of appr oxi rat el y 5 . 9 % fotr, t her 2 00.1 43 % r at e y 

over t he peri od 2 0 1 2 - 2 0 1 5: 

Mxxly' s I nvest or s Stervi ce, mm. credi tt rends, com 
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TABLE2-3 
PACIFIC GAS AND ELECTRIC COMPANY 

IMPLIED BBB BOND YIELD 

2013 2012-15 
Pr oj ect ed AA It i I i t y Yi el d 

1 hB G obal 1 nsi gjhfe) 4 . 9 2 % 5 . 3 7 % 
B A ( b) 4 . 8 4 % 5 . 5 2 % 

Aver age 4 . 8 8 % 5 . 4 4 % 

Yi el d Spr ead BBB - ( c)A4 1 . 0 0 % 1 . 0 0 % 
Implied BBB/A Utility Yield 5.88% 6.44% 

( a)l HS Q obal I nsi pt$. Economic Outlook at 2 5 ( Dec. 
2 0 11) . 

( b)Eher gy I nf or rat i on Atni ni st r atftimyal Energy Outlook 
2012, Early Release ( Jan. 2 3 , 2 0 1 2) . 

( c)Based on rront hi y aver age bond yi el ds f r om Mxxtys 
1 nvest or s Ser vi ce for t he si x- rront h per i od Sep. 2 0 11 - Feb. 
2 0 12. 

1 The i ncr ease i n debt yi el ds ant i ci pat ed by I hB ffiSobB A I nsi ght a 

2 al so supported by t he w del y- r ef er enced Sue Chi p efastaapi al For 

3 whi ch pr oj ect s t hat yi el ds on cor por at e bonds w hfen cl i 0tO rncbasi 4 

4 poi nts t hrough t he peri od 2 O47! 3 - 2 0 17. 

5 As surrrar i zed i n Tabl e 2 - 4 , bel ovy af t er eh/Bftuaat i ng i 11 ogi cal 

6 appl i cat i on of t he const ant growth DCF model to eth&tiliitiys in th 

7 G oup r esul ted in t he f oil owi ng cost of common equi ty est i mat es 

TABLE2-4 
PACIFIC GAS AND ELECTRIC COMPANY 

DCF RESULTS - UTILITY GROUP 

Growth Rate Cost of Equity 
EPS Average Midpoint 

Val ue Li ne 10. 1 % 11.0 % 
IBES 9 . 7 % 10. 9 % 
Zacks 9 . 4 % 9 . 5 % 

br+ sv 9 . 3 % 9 . 1 % 

8 I appl i ed t he DCF rrodel to t he Non- Utility G oup sari* exact I y t he 

9 manner descri becfearI i er for the Uti I i ty Goup. r Ithartotacfel UBSBTI i e 

47 Blue Chip Financial Forecasts, Vbl . 3 0 , hb. 1 2 ( Dec. 1 , 2 0 11) 
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t hat are i rrpl ausi bl y I ow or hi gh shoul d be el i nioatedg vtta eval 

resul t s of any quant i t at i ve net hod used to est i natequthp. cost of 
As hi ghl i ght ed on page 3 of Schedule VWV 3, girealaddidworendo i 11 o 

values, t hree DCF est i rrat te for rrst in t he Men- btipl i teyceQded 

2 0%. I det er ni ned t hat, when compared with tbeai bahgice of t he 
esti rrates, t hese val ues were cl earl y i rrpl ausi bl e axdrl istesiil d be 

Thi s is al so consist ertse vptfcerftent adopt ed by FERCfch Was 
est abl i shed t hat hi gh- end est i rrat es found to be fs'fext rsheul dutbee 
di sregarded in i nt er pr et i ng t he r esul t s of quant i t afeieefe t net hods 

est i rrat e t he cost of 4%qui t y. 

The r esul t s of rry DCF and <psi st he Nbh+1 G oup aesenfjed 
on page 3 of Schedul e V®V 3, with the sust ai nabhe, rat bsbr+ sv" grc 

being developed on Schedul e WA- 4 . As surnrar i zed i rtoelTaM e 2 - 5 , 

af t er el i ni nat i ng ill ogi cal 1 ow and hi gh- end val uefe, t heppfcoost aot 
gr owt h DCF rrodel r esul t ed in cost of common equi t y ncpstg rrat es r a 

from 10. 9 % to 13. 2 %: 

TABLE2-5 
PACIFIC GAS AND ELECTRIC COMPANY 

DCF RESULTS - NON-UTILITY GROUP 

Growth Rate Cost of Equity 
EPS Average Midpoint 

Val ue Li ne 12. 2 % 12.6 % 
I EES 10. 9 % 10. 9 % 
Zacks 11. 7 % 12. 2 % 

br+ sv 13. 2 % 12.1 % 

/% di scussed ear I i er, isef tend he Men- lii I i ty G caypt art con 

wi t h est abl i shed regul at ory pri nci pi es and provi dor r ctoonaSelvd , c 

benchrrar k to t he DCFulrtess for t he proxy group of Ffec|uiliidd es. 
r et ur ns for ut i I i t i es shroulld n&e wi t h t hose ofty ndri-rmt i I of 

corrpar abl e ri sk oper at i ng under t he const r ai nt s of t i bnee corrpet i 

VMi I e t he DCF est i nat es for t he Ncn- Ut i I i t y G oupbl pr e consi der a 
hi gher t han t hose pr oduced for t he corrpar abl e- r i ski t geepp bf ufei 

Id. 
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i rrport ant to be cl ear t hat t hi s out cone cannot bar i s& t r i but ed to 

di f f erences. P& I docurrent ed ear I i er, t he r i steBscktiait e i rwddl or s 
t he gr oup of non- ut i 1 i tgs frirearaur b$& P s cr edi tngsr aland 

Value Line' s Saf et y F&nk, Fi nanci al Srength, andr Bfctwi ®t&ee I owe 

risks i nvest or s associ at ehewi Lhi I 11 y (J oup. The ebfdetice 
pr ovi ded by t hese observabl e risk neasures rules oob tehatondhesi 

hi gher non- ut i I i t y DCF est i nates are associ at ed wstttmerttii gtneisk.i nv 

Father, the di vergence between the DCF resul ts fooupfehesfe two gr 
ut i I i t y and non- ut i I i t y f i r n$ can be at t r i bitt ecDCflF o eStfiarratffflct t ha 

i nvar i abl y depart f rom t he ret ur ns t hat i nvest oris"eadbesAili^e requ 

t hei r expect at i ons nay not be capt ur ed by t he i npM,s to t he mod 
parti cul arl y the assurred growth rate. Because t<bfe eupttiaf' icsst 

unobservabl e, and DCF r esul t s i nher ent I y incorporate aer ratogr ee t h® 

cost of equi ty est i nates M)n- tiiility FToxy group pnovidportant 
benchnar k i n eval uat i ng a f ai r RCE f or PG& E Thdroe i s no basi s 

concl ude t hat DCF r esul t s cjrouup a of ut i I i t i es wowinintft^ irnrin e 
reliable than those for firns in the corrpet i t i ee dseet gepce and th 
between the DCF esti nates hiorUitl i ty and Nxi- lii I ist y siiggsgt s 

t hat bot h shoul d be consi der ed t o ensur e a bal anced end- r esul t. 

4. Capital Asset Pricing Model 

The GAPM is a theory of narket equilibrium that seapres risk u 
t he bet a coef f i ci ent. Because i nvest ors are asprrddvetsi f bed, f ul I 

t he r el evant risk of an i ndi vidgaj aseH*ron( stock) is its vol at i I i t y 

relative to the narket as a whole, with bet adonefyl ectfi ngi the ten 
st ock' s pr i ce to f ol I ow changes in t he rrar ket. heriSte calflFjM i s rrat 

expr essed as: 

Rj = f W -f) R 

wher e: j R = r equi r ed r at e of r et ur n f or st ock j; 
R= r i sk- f r ee r at e; 

mR expected return on the narket portfolio; and, 
j 2= bet a, or syst errat i c ri sk, for st ock j . 

Li ke t he DCF model , t he GAFWx-Bstepor for war d- I ooki ng model 

based on expect at i ons of t tiha f u Pe a r esul t, producer da" t o 
rreani ngf ul est i rrat e of i nvest or s' r equi r ed r at e OffiM rrolslr n,be t he 
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appl i ed usi ng est i rat es t hat r ef I ect t he expect at i bmsestofcr sact oal 

t he rar ket, not wi t h backv\ar d- I ooki ng, hi st or i cal dat a. 
Application of t he CAPM to t he Utility Ooup based I oafci rig forward 

esti rate for i nvestors' requi red rate of return ftom ioomron sto 

pr esent ed on Schedul e VE/V 5 . I n order to capt urc tdfe expect at i 
today' s i nvest or s in cur r ent capi t al rar kets, tW ©qtectffifl rark 

r et ur n was est i rat ed by conduct i ng a DCF anal ysi s rah ptdp ngJi vi de 

firns in the S&P 500. 
The di vi dend yi el d f or each f i rm was obtai ned f rand \fehee Li ne, 

growth rate was equal to the consensus earnings goowtfiorprepebti 
firm pub! i shed by I EES, wi t h each f i r rfi s di vi detiti yefebd berdg gr o 
weighted by its proportionate share of total rarfedt owalttee Bas 

weighted average of the projections for the 3 7$ iomlinerdual firm 

est i rat es i nrpl y an aver age growth rat e over t he nerf fli 0e. fteSfcs 
Gbrrbi ni ng t hi s aver age growth rat e with a year- ahead d diofi dend y 

2 . 6 % r esul t s in a cur r ent cost of common eqia t yrarMti mrtse or t h 

whole (mR of appr oxi rat el y 13. 5%. Subtracting a Sed 8 % risk-
on the projected yield on 3 0 - year Treasury bondsedfoa 2 0 13 prodi 

rar ket equi ty risk premium of9 9 . 8 %. 

I relied on the beta values reported by Value Line, which in rry 
exper i ence is t he most wi del y r ef er enced sour ce fidrat ttoefr a in reg 

proceedi ngs. As nobtelv Regulatory Finance: 

Value Line is the largest and most widely circulated i ndependen 
invest rant advi sory servi ce, and i nf I uences t he expect feferges of 
number of i nst i t ut i onal and i ndi vi dual i nvest ors. bet. as \&riaje Li ne 
corrput ed on a t heor et i cal I y sound basi s usi ng a br aaMfel/ based m 
i ndex, and they are adj usted for the regressi onaSteriotency of bet 
converge to 1 5.°0 0 . 

I n addi t i on, because empirical r esear ch i ndi cat es thdbesthe CAPM 
not fully account for observed differences in itifrefeutabl e-eturn a 

ivy appl i cat i on of t he CAPM rel i ed on 3 0- year Jaaaeuryhebendsorbe cl osel y 
appr oxi rate t he I ong- t erm hor i zon of comrons st ocksave rWHiW 6n h2 0 - year 
gover nnent bond yi el ds in past t est i nony, t hi s v\a§r ebeaaysedi ttienot issue 3 0 - year 
bonds f rom appr oxi rat el y Nferch 2 0 0 2 t hrough January 2 0 0 6. 

M)r i n, Fbger A , gil dltewy Wi nancpublic Utilities Reports at 7 1 ( 2 0 0 6 ) . 
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firm si ze, a modi f i cat i on is r equi red to acoeUhfect for t hi s si ze 

Pe expl ai ned Mprningstar. 
Che of t he most rerrarkabl e di scoveri es of modern ti narficea i s t ha 
r el at i onshi p bet ween firm si ze and r et ur n. Thd s r G&atrirasnshi p cu 
t he ent i r e si ze spect r urn but i s most evi dent arrencpniss^l I er corrp 
which have hi gher r et ur ns on aver age t han P&r ger ones. 

A:cordi ng to t he GARVJ t he expected ret urn on a securi ty shoul d 

consi st of the ri ski ess rafee,prepiusi to corrpensattehefosysterati c 

risk of t he part i cul ar secur i ty. The degree dfs sryGptessB&iiitaed r i sk 
by t he bet a coef f i ci ent. The need for t he seze bedpusterrent ari s 

di f f er ences in i nvest or s' requi red rat es of ratedn tbhaf i reresi zel 

are not f ul I y capt ur ed by bet a. To account ior hdfcri s, Mbr ni ngst 
devel oped si ze pr eni urrs t hat need t o be added t o It hdjAHtfeor et i ca 

cost of equi ty esti rates to account for the I evtetet of a f i rni s m 

capi t al i zat i on in det er ni ni ng t he GAPM cost®2 of "Tbqset ypr eni urrs 
correspond to the si ze deci I es of publ i cl y traded , coranmh rdtijfc 

from a pr eni urn of 6 . 1 % for a company in t he etf i r st decl i ne ( rark 

capi t al i zat i on I ess t han i $ 12 cffli)7, rrto a r educt i are qfci r5t£ f daa 
f i rrrs in t he t ent h deci I e ( rar ket capi t al i zat i obi I betmseancS 15.5 

3 5 4. 4 bi 11 i on) . A:£®Mii agb^ysesnyi nGor por at ed adjust rrent 

to recogni ze t he i rrpact afst isrhate oiafe, as rreasuredrM^t ra 
capi t al i zat i on. 

The aver age rar ket capi t al i zat i on of t he Li i I i t y Qfeidilp oris $10.3 

Based on dat a f iMcrrningstar, t hi s neans t hat t he t heor et i cal GAPM cost 
of equi ty est irate nust be i ncreased by 7 3 basiust pfcdnt st hteo acco 

i rrpact of t he proxy group' s rel at i ve si ze, vWch ni st h©ot ref I ect 

aver age beta val ue. Pe shown on page 1 of Schecktl ieigVWfee5 , adj u 
t heor et i cal GAPM r esul t s, whi ch aver aged 1 0 . 8 % ,t hi st osi izncor por at e 

adj ust rrent r esul ts in an avendgeat ed cost of conrariy ofjui tl 1 . 5 %, 

w t h t he ni dpoi nt bei ng 5f 1 . 2 %. 

51 Morningstar, " I bbot son SBB 2 0 11 Val uat i on Year book, " nsttepi.) . 8 3 ( f oot not e o 

®2 Morningstar, " 2 0 12 I bbot son SBS Val uat i on Year book, " at G^pfJendf x2 d; 1 2T^bl e 

As discussed earl i er, t he overal I i nvest nent witiks PGfefeciaBfeedconparabl e to t he 
Utility Ooup. Pe a result, t hi s adj ust ed atest ofii ctejuhtye eafcboratel y r ef I ect s 
t he required r et ur n associ at ed wth t he risks op, t hes pidbxyectcpyxj appl i cabl e to PG& E 
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VMi I e i nvest or s undoubt edl y consi der hi st or i cal i nfcnaratfianet as 

in t hei r eval uat i on ofexpfeotateons, t he cost of i sapat al 
forward- I ooki ng concept. Because t he GAPM is f ocusMie sol el y on 

percepti ons of today' s capi tal market i nvestors.be ictpplstaiil d not 

usi ng hi st or i cal r at es of r et ur n. The CAPM costt y ofesttianita equi 
is cal i br at ed from i nvest or s' requi red risk preni market beads Tre 

and common st ocks. I n r esponse to hei ght ened unsestarst i es, in 

have r epeat edl y sought a saf e haven in US. gover nheibtii sbonds an 
" f I i ght to saf et y" has pushed Tr easur y yi el dsersi ghi f ecayt tyd I ow 

spr eads f or cor por at e debt have w dened. Thi s ndliyst drrtpaart s not o 

t he absol ut e I evel of t heosOTW cequi ty est i rat epf f ebtife i t 
est i rat ed risk prerri urrs. Economic I ogi c would su§§fest s't hat i nv 

requi red risk pr erri um for common st ocks over Tr easur y Etborads has 

i ncr eased.54 

Iteanwhi I e, backwar d- I ooki ng appr oaches i ncor rect I y assume t hat 

i nvest or s' assessment of t he r equi red risk pr erri um sbe^webondsfr ea 

and common st ocks i s const ant, and equal t o some r igat or i cal ave 
fit no t i me in recent hi st or y has t he f al I acy ofbedrtni s assurrpt i on 

derwist r at ed rror e concr et el y t han it i s t oday. y Tbefeweencongr ui t 

i nvest or s' cur r ent expect abril oris staor i cal ri sk pr erri guar t ii <sul ar I y 
rel evant dur i ng peri ods of hei ght ened uncertai nty han^i ricppi dl y c 

capi t al rar ket condi tionfe, assuthose ex per i enced receoftdy.the 

St af f of t he R or i da eMrbiec GBrnri ssi on concl uded: 
[Recognizing t he i rrpact t h® al Fetfl&ver nnent' s unpr ecedent ed 
i nt ervent i on in t he capi t al rar ket s has had on rt^et epinal ds on I o 
Treasury bonds, st af f bel i eves models t hat r el atieeqdiiheed i nvest or -
ret urn on equi ty to t he yi el d on governnent securthees, such as 
GAPM appr oach, pr oduce I ess r el i abl e est i rat es of t be FtE at t h 
t i ne.55 

The Federal Fteserve has cont i nued to pursue a poly cy of act i vel 

ranagi ng I ong- t erm bond yi el ds, which f urt her undeerri ofes t he us 

54 As di scussed subsequent I y, t here is consi der abl edeeopi rt bat equity ri sk premiums 
ri se as bond yi el ds fal I , andSeei.tssg.,Weteisra.s, R S. , and Nferston, F. C , 
" Est i nat i ng Shareholder R sk Renia Lfei ng Analysts' cfifcmt WinSotml Management 
( Shramer 1 9 9 2) . 

55 Staff Recommendation for Docket No. 080677-E1 - Petition for increase in rates by Florida 
Power & Light Company, at p. 2 8 0 ( Dec. 2 3 , 2 0 0 9) . 
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historical data to apply the GAPM In Sept enter rdE ORfesferye t he Fede 

announced " Operation Twst" , involving the exchange! "Sfeasiicft- te 
i nst r urrent s for longer- term gover nrrent bonds, i n utan dcBfrfuwrtd to p 

pressure on long- term interest rates. The ongoi rgenpefednt i al fo 

turrroil in the capital rrarkets has certainly conecehb aortted in 
wth corrron stock pri ces exhi bi ti ng the dranati ct volsatiilridiycattihee 

of hei ghtened sensi t i vi ty to ri sk. 

hbwher e has t hi s been rror e evi dent t han in t he rranityet f or Tr eas 
bonds, wth yi el ds bei ng pushed si gni f i cant I y I ®ta! dud I itgint a t qgl 

saf et y" i n t he f ace of r i si ng pot i t i cat, eawrcketc, r i sksd capi t al 

I n t urn, t hi s has I ed to a dr arret i c i ncr ease as n i I il iisit r ^breshi lb)®, 
t he spr eads bet ween t r i pi e- B ut i I i t y bond yi el dseaaodi e§ 0 - year Tr 

shown in Figure 2 - 1 , below 

FIGURE 2-1 
PACIFIC GAS AND ELECTRIC COMPANY 

YIELD SPREAD (BP) BBB UTILITY - 30-YR. TREASURY 

240 

220 

200 
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Thi s i ncr ease in t he yiad d i rxfhraat es t hat t he addi t i onal 
corrpensat i on i nvest or s demand t ake on hi gher r i sks feed, i ncr e 
PG S& P observed: 

St andar d & Fbor' s U S. specul at i ve- gr ade conposi the spr ead, whi c 
measures t he ext ra yi el d above U S. Treasury bonds t hat i nvest o 
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demand to hoi d t he bonds of ri ski er corrpani es, wi atened by 6 3 % 
7 8 1 basi s poi nts ( bps) from /pri I 18, 2 0Thit , to Sept. 
shar p expansi on ref I ect ed t he bond mar ket' s i nor easi tig aver si on 
credi t risk in an uncert ai n and r i ski er envi ronneritods .of Djri ng p 
st ress, cor r el at i ons f r equent I y i ncrease among risfey as6bt cl as 
as t he r el at i onshi p bet ween t he r et ur n on specul atda/e-argt ade bon 
t he r et ur n f rom eq§Pt i es. 

