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PACIFIC GAS AND ELECTRIC COMPANY
CHAPTER 1
COST OF CAPITAL POLICY AND PROPOSAL

Introduction

In this application Pacidnd Ebsctric Gonpany ( PG kestgeqates
of return on its investnents in California Pubhissibbil{t(8C Gom
Conmission) jurisdictional assets for the tebst yBm &dpted® .rate of
return rnust ensure that P& E can attract capital pratesteasandbl e
provide a fair return to sharehol ders.

P& E requests an overall Rate of Return ( RIR  ofs 8shodn5 percent,
in Table 1- 1 below This is a decrease fromzétie RcRrrently auth
8. 79 percent. This request reflects a RXE eofeasel frOm pboecent, a
currently authorized RE of 11. 35 percent; aelostof of long- term
5. 69 percent, a decrease from 6. 05 percentred astlock obst of prefe
5. 60 percent, a decrease from 5. 6 8 percentture, FOPRiEs capital s
requests that its currently authorized 5 2 percent beommennteduiddy
and proposes 4 7 percent for long- term debt andeferrambradmck.for pr

TABLE1-1
PACIFIC GAS AND ELECTRIC COMPANY
PROPOSED COST OF CAPITAL

Line 2013

No. Cost Capital Siructure Wéighted Gost

1 Long- Term Debt 5.69% 47 . 0% 2.67%
2 Preferred Sock 5. 60% 1. 0% 0.06%
3 Cormon Equity 11. 00 % 52. 0% .72%

4 Return on Rate Base 8.45%

P& E expects to nake unprecedented anounts of infrastructure
investnents, roughly $ 15 billion over the periadoul O de&ty2 014, a
equal to P& E s entire rate base just 8 vyearstrnagbs, vihete inves

If the (PUC also adopts in this proceeding aapiéahuabd csstendl nechani sm
( AOCAM) , then the Return on Eqity ( RE  adopted ngn withis berdose effect over the
duration of the ACCAM as adjusted periodically byTheheCos¥dlion in
Decision 08-05-035 wused the term “ M  toapiéstri bechEngsngost bubf P& E
uses the term * ACCAM  herein, as PR E did in tHptdd Ofddeediog. of ¢

1-1
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include funding for safety and reliability, rephaceneht agnay rep

facilities, additional pipes and wres to serveandewesustorers,

generation and transmission, are a crucial part nfolastirhet uemer ghati

supports the people and econony of GCiifornia. nVest end s
well as to fund maturing debt, P&E wll needn ton raese

Jthess |
cépBt al bi bt i

a tine wen capital narkeskillarerecovering from the creded crisis and

the Buro Zone sovereign debt crisis is still smoldering.
In addition to racspngal, P&E nust also maintkird at

biddson in

bank credit facilitiesddocgrdatieral and workingl chpitaake annual

purchases of gas and electric commodities ranging frdinl$dn

. to e

level of financing requires a strong balance sheétalw Egui sybst aand

good credit ratings.

P& E was downgraded in late 2011 by tw of thett
agencies, and its lowest credit rating is now cBES aboust
grade.?2 P& E considers a credit rating sub optinab,

hekéngraj or  crec
juni not
roand there is

for further declines. Setting a reasonabl e returadophi ngapetal a
capital structure that does not increase P& E s rdebi npoeterdge a

factors in preventing further declines. PR E o prapdsad
enable PG E to naintain its current investnent grade anddi

wddt o
t | Fat

support its ability to attract capital and crleditcostt. a rlea8daabs

custoners would eventually bear the cost of poor, crédirtougtat imggher
cost of debt, higher cost ©Dhcilkredes, and thst hiofhecollateral as a

result of counterparties requiring nore coll ateralentf ot r gmsachi ems.

Qustoners would also pay higtests for purchased power castee the

credit quality, and hende aasttalg of generatgrstoseP®BnE is a
function of P& E s credit quality.

The remaining chapters in this exhibit provide support for the
recormendations in this chapter. Specifically, Ghaptehe 2baspseséor

the RE recommendation; (Chapter 3 estimates the tesbstgeaof 2 01 3
long- term debt and preferred stock; and Chapter 4° gresealtgsi §EoE
how the ACCAM has worked since it was adopted in 2 8ef 8 habndt her opo

current ACCAM be continued for three nore vyears.

See Atachrent 1A Table 1 A 4 for a desogéption of credit rat

1-2
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B. Return on Equity Recommendation

P& E s RE proposal is based on the financial nookliPG& Eesults
wtness Or. Wlliam Averavera, Drusing data from garartaéy
conparable to PG E  estimates the RXE for these utbhvenesonaki ng
RE estination nethods. Ba sAME nodel results, 0 9 pedcentt 1from
the DOscounted Cash How ( DOF) nodel, 10. 8- 148 .Chpitgercent from tl
Asset Pricing Mdel, and 10. 8- 11. 4 percentm famn étmectrédk premu
earnings nodels, form the basis for his recommended angasaviabl e
10. 2-11. 4 percent. Taking into consideratson inclruditey fdie facto
specific risks and exposuré&X & [r. Avera concluglesRCEhdtrom
above the mdpoint of this range, or 11. 0 pefednt, andepresents a
reasonable RE for P& E Or. Avera also appliesudihgg XF nodel
group of large, stable, risindcdmpsnies from non- ubebibys of the
econony to corroborate his wutility proxy results.

Dr. Avera describes the risks faced by PGXE  wyi cbapbueedgeneral |
in his proxy group of cenpatiblties. But itphasi zvogt hheeen t hat
investors perceive risks armi&altifat are not sear istat@dy thus
requiring a return above the mdpoint of Dr. Avermange. reasovidd e
many Californians view their hone state as one &b tbéiobest obhers
see Cilifornia as hostile to business and saddied vsthuckureolfhat
ungover nabl e. ” Mchael J. Boskim abdthJohn GCog
professors of econonics at Stanford Uhiversity,  iheckni@yifdesiEd as

€

o

has been called

Llong a harbinger of national trends and an incubabor, of buhoval so
observed that California “ is near the bottom inx bokinebs and ta

state bond ratifgs. TEonomist recognized that “ Hardship and risk- taking,
hopes and crushing disappointnents have been part af I[Galés orewer

since [the gold rush], through boons and busts, epupherbas, and bdt

also noted that “ Galifornia is now called a °‘ ‘dysigowdriraile’ ' ara

even ‘ failed 4stat\#tie these terns nay seem extrene, and nany, incluc
P& E nay not agree with them they are not téems sagplesed to ot

“Cdifornia s Geek Tragedy, ” The V@l Sreet Mwoohnall, 3 ,p. 2 81132 .
“ The People s WII, ” The Economist Special ReportAponl C2l0forni201 1.
1-3
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Investors are well aware of these perceptions ofd Gakéortriese an
views into account when assessing the risk of irviesyinghose anl yt
business is in Glifornia, and deciding where td imetestn dritky wha
require, a return that PG E believes is in the Apper’ balf of [Ir
reasonabl e range.

[llustrative of this innovation and risk takiogni @hahparstet S rdalif
other states are its bold and aggressive energyfopolacibss beefala
leader in the pursuit of prograns and rate designsenéhgy pronote
efficiency, and was one of the first states touctocestitsl!¢ ecesic
industry in the late 1990 s. Those innovativeriad,i onandang WiHd
case of electric restructuring, showed sweeping new cpoliciesrycahi gh
risk, as evidenced by the bankruptcy of PG E anduptbe okar bankr

Southern Gilifornia Hdison Conpany. As California mneavdnowesh fo
one major aspect of another sweeping new policy, andahikord abals |
Verming Solutions Act of 2006, investors nust ocoolsidaer ohatits$hecap

and trade program a large, untested program whbrnposentosisy e
also cones wth risks, nohowttwsl! policy nakers atbenpdentify and
mtigate these risks. Kabi faksba adopted one ofost heaggnessi ve
renewabl e standards in the nation, a standard thetatbeaes thek opf
integrating a vast amount of intermttent and distiribotethepogerd in a
conparatively short time, acconpanied by the uncertailrtiynated the
consuner price for such a level of renewables, hed cbbe mapact
have on the Sate s econony.

Gilifornia is wlling hese tbked trisksorider to rmdvaits goals
related to climate change and energy independence. or Worsebettthe
business and political structures in Cilifornia |eednobibc gvebber!ity
conpared to other states, adtdegreater risks fagadessesb
including Galifornia utildties.resutA P& E beltevBs. thavera s
recomended RE of 11. 0 percent, in the upper nebl& obngehe reaso
appropriately reflects the higher that confront aCalutf o i es.

. Costs of Long-Term Debt and Preferred Stock

P& E s enbedded cost of long- term debt is projectedrom ideerease
currently authorized level of 6. 05 percent @03 369 phicent for
decrease is largely driven by the decrease in the wesiabbé Pa&ReE

1-4
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debt, and the issuance in recent years of newelfinxatbbtrata |ong- t
interest rates lower than PR E s currently authoricest evfipedidot.
P& E s cost of preferred stock is projected to edecuesset!from th

authorized level of 5. 68 to 5. 60 percentortizstien resultheof the a

redenption costs of retired preferred stock. PGhdet daey mew pro
issuances or redenptions of preferred stock for thefuforeseeabl e

. Capital Structure and Credit Ratings

P& E s ability to attract capital at a reasoobbbe obstthes a fun
business risks that it ndadesy ita finances its peratifmr a given |evel
of business risks, finahcihgghert amounts of debverager leill result
in less access to capital and at higher debt 8hdn efjunégci pgi cesth
lower leverage, all else equal. Qrer the nextE thrdééenayeary P&
requirenents are substantial: P& E nust raise § &inandiingntof ne
fund its infrastructurewmrntrsvessf $ 15 billion, naivitiy tthending
coming from internally generated cash. In addition,shorfG&ter meeds
borrowing capacity to provitade $ud . 5  billion 6br cobhabdraly
transactions and access tberan$t1. 5 billion of orstemitngterapadity
to manage daily and seasonal swings of cash as védtl aascudld ompr dvor
unforeseen events.

Gven its financing requirerents, P& E needs a stheef batbhnce s
enough comon equity to provide adequate credit capacity. propd¥ed E
coomon equity ratio of 52 iperddme lowest level bhateqguttyshoul d
maintain in order to retain its current credittraetingsnganderto a
capital and short- term credit at reasonable pricasd. |aterds dPSRUSs s
optimal credit rating is in the A category, bu F&Re®E oslycuBBBnt
by &P, and a 52 percent equity ratio isP@&tisl |bog-faerhmtate
goal to achieve its targeted A rating.

1. A Common Equity Ratio of 52 Percent Is Needed to Support PG&E’s
Current Credit Ratings
P& E was downgraded in late 2011 by tw of théet three najor

rating agencies. P& E is currently rated BEB by d&®&$, A3 by Mx

SB_GT&S 0446865
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Investor Service ( Mody s) , and BBB+ by3 fitchA Rabiggs.the

Mody’ s A3 rating is favorable, the S&P natchgs is only tw
above sub- investnent grade, also known as “ junk® ctedius. These
ratings are driven by a nunber %f bitactgmmssrally are determined by
a qualitative assessnent of overall business risks, of afdndioeal use
metrics to help assess a abifkinbys to service its debt.

As discussed nore fully below only one of P& Edis three key cr
metrics can support credit ratings in the A categor\p&X EBnd becau
already has significant amounts of debt and off- bbtantékesheet d
obligationd, its debt ratio is nearly as high as it can go wthout
leading to another credit rating downgrade.

Figure 1- 1 below shows PG E s current credit metrics using S&
criteria to relate credit netrics to9 credhteeratradst netrics are
key measures of P& E s abblisgrvice its debt: of filmels rdtriam
operations ( FFO to interest ( FFO INI) , thealratdebt of FFO to tot
( FFO DBBT) , and the ratio of total debt to GAAdAL)capPtal ( DEBI/
Figure 1- 1 shows that tw of the three key F&eddHBT rabdos, the F
the DEBI/ CAPITAL ratios are currently in the BBB ahds BB categor

10

[t is not wunusual for firnms to have difrentnt ratalighgegdnei ediff a situation known
as “ split ratings. © of Abatted hdlifns have spgkit raflecting different assessnents or
perceptions of risk.

S& P and Fitch use the same ratings nonenclaturé. A  Aabbehndnihc 4  shows the
Mody' s equivalent rating under the S& P system

For exanple, Mody s identifies four key raténgerftactiordottdie assignment of
ratings for regulated gas and electric utilitigs.are: Thosg 1fpctcorhe regulatory framework,
vwhich determines overall business risk; ( 2) aabitld twnd oearecovet urns;
(3)  diversification into unregul ated businessesial asthefigih) anfli nbihquidity, which are
the ability to raise capital.

As discussed more fully later in this chaptetong-i heeshopevweri epur chase
agreenents ( PPA) as an alternative to owiing poverecphargs, thaind PPAs carry
obligations that are simlar to conventional debles thaB& Phesselirfaldebt equivalents”
are currently on the order of $ 3 billion, 1=l diigrefiteantPGhrBurd conventional debt
outstanding of about $ 13 billion The anount ublal BGBsE wil | debbntegue to grow
as greater amounts of renewables and conventional genesstjubnedar through PPAs.

The lines on the graphs marking the boundarieatiofis thee cestlitated based on
Attachment 1 A Table 1 A 2.

Figwe 1-1 is based on criteria published by i$& Phe grBphs nwaer be found in
Atachrent 1A Tables 1A 1 and 1A 2. (pefatthesk defincsicase oin
Attachrent 1 A Table 1 A 3.

1-6
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PACIFIC GAS AND ELECTRIC COMPANY

RN W Wb bbogo o,

| ever age.

is tcomngitdterthe

in its Decenber

2011 MraS8n@s poepbst , out :

FFO Interest Ratio FFO Debt Ratio ., bt/ Capital FRatio
32 % Bot torm 469
30 % of A 4 8 %
2 8 % 50 %
26 % 52 % Bottom
2 4 % 5 4 Yg———lof BB
22% 56 %
20 % e 58 %
o/\ 1 0/,
18 %—> 7 mon 609
16 % of BBB—— 62 % Bot t om
: : . 14 % : : 6 4 % i O BB
2012 2013 201 2012 2013 20142Q@0252013 2014 2015
The Total Debt to Total ré&Hpdtals a function of afpGRIE s ¢
structure ( including short- term debt and debt eglivalbsntéong-as w
term capital) . The other two ratios are legsstheéiraezdiyaldriven b
structure, but a decrease in P& E s authorized eadvéysergtio wl
inpact all three ratios, putting dowward pressuresdidn R Egss cr
and access to capital. As a result, a decreasezein PG E s autho
common equity ratio nmay trigger a credit ratings downgrade.
Both S& P and Mwody’ s have, in their recent cre8i & reports on F
stated that a potential cause of a credit ratidditdomagrade is a

The stable outl ook
conti nue repairing

reflects our anticipation thatilithe conpany w
its business practices and produce cash flow
projections in line wth our base case expectatiara alebtFFO to t
of 20 % and adjusted debt to capitalization inettheyearea 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. [ Ephasi s

added] V¢ could raise the ratings if financial tperbormance nee
base case expectations and the business profile stiehgthens, wh
would be evidenced by inprovedaticons for the utilitys gas
transmssion system refocused efforts on buildirddesafety into
corporate culture, and continued constructive reguled.ory outcom

11

S& P s RatingsDrect:

Pacific Gas and Hectri dberGorpdhy, Ddbemt .

1-7
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In a simlar vein, Mody'2s stated:

The stable outlook also factors in the conpany’ srtsortonued effo
finance negative free cash flow wth neaningful anowms of comm
equity sufficientainbaim a 52 % equity ratio, atwibh bl sty
to support overall credit quality.

Additional leverage is not the only factor thabotbeul dcréded to a
rating downgrade. In discussing the electric iG@muistight R chard,
nmanaging director at S& P, stated:

...rapidly increasing consuner resistance to risimgt bills wll te
regul atory support for tinmely and perhaps even foyl rate recove
preference for expense deferrals nay develop, andoa Ipeselivity
conpetitive authorized returns wll alnost certdbmly aorduain .

of events would likelynresulshifit of our staboe ouverabk

U S electric utility credit quallly to negative.

It is inportant to note that wth split ratimgdingitthats ithe |owe
relied upon by P& E s counterparties when extendi gk EEredit Fdro P
exanple, a two- notch downgrade by S& P to BB+ ( bearade)i nvest nent
would cause P&X E s counterparties to require addiridlonaf oeldréle
$1 billion, an amount that PGXE sinply may ndtrobeitable to fund
current credit facilities. A that point PG fiayul findo idbtaeny
any additional credit facilarideshat facilitiewbtidncoduid cone
at a significantly higher cost and limted inlbize.to ptBhEses abi
gas and electric commodities and transact through athe GCaliforni
I ndependent System (perator would be severely limteg, PQ&nlgaisin
ability to procure energy for its custoners. evBn si fcotlhg occur
credit ratings of the arlgit twating agencies renainivest nent
grade.

Wile there are many factors that the rating ageswres consider
assigning a credit ratieapingi & E s leverage dtnethis anlikely
to be offset by changes in other factors that nigbteasitigate an
leverage, and in view of PG&E s recent credit satingsul dowbgrade
ill- advised. As a result, a 52 percent c¢henom requirhy ratio is

level of equity needed to sustain PG E s current credit ratings

Mody' s Rating Action: Mody' s Affirns PG &ber r3tOngs. 2 0 Sept.

“Uility Qedit Ratings Gitical to Raisingz Chgigesing: EnéetwBary 7, 2012.

1-8
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2. A 52 Percent Common Equity Ratio May Enable Future Credit Rating

Upgrades to an Optimal Level

It is in the best interests of P&E s custotersatiagdarget credi
from all three credit rating agencies in the A AcategoryA either
Ratings of or lower put at risk the uttidadty’ capidhall itduritgg at
periods of financial mnarket disruption, and prdvidaushireufficien
against further events affecting capital markets tbat theul dtikiebyl t
in downgrades to sub- investnent grade. Atainirgg ierediie rating
A category not only lowers the cost of credit,nsubet tiehso thelps e

utility will bhave continuous access to credit.

a. Credit Ratings in the A Category Provide a Cushion for Credit
Ratings Downgrades for Reasons Beyond PG&E’s Control
Gedit ratings can change for a nunber of reasons, such as a
change in the regulatory environment, a change irs, busimess risk
change in financial risk (i. e , the anount asj .leverBge a firm

exanple, political events, such as a recently preopdstdotCaliforn

neasure that, if passed, could shut dow all thengnuclear genera
facilities in Gilifornileead donl da credit rati ngsdeddvecpuse
it would increase P& Erisks. Regaisdi pgssibi |ty st@ked:

A disorderly exit from nuclear — that is, sondtieng that forc

early closure of the [Clifornia nuclear] planlys defilmead cl earl

cost recovery and that dodsrendthegelectric utilityi newieo

plan for alternatives, alnost certainly would jeopardize credit

qual i tyi4

Financial narket disruptions could also lead to credit ratings
downgr ade. For exanple, during the recent finantliéinotsisis the
subsidiaries of Ameren, wth credit ratings in the HBBB category

difficuty renewhepr tshort- termtcredcilities, eandacest wth

S& P Qobal Cedit Portal; The Gound- Shakingfdiedld'tys Ml e@al i Fover;
Gctober 17, 201 1.

1-9
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credit ratings downgrades because their dimnished atteds to ca
and credit could inpair ifhéiy tab finance theims.dperatio

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

An optimal credit rating is one that can leave P& E wth a
tenporarily acceptable mnimum credit rating in thditeveatingf cr
downgrades, under scenarios of reasonable, but noessgdbrerme,  str
and that still providescdd® Et@ the capital andardtatdt m
albeit at higher cost and at greater risk of toadegpgtal.access
Quer tine, perhaps several years, P&E would expect to be able
nove up toward its optimal ratings. For P& E irimam tenporary .
credit rating is BBB swhilchingestnent grade.nportdrt ito i
note that a credit rating is not particul ad yutdéstyabsechf or
as PG E that nust continusklyl arge anounts of newl capnda
maintain substantial credit tifesc During the noeednt criisna,
firme rated BBB and below experienced significantisidigficulty ra
capital .