Equity risk preniuns cannot be observed di r ect I y, cbraton because c 

st ock i nvest or s are t he I ast in I i ne with respect at out t het y' si ai 
cash flows, hi gher yi el d spr eads i nrpl y an even st eepert he ncr ease 

addi t i onal r et ur n r equi red from an i nvest rrent i n comwlm esjubrtty. 

hei ght ened capi t al market and econorri c uncert ai nt i esgcreaBrci itrtne i 
risk preniuns demanded by i nvestors, further underrarnae any rel i 

hi st or i cal st udi es t o appl y t he GAPW 

I n addi t i on, rry GAPM anal ysi s di d not rel y on hgebhet ri c or ari t 
rreans in ar r i vi ng at an equi t y ri sk pr erri um hrflifiar enure to ari t 

georret ri c rrean ri sk preni urts i s associ at ed wi t h appl t bet i 6A§M of 

t hat depend on hi st or i cal dat a. I n or der to def i vteheanrraefefet rrat e 
equi t y ri sk pr eni um under t hi s appr oach, hi st or i rains aw age r et 

Treasury bonds are t ypi cal I y subt r act ed from t hose tfcsarks .common s 

These aver age r at es of r et ur n based on backwar d- I ooki hgst del aal f o 
t i ne peri ods can be deri ved usi ng bot h ari thnet i c anelansjeonetri c 

fie di scussed above, however, rry appl i cat i on of t he uiGU^M was a p 

for war d- I ooki ng appr oach, which is consi st ent wi trig t he under I yi 
assurrpt i ons of t hi s net hod and t he st andar ds under Irpirrag i car atet er 

a f ai r rat e of ret urn. Because I I ooked di r©»trlgnt at i nvest ors' 

expect at i ons in t he capi t al mar ket s ® and not at bf st oet oeh €&trys 
GAPM anal ysi s di d not need to reference ei ther the gaDrrfehnefci c o 

rrean of hi st ori cal rat es <W ret urn. 

56 st andar d & Fbor' s Gbr pdtaterain, Expansi on I n Qedi feadSpr 9iove Bond Nfer ket 
St ress, But Less Severe Than Djri ng The F\ nanBMing£&mcM,( "Cfct. 1 1 , 2 0 11). 

57 The forward- I ooki ng OW is more corrparabl e to t heanar t hhnet t be geonetric 
mean. Thi s di st i net i on was rrade cl ear in t he enetexfedi tised by t he Char t er ed 
Fi nanci al Analyst ( CFA) program worldwide: " the gaDrMpprcoprrreire for risking 
investment st at orients about past per for nance... t he ar i t hnet i s appropriate f or naki ng 
i nvest nent st at errent s in a forward- I ooki ng cont ext .R'char d C$Fusco, CFA IVfcLeavey, 
Cenni s W , CFA Pinto, Jeral d E , CFA RjnKPeanWffivecfni^sfmenCRAa/ys/s 
(Second Edition), at 1 2 7 ( 2 0 0 7 ). 
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There are nurrerous st udi es t hat exarri ne what i nvest oiai I ^have act 

r eal i zed in terns of equhfcy veefcus st ocks. 3 hail ar I p; e art i cl es 
suggest i ng what i nvest or s shoul d expect based on " bis"! di ng WtcWr 

techni ques. Furt her, t here are surveys of corporate ctfbtasntf i ves 

about what they expect the return di fferenti al to berizsra. vari o 
Fi nal I y, t here opieet i pns t hat t he managers of stoiistyf upto use 

for actuari al purposes. hbne of these val ues arethBorrpats&il e to 

pr erri um as I have appl i ed it in rry forward- looking, (ARM cfcnali ^se 
based not on son© gener i c not i on of t he equi ty ri sks pdeni ureal but 

f rom cont errpor aneous pr oj ect i ons f or i ndi vi dual st o6k£? EnO Che S 

Aver age r eal i zed ri sk pr erri urrs corrput ed over son© sel ect ed t i ne 
peri od may be an accurate representat i on of what maedactoal ttye e 

past, but t hey don' t answer t he quest i on as t ®n whatestor^ pr erri u 

were act ual I y expect i ng to earn on a for war d- I ooig nd; hdaasi s duri 
sarre tin© peri ods. S nail anil gt, i ons of t he equpt-pniurek 

devel oped at a poi nt in hi st or y ® whet her based on i act pal orret urns 

peri ods or cont errpor aneous pstcijwrs ©are not t he sarre as t he 
for war d- I ooki ng expect at i ons of today' s i nvest or sprrissefcfi cbn aae pr 

ent i r el y di f f er ent set of capi t al mar ket and econsni c expect at i 

The pur pose of rry anal ysi s was t o det er ni ne an atlabwed r et ur n t 
woul d rreet t he r egul at or y requi rerrent of allowing BG& Eapt bal at t r a 

and maintain its f i nanci al i nt egr i t y. The rresthnap^r ojbDf at a ben 

rreani ngf ul for war d- I ooki ngratest i of t he r et ur n i nvestrbre feqm 
PG& E is what i nvest ors are cur r ent I y requi ri ng rfemt sot^h i nvest 

whi ch PG& E nest corrpet e for capi t al . The ri sk pryanOiPMused in 

is der i ved from cur r ent mar ket dat a and is f orrhffl-d-sdnadd tm§ in t 
usi ng t he pr oj ect ed ear ni fijsat es used by i nvest or ees not t d 

depend on anal ysi s of past hi st ori cal dat a on ri skdopsenitirrs nor 

purport to i dent i f y what i nvest or s will act ual I j utn®^, i ze ori n wftdte 
t hey shoul d r easonabl y expect over t he I ong- t erm an 6bt heit ei t is 

of what i nvest ors current I y requi re when t hey a£ii tofet et ct hei r ca 

corrpet i ng i nvest rrent s. These cur r ent for war d- I ookrBtjurnequiared 
t he t ouchst one of whet her an aut hor i zed FGE can rreet t he (PLC s 

st andar d of capi t al at t r act i on and rrai nt ai ni ng 1 itiyanci al i nt egr 
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5. Risk Premium Approach 

The risk pr erri um net hod of est i rrat i ng i nvest or s' of eqoet edn rat e 
ext ends t o common st ocks t he risk- r et ur n t r adeof f dbsed^ed w t h 

The cost of equi ty is est i rrat ed by f i rst det escnHii nget tihe addi t i 

i nvest or s requi re to for go t he r el at i ve saf et y befer kxbihris garadtefro 
r i sks associ at ed w t h common st ock, and by t hen adcp ng i dkii s equ 

pr erri um to t he cur r ent yi el d on bonds. Li ke t he rDOF model , t he 

pr erri um net hod i s capi t al rrar ket or i ent ed. However, nectehlg, ke DCF 
whi ch i ndi rect I y i rrput e t he cost of equi t y, r i sNs pofienaoirtiy net hod 

est i mate i nvest or s' r equi red rate of r et ur n by aalalisrhg pmenieiipi t y 

to observabl e bond yi el ds. 
I based rry est i nates of equi t y risk pr erri urrs f orveyrfei I ot i es on s 

pr evi ousl y aut hor i zed r at es of r et ur n on common eqaety. r et urAst hor 

pr esurrabl y r ef I ect r egul at ampi ssjaons' best est i rrat ese otost h of 
equi t y, however det errri ned, at t he tirre t hey i ssand&r.t hei r final 

Such r et ur ns shoul d r epr esent a bal anced and irrpartttet out corre 

consi der s t he need to rrai nt ai n a utility' s farmfencaball i tiyit dgr i t y 
at t r act capi tal . Mor eover, al I owed r et ur ns ar ansiater atripwr t dntr co 

i nvest or s and have t he pot ent i al to i nf I uence ot hBvesbbeBtvabl e 

par arret ers, i ncl udi ogedi t r at i ngs and bor r owr ng cqst s.t hi s Hats 
provi des a I ogi cal and f requent I y referenced basin© fesjui tgst irriraW 

pr erri urrs for r egul at ed ut i I i t i es. 

Surveys of previ ousl y aut hor i zed rat es of ret urn otby camaon equi 
f r equent I y r ef er enced as t he basi s for est i rrat i ngerrieqEBt y risk p 

The rat es of r et ur n on common equi t y aut hor i zed gut at bit y es by re 

cormi ssi ons acr oss t he US. are corrpi I ed by Ffegul at or y Ffesear ch 
/%soci ates and publ i shed in its RSgukai oeport. I n 

Schedul e VEA 6 , the aveebcje opi publ i c uti I i ty bbtidacted fcoom 

t he aver age al I owed rat e of r et ur n on common equi t yjt iflort i edto i 
cal cul at e equi ty risk pr erri urrs f or each year bet wedDi 1 11 9 7 4 and 2 

Q/er t hi s 3 8 - year per i od, t hese equi ty risk ipc errirturtsi t rfe® el ect r 

aver aged 3 . 4 1%, and t he yi el d on publ i c ut i B t y9 Boftds aver aged 
Ther e i s consi der abl e evi dence t hat t he rragni t ude k of equi t y ri s 

pr erri urrs i s not const ant and t hat equi ty ri sk pr enlivens t end t o 
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i nversel y w t h i nt erest58 rat dsi ot her words, when i nt erest rat e I evel s 

r el at i vel y hi gh, equi ty risk pr erri urrs nar r ovy and r atesn aret er est 
r el at i vel y I ow( equi ty risk pr erri urrs wi den. Thtehi srrpl heat sen of 

r el at i onshi p is t hat t he cost of equi t y does note, rroxse m rrwch a 

I ockst ep wi t h, i nt er est r at es. Pccor di ngl y, dror d«r efed& i imcr ease 
i nt er est rates, t he cost of equi ty nay onl y5 0i sebasrs f pbl fits. say, 

Ther ef or e, when i npl errent i ng t he risk pr erri um net hod, t s aoipyist rren 

be requi red to i ncorporate thi s i nverse rel ati onsihiitpereit oiatrent 
1 evel s have changed si nee t he equi ty risk pr erri urrs echer e est i rrat 

R nal I y, it is i rrport ant to recogni ze t hat t hef hittorircalk focus 

pr erri um st udi es al nest cer t ai nl y ensur es t hat t l>ey cdjdiiir e t <t hd ul I 
si gni f i cant I y gr eat er risks t hat i nvest or s now/ assrixdi atcp uiiitiliityp 

servi ce. Pe a r esul t, t hey are I i kel y to fundefiitft ef (the a cttlrmo 
operati ng i n today' s ut i I i t y i ndustry. 

Based on t he regressi on out put between t he i nt erestjui tyit es and e 

risk pr erri urrs di spl ayed on page 4 of Schedul e VEA- Q- i, sk t he equi ty 

pr erri um i ncr eased appr oxi rrat el y 4 1 basi s poi nt s fort ac^aclpoi pter cen 
drop in t he yi el d on aver age publ i c ut i I i t y beddson page fl 11 uef r a 

Schedul e VEA- 6 , wi t h a pr oj ect ed yi el d on aver^agdoorpti)! ifcor ut i I i t 

2 0 13 of 5 . 3 2%, t hi s i npl i ed a cur r ent &q9n Vy. ri sk pr erri um of 
Aiding t hi s equi ty ri sk pr erri um to t he aver age fyi etdl i i>iy bchptee-

f or 2 0 13 of 5 . 8 8% pr oduces a cur r ent costatebfy dqiffl t y 8 cSfe. apprc 

6. Expected Earnings Approach 
Ps I not ed ear I i er, I al so eval uat ed t he FtE |Dpct edf er ence t o ex 

rates of return for uteffer tehee. to fetes of rffltluW eavfrom 

al t ernat i ve i nvest rrent s of corrparabl e ri sk can provtiaM an i rrpor 
benchrrark in assessing the return necessary to assuee ioonfhdenc 

f i nanci al i nt egr i t y of a firm and its abi 111 y t oThefet r appr oaafii t as 

consi st ent wi t h t he econorri c under pi nni ngs f or aet fiahf r afee of r 
r ef I ect ed in t he corrpar abl e ear ni ngs test est abl i s^eehebyGbtrhb Su 

58 See, e.g., Bri gharr) E F. , Shone, D K , and Vinson, S R A>prbaJhe t B sk Rerrium 
Nfeasuri ng a Utility' s Cbst (firicEsp^l Management ( firing 1 9 8 5 ) ; hhrri s, R S. , anc 
N&rst on, F. C , " Est i nat i ng Shar ehol der R sk Rents' LfeiQhgwtAialFysecast s, " 
Financial Management ( Sumner 1 9 9 2) . 
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i nHope and Bluefield. Mbr eover, i t avoi ds t he conpl exi t i es and I i ni t at h 

of capi t al rrarket net hods and i nst ead f ocuses on thed returns ea 
book equi t y, which are readi I y avai I abl e to i nvest ors. 

The si npl e, but powerful concept under I yi ng t he expected ear ni n 

appr oach is t hat i nvest or s compare each i nvest rrent width ertrtsd i ve 
next best opport uni t y. yf i fcheunafcl fei tt o of tier ai rrrfefer to t hat 

avai I abl e from ot her opport uni t i es of corrpar abl e sriaMJl ihwsster 

unwi 11 i ng to suppl y theoncapidarionabl e terns. ftoig exi\sistors, 
denyi ng t he ut i I i ty an oppdrd)uniisyi what i s avahi abl leer f rsi ni I ar 

risk al t er nat i ves pr event s t hem from ear ni ng t heiaostoppHfir t urapli y al . 

I n t hi s si t uat i on t he gover nrrent is ef f ect i vel ye tdki rigiv£4teor s/al u 
capi t al wi t hout adequat e corrpensat i on. 

The t r adi t i onal corrpar abl e ear ni ngs t est i dent i f i esnpani §60up of 

t hat ar e bel i eved t o be corrpar abl e in risk to ddtaal ut idartryngs The 
of t hose corrpani es on t he book val ue of t hei r i Brest rrent are t h 

corrpared to t he al I owed ret urn of t he ut i I i ty.t i onalWii I e t he t radi 

corrpar abl e ear ni ngs t est is i npl errent ed usi ng hi stakenalf rdata t 
t he account i ng recor ds, it is al so corrron to userqbiuDjract boris of 

book i nvest rrent, such as t hose publ i shed by r ecogni oted i nvest rre 

advi sor y publ i cat i oasg., ( Value Li ne) . Because t hese expect ed r et ur ns 
book val ue equi t y are anal ogous to t he al I owed rfeyiira oat ea ut i I 

base, t hi s rreasur e of opporctosMy resuhtsa i di r ecppl es" feo appl es" 

corrpar i son. Ity appl i cat i on of t he expect ed ear ni ngs appr oach w 
focused excl usi vel y on forward- I ooki ng projections^! ntta.hi stori 

M)r eover, r egul at or s do not set t he ret ur ns t hat i hnvfebfeor s ear n 

capi t al rrar ket s ® t hey can onl y est abl i sh t he al I baedvaf afeur of oa t 
utility' s invest rrent, acfe aref lidcd e adaowp records a resul t, t he 

expect ed ear ni ngs appr oach pr ovi des a di r ect gui de ato t hesur e t h 

al I owed FOE is si ni I ar to what ot her ut i I i t i es stof widdnpaeabh e om i 
i nvest ed capi t al . Thi s opport uni ty cost test tttaeBetmobl requi re 

model s to i ndi r ect I y i nf er i nvest or s' per cept i orixed r con sltchsrir pr 

rrar ket dat a. Pe I ong as t he proxy corrpani es fefe fehei har in ris 
expected ear ned r et ur ns on i nvest ed capi t al provi ctechaarldi rfeot be 

i nvest or s' opport uni ty costs t hat is i ndependent stfoclf I iprtiirfs,ng 
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rarket- to- book rati os, debates over DCF growth rriitats.ons or the I i 

i nher ent i n any t heor et i cal model of i nvest or behavi or. 
For t he firrrs in t he oiijbj I i tVheGret urns on corrroyi equi t 

proj ected by Val ue Li ne over its forecast hori zon are shown on 

Schedul e VIA- 7 . Gbnsi st ent wi t h t he rat i onal e eweltof3pentj t he d 
of t he br+ sv growth rat es, t hese year- end val ues taerevecageert ed 

r et ur ns usi ng t he sarre adjust rrent f act or di scusseddessaf Icped and 

on Schedul e VIA 2 . As shown on Schedul e VIA 7 , Val ue Li ne' s 
pr oj ect i ons for tirtet^ti Goup suggest an aver age R2E%of 1 1 . 

Q ven t he f act t hat Val ue Li ne is r ecogni zed as tctier cutaatted wi del y 

i ndependent i nvest rrent advi sory servi ce, its pr oj ect i oet irofis eison 
ut i I i t i es provi de an i rrport ant gui de t o i nvest or.s' expect at i ons 

7. Flotation Costs 

The common equi ty used to f i nance the i nvestrrent etB iifei I i ty ass 
pr ovi ded f rom ei t her t he sal e of st ock in the r cap* bat r eteakefed o 

earni ngs not pai d out as di vi dends. VMen equi Ligh i iheraissfed thro 

of common st ock, t here are cost s associ at ed wi t h rl'evtl (Mjuirkf t he 
securi t i es. These f I ot at i on cost s i ncl ude servabps aacbunbengj eg 

and printing, as well as t he fees and di scount satpai ttr oker sconpens 

for sel I i ng t he st ock to t he publ i c. A so, Sonar katgue t hat t he 
pr essur e" from t he addi t i onal suppl y of common stoekkefend ot her 

f act or s may further reduce t he amount of funds taenutiiti i ti^ssmrt s w 

common equi t y. 
VMi I e debt f I ot at i on cost s are recorded on t he IMxjks of t he ut i 

amortized over the life of the issue, and thuesctiixrwcrosacaBi tcMe eff 

debt capi t al, t here is no si ni I ar account i ng t eeat befit etpi t pnsur 
f I ot at i on cost s are r ecor ded and ul t i net el y r ecogrbi sefl.y, ni t eiartie 

of r et ur n is aut hor i zed on f I ot at i on costs necesfear i bjst ai ncuar ed 

port i on of t he equi ty capi t al used to f i nancoAorpdl^nt. equi tlyi ot her 
f I ot at i on cost s are not i ncl uded in a ut i I i t yfees neat ber bafebat becau 

port i on of t he gross proceeds from t he sal e of cchmbra ffayck use 

f I ot at i on cost s i s avai I iaWest t d n pi ant and eqiorpnamtp f I ot at i on 
costs capi tal i zed as ani bl etaagset. Lhl ess sonen previ aide to 

recogni ze t hese i ssuance .costs ut i I i t y' s revenue areqwiliierrembt f ul I y 
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refI ect al I of the costs i ncurred for the uda of Bwmters!heriun 

is no accounting convent i on to accunul at e t he f I sfesiriiatiecbosi th a 
equi ty i ssues, they rrust be accounted for i ndi rpefaf§l, with an u 

adj ust rrent to t he cost of equi ty bei ng t he most srtogi cal nechani 

I am awar e t hat t he (PLC has not r out i nel y appr ovecbsta f I ot at i on 
adj ust rrent for PG& E in past proceedi ngs, but thasevcdsace in t h 

provi des a theoreti cal and practi cal basi s to i rtdloideofcorfdiaSataon 

cost s for PG& E Fi r st, an adj ust rrent for f li ctitatd otmr trfcostpsastassoc 
equi t y i ssues i s appr opr ieat e.whenev t he ut i I i t y i serrplcit i rapt any 

new sal es of common stock. The need for a f I cbtnadritontacost adj us 

corrpensat e for past equi t y i ssues been r ecogni zed i al t he f i nanc 
I i t erat ure. Pubtic Utilities Fortnightly art i cl e, f or exarrpl e, &i gharp 

4berwal d, and Gfepenski demonstrated that even if nfe fasUesr sto 

are cont errpl at ed, a f I ot at i on cost adj ust rrent i ns al fe f atjureedyeto 
keep shar ehol der s whol e, and t hat t he f I ot at i on cosist adj ust rrent 

consi der total equi ty, i ncl udi ng retail e&irriitigftJcyy 

Regulatory Finance cont ai ns t he f ol I ow ng di scussi on: 
Aiot her cont r over sy is whether t he f I ot at i on cost ubfcSI osfahbfe sho 
be appl i ed when t he ut i I i t ycoiifeerrplcat i ng an i rnri nartron co 
st ock i ssue. Sorre argue t hat f I ot at i on costs trie beeal and shou 
r ecogni zed in cal cut at i ng t he f ai r rat e of retturronlqn adquittl>Q bu 
tine when t he expenses are i ncurred. I n ot her t ivaurds;ost the f I ota 
al I owance shoul d not cont i nue i ndef i ni t el y, but shoul tihebe made 
year in whi ch t he sal e of secur i t i es occurs, oiitiriuirrag need for c 
corrpensat i on in f ut ure years. Thi s ar gurrent i rrpbrirpany t hat t he c 
has al r eady been corrpensat ed for t hese cost s and/ or t he i ni t i al 
cont r i but ed capi t al was obt ai ned f r eel y, devoi d n ofcosir^ f I ot at i o 
whi ch is an unl i kel y assunpt i on, and cert ai nl y cnotrrcsippl i cabl e t 
ut i I i t i es. ... The f I ot at i on cost adj ust rrent carasatd-be st ri ct I y f 
I ooki ng unl ess al I past f I ot at i on cost s associ afeeds wh&he past i s 
been r ecover er#.° 

The f ol I owi ng exarrpl e derronst rates t hat i nvest or s wilt! he not have 

opportuni ty to earn thei r requi red rat".©., of dretdend (yi el d pi us 

expected growth) unl ess an allowance for past f feot aticbodedost B i 
the al I owed rate of r^quirty.on ^ssurre a utility s®U"th $of 

common st ock at t he begi nni ng of Year 1 . I f f Itcttsat iwtri I idqst s ncurs 

59 & i gham E F. , Aaerwal d, D A , and Gfepenski , ity_. REot.at i dn Gtfibsdrs ipJ Ffete 
IVfeki ng, 'Public Utilities Fortnightly, IVfey, 2 , 1 9 8 5. 

Mrr i n, Fbger A , gil dltewy Wi nanc public Utilities Reports. Inc. ( 2 0 0 6) at 3 3 5. 
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of $0.48 ( 5 % of t he net pr oceeds) , t hen t onl ynv$s6 . i 6 2 is 

r at e base. /%surte t hat sbarohol der s' r equi r ed r atteir rof i a" 
11. 5 %, t he expect ed di vi dend in Year; 1 a icfcvi$le0id $i @l d ( of 

5 per cent) , and t hat growt h is expect ed to bes QfevS <30ed annual I y. 

in Tabl e 2 - 6 bel ovy if t he al I ov\ed rat e of rtet/ur ns oonl porrron equ 
equal to the uti I i ty' s 11. 5 % " bare bones" n cost of equi ty, con 

st ockhol der s w 11 not eameqiiilf®(t rate of ret urn r or$ t Kfe 

invest nent, si nee growth w 11 r eal I y onl y be 66 .255 Wo, i nst ead of 

TABLE2-6 
PACIFIC GAS AND ELECTRIC COMPANY 

NO FLOTATION COST ADJUSTMENT 

Common Retained Total Market M/B Allowed Earnings Dividends Payout 
Year Stock Earnings Equity Price Ratio ROE Per Share Per Share Ratio 

1 $ 9.52 $ - $ 9.52 $ 10.00 1.050 11.50% $ 1.09 $ 0.50 45.7% 

2 $ 9.52 $ 0.59 $ 10.11 $ 10.62 1.050 11.50% $ 1.16 $ 0.53 45.7% 
3 $ 9.52 $ 0.63 $ 10.75 $ 11.29 1.050 11.50% $ 1.24 $ 0.56 45.7% 

Growth 6.25% 6.25% 6.25% 6.25% 

The reason that investors never really earn 11 .stfxri&t dm their in1 

t he above exarrpl e is t hat t he $0.48 in ty ot afcLonedcotbs i ni t i al I 

rai se t he common st ock is not t r eat ed I i ke debt i ssuance cost s 

(i.e., amortized into i nt er est expense and t her ef or e errbeddedi ng t he 
cost of debt) , nor is it i ncl uded as an asset in rat e base. 

I ncl udi ng a f I ot at i on ccfetenbdj atel ows i nvest ors t O y be f u 

corrpensated for t he i rrpact of t hese cost s. Che araeBbnl y r ef er e 

net hod f or cal cul at i ng t he f I ot at i on cost adj ustirfrtr^ titae to mil t 
dividend yield by a flotation cost percentage. dihdsdendw^ihel <& 5% 

and a 5% flotation cost percentage, the f I otartoni rcottie adj ustrre 
above exarrpl e would be appr oxi mat el y 2 5 basis point sin Tate e shown 

2 - 7 bel ow? by allowing a rate of return on 7o&i#&ri £qahty of 1 1 
1 1 . 5 % cost of equi ty pi us a 2 5 basi s pot nfent f I pt at i on cost adj i 
investors earn their 11. 5% required rate of I rajrenviji isncmwactua 

equal to 6 . 5 %: 
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TABLE2-7 
PACIFIC GAS AND ELECTRIC COMPANY 

INCLUDING FLOTATION COST ADJUSTMENT 

Common Retained Total Market MB Allowed Earnings Dividends Payout 
Year Stock Earnings Equity Price Ratio ROE Per Share Per Share Ratio 

1 $ 9.52 $ - $ 9.52 $ 10.00 1.050 11.75% $ 1.12 $ 0.50 44.7% 
2 $ 9.52 $ 0.62 $ 10.14 $ 10.65 1.050 11.75% $ 1.19 $ 0.53 44.7% 

3 $ 9.52 $ 0.66 $ 10.80 $ 11.34 1.050 11.75% $ 1.27 $ 0.57 44.7% 
Growth 6.50% 6.50% 6.50% 6.50% 

The only way for i nvestors to be ful I y corrpensatedccfebs issuance 

to i nol ude an ongoi ng adj ustrrent to account for cqKksd vfttartati on 
set t i ng t he r et ur n on cornmbiy. equi Thi s is t he case Dfegawtibfeher 

or not t he ut i I i ty is expected to i ssue addi tiranal ststafcresn of co 

t he f ut ur e. 
VW I e ut i I i ty stocks cont i nue to t rade at pri ca& tWtue,exceed bo 

t hi s says not hi ng about t he need t o r ecogni ze t fto i rratfjffiactcosJfs I eg 

of i ssui ng common st ock when est abl i shi ng a fair, rat el rrsfestiOTtsurn 
det errri ne t he pr i ce t hey are wi II i ng to pay f or ona sttake of cornn 

based on t hei r assessment of expect ed cash flows iaskfe. rel at i ve r 

The f act t hat t he rrar ket pri ce of a ut i I i t y' s eaterarfauDk st ock exce 
value doesn' t change t he fact t hat i nvest or s mist dppordjiLraiittgd an 

to earn t hei r requi red rate of?// irratastred oreapi tal , i ncl udi ng t hat 

port i on pai d out as i ssuance expenses. fie I derrorafenpl ©d in t h 
above, thi s can only occur if an upward adj ustrwit rrricte tttoe FOE i 

account for f I otati on costs. 

I n addi t i on to t he t heortetfi ias&t i g>rais for r ecovdratigDnf I cost s 
associ ated wi t h past sal es of common st ock, F03 silt t i n§l so be in 

f I ot at i on cost s associ at ed wi t h ongoi ng sal es of siewncfc toast ®sd A 

ear I i er, PG& E is faced wi t h t he chal I enge of f i narapirtgal enor rnous 
r equi r errent s. I n or der t o neet t hese cormi t rrent s niwt§ I ® rrai nt ai 

bal anced nix of I ong- term capi t al sources, FOG aafl ieci pit es t he 

si gni f i cant amount s of new common st ock. Oi November 2 8 , 2 0 1 1 
FOG f i I ed a pr ospect us suppl errent wi t h t he Secur i t i ege and Excha 

Gbrmi ssi on gover ni ng t he sal e of new common shar es wi t tof far i gnpss 

pri ce of up to $ 4 0 0 ni 11 i on. Iteanwhi I e, xefM bin not ed t hat, " [ 
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management' s comrri t rant t o i ssue a t ot al of $ 1 bi I feqont y&f cerrn© 

a key r at i ng dM ver. 
Wbr eover, consi der i ng t he i rrpact of f I ot at i on corfai nhgul d not u 

penal i ze ratepayers. The only pur pose of t he jfdirfirtrnton i soslto ad 

al I ow the liti I i ty an opportuni ty to recover a raassraaigbl e and ne 
expense associ ated w t h rai si ng equi t y capi t al . ar/te ercji sciMmfe e 

costs are di rectI y anal ogous to debt i ssuance expensffirfifrWty are 

r ecover ed f r om r at epayer s. A f I ot at i on cost adj 1st nonfet i dote no 
any form of " w ndf al I" for i nvest ors; rat beeps M I egr fei yrat eecogni 

cost of r ai si ng capi t al t hat is i nvest ed i n ft® rfrcvi i t i es used 

cust orars. 
Ther e are a number of ways in whi ch a f I ot at i on amt twij ust rant 

cal cul at ed, but t he most coraion rat hods used t o dbsbucib for f I o 

cost s in r egul at or y pr oceedi ngs is to appl y an navecsdje f I ot at i o 
per cent age to a ut i I i t y' s di vi dend yi el d. Basddhe orf i raancrasvi ew of 

I i t er at urN,ew Regulatory Finance concl uded: 
The f I ot at i on cost al I owance r equi r es an est i mat edo atlfiest rant t 
r et ur n on equi t y of appr oxi mat el y 5 % to 10%, i zfeparf ng on t hi 
r i sk of t he 9%sue. 

A t ernat i vel y, a study of dat a f rom Mbrgan St anlsepnaeegar di ng is 
cost s associ at ed w t h ut i I i ty common st ock i ssuancea awggegbs a 

f I ot at i on cost per cent age cf3 3 .Vtfl t%. respect to shar es sol d under 

FOG s equi ty di stri buti on agreerant, FOG has agreed to pay an 
underwriting fee equal to 1 . 0 % of gross prooeedsther i n addi t i on t 

offeri ng expenses and I egal64 fees. 

Appl yi ng t hese expense per cent ages to a repr esent at i veyi dl di dend 
for a ut i I i t y of 4 . 5 % i rrpl i es a f I ot at i one cos tier adpfist Sent t oon t h 

4 5 basi s poi nts. I ssuance costs are a I egi tiIrrateccmfrasde, and 

61 Fitch Sitings Ltd. , " Fitch Cbwigrades FOG & PG8+E' $ I EMI cbk '3FH§lse, " 
Release ( Dec. 1 6 , 2 0 11). 

62 Fbger A M)r i n, " Nbw Ftegul at or Reports, Inc. at 3 2 3 ( 2 0 0 6 ) . 
63 Application of Yankee Gas Servi ces Cbnpany for a F&teCFLBbr§&sfeet ND. 0 4 - 0 6 - 0 1 , 

• rect Test i nony of Gfeor g®kehr ot HE (Jul. 2 , 2 0 € 4GJE- tt1 .Bdii .b Ifxiat i ng t he resul t 
pr esent ed by M. Eckenr ot h t hrough April 2 0 0 5 anal aeer ageul f fedt at hon cost 
per cent age of 3 . 6 %. 

64 PG& E Gbrporat i (Strpspectus Supplement ( Nbv. 2 8 , 2 0 1 1 ) . 
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t hat t hey be consi der ed i n eval uat i ng an FOE f or RS& Ey from w t h 

r easonabl e r ange. 

D. Return on Equity Range for PG&E 

Thi s sect i on addr esses t he econoni c r equi r errant s f or e RSi Esefnati 

on equi ty. 11 di scusses t he r egul at or y pol i cyfi rrcpasaDnsr etfuurn anroi 
equi t y t hat is not suf f i ci ent to rraintain PG&djEi ty fanrtncafsll i tiyrt d o 

at t r act capital, and derronst r at es t he benef i t s tan cHsEortenat of 

refI ects PG& E s need for f i nanci al strength. ti oFi npffeyqntsthrry sec 
concl usi ons r egar di ng a f ai r FOE r ange and rry r ecornrerwled PEKE f 

1. Implications for Financial Integrity 

G ven t he soci al and ecorapict ance of t he ut i I i t y, i ndbst r s 
essenti al to rrai ntai n rel i abl e and econorrical sensuoersto al I co 

Chsh f I ow pr ovi ded t hr ough t he al I owed FOE is a Iseppoirtigngdi ent 

a ut i I i t y' s credi t qual i t y and i t s access 16 s capisttartrrer s tVtttl e i t 
ul t i mat el y r eal i ze t he benef its of i ncr eased i rivf^t rienftrastrr udtiiirt e, 

a uti I i ty' s abi I i ty to f ul f i 11 its rrandate fcani tbel acfesprbhesed i 

necessar y f i nanci al wherewithal or is unabl e to efef-'rci ent ret or n s 
at t r act capi t al . 

The rraj or rat i ng agenci es have warned of exposure ites uncertai nt 

associ ated wi t h pol i t i cal and regul at ory devel oprrertt^, i n espesival of 
t he cur r ent f i nanci al and oper at i ng pr essur es idastfrlye ut i I i ty in 

I nvest or s under st and j ust how swi f 11 y unf or eseen ci ceorrst eadest o 

det er i or at i on in a ut i I i t y' s f i nanci al condi t isms hsarad st akehol d 
di scovered f i rst hand how di f f i cul t and corrpl ex rretiy cfehe be to re 

si t uat i on af t er t he f actor s' I neeebsed r et i cencppl t/o addi t i onal 

capi t al dur i ng t i rres of cri si s hi ghl i ght s t he eiaoes^i tfy narfci qir es 
f I exi bi I i t y and t he i rrport ance of al I owi ng an adequat e REE 

Gbnsi deri ng i nvesfetor hei ght ened awareness of t he riatef associ 

with the uti I i ty i ndustryianagi itttnat resul ts wheri I iaty'uts f i nanci al 
f I exi bi I i t y is corrpr orris sed, f ai r and bal anced rqgulcatuscoral rdrrai n 

FG& E s access to capi tal . rs rleocgpticze that regdtiafci arts own 

ri sks, and t hat const r uct i ve regul at i on is a dt^porit riigjrcpdii&riitl i tiyn 
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credi t rat i ngs and f i nanci al i ntegri ty, part i esl aof y adwerag t i m 

condi t i ons. 
R t ch concl uded, " [ G] i ven t he I i ngeri ng rat e of duneqblBoynent an 

concer ns about t he econorry, t her e coul d v\el I be posteet sat ef adve 

deci si ons, and t hose conpani es wi t h little f i nanaii <£! siiMii on co 
adver se effect!? " M)ody' s has al so errphasi zed t he need for r egul at or y 

support, concl udi ng: 
For t he I onger terrp however, we are beconi ng i nerBadi ngl y cone 
about possi bl e changes to our f undarrental assunpti ons about 
r egul at or y risk, par t i cul ar I y t he pr ospect of d npolei t iadaier sar i a 
( and t her ef or e r egul at or y) envi r onrrent. A prolonged r ecessi ona 
cl i rrat e wi t h hi gh unenpl oyrrent, or an i nt ense panj od canfil d i nf I at i 
rrake cost r ecover y rrore uncrff ai n. 

S& P not ed " t he qual i ty of r egul at i on is at t hmalfpsiei r croft of our 
ut i I i ty credi t wort hi ffes. " 

Ftegulatory si gnal s are a rtaj or dr i ver of invest await fidrsk assess 

uti I i ti es. Securi ty anal yrtMirisfeii# orders and ategtyi pol i cy 
st at errant s t o advi se i nvest\bese t o put t hei r rroneyler t H&nsi 

recent exanpl e of Chi o, where regul at ors' ret react iappraafal ittorpri 

a stipulated set 11 errant of a t r ansi t i on pi an I cadi tttoe war ni ngs fr 
i nvest rrant cormuni t y and si gni f i cant deel i nes i n pot i±B§f st bfck 

CFUC act i ons i nst i 11 conf i dence t hat t he regul at ory i envi r onrrent 

support i ve, i nvest ors rrake capi t al avai I abl e tat Cbfei f onni aoret i I 
r easonabl e terns. VMen i nvest or s are conf i dent hslshafeuppontrf Mei t y 

regul ati on, they wi 11 rrake funds avai I abl e everrroih iiirrafeheof tur 

f i nanci al rrar ket s. Mbreover, suppl i er s of f uel yver, r epl acerrant po 
equi prrant, and t he ot her goods and servi ces necessbey 11 ght keep t 

on in California wi 11 offer rrare f avor abl e t erlrys attar orag fiitridnictiyal 

6® Fi t ch Fkt i ngs It d. , "US. U i I i t i es, Fbver k, aGbo/bQ^o&e® No&h /AQjfehoa 
Special Report ( Cfec. 4 , 2 0 0 9) . 

66 Msody' s I nvest ors Servi ce, " U S. Ftegulated r Ntint bt i Lptfatedi/Sfry 
Outlook ( Jul y 2 0 0 9) . 

67 St andard & Fbor' s Cbr por at i on, " /tesessi ng U 6ry Bivl 'rbynefte§\JRMingsDirect 
( Nbv. 7 , 2 0 0 8) . 

68 See, e.g.. St andard & Fbor' s Cbr por at i on, " Chi o Ltility dfegrfflfcaloT & Ebgefei ve 
For Q edi t Qjal i ty O Fbver Cbrrpani es I n T^etinStsHiepct ( Feb. 2 7 , 2 0 1 2 ) ; Test a, 
C&n, " Thursday' s Energy Stocks: AB3 shares si i deul dfte idjiect respcuri ty pi an, " 
SNL Financial ( Feb. 2 3 , 2 0 1 2) . 
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oper at i ng under const rye r egul at i on t han to a lit i fihpncwhbse 

wherewr t ha! is suspect. S nee t he (PLC i s PG& EEy s rfplratrqr, ut i I i 
i nvestors and suppl i ers I ook to the Cbrmissi on to teisyessuppegtil a 

behi nd t he Gbrrpany' s f i nanci al and cont r act ual obi egat F68tsE VM 

can negot i at e from a posi t i on of f i nanci al st r eagt bet I fer vdfefcl c£br 

its cust oners. 
The i nvest rrent conmini t y has recogni zed t hat past r egul at or y 

deci si ons have general I y been support i ve of PG& E ty, cr&liitt qual i 
MxxJys not ed t hat California i nvest or - owned utilities rm^ face 

chal I engi ng envi ronrrent due to el ectri c rates thttan arretitanglier t 

aver ages and by t he st at es weakened econorty, and citedndhe add 
pr essur es of envi r onrrent al i ni t i at i ves and f ut ur®rtp»lrittiie§8l unc 

VMi I e t he vari ous adj ust rrent rrechani srrs approved f or PG& E are 

support i ve of its credi t qual i t y, i nvest or s r ecogiiiszeexpbsted PG& E 
si gni f i cant ri sks associated eraergy pri ce vol at i liidiyig arwbstrs, and 

concerns over t hese ri sksbebawe i ncreasi ngl y pronounced tihe 

i ndust ry. The (PLC s adjrwKtln®nitsrrs are a val uabl e eeaof 
ni t i gat i ng t hose r i sks, but t hey do not el i ni nHhe Mjeost rrent VWi I e 

rrechani srrs appr oved for PG& E part i al I y at t enuat e expbsdrieDn.t o at 

t hi s I evel i ng of t he pi ayi ng f i el d onl y serves 't cs puppsrtvflni tFJG& E 
to earn its aut hor i zed ret urn, as requi red by ateet yibl i shed regul 

standards. 