P& E has first- hand experience with being deniedtheedit during
financial crisis in 2008, wvhen it was rated bgBB+ by S&P an
Mody’ s and Fitch. Despite these relatively d$imngsger credit ra
P& E was tenporarily unable to access the debt nadedtsofat the p
the financial crisis. In Gctober 2008, sevebahk banks in P&
group, including a noney- centered bank and a largded highly rega
investment bank, declined to participate in PBeHits fleiféety of cr

15 As stated by Mody' s in 2009 just aftetarpee Vit dshSoketselmrdls such as

Lehman Brothers, Merrill Lynch, and Bear Searns:
Athough Mody’ s expects that all or a portion idf fdelilbdds dredbe
reneved at some point in 2009, constrained bankt andndctedns makk

the tinmng, structure, pricing, tenor, eneamell Siaei | icfi ebhenore uncertain.

As a result, Mody' s does not view the standofdliane ofl i qiefidry r lllinois
subsidiaries as being sufficient to support invesient Ragradgs letil new
preferably multi- year, bank facilities are putivenraliawe. acti dkegatould be
considered if Amren s lllinois utilities do ogohteentenuidnty ade
arrangerents well in advance of the current facisliiy depiusayiof 0 1 0 .

( Mody s Rating Action, January 29, 2009. )

“

16 In this context, tenporary” can be up todisgveosl cyeausstdapes. For
exanple, a significant change in the qualitativkt driaténgs ofracrdrigger ratings
changes that could not be offset by changes in hatedate rétirves by cash flow and
| ever age. [t may take several vyears to rebuild credit quality.

1-10
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that was needed to support the issuance of pollutdsan- control bo

2 Again in April and My 2009, a majority of badoupn P& E s
3 refused to participate oposed $r5 00 mllion bank revolbamk

4 credit facility that vesd tequupport P& E s legdsdity n

5 associated wth energy procurenent activities. Fos, these reaso

6 credit rating is sub- optimal for P& E  angorigyat best a t
7 mninum credit rating.

8 Gedit ratings below are not acceptable. Ghce a conpany’
9 credit rating drops below investrnent grade, acceswmrkeisthe debt
10 decreases, the cost of debt increases significamgnantsand debt c
11 becone substantially nore restrictive. The sub- iewvestnent grad
12 market is rmuch nore subjechccéss disruptions, asirslgdtiorsh

13 are quick to abandon this market when there are esignsucbf troubl
14 as the Qeek debt crisis. For exanple, duringedihbe 2008- 20
15 crisis, virtually all conpanies wth sub- investgentwerggade ratin
16 unable to access the capital and credit markets. s Eabed conpanie
17 BBB- had difficulty accessing the capital mnarketse because of th
18 perceived risk of faldwng mbedtnent grade.

19 A dowgrade below BBB would also limt, and perhaps elininate,
20 P& E s access to the Tier 2 comercial paper narket. This is
21 significant source of short- term capital for PGk Heeds operational
22 that if restricted would force the conpany to obffainancmrt- term
23 at significantly higher costs. These costs would bbenconpounded
24 the conpany renews its $ 3crebitlibacility, whide woul d

25 significantly nore expensive and potentially even Capbaoetly i€ons

26 P& E were dowgraded below BBB

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

28 A target optimal credit rating is one that can absbrb novenent:
29 2 - 3 notches dowirdphich would leave PR E at its tenporarily
30 acceptable mininum credit rating of BBB  allowog nbhetauhility t

17 A “ notch is the change from one rating to amchadjsmcenromatAngo A , o BB to
BEB+ . From to BB+ ( sub- investnent grade) Aigwte sioguteses a naterial

change in credit quality, and inpacts the coshe obnoongdi byailablle,t especially
going from the A to the and lower categorimgs.of credit rati

1- 11
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investnent grade status. For exanple, if P& E were to use nor
leverage in its capital structure, it mght beotddwraded one n
P& E can also be dowgraded as a result of a sustained adverse
msmatch between PGXE s revenues and expenses, or noye generall
due to a decrease in regulatory supportiveness. entA series of ev
could result in tw or even three downgrades, IledBngf PGkE at B
started from A

In addition to providing acushrong to wthstand poswidilid
ratings downgrades, there is a clear and signifitegel tcost advan
credit ratings in the A category. Typically,| HRaveated bonds wl
interest rates on the order of 0. 44 percent |bsadsthan BBB rat
and BBB rated bonds wll have interest rates about ldss 8 2 percen
than bonds rated BB ( sub- investnenf® gradepl ying these figures
to P&XE s issuance of $dughly billion in bonds i202108B1 2 and
the annual interest costs of A rated bonds are nabbess $§ 11 mlli
relative to BBB rated bonds. The annual intengst cost of issui
BB- rated bonds would have been about $ 46 mllioningore than iss
BBB- rated bonds.

Gedit ratings of A or A are also optimal fa issuing comme
paper, which P& E relies on to fund its daily gmdirseasonal swn

cash. P& E is currently a Tier 2 issuer of ezvimgrcial paper,
that its commercial papskiers then the best |ssoemsrcobl ¢

paper in Tier 1. Tier 1 issuers typicallyo Haweer crigat  ratings
A, and experience continuous access to the credvr narkets at |

cost relative to Tier .2 id3wémgy the recent isredi tangris
Tier 2 conpanies had difficulty accessing the commercial paper
markets, P& E included, and needed to pay much hirgher rates tha

normal conpared to Tier 1 issuers.

18

19

For example, in P&RE s 2011 Genera Rate fCafltepaymr [Bdiagiaireso
recormended that PG E refinance a portion of its ltengwtidrmcarasercial paper, one
of the riskiest ways to finance such assets. d npleswemisnogt i omas coul d  have
led to a credit ratings downgrade.

The 0. 44 percent and 1. 82 percent averagetashrel {bkeyeaveer th&uring the pesak
of the credit crisis in late 2008 to easlg @0 BB9 ratetihebondéereas 4 50  basis
points greater than the rates on BBB rated bonds.

1-12
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1 These higher costs of debt and credit, as wellporéds credit to
procurenent activities, are sumarized on Table 1 un® (be)ow 0!
shows the increnental costs of BBB credit ratings Aelmbiveg, to a
and colum ( b) shows the increnental costs of a rB8 tating conpa
a BBB rating. The costs in Table 1 - 2 dortodtsreflect the hig
P& E would be charged for power purchase agreerents ( PPA) as

~N O 0o bW N

di scussed bel ow

TABLE1-2
PACIFIC GAS AND ELECTRIC COMPANY
INCREMENTAL INTEREST COSTS ($ MILLIONS)

Li ne
No. A to BBB BB to BB A to
(a (b (©
1 Long- Term Debt ( a) $12 $55 $67
2 Short- Term Debt ( b) 4 35 39

3 Tot al $17 $90 $106

( a) These anpunts include additional annual intetestercosfs caedit fees for
pollution control bonds.

( b These anpunts include additional annual intdmedt- terehs defft @nd the
high cost of collateral.

8 Another inportant reason to target credit ratinggorin ishe A cate
9 to lower the cost of capital for P& E s nany indegendent genera
10 who contract with PG E for the long- term sale20of flheir power.
11 investors who finance these generators have less réska and henc
lower cost of capital, when the off taker ( P&E has higher ¢
quality, all else equal. A lower cost of ecappotal for those ge
results in lower PPA costs to PG E custorers.

capacity, which P& E needs to take on the substantial debt- like

2
3
4

15 Gedit ratings in the A eateegomgdi cative of grebter cred
6
7 obligations that come wth purchasing power from independent
8

generators under long- term contracts ( PPAs) . As long as the

20 Generally, a generator wth a long term contihctnohitbhe Pa8skgneid a credit rating
any higher than PG E s, and at best is one nofoh |undependentHegeeerators to
receive investnent grade ratings neans PR E s credidgt haiiBB e better.

1-13
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generators produce according to their contracts, R&lEtas obliga
pay the generators whether the power is needed or heot,theand whet
power could be purchased for less on the market. haBecause PPAs
these debt- like characteristics, P&E s investoestipay tolose att
the magnitude of these obligations, and factor them into their

assessment of P& E s financial capacity to supportndall its debt
debt- like obligailons.

Targeting and achieving credit ratings in the Aheategory, and
appropriate level of equity needed to sustain soeh ratings in t
A category, would ensure that P& E wll have thhetaredit capaci
procure additional PFPAs to meet the 3 3 percent state renewable
generation standard, as well as its other generation resource
requi renent s. Failure tte rilé gaegative inpacts of debt
equivalence in the future nmay preclude credit ratiagd increases,
possibly lead to lower credit ratings, increasebg &heé cost of d
credit for P& E as well as the cost of purchased power.

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

The preceding discussion assumes that PG E uses common equity
to maintain an appropriate balance between debt andausguity. Be

€

credit rating agencies give sone equity creditfockfo praferred s
target equity ratio can also be achieved wth erefoemiedti on of
and common st ock. Fowever, for P& E preferred stemtkyis not cu
an attractive source of equity capital for several reasons.

First and nost inportantly, the narket for P& E s preferred
securities is significantly smaller and less |rgbed ésoftehesdesc
deep” or “ thin” ) than that for debt or common edwitw securitie
result, it is not asoureld abfe fanding for PW@g& sapibal
needs, and raising substantial amounts of preferrgearsould take

The thin market could also result in a liquidicdrgasacenium or in

Investors account for these debt- 1ike obligabyens inFovaremasple, S&P explicitly
inputes both debt and interest expense for PPAs wen PGRlEulsticredit netrics. G her
rating agencies nay consider the inpact qualitativelyand aptihebanknvestors have
devel oped their own nmethods to assess the inpact 6Fs debi-PGkE B credit quality.

1-14
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E.

cost of issuance, being applied to P& E transactitmes that could
avoided by reliance on securities traded in nore. liquid narkets

Second, the credit treatnent of preferred stock would be credit
neutral at best, but could potentially be cridet talegltructive.
credit inmpact of preferred stock depends on thei bpbesicafar attr
the preferred s%ckand on whether it replaces debt or equity in tt
capital structure, the treatrent for which cangemy dnd rating a
could change over tine. In general, ©preferred séqgokiyinsplace o
credit destructive because the rating agencies apply less than
100 percent equity credit. Preferred stock nountgl ack of equal
debt and equity could be credit neutral, dependgngagencythe ratin
treatnent, but for the reasons discussed in the rppbhceding parag
would not be as reliable a source of capital. theséaken together,
factors highlight the credit challenges associatesl @ttdck.preferr

Third, at current narket rates P& E custoners would not reali:
savings from preferred stock relative to a mx fof. debt and equi
Preferred stock is typically rated two notches betelh a firm s o
credit ratfhg,and as a result, P&RE s preferred stock is rated |
below investnent grade, and the cost of preferred Eissued by PG
would not be less than equal anmounts of common stoekmand long- t
debt based on current narket conditions. In faetal, these facto
denonstrate that preferred stock would expose P& E hd funding a
credit risk wth no apparent benefit to custoners.

Implementation of the Cost of Capital in Rates

PG E proposes to inplenent any revenue requirenent chahgg resul
from a cost of capital decision in this proceetengritn rghes and e
beginning January 1, 2013, assuming a Conm ssisued décisidf 12 is

22

23

For exanpl g, P& E s outstanding perpetual preferreds sbobk peceent equity and
50 percent debt treatnent by the agencies.

P& E s overall credit rating, also called gn S&isier” BBRatimgpd tw notches
below that is BB See Table 1 A 4 in Appendixl efe fdescai ptoioe obnpcredit
ratings. See Attachrent 1A Table 1 A 4 for eripbren cohpl eted tesratings.

1-15
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in tire to allow PGRE to inplenent rates on Jhuarythahges 20 1 3.
applicable to Drect Access rates for electric semadee aboultdie bsane
time as changes in bundled electric custoner ratesed under atihoent
tariffs, P&E wll record the gas distributiom arghs sttoragen ssio
electric distribution, and electric generation remksuereféegoiiem the
2013 cost of capital in the appropriate bal ancimg aarelntrentasndu

of January 1, 2013. Rates for each of thése wévenle rsequirenen
based on the then- current approved revenue allocatdesi gandnet bbds
separately approved for each revenue requirenent.

Conclusion

P& E s operations require very substantial and contitualcapadedss
A RE of 11. 0 percent and a 52 percent comohd equibw ratio shou
P& E to maintain its current credit ratings, anfl Eensame obtaitn PG
capital at a reasonable ltostelse e§ual, highertiogeditesubt in greater
access to capital and lower custormer costs. Basedhy'ors tdmel ySirgpa
achieving optinmal credit ratings of either A  br cédstocets, bemefi
provide PG E wth a sufficient buffer to weather whodeseeasks, do
including those that nmight result from unstable nsrket BEGRdEtis
recoomended 5 2 percent common equity ratio is a kep compeneng t
optimal credit ratings.

Gormission approval of P& E s ACCAM would reduce costto rebst ed
of capital proceedings, and would also be positavetyfor asredit ¢
provides investors wth a degree of confidence inedowosthe ofadaapit al
will change wth interest rates.

Al electric rate changes for January 1, 210d4t8d imvoli& Bbes cdnsoal Hectric
True- Wb proceeding for January 1, 2013 inplerentshid omhangesA f orgaslanuary 1,
2013, wvill be consolidated wth PR E Anmual Gencilge-Addourdis HBoor
inplerentation January 1, 2013.
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ATTACHMENT 1A
PG&E CREDIT METRICS AND RATINGS

Al three major credit rating agencies use sinmlark®keyrédibenchna
statistics to assess the quantitative aspects uoids afridmnoperat{ohs) f
( FFO interest coverage; ( 2) FFO to total ebebtto todal ( Gapitaktotal d
Table 1 A 3 provides definitions of these raticoverage Thet iiont droesises
on cash generated over a period of tine and conpeeesstthablidati ons.

The other two neasures focus on a conpanys ability fids pdyakidwiies over
tine and the total financial cushion for creditors.

Pacific Gas and Hectric Gmpany’ s ( PR E currear phgections f
Qmpany’ s 2012 and 2013 credit statistics arel shown TheseTable 1 A
statistics can be conpared to the indicative creditlitaebngsithora business
profile of strong, ” published by Sandard & ,'Poohich, arkncpresénB8dP)
in Table 1A 2. Table 1 A 1 shows credit dtatitdiouts delhth wth an
equi val ence adjustnents for PG E s portfolio of pmgreempenichase PPA)

€

that are expected to provide power wthin the 2 0wl 2 - 2TBe1 Bati hgnefra
agencies’ calculations include short- term debt, raledgusinehtsothade to
reflect the cash flow and debt- like inpacts ofidioblipgestensetinetent
benefits, asset retirements, and accrued interest.

Table 1 A 1 shows that the FFO interest coverageandat2o8 1i8 2ale1 n
the range associated with an A credit rating at P@Ed&ile fsifestrong. ”
This FFO interest coverage result reflects the fad dUsateedd® Enh
securing very low interest rates for its |ong- tlatiry,debhoweverl npot he
bal ance sheet ratio of FFO tdebttoia only in tbe aanBEB-f credit rating.
Mreover, the debt to tolakzatcapitaatio is inafpiegovange of
sub- investrment grade and BBB . The bal ance shedte rihés iisdilddtlie to
no room for increasing debt leverage if P& E usrendb rcekdih rabings.

1 S& P s FRatingsDrect: “u s Uilities FRatingayethaliysi ¢ hd\bli& Por Corporate
Ratings Mitrix. ” Noverber 30, 2007. Pridadd @Gedi Shifmanyst s:
Wiliam Ferara, and John W VWi t! ock, New York.

2 These contracts include Qualifying Facility ( @8trict,Irrirgateévebl d@ and other
procurenent contracts. Per S P practice, debt egubletienaskt hassontracts not
expected to be online before 2014 is excluded frof tHe 2edii2 staidstics
cal cul ati ons.

1A 1
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The credit statistics presented in Table 1 A 1 aitsooshawediHe inp
statistics resulting from the inclusion of debtPP&suival efioe tfbl e shows
that all statistics decline when debt equivalence is Whhe devedall the
credit statistics remain in the investnent gradeactang$, ddlite inp
equivalence will grow as P& E noves toward achi evi ngenthe Rebedabl per
Portfolio Standard goal and providing for |load grewtH otdy dughm n
contracts. Increasing inputed debt and inputed &hedresithasseouw
contracts wll further reduce current coverage nampgims driealit sypality.

TABLE1A-1
PACIFIC GAS AND ELECTRIC COMPANY
PROJECTED PG&E CREDIT RATIOS(a)

Li ne
No. 2012 2013
1 Wth Power Contract Debt Equival ence
2 FFO Interest (overage 4. 33 4. 03
3 FFO to Total Debt 19. 4% 17. 2%
4 Total Debt to Total Capital 58. 2% 58. 2%
5 Wihout Power Contract Debt Fquival ence
6 FFO Interest (overage 4. 71 4 . 44
7 FFO to Total Debt 20. 8% 19. 0%
8 Total Debt to Total Capital 55. 3% 54. 2%
( a) Includes preferred equity as 50 percent debt equivaient.

TABLE1A-2
PACIFIC GAS AND ELECTRIC COMPANY
STANDARD AND POOR’S UTILITY GROUP FINANCIAL TARGETS

Financial Hsk Indicative Raetios - U S Uilities
(Fully adjusted, historically demonstrated, and expected to consistently continue)
Cash Fow Debt  Leverage Indicative Rating
Wth “ Srong”
Li ne Financial HRsk Total Debt/ Business R sk
No. Profile FFQ  Debt FFQ Interest Capi t al Profile
(%) ( x) (%)
1 Modest 40-60 4.0-6.0 25-40 A
2 Intermediate 25-45 3.0-4.5 35-50
3 Aggr essi ve 10-30 2.0-3.5 45-60 BBE-
4 Hghly Leveraged Below 15 2.5 or less Qrer 50
1A 2
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TABLE1A-3
PACIFIC GAS AND ELECTRIC COMPANY
DESCRIPTION OF CREDIT RATIOS

FFO Interest Coverage
FFO Interest Coverage = (FFO + Total Interest Expense)/Total Interest Expense
FFO = Net Income — AFWDC — Pfd DOv + Depreciati auri(t izaf iwh nd iSei pal

Payrent s)

+ (hange in Deferred Tax + Qher Net Cash from (perdiiprised+ Defdediation Expense

Total Interest Expense = Interest + Inputed Interefbrred B Gifendof P

Total Debt to Total Capital
Total Debt to Total Capital = Total Debt/Total Capital

Total Debt = Long- Term Debt + Short- Term Debt + d58dek of Mmghdrede CF and

FPurchased Power [ebt
Total Capital = Gommon Eguity + 50 % of PreferrBdbtSock + Total

FFO to Average Total Debt
FFO to Average Total Debt = FFO/Average Total Debt
FFO = Net Income - AFUDC - Fd Dv + Depreciati couri(t ibzaf ivh nd iSeci pal

Payrent s)

+ (Change in Deferred Tax + Qher Net Cash from Cperdinprised+ Defidedati on Expepse

Average Total Debt = Average of Beginmming of Year and Téhd obeble

Not e: Al Calculations exclude securitized debtirgnditeos: recurr

1A 3
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| nvest nent
Gade

Specul ative or
“ Junk”  Gade

el

TABLE1A-4
PACIFIC GAS AND ELECTRIC COMPANY
CREDIT RATINGS DESIGNATIONS

Mody s Investor

D ( Default)

Standard & Poor’ Fitch Servi ce
APA ALMA Aaa
Ab+ Al Aat
AA AA Aa2
Al Al Aa3
Ar Ar Al
A A A2
A A A3
BBB+ BEB+ Baal
BER BER Baa2
BBB- BBB- Baa3
BB+ BB+ Ba1
BB BB Ba2
BB BB Ba3
B+ B+ B1
B B B2
B B- B3
QG+ QG+ Caa
ac aC G
QG QG C

D ( Default) D ( Default)
1A 4
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PACIFIC GAS AND ELECTRIC COMPANY
CHAPTER 2
RETURN ON EQUITY

A. Introduction

M name is Wiliam E  Avera, 3907 Rd Rveram &dustin, Texas.

financial, economc, and policy consultant to busimess. and gove
M offices are located at 3907 Rd Rver, AustirA ddsagptioYy 87 51

of ny background and qualifications, including a reguriEhecotébain s of
ny experience, is included at the back of this volune.
1. Overview

The purpose of ny testinony is to present to éhe Public Wiliti
Gmmssion of the Sate drniGlif CPULC or GCommission) ny
i ndependent evaluation of the fair rate of retul odoreqiitey ( RO
jurisdictional electric abhdliggs operations of Bscifand Gectric
Gompany ( P& E or the Conpany) .

To prepare ny testinony, | used information frormouraesvariety of s
that would norrmally be relied upon by a person inl ngm chpaiiitar
wth the organization, operations, finances, an@& Bpefebironmyof P
participation in prior proceedings before the (PUC rahd EnbegyFede
Regul atory CGomrmission ( FERO . In connection wthilthg, present f
| considered and relied upon corporate disclosuresilabpablicly av
financial reports and &ndli ngsher published informatliaiing to
P& E including bond rakhog egports, financial ard | ipngsr
regul atory proceedings and orders. | also reviewedel anfognation
generally to capital markets and specifically toptionestor perce
requirenents, and expectations for regulated utikburess, These
coupled wth ny experiencee ifiietds of finance and egilidtiiton,
have given me a working knowedge of the issues estewant to inv
required return for P& E and they form the basss aofl ny anal yse
concl usi ons.

The rate of return on comon equity conpensates sharehbhders fo
use of their capital to finance the investrnent wekessaniyitho pro
servi ce. Investors commt capital only if they retpset do témim

2-1
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investnent commensurate wth returns available from alternative
investnents wth conparable risks. To be consistentegul &hor gound
econonics and the standards set forth by the Supréee Gourt in t
Bluefield! andHope? cases, a utility’ s allowed return on common equity
should be sufficient to: (1) fairly conpedsate theitatilibtyeste
(2) enable the utilityretornofédequate to atwachpita on
reasonable terns; and ( 3 ) maintain the utilgtiyfy.s financial inte
M evaluation of a fair RE began wth a reviewsofanthe operatio
finances of P& E as well as the general conditty onsdugtrythe util
Wth this background, | examined current capital omarkatd conditi
conducted various quantitative analyses to estinmate Cbst cofrent
equity including alternative applications of the hdi §Count édD(Egs
model and the Capital Asset Pricing Mdel ( CAPNV k paenieguity ris
approach based on allowed rates of return, as wellto asxpesfitacence
earned rates of return for utilities. Basediton ddie naiet of equ
indicated by ny analyses, nidmy’ @ RE was evaluated dakinto
account the specific risks, exposures, and potentifar challengésty
operations in Gilifornia, all of which are praperisettdongi derddir
RCE

Summary and Conclusions
Based on the results of ny analyses and the econonis requirenen
necessary to support continuous access to capital, al Récofmend
P& E of 11. 0 %. The bases for ny conclusion ave summarized bel
e« |In order to reflect the risks and prospects assé&fiasted wth P&
jurisdictional utility operabyonanal yses focused enenae ref
group of other firns Jitic ehmd gas utility operations;

o Because investors’ required return on equity is uhobgervable an
single method should be viewed in isolation, | appAfed the DCF,
and risk premium nethods, as well as the expectedoaehnings appr
to estimate a fair RE for P&E

Buefield Vdter Vorks & Inmproverent . V. Pub. 2 65&v. U ©Srmien7 9 (1923) .
FPC v. IHope MNatural Gs ., 320 U S 591 (1944) .

2- 2
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« Wile ny conclusions were based solely on the resadys for the p
group of wutilities, lenatdoDdefaresults for prayy dro
conpani es selected from the least risky, nost stable and mature
participants in the noseattdris tyf the econony. ddiflhosal a
benchmark is consistent wth the fact that utilitéeefomust conpe
capital wth firns outside their own industry;

« Based on the results of ny analyses for the conpgpabidfe- risk gro
utilities, and giving less weight to extrenesowt etde dfigh and |
the range, | concluded that a fair RE for P& Etds in the 10
11. 4% range.

M testinony exanines the challenges facing PG E that support a
RE in the upper part of the reasonable range tdonmoognize the
requirenents for financial strength. M recommended& HEoffor PG
11. 0% considers that:

« A RE above the mdpoint of ny recommended range is consistent
wth maintaining a level of financial strength dshattoallows acce

capital, even during times of financial stress ebndtucepital nark

o Wile PR E s anbitious dapid¢stinent plans wll bersforter scu
by expanding utility infrastructure, neeting rélatgbildgdals,and sa
and furthering energy policy objectives in Ciifoanya,s the GConp
financial integrity and flexibility wll be ibshgunehese in nee
nandat es;

« The reasonableness of an 11. 0% RE for P& E isyalso supporte
the need to ensure that the Conpany has the abiltidy to respond
potential challenges ® including nuclear exposure and anbitious

environmental standards ®and recover flotation costs.

Taken together, these considerations confirm the reasohabhgness
recormended range and support an 11. 0% KRE for P&E

This requested RXE is a reasonable cost for P& E s paystoners to
Investors have many options vying for their noney.nvestieay make i
capital available to P& E only if the expectedhaetrishs justify
Qustoners wll enjoy relhndbleffacient utility servéoe lonf as
investors are wlling to make the huge capital issesynenbs nece
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maintain and inprove P& E s utility system P asti@i et am adequ
to investors is a necessaryo cemsure that capithbbles tavaP& E

now and in the future. If regulatory decishsnsavéihabl etheo retur
investors to levels insufficient to justify thew fisk]osecusheners
benefits of reliable utility service so vital yirandodayrors owcanom
econom ¢ devel opnent .

B. Fundamental Analyses

As a predicate to ny ecendmcapital narket analyses, secthbs

briefly describes PG E and reviews its operations andnfiaddiddson, the

risks and prospects for yhenddstiny era ned. ubler standi ng  of

these fundanental factors dhave the risks and prospecisties is

essential to developing an informed opinion about dtratésing amxpe

requirenents that form the basis of a fair RE

1.

Pacific Gas and Electric Company

P& E the primary subsidiary of P& E Gorporation of @y, is pr
engaged in providing integrated retail electric andtihatyrakergase
in northern and central Giifornia. (he of esthen | hgeshat ubnliti
P& E provides service to approxinately 5. 2 nmiltooerselentiric cus
4. 3 nmllion gas distsidmisn cuA vyear- end 2 0 1hdd, toPE& E
assets of $49. 2  billion, wth total revenuesi nainglunting to appro
$15. 0 billion

During 2011, P&E sddliedniiestyotaled 74 . 9 mllion
megavat t- hours ( MMH) . Sales to residential custorkers Ycongosed
retail sales, wth 40% to comercial, 12 %rdo0 iadlstthti@ end- u
remaining 7 % attributable to agricultural and othdhe custorers.

Qrpany has over 7, 400 nregawatts ( MY of generatliugi ngapacity, i

2,240 MV at its [ abluole@anybacility. During 2011,
conpany- owled generation provided approximately 4 9 % of P& E s
electricity requirenents. Hectricity provided urclentracig- wWedrim

the California Departnent of Vdter Resources has stieduddy ardimin
provided just 4 % of the energy needed to serve X BEws$h ctsleoners
remaining 47 % of the onpany’ s energy supply bei mgn prchased fr

SB GT&S 0446887
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variety of sources, including Qualifying Facilatties di <IF)icts iamdg
water agencies, and non- CF renewable generators.

P& E s transmission and diisbmilacilities extend utbroagho or a
part of 47 of Ciiforniaa s 58 counties andyinclude approxinatel
18, 600 circuit miles of transmission lines dhd (Gfpribxi mitlelsy 1 4
of distribution lines. P& E is interconnectederw Bystensctiinc po
the Véstern Hectricity ordinating Gouncil ( VEQudes which incl
14 Véstern states, Aberta and British Glunbia, rt€anafla, and pa
Mexi co. In connection wth electricity industryPGdstructuring,
relinquished control, but not owership, of itssiehecfacclitiaasm
to the CGilifornia Independent System (perator Corpor@&ionin CANS
1998. The CASQ  wiahapms ovad FEransni ssion  or gahi an,
controls the operation of a significant portion Hgh Cibifageia s
( ) wholesale power grid and provides open access &eamBoEssi on
on a nondiscrimnatory basis.

P& E also ows and operates an integrated natural gas gathering
transportation, storage, and distribution systemtbha Oextefds i
CGalifornia@ s 58 counties and includes nost of martheorti ansl cent
of the state. In 2011, the onpany proviedetlo gas utility servi
approximately 4 mllion custoners. Residential andcisahall comme
customers, which make up the core custoner class, represent
approximately 99 % of PRE s gas utility custonetsl amhtutbal % of t
gas deliveries, wth non- core custoners ( industreetial,!arged conm
electric generation) nmaking up the balance. Toélel veniabsiral n gas
2011 amounted to 804 billion cubic feet, speith omlegi derdmal , tre
commercial custoners accounting for 30 %, 57 %, weedy.13 %, respe
P& E s natural gas system consists of over 4 2 rib@ibn mles of di
mains and over 6, 4 00 anwrhesi @f dinbé nes, and descl tthree
Gonpany- owed underground natural gas storage fields, as2vw®l% as
interest in a jointly owed storage facility |ogcate@al hearni Bresn

P& E s retail utility operations are subject ntoof thehejurisdictio
PUC  wth the interstate jurisdiction regulated thyon&ERG Addi
P& E s DOablo Canyon nuclear facilities are subjgecby tohdicensin
Nucl ear Regul atory Cormi ssion.

2-5
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Sandard & Poor’ s ( S&P) (orporation has assigned P&& E a Corpo

Cedit
PR F s

| ssuer

Rating of “ BBB " while Mody s Investorss)Serkiase sét Mody’
Issuer Rating at tthA3Ratings, Fi Ltd.  ( Bsbtbhed has
Default Rating for PGXE of “ BBB+ .~

P& E continues to expand utility infrastructure, adescludi ngt supgr

transmssion system that enhance reliability and ebBscitbtate acc
additional generating resources. As discussed in &Bapbepectls, PG
to invest roughly $15 billion in utility e npeastducture over th
2012-2014. (onsi derdamge t ke dilgdd  proj ectts,nuedccon
support for the onpany’ s financial integrity witldl be instrunen
supporting P& E s capital program

2. Industry Risks Facing PG&E

Investors are aware of nunerous challenges that inpact their

per cept i
i npl i cat
P& E
denand

ons of the relaksveinherent in the utikiytyandndbsve

ions for the financial standing of thelvesilitiaesluthegse
Uncertain costs associated wth environmental coeglicedce

in the wake of econonic slowdown, the inplcoebseds of in

conservation and renewables goals, as well as expatarg to regul

uncert ai

[A

nties all inpact the industry s future. ed: As Mbody’ s not
sustained period of sluggish economc growh,  dhardatgrized

unenpl oynent, could stress the sector’ s recovery gmmbgbects, fin
performance, and credit ratings. The quality asif flhesssector’ s ¢

are

already showing signs of decline, partly becpasetiofy higher

costs and investnests.

Mbody’ s concl uded,
operating risks increa$ing.

1]

we also see the sector’ s omdrall business a

33

Additionally, in recent years, P&E and its custoners have had

cont end
vol atili

t ur noi |

wWth dramatic fluctuations in energy costsngdysride® ongoi
ty in the spot markets and investors reobgal zef ot hef upbher
in energy narketstines lof extrene volatilkieg, camiquickly

find thenselves in a significant under- recovery egpsctiono with r

Mody’ s Investors Service, “ U S Hectric Ulilngs edtheadhceSaiemgt heni ng
Bal ance Sheets MNow Wuld Protect OSpetial’Comment( Gt. 28, 2010) .
Mody’ s Investors Service, " Regulation ProvidesisBsabMbuhy /nBeistB Outiook
(Jan. 19, 2011) .

2-6
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power costs, which can pewdrmstss liquidity. Yalyat irlee kebise

can discourage potential custoners from choosing nabusel fgek, c
substitution, and lead to decreased custoner usade, i n@éased whic
the risks of inveshingatural gasbubliebr utilitidsplates additional
pressure on their bond ratings. Mbody’ s echoed wadrel usienig nent,
that reduced demand and nargins challenge gas di stirtibedi cduriutgl
periods of volatile natural das prices.

Wile current expectations for significantly |ower meikact prices
weaker fundanentals affecting current load and fuestgmsces, inv
recognize the potential that such trends could quickigr rexamses,
recurring political crises in the Mdde East havecrleadestoi rsharp

petrol eum prices. Mbody’ ugedcohblt utilities rermamed eqo
fluctuations in energy prices, observing, “ Thisodvigw pritikst conm
renain low could easily be proved incorrect, dae dfo the eviden

historical volatflityFifch recently observed that narket conditions will
likely result in higher natural gas prices, tandinsoistdy'tlse utili
potential exposure to future pricde shocks.

Investors are also aware of the financial and regsl afaced pressu
by utilities associated wth both rising costs uaddrtbke need to
significant capital investnents. S& P noted that andstcapntakases
projects, along wth uncertain load growth, weckal bengegnt bi cant
the utility in8ustrps Mody s observed:

[We also see the sector’ s overall business riskiskesd operating
increasing, owng prinaribiyngtocosts associated wrtddi ngpg and
expanding the nation s trildiaeecdil@ infrastiucture.

As The Value Line Investrent Survey ( Value Line) observed wth
respect to gas utilities:

Mody' s Investors Service, “ North American Naoturasi ddas &Trdisstiri bution, ”

Industry Outlook ( Sep. 2007) .

Mody' s Investors Service, “ U 8  Hectric Uirudiédead; Uncéitangt heni ng

Bal ance Sheets MNow VWuld Protect O&getjal’Comment( Gt. 28, 2010) .

Fitch Ratings Ltd. , 2012 Qutlook: UilitiCedjookiReport( Bad. &5,,” 201 1) .
Standard & Poor’ s Qorporation, “ Industry Econonitl ol, RatfingeDirect

(Feb. 2, 2010).

Mody’ s Investors Service, " Regulation ProvidesisBsabMbuhy /nBeistB Outiook

(Jan. 19, 2011).
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The econony remains weighed down by tight credit, ga soft housin
narket, and high unenpl oynent. The weakness in theor housing sec
has particularly affected this industry. The f | angeol dnventory o
houses has linmted the need for natural gas. rlyhisroulklipgrticula
for these utilities as Whe emismk heating season. ver, Mreo

custorer growh has declined, which continues to puoessure reven

across this group. Additionally, nore conservatiemimpnsuner sp

has inpacted custoner usage, which has hurt vol unesli Lastly, b

collection has been difficult given high unenpl oyoektngrates. L

ahead, these factors wlil likely continue to play eon aghese conp

the calendar turns tol9201 1.

As noted earlier, investommtaentthat P& E wll undertake
significant utility capital expenditures. S& P 8oBsesvedapthat PG

expenditures “ could grow ko dppwelaching $ 5 billiron ower ydde
next several vyears, ” and concluded, “ This |esehenbf ieapital inve
unpr ecedent ed. "1 Enhancing the infrastructure necessary to neet the
energy needs of custoners is certainly desirable, ousut the enorm
magni tude of the capital expenditures contenplated bysd¥& E inpo
additional financial responsibilities on the Conpaignsithatd are i
during tinmes of capital narket turnoil.

Increased environnental pressures and specul ation oventibhe pote
costs associated wth new regulatory mandates have also created

€

uncertainties. Mbody’ s noted that, the sechoreasisnglexposed to i
stringent environnental mandat'&s. "Wile the nomentum for carbon
emssions legislation has slowed at the national tiemsl,forexpecta
eventual regulations continue to pose uncertainty.tly FRoteld thaen
it, “ expects the thrust of the EPAX s agenda aMiéhgecdtiénue to ch
creditworthiness dfssuers in the utility and pbhwer sector. ”

Meanwhile, (California becane the first state indophe anation to a
landmark, state- admnistered cap- and- trade program thd’assage of
Gobal Varming Solutions Act of 2006 set an econony- wde cap on

CGilifornia greenhouse gas emissions at 1990 levbbs ByOHO Later

10
11
12

13
14

The Value Line Investment Survey at 547 ( Dec 10, 2010).
Standard & Poor’ s CorpdPatiifors Gis & HectriRatiBgsDireet( Dec. 15, 2011) .

Mody' s Investors Service, " Regulation ProvidesisBsabMbuhy /nBeistB Outlook
(Jan. 19, 2011) .
Fitch FRatings Ltd. , New EPA Riles: Bpelyial epbit ( Rar. 1, 2012) .

Asserbly BII (AB) 32, 2006 &Gn Asssem (G 2006) .
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Cap- and trade regulation becane effective January 1 the2f@r6t2, wth
auctions of carbon allowances to take place in MNdvenber 201 2.
Meanwhile, Senate HBll 1 3 &8 inpegoentation of enission

performance standards for all retail providers nofthel est#feityini
addition, GCiifornia s Renewables FPortfolio Sandand ¢fRR9e is o
nost anbitious in the country, and requires invedties, owwdctutid
service providers, and community choice aggregators to increase
procurenent from eligible renewable energy resources tobal 3 3 % of
energy procurenent by 2020.

In evaluating an investrent in the GConpany, invesbors would als
consider the inpact that P&XE s nuclear operationgorfparg’ an the
financial requirenents. The [Oablo Canyon nuclewrdeflacility pro
approximately 25 % of the energy required to serbe sbuesled retai
Wile customers benefit from the advantages of fuel amdt saving
diversity that nuclear power confers, investors reldearassoci ate
facilities wth risks ohatenecentered wth otheressoafc
generation. S& P has |ongededdgni additional risks bgosedicl ear
facilities, as reflected in a 1994 article:

(perating and maintaining [nuclear plants] is nore eospl ex conp
wth fossil plants because of safety considerationdi el the add
safety equiprent and operational controls 1%equired.

Mody’ s confirmed that, “ ownership of nuclear dérerating facili
brings a higher level of conplexity associated wth operating a
maintaining the url&s. ~

These concerns have been exssteed by the events at themaFukus
Daiichi nuclear conplex in Japan, as S& P noted:

Sandard & Poor’ s Ratings Service believes thatthéhe failure of

back- up safety systens wll heighten scrutiny of thisksydtenatic
U S nuclear power generators. V¢ aren’ t takiogs amy rating ac
this tine Sill, the theiruresnseadences raeselikhblihood

of greater costs and enhanced regulatory oversight WoS existing

15
16
17

18

Gilifornia Ebwvironnental Protection Algé&eyources Board, waw, arb. ca. gov.
Perata, Chapter 598, Statutes of 2006 .

Standard & Poor’ s Gorporation, " Measuring Nicl espet Hiske iBnwvierofent, "
CreditWeek { Aug. 8, 1994) .
Mody' s Investors Service, “ New Niclear (eneratiedn Jateshe Woieping btions

pen vs. Addressing An Inevitable NoBpssigyComment ( Gt. 2007 ) .
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facilities. A renewved public focus on the iohesentpomesks of

wll demand as nuch. This could result in detepsionn [|icense- ex

approvals and deteriorating economics for new plantn. constAtuctio

the same tineg, closure of nuclear power plants,ncreaddwr due to
costs or regulatory action, mght significantlygtrafdiegt U S ele
supply and have substantial capital spending inplitchifods. for u

Wile the Conmpany’ s nuclear operations may be highhg efficient
extrenely safe, this incident highlights the exposunevettiatl ed&ik E
faces due to events far outside 2Pts Besbrdor a utility wth an
exenplary record of nuclear safety and operating sacce$scilihbuese
raise the bar in terns of financial preparednessoncludbsl, Mbdgns c
extended outage can significantly stress an owemds overquidilty a

financial prof4le. I'n addition, longer- term uncertainties regarding the

disposal of spent fuel and the ultimate costs ofg deoohmingsi ohon
acconpany any investnent inleaoc generating facilitoeder toln

mtigate these potential exposures, Mody’ s citedethé iaportanc
constructive regulatory relationship and “ a need nénciektablish f
policies over the near- term ainmed at producing verial storedit fina

33

ratios in order to maintain a &%en rating.

3. Impact of Capital Market Conditions
As Value Line recently recognized, “ It has beer doturtthéent vyea
financial narkets, to say ?he llemststors have faced a nyriad of
challenges and uncertainties, including the threaterrofenta U S  go
defaul t, political brinkmanship over raising theilfederal andebt c
SX P s subsequent downgrade of its U S sovereiéh debt rating.
The sovereign debt crisis in Burope has also dealttoa ihseshorbl ow
confidence, and concerns over potential exposure to def&ilro- zone

19

20

21

22
23
24

Standard & Poor’ s Corpoflatidd, S “ Niclear Power yindiesks A Japan And Awaits
Mre ScrutinyGlobal Credit Research ( Mar. 16, 2011) .

For exanple, a proposed ballot initiative intdalfidramni 4heseatmitdown of the
ODablo Canyon and San Onofre nuclear generation stations.