M>r eover, ut i I i t i es i ncr teiefiglty from a wr de var i et y of 
rrechani srrs desi gned to ni t i gat e agai nst t he ri sks fcfesoci at ed wr 

f I uct uat i ons in cost s and r egul at or y I ag. RMJs&rly v6re®fcl, t hitiie i 

corrpani es in t he proxy group oper at e under a variofetyevrinu®ost an 
adj ust rrent rrechani srrs, whi ch range from r i der s to rAtover bad d 

expense and post - ret i rerrent errpl oyee benef i t cost s tto cAc^uaaSsTen 

desi gned to address the ri si ng costs of envi ronrrenfeal corrpl i anc 
rreasures. Pe a resul tt,i gattilw riin ri sks associ atedi Iwttiles' abi I i ty 

to att enuat e t he i rrpact of f I uct uat i ons i n cost st hes cosf I ected i 

equi ty est i rrat es devel oped ear I i er. 

69 MxxJy' s I nvest or s &rvi ce, " Qedi t Qoi ni on: ISatrficc Q6bpan^®6t6/ Credit 
Research ( Apr. 4 , 2 0 11) . 
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Fi nal I y, t he i rrpact of cost adjust rent and otherhamiespiatory rrec 

are consi der ed by t he investment conmini t y in its assesshehtty'ofs 
over at I ri sks and i ncor por&bed ciedi t rat i ngs usdcbblticsh est he 

Utility Goup. Because tt he* afcregft antlueVaLi ne i tsk cat or s for 

the proxy corrpani es are corrparabl e to PG& EE, thereori sanpo basi s f 
adj ust rrent r el at ed to speci f i c regul at ory provi si ons. 

PG& E f aces a number of chal I enges t hat r equi r e r eadpi t afccess t o 

on r easonabl e terns in or der to maintain rel i ablteheservi ce, and 
ci r currst ances hei ght en t he importance of f i nanci al strr®$ujtat orqnd 

support. PG&E s nucl ear generat i on, while savi mrijfi amtt oners si g 

ener gy cost s, can necessi t at e huge unexpect ed expenaii t m®srpl e, Fo 
i f f eder al agenci es or der ed FG& E t o shut down one oit i ngpr «ni §ener a 

( possi bl y in r esponse t o secur i ty t hr eat s or e\lerftcsr nifs^r ftrtbna Ca 

woul d impose si gni f i cant r el i ance on whol esal e power rraetket s to 
ener gy short fal I s, and reqiEret oPGSbbi I i ze money and ooedia 

si gni f i cant seal e. 

I n addi t i on, whi I e Chi i f or ni a f requent I y posi Pi dnaadi ib§el Pdgat t h 
of ener gy pol i cy, t hi s pr ogr essi ve st ance exposes tffiMEeSot hatcer 

are not faced in ot her part s of t he nat i on. s Airtartdabias erri ssi on 

and FPS st andar ds pose addi t i onal chal I enges and r i sksgl I y esftan 
t he under I yi ng mar ket syst ems ar e corrpl ex and unt eshad ng t fttii I e 

potenti al to advance pol i cy goal s and produce envi rdrirteital ttares 

can al so be unant i ci pat ed abhphsc and r i sks ® a f ami rtrita w 
cl ear a decade ago wi t h t he i rrpl errent at i on of unblshdve^ and a 

mar ket st r uct ur e. 

Pe di scussed i n Chapt er 1 , PG& E expect s t o i nvest I i Doughhy $ 1 5 
ut i I i ty i nf rast ruct ure over t he peri od 2 0 12- 2r©y1 4qual artso amount ne 

FG& E s enti re rate base j ust 8 years ago. @G&tB weifee be requi re 

subst ant i al capi t al from new i nvest ors to meet t heanasabci at ed f 
requirements. R ovi di ng an REE t hat is sufficiert i tivesitarTpensat 

and rrai nt ai n PG& E s abi I i tapt t ©apffltttat, i s const fat etstie w 

econorri c r equi r errent s emtoodi ed in t he Supr erne IQopxA' SBnd 
Bluefield deci si ons, but it is&fise cost B0ers' best interests, 

i nvest ors and suppl i ers quefafetber t he CPLC s regul pbbiyi es wi 11 
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provi de adequate support for the Gbrrpany' s fi nanci alusticMtwcp"i ty, 

become exposed to I ess rel i abl e and more expensi vecart i I i ty serv 
Gbnsi der t he ef f ect s of t he California ener gy cdi s2s0 Dn1 2 0 0 0 ai 

Utilities were forced to use cash flows from operate arts,ng taritou 

I i nes, and remaining access to short - and I ong-d t er m debt to fun 
unr ecover ed ener gy suppl y cost s and maintain service r^.o cust orre 

Thi s I ed to a sharp det er i or at i on in f i nanci aler®orldid|tiiianli,ty a sev 

cr unch, and a dr arrat i c i nor eased! t risk. /%orrner cealil t, c 
banks were hi ghl y reti cent to extend f i nanci ng f cati aarogoiang rapsr 

const r uct i on and count er part i es i nvol ved i n neet iesdf t hBsiengy 1 i t i 

needs became unwi 11 i ng to transact busi ness absent idpedieatrts.cred 
U t i net el y, t he ni snat ch bet ween r evenues and expenses i rr eiffif ffl 

f i 1 i ng for bankr upt cy pr ot ect i on in Pgr i 1 2 0 0 1. 

The chal I engi ng capi t al rrar ket envi r onnent hi ghl i ghtist s t htf benef 
st r engt heni ng PG& E s cr edi t st andi ng in att r act irrapdefche t ocapi t al 

secure rel i abl e servi ce at a I ower cost for custprrecarse fCbamgi n 

t he pat h of est abl i shi ng an FOE t hat support s f hnanoubd bferengt 
ext r errel y short - si ght ed. S nee its r ecover y f aorrenfehgy Chf i febspi 

cust oners and t he st at e' s econony have benef i t ed f rdrarrPGSt(E s re 

f i nanci al f I exi bi I i ty and abi I i ty to rai se capi ttairrraon reMonabl 
i nvest or s per cei ved t hat t hei stors was wi t hdr awi ng ipxsrt sifpor 

FO& E s f i nanci al st r engt h at t hi s cr uci al j unttiir &,i kel tyheri) aket aAou 

I ong tine to r e- est abl i sh t he well- deserved reputOrtrirorssitdrat t hi 
has earned among i nvest ors. 

The FOE est abl i shed in t le s wrdis send an i rrpor t antt o si gnal 

i nvest ors. The (PLC has an opport uni ty to showzddnatt he t recogni 
importance of f i nanci al st r engt h and support i ve regal latmdng an By 

FOE in t hi s case t hat r ef I ect s capi t al market rEal st i esi qaed FG& 

f i nanci al chal I enges, t he (PLC wi 11 r eaf f i r m t d> t i nvasHEliaiss t hat 
cornritted to a bal anced r egul at or y regi rre in California. 

2. Capital Structure 

An eval uat i on of t he capi t al st r uct ur e rai nt ai nes! e\tajnt a i ait i 1 i t y 
al so r el evant i n eval uat i ng FSE fa G her t hi ngs hiegfoHt, debt 

rat i o, or I ower common equi ty rat i o, t ransl atefei nantoal i ncrefesed 

2-49 

SB GT&S 0446932 



1 

2 

3 

4 

5 

6 

7 

8 

9 

1 0 

1 1 

1 2 

1 3 

1 4 

1 5 

1 6 

1 7 

1 8 

1 9 

2 0 

2 1 

2 2 

2 3 

2 4 

2 5 

2 6 

2 7 

2 8 

2 9 

3 0 

3 1 

3 2 

3 3 

3 4 

for all i nvest ors. A gr eat er amount of debt nesnshavwr ea i nvest o 

seni or cl ai m on avai I abl e cash f I ovy t her eby r edotyngt htetie eoeftt a 
w 11 r ecei ve hi s cont r act ual payment s. Thi s i acr teese&hi the risk 

I enders are exposed, and t hey requi re correspondi <bf gher ra 

i nt er est. From common shar ehol der s' st andpoi nt, rat i di gheensdebt 
t hat t here are proport i onat el y more i nvest or s aheanf ebgf then? t h 

i ncreasi ng t he uncertai nty as to t he amount of >pasht rtsltovyw II i f an 

renai n. 
PG& E s capi t al st r uct ure is pr esent ed in t he t est i fibjiyir. of w t ne 

Pe surarar i zed in hi s t est i rrony, t he common equi t y naMrput eised t o 

PG& E s over al I rat e of r et ur n v\as 5 2 % in t hi ahi fjepceedfeng. IVfear 
shown on Schedul e VEA 8 , common equi ty rati os fori i ttyne other uti 

oper at i ng corrpani es owned by t he f i r n$ in t he Ut icjed y f rOrmp r an 

I ow of 4 7. 5 % to a hi gh of 61. 8 % at year§ -fend 32ZQ 11, anc 
Schedul e VEA 9 di spl ays t he capi t al st r uct ur e data 0a! 1 yedrer end 

t he i ndi vi dual firms iiri i ttyie Gtrtup. Ps shown trhrar e,equi (tgm 

r at i os for t hese ut i I i t i es ranged f rom a I ow of of 3 B 9 9 %%toata hi gh 
year- end 2 0 11, and aver aged 4 7 . 3 %. Value stoanegeexpect s t hat 

common equi ty rati o for orf^hegtproup of uti I i ti es ge114 Sfevertfe% over 

t he next t hree to f i ve years, w t h t he i ndi vi dual at iasammnran^qig t y 
from 4 3. 0 % to 55. 0 %. 

Fr om an i nvest or' s per spect i ve, t he r el evant capi t tesedt r uct ur e 

on t he mar ket val ues of secur i t i es because i nvest ays amain sehl y b 
securi ti es at rrarket val ue. To be abl e to rariiss crapttalpay corrpa 

r et ur ns t hat ar e corrpet i t i ve at t he cur r ent rrar&et spsriucest i erf, t h 

not the embedded book val ue of the nix of stocks aad rbeofcfe, Pe 
t he market val ue capi t al ifzart i drtne firms in t heoilpt i taitsp 9er ves 

as a benchrrar k i n eval uat i ng PG& E s capi t al st r uct urosi Pe show 

Schedul e VEA 1 0 , at year- end 2 0 11, t he rtarketi i/dt uet heapi t al i za 
firms in t he Utility Qoup implied an aver age cdrworDf ecpi®y. Ssfto, 

or 5 8. 1 % based on Val ue Li ne' s pr oj ect i ons (East i bar i 2D6. 14-16 

Pe di scussed ear I i er, ut i I i t i es are f aci ng t hel ofigoi ngnepgjyent i a 
mar ket vol at i I i t y, ri si ng cost st r uct ures, t ha gnefedcatib fcapehate 

i nvest rrent pi ans, uncert ai nt i es over accornmodat i ng feohanfeal envi r 
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rrandates, and ongoi ng regul atroi^s. Gbupl ed wthtitte fx* en 

t ur raoi I in capi t al rrar ket s, t hese consi der at i ons ng«r r ita& arae st ro 
sheet to deal with an i ncreasi ngl y uncertai n envi renrrent. A n© 

conservat i ve f i nanci al pr of i I e, in t he form of esquitli^gherat icopniTori s 

consi st ent wth i ncreasi ng uncert ai nt i es and t he need t ft© rraai nt a 
cont i nuous access t o capi t al t hat is r equi red t s fanratl oper at i on 

necessar y syst em invest nent, even dur i ng tines of ativarraeketapi t 

condi t i ons. 
M)ody' s has r epeat edl y wartwdtdns of t he risks assodfelbed 

debt I ever age and f i xed obi i gat i ons and advi sed o utacjudrictes ftsctte t 

opportuni ty to strengthen the bal ance sheet as a tfuflfuwe agai nst 
uncertainties? M)re recent I y, Mbody' s concl uded: 

Fr om a cr edi t per spect i ve, we bel i eve a st r ong h^b!awoke sheet co 
wth abundant sources of I i qui di ty represents oneef efisefehe best d 
agai nst busi ness and oper at i ng risk and pot ent i al ngsegat i ve rat i 
act i ons71 

Snilarly, S& P noted t hat, " we general I y consiidal AevMbt to caj 

of 5 0 % or greater to be aggressi ve or hi ghl yt i See#faged for ut i I 

Fi t ch af f i r rred t hat it epibefctesl sut i I i t i es to enp| o§ti cf oas nix of 
debt and equi ty to f i nance hi gh I evel s of pi anne$ i nvest rrents. " 

M)re recent I y, M)ody' s affirned t hat it expect fei esegbbat ed ut i I i 
st r engt hen t hei r bal ance sheet s in or der " to pr fepM engf og nor e c 

busi ness condi t i ori^ " Thi s is especi al I y t he case f or PG& EE, whi ch f; 

t he pr ospect of f i nanci ng si gni f i cant capi t al expar®i drur fpllart i 
rrarket whi I e at the sane ihtm nrmg its abi I i ty dotoesptdrer 

si gni f i cant chal I enges. 

Nfcody' s I nvest or s Servi ce, " St orm Q ouds <^t her izngi cfror t tldne HMjr t h Anerican 
Bectric Utility SSpexigl 'Comment ( Aug. 2 0 0 7 ) trie" Hi Bi ty EEtector, " 
Industry Outlook ( Jan. 2 0 0 8) . 

M>ody' s I nvest ors Servi ce, " U S. B ect ri c ebfeefei t BeponBacfefea&iairferrr) " 
Industry Outlook ( Jan. 2 0 10) . 

St andard & Fbor' s Cbr pdj^tiiregs Rlundup: U S. BHdtlriitcy Sect or IVfeintained St r ong 
Qedi t Qjal i t y I n A Q oony R2tiQcf$[2irecf ( Jan. 2 6 , 2 0 1 0 ) . 

73 Fitch F&t i ngs Ltd. , "US Utilities, Rowerpk, ®ttsbaCBBW@r OJdrtQ ArrtM&S) 
Special Report ( Dec. 4 , 2 0 0 9) . 

74 M>ody' s I nvest ors Servi ce, "US B ect r i c HI Irrefei e^heacthceiStaismgt heni ng 
Bal ance Sheet s Now VWul d Rot ect QftfietiarComment { Gbt. 2 8 , 2 0 1 0 ) . 
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I n eval uat i ng PG& E s capfct st e, st r lit is al so i rrpootiahtler t o 

t hat, dependi ng on t hei r speci tic at t r i but es, nmttsr accrualot tap- ee 
obi i gati ons that requi re a uti I i ty to rrake specidyecbepdyiwarttad m 

as debt in assessi ng f i nanci al risk. Because rnvfebtordebfconsi de 

i rrpact of such fixed obi i gat i ons in assessi ng ca alut ifkiStiy'i an, f i nan 
t hey i nrpl y gr eat er r i skdueed f imanci al f I exi bi Idrtd^r t o I ra>f f set t he 

debt equi val ent associ ated wr t h off- bal ance sheett hebl utjati bps, nust 

r ebal ance i t s capi t al st r uct ure by i ncr easi ng its conroDndeequt by 
r est or e its ef f ect i ve capi t al i zat i on r at i os t o75pr evi ous I evel s. 

These cormi t rrent s have been r epeat edl y ci t ed by rraj ong bond r at i 

agenci es in connect i on w t h assessment s of ut i I iSk,s.7#i nanci al ri 
Pe di scussed ear I i er, a si gni f i cant port i on of t/tee Gbnpany' s po 

requi r errant s are obt ai ned t hrough PFV%, These cont leatt ual paym 

obi i gat i ons, al ong w t h operat i ng I eases and obi Bgatf otat hassoci 
post r et i r errant benef i t s, are fixed cormi t rrent s w frtarateMr-i sit ii las c 

and are properI y consi dered when eval uat i ng t he firiatpiiafed rbpks 

PG&E s capi t al st r uct ur e. S& P r epor t ed t hat cfcpi LEfctsi o#PG& E s 
to i ncl ude appr oxi mat el y $2.9 bi 11 i on Vn i rtfWitesi d&tet. 

Gbnpany takes acti on to off set t hi s addi t i onal yfi rnmoitadii ninicpk a b 

hi gher equi ty rati o, ihg ieselrtege w 11 weaken PG& E s 
credi t wort hi ness, i rrpl yi ng a hi gher requi red r atorrprfisaM ur n to 

i nvest or s for t he great eft8 ri sks. 

Based on rry eval uat i on, I concl uded t hat t he 5 2 % at common equi t y 
requested by PG& E represents a reasonabl e nix of capiftraim source 

whi ch to calculate t he Gbnpany' s overal I rate ofs rptcposed PG& E 

capi t al st r uct ure is consi st ent wi t h t he capi teal igratuponsf f cut hdrh 
ut i I i ty operat i ng corrpani es. ugh M tfio2 % common equbtyi sratii gher 

78 The capi t al st r uct ure r at i os pr esent ed ear I i er dput edt debfcl udesoci at ed w t h 
Fbvver Rjrchase Pgr eerrent s ( FPA) or t he i rrpact of ruMnershasftf - chtolisgat i ons. 

76 See. e.g.. Standard & Fbor' s Gbrporat i on, " St andard & Fbor' os KfepbbtiatpgptebF 
For US. Utilities' Fbver Rjr chase N&y 7 , 2 0 0 7 ) . 