Mody’ s Investors Service, “ New Nuclear enerakidonStihesthe Kebping ptions
pen vs.  Addressing An Inevitable NeBpssighComment ( Gt. 2007 ) .

id.
The Value Line Investrent Survey at 541 (Dec. 9, 2011).

See, e.g., Sandard & Poor’ s CorporBcboomic “Forecast: &ill ndréddlier, ”
RatingsDirect ( Aug. 17, 2011).
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has again undermined confidence in the financial arelor®nking se
Meanvhile, speculation that the econony remains exposedtibb a po
“ double- dip® persists, wth unenployrent renainingghstubbornly h

| ackl uster consurer confidence, rising petroleum pritéemied and co
weakness plaguing the real estate sector.

Investors have had to confront ongoing volatilitgs iandshare pric
stress in the credit %farlaics, in response have repeatedly fled to the
safety of U S  Treasury bonds. The dramaticofrigwldnaride price
other commodities also attests to investors hei gist ermeeer concern
prospective challenges and risks, including the oealrhaoiging thr
inflation and renewed economc turnoil. Wth respecthbody’ ubilit
noted the dangers to credildilidweilassociated wth rexpdsu
European banks2?7 and concl uded:

Qver the past few nonths, we have been reminded amtal global fin

narkets, which are still receiving extraordi naryengfittervdsytion b
sovereign governnents, are exposed to turnoil. dpcesk to the ¢
markets could therefore becone intermittent, even rfeor safer, no

defensive sectors like the power 28 ndustry.

Lhecertainties surrounding economc and capital narkets condition
heighten the risks faced iby, utwhithdesadbed edrdr, face a
variety of operating and financial challenges.

Wth respect to expected trends in bond yields, Table 2- 1  belo
conpares current interest rates on 3 0 - year TreaberyAboatled trip
corporate bonds, double- A rated utility bonds w thectkosefopr
2012 through 2015 by Value Line, IHS @ obBlnahoseght, ue
Forecasts ( Bue (hip), and the Energy Informatiom (AdEA stratio
which is a statistical ofagethey U S Departrnent of Energy:

25

26

27

28

See, e.g., Sandard & Poor’ s Corporbti@&n, Rsks To The Forecaply S8 7
RatingsDirect( Dec. 21, 2011) .

See, e.g., Gongl of f, Mark, “ Sock Rebound ls a Qisis H asigmcliRecal | dathdirk@l’ s
Volatility at Peak of Cedit Officulties; Uhysiitell &heedl maore at Bl

(Feb. 6, 2010); Llauricella, Tom * S ockBeahbse— DO VéakAnidt! Gbkbal
Government Debt VWérries Drive Dow s Bggest Point D&pWSInB&eet burmalat Al
(Ag. 5, 2011).

Mody’ s Investors Service, “ Hectric Uilities |Btebhsi nBut ReBatatory Uhcertainty, ”
Industry Ouflook { Jul. 22, 2010) .
Mody’ s Investors Service, " Regulation ProvidesisBsabMbuhy /nBeistB Outiook

(Jan. 19, 2011).
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TABLE2-1
PACIFIC GAS AND ELECTRIC COMPANY
INTEREST RATE TRENDS

Current {(a) 2012 2013 2014 2015

30- Y. Treasury

Value Line ( b) 3.1% 3.3% 3. 7% 4. 0% 4. 5%

IHB Qobal Insight ( c) 3.1% 3.3% 3.8% 4. 5% 5.1%

Bue Chip (d) 3.1% 3. 7% 4. 2% 4. 8% 5.3%
AA Corporate

Value Line ( b) 3.9% 4. 2% 4. 6% 5.0% 5.3%

IHS Gobal Insight ( c) 3.9% 4. 2% 4. 5% 5.1% 6. 0%

Bue Chip (d) 3.9% 4. 3% 4. 7% 5. 4% 5.8%

SKP (e 3. 9% 4. 2% 4. 8% 5.1% 6. 0%
A Uility

IHS Qobal Insight ( c) 4. 1% 4. 4% 4. 9% 5.6% 6. 5%

BA (f) 4. 1% 4. 7% 4. 8% 5. 7% 6. 8%

( a)Besed on nenthly average bond yields for the six- epnth2periol S Feb.
2012 repottedwna credigids. moodys. com and
http: / / wan federalreserve. gov/ releases / h1 5/ data. htm

{ bjThe Value Line Investrment yBurvdorecast for the U S ( Eminony2 4 ,
2011) .

( c)HS Qobal InsidghtS. Economic Outlook at 25 ( Dec. 2011) .

( d)Blue Chip Financial Forecasts, Wol. 3 0, No. 12 ( Dec. 1, 2011).

( eSandard & Poors p@betion, " U S Economic Forecdet: O JuBtred, "
RatingsDirect ( Jan. 12, 2012).

{ f)Eergy Infornation Adnministratdromual Energy Outlook 2012, Early Release
(Jan. 23, 2012).

As evidenced above, there is a clear consensus that the cost of
permanent capital wll be nhigher 2012- 2015 nrimfrase tha
currently.

Wile conditions in the econony and capital narketsveappear to h
stabilized ®at least for the nonent ®no one knowsr the future of o
conpl ex gl obal econony. Investors continue to rdachegawivély an
to any signs of future trouble in the financiahy, syséeon tni secono
climate has inportant inplications wth respect t6&tbBhe RE for
The fact remains that the utility industry and ePG& dhifiiddnt requir
new capital investnent. Gven the inportance tf selviabbe uttili
would be unwise to ignore investors’ increased isknsahdvity to r
inplications of capital narket volatility in [l Jabi nd®Ga Efé&im
this case.

The prospect for continued turmoil in capital naekebts thso infl

appropriate capital structurBG&EfE Financial pl aysbi ki t gruci al
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role in ensuring the wherewithal to neet fundinglirigegs, wtdnd uti
higher financial leverage nay be foreclosed from raddingonal bor
especially during tines of strédring the credot exbspbe, f

utilities were forced to draw on short- term credidebtlines to nee
retirenent obligations because of uncertainties regaidiatg!itthe of

long- term capid®al while others were effectively shut out of the commerc
paper narket altogether. Fitch recently highligned this expos

Capital Markets Freeze: Sgnificant tightening or loss of capital
markets and bank access would have a deleterious abfect on sect
creditworthiness in the face of high capBx budgets.

As a result, the OConpany’ls steptitare nust naintaiquitgn e

cushion” that preserves the flexibility necessamtirwusaintain

access to capital even during times of wunfavorabléiomarket condi

C. Capital Market Estimates

In this section, | develop capital narket estinafeseqftythe cost
First, | address the concept of the cost of tesuitisk- rattamgn wth
tradeoff principle fundanental to capital narketscribe NBgF, CAPulbs
and risk premium analyses conducted to estimate thetyodtor of equ
benchmark groups of conparable risk firns and eval uat ecaerpdct edt es
of return for wutilities. Finally, | exatimn tdostd ssushiah fdrefa
properly considered in evaluating a fair Rk

1. Cost of Equity Concept

The return on common equity is the cost of indusgng and retaini
investrent in the utility’ s physical plant andestssets.is This in
necessary to finance the asset base needed to peovide. utility s
Conpetition for investor funds is intense and imvedtorsnast fre
their funds wherever they choose. They will compattiocohey to a
investnent only if they expect it to produce a mbeurm téommensur
those from other invessnemith conparable risks.

The fundarental economic principle underlying the opst of equit

concept is the notion that investors are riskaavermkets In capit

R ddel 1, Kelly, “ Cash- Starved Conpanies Scrap Dnadidnds, Hdpstorgh Post- Gazette

(CGt. 2, 2008) .

Fitch Ratings Ltd. , “ 2012 CQutlook: UiliOweyok Répert( Dand Gis, 201 1) .
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where relatively risk- free assets are.gavailldbl® ( Treasury
securities) , investors ndacedbetoi hold riskier abgetsf obhey are
offered a premum or additional return, abovernthenrate of retu
risk- free asset. Snce all assets conpete wihveshoh bDuhds, for
riskier assets nust yield a higher expected rate sef errebaset st hap
induce investors to hold them

Gven this risk- return tradeoff, the requirek) raeonofanreturn (

asset (i) can generally be expressed as:

k=R RP
wher e: R = Rsk- free rate of return, and
RP, = Rsk premum required to hold riskier asset i.

Thus, the required rate of return for a particulee Bsseh at any
function of: (1) the yield on risk- frdetiassetrd;sk, anditth2 ) it
investors denmanding correspondingly larger risk prensats for as
bearing greater risk.

Lhiike debt capital, there is no contractually nguenanteed retur
conmmon equity capital. Because it is unobservabl egqui the fa@osta of
particular utility nrust MUededly nanal yzing inforndiodn capital
market conditions generally, assessing the relatévecompshg of th
specifically, and enploying various quantitative oetkodsn that f
investors’ current required rates of return. nihéski veari ous qua
methods typically attenpt to infer investors’ requtnec rfataen of

stock prices, interest rates, or other capital narket data.

Comparable Risk Proxy Groups
Application of the DOF nodethendquantitative nethods to
estinate the cost of equity requires observable dapafal soehkebs

stock prices. Because PG E is a wolly- owed subsimbary and ha
publicly traded stock, its cost of common equity ummghnot be neas
directly. Mreover, even for a firm wth publicthe toatledofstock
equity can only be estinated. As a resut, veppwieles quantitati

using observable mnarket data only produces an estimmbatiyhat inh

includes some degree of observation error.
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Thus, the accepted approach to increase confidencdsinstheo resul
apply quantitative nodels to a proxy group of polpacigs trbeled c
investors regard as risk conparable. The results oh the analys
sanple of conpanies are relied upon to establish sonatdreyesof rea
for the cost of equity for the specific conpany at issue.

Because P& E is an integrated electric and gaseutility, wth th
Gonpany’ s electric operations accounting for approxiemaegity of 8 p
total revenues, | examined quantitative estinates md#quiimecbstratse
of return for a proxy group of conbination gaslitings. el ectbc uti
anal yses focused on a reference group of other uked ibfesthosepos
conpanies included by Value Line in its Bectrigirydididups |ndu

wth: (1) ibotheanclegds utility operations, rpfrate cB8dRt co
ratings between “ BBB® and “ A 7 (3) a Vaue 2i'he &&afetyd "Rank

(4) a Value Line Financial Strength Rating ofnd“ (B6" @ higher;
narket capitalization of appebyind 1 .08 obillgreater.in addition,

| excluded four firns that otherwse would have yeergroup, thédutpro

are not appropriate for inclusion because they were imaja@rved in

merger or acquisi®lon. These criteria resulted in a proxy group CONpose
of 14 conpanies, wechtd asf the “ UWility Goup. ”

In addition, ny DJF analyses also considered a proxy group of
unregul ated conpani es. Lhder the regulatory standdmds gstablis
Hope and Bluefield, the salient criterion in establishing a neaningful
benchmark to evaluate a fair RE is relative risk|ar nbusi hbes part
activity or degree of regulation. Wth regulledcen otaking the p
conpetitive nmarket forces, required returns ford ubelitneslisboulth
those of non- utility firms of conparable risk operabnsty aiunder t
of free conpetition. onsistent with this accepbadardegul bt oelyso
applied the DOF nodel to a reference group of |ove risk tlenpanie
non- utility sectors of otdpe ecoh refer to thibke gfobpn-aktitity
Goup” .

31

A major merger or acquisition can lead to sighifishotk changes as investors alter
their assessment of the utility’ s future prospects,is bobt thecessprily reflected in the
growth rates used to apply the DOF nodel. Becambéal of dishicstipoie conpanies that
are involved in a maor nerger or acquisition draedodtiom yprexe groups used to
estimate the cost of equity in reguatory proceedings.
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The cost of capital is an opportunity cost basedtlat the returns

2 investors could realize by putting their noney tnvesther alterna

3 UQearly, the total capigdl innuddtiity stocksheistipnlgf tthe iceberg
4 of total comon stock investnent, and there are therplethora of o
5 enterprises available to investors beyond thoseindusthg utility

6 Wilities must conpete for capital, not just hagai mein fiindwstriyy
7 but with other investrnent opportunities of conparddgids rimsbdern In
8 portfolio theory is built on the assunption tHabrs ratildnalholicwves

9 diverse portfolio of stocks, not just conpaniesstig. a single ind
10 It is also consistent Bhighie/d bed Hope cases to consider

11 required returns ndrer utility conpanies. Returns petitihe eector

12 of the econony form the vemyinnimdpr for utility Rlgse beca

13 regulation purports to serve as a substitute forconpetibciieons of
14 mar ket s. The Suprene Court has recognized that et ofs risle, degre
15 not the nature of the busictess,s ndlievant in evalamatiald owned

16 RE for a utilityBluefielthease refers to “ business undertakings

17 attended wth conparabieksr and uncertaint$®s. "It does not restrict
18 consideration tother utilities. Shiopar| gase t séat es:

19 By that standard the return to the equity owier sisuialebe comme
20 wth returns on investnents in other enterprises dwadiimg corresp
21 ri sks33

22 As in Bleefielddecision, there is nothing to restrict “ other
23 enterprises” solely to the utility industry.

24 Indeed, in teaching regpbbhioyy | wusually observe ftliwat eary

25 applications of the conparabliengsarapproach, utilitéesexplarcitly

26 elimnated due to a concern about circularity. sbon othkeer wbhds,
27 Hope decision regulatory commissidrg mbt want to get involved in
28 circular logic by looking to the returns of utstalliieshedhdby vighe
29 sane or simlar regulatory commssions in the sane egemgraphic r
30 To avoid circularity, regulators |ooked only ten-theilidhyurns of
31 conpani es.

32 Byuefield Water Works & Improvement Co. v. Pub. Serv. Comm’n, 262 U S 679 (1923).
33 Federal Power Comm’n v. Hope Natural Gas Co. (320 US 391, 1944).
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onsideration of the resultthefdbon- Uility Goup propodeant
corroboration to the DOF testifar the Wility Goages &héd m
estimation of the cost of equity nore reliable of giba hestiomtes
the DOF nodel depend on dwslys forecasts. It irs ydadsityy e gfant h
rates to be distorted by short- term trends irhethendusidustry or t
being in tenporary favor or disfavor by analysté. suchThe result o
distortions would be to bias the DO estinatedBedause uttife ties.
Non- Wility Goup includebskl osonpanies from many imndsstr it
diversifies away any distortion that mnay be causedd byl oilheofebb a
enthusiasm for a particular sector.

M conparable risk proxy groumpnofutility firns was dcooipose
those U S  conpanies followed by Value Line that:on (1) pay com
dividends; ( 2) have a Safety Rank of “ 17 ;Srdndh have a Finar
Rating of “ B++” or greater; ( 4) have adpeta Bf) Ohate0 or |
investment grade credit ratings from S& P

The criteria used to define ny proxy groups prowiddenobjective e
as to investors’ risk perceptiedit ratings are ssiigmebendent
rating agencies for the purpose of providing invesidbrs wth a b
assessnent of the creditworthiness of a firm yRaexbgsd génenal |
triple- A ( the highesty ddfaulD) ( Gher egynbol 5 AF " ) are wused to
show relative standing wthin a category. Becagmmcitd®e rating a
evaluation includes virtually all of the factomdereatriafgort arbnsi
in assessing a firm s relative credit standingt rabrpgsatproerddi
a broad, objective neasure of overall investnentadrigk athidtabie r
to investors. Athough the credit rating agenches tarecrnbtci smmu
their rankings and analyses are wdely cited in cohmunityestnent
and referenced by investors. Investnent restricédons rétedgsto ¢
continue to influence capital flows, and credi¢ fetjogstiwre als
used as a prinmary risk indicator in establishing psbkyatgrotps t
cost of common equity.

Wile credit ratings provide the nost wdely referehcedorbenchna
investment risks, other quality rankings publishedt bgdvi suegtnen
services also provide relative assessments of rishsidéhatl bye co

investors in forming their expectations for commone stldcles. s Val
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primary risk indicator is its Safety Fank, whilh f(adgéestfirontd 1 57
( Rskiest) . This ovemslre risk imended to chpturetat risk of a
stock, and incorporates o em#nt stock price stabiilndnci@nd f
strengt h. Gven that Valuepetheps ishe nost w dellyabbea source
of investment advisory information, its Safety Resfl prouwii dimsce us
regarding the risk perceptions of investors.

The Financial Srength Rating is designed as a guifdeata aloverall
strength and creditworthiness, wth the key inpuhsciaincluding fi

0 o0 ~N O s W N

leverage, business volatility rmeasures, and conpary lbimg. s  Valu

s
o

Financial Srength Ratings range from “ A+ +” ( strbon@ést) down to

—
-

( weakest) in nine steps, VaFueallyne s beta nBasuvekatility of

a securitys price relative to the market as athahol Eends #£o stock

respond less to narket noverents has a beta less thkanstédcksO O, whi

that tend to nove nore than the market have betad .gfe@ter than
Table 2 - 2 conpares theilNog- Goup wth the Wilidpd Goup

P& E across four key indidatomwesinent risk. Be&alise hddG no

publicly traded common stock, the Value Line risk meamilext show

—
x® ~N O g s W N

those published for its parent, P0G

TABLE2-2
PACIFIC GAS AND ELECTRIC COMPANY
COMPARISON OF RISK INDICATORS

S&P Value Line
Credit Safety Financial
Proxy Group Rating Rank Strength Beta

Wility BB+ 2 B+ + 0.73
Non- Wility A 1 A+ 0.58
PG E 3 B+ 0.55

19 As shown above, the average corporate credit ratliify f@rouphe Ui
20 is one notch higher than P& E s “3838 Maambhiige, the Value Line
21 Safety Rank and Financial Strength Rating corresponding to P& E

22 suggests somewhat greater risk than the averages yorGddg Uniltik
23 the (onpany’ s beta suggesting less risk. Gonsi dered  toget her,

24 conparison of these objective neasures indicates thatwoulndedtickel y

4 KRP s corporate creditorrathegsi mfividual firnsUiihithheGoup range from “ BBB to * A
which nirrors P& E s split rating of " BB from $ddy'asd * A3” fr
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conclude that the overallnentnvestsks for PG E are bbapate,

2 albeit slightly greater than those of the fiGuoep.in the UWility

3 Wth respect to the MNon- Glddp,ty its gavereedit atinSafety

4 Rank and Financial Srength Rating all indicate tlhessvaliugs tfloan

5 P& E wth its 0. 58 average beta being essenthally identical to
6 0. 55 value corresponding to the Conpany. Theest melfifcatarsk of inv
7 considered in ny analysis provide a sound, objectdtent basis consi

8 to evaluate relative risks cagpanies and industry sector These

9 nmeasures incorporate a broad spectrum of risks, ichell udiamgl i nan

10 business position, the inpact of regulation, releafdosresi 2@ and
11 conpany specific factors, and they apply equallyndo regulated a
12 unregul ated firns. Indeed, the core idea of hendgrnispottidio t
13 investors wll diversify their holdings across ndul tngustriirns a

14 groups, so that the risk of a stock is diredtly Imtagortimmtal the
15 extent of conpetition or the freedom to set prices.

16 Wile the inpact of differences in regulation bsecrieféectiesk in o
17 neasures, ny anal ysesonservatively focus on a lowerp rofsk grou

18 non- utility firns. The 12 conpanies that nakg pouphearkbn- Wili
19 representative of the pinnacle of corporate Amerios., whiltlese fir

20 include household names such as (Goca- (ola, (olgate- Edloghjve, K
21 and Vél- Mrt, have long corporate histories, weldck estaridshed t
22 and exceedingly conservative risk ¥rofilRmse conpanies have a |ong
23 history of dividend paynents, wth the average divitked gyoapd f

24 approaching 3 %. Moreover, because of their sigmficance and na
25 recognition, these conpanies receive intense scrutvesindayt the in

26 community, which increases confidence that publishedi ngtestharest

27 representative of the consensus expectations reflectad strocicormo

28 prices.

29 3. DCF Analyses

30 DF nodels attenpt to replicate the narket valuatiah pebsess th
31 the price investors are wlling to pay for a sharestaick.a conpany

35 In addition to the risk neasures shown in Tabldén2th& /NontHdilfifryrs Goup have
virtually no financial leverage, wth an averagepirmketativad uef capproximately 90 %
cormmon  equity.
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The model rests on

the assunption

expected rates of return from all
ons, the price of each stogk tire adjrbsited b
until investors are adeqapEnsated for the risks ebhey b

Gven these expectati

that investors ickd uglel the r

securities iketshe capital nar

Therefore, we can look to the rmarket to determmse hdldteve nestor

share of comon stock is worth.

expect to receive from the stock i

gains, we can calculate their requ

that investors expect

from a stock

market price, we can back into th

investors inplicitly

Rather than devel oping annual

used in bidding

By estimating ntbetocash flows i
n the way of dndlureapidiali dends
ired rate dfe rebsihn.flowsThus, t
are estimated, cuareht given its

e discount ratidy, orthatost of eq
the stock to that price.

estimates of cash flewsitynto perp

€

the DOF nodel can be sinplified to a “ constanB® growh” form

P, = D,
k,—-g
where: Py = Current price per share;

D, = Expected dividend per share in the coming year;

ke = Cost of equity;

g = Investors’ long-term growth expectations.

The cost of equidy €aK be

This constant growh form of

frequently relied on

in regulatory

return to stockholders consists of

36

isolated by rearranging terns:

the DOF nwodel, vhiclostis the form nm

proceedi ngs, redugnizase tdfat
two parts: 1d (¢10P ; divadgnd vyie

The constant growth DOF nodel is dependent on a cluntmssumgti gisi which in

et . These includetha rebestbol  obw dividends and

payout ratio; the adidscotte piont texcat g; a constant

and price; a constantretarmedorrabeolkof value; no sales of

practice are never strictly
earnings; a stable dividend
gronth rate for book value
stock at a price above or

bel ow book val ue;

rate i é., no changes in risk or interest rate

extend to infinity.
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(2)
total
apprec

grgith ( In other words, pécivestorsreesive a portéon of th
return in the form of current dividends and hridugh r graiceder
iation.

The first step in inplenenting the constant growh T&F nodel is

determine the expected dividend yield (f&® the firm in question.

This
the c
nor e
expect

yield

is usually calculated based on an estinate obe dpgidends to

oming year divided by the current price of d¢ésondtockand The
controversial, step is to estinate investoosth long- term gr
ationsg for the firm The final step is to sum the firm
and estimated growh rate to arrive at ancasdti miteeqfity.ts

For the UWility QGoup, edgifinadied dends to be pahd oby tbese

utilit

ies over the next twelve nonths, obt ai ned , froser Vallueasli ne

Ds. This annual dividend was then divided by theicavefage tékeock p

30 days ended February 24, 2012 to arrivendt yitdled dxpected di

each utility. The stockpepredesdi vidds, and reésg tdividend

yields for the firns iintyh&ddp are presented onl page

Schedule VEA- 1. As shown there, dividend vyielids flee the firns

Wility Goup ranged from 3. 5% to 5. 2%, and averaged 4 . 4 %.
The next step is to evaluate long- term growh é&gpectations, or

for the firm in question. In constant growthngBF theodends,earni

book value, and market prilde assuned to grow inp,lockete the

growth horizon of the DF nodel is infinite rButof i ibleenddiifat i o

nodel

is nore than just a theoretical exerciset ¢ tepliaratattenp

the nechanism investors used to arrive at observade stodk wpde

vari et
t hat

y of techniques can be used to derive grdwhomapds, but
natters in applying the DOF nodel is the webueexpbat. invest

Because investors’ focus is on future expectatignewh historical

rates
trends
i nvest
rise
not t
declin
signif

are unlikely to be representative of invessors |&xppashti
in earnings, dividends, and book value antatiwee bef represe
ors’ expectations faturehe then the hi st aditdabns cagi ving

to these growh rates should be expected ta costicearly Tha

he case for utiliéiesconomher and industry charigeee led to
ing growh in dividends, earnings pressure, cases, in nany
icant wite- offs. Wile these conditions rsatweidab distor
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growth neasures, they are not representative of | dmagi drer mf aexpec
the utility industry orard-héodiomgpeotations thavestiors have
incorporated into current market prices. As a rgsohth historic
neasures for utilities do not currently neet thef rebeirBoents o
nodel .

Wile the DOF nodel is technically concerned withidgumih in div
cash flows, inplenentation of this DI nodel is dolayh concerne
replicating the forward- looking evaluation of reals. worldnirvest

0 o0 ~N O s W N

case of wutilities, dividendatgsowane not |ikelideta pmeani ngful

s
o

guide to investors’  currént exgreobations. This des ubédadies

—
-

have significantly altered their dividend policiés noreresponse
accentuated business risks in the3indusigy.a result of this trend
towards a nore conservative payout ratio, dividend gtolby in th
industry has remained largely stagnant as utilithesciabnserve fi
resources to provide a hedge against heightened uncertainties.

As payout ratios for firns in the utility indwsidy trended down
investors’ focus has increasingly shifted from divigdends fo ear
neasure of long- term growh. Future trends in marn ngsS) per sha
which provide the source for future dividends angpoottishieeley su

—
O W N W N

prices, play a pivotal role in determning invegromh Ilong- term

-

expect ati ons. The inportance of earnings in evafsating investo
expectations and requirenents is well accepted in the investnen
cormunity, and surveys of analytical techniques refiesdiocoal by pr
analysts indicate that growh in earnings is far tbee tnEhdentin
dividends per share (3BPS) Apart from Value Line, investnent advisory
services do not generally publish conprehensive [PS egtows, proj

and this scarcity of dividend growh rates relalénee taf the abun
earnings forecasts attests to their relative imftludhet. secuflidi dsa

NRNNNN NN N NN
© o ~N O O W N

analysts focus on EBEPS growh, and that dividend growh rates ar

37 For exanple, the payout ratio for electric apptoxiestefel 18 Or8n historically to on

the order of 60 %. The Value Line Investnent ©@ ey & Sdpb 1715 Feb1 4, 2011
at 2237) .
38 See, eg,Bock, Sanley B , “ A Sudy of Financial Analy3heory Hanidieé and

Analysts Journal ( July/ August 19 9 9 ) jssilhu, Dofiomg, & Thomas, “ Jarolfash How
King in Valuationsihahcial AnalystsJournal,  Vol. 63, MN. 2 at 56 ( Mrch April 20
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routinely published, indicates that projected BEPSargrol kel yatés

2 provide a superior indicator of the future |ong-etieedn lgyowh exp

3 i nvestors.

4 Mbreover, professional security analysts study historical trend

5 extensively in developing their projections of futurlenearnirgs. the

6 extent there is any useful information in histbatcal nfpahiéros,

7 is incorporated into analysts’ growh forecasts.

8 The projected BEPS growh rates for each of the [ftynsGoop the Ui
9 reported by Value Line, Thonson Reuters ( IBES) , &m@ntZacks |nves
10 Research ( Zacks) are disphaypage 2 of Schedule 3%A- 1 .

11 Wile some argue that analysts’ growh rates arelybirgsedhe in app
12 DF nodel to estimate the cost of common equity, arthegraniy relev
13 rate is the forward- looking expectations of incgitaredthat are

14 current stock prices. Investors, just like saodridflesrsanahystise
15 investnent community, do not know how the futuretuwn | oubctually

16 They can only make investnent decisions based on theate bekt est

17 what the future holds in the way of long- term quiea hstfamk, a part
18 and securities prices are constantly adjusting t@sgesfdrasit tdfeir

19 available information.

20 Any clains that analysts’ estimates are not rel sbdrsupane by inve
21 unfounded given the reality of a conpetitive narkeit fagvi gewvestm

22 The market for investnent advice is intensely comgetutiiMess and

23 anal ysts are personally and professionally notivatedthe mosvide

24 accurate assessnent possible of future growh trendsl anal§stéinan
25 forecasts do not add vahwestdms' i decision nakingit tilenirrational

26 for investors to pay for these estinates. Thgses fwnanciall anal
27 provide reliable forecastsewdlt liom conpetitive narkkbsive to

28 those analysts whose forecasts investors find noréecreshibltey thatl
29 anal yst estimates are routinely referenced in thei afiaadcibh ned

30 investrment advisory publicateaps (Value Line) strongly suggests that
31 investors use them as a basis for their expectations.

39 Fornerly 1/ B B S Internationa, Inc. |, | BES woraminhi | edit end armublicshed by
Thonson Reuters.
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The continued success of investnent services such as Thonson

—

2 Reuters and Value Line, and the fact that projestddograith rate

3 sources are wdely referenced, provides strong evidshoes thave in

4 considerable weight to analysts’ earnings projectgonshein fornin

5 expectations for future growh. Wile the projécEsonanablystsecur

6 may be proven optimstic amsidessiin hindsight, rrehesants in

7 assessing the expected growh that investors have intorpouatedt

8 stock prices, and any bias in analysts  forecasirast®wmhabher pessi
9 optimstic ®is simlarly irrelevant if investorsts'sharnd etidhe analy
10 Earnings growh projections of security analysts psbvifleequbst!go

11 referenced guide to investors’ views and are w del gpphygcept ethei n
12 DF nodel . As expl ai Nelv Regulatory Finance:

13 Because of the domnance ofutiosél investors andnfteince i

14 on individual investors, analysts’ forecasts of fahgs run growh
15 provide a sound basis for estimating required redlurns. Fi nanci
16 anal ysts exert a strong influence on the expectanivassorsf many i
17 who do not possess the resources to nake their ohat fosecasts,
18 they are a causg[goowh]. The accuracy of these forecasts in tf
19 sense of whether they turn out to be correct ime, notasar ongsue he
20 as_they reflect wdely held expHctations.

21 In addition, based on the assunptions underlying bonstant grow
22 theory, growh in book equity wlill be equal the #Eaenipgsduct of t
23 retention ratio ( one mnus the dividend payout aratéd) ratamdofthe e
24 return on book equity. Furthernore, if the earnedd rehe of retu
25 payout ratio are constant over tirme, growh in ieandsngsi!andbediv
26 equal to growth in book weapuee theD fact that tdiddeoncorare

27 seldom if ever, met in practice, this “ susteachbleaygrowh” app
28 provide a rough guide for evaluating a firmi s g@gnoaths prospects

29 frequently proposed in regulatory proceedi ngs.

30 Accordingly, while | believe that analysts’ EPSs gpoel/hdef or ecast
31 a superior and nore direct guide to investors’ haegpechet uded, |

32 the “ sustainable growh” approach for conpletenessnable The sustai
33 growth rate is calcuated by thg ®orbukasv, where “ b’ is the
34 expected retention ratio, “ r” is the expectedeqeatyped feblUrn isn

40 nprin, Foger A , gul ddewy REi nancePublic Utilities Reports, Inc. at 298 (2006)
( enphasis added) .
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the percent of comon equity expected to be issuetewnnually as
coomon stock, and “ Vv’ is the equity accretion rate.

Uhder DOF theory, the “ sv’ factor is a conponesteof the growh
designed to capture the inpact of issuing new comonprsteck at a
above, or below  book value. Wen a conpany’ seatteocktharice is g
its book value per share, the per- share contridiutitmwokirvalexcess
associated wth new stock issues wll accrue to ridml damsent sha
This increase to the book value of existing shatehohigher | eads
expected earnings and dividends, wth the “ sv’ tifragtdrhi $ncorpora
additional growh conponent.

The sustainable, “ br+sv’ growh rates for eddty f@aoopin the Wil
are summarized on page 2 of Schedule VEA 1, wth déiailwder!ying
being presented on Schedule VEA- 2 . For each firmretéehei oaxpected
ratio ( b) was calculated based on Value Line sdpragretted divide
earnings per share. Likew se, each firmi s expecoéd reduned (rabe
was conputed by dividing projected earnings per shdred byet projec
book val ue. Because Value Line reports end- of- year abook val ues
adjustnent was incorporated to conpute an average matevest trietur
year, consistent wth the theory wunderlying thistiepprogch to es
investors’ growh expectations. Mearvhile, the percemuitgf conm
expected to be issued annually as new common stock K sjo wes equa
product of the projected market- to- book ratio andorgrelEnes n com
outstanding, while the equity accretion rate ( v)s tas ncooputed a
the inverse of the projected mnarket- to- book ratio.

After combining the dividend yields and respectivectgoonst hfoproje
each utility, the resulting cost of equity estdmajpege a3 slfiown
Schedule VEA- 1. In evaluating the results of {tie Ddonstant grow
nodel , however, it ientital idhatssthe resultingpasd ues
fundanental tests of reasonableness and econonic |ogimppriarel tapp
elimnate estimates that are extrene low or high outliers.

It is a basic economc pthatipliavestors can be tiondhckd
nore risky assets only if they expect to earn asatetuthenmio conpe
for their risk bearing. As a result, theestairs ofequietern that i

from a utility’ s common stock, the nost junidts amsecuriskiesst of
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nust be considerably higher than the vyield offermd); herreedett, |
Gonsistent with this principle, the DF results dnusd &ki nadatete
estimates that are deternined to be extreme |ow ooipaeed when c
against the yieldslable to investors from lessy ritegs.utili
Smlar tests have been applied by other regulatommted FERC has
that adjustnents are justified where applications mfoadthe DF ap
produce illogical results. alUdfeS d&XF results agsbsstvabl e
yields on long- term publfg débt and has recognizéd flsat
appropriate to elimnate estimates that do not eedfitdiently exc
t hreshol d. In a 200 2blighimenitestaurrent ptecéden
determining REs for electric utilities, for exarphded: FERC conc

A adjustrent to this data is appropriate in the kaseeoffl PR E s
return of 8. 42 percent, which is conparable tg he“ #&erage M
grade public utility bond §ield 60of percent, for9 @xtober 19
Because investors cannot be expected to purchase stogkichf debt,
has less risk than stock, vyields essentially bhhe beme engturn, t
return cannot be considered reliable iA! this case.

Smlarly, in its August 2 0 OKern Biécesi@ms Transmission
Company, FERC noted that:

[TThe 7. 31 and 7. 32 percent costs of equiltvandor H Paso a
found by the AJ are only 110 and 122 basiserpgents above t;
yield for public utiffty debt.

The Commission upheld the opinion of Staff and thee AHannistrati
Judge that cost of equity estimates for these twmpgmiesy group ¢
“were too low to be 4%tedibllee "practice of elimnating low end outlie
has been affirmed in nunerous other FERC protbedimgys,in its
MAoril 15, 2010 Saesl Bdisonin FERC affirmed that, “ it is

reasonable to exclude any conpany whose |low end RE céeill sthéo ex

33

average bond yield by about 100 basis phbnts or nore.

41
42

43
44
45

Southern California Edison, 92 FERC at 61, 266 ( footnote omtted) .
Kern River Gas Transmission Company, Qinion No. 486, 117 FERC § 61,077 at

n.

id.

227 (2006) .

See, e.g., Virginia Electric Power Co., 123 FERC 61, 098 a P 64 (200¢
SoCal Edisonat P 55 .
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As noted earlier, S& P corporate credit ratings the Whéithirns in
Goup averaged “ BBB+” , wth Mody’ s nmonthly yidaldson triple- B
averaging approximately 5. 0 % in Febffary 12 0i 4 2i nconcei vabl e that
investors are not requiring a substantially higher fomteolafi nget u
common st ock. Oonsistent idtipritfci ple, the DO orestihes
Uility Goup nust be adjusted to elininate estideteam ddt tare
be extrene low outliers when conpared against the byeeltls availa
investors from less risky utility bonds.

As highlighted on page 3 of Schedue VEA 2, tuate of the indi
DF estimates ranged from 4. 5% to 6. 5%. eturn Ltrghdeoféf the ri
principle and the test afdCedEdison, it is inconceivable that
investors are not requiring a substantially higher fomteoldi ngetu
common stock, which is the riskiest of a utilM$y as resdurjties.
consistent wth the test of economic logic appliedheyugERd and
trend expected for utility bond vyields, these tWabuegui gaosedeas! i
to the returns dnwestequire from utility common st el dnde
excl uded.

Capital nmarket trends also support elimnation of tBESe low end
outliers. As indicated earlier, while corporake deohineg elds ha
substantially as the worst of the financial ciitsi $ s hagnealabl gd,
expected that long- term interest rates wll risae esdsthand etéssi
econony returns to a nore nornmal pattern of growhelow As show b
Table 2 - 3, forecasts of HS Gobal Insight andaddregdd A inply an
triple- B bond yield of approximately 5. 9 % for, ther 280.143% rate
over the period 2012-2015:

46

Mody' s Investors Service, ww credittrends. com
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TABLE2-3
PACIFIC GAS AND ELECTRIC COMPANY
IMPLIED BBB BOND YIELD

2013 2012-15

Projected AA UWility Yield

IHS Qobal Insight) 4.92% 5.37%

BA (b 4.84% 5.52%

Aver age 4. 88% 5.44%
Yield Spread BBB -( cPA 1.00% 1.00%
Implied BBB/A Utility Yield 5.88% 6.44%

( afHs Qobal Insi@ghtS. Economic Outlook at 25 ( Dec.
2011) .
( bEergy Information Adninistrafirornyal Energy Outiook
2012, Early Release ( Jan. 23, 2012).
( cBased on nmonthly average bond vyields from Mbodys
Investors Service for the six- nonth period Sep. 2011 - Feb.
2012.

The increase in debt vyields anticipated by |HS GHobB A Insight a
also supported by the wdely- referenced ue ip efasikwcial For
which projects that yields on corporate bonds whén clli@b0 nobasi é
points through the period 204 3-2017.

As sumarized in Table 2 - 4, below after elvihuesting illogical
application of the constant growth DOF nodel to ehétifitgs in th
Goup resulted in the followng cost of common equity estinates

TABLE2-4
PACIFIC GAS AND ELECTRIC COMPANY
DCF RESULTS — UTILITY GROUP

Growth Rate Cost of Equity

BPs Average  Midpoint
Value Line 10. 1% 11. 0%
| BES 9. 7% 10. 9%
Zacks 9. 4% 9. 5%

br+ sv 9. 3% 9. 1%

| applied the DF nodel to the Non- Wility Qoupsane exactly the
nanner describecarlier for the UWility Goup. r Ithatotedl wemlie

47 Ble Chip Financial Forecasts, Mol. 30, NMNo. 12 ( Dec 1, 2011).
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that are inplausibly low or high should be elimuatedg whee eval
results of any quantitative method used to estimatequite. cost of
As highlighted on page 3 of Schedule VEA- 3, dircaladdidworendo illo
values, three DF estinatée fornst in the MNon- bupl i exce@ded
20 %. | determined that, when conpared wth ftbea bahghce of the
estinmates, these values were clearly inplausible ad! weolld be
This is also consisterite witécetlent adopted by FERCch Wais
established that high- end estimates found to be fséxtreneul dutbee
disregarded in interpreting the results of quantitaisede toethods
estimate the cost of 4&quity.

The results of ny DOF andgsisthe Nohitd Goup aesenped
on page 3 of Schedue VEA- 3, wth the sustainabhe ratésbr+ sv’ grc
being developed on Schedule VEA- 4 . As summarized ieltaple 2 - 5,
after elimnating illogicai low and high- end valuek, thapptonstant
growth DOF nodel resulted in cost of common equityngsigrates ra
from10. 9% to 13. 2 %:

TABLE2-5
PACIFIC GAS AND ELECTRIC COMPANY
DCF RESULTS —~ NON-UTILITY GROUP

Growth Rate Cost of Equity

BPs Average Midpoint
Value Line 12. 2% 12. 6%
| BES 10. 9% 10. 9%
Zacks 11. 7% 12. 2%

br+ sv 13. 2% 12. 1%

As discussed earlier, rmefémendhe Non- UWility Gaeiptdrd con
wth established regulatory principles and providesraboragefvd, c
benchmark to the DOFultes for the proxy group of Redilridd es.
returns for utilities ghoulldndewth those oftyndn-rngilof
conparable risk operating under the constraints oftibnee conpeti
Wile the DF estimates for the Non- Uility Goupblgre considera
higher than those produced for the conparable- riskitgesyp bf Usi

48

id.
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33
34

inportant to be clear that this outcome cannot beistributed to

di ff erences. As | docurented earlier, the risksssddiaiteiwddiors

the group of non- utilitgs fieamur&® ©bY& P s credi ingsratend

Value Line' s Safety Rank, Financial Srength, andr Béhan Gtéee |owve

risks investors associatehew bthility Goup. The ebj eéetice

provided by these observable risk neasures rules oo thatorchesi

higher non- utility DOF estimates are associated wwstierti ghesk.inv
Rather, the divergence between the DO results fopupshesé two gr

utility and non- utility firns can be attributed(Fo edtheatfext tha

invariably depart from the returns that investorigeadbeshlse requ

their expectations nmay not be captured by the inmits to the nod

particularly the assumed growh rate. Because tofe embids) icost

unobservable, and DO results inherently incorporatd arrdegreette

cost of equity estimates fbn- thility Proxy groug pnovidportant

benchmark in evaluating a fair RE for P& E Theéree is no basis

conclude that DOF results drmwupaof utilities wodréntby indne

reliable than those for firns in the conpetitige dseetgence and th

between the DF estinates hdorlitlity and Non- Wilidy sugomghs

that both should be considered to ensure a balanced end- result.