77 St andard & Fbor' s Gbr pdfartiifbnc GBs & B ect r \foatiOg.sDir'ect ( Dec. 1 5 , 2 0 11) . 
78 4part f rom t he i mediate i rrpact t hat t he f i xedroWsgtt ipmerof ccpts has on t he 

ut i I i t y' s f i nanci al r i sk, hi gher f i xed chargea ngpl sld narredtale fdnsgo bi I i t y, and t he ut i I i t y 
nay face ot her uncert ai nt i es, such as pot ent i al repl aceateat ipowthe event of suppl y 
di srupt i on. 
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t han t he aver age book value equi ty rat i o cur r ent I y titaentai ned b 

Li i I i ty G oup, it is hel I r angfehi of i M ratal r esul for t hi s refer ence 
gr oup, bel ow t he aver age rar ket val ue equi t y capdt afcoiast sbept an 

with the trend towards lower financial leverage expeotlestrfor th 

Pe di scussed ear I i er, i tonsisst ehteo wi t h t he r el aijr eat §r f i nanci al 
st r engt h r equi r ed to count er bal ance t he var i ous exposbyes PGBafed 

Wit I e i ndust r y aver ages pr ovi de one benchrar k for coepiar i son, e 

f i rm nust sel ect its atapirt albased on t he risks psscl s prids faces, 
as well as its specific needs to access the aapaibeial markets. F 

f I exi bi I i t y pi ays a cr uci al r ol e in ensur i ng t haeelwhelrlasw trtafcds t o 

of cust oners, and ut i 1 i t i fcjhoo t h ever age ray be sfedrefcfom 
addi t i onal bor r owi ng, especi al I y dur i ng t i rres of sst peeposed PG& E 

capital structure is consistent with industry benfcheitbs tbed re 
Gbrrpany' s ongoi ng effort s to rai nt ai n its credi t uRfxartdi ng and s 
access to capi tal on reasonabl e terns. The readmabl eness of t 

Gbrrpany' s capi t al st r uct ur e is r ei nf or ced by the abntpeag uncert 

associated with the utility industry and the i npnttiarape of supp 
cont i nued syst em i nvest rrent, even dur i ng tines of bdyeree i ndus 

rar ket condi t i ons. 

3. ROE Recommendation 
The cost of common equi t y est i rat es pr oduced by t hei t alar i ous cap 

rar ket or i ent ed anal yses descr i bed in rty testi rrcny ae<& israirmar i z 

Tab! e 2 - 8 , bel owr Pe shown t her e, t he reeul fippr olchfefee al t er nat i 
expl ai ned in rry t est i rreny r anged f r om 9 . 1 % to 13.2%: 
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1 0 

1 1 

1 2 

1 3 

1 4 

1 5 

1 6 

1 7 

1 8 

1 9 

2 0 

2 1 

2 2 

TABLE2-8 
PACIFIC GAS AND ELECTRIC COMPANY 

SUMMARY OF COST OF EQUITY ESTIMATES 

Utility Non-Utility 
DCF Average Midpoint Average Midpoint 

Value Line 10. 1 % 11. 0 % 12. 2 % 12.6 % 
I EES 9 . 7 % 10. 9 % 10. 9 % 10. 9 % 
Zacks 9 . 4 % 9 . 5 % 11. 7 % 12. 2 % 
br + sv 9 . 3 % 9 . 1 % 13. 2 % 12. 1 % 

CAPM 
lhadj usted 10. 8 % 10. 8 % 
Sze Adjusted 11.5% 11.2 % 

Utility Risk Premium 1 0 . 8 % 
Expected Earnings 11.4% 

Gbnsi der i ng t he r el at i ve st r engt hs and weaknesses i afcfer ent i n e 

net hod, and conservat i vel y giving I ess errphasi s t ondt he upper- a 

lower- nest boundar i es of t he range of r esul t s foop, t he Utility G 

I concl uded t hat a f ai r FOE for FG& E f al I s i n %thearflgd) . 2 % to 1 

fi& di scussed ear I i er in rry t est i rrony, DCF est i nates Utfbftyt he Fbn 

FT oxy G oup pr ovi de a usef ul benchnar k because i nvesttoBr s t toe/al ua 

requi red rat e of ret urn f rom ut i I i t y i nvest rrenteppegbunst i est her 

avai I abl e in t he capi t al narkets. The pur pose tab segufeatasn ai s 

substi tute for the acti ons of conpeti ti ve rrarkets, relm!n9ex[fi®cted 

non- ut i I i ty corrpani es f orm itiief dres t he r egul at or y d9st anndter I yi ng 

a f ai r FOE 

The DCF r esul t s for t he ISbn- Ut i I i ty Pr oxy G" oup vl^r e consi der ab 

hi gher than those i ®a!rplfor the proxy group of ati thbuejh, eve 

obj ect i ve evi dence dBSb rates t hat t he i nvest rrent resks of t h 

unregul at ed corrpani es are et ow M)reover, t here i so nconrfclaaals t 

that DCF resul ts for a grt±!|atbfes woul d be i nhmrentit^ i abl e 

t han t hose for firns in t he conpet i t i ve sect oder i ng I tihef act, consi 

prorri nence of t he 1 2 non- ut i I i ty corrpani es, thfflffcfnvtaii flb]pat i on 

consi deri ng mil t i pi e i ndust r i es, and t he scrut i riy tfcfetordnsl rysttehese 

par agons of Am i can i ndust ry, t he DCF r esul t s foty tRteox^bn- Ut i I 

G oup pr ovi de corrpel I i ng evi dence t hat suggest s a downwar dt HB as 

ut i I i ty DCF resul ts. Wii I e rry recornrended FOE rangeolbased 
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on the resul ts for the lii I i ty Goup, I consi derbdasthi a dpwmar 

assessment of t he cost of equi ty est i rates produce^ fJ)i I it lies, pro 
Pfter consi deri ng the speoitfkSD and exposures faced Ebyan@G& 

the need to consi der the i rrportance of rai ntai ni ngci@E& E s f i nan 

f I exi bi I i ty, it is rry opi ni on t hat t he (PLC shcifflEI c4ut Horl ze 0 cte 
for the Gbnpany. /^part from the results of tbfeod^gantitati«e rre 

crucial to recognize the i rrport ance of rai nt ai ni ragiciaal stposig i dri n 

so t hat PG& E r erai ns pr epar ed t o r espond t o unf or dsaten rrsyent s t 

rat er i a! i ze in t he f ut ur e. VMi I e t hi s i rrper at ibje oiar r arti nf or ced 
capi t a! rar ket condi t i ons, i t ext ends vrel I beyondrat foet sf i aadci a! 

includes the Gbnpany' s abiiligrbtcpotenti al shocks iasfeeit wth 
nat ur al di sast ers, vol at i I e fuel pr i ci ng, anderglysrsflbplayis in en 

Ffecent chal I enges in t he capi t al rar ket s and ongoi ng econoni c 

uncer t ai nt i es hi ghl i ght t he benef its of bol st er i ng P§8d Eg st ocr edi 
ensur e t hat t he Gbnpany can at t ract t he capi t al needed i fabl esecur 

servi ce at a I ov\er costorrfoe. cust Changi ng cour se feropattih of 

f i nanci al st r engt h woul d be ext r errel y shor t - si ght edgonsedpecngl I y 
that a corrtoi nat i on of events could adversely i rrpact t yPG&oE ssrvabi I 

cust orrer s if its cur r ent f i nanci al st r engt h vrere. not Wj®i nt ai ned 

concl usi ons are al so r ei nf or ced by t he need to oronsiodte. f I ot at i 
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PACIFIC GAS AND ELECTRIC COMPANY 

CHAPTER 2 

ATTACHMENT 2A 

SCHEDULES 



DCF MODEL - UTILITY GROUP 

DIVIDEND YIELD 

Schedule WEA-1 
Page 1 of 3 

(a) (b) 

Company Price Dividends Yield 
1 Alliarit Energy $ 42.92 $ 1.80 4.2% 
2 Dominion Resources $ 50.38 $ 2.11 4.2% 
3 DTE Energy Co. $ 53.78 $ 2.42 4.5% 
4 Integrys Energy Group $ 52.81 $ 2.72 5.2% 
5 PG&E Corp. $ 41.33 $ 1.82 4.4% 
6 PPL Corp. $ 27.98 $ 1.44 5.1% 
7 Pub Sv Enterprise Grp $ 30.62 $ 1.37 4.5% 
8 SCANA Corp. $ 44.95 $ 1.98 4.4% 
9 Sempra Energy $ 57.27 $ 2.08 3.6% 
10 TECO Energy $ 18.16 $ 0.89 4.9% 
11 UIL Holdings $ 34.86 $ 1.73 5.0% 
12 Vectren Corp. $ 29.07 $ 1.41 4.8% 
13 Wisconsin Energy $ 34.35 $ 1.20 3.5% 
14 Xcel Energy, I nc. 

Average 
$ 26.59 $ 1.06 4.0% 

4.4% 

(a) Average of closing prices for 30 trading days ended Feb. 24, 2012. 
(b) The Value Line Investment Survey, Summary & Index (Feb. 3, 2012). 
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DCF MODEL - UTILITY GROUP 

GROWTH RATES 

Schedule WEA-1 

Page 2 of 3 

(a) (b) (c) (d) 

Earnings Growth br+sv 
Company V Line IBES Zacks Growth 

1 Alliarit Energy 6.5% 7.5% 6.0% 5.0% 
2 Dominion Resources 5.0% 4.6% 5.5% 6.2% 
3 DTE Energy Co. 4.5% 4.1% 4.4% 3.6% 
4 Integrys Energy Group 9.0% 9.4% 4.5% 3.1% 
5 PG&E Corp. 5.0% 1.8% 4.3% 5.9% 
6 PPL Corp. 5.0% 4.6% NA 5.7% 
7 Pub Sv Enterprise Crp 0.0% 2.8% 2.0% 6.0% 
8 SCANA Corp. 3.5% 4.2% 4.0% 5.2% 
9 Sempra Energy 4.5% 7.0% 7.0% 6.5% 
10 TECO Energy 9.0% 4.2% 3.7% 5.3% 
11 UIL Holdings 3.0% 4.1% 5.0% 2.5% 
12 Vectren Corp. 5.5% 5.0% 4.3% 3.9% 
13 Wisconsin Energy 8.5% 6.0% 6.3% 4.7% 
14 Xcel Energy, Inc. 5.0% 4.9% 5.1% 3.9% 

(a) The Value Line Investment Survey (Dec. 23, 2011, Feb. 3 & Feb. 24, 2012). 
(b) www.finance.yahoo.com (retrieved Mar. 13, 2012). 
(c) www.zacks.com (retrieved Mar. 13, 2012). 
(d) See Schedule WEA-2. 
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DCF MODEL - UTILITY GROUP 

DCF COST OF EQUITY ESTIMATES 

Schedule WEA-1 
Page 3 of 3 

(a) (a) (a) 
Earnings Growth 

Company 
1 Alliant Energy 
2 Dominion Resources 
3 DTE Energy Co. 
4 Integrys Energy Group 
5 PG&E Corp. 
6 PPL Corp. 
7 Pub Sv Enterprise Grp 
8 SCANA Corp. 
9 Sempra Energy 
10 TECO Energy 
11 UIL Holdings 
12 Vectren Corp. 
13 Wisconsin Energy 
14 Xcel Energy, Inc. 

Average (b) 

Midpoint (c) 

V Line IBES Zacks 
10.7% 11.7% 10.2% 

9.2% 8.8% 9.7% 
9.0% 8.5% 8.9% 

14.2% 14.6% 9.7% 
9.4% 6.2% 8.7% 

10.1% 

4.5% 
7.9% 
8.1% 

13.9% 
8.0% 

10.3% 
12.0% 

9.0% 

10.1% 

11.0% 

9.7% 
7.2% 
8.6% 

10.7% 
9.1% 
9.1% 
9.8% 
9.5% 
8.9% 

9.7% 

10.9% 

NA 

6.5% 
8.47" 

10.6% 
8.6% 

10.0% 
9.1% 
9.8% 
9.1% 

9.4% 

9.5% 

(a) 
br+sv 

Growth 
9.2% 

10.4% 
8.1% 
8.3% 

10.4% 
10.9% 
10.5% 

9.6% 
10.1% 
10.2% 

7.4% 
8.7% 
8.2% 
7.9% 

9.3% 

9.1% 

(a) Sum of dividend yield (page 1) and respective growth rate (page 2). 
(b) Excludes highlighted figures. 
(c) Average of low and high values. 
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DCF MODEL - UTILITY GROUP 

BR+SV GROWTH RATE 

(a) (a) (a) 
•— 2015 -

Company EPS DPS B VPS b 
1 Alliant Energy $3.50 $2.10 $30.85 40.0% 
2 Dominion Resources $4.00 $2.60 $27.25 35.0% 
3 DTE Energy Co. $4.25 $2.70 $46.75 36.5% 
4 Integrys Energy Group $4.00 $2.72 $42.00 32.0% 
5 PG&E Corp. $4.00 $2.00 $36.75 50.0% 
6 PPL Corp. $2.75 $1.70 $24.75 38.2% 
7 Pub Sv Enterprise Grp $3.00 $1.45 $26.50 51.7% 
8 SCANACorp. $3.75 $2.15 $39.00 42.7% 
9 Sempra Energy $5.75 $2.50 $53.00 56.5% 
10 TECO Energy $1.75 $1.10 $13.25 37.1% 
11 UIL Holdings $2.40 $1.73 $27.50 27.9% 
12 Vectren Corp. $2.30 $1.60 $21.20 30.4% 
13 Wisconsin Energy $2.75 $1.65 $19.50 40.0% 
14 Xcel Energy, Inc. $2.00 $1.30 $20.75 35.0% 

Schedule WEA-2 
Page 1 of 2 

r 

(b) 
Adjustment 

Factor 

(c) 

Adjusted r br 

(d) 
"sv' 

s 

(e) 
' Factor 

V sv br + sv 
11.3% 1.0209 11.6% 4.6% 0.0107 0.3144 0.34% 5.0% 
14.7% 1.0350 15.2% 5.3% 0.0174 0.5045 0.88% 6.2% 
9.1% 1.0199 9.3% 3.4% 0.0094 0.1870 0.18% 3.6% 
9.5% 1.0127 9.6% 3.1% 0.0028 0.1158 0.03% 3.1% 

10.9% 1.0324 11.2% 5.6% 0.0179 0.1833 0.33% 5.9% 
11.1% 1.0426 11.6% 4.4% 0.0378 0.3400 1.28% 5.7% 
11.3% 1.0274 11.6% 6.0% - 0.2429 0.00% 6.0% 
9.6% 1.0468 10.1% 4.3% 0.0516 0.1789 0.92% 5.2% 

10.8% 1.0372 11.3% 6.4% 0.0060 0.2429 0.15% 6.5% 
13.2% 1.0250 13.5% 5.0% 0.0076 0.3977 0.30% 5.3% 
8.7% 1.0139 8.8% 2.5% - 0.3125 0.00% 2.5% 

10.8% 1.0223 11.1% 3.4% 0.0131 0.3943 0.52% 3.9% 
14.1% 1.0133 14.3% 5.7% (0.0193) 0.5125 -0.99% 4.7% 
9.6% 1.0288 9.9% 3.5% 0.0175 0.2455 0.43% 3.9% 



DCF MODEL - UTILITY GROUP 

BR+SV GROWTH RATE 

Schedule WEA-2 
Page 2 of 2 

(a) (a) (f) (a) (a) (f) (g) (a) (a) (h) (a) (a) (g) 
... 2010 - —2015 — Chg 2015 Price — Common Shares — 

Company En Ratio Tot Cap Com En En Ratio Tot Cap Com Eq Equity High Low Ave. M/B 2010 2015 Growth 
1 Alliant Energy 49.5% $5,841 $2,891 52.0% $6,855 $3,565 4.3% $50.00 $40.00 $45.00 1.459 110.89 115.00 0.73% 
2 Dominion Resources 39.3% $29,097 $11,435 43.5% $37,300 $16,226 7.2% $65.00 $45.00 $55.00 2.018 570.00 595.00 0.86% 
3 DTE Energy Co. 48.7% $13,811 $6,726 48.0% $17,100 $8,208 4.1% $70.00 $45.00 $57.50 1.230 169.43 176.00 0.76% 
4 Integrys Energy Group 56.8% $5,119 $2,907 55.0% $6,000 $3,300 2.6% $55.00 $40.00 $47.50 1.131 77.35 78.30 0.24% 
5 PG&E Corp. 49.3% $22,863 $11,271 52.5% $29,700 $15,593 6.7% $55.00 $35.00 $45.00 1.224 395.23 425.00 1.46% 
6 PPL Corp. 37.1% $29,018 $10,766 47.5% $34,700 $16,483 8.9% $45.00 $30.00 $37.50 1.515 588.00 665.00 2.49% 
7 Pub Sv Enterprise Grp 55.5% $18,375 $10,198 55.0% $24,400 $13,420 5.6% $40.00 $30.00 $35.00 1.321 505.90 505.90 0.00% 
8 SCANA Corp. 45.7% $8,511 $3,890 48.0% $12,950 $6,216 9.8% $55.00 $40.00 $47.50 1.218 130.00 160.00 4.24% 
9 Sempra Energy 49.6% $18,186 $9,020 51.5% $25,400 $13,081 7.7% $80.00 $60.00 $70.00 1.321 240.45 246.00 0.46% 
10 TECO Energy 45.8% $4,954 $2,269 44.5% $6,550 $2,915 5.1% $25.00 $19.00 $22.00 1.660 216.00 221.00 0.46% 
11 UIL Holdings 42.0% $2,850 $1,197 43.0% $3,200 $1,376 2.8% $45.00 $35.00 $40.00 1.455 50.00 50.00 0.00% 
12 VectrenCorp. 50.1% $2,874 $1,440 50.0% $3,600 $1,800 4.6% $40.00 $30.00 $35.00 1.651 81.70 85.00 0.80% 
13 W isconsin Energy 49.0% $7,765 $3,805 46.0% $9,450 $4,347 2.7% $45.00 $35.00 $40.00 2.051 233.77 223.00 -0.94% 
14 Xcel Energy, Inc. 46.3% $17,452 $8,080 49.0% $22,000 $10,780 5.9% $30.00 $25.00 $27.50 1.325 482.33 515.00 1.32% 

(a) The Value Line Investment Survey (Dec. 23, 2011, Feb. 3 & Feb. 24, 2012). 
(b) Computed using the formula 2*(l+5-Yr. Change in Equity)/(2+5 Yr. Change in Equity). 
(c) Product of average year-end "r" for 2015 and Adjustment Factor. 
(d) Product of change in common shares outstanding and M/B Ratio. 
(e) Computed as 1 - B/M Ratio. 
(f) Product of total capital and equity ratio. 
(g) Five-year rate of change. 
(h) Average of High and Low expected market prices divided by 2015 BVPS. 



DCF MODEL - NON-UTILITY GROUP 

DIVIDEND YIELD 

Schedule WEA-3 
Page 1 of 3 

(a) (b) 

Company Price Dividends Yield 
1 Abbott Labs. $ 56.68 $ 2.04 3.6% 
2 Bard (C.R.) $ 94.21 $ 0.76 0.8% 
3 Church & Dwight $ 47.75 $ 0.96 2.0% 
4 Coca-Cola $ 69.06 $ 2.04 3.0% 
5 Colgate-Palmolive $ 93.04 $ 2.32 2.5% 
6 Gen'l Mills $ 38.77 $ 1.28 3.3% 
7 Kellogg $ 51.92 $ 1.72 3.3% 
8 Kimberly-Clark $ 72.03 $ 2.96 4.1% 
9 McCormick & Co. $ 50.72 $ 1.24 2.4% 
10 PepsiCo, Inc. $ 63.76 $ 2.18 3.4% 
11 Procter & Gamble $ 65.82 $ 2.10 3.2% 
12 Wal-Mart Stores 

Average 
$ 60.49 $ 1.59 2.6% 

2.9% 

(a) Average of closing prices for 30 trading days ended Mar. 16, 2012. 
(b) The Value Line Investment Survey, Summary & Index (Mar. 16, 2012). 
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DCF MODEL - NON-UTILITY GROUP 

GROWTH RATES 

Schedule WEA-3 

Page 2 of 3 

(a) (b) (c) (d) 

Earnings Growth br+sv 
Company V Line IBES Zacks Growth 

1 Abbott Labs. 8.5% 8.3% 7.5% 18.6% 
2 Bard (C.R.) 8.5% 8.5% 10.4% 19.8% 
3 Church & Dwight 10.5% 10.5% 11.8% 12.5% 
4 Coca-Cola 10.0% 6.4% 8.0% 12.4% 
5 Colgate-Palmolive 11.0% 8.8% 8.8% 11.0% 
6 Gen'l Mills 8.5% 7.6% 8.0% 9.0% 
7 Kellogg 7.5% 8.0% 8.8% 12.4% 
8 Kimberly-Clark 7.0% 6.1% 6.5% 11.3% 
9 McCormick & Co. 13.5% 8.4% 9.0% 18.0% 
10 PepsiCo, Inc. 8.5% 6.2% 8.0% 11.2% 
11 Procter & Gamble 10.0% 8.5% 8.8% 5.9% 
12 Wal-Mart Stores 8.5% 9.1% 10.6% 5.8% 

(a) The Value Line Investment Survey (retrieved Mar. 16, 2012). 
(b) www.finance.yahoo.com (retrieved Mar. 16, 2012). 
(c) www.zacks.com (retrieved Mar. 16, 2012). 
(d) See Schedule WEA-4. 
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DCF MODEL - NON-UTILITY GROUP 

DCF COST OF EQUITY ESTIMATES 

Schedule WEA-3 
Page 3 of 3 

(a) (a) (a) (a) 
Earnings Growth br+sv 

Company V Line IBES Zacks Growth 

1 Abbott Labs. 12.1% 11.9% 11.1% 22.2% 

2 Bard (C.R.) 9.3% 9.3% 11.2% 20.6% 

3 Church & Dwight 12.5% 12.5% 13.8% 14.5% 

4 Coca-Cola 13.0% 9.3% 11.0% 15.4% 

5 Colgate-Palmolive 13.5% 11.2% 11.3% 13.5% 

6 Gen'l Mills 11.8% 10.9% 11.3% 12.3% 

7 Kellogg 10.8% 11.3% 12.1% 15.7% 

8 Kimberly-Clark 11.1% 10.2% 10.6% 15.5% 

9 McCormick & Co. 15.9% 10.8% 11.4% 20.4% 
10 PepsiCo, Inc. 11.9% 9.6% 11.4% 14.6% 

11 Procter & Gamble 13.2% 11.7% 12.0% 9.1% 

12 Wal-Mart Stores 11.1% 11.7% 13.2% 8.4% 

Average (b) 12.2% 10.9% 11.7% 13.2% 

Midpoint (c) 12.6% 10.9% 12.2% 12.1% 

(a) Sum of dividend yield (page 1) and respective growth rate (page 2). 
(b) Excludes highlighted figures. 
(c) Average of low and high values. 
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DCF MODEL - NON-UTILITY GROUP Schedule WEA-4 
Page 1 of 2 

BR+SV GROWTH RATE 

Company 

(a) 

EPS 

(a) 
— 2015 

DPS 

(a) 

BVPS b r 

(b) 
Adjust. 
Factor 

(c) 

Adj. r br 

(d) 
"sv 

s 

(e) 
" Factor 

V sv br + sv 
1 Abbott Labs. $6.00 $2.20 $20.50 63.3% 29.3% 1.0341 30.3% 19.2% (0.0068) 0.7722 -0.53% 18.6% 
2 Bard (C.R.) $9.00 $0.94 $36.75 89.6% 24.5% 1.0553 25.8% 23.1% (0.0429) 0.7738 -3.32% 19.8% 
3 Church & Dwight $3.10 $0.72 $19.70 76.8% 15.7% 1.0403 16.4% 12.6% (0.0015) 0.6248 -0.09% 12.5% 
4 Coca-Cola $4.90 $2.15 $9.10 56.1% 53.8% 1.0318 55.6% 31.2% (0.2109) 0.8897 -18.77% 12.4% 
5 Colgate-Palmolive $7.60 $3.40 $11.00 55.3% 69.1% 1.0574 73.1% 40.4% (0.3167) 0.9267 -29.34% 11.0% 
6 Geri'l Mills $3.40 $1.60 $14.30 52.9% 23.8% 1.0478 24.9% 13.2% (0.0561) 0.7400 -4.15% 9.0% 
7 Kellogg $4.90 $2.15 $9.10 56.1% 53.8% 1.0318 55.6% 31.2% (0.2109) 0.8897 -18.77% 12.4% 
8 Kimberly-Clark $6.50 $3.00 $21.25 53.8% 30.6% 1.0298 31.5% 17.0% (0.0724) 0.7763 -5.62% 11.3% 
9 McCormick & Co. $5.05 $1.72 $23.10 65.9% 21.9% 1.0778 23.6% 15.5% 0.0314 0.7690 2.42% 18.0% 
10 PepsiCo, Inc. $5.95 $2.36 $25.40 60.3% 23.4% 1.0573 24.8% 14.9% (0.0484) 0.7838 -3.79% 11.2% 
11 Procter & Gamble $5.95 $3.00 $32.85 49.6% 18.1% 1.0333 18.7% 9.3% (0.0507) 0.6715 -3.40% 5.9% 
12 Wal-Mart Stores $6.00 $2.20 $26.30 63.3% 22.8% 1.0108 23.1% 14.6% (0.1257) 0.6994 -8.79% 5.8% 



DCF MODEL - NON-UTILITY GROUP 

BR+SV GROWTH RATE 

Schedule WEA-4 

Page 2 of 2 

(a) (a) (f) (a) (a) (g) (a) (a) (f) 
— Common Equity — 2015 Price - Common Shares 

Company 2010 2015 Chg. High Low Avg, M/B 2010 2015 Growth 
1 Abbott Labs. $22,388 $31,500 7.1% $100.00 $80.00 $90.00 4.390 1,547.00 1,535.00 -0.16% 
2 Bard (C.R.) $1,690 $2,940 11.7% $180.00 $145.00 $162.50 4.422 84.00 80.00 -0.97% 
3 Church & Dwight $1,871 $2,800 8.4% $60.00 $45.00 $52.50 2.665 142.40 142.00 -0.06% 
4 Coca-Cola $2,158 $2,965 6.6% $90.00 $75.00 $82.50 9.066 365.60 325.00 -2.33% 
5 Colgate-Palmolive $2,675 $4,750 12.2% $165.00 $135.00 $150.00 13.636 494.85 440.00 -2.32% 
6 Geri'l Mills $5,403 $8,720 10.0% $60.00 $50.00 $55.00 3.846 656.50 610.00 -1.46% 
7 Kellogg $2,158 $2,965 6.6% $90.00 $75.00 $82.50 9.066 365.60 325.00 -2.33% 
8 Kimberly-Clark $5,917 $7,975 6.2% $105.00 $85.00 $95.00 4.471 406.90 375.00 -1.62% 
9 McCormick & Co. $1,463 $3,190 16.9% $110.00 $90.00 $100.00 4.329 133.10 138.00 0.73% 
10 PepsiCo, Inc. $21,476 $38,125 12.2% $130.00 $105.00 $117.50 4.626 1,581.00 1,500.00 -1.05% 
11 Procter & Gamble $61,439 $85,700 6.9% $110.00 $90.00 $100.00 3.044 2,838.50 2,610.00 -1.66% 
12 Wal-Mart Stores $68,542 $76,360 2.2% $95.00 $80.00 $87.50 3.327 3,516.00 2,900.00 -3.78% 

(a) The Value Line Investment Survey (retrieved Mar. 16, 2012). 
(b) Computed using the formula 2*(l+5-Yr. Change in Equity )/(2+5 Yr. Change in Equity). 
(c) Product of year-end "r" for 2015 and Adjustment Factor. 
(d) Product of change in common shares outstanding and M/B Ratio. 
(e) Computed as 1 - B/M Ratio. 
(f) Five-year rate of change. 
(g) Average of High and Low expected market prices divided by 2015 BVPS. 



CAPITAL ASSET PRICING MODEL 

2013 BOND YIELD 

Schedule WEA-5 
Page 1 of 1 

(a) (b) (c) (d) (e) (f) (g) (h) (i) 
Market Return (Rm) 

Div Pro j. Cost of Risk-Free Risk Unadjusted Size Implied 
Company Yield Growth Equity Rate Premium Beta K Adjustment Cost of Equity 

1 Alliant Energy 2.6% 10.9% 13.5% 3.8% 9.7% 0.75 11.1% 0.94% 12.0% 
2 Dominion Resources 2.6% 10.9% 13.5% 3.8% 9.7% 0.70 10.6% -0.38% 10.2% 
3 DTE Energy Co. 2.6% 10.9% 13.5% 3.8% 9.7% 0.75 11.1% 0.78% 11.9% 
4 Integrys Energy Group 2.6% 10.9% 13.5% 3.8% 9.7% 0.90 12.5% 0.94% 13.5% 
5 PG&E Corp. 2.6% 10.9% 13.5% 3.8% 9.7% 0.55 9.1% -0.38% 8.8% 
6 PPL Corp. 2.6% 10.9% 13.5% 3.8% 9.7% 0.65 10.1% -0.38% 9.7% 
7 Pub Sv Enterprise Grp 2.6% 10.9% 13.5% 3.8% 9.7% 0.80 11.6% 0.78% 12.3% 
8 SCANA Corp. 2.6% 10.9% 13.5% 3.8% 9.7% 0.70 10.6% 0.94% 11.5% 
9 Sempra Energy 2.6% 10.9% 13.5% 3.8% 9.7% 0.80 11.6% 0.78% 12.3% 
10 TECO Energy 2.6% 10.9% 13.5% 3.8% 9.7% 0.85 12.0% 0.94% 13.0% 
11 UIL Holdings 2.6% 10.9% 13.5% 3.8% 9.7% 0.70 10.6% 1.74% 12.3% 
12 Vectren Corp. 2.6% 10.9% 13.5% 3.8% 9.7% 0.70 10.6% 1.17% 11.8% 
13 Wisconsin Energy 2.6% 10.9% 13.5% 3.8% 9.7% 0.65 10.1% 0.78% 10.9% 
14 Xcel Energy, Inc. 2.6% 10.9% 13.5% 3.8% 9.7% 0.65 10.1% 0.78% 10.9% 

Average 10.8% 11.5% 
Midpoint 10.8% 11.2% 

(a) Weighted average dividend yield for the dividend paying firms in the S&P 500 from www.valueline.com (Retreived Jan 21, 2012). 
(b) Weighted average of IBES earnings growth rates for the dividend paying firms in the S&P 500 from http://finance.yahoo.com (retrieved Jan 23, 2012). 
(c) (a) + (b). 

Cd (d) Average projected 30-year Treasury bond yield for 2013 based on data from IHS Global Insight, U.S. Economic Outlook at 25 (Dec. 2011). 
'o (e) (c)-(d). 
jrj (f) www.valueline.com (retrieved Mar. 16, 2012). 
GO (g) (d) + (e) x (f). 
o (h) Morningstar, "2012 Ibbotson SBBI Valuation Yearbook," at Appendix C, Table C-l (2012). 

o\ 
Lfl 
O 

(i) (g) + (h). 



ELECTRIC UTILITY RISK PREMIUM Schedule WEA-6 
Page 1 of 3 

2013 BOND YIELD 

Current Equity Risk Premium 
(a) Avg. Yield over Study Period 8.91% 
(b) 2013 Average Utility Bond Yield 5.32% 

Change in Bond Yield -3.59% 

(c) Risk Premium/Interest Rate Relationship -0.4114 
Adjustment to Average Risk Premium 1.48% 

(a) Average Risk Premium over Study Period 3.41% 
Adjusted Risk Premium 4.89% 

Implied Cost of Equity 
(b) 2013 BBB Utility Bond Yield 5.88% 

Adjusted Equity Risk Premium 4.89% 

Risk Premium Cost of Equity 10.77% 

(a) Schedule WEA-6, page 2. 
(b) Projected yields on utility bonds for 2013 based on data from If 18 Global Insight, U.S. Economic 

Outlook at 25 (Dec. 2011), Energy Information Administration, Annual Energy Outlook 2012 Early 
Release (Jan. 23, 2012), and Moody's Investors Service at www.credittrends.com. 

(c) Schedule WEA-6, page 3. 

2 A- I 2 
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ELECTRIC UTILITY RISK PREMIUM Schedule WEA-6 
Page 2 of 3 

AUTHORIZED RETURNS 
(a) (b) 

Allowed Average Utility Risk 
Year ROE Bond Yield Premium 

1974 13.10% 9.27% 3.83% 
1975 13.20% 9.88% 3.32% 
1976 13.10% 9.17% 3.93% 
1977 13.30% 8.58% 4.72% 
1978 13.20% 9.22% 3.98% 
1979 13.50% 10.39% 3.11% 
1980 14.23% 13.15% 1.08% 
1981 15.22% 15.62% -0.40% 
1982 15.78% 15.33% 0.45% 
1983 15.36% 13.31% 2.05% 
1984 15.32% 14.03% 1.29% 
1985 15.20% 12.29% 2.91% 
1986 13.93% 9.46% 4.47% 
1987 12.99% 9.98% 3.01% 
1988 12.79% 10.45% 2.34% 
1989 12.97% 9.66% 3.31% 
1990 12.70% 9.76% 2.94% 
1991 12.55% 9.21% 3.34% 
1992 12.09% 8.57% 3.52% 
1993 11.41% 7.56% 3.85% 
1994 11.34% 8.30% 3.04% 
1995 11.55% 7.91% 3.64% 
1996 11.39% 7.74% 3.65% 
1997 11.40% 7.63% 3.77% 
1998 11.66% 7.00% 4.66% 
1999 10.77% 7.55% 3.22% 
2000 11.43% 8.09% 3.34% 
2001 11.09% 7.72% 3.37% 
2002 11.16% 7.53% 3.63% 
2003 10.97% 6.61% 4.36% 
2004 10.75% 6.20% 4.55% 
2005 10.54% 5.67% 4.87% 
2006 10.36% 6.08% 4.28% 
2007 10.36% 6.11% 4.25% 
2008 10.46% 6.65% 3.81% 
2009 10.48% 6.28% 4.20% 
2010 10.34% 5.56% 4.78% 
2011 10.22% 5.13% 5.09% 

Average 12.32% 8.91% 3.41% 

(a) Major Rate Case Decisions, Regulatory Focus, Regulatory Research Associates; UtilityScope 
Regulatory Service, Argus. 

(b) Moody's Investors Service. 

2 A- 13 
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ELECTRIC UTILITY RISK PREMIUM Schedule WEA-6 
Page 3 of 3 

REGRESSION RESULTS 

SUMMARY OUTPUT 

Regression Statistics 
Multiple R 0.9062018 
R Square 0.8212016 
Adjusted R Square 0.816235 
Standard Error 0.005182 
Observations 38 

ANOVA 
df SS MS F Significance F 

Regression 1 0.004439957 0.00444 165.344 5.054E-15 
Residual 36 0.000966702 2.7E-05 
Total 37 0.005406659 

Coefficients Standard Error t Stat P-value Lower 95% Upper 95% Lower 95.0% Upper 95.0% 
Intercept 0.0707625 0.00297293 23.8023 1.3E-23 0.06473308 0.07679183 0.064733085 0.07679183 
X Variable 1 -0.411449 0.031997942 -12.8586 5.1E-15 -0.4763441 -0.3465546 -0.47634415 -0.34655465 

2 A- 14 
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EXPECTED EARNINGS APPROACH Schedule WEA-7 
Page 1 of 1 

UTILITY GROUP 

(a) (b) (c) 
Expected Return Adjustment Adjusted Return 

Company on Common Equity Factor on Common Equity 
1 Alliant Energy 11.5% 1.020932 11.7% 
2 Dominion Resources 14.5% 1.034975 15.0% 
3 DTE Energy Co. 9.0% 1.019911 9.2% 
4 Integrys Energy Group 9.5% 1.012669 9.6% 
5 PG&E Corp. 11.0% 1.03244 11.4% 
6 PPL Corp. 11.0% 1.042568 11.5% 
7 Pub Sv Enterprise Grp 11.5% 1.027447 11.8% 
8 SCANA Corp. 9.5% 1.04685 9.9% 
9 Sempra Energy 11.0% 1.037152 11.4% 
10 TECO Energy 13.0% 1.025044 13.3% 
11 UIL Holdings 8.5% 1.013935 8.6% 
12 Vectren Corp. 11.0% 1.022319 11.2% 
13 Wisconsin Energy 14.0% 1.013327 14.2% 
14 Xcel Energy, Inc. 10.0% 1.028819 10.3% 

Average 11.4% 

(a) The Value Line Investment Survey (Dec. 23, 2011, Feb. 3 & Feb. 24, 2012). 
(b) Adjustment to convert year-end return to an average rate of return from Schedule WEA-2. 
(c) (a) x (b). 

2 A- 1 S 
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CAPITAL STRUCTURE 

ELECTRIC UTILITY OPERATING COS. 

Schedule WEA-8 
Page 1 of 1 

At Fiscal Year-End 2011 (a) 

Company Debt Preferred 
Common 

Equity 
1 Detroit Edison Co. 52.5% 0.0% 47.5% 

2 Interstate Power & Light 46.0% 5.1% 49.0% 

3 Kentucky Utilities Co. 40.2% 0.0% 59.8% 

4 Louisville Gas & Electric Co. 38.7% 0.0% 61.3% 

5 Northern States Power Co. (MN) 47.3% 0.0% 52.7% 

6 Northern States Power Co. (WI) 41.5% 0.0% 58.5% 
7 PPL Electric Utilities Corp. 44.7% 6.5% 48.8% 

8 Pub Service Electric & Gas Co. 47.9% 0.0% 52.1% 

9 Public Service Co. of Colorado 44.7% 0.0% 55.3% 

10 San Diego Gas & Electric 51.5% 0.0% 48.5% 

11 South Carolina Electric & Gas 46.2% 0.0% 53.8% 

12 Southern California Gas Co. 37.6% 0.6% 61.8% 

13 Southern Indiana Gas & Electric Co. 48.1% 0.0% 51.9% 

14 Southwestern Public Service Co. 48.0% 0.0% 52.0% 

15 Tampa Electric Co. 48.0% 0.0% 52.0% 

16 Virginia Electric Power 43.2% 1.6% 55.1% 
17 Wisconsin Electric Power Co. 41.8% 0.6% 57.6% 

18 Wisconsin Power & Light 41.9% 2.3% 55.8% 

19 Wisconsin Public Service Corp. 38.7% 2.7% 58.5% 

Average 44.7% 1.0% 54.3% 

(a) Company Form 10-K and Annual Reports, FERC Financial Reports. 