Capital Asset Pricing Model

The CAPM is a theory of market equilibrium that wseagures risk u
the beta coefficient. Because investors are asgurmddvetsifbed,full
the relevant risk of an indivielge] asesbon( stock) is its volatility
relative to the narket as a whole, wth betadereff ecfing the ten
stock’ s price to follow changes in the narket. hentiecdlAyM is nat

expressed as:
R, = ¢ KRR -9 R

where: R = required rate of return for stock j;
R= risk- free rate;
m R expected return on the market portfolio;, and,
i = beta, or systematic risk, for stock j.

Like the DF nmodel, the CAPex-Bateaor forward- |ooking nodel
based on expectations of tthe fu As a result, pricducerder to
meani ngful estimate of investors’ required rateCAM maisirnbe the
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applied using estinmates that reflect the expectatibnsesbbrsact oal
the market, not wth backward- looking,  historical data.

Application of the CAPM to the Wility Goup based! aokirgg forward
estimate for investors required rate of return fkemisormon sto
presented on Schedule VEA- 5. In order to captwres tdie expectati
today’ s investors in current capital narkets, tht egected nark
return was estimated by conducting a DOF analysis rmh pfdy ngli vi de
firme in the S&P 500.

The dividend yield for each firm was obtained frand \Bhee Line,
growth rate was equal to the consensus earnings goow horprepebti
firm published by IBES wth each firm s dividehdd yeeed bendg gro
weighted by its proportionate share of total naréet omal Uee Bas
wei ghted average of the projections for the 3753 iowingrdual firm
estimates inply an average growh rate over the newf flile. Pelbs
Qorbining this average growh rate wth a year- ahdad ddiofidend vy
2.6 % resuts in a current cost of comon eqetyardstingte dor th
wiole (mR of approxinmately 1 3. 5 %. Subtracting a 3ed8 % risk-
on the projected yield on 3 0 - year Treasury bondsedfoa 2 013 prodi
market equity risk premum of® 9. 8 %.

| relied on the beta values reported by Value Line, which in ny
experience is the most wdely referenced source furatdeja in reg
proceedi ngs. As noiNdelv Regulatory Finance:

Value Line is the largest and most wdely circuldted independen
investnent advisory service, and influences the expactbaiges of
nunber of institutional and individual investors. betas \@ee Line
conputed on a theoretically sound basis using a bresey based m
index, and theoy are adjusted for the regressionaderdency of bet
converge to 13000 .

In addition, because enpirical research indicates thdbesthe CAPM
not fully account for observed differences in taréebutabl eetarn a

M application of the CAPM relied on 3 0 - year @&emsasuryhebendsorbe cl osel y
approximate the long- term horizon of comons stocksave réffiéé on h2 0 - year
government bond vields in past testinony, this wadrebecaysedithenot issue 3 0 - year
bonds from approximately Mirch 2002 through January 2006 .

Morin, Foger A , gul ddewy R nancefublic Utilities Reportsat 71 (2006 ) .
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24
25
26
27
28
29
30

firm size, a modification is required to acoeingctfor this size
As explained Mprningstar:

Che of the nost renmarkable discoveries of nodern ftinaficeais tha
relationship between firm size and return. The s ra@tossiship cu
the entire size spectrum but is nost evident anongniswsl!ler conp
which have higher returns on average than Parger ones.

According to the CAPM the expected return on a security should
consist of the riskless rahe prepiusy to conpensat &éhef osystenatic
risk of the particular security. The degree dfs syspreesbmtedri sk
by the beta coefficient. The need for the skeze bedpusetnent aris
differences in investors’ required rates of retedn tohatiraresizel
are not fully captured by beta. To account &or hakis,  Mrningst
devel oped size preniuns that need to be added to IthaCABMeoretica
cost of equity estimates to account for the lewkkt of a firm s m
capitalization in deternmining the CAPM cos®2 of Thgsit ypren uns
correspond to the size deciles of publicly traded, commmmh rsiragks
from a premium of 6. 1% for a company in theetfirst decline ( nar
capitalization less than i$12dh)7, mto a reductisirs gfoi 38 fdm
firme in the tenth decile ( narket capitalizatiobilbéomeeands 15. 5
354 . 4 billion) . AcébMii aghlyysesnyi n€or por at ed adinust nent
to recognize the inpact dfstisnadd oms, as neasuredriet na
capitalization.

The average market capitalization of the UWility Giddgons $10. 3
Based on data fwdorningstar, this neans that the theoretical CAPM cost
of equity estimate nust be increased by 7 3 Dbasust pbontstheo acco
inpact of the proxy group’ s relative size, whilchnishaot reflect
average beta val ue. As shown on page 1 of SchedsiengViBfe5 , adju
theoretical CAPM results, which averaged 1 0. 8 % }histosiizecorporate
adjustment results in an avendgeated cost of comog efuitt 1. 5 %,
wth the nidpoint being % 1. 2 %.

51
52
53

Morningstar, * Ibbotson SBBl 2011 Valuation Yearbook, ” nitted) . 83 ( footnote o
Morningstar, “ 2012 |Ibbotson SBBl Valuation Yearbook, ” at Chppendix2 G 1 2Table
As discussed earlier, the overal!l investrment witdks P@s$ociaakedconparable to the
Uility Goup. As a result, this adjusted atest wohichquibye esticorately reflects

the required return associated with the risks obf, thés pubrectdnouapplicable to P& E
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Wile investors undoubtedly consider historical inboenafiaoet as
in their evaluation obxpeatateons, the cost of isapatal
forward- | ooking concept. Because the CAPM is focusdde solely on
perceptions of today’ s capital nmnarket investorsbe idpplstelld not
using historical rates of return. The CAPM costty ofestdomatoe  equi
is calibrated from investors’ required risk premasorpetibeads Tre
and common st ocks. In response to heightened uneestarsties, in
have repeatedly sought a safe haven in U S  goverghethhi sbonds an

0 o0 ~N O s W N

“flight to safety” has pushed Treasury vyieldsersighifiecagtkld | ow

s
o

spreads for corporate debt have w dened. This rdiyst onrfpamt s not o

—
-

the absolute level of theosCAPM cequity estinmateaffebus it
estimated risk prenmuns. Economc logic would suggests that inv
required risk premium for comon stocks over Treasury daeads has
i ncr easeds4

Meanwhi | e, backward- | ooking approaches incorrectly assune that
investors’ assessnent of the required risk preniumsbeywebondsrea
and common stocks is constant, and equal to sonerdgstorical ave
A no tine in recent history has the fallacy ofbeéhis assunption
denonstrated nore concretely than it is today. vy Thesweencongruit

—
O W N W N

investors’ current expectatdors storical risk premuyparticul arly

-

relevant during periods of heightened uncertainty hamdi ngapidly c
capital nmarket conditiong assuthose experienced reced ythe
Saff of the Horida ePubldec Brmission concl uded:

[Recognizing the inpact thealFed®vernnent’ s unprecedented
intervention in the capital narkets has had on ngreteyinelds on |o
Treasury bonds, staff believes nodels that relateeqiiteedinvestor-
return on equity to the yield on governnent securthees, such as
@H\Assapproach, produce less reliable estimates of ibe Rk at th
tine.

NN NMNDNDMD N N NN
O~ UH~ W 3]

w
(@]

The Federal FReserve has continued to pursue a policy of activel
31 managing long- term bond vyields, which further undeemiogs the us

54 as discussed subsequently, there is considerabl edesopirfbat eguity risk premuns
rise as bond yields fall, andSed eeg vamsds, R & , and Mrston, F C |
“ Estimating Shareholder Rsk FPrema Wing Analysts’ c&ist Fingocdl Management
( Sumer 1992) .

55 Staff Recommendation for Docket No. 080677-E1 - Petition for increase in rates by Florida
Power & Light Company, a p. 280 (Dec. 23, 2009).
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historical data to apply the CAPM In Septenberral OResérye the Fede

announced “ (peration Twist” , involving the exchangm Tfeashioyt- te
instrunents for longer- term governnent bonds, inutan defrfwertd to p
pressure on long- term interest rates. The ongoi ngenpetential fo
turmoi! in the capital narkets has certainly comecend aoribésd in

wth common stock prices exhibiting the dramatict valsatiilndiycattihee
of heightened sensitivity to risk

Nowhere has this been nore evident than in the nauket for Treas
bonds, wth vyields being pushed significantly |om dudl!itght atal
safety” in the face of rising political, ecwndmtc, risksl capital
In turn, this has led to a dramatic increasead nildiush r gbree loys,
the spreads between triple- B utility bond yieldseasadieS O - year Tr

shown in Figure 2- 1, bel ow

FIGURE 2-1
PACIFIC GAS AND ELECTRIC COMPANY
YIELD SPREAD (BP) BBB UTILITY - 30-YR. TREASURY

240

220 A

L e
. I

140 MV—WJ/

This increase in the yialdirspraates that the additional

conpensation investors demand take on higher risks &m=d. incre

As S& P observed:
Sandard & Poor’ s U S speculative- grade conpositre spread, whic
measures the extra yield above U S  Treasury bonds that investo
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denand to hold the bonds of riskier conpanies, wdened by 6 3 %
781 basis points ( bps) from April 18, 20Tit, to Sept.
sharp expansion reflected the bond narket’ s increasibg aversion
credit risk in an uncertain and riskier environnentods .of During p
stress, correlations frequently increase anong risky sassht clas

as the relationship between the return on specul atdsve-argtade bon
the return from eqdfties.

Bquity risk premuns cannot be observed directly, obubn because ¢
stock investors are the last in line wth respect atoutiheiy slai
cash flows,  higher vyield spreads inply an even stéaperthéncrease
additional return required from an investnent in comum eshorty.
hei ghtened capital market and economic uncertainties)creasel itihe |
risk prenmiuns denmanded by investors, further underramee amy reli
historical studies to apply the CAPM

In addition, ny CAPM analysis did not rely on hpebietric or arit
means in arriving at an equity risk premum higffiserme to arit
geonetric nean risk premuns is associated wth appltbati GABM of
that depend on historical data. In order to defiveheannaekét nate
equity risk premium under this approach, historicains acerage ret
Treasury bonds are typically subtracted from those tfawks.conmon s
These average rates of return based on backward- | ookihgstdeteal fo
tine periods can be derived using both arithretic amebngeonetric

As discussed above, however, ny application of theu@M was a p
forward- looking approach, which is consistent wtly the underlyi
assunptions of this nethod and the standards underinginayi am déter
a fair rate of return. Because | looked diraatdgnt at investors’
expectations in the capital narkets ®and not at bfistoetoeh ®abes
CAPM analysis did not need to reference either the geonehnetic o
mean of historical rates &F return.

56

57

Sandard & Foor’ s (orpdratémin, Exgansion In (redi adSpr Shows Bond Mr ket
Stress, But Less Severe Than During The FnanBlading$bisicd( "&ct. 11, 2011) .

The forward- looking CAPM is nore conparable to theanaribbnetibe geonetric
nean. This distinction was made clear in the enehexkditibed by the Chartered
Financial Analyst ( (FA) program worldwde: ° the deoneppropmede for nmaking
investnent staterments about past performance...the arithmetis weppropriate for making
investrment staterents in a forward- looking context R'chard Dékusco, (FA  Mleavey,
Dennis W, (FA Hnto, Jerald E , FA  RunlQeantit8bivednvestmentPhalysis
(Second Edition), at 127 (2007) .
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There are numerous studies that examine what investarad|yhave act
realized in terns of equndy veesus stocks. Sinetarlgre articles
suggesting what investors shouldexpect based on “ bd’ldimg ide
t echni ques. Further, there are surveys of corporaic abtemdives
about what they expect the return differential t® beripves. vario
Finally, there cpeetipns that the managers of siohstyfupds use
for actuarial purposes. None of these values aretheonpasible to
premium as | have applied it in ny forward- |ooking, CAWM cinaliyse
based not on sonme generic notion of the equity risks pdenived but
from contenporaneous projections for individual sto8k® Bn0 bhe S

Average realized risk premuns conputed over some selected tine
period may be an accurate representation of what waesedaciual ke e
past, but they don" t answer the question as ton wmestrdrsk premu
were actually expecting to earn on a forward- |ooig nghdsasis duri
same tine periods. S rillailiatione of the equipremunsk
developed at a point in history ®whether based on iactpaiorreturns
periods or contenporaneous miojans ®are not the same as the
forward- |ooking expectations of today’ s investorsemselicbn ase pr
entirely different set of capital narket and ecomsmic expectati

The purpose of ny analysis was to determine an aHabwed return t
would neet the regulatory requirement of allowng B Eapibalattra
and maintain its financial integrity. The nosthnapkroporate ben
nmeani ngful  forward- |ooki ngratestiof the return investiore fegm
P& E is what investors are currently requiring rentsotWwerh invest
which P& E nust conpete for capital. The risk pyeni@@Mused in
is derived from current narket data and is forlemdsdmekimj in t
using the projected earnitigsates used by investorees nott d
depend on analysis of past historical data on riskdopsenmiting nor
purport to identify what investors wll actuallyutned,i zeori nwHdbe
they should reasonably expect over the long- term an Bathemteit is
of what investors currently require when they alidehtetaheir ca
conpeting investnents. These current forward- | ookiefurnsquired
the touchstone of whether an authorized RE can neet the (AL s
standard of capital attraction and maintaining fityancial integr
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5. Risk Premium Approach

The risk premum nethod of estimating investors’ ofequetadn rate
extends to comon stocks the risk- return tradeoff dbsedsed wth
The cost of equity is estimated by first deteomehingetuhe additi
investors require to forgo the relative safety befar bohds gaedt ero
risks associated wth common stock, and by then addingidkis equ
premium to the current yield on bonds. Like the ri¥k nodel, the
premum nethod is capital market oriented. However, nodahls, ke DCF
which indirectly inpute the cost of equity, risk mpfiergcirhy nethod
estimate investors’ required rate of return by addishg peemeooity
to observable bond vyields.

| based ny estimates of equity risk premuns forveysilofies on s
previously authorized rates of return on common edqudd/. returfg hor
presumabl y reflect regul at omj ssi@ns’ best estinatese ofosth of
equity, however determined, at the time they issuwetbr.their final
Such returns should represent a balanced and inpartthat outcore
considers the need to maintain a utility s fambnalallitiyntegrity
attract capital. Mreover, allowed returns aresialeratripmrt drdr co
investors and have the potential to influence othawvesbbestvable
paraneters, includiogedit ratings and borrowng cagsts.this Tais
provides a logical and frequently referenced basirg feguitest irat
premuns for regulated utilities.

Surveys of previously authorized rates of return oby camson equi
frequently referenced as the basis for estinati ngemegusty risk p
The rates of return on common equity authorized gutatdtyes by re
commssions across the U S are compiled by Regulatory Research
Associates and published in its Reéqudwt oeport. In
Schedule VEA- 6, the aveebde ogi public utility bbhdacted $oom
the average allowed rate of return on comon equwtywtifidrtied edtoi
calculate equity risk premuns for each year betweeh 11197 4 and 2
Qrver this 3 8 - year period, these equity risk ipremtirtstifes electr
averaged 3. 41 %, and the yield on public utiBity9 Hofiels averaged

There is considerable evidence that the nagnitudekof equity ris

premuns is not constant and that equity risk premvens tend to

2-37

SB GT&S 0446920



— _— b
[ B S S R
OCOCO\!O’JU‘!-\BOOE\J—\O(QOQ\IO}

NN
LS TN

23

inversely wth interest58ratdm other words, when interest rate levels
relatively high, equity risk premuns narrow  andrahesn areferest
relatively low equity risk premuns w den. Thehi snpl heet sen  of
relationship is that the cost of equity does nok, noee am nuch a
lockstep wth, interest rates. Accordingly, dror degrebst iimcrease
interest rates, the cost of equity nay only5 0isebasrs fpbints. say,
Therefore, when inplenenting the risk prenmium nethod,ts adpystnen

be required to incorporate this inverse relationghiferedt auatrent

levels have changed since the equity risk premuns edere estinat

Finally, it is inportant to recognize that thef hit$korircak focus
premum studies alnost certainly ensures that theycdgidretdhdull
significantly greater risks that investors now assodiaige ukiihtyp
servi ce. As a result, they are likely to fundenststefdrhea césrmo
operating in today’ s wutility industry.

Based on the regression output between the interesquitgtes and e
risk premuns displayed on page 4 of Schedule VEA Gisk the equity
premum increased approximately 4 1 basis points fortageacipoimpér cen
drop in the yield on average public utility beddson pags fllustra
Schedule VEA- 6, wth a projected yield on avenagdomsdl ifor utilit
2013 of 5. 32%, this inplied a current &@i%. risk premum of
Adding this equity risk premum to the average Byietdl idy bondse-
for 2013 of 5. 88 % produces a current costatedfy eqlty8 &b. apprc

Expected Earnings Approach

As | noted earlier, | also evaluated the RXE pgctedference to ex
rates of return for ueferehes. to Rates of ratluall eavfrom
alternative investnents of conparable risk can proviald an inpor
benchmark in assessing the return necessary to assuee iconfhdenc
financial integrity of a firm and its abillty toThastrapproeahitas
consistent with the economic underpinnings for aettmhr rake of r
reflected in the conparable earnings test establispeehebyCotine Su

38 See, eg., Bigham E F , Shone, D K, and Vinson, S R Apprbathe tBlsk FPrenmium
Measuring a Wility s Qost dfindmpied Wiahagement( Soring 1985 ) ;  Harris, R S,  ax
Mirston, F. C , ° Estimating Shareholder R sk Prenia’ UsiGhgw AnalFgsecasts, ”

Financial Management( Surmer 199 2 ) .
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i nHope and Bluefield. Mreover, it avoids the conplexities and limtati
of capital market methods and instead focuses on thed rebhurns ea
book equity, which are readily available to investors.

The sinple, but powerful concept underlying the exsected earnin
approach is that investors conpare each investnent wdllertriai ve

next best opportunity. yf i $heunabl éitto offien sinrehr to that
available from other opportunities of comparable giskll ieastor
unwilling to supply theorcapidadonabl e terns. karg exiwdstors,

denying the utility an oppdréureédnn what is avaid ablleer frsinmlar
risk alternatives prevents them from earning theicostopmprt wadiyal .
In this situation the governnent is effectivelye takingwestorsal u
capital wthout adequate conpensation.

The traditional conparable earnings test identifiesnpanigsoup of
that are believed to be conparable in risk to ddtealutidarinyngs The
of those companies on the book value of their imevestnrent are th
conpared to the allowed return of the utility.tionaWile the tradi
conparable earnings test is inplenented using histakésalfrdaia t
the accounting records, it is aso comon to userebupjnsctioons of
book investnent, such as those published by recognimted investne
advisory publicatioces.,( Value Line) . Because these expected returns
book value equity are analogous to the allowed fié&jure oetea util
base, this neasure of oppordasiidyresuhtsa idirecpples” &0 apples”
conpari son. M application of the expected earnings approach w
focused exclusively on forward- looking projectiongal wata. histori

Mreover, regulators do not set the returns that inhnvekeors earn
capital markets ®they can only establish the allbeedvaraeurof oa t
utility’ s investnent, ab orefliddeadcogn recordss a result, the
expected earnings approach provides a direct guide ato thasure th
allonved RE is sinmlar to wat other utilities skf wddnpaeabhe omi
invested capital. This opportunity cost test tteesetholl require
nodels to indirectly infer investors’ percepti oniced ramn shtdwde  pr
market data. As long as the proxy conpanies &e sheikar in ris
expected earned returns on invested capital providechaarkii reot be
investors’ opportunity costs that is independent sifock!| ymtiwsd,ng
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market- to- book ratios, debates over DOF growh mdtatsons or the i
inherent in any theoretical nodel of investor behavior.