2 A- 1 8 
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CAPITAL STRUCTURE 

UTILITY GROUP 

Schedule WEA-9 
Page 1 of 1 

At Fiscal Year-End 2011 (a) Value Line Projected (b) 

Company Debt Preferred 
Common 

Equity Debt Other 
Common 

Equity 
1 Alliant Energy 45.7% 3.5% 50.9% 45.0% 3.0% 52.0% 
2 Dominion Resources 62.1% 0.0% 37.9% 56.0% 0.5% 43.5% 
3 DTE Energy Co. 50.6% 0.0% 49.4% 52.0% 0.0% 48.0% 
4 Integrys Energy Group 41.3% 1.0% 57.7% 44.5% 0.5% 55.0% 
5 PG&E Corp. 48.9% 1.0% 50.1% 46.5% 1.0% 52.5% 
6 PPL Corp. 61.9% 0.0% 38.1% 52.0% 0.5% 47.5% 
7 Pub Sv Enterprise Grp 40.9% 0.0% 59.1% 45.0% 0.0% 55.0% 
8 SCANA Corp. 54.5% 0.0% 45.5% 52.0% 0.0% 48.0% 
9 Sempra Energy 50.4% 0.1% 49.5% 48.5% 0.0% 51.5% 
10 TECO Energy 57.3% 0.0% 42.7% 55.5% 0.0% 44.5% 
11 UIL Holdings 58.8% 0.0% 41.2% 57.0% 0.0% 43.0% 
12 Vectren Corp. 52.5% 0.0% 47.5% 50.0% 0.0% 50.0% 
13 Wisconsin Energy 53.8% 0.4% 45.9% 53.5% 0.5% 46.0% 
14 Xcel Energy, Inc. 53.9% 0.0% 46.1% 51.0% 0.0% 49.0% 

Average 52.3% 0.4% 47.3% 50.6% 0.4% 49.0% 

(a) Company Form 10-K and Annual Reports. 
(b) The Value Line Investment Survey (Dec. 23, 2011, Feb. 3 & Feb. 24, 2012). 



MARKET VALUE CAPITAL STRUCTURE 

UTILITY GROUP 

Schedule WEA-10 

Page 1 of 1 

At Fiscal Year-End 2011 Value Line Projected 

(a) (a) (b) (c) (d) (b) 
Long-term Common Long-term Common 

Company Debt Preferred Equity Debt Other Equity 
1 Alliarit Energy 34.6% 2.6% 62.7% 36.4% 2.4% 61.1% 
2 Dominion Resources 36.5% 0.0% 63.5% 38.8% 0.3% 60.8% 
3 DTE Energy Co. 42.0% 0.0% 58.0% 46.8% 0.0% 53.2% 
4 Integrys Energy Group 30.5% 0.8% 68.7% 41.6% 0.5% 57.9% 
5 PG&E Corp. 40.6% 0.9% 58.6% 41.6% 0.9% 57.5% 
6 PPL Corp. 51.4% 0.0% 48.6% 41.8% 0.4% 57.8% 
7 Pub Sv Enterprise Grp 27.5% 0.0% 72.5% 38.3% 0.0% 61.7% 
8 SCANA Corp. 44.0% 0.0% 56.0% 47.0% 0.0% 53.0% 
9 Sempra Energy 43.3% 0.1% 56.7% 41.7% 0.0% 58.3% 
10 TECO Energy 39.2% 0.0% 60.8% 42.8% 0.0% 57.2% 
11 UIL Holdings 46.4% 0.0% 53.6% 47.7% 0.0% 52.3% 
12 Vectren Corp. 38.6% 0.0% 61.4% 37.7% 0.0% 62.3% 
13 Wisconsin Energy 36.3% 0.2% 63.4% 36.1% 0.3% 63.6% 
14 Xcel Energy, Inc. 39.7% 0.0% 60.3% 44.2% 0.0% 55.8% 

Average 39.3% 0.3% 60.3% 41.6% 0.3% 58.1% 

(a) Long-term debt and preferred stock balances based on book values reported in Form 10-K Reports. 
(b) Market value of common equity computed by multiplying stock price by the number of common shares outstanding, 

both as reported by The Value Line Investment Survey (Dec. 23, 2011, Feb. 4 & Feb 24, 2012). 
(c) Debt outstanding computed by multiplying long-term debt ratio by total book capital, both as reported by The Value 

Line Investment Survey (Dec. 23, 2011, Feb. 3, & Feb. 24, 2012). 
(d) Balance of other long-term capital not accounted for in long-term debt and common equity ratios. 
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PACIFIC GAS AND ELECTRIC COMPANY 
CHAPTER 3 

COSTS OF LONG-TERM DEBT AND PREFERRED STOCK 

A. Introduction 

The pur pose of t hi s t est i rrony is to pr esent Fbci tftird c Gfes and B e 
Gbrrpany' s ( PG& E or t he Gbrrpany) pr oposed 2 0 13 errbedded cost s of 

1 ong- t er m debt and pr ef er r ed st ock and ex pi ai n hoar et hdeeel opetis 

Tabl e 3 - 1 bel ow conpares the 2 0 12 authori zed c<oto§ dhd I ong- tern 
pr ef er r ed st ock to t hose pr oposed for 2 0 13. debThei rl orfeO 1c<3st isf 

pri mari I y due to t he i ssuance of I ong- term debt Or6rr9 Notferrbagh 2 

2 0 13 at i nt er est r at es I ess t han t he cur r ent debt hor i asd vtebfst asf 
I over i nt er est r at es on PG& E s vari abl e- rate debt .in t fbe deer eas 

errbedded cost of pr ef er r ed st ock resul t s f rom arrredfcapttiiwm nrfsts" 

of pr evi ousl y r edeerred pr ef er r ed st ock. 

TABLE 3-1 
PACIFIC GAS AND ELECTRIC COMPANY 

AUTHORIZED AND PROPOSED 

Li ne 2 0 1 2 2 0 1 3 
Nb. Ajt hor i zed Roposed 

1 Long- Term Debt 6 . 0 5% 5.69 % 
2 Referred Stock 5 . 6 8% 5 . 60% 

B. Embedded Cost of Debt 

1. Overview of Development of Embedded Cost of Debt 

To est i rrat e its errbedded cost of I ong- t erm debt f etar2s0 13, PG 

wth its recorded cost of debt as of Hferch 3 loratdi 0ati>2 , and i nc 
pr oj ect ed changes in t he amount s or cost s of debtor oocyst iM ng t 

rerrai nder of 2 0 12 and 2 0 13. The forecast^! didstel s of out st ar 

r ef I ect pr oj ect ed f i nanci ng act i vi t i es. Gbnsi sfaettsl ce/vr t h PCjBafi p 
uses a f or ecast of future i nt er est rates from thBtoG dsAE rrstiesi gh 

3 - 1 
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1 changes to the interest rates on PG& E s vari abl e- vosditle d»nds) as 

2 est irate t he i nt erest rat e of new debl i ssuances. 

3 2. Recorded Cost of Debt as of March 31, 2012 
t 4 of Hferch 3 1 , 2 0 12, PG& E had a total otttst aiding I ong- 1 

i 5 $11. 5 bi 11 i on, consi st i ng of $10.6 bid I i$oiQ . i @ f bk&H-i crat en deb 
6 vari abl e- rate Fbllution Gbntrol ( PQ bonds. The iRSSeiEfesIs rates 

7 PC bonds are reset on a dai I y or weekly basi s. 2 1 <2f , N&rch 3 1 , 

8 t he wei ght ed- aver age i nt er est rat e of t he PC bondat .is 0 . 1 2 perc 
i 9 The embedded cost of debt as of irch 3 1 , 2 0 12 is 5.76 pe 

1 0 3. Forecasted Changes in the Remainder of 2012 

b 1 1 PG& E assures $ 3 0 0 rri 11 i on of f i xed- rat e I ong-i dsajrsd debt w 11 I 
i 1 2 in Apr i I 2 0 12 and an addi t i onal $ 6 2 5 nil Itierm adlebtf i xysd-l rat e I c 

1 3 be issued in Sept enter 2 0 12. 

1 4 The i nt er est rat e on nevy f i xed- rat e debt i s eest i rat ed usi ng t h 
1 5 I HS Q obal I nsi ght for ecastthef ofe 3 0 - year utility bonplseni upn 

1 6 to r ef I ect PG& E s current bond rat i ngs. Sped i i dslHBy, Q oH>$& E use 

1 7 I nsi ght' s second and t hi rd quart er 2 0 12 f or eea^tear fort ill if Pa 3 0 
: 1 8 bond of 4.29 per cent and 4.46 per cent, r esffiedi i vdbgqi s and adds 

1 9 poi nt pr erri um to r ef I ect PG& E s cur r ent 3x>rt)<d) isffltriirogs, at t he 

: 2 o pr oj ect ed i nt er est rates of 4.92 per cent and eS i. v§l $ pes cent, res 
2 1 shown on I i nes 3 and 4 i n Tabl e 3 - 2 . 

2 2 The 6 3 basi s poi nt prentinrntiai first cal culeat iarogr 

2 3 preniurns duri ng the I ast n2h4 fa® liti I i ty bonds rcat®d State 

2 4 rated Pa and for ut i I i t yt ettorfisa rover bonds r at ed tAibl i ^sed by 
2 5 Urgent Bond Ffecord. Then these two premiums are rpriorateat to a 

2 6 t he pr eni um of Baal - rated bonds, PG& E s cur r ent feivMjage bond ra 
2 7 over Pa- rat ed bonds, 

m 2 8 PG& E uses t he I H5 Q obal I nsi ght f or ecast for 9 0 erdayil pri re corn 

2 9 paper to pr oj ect future i nt er est rates on i t s Boraots.abl e- rate PC 

I nt er est r at e pr oj ect i ons in t hi s chapt er ar e bifeeHal onl nfeheht I HEbr ecast publ i shed i n 
March 2 0 12. 

PG& E is current I y split rated, as di scussed icm (Bapler 1 .The Seeder age of t he 
t hr ee cur r ent r at i ngs i s Baal . 
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A r egr essi on of t he rront hi iycalhi s$c0 - day cornier ci al r atpapaw t h t he 

wei ght ed aver age var i abl e- r at e PC bond for t he f i v®ncf ear i per i od 
Mbrch 2 0 12 was performed. The resul ts of t hibenregBeslsi on were 

i n conj unct i on wi t h t he for ecast of t he aver age aornwat© alf orpa[Wne 

second, thi rd and fourth quarters of 2 0 12 t orilatifeeastat ePG& E s vs 
PC bonds for the rerrai nder of 2 0 12 to be 0 . 1 4n |3eneen6, as s 

1 n Tabl e 3 - 2 . 

The f or ecast i ncl udes t hanerrtet iofe $50 ni 11 i on nofcopbf <bluf i o 
bonds ser i es 2 0 1 0 E in /pr i I 2 0 12. 

fie a r esul t of t he changes descr i bed above, t he Etegenber 3 1 , : 

cost of I ong- t er m debt is pr oj ect ed to be 5 . 7 2 per cent. 

4. 2013 Forecasted Changes 

The est i rrat ed 2 0 13 errtoedded cost of debt i ncor partatfofes t he pr oj e 

changes in t he amount of debt out st andi ng, as webte as t he chang 
cost s of t hat debt. 

PG& E expects to i ssue af t$tdl . 6 7 5 bi 11 i on dfe rrtetet f iixed- ra 

2 0 13 at an aver age i nt er est r at e of 5 . 4 2 i rjfflsr dfert, i ras shown c 
Tabl e 3 - 2 . The pr oj ect ed 2 0 13 aver age i letter est tlite is est i ra 

sane way as in t he cal cul at i on of t he 2 0 12 prdajtAct edit drieeid- r at e 

rat es. A por t i on of t he pr oceeds f rom new debtret/wffe be used to 
$ 4 0 0 ni 11 i on of rrat ur i ng I ong- t er m debt. 

Based on I H5 Q obal I nsi ght' s f or ecast of 9 0 - da?l pr i rre cornier ci 

paper, t he pr oj ect ed 2 0 13 aver age i nt er est rafebl ef oratKS E s vari 
PC bonds is 0 . 16 per cent, as shown on I i ne 12 in Tabl e 3 - 2 

The changes descr i bed above resul t in a deer ease i r®ctR£& E s proj 

cost of debt from 5 . 7 2 per cent i n Cdcerrber 201r2 to 5.65 p 
Ctecenber 2 0 13 as shown on I i nes 8 and 1 4 , ere3pec£i .vel y, in T 

The 2 0 13 aver age errbedded cost of debt is proj pet ednt to be 5 . 6 £ 

as shown on I i ne 15 in Tabl e 3 - 2 . 

3 - 3 
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TABLE 3-2 
PACIFIC GAS AND ELECTRIC COMPANY 

2012 AND 2013 AVERAGE EMBEDDED COST OF DEBT 
(APRIL 2012 FORECAST) 

($ IN THOUSANDS) 

oo 

Li ne 
No. Deser i pt i on Cbupon Ftet e Qit st andi ng 

Net FTerrium 
( • scount) , 

( Expense) 
or 
Net FLoceeds 

Annual 
Charges 

Embedded 
Cbst 

a) b) c) d) 

March 3 1 , 2 0 12 ( Recorded) 

2 0 12 Forecast ( Aeril Through December) 

11, 5 17, 1 0 0 $ ( $267457, , 785577) 

e) ( f) 

$ 1 15.. f/o, 3 4 

3 New Issuance Apr i I 2 0 12 4 . 9 2 % 300, 000 (3,000) 297, 000 
4 Ntew I ssuance Sept errber 2 0 12 5 . 0 9 % 625, 000 ( 6 , 2 5 QD 4 7 6 18, 750 
5 Fteti red Bends 2 . 2 5 % ( 5 0 , 0 0 0 ) 4 0 7 (49, 593) 
6 Adj ustnent for toi abl e fete FC Bonds 0 . 1 4 % 5 2 0 5 2 0 1 5 8 
7 I ssuance/ Ftedenpt i on Cbst s Awti zat i on 1 9 , 3 9 1 1 9, 3 9 1 ( 3 8 1 ) 

8 December 3 1, 2 0 12 1 2 , 3 9 2, 1 0 0 (264, 689) y 2 ,%1 2 7 , 4 1 

9 2 0 13 Forecast 

1 0 Nfew I ssuances 5 . 4 2 % 1 , 8 7 5, 0 0 0 (18, 750) 1 , 8 5 6, 2 5 0 
1 1 Fteti red Bonds 6 . 2 5 °/c ) ( 400, 000) 1,091 (398,909) 
1 2 Afj ustnent for Variable Ftete FC Bonds 0 . 1 6 % 6 9 3 6 9 3 1 8 4 
1 3 I ssuance/ Ftedenpt i on Cbst s Arort i zat i on 2 4 , 9 9 0 24, 990 (907 ) 

1 4 December 3 1 , 2 0 13 ( i 1 3 , 8 6 7, 1 0 0 $(256,665) $13, 64)1 0 , 435 

( 1 

2 0 13 Two- Fbi nt Aver age ( Li nes and 1 4 ) 
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C. Embedded Cost of Preferred Stock 

PG& E est i rat es its 2013 embedded cost of pr ef er r edrrest in t he 
it esti rates its embedded cost of debt. fie shovPG&iEB §fetoltes 3w-tt$ , 

its r ecor ded cost of pr ef er r ed st ock as of Mir ahg 3 Hi § a£ Cb1 2 . Lfei 

starting basis, FG& E projects its embedded cost oct Referred st 
i ncor por at i ng changes f or t he r erai nder of 2 0 12. and al I of 2013 

For t he r erai nder of 2 0 12 and al I of 2 0 13, afi$& E does not e 
issuances or redemptions of preferred stock. Theipamtli yig change i 
FG& E s cost of preferred dwelt i aa4 i on of costs tasfeosifeh preferred 

stock previously redeemed. This change results 2n0 3i 3prop«etagfe 

embedded cost of pr ef er r ed st ock of 5.60 per cehtip 7as i shown on I 

Tab! e 3 - 3 . 

3 - 5 
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TABLE 3-3 
PACIFIC GAS AND ELECTRIC COMPANY 

2012 AND 2013 AYERAGE EMBEDDED COST OF PREFERRED STOCK 
(APRIL 2012 FORECAST) 

($ IN THOUSANDS) 

oo 

o> 

Li ne 
No. 

1 

2 

3 

4 

5 

6 

7 

Descr i pt i on 

Mirch 3 1 , 2 0 12 

Ftederrpt i on Aiort i zat i on 

Cfeoenter 3 1 , 2012 

2 0 13 

Ftecor ded) 

Ftederrpt i on Amort i zat i on 

Cfecentoer 3 1 , 2013 

2 0 13 Two- Fbi nt Aver age 

Par Val ue 

( a) 

htet FYerri urn 
( D scount) , 

( Expense) 
or 

Nst FT oceeds 

( b) 

$ 2 5 7, 9 9 5 

1 2 2 

$ 2 5 7, 9 9 5 

1 6 2 

$ 2 5 7, 9 9 5 

Li nes 3 and 6 ) 

Annual 
• vi dend 

( c) 
6 , 4 9 5) 

Year- End 
Embedded 

Cbst 

( d) 

5 $ i 8 1 

1 2 2 

$ ( 6 , 3 7 3 ) 

1 6 2 

$ 2 5 1. 6 2 1 

$ ( 6 , 2 11) $ 2 5 1. 7 8 4 

( e) = 

,,499 

$14,0 

$14,0 
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PACIFIC GAS AND ELECTRIC COMPANY 
CHAPTER 4 

ANNUAL COST OF CAPITAL ADJUSTMENT MECHANISM 

A. Introduction 

Cfel i f or ni a Rjbl i c U i li t i es Gbrrri ssi on ( (PLC or Cbrrmi ssi on) 
Cfeci si on 0 8 - 0 5 - 0 3 5 di r ect ed t he ut i I i t i efehat hataseer £ t (aart i es in 

li i I i t i es) in t hei r next f ul I cost of capi tp^oc6^np>lrig)at i d>ra> (r dfMrS on 

t he ef f ect i veness of t he Annual Cbst of Cfepi t al Adfiustment IVfech 
( AXAV) adopt ed i n t hat dfeci si TO. s chapt er pr esent s Ffeci f i c Gfas and 

B ect r i c Gbrrpany' s ( PG& E) eval uat i on of t he AXAVI B! ede i rrpl en© 

in 2 0 0 8. PG& E finds t hat t he rrechani sm has teener ally achi eved 
Gbrmi ssi on' s obj ect i ve to maintain a fair and redsoraM^ii alcosfrsi I® 

reduci ng t he tin© and costs to t he CRJC and al I tfisrtwddi OTwala 

cost of capi t al proceedi ngs. 
PG& E pr oposes t hat t he PCCPM be cont i nued for t hr ei hqreamrad w t h 

f ul I cost of capi t al appl i cat i on for t he t est i lye# 0 2 0 12 ® 1 due Apr The 

appl i cabl e benchmark i nt er est rate must al so be rtebter t8 Ottlel Gb 
t hr ough Sept ember 2 0 12 rront hi y aver age. 

B. Performance of the ACCAM From 2008-2012 

1. Description of the Current Mechanism 
The cur r ent rrechani srp adopt ed i n [feci si on 0 8 - 0 5f- Q 3 5 , consi 

deadband of 1 0 0 basi s points, an i nt er est rate byndeachdet er ni ned 

utility' s specific credit anat i ngerest rate ber®hip*ta ul 2 - rronth 
aver age of ut i I i ty bond i nt er est rates, and an nfadgestcfent per ce 

5 0 per cent of t he change in t he benchrrar k. Thrt i li irtdfex i § ort heach 

Mbody' s Pe uti I i ty bond for uti I i ti es rated As MxxfyfglserBaa and t 
ut i I i ty bond for ut i I i Baas craflietS- rat ed or 2> Power I n its deci si on 

feci si on 0 8 - 0 5 - 0 3 5 used t he term " GCM tcapiifcafcri bechtehBsnjost birfrf PG& E 
uses t he t erm " PCCPM herein, as PG& E di d in Hj»td2 0 08 cfeeedrcug. of c 

The deci si on di d not speci f y t he appr opr i at eesi ndakedf oA, ut bLit t i t he pr esunpt i on is t hat 
such uti I i ti es woul d uti I i ze the Nfcody' s A uti I i ty bond i ndex. 

See Chapt er 1 , At achnent B for t he cor responds ngundeedi bot hatt he Ntxxfy' s and 
St andard & Fbor' s, I nc. ( S& P) r at i ngs nonencl at ure. 

4 - 1 
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adopt i rsg t he ACXM/I t he Gbrmi ssi on di d not pr escr i beest\hi cht ei nt e 

1 ndex was appr opr i at e f ores utwlti Hi spl i t rat i ndjsJ i t iies e.w ,t h in at i ngs i n 
di f f er ent r at i ngs cat egori es. PG& E is cur r ent I pdyf afepd S3B+- by M> 

by Fi t ch, and B8B by S& P. (-fence under t he cur r ert mfchani sm i t 

evi dent whi ch i ndex appl i es to PG& E hbr woul d nd<ke lappl i cabl e 
evi dent if a utility' sgscredrfe t at i change duri ngpeithad t he 

PCCMJI is in ef f ect. Subseqdtenl si ton 0 8 - 0 5 - 0 3 5 adopt M CFUC 

the Baa uti I i ty bond i ndefchefcr CS i f orni a Hi son Qyrpc( SCE) , 
whi ch al so has a spl i t rat i ng, and as a resul tat PGSndfexhass used t h 

well, and would cont i nue to do so if t he CRJC csdopfs ttontinuati 

cur r ent rrechani sm 

2. Performance of the ACCAM 
Except for an unusual peri od duri ng the fi nancitarirtacti sire that s 

2 0 0 8, changes in the M t he A and t he Ba£ d i rrMr est rat e i ndex 
exceed the 10 0 basi s poi nt deadband duri ng the e5 peri od th 

was in effect ( 2008 - 2012) . The PCXMA wouf d have t r i gger ed 

2 0 0 9 for 2 0 10 when i nt er est r at es peaked <M acr irssjl t baft , t he 
as descr i bed nor e f ul I y I at er, t he cost of cagetlal wads net chan 

r esul t, PG& E s aut hor i zed cost of capi t al has nofadapftiatayecl n si nee 

Etecerrber 2 0 0 7. 
Fi gure 4 - 1 bel ow shows riant hi y i nt er est r at es dur i ng t he per i od 

2 0 0 8 - 2 0 1 1, as wel I as t he i ndex val ue at t II he end of each 1 

rreasur errant per i od. The gr aph shows t hat t he ACCPM woul d have 
t r i gger ed for 2 0 10, si nee changes in t he Baaonl hslexenifliang t he 1 2 

Sept enter 2 0 0 9 exceeded 1 0 0 basi s poi nts corrpar edi slo t he Baa i r 

1 nt er est rat e i ndex, whi ch woul d have r esul t ed ri n R38n E i racr ease i 
r et ur n on equi t y ( FEE) from 1 1 . 3 5 per cent twevdr 2 . th4 per cent. 

gr aph al so shows t hat al t hough i nt er est r at es had I vpe2k£ti 0 i9i, eait hey 

t hen deel i ned to a poi nt bel ow where t hey had sfeasfeedi nt hear I yi nc 
2 0 0 8. Thi s unusual behavi or of i nt er est ratraancivris diiesi i,o t he f 

which I ed to i ncr easi ng i nt er est rat es, and t h®n enshiiatg Irafcessi 

to thei r drarrati c f al I . 
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FIGURE 4-1 
PACIFIC GAS AND ELECTRIC COMPANY 

PG&E COST OF CAPITAL MECHANISM (ACCAM) MOODY'S BAA UTILITY INDEX 

Lower Li riiit 

Monthly Rate Moving Average 

I n t he f al I of 2 0 0 9, 9CE and PG& E bot h r equest ed wai ver s of 
MIMA rrechani sm on t he basi s t hat t he rise in i nfetereatoul dat es t h 

have tri ggered an upward adj ustrrent to the authori zefclat§G)E had a 

and hence was not i ndi cat i ve of a sust ai ned changfe bepi t hte. cost 
The CPLC agr eed w t h t he urt I wfai eed t he PCCMA rrechani sm f or 

2 0 10, and extended the PCCPM for two addi ti onal years. 

C. Capital Structure 
Gbnsi st ent with t he cur r ent PCCAM PG&E pr oposes trhact unapi t al st 

rerrai n const ant over t he peri od t he PUMA is in ef f ect. 

hbwever, PG& E reserves t he right to file an ajifMe caftGXiM/1 dur i ng 
peri od in t he event PG& E nust nat er i all y change udtts e c^s t ̂  rslsul t 

^ Both PG& E and SCE pet i ti oned the CFLC to wai ve theO MIM/ldiior t(2 the unusual 
nwenent in i nt er est rates. 

4 - 3 

SB GT&S 0446970 



1 

2 

3 

4 

5 

6 

7 

8 

9 

1 0 

1 1 

1 2 

1 3 

1 4 

1 5 

1 6 

1 7 

1 8 

of Cbrnri ssi on deci si ons i n tplrtoeieedi ngs. For exarfpff&,E s n 2 0 1 1 

Gfener al F&t e Chse ( GFQ , t he • vi si on of F&t epayerR^Ajvocat es ( D 
pr oposed t hat PG& E ref i nance $>\&r bi 11 i on of per rraspnt i asfeetii ng 

nucl ear fuel and Gbnst r uct i on Vttrk in R ogress, oentercelajf piapar.c 

The Lii I i ty Fteform ISfetwhiFBS^ (Tin addi t i ®uppt®t i ng /CRs posi t i on on 
nucl ear fuel, pr oposed t hat PG& E r ef i nance i t s i tfh edebtentusieicy w 

capi t al I eases. 

FG& E expl ai ned in its 2 Owttyl CFSSFtbnd TLFN s pr oposal se war 
zero sum garre not in ratepayer interests, gener al I yandnwpofeebl e, 

fi nanci al management. hbwever, if the CRJC were ibcopaElalpi sodh 

if it became f easi bl e for FG& E to r ef i nance suchi basket st hesi desc 
R3& E waul d I i kel y need to add substanti al common batjahb^ to its 

sheet —f or exarrpl e, i ncr easi ng t he common equi t y r ateracerftr ortro 5 2 p 

5 4 per cent—i n or der to rrai nt ai n its credi t qual i F$& Bndresatvegs. 
t he ri ght to file an appl i cat i on w t h t he Gbrlrassiaast taaf r^pttali to 

r ef I ect t he hi gher degreeragfe bdopted by t he Gbrmi ssiian anot her 

proceedi ng, and to off sethert hd e\h®r^ge w t h more ecpijt^t i ng t he 
cost of capi t al and r evenue r equi r errent s appr opr i at el y. 
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Fbge 1 of 9 

QUALIFICATIONS OF WILLIAM E. AVERA 

WHAT IS THE PURPOSE OF THIS EXHIBIT? 

Thi s exhi bi t descr i bes rry backgr ound and exper i eaces ahtie cont 

det ai I s of rry qual i f i cat i ons. 

PLEASE DESCRIBE YOUR QUALIFICATIONS AND EXPERIENCE. 

I r ecei ved a B. A degree w t h a rraj or in eyrortttvsrsiflryirn Error 

At er servi ng in t he US. Nhvy, I ent er ed t fieri otetnoralcs program 

at the University of Ncrth Carolina at Chapel vihtdjl.rry Fttfxfl ,rec4i 

j oi ned t he f acul t y at t he Ihi versi ty of Ncr t h htChrfcil rnarace arich ttdtgg 

Q aduat e School of Busi ness. I subsequent I y accept ®d ate tptositio 

University of Texas at Aistin where I t aught atoursasagennentf i nanci 

and investment anal ysi s. I t hen went to work f dfepef nt er nat i ons 

Gbrrpany i n hfew York 0 ty as k&nager of R nanci al BddKtatjnonj nap 

whi ch I had responsibility few pa ate educat i on progriams f i nance, 

account i ng, and econorri cs. 

I n 1 9 7 7, I j oi ned t he st af f of t he Flibl i c Hfektet y Gbrmi ss 

( " FLOP' ) as • r ect or of t he Econorri c Ftesearch • ivy si tenure Curing 

at t he FLO", I managed a di vi si on r esponsi bl e f of ysf spancbafet ana 

al I ocat i on and rat e desi gn, econorri c and f i nanci al d rdatearch, an 

processi ng systems, and I t est i f i ed in cases on nasnci «&r i of f i 

econorri c i ssues. S nee I eavi ng t he FLO", I have beeia engaged 

consul t ant. I have part i ci pat ed in a wide range ohvobsrsngnrrent s 

ut i I i t y- r el at ed mat t er s on ofbehatif i I i t i es, i ndust crraf-s, cust 
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rmini ci pal i t i es, and r egul at or y corrrt ssi ons. I t tofref i pcfevbafidr^ 

the Federal Bier gy Ftegul at or y Gbrmi ssi on ( " FBFC' )he Federalel I as t 

Gbrmuni cat i ons Gbrmi ssi on, t he Surface Transport at i on Bodrdit^an 

pr edecessor, t he I nt er st at e Cbrnrer ce Gbrmi ssi on) , t hfedtaadi an 

Tel evi si on and Tel econmini cat i ons Gbrmi ssi on, and r egifatioejy, ag 

court s, and I egi si at i ve comni 11 ees in over 4 0 st at es. 

i In 1 9 9 5, I was appoi nted by the RJCT to the Syncf 

I nt er connect i on Gbrmi ttee to advi se t he Texas I egi el afcastes oandt h 

benef i t s of connect i ng Texas to t he nat i onal el edtori c grtircbnsnisd n 

addi t i on, I served as an out si de di rect or of GfeorgtaonSyst em Qoe 

Gbrporat i on, t he syst em oper at or for el ect r i c co^Mipfei.ves in G 

I have served as Lect ur er in t he Fi nance Cbpart n®rtii t yat t he Ihi 

a of Texas at Ajst i n and t aught in t he eveni ng gr adtiat dBt. pr ogr am 

Edward' s Ihi versi ty for twenty years. I n addi tired, on I have I 

econorri c and r egul at or y t opi cs in pr ogr arts sponsor ed i tb^es urarvfer s 

i ndust r y groups. I have t aught in hundr eds of resotacatfi canal prog 

f i nanci al anal ysts in pr ogr arts sponsor ed by t he AssbweM raent f or 

IVfenagerwit and Ftesear oh, t he R nanci al Anal yst s Ffevi ewpl and I oc 

f i nanci al anal yst s soci et i es. These pr ogr arrs haveedbeien ^sieapnt 

Europe, and Nirth Aieri ca, i ncl udi ng t he R nanci al i rental yMs Sem 

Nirt hwestern Ihi versi ty. I hoi d t he Chartered R nat^cidfA. Anal ys 

desi gnat i on and have served as Vice Resident for Itentkeshi p of 

R nanci al N&nagerrent Association. I have al so servedr cbnoft he Bo 
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• rectors of the tort h Carolina Society of R nanci alwa^n^I^sttsd 

Vice Oiairrtan of t he tot i onal /%sociatiors of Ffegul at on y>ne6&rnni ss 

( " toRJC ) Subcormi11ee on Bcononics and appoi nted to toRJC s 

Technical Subcomni 11 ee on the tot i onal Energy A:t. sefvetfavas al so 

an of f i cer of var i ous ot her pr of essi onal organi zatetoies. and /feoci 

r esurre cont ai ni ng t he det ai I s of rry ex per i ence anohs qiii^ i f i cat i o 

at t ached. 
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WILLIAM E. AYERA 

FINCAP,INC. 
Financial Concepts and Applications 
Economic and Financial Counsel 

3907 Red River 
Austin. Texas 78751 

(512)458-4644 
FAX (512)458-4768 

fincap@texas.net 

Summary of Qualifications 

Ph.D. in economics and finance; Chartered Financial Analyst (CFA @ designation; extensive expert 
witness testimony before courts, alternative dispute resolution panels, regulatory agencies and legislative 
committees; lectured in executive education programs around the world on ethics, investment analysis,and 
regulation; undergraduate and graduate teaching in business and economics; appointed to leadership 
positions in government, industry, academia, and the military. 

Employment 

Principal, 
FINCAP, Inc. 
(Sep. 1979 to present) 

Director, Economic Research 
Division, 
Public Utility Commission of Texas 
(Dec. 1977 to Aug. 1979) 

Manager, Financial Education, 
International Paper Company 
New York City 
(Feb. 1977 to Nov. 1977) 

Financial, economic and policy consulting to business 
and government. Perform business and public policy 
research, cost/benefit analyses and financial modeling, 
valuation of businesses (almost 200 entities valued), 
estimation of damages, statistical and industry studies. 
Provide strategy advice and educational services in public 
and private sectors, and serve as expert witness before 
regulatory agencies, legislative committees, arbitration 
panels, and courts. 

Responsible for research and testimony preparation on 
rate of return, rate structure, and econometric analysis 
dealing with energy, telecommunications, water and 
sewer utilities. Testified in major rate cases and appeared 
before legislative committees and served as Chief 
Economist for agency. Administered state and federal 
grant funds. Communicated frequently with political 
leaders and representatives from consumer groups, 
media, and investment community. 

Directed corporate education programs in accounting, 
finance, and economics. Developed course materials, 
recruited and trained instructors, liaison within the 
company and with academic institutions. Prepared 
operating budget and designed financial controls for 
corporate professional development program. 
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Lecturer in Finance, 
The University of Texas at Austin 
(Sep. 1979 to May 1981) 
Assistant Professor of Finance, 
(Sep. 1975 to May 1977) 

Taught graduate and undergraduate courses in financial 
management and investment theory. Conducted research 
in business and public policy. Named Outstanding 
Graduate Business Professor and received various 
administrative appointments. 

Assistant Professor of Business, 
University of North Carolina at 

Chapel Hill 
(Sep. 1972 to Jul. 1975) 

Education 

Ph.D., Economics and Finance, 
University of North Carolina at 

Chapel Hill 
(Jan. 1969 to Aug. 1972) 

B.A., Economics, 
Emory University, Atlanta, Georgia 
(Sep. 1961 to Jun. 1965) 

Taught in BBA, MBA, and Ph.D. programs. Created 
project course in finance, Financial Management for 
Women, and participated in developing Small Business 
Management sequence. Organized the North Carolina 
Institute for Investment Research, a group of financial 
institutions that supported academic research. Faculty 
advisor to the Media Board, which funds student 
publications and broadcast stations. 

Elective courses included financial management, public 
finance, monetary theory, and econometrics. Awarded 
the Stonier Fellowship by the American Bankers' 
Association and University Teaching Fellowship. Taught 
statistics, macroeconomics, and microeconomics. 
Dissertation: The Geometric Mean Strategy as a 
Theory of Multiperiod Portfolio Choice 

Active in extracurricular activities, president of the 
Barkley Forum (debate team), Emory Religious 
Association, and Delta Tau Delta chapter. Individual 
awards and team championships at national collegiate 
debate tournaments. 

Professional Associations 

Received Chartered Financial Analyst (CFA) designation in 1977; Vice President for Membership, 
Financial Management Association; President, Austin Chapter of Planning Executives Institute; Board of 
Directors, North Carolina Society of Financial Analysts; Candidate Curriculum Committee, Association for 
Investment Management and Research; Executive Committee of Southern Finance Association; Vice 
Chair, Staff Subcommittee on Economics and National Association of Regulatory Utility Commissioners 
(NARUC); Appointed to NARUC Technical Subcommittee on the National Energy Act. 
Teaching in Executive Education Programs 

University-Sponsored Programs: Central Michigan University, Duke University, Louisiana State 
University, National Defense University, National University of Singapore, Texas A&M University, 
University of Kansas, University of North Carolina, University of Texas. 

Business and Government-Sponsored Programs: Advanced Seminar on Earnings Regulation, American 
Public Welfare Association, Association for Investment Management and Research, Congressional Fellows 
Program, Cost of Capital Workshop, Electricity Consumers Resource Council, Financial Analysts 
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Association of Indonesia, Financial Analysts Review, Financial Analysts Seminar at Northwestern 
University, Governor's Executive Development Program of Texas, Louisiana Association of Business and 
Industry, National Association of Purchasing Management, National Association of Tire Dealers, Planning 
Executives Institute, School of Banking of the South, State of Wisconsin Investment Board, Stock 
Exchange of Thailand, Texas Association of State Sponsored Computer Centers, Texas Bankers' 
Association, Texas Bar Association, Texas Savings and Loan League, Texas Society of CPAs, Tokyo 
Association of Foreign Banks, Union Bank of Switzerland, U.S. Department of State, U.S. Navy, U.S. 
Veterans Administration, in addition to Texas state agencies and major corporations. 

Presented papers for Mills B. Lane Lecture Series at the University of Georgia and I leubner Lectures at the 
University of Pennsylvania. Taught graduate courses in finance and economics for evening program at St. 
Edward's University in Austin from January 1979 through 1998. 

Expert Witness Testimony 

Testified in over 300 cases before regulatory agencies addressing cost of capital, regulatory policy, rate 
design, and other economic and financial issues. 

Federal Agencies: Federal Communications Commission, Federal Energy Regulatory Commission, 
Surface TraasportationBoard, Interstate Commerce Commission, and the CanadianRadio-Televisionand 
Telecommunications Commission. 

State Regulatory Agencies: Alaska, Arizona, Arkansas, California, Colorado, Connecticut, Delaware, 
Florida, Georgia, Hawaii, Idaho, Illinois, Indiana, Iowa. Kansas, Kentucky, Maryland, Michigan, 
Missouri, Nevada, New Mexico, Montana, Nebraska, North Carolina, Ohio, Oklahoma, Oregon, 
Pennsylvania, South Carolina, South Dakota, Texas, Utah, Virginia, Washington, West Virginia, 
Wisconsin, and Wyoming. 

Testified in 42 cases before federal and state courts, arbitration panels, and alternative dispute tribunals (89 
depositions given) regarding damages, valuation, antitrust liability, fiduciary duties, and other economic 
and financial issues. 

Board Positions and Other Professional Activities 

Audit Committee and Outside Director, Georgia System Operations Corporation (electric system operator 
for member-owned electric cooperatives in Georgia); Chairman, Board of Print Depot, Inc. and FINCAP, 
Inc.; Co-chair, Synchronous Interconnection Committee, appointed by Public Utility Commission of Texas 
and approved by governor; Appointed by Hays County Commission to Citizens Advisory Committee of 
Habitat Conservation Plan, Operator of AAA Ranch, a certified organic producer of agricultural products; 
Appointed to Organic Livestock Advisory Committee by Texas Agricultural Commissioner Susan Combs; 
Appointed by Texas Railroad Commissioners to study group for The UP/SP Merger: An Assessment of the 
Impacts on the State of Texas; Appointed by Hawaii Public Utilities Commission to team reviewing 
affiliate relationships of Hawaiian Electric Industries; Chairman, Energy Task Force, Greater Austin-San 
Antonio Corridor Council; Consultant to Public Utility Commission of Texas on cogeneration policy and 
other matters; Consultant to Public Service Commission of New Mexico on cogeneration policy; Evaluator 
of Energy Research Grant Proposals for Texas Higher Education Coordinating Board. 

Community Activities 

Board of Directors, Sustainable Food Center; Chair, Board of Deacons, Finance Committee, and Elder, 
Central Presbyterian Church of Austin; Founding Member, Orange-Chatham County (N.C.) Legal Aid 
Screening Committee. 
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Military 

Captain, U.S. Naval Reserve (retired after 28 yearss ervice); Commanding Officer, Naval Special Warfare 
Engineering (SEAL) Support Unit; Officer-in-Chargeof SWIFT patrol boat in Vietnam; Enlisted service as 
weather analyst (advanced to second class petty officer). 
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