For the firns in the olpjlityheGreturns on comop equit
projected by Value Line over its forecast horizon are shown on
Schedule VEA- 7 . Gonsistent with the rationale ewdeopgeng the d
of the br+sv growh rates, these year- end values tweravecageerted
returns using the same adjustnent factor discusseddesatioped and
on Schedule VEA 2. As shown on Schedule VEA- 7, Value Line s
projections for tihetyt Goup suggest an average REYof 1 1.

Gven the fact that Value Line is recognized as tdie cultatedw dely
i ndependent investnent advisory service, its projectioetuohs edion
utilities provide an inportant guide to investors’  expectations

Flotation Costs

The comon equity used to finance the investnent eis ubility ass
provided from either the sale of stock in the rcaprbat rebekeed o
earnings not paid out as dividends. Wen equiugh i $herassée thro
of common stock, there are costs associated wth revw! esjiing” the
securities. These flotation costs include servabes aocbunbsngleg
and printing, as well as the fees and discountsatpai 8rokersconpens
for selling the stock to the public. A'so, Somerketgue that the
pressure” from the additional supply of common stoekkeand other
factors nay further reduce the amount of funds Renutititissmess w
common  equity.

Wile debt flotation costs are recorded on the lbdgks of the uti
amortized over the life of the issue, and th&tiverezst tdle eff
debt capital, there is no sinmlar accounting teeatheht eboitgnsur
flotation costs are recorded and ultimately recogbixzetly, ndteabe
of return is authorized on flotation costs necessarioptai ncuered
portion of the equity capital used to financenomdlsnt. equitiyy ot her
flotation costs are not included in a utilityses nebtberbashat becau
portion of the gross proceeds from the sale of cdmbo gbyck use
flotation costs is availiablesttdn plant and eqmpremte flotation
costs capitalized as aniblatasgset. Lhl ess somen previside to

recogni ze these issuance gcosts utility s revenue sequildenamit fully
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reflect all of the costs incurred for the ude of Bevasserstheré&un
is no accounting convention to accumulate the fl osadiabhedcosish a
equity issues, they nust be accounted for indirpebfg, wth an u
adjustnent to the cost of equity being the nost siogical nechani

| am aware that the (PUC has not routinely approvecbsta flotation
adjustnrent for PGXE in past proceedings, but thesevwasece in th
provides a theoretical and practical basis to irdlade ofcordiaieta on
costs for P& E First, an adjustnent for flictad omi tdosimastassoc
equity issues is appropriaatevherevthe utility isenpladti mgntany
new sales of common stock. The need for a fldtrmritontaost adjus
conpensate for past equity issues been recognized ial the financ
literature. Pubkic H#Hilities Fortnightly article, for exanple, Bri gham
Aberwald, and Gapenski demonstrated that even if o fgstlesr sto
are contenplated, a flotation cost adjustrent ins alé fefureedyebo
keep shareholders whole, and that the flotation cosstadjustnent
consider total equity, including retaifd e& mihgbleyy
Regulatory Finance contains the follow ng discussion:

Another controversy is whether the flotation cost ubdl osance sho
be applied when the utilityconlenploating an inm nemonco

stock issue. Sore argue that flotation costs &cde besal and shou
recognized in calculating the fair rate of retturronlon aquitthe bu
tine when the expenses are incurred. In othertiwrdgost the flota

allowance should not continue indefinitely, but shoul thebe nade
year in which the sale of securities occurs, etimuinegg need for c
conpensation in future vyears. This argunent inpbianythat the ¢
has already been conpensated for these costs and/ or the initial
contributed capital was obtained freely, devoidnofcosirsy flotatio
which is an unlikely assunption, and certainly aofosdpplicable t
utilities. ... The flotation cost adjustnent cemetd-be strictly f
looking unless all past flotation costs associabeds vhabe past is
been recovere®?

The followng exanple denonstrates that investors wltthenot have
opportunity to earn their required rafe., of dretdend (yield plus
expected growh) unless an allowance for past fbotabcbudedosis i
the allowed rate of requiny.on Assune a utility sersh $of
coomon stock at the beginning of Year 1. | f flidteat iwdri | idost 9 ncurs

Brigham E F. , Aberwald, D A, and Gapenski, it\. Flotatidn CGitomirs fapd Rate
Maki ng, 'Public Utilities Fortnightly, My, 2, 1985.

Mrin, FRoger A |, gul ddewy REi nancefublic Utilities Reports, Inc. ( 2006 ) at 33 5.
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of $0.48 (5% of the net proceeds) , thentonliynvdsd .iB2 is

rate base. Assune that shamehol ders’ required raterrof ig
11. 5%, the expected dividend in Year 1a idsvifledd §i@ld (of
5 percent) , and that growh is expected to bes &levé §pedannual ly.

in Table 2-6 below if the allowed rate of ré&yurns oconl gormon equ
equal to the utility s 11. 5% “ bare bones” ncost of equity, cor

stockholders wll not eamequimed rate of returnr o tie
investrent, since growh wll really only be 66 .2%%s, instead of
TABLE2-6

PACIFIC GAS AND ELECTRIC COMPANY
NO FLOTATION COST ADJUSTMENT

Common Retained Total Market M/B Allowed FEarnings Dividends Payout
Year  Stock Earnings Equity Price Ratio ROE  Per Share Per Share Ratio

O W o N g W N

-

NN
3]

w

1 § 952 § - § 952 §$1000 1.050 11.50% § 1.09 § 050 45.7%

2 § 952 § 059 §1011 §1062 1.050 11.50% § 116 § 053 45.7%

3 $ 952 $ 063 $1075 $11.29 1.050 1150% § 124 § 056 457%
Growth 6.25%  6.25% 6.25% 6.25%

The reason that investors never really earn 11 .stthéat dm their in
the above exanple is that the $0. 48 in f#l otatuonedcosbs initiall
raise the common stock is not treated like debt issuance costs
(ile., anortized into interest expense and therefore enbeddeding the
cost of debt) , nor is it included as an asset in rate base.

Including a flotation costenidjasl ons investors thiybe fu
conpensated for the inpact of these costs. (he cuwebnly refere
nethod for calculating the flotation cost adjustignt tilee to mlt
dividend yield by a flotation cost percentage. dihusdendwiyitrel a5 %
and a 5% flotation cost percentage, the flotahtonincothe adjustne
above exanple would be approximately 2 5 basis pointsin Tabde shown
2-7 below by allowng a rate of return on ¢obmi Ecanty of 11
11. 5% cost of equity plus a 25 basis poinmentflotation cost adjt
investors earn their 11. 5% required rate ofl rgrawh is necewactua
equal to 6. 5 %:
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TABLE2-7
PACIFIC GAS AND ELECTRIC COMPANY
INCLUDING FLOTATION COST ADJUSTMENT

Common Retained Total Market M/B Allowed Earnings Dividends Payout

Year  Steck  Earnings Equity Price Ratio ROE  Per Share Per Share Ratio

1 § 952 § - § 952 §$1000 1.050 11.75% ¢ 112§ 050 447%

2 § 952 § 0662 §$1014 §$10.65 1.050 11.75% § 119 § 053 447%

3 § 952 § 066 $1080 §$11.34 1.050 11.75% & 127 § 057 447%
Growth 6.50%  6.50% 6.50% 6.50%

The only way for investors to be fully conpensatedcdsbs iissuance
to include an ongoing adjustment to account for cqest vHestation
setting the return on commby. equi This is the case pegantether
or not the utility is expected to issue addi nmenal stelcresn of co
the future.

Wile utility stocks continue to trade at pricek thatueexceed bo
this says nothing about the need to recognize théeirnatgactcosifs |eg
of issuing common stock when establishing a fair. ratel rofestrogtsurn
determine the price they are wlling to pay forom stiheke of comm
based on their assessment of expected cash flows iosks. relative r
The fact that the nmarket price of a utility s edonmmookstock exce
value doesn’ t change the fact that investors nust dpporgnemted an
to earn their required rate ofllimstestred orcapital, including that
portion paid out as issuance expenses. As | dewmesbrgied in th
above, this can only occur if an upward adjustnent ndde tthe RE i
account for flotation costs.

In addition to the theortatfiicahti s for recoveratigonflecosts
associated wth past sales of comon stock, POG euttinglso be in
flotation costs associated wth ongoing sales of sewndilates A
earlier, P& E is faced with the challenge of finaapirigl enornous
requi renent s. In order to neet these commtnents niwglea naintai
bal anced mx of long- term capital sources, POG aalieci phtes the
significant anounts of new common stock. Oh Novenber 28, 2011
POG filed a prospectus supplerent with the Securitiege and Excha
Gormission governing the sale of new conmon shares it lof faerigigoss
price of up to $400 mllion Mearnwhi | e, xe€uticbon noted that, “
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nanagenent’ s commitrent to issue a total of $ 1  bilkgontydf Cemmo
a key rating &iver.

Moreover, considering the inpact of flotation cosffairhguid not u
penal i ze ratepayers. The only purpose of the jfustmmnonisosto ad
allow the utility an opportunity to recover a rosmsmiable and ne
expense associated wth raising equity capital. arAd erdi scudsexk e
costs are directly analogous to debt issuance expensestitishty are
recovered from ratepayers. A flotation cost adjtstwenstidote no

€

any form of wndfall” for investors; rathezes Bt |egrél yat eecogni
cost of raising capital that is invested in the demid¢ities used
cust oners.

There are a nunber of ways in which a flotation cuamt el ustent
calculated, but the nost comon nethods used to acabumh for flo
costs in regulatory proceedings is to apply an raveosfe flotatio
percentage to a utility s dividend vyield. Basddhe orf i ranaevi ew  of
|'iterat urBew Regulatory Finance concl uded:

The flotation cost allowance requires an estinatedo athestnent t
return on equity of approximately 5 % to 10 %, izepaming on th
risk of the 4&sue.

Aternatively, a study of data from Mrgan Sanbseanceegarding is
costs associated wth utility comon stock issuances suggeges a
flotation cost percentage df3 3 ViBWb.respect to shares sold under
POG s equity distribution agreenent, POG has agreed to pay an
underwiting fee equal to 1. 0% of gross proceedstherin addition t
offering expenses and |egal®4 fees.

Applying these expense percentages to a representativeyid di dend
for a utility of 4. 5% inplies a flotatione costleradpfistenttoon th

45 Dbasis points. Issuance costs are a |egitilnatreecemmmde, and

61  Ftch Ratings Ltd. , “ Fitch Downgrades POG & PGRE s |DBbl ook ‘SBBiss, 7
Relgase ( Dec. 16, 2011) .

62  roger A Mrin, “ New Regul at or PuBliodtiities Reports, Inc.at 323 (2006 ) .

63 Application of Yankee (s Services Conpany for a FRatelPlcrBasket N 04-06-01,
Drect Testinmony of Georgekehrottt ( Jul. 2, 200 4G &1 bBdib Updating the result
presented by M. Eckenroth through April 2 0 0 5 anal sweragsul fkdtathon cost
percentage of 3. 6 %.

64

PG E Gorporati éfrpspectus Supplement ( Nov. 28, 2011) .
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that they be considered in evaluating an RE for P& By from wth

reasonabl e range.

D. Return on Equity Range for PG&E

This section addresses the economc requirenents fore PGk Esetimn

on equity. It discusses the regulatory policyi ngasons etiom aroi
equity that is not sufficient to maintain P&dfity famdnalllityteo
attract capital, and denonstrates the benefits tan ddSEortnat of

reflects P& E s need for financial strength. tiofingiéyentsthivg sec

conclusions regarding a fair RE range and ny recomerled PEIE f

1.

Implications for Financial Integrity

Gven the social and ecawpactance of the utility, indbstis
essential to maintain reliable and econonmical senguoersto all co
Cash flow provided through the allowed RE is a kepporbgned ent
a utility s credit quality and its access tos capidtainers (Witle it
ultimately realize the benefits of increased inviestantrastructide,
a utility s ability to fulfill its nandate ¢€anitbel acksprohiesed i
necessary financial wherewthal or is unable to efficientretorn s
attract capital.

The major rating agencies have warned of exposure ites uncertaint
associated wth political and regulatory devel opnerty, inesygesivalof
the current financial and operating pressures idusttriye utility in
Investors understand just how swftly unforeseen ciceonsteadesto
deterioration in a utility' s financial conditiems havel stakehold
discovered first hand how difficult and conplex netly chhe be to re
situation after the facbrs’ Ineesbsed reticencppl o additional
capital during tines of crisis highlights the eredessi thy nasici gres
flexibility and the inportance of allowng an adequate RE

(onsidering invessdr heightened awareness of the riatked associ
wth the utility industryarmgd fthet results whenilityuts financial
flexibility is conmpromsed, fair and bal anced regulatucral rdrain
P& E s access to capital.rs rleogggtice that reguhasiadrts own
risks, and that constructive regulation is a skpporitmggediubnt i tiyn
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credit ratings and financial integrity, partiesliaofy adueisg tim
condi tions.

Fitch concluded, “ [Qiven the lingering rate of dunsapleoynent an
concerns about the econony, there could well be posketsatef adve
decisions, and those conpanies wth little finandidl swffsti on co
adverse effect® " Mody’ s has also enphasized the need for regulatory
support, concl udi ng:

For the longer term  however, we are becoming inersedingly conc
about possible changes to our fundamental assunptions about
regulatory risk, particularly the prospect of d npoletioclersaria
( and therefore regulatory) environnent. A prolonged recessiona
climate wth high unenploynent, or an intense panjodcafldinflati
make cost recovery more unceb®ain.

S& P noted “ the quality of regulation is at thenalfgsiefroot of our
utility creditworthi®éss. ”

Regul atory signals are a major driver of investomsit frarsk assess
utilities. Security anal ysbemissudn orders and ategyl policy
statenents to advise investbese to put their noneger tHansi
recent exanple of Chio, where regulators’ r et rarct iawpr afal i tfsor pri
a stipulated settlement of a transition plan led tke warnings fr

investrent community and significant declines in poticksf§ stbbk

CPUC actions instill confidence that the regulatory ienvironnent
supportive, investors nake capital available toitiGakifonnieoratil
reasonabl e terns. Wen investors are confident hashasupportifiMd ty
regulation, they wll nake funds available evermmwiln innesheof tur
financial narkets. Nor eover , suppliers of fuel wer,repl acenent po

equi prent, and the other goods and services necesshey |ightkeep t

on in Cilifornia wll offer nore favorable tedns dtoorm ftddndial
Fitch Ratings Ltd. , “ U S Uilities, Poverk,alob@#&oRed Noth AGaklrica
Special Report ( Dec. 4, 2009) .
Mody’ s Investors Service, “ U 8 FReguated Hoertrhonthbti Lbtiedegustry
Outlook( Juy 2009) .
Standard & Poor’ s Gorporation, “ Assessing U &y BhvlrbpneRegyRatingsDirect
(Nv. 7, 2008).
See, e.g., Sandard & Poor’ s Corporation, * Chio Wility diegdimicr’ Be Bbgesi ve
For Cedit Quality O Power Onpanies In TefinGsidiecct( Feb. 27, 2012); Testa,
Dan, “ Thursday’ s Energy Stocks: AEP shares slided afdes (@iect regecurity plan, ”

SNL Financial ( Feb. 23, 2012) .
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operating under constive regulation than to a utifitgnciabse
wherew thal is suspect. Snce the (PLC is PG Eysramulrargr, utili
investors and suppliers look to the Commssion to tesgessuppegul a
behind the Gonpany’ s financial and contractual oblégat PGRsE ViA
can negotiate from a position of financial streagtbetfiér wilédl gebr
its custorers.

The investnent community has recognized that past regulatory
decisions have generally been supportive of P& E fsy, credlit quali

0 o0 ~N O s W N

Mbodys noted that California investor- owned utilities rume face

s
o

challenging environment due to electric rates thaln anatilingher t

—
-

averages and by the states weakened econony, and citédnahe add
pressures of environmental initiatives and futurertmlittiicd unc
Wile the various adjustnent nechanisns approved for P& E are
supportive of its credit quality, investors recoghiszeexposed PR E
significant risks associidiled emergy price volatiliidiyng ammbstrs,  and
concerns over these risksbebavme increasingly pronounced tihe
i ndustry. The (P s adjmstmamitsns are a valuable seaof
mtigating those risks, but they do not elimnbhe adenstnent Wile
mechani sns approved for P& E partially attenuate expodurieonto at

—
O W N W N

this leveling of the playing field only serves 'tc pmsetumi (RGX E

-

to earn its authorized return, as required by akstwblished regul
st andar ds.

Mreover, utilities incrémsiefglity from a wde variety of
nmechani sns designed to mtigate against the risks &ssociated w
fluctuations in costs and regulatory |ag. Refustetyi véreofd, thitde i
conpanies in the proxy group operate under a varicgtyewhueost an
adjustnent nechanisns, which range from riders to ragover bad d
expense and post- retirement enployee benefit costs fto cidjussdsen
designed to address the rising costs of environnental conplianc
neasur es. As a resulttigattifen nin risks associatedihittiles’ ability

-

to attenuate the inpact of fluctuations in coststhées cosfleoted i

W W W N NN NNN NN NN
O W 0 N O W N

AW]

equity estimates developed earlier.

69 Mody' s Investors Service, * CGedit pinion: | Batrficc GBapargitiotal Credit
Research( Aor. 4, 2011) .
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Finally, the inmpact of cost adjustnent and otherhamiegwatory nec
are considered by the investrnent community in its asasesshnttyofs
overall risks and incorporthed ciedit ratings usddbliichedhe
Uility Goup. Because t heatdrmgh antueValine iirslkcators for
the proxy conpanies are conparable to P& E  thereorisango basis f
adjustnent related to specific regulatory provisions.

PG E faces a nunber of challenges that require readpitatcess to
on reasonable terns in order to naintain reliableheservice, and
circunstances heighten the inportance of financial stresgtdt oand
support. P& E s nuclear generation, while savimjfioastorers sig
energy costs, can necessitate huge unexpected expenditexespl e, Fo
if federal agencies ordered P& E to shutdown one otingorenidenera
( possibly in response to security threats or evearfignifar firore Ca
would inpose significant reliance on wholesale power rmmmtkets to
energy shortfalls, and requcrdoP@obilize noney and ooedia
significant scale.

In addition, while Giifornia frequently posiéidnsadibgelédgat th
of energy policy, this progressive stance exposes thlbhtkEed ot haicer
are not faced in other parts of the nation. S Amagirtdabes em ssi on
and RPS standards ppse additional challenges and risksl!y esgen
the underlying narket systens are conplex and unteshading th#ile
potential to advance policy goals and produce envirehirtental tHere
can also be wunanticipated abnphsc and risks ®a faat rdwk w
clear a decade ago wth the inplenentation of unboihéviedy and a
market structure.

As discussed in Chapter 1, P&E expects to investliooughhy $ 15
utility infrastructure over the period 2012 - 2r0yl €qual ato anount ne
P& E s entire rate base just 8 vyears ago. BGtE wdilse be require
substantial capital from new investors to neet theanessbciated f
requi rerent s. Providing an RXE that is sufficiest investamsensat
and maintain P& E s abilitaet toapatital, is consistebhe w
economc requirenents enmbodied in the Suprene Mowd' and
Bluefield decisions, but it is&&ss icostB&rs  best inteddsts.
investors and suppliers queseiber the (PUC s regul pbbigies wll
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34

provide adequate support for the GConpany’ s financi austioftegrity,
becone exposed to less reliable and nore expensivécaitility serv

Gonsider the effects of the California energy cdisksOOn1 2000
Uilities were forced to use cash flows from operaiatsng \mrlou
lines, and renaining access to short- and longdterm debt to fun
unrecovered energy supply costs and naintain servicerd.o custone
This led to a sharp deterioration in financialereordidquiat,ty a sev
crunch, and a dranatic inhoreesedit risk. Asommerceall t, ¢
banks were highly reticent to extend financing fati amgoiog roper
construction and counterparties involved in neetieyy tlemengyliti
needs becare unwilling to transact business absent idpediains.cred
Utinmately, the nismatch between revenues and expensesi e &
filing for bankruptcy protection in April 200 1.

The challenging capital market environnent highlightigsthef benef
strengthening P& E s credit standing in attractinegdddetaapital
secure reliable service at a lower cost for cusgoneosrse f@oamgin
the path of establishing an RE that supports fhnanoubt bérengt
extrenely short- sighted. Snce its recovery femonenehgy CatiSbsni
custoners and the state’ s econony have benefited frdoriPG&d&E s re
financial flexibility and ability to raise capitt@rnon redsonabl
investors perceived that the s€bom was wthdraw ng ipaert sufpor
P& E s financial strength at this crucial junétdréjkeltyhehake anou
long time to re- establish the well- deserved reput@irmirssitdrat thi
has earned anong investors.

The RXE established in tleswdds send an inportant o signal
i nvestors. The C(PUC has an opportunity to showzeshatthet recogni
inportance of financial strength and supportive regallabwong an By
RE in this case that reflects capital market rEalstiesigged P&
financial challenges, the (PUC wll reaffirm tot imergliors that
coomtted to a balanced regulatory regine in GCilifornia.

Capital Structure
An evaluation of the capital structure naintainee elgnt aistility
also relevant in evaluating RREfa Qher things hiegoet, delt

ratio, or lower comon equity ratio, translateéinantbal i ncreksed
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for all investors. A greater anount of debt nesnshaverea investo
senior claim on available cash flow thereby redatiyngthbhe esenta

wll receive his contractual payrents. This iscreaseshi the risk

lenders are exposed, and they require correspondingty & gher ra

interest. From common sharehol ders’  standpoi nt, ratidi gmeansdebt

that there are proportionately nore investors aheatelyf them th

increasing the uncertainty as to the anount of yashthdtoww Ilif an
renai n.

P& E s capital structure is presented in the testif@bpyr.of wtne
As surmmarized in his testinony, the common equity rabimputesed to
P& E s overall rate of return was 5 2 % in thishi pepceedsng. Mear
shown on Schedule VEA- 8, common equity ratios fodithhe other uti
operating conpanies owed by the firns in the Uidedyfr@oum ran
low of 47 . 5% to a high of 61. 8% at year5 4nd324 11, anc

Schedule VEA- 9 displays the capital structure datz Oat 1yedrer end
the individual firns iidithhe Gldup. As shown triwer eequicgm
ratios for these utilities ranged from a low ofof3 599 % %toata higr
year- end 2011, and averaged 47 . 3 %. Val ue avienageexpects that
cormon equity ratio for othegmoup of utilities gelld Bved% over
the next three to five years, wth the individualaticmmorangiqgty
from43. 0% to 55. 0%.

From an investor’ s perspective, the relevant capitbbsestructure
on the market values of securities because investoys acdn sehly b
securities at nmarket value. To be able to raiss cagttalpay conpa
returns that are conpetitive at the current nardiet swdwedied, th

not the enbedded book value of the nmx of stocks aad résals, As
the nmarket value capitalifzstidie firns in theougildp @&erves
as a benchmark in evaluating PG E s capital structumm As show

Schedule VBA- 10, at year- end 2011, the narkeh fafuetheapitalize

firmg in the Wility Goup inplied an average canmorof edpi®y. Balo,

or 58. 1% based on Value Lineg s projections ¢ast iheri2of 14 - 16
As discussed earlier, utilities are facing thel ofigoi ngnepgientia

narket volatility, rising cost structures, thsignebdcabb Capenee

investnent pl ans, uncertainties over accomnmodating bunentalenvir
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mandates, and ongoi ng regul atrdsKs. Goupled with tide foten

tunoil in capital nmarkets, these considerationsngearréda aree stro
sheet to deal wth an increasingly uncertain envirennent. A no
conservative financial profile, in the form of eguiliiygheraticgmon s

consistent wth increasing uncertainties and the reedthe® nainta
continuous access to capital that is required te famtd operation
necessary system investrnent, even during tines of advemaeketapit
condi tions.

Mody’ s has repeatedly warnestdrs of the risks assoa dhed
debt leverage and fixed obligations and advisedo utddudrides rdie
opportunity to strengthen the balance sheet as a Huftfiere agai nst
uncert ai nt i e§9 Mre recently, Mody s concluded:

From a credit perspective, we believe a strong hahlagte sheet co

wth abundant sources of liquidity represents oneefehseshe best d

against  business and operating risk and potentialngsegative rati

acti ons?1

Smlarly, S&P noted that, “ we generally consiidel dewtbt to ca
of 50 % or greater to be aggressive or highlytiksl&faged for util
Fitch affirnmed that it egxpetesl wtilities to enpjogiclfoas mx of
debt and equity to finance high levels of plannédd investnents.

Mre recently, Mody’ s affirmed that it expectsiesegubated utili

€

33

strengthen their balance sheets in order to préephitengfog nore c
business conditiord * This is especially the case for P& E  which f.
the prospect of financing significant capital exparsi druripllass |

narket while at the sane itnheinmag its ability dotoespdrer

significant challenges.

Mody' s Investors Service, “ Sorm Uouds Gatherizan dror thde Hidirth American
Hectric Uility S&perialComment ( Aug 2007) fric® WiBity Heector, ”
Industry Outiook ( Jan. 2008) .

Mody’ s Investors Service, “ U S Hectric ehbebi t BegonHackkathallerm
Industry Outlook ( Jan. 2010) .

Sandard & Poor’ s Corpdiatimggs Rundup: U S Huddtliity Sector Mintained Sirong
Gedit Qality In A Goony Raibg@¥rect( Jan. 26, 2010) .

Fitch Ratings Ltd. , *“ U 8 Uilities, Powerck, GlabalBewer bicrth Andrics
Special Report ( Dec. 4, 2009) .
Mody’ s Investors Service, “ U S  Hectric Ulilied edthead;hceSaiengt heni ng

Bal ance Sheets MNow Wuld Protect QO&ebial’Comment( Gct. 28, 2010) .
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In evaluating P& E s capctare strut is also inpoohsinterto
that, depending on their specific attributes, reEmits actrualot lagree
obligations that require a utility to nake specidyede pdyrasttad m
as debt in assessing financial risk. Because rnvéseor sebtonsi de
inpact of such fixed obligations in assessing @ alutipadiyi @, finan
they inply greater riskdueed fienancial flexibilarider tolmffset the
debt equivalent associated wth off- balance sheettheblugslibps, nust
rebal ance its capital structure by increasing its Comondeequtby
restore its effective capitalization ratios to’Sprevious |evels.

These commtnents have been repeatedly cited by najong bond rati
agencies in connection wth assessnents of utiligks.”inancial ri

As discussed earlier, a significant portion of wee GConpany’ s po
requirenents are obtained through PPAs. These conteattual paym
obligations, along wth operating leases and obl ajelh omét hassoci
postretirement benefits, are fixed commitnents w tHar addlerd dtiilles ¢
and are properly considered when evaluating the finamgiiabd rbgks
PG E s capital structure. S& P reported that capitdiustsi oG E s
to include approximately $2. 9  Dbillion 1 irghltess ddist .
onpany takes action to offset this additional i mmicitai nimgkab
higher equity ratio, fihg teseibge wll weaken PG E s
creditworthiness, inplying a higher required ratenpehsateturn to
investors for the greatd® risks.

Based on ny evaluation, I concluded that the 5 2 %atcommon equity
requested by PGX E represents a reasonable mix of capifirabm source
which to calculate the npany’ s overall rate ofs rptoposed P&E
capital structure is consistent wth the capitaligaiipnef fat hdrh
utility operating conpanies.ugh & tbHo2 % common equbtyi srahi gher

75

76

77
78

The capital structure ratios presented earlier dputedt debtl udesociated wth
Power Purchase Agreenents ( PPA)  or the inpact of mtdershestf - dilliggati ons.

See, e.g., Sandard & Poor’ s Corporation, * Sandard & Poor’ os MephbidobogiebF
For U S Uilities Pover FRurchase Ambegeflisect( My 7, 2007 ) .

Standard & Poor’ s (QorpdPatiifore Gds & O ectriRat@gsDiréet ( Dec. 16, 2011) .

Apart from the immediate inpact that the f{ixedraislseghtipowerof cgsts has on the
utility’ s financial risk, higher fixed chargedngldd naredudle fdregdbility, and the wutility
may face other uncertainties, such as potential replaceseat ipowhe event of supply
di sruption.
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than the average book value equity ratio currently taéntained b

Wility Goup, it is

kel | ramgéhi of ivintlal resul for this reference

group, below the average market value equity capdtatoasisbent an

wth the
As discus
strength
Wil e
firm nust
as well

trend towards
sed earlier,
required to c

lower financial |everage expeotlastryor th
itonsisstehso wth the relapiesigr financial
ounterbal ance the various exposbiyesP®aged

industry averages provide one benchnark for coaglarison, e

select its ataprtalkiased on the risks meetsprids faces,

as its specif

ic needs to access the capabelal narkets. F

flexibility plays a crucial role in ensuring theeetwharis tietdsto

of custorers, and uti

addi ti onal

bor r ow ng,

capital structure is ¢

litimsghed tH everage nay be skdreflkom
especially during tines of sstpesposed PGk E
onsistent wth industry bentheetks thad re

Gonpany’ s ongoing efforts to maintain its credit ugpartding and s
access to capital on reasonable terns. The readumabl eness of t
Qonpany’ s capital structure is reinforced by the abngpesg uncert

associated with the utility industry and the inmmttiaige of supp

continued system investnent, even during tines of #dyerse indus

narket conditions.

ROE Recommendation

The cost of cormmon

equity estimates produced by thetalarious cap

narket oriented analyses described in ny testinony ae@ isunmariz

Table 2 -
expl ai ned

8, bel ow

As shown there, the resulégprofichébe alternati

in ny testinmony ranged from 9. 1% to 13. 2 %:
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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%
| BES 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
Unhadj ust ed 10. 8% 10. 8%
Size Adjusted 11. 5% 11. 2%
Utility Risk Premium 10. 8%
Expected Earnings 11. 4%

onsidering the relative strengths

and weaknesses iatkrent in e

method, and conservatively giving less enphasis tondthe upper- a

lower- nost boundaries of the range of results foop, the UWility G
| concluded that a fair RE for P& E falls in%heatgd . 2 % to 1
As discussed earlier in ny testinony, DJF estimatesUfbitythe Non

Proxy Goup provide a useful benchnark because investtestheval ua

required rate of return from utility
available in the capital nmarkets.
substitute for the actions of conpeti

i nvest nent sppagbunit i est her
The purpose b segubatasn ais
tive markets, rehundnsxpert ed

non- utility conpanies form ithefdrasthe regul atory dsst amdr! ying

a fair RE

The DF results for the MNon- Wil
higher than thoseiédplfor the proxy
objective evidence desirates that the

ity Proxy GQoup uere considerab

group of wutiltibugh  eve
investnent résks of th

unregul ated conpanies are efow  Mreover, there i roondagie
that DOF results for a ogubupitobs would be inharentigliable

than those for firns in the conpetit

ive sectodering |bhefact, consi

promnence of the 12 non- utility conpanies, theaffdindedi fibgati on

considering rultiple industries, and

the scrutiny tékftordnd gstshese

paragons of American industry, the DOF results foty tReoxhon- Uil

Goup provide conpelling evidence that

suggests a dowwardtHa as

utility DOF results. Wile ny recomnmended RXE rangeoleby based
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on the results for the UWility Goup, | considerbdasthia dgwwar
assessnent of the cost of equity estimates producey fbilithes.pro
ANter considering the spatishis and exposures faced BbyanBGk
the need to consider the inportance of maintainingciB&& E s finan
flexibility, it is ny opinion that the (P shd&llld dfut Hori zeO 86
for the GConpany. Apart from the results of théodgyantitatiee ne
crucial to recognize the inportance of naintainirapcial stpamididnn
so that PGXE remains prepared to respond to unfordsaen nayents t
naterialize in the future. Wile this inperatibye dusrerti nforced
capital nmarket conditions, it extends well beyondnatketsfiaadcial
includes the onpany’ s abidbbdgrbtopotential shocks iessed wth
natural disasters, volatile fuel pricing, andergysrsgpplons in en
Recent challenges in the capital narkets and ongoing econonic
uncertainties highlight the benefits of bolstering P&RiBg stocredi
ensure that the onpany can attract the capital needed ié&bl esecur
service at a lower costonéos. custChanging course €ropatbh of
financial strength would be extrenely short- sightedconsedeecigl |y
that a conbination of events could adversely inpacttyP@oE ssrvabil
custoners if its current financial strength were. not Maintai ned

conclusions are also reinforced by the need to oronsiodés. flotati
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DCF MODEL - UTILITY GROUP

DIVIDEND YIELD

N0 Ny G e W N

— = e e e
= W N = D

(a)
(b)

Company

Alliant Energy
Dominion Resources
DTE Energy Co.
Integrys Energy Group
PG&E Corp.

PPL Corp.

Pub Sv Enterprise Grp
SCANA Corp.
Sempra Energy

TECO Energy

UIL Holdings

Vectren Corp.
Wisconsin Energy
Xcel Energy, Inc.

Average

RS A A A= -2 -2 B S S IEEC S S S - A= =

(@)
Price

42.92
50.38
53.78
52.81
41.33
27.98
30.62
44.95
57.27
18.16
34.86
29.07
34.35
26.59

Schedule WEA-1

Page1lof3
(b)

Dividends Yield
$ 1.80 4.2%
$ 2.11 4.2%
$ 242 4.5%
$ 272 5.2%
$ 1.82 4.4%
$ 1.44 5.1%
$ 1.37 4.5%
$ 1.98 4.4%
$ 2.08 3.6%
$ 0.89 4.9%
$ 1.73 5.0%
$ 141 4.8%
$ 1.20 3.5%
$ 1.06 4.0%

4.4%

Average of closing prices for 30 trading days ended Feb. 24, 2012.

The Value Line Investment Survey, Summary & Index (Feb. 3, 2012).
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DCF MODEL - UTILITY GROUP

GROWTH RATES

N0 Ny G e W N

— = e e e
= W N = D

Company

Alliant Energy
Dominion Resources
DTE Energy Co.
Integrys Energy Group
PG&E Corp.

PPL Corp.

Pub Sv Enterprise Grp
SCANA Corp.

Sempra Energy

TECO Energy

UIL Holdings

Vectren Corp.
Wisconsin Energy

Xcel Energy, Inc.

Schedule WEA-1

Page 2 of 3
(a) (b) (© (d)
Earnings Growth br+sv
V Line IBES  Zacks Growth
6.5% 7.5% 6.0% 5.0%
5.0% 4.6% 5.5% 6.2%
4.5% 4.1% 4.4% 3.6%
9.0% 9.4% 4.5% 3.1%
5.0% 1.8% 4.3% 5.9%
5.0% 4.6% NA 5.7%
0.0% 2.8% 2.0% 6.0%
3.5% 4.2% 4.0% 5.2%
4.5% 7.0% 7.0% 6.5%
9.0% 4.2% 3.7% 5.3%
3.0% 41% 5.0% 2.5%
5.5% 5.0% 4.3% 3.9%
8.5% 6.0% 6.3% 4.7%
5.0% 4.9% 5.1% 3.9%

The Value Line Investment Survey (Dec. 23, 2011, Feb. 3 & Feb. 24, 2012).

www.finance.yahoo.com (retrieved Mar. 13, 2012).

www.zacks.com (retrieved Mar. 13, 2012).

See Schedule WEA-2.
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DCF MODEL - UTILITY GROUP

DCF COST OF EQUITY ESTIMATES

N0 Ny G e W N

— = e e e
= W N = D

(a)
(b)

(c) Average of low and high values.

Company

Alliant Energy
Dominion Resources
DTE Energy Co.
Integrys Energy Group
PG&E Corp.

PPL Corp.

Pub Sv Enterprise Grp
SCANA Corp.

Sempra Energy

TECO Energy

UIL Holdings

Vectren Corp.
Wisconsin Energy

Xcel Energy, Inc.
Average (b)

Midpoint (c)

Schedule WEA-1

Page 3 of 3
(@) (a) (a) (a)
Earnings Growth br+sv

V Line IBES Zacks Growth
10.7%  11.7% 10.2% 9.2%
9.2% 8.8% 9.7% 10.4%
9.0% 8.5% 8.9% 8.1%
142%  14.6% 9.7% 8.3%
9.4% 8.7% 10.4%
10.1% 9.7% NA 10.9%
7.2% 10.5%
7.9% 8.6% 8.4% 9.6%
81% 10.7% 10.6% 10.1%
13.9% 9.1% 8.6% 10.2%
8.0% 9.1% 10.0% 7.4%
10.3% 9.8% 9.1% 8.7%
12.0% 9.5% 9.8% 8.2%
9.0% 8.9% 9.1% 7.9%
10.1%  9.7%  9.4% 9.3%
11.0% 10.9% 9.5% 9.1%

Sum of dividend yield (page 1) and respective growth rate (page 2).

Excludes highlighted figures.
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DCF MODEL - UTILITY GROUP

BR+SV GROWTH RATE

o0 N Y G R N e

T G
= W N e O

Company

Alliant Energy
Dominion Resources
DTE Energy Co.
Integrys Energy Group
PG&E Corp.

PPL Corp.

Pub Sv Enterprise Grp
SCANA Corp.
Sempra Energy

TECO Energy

UIL Holdings
Vectren Corp.
Wisconsin Energy
Xcel Energy, Inc.

(b)

(©

Adjustment
b r Factor Adjusted ¢ br
40.0% 11.3% 1.0209 11.6% 4.6%
35.0%  14.7% 1.0350 15.2% 5.3%
36.5% 9.1% 1.0199 9.3% 3.4%
32.0% 9.5% 1.0127 9.6% 3.1%
50.0%  10.9% 1.0324 11.2% 5.6%
382%  11.1% 1.0426 11.6% 4.4%
51.7% 11.3% 1.0274 11.6% 6.0%
42.7% 9.6% 1.0468 10.1% 4.3%
56.5%  10.8% 1.0372 11.3% 6.4%
371%  13.2% 1.0250 13.5% 5.0%
27.9% 8.7% 1.0139 8.8% 2.5%
304%  10.8% 1.0223 11.1% 3.4%
40.0%  14.1% 1.0133 14.3% 5.7%
35.0% 9.6% 1.0288 9.9% 3.5%

Schedule WEA-2

Page 1 of2
() )
--------- "sv" Factor ~=-=-r--

s v SV br+sv
0.0107  0.3144 0.34% 5.0%
0.0174 05045 0.88% 6.2%
0.0094 01870 0.18% 3.6%
0.0028 0.1158 0.03% 3.1%
0.0179  0.1833 0.33% 5.9%
0.0378  0.3400 1.28% 5.7%

- 0.2429  0.00% 6.0%
0.0516 0.1789 0.92% 5.2%
0.0060  0.2429 0.15% 6.5%
0.0076  0.3977 0.30% 5.3%

- 0.3125 0.00% 2.5%
0.0131  0.3943 0.52% 3.9%

(0.0193) 0.5125 -0.99% 4.7%
0.0175  0.2455 043% 3.9%
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DCF MODEL - UTILITY GROUP Schedule WEA-2

Page 2 0f 2
BR+SV GROWTH RATE
@) @) ® (@) @) ®  ® @ @ @ @ @

2010 2015 Chg  =emenen 2015 Price ==wwes=s «=-- Common Shares ----

Company Eg Ratio TotCap ComEq EqRatio TotCap ComEg Equity High Low Avg. M/B 2010 2015 Growth
1 Alliant Energy 495%  $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 72% $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 7830 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 $16483 89% $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 458%  $4,954  $2,269 44.5%  $6,550  $2,915 51% $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 Wisconsin 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 59% $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*(1+5-Yr. Change in Equity)/(2+5 Yr. Change in Equity).
(¢} 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.
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DCF MODEL - NON-UTILITY GROUP

DIVIDEND YIELD

Company

Abbott Labs.

Bard (C.R)
Church & Dwight
Coca-Cola
Colgate-Palmolive
Gen'l Mills
Kellogg
Kimberly-Clark
McCormick & Co.
PepsiCo, Inc.
Procter & Gamble
Wal-Mart Stores

Average

N0 Ny G e W N

e
N = O

RS I A AR -2 -2 B S S RS S S £

(@)
Price

56.68
94.21
47.75
69.06
93.04
38.77
51.92
72.03
50.72
63.76
65.82
60.49

Schedule WEA-3
Page1lof3

(b)

Dividends Yield

R=E3

RSS2 -2 B S S S A2

2.04 3.6%
0.76 0.8%
0.96 2.0%
2.04 3.0%
2.32 2.5%
1.28 3.3%
1.72 3.3%
2.96 4.1%
1.24 2.4%
2.18 3.4%
2.10 3.2%
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

(a) (b) (c)
Earnings Growth

Company VLline IBES Zacks
1  Abbott Labs. 8.5% 8.3% 7.5%
2 Bard (C.R) 8.5% 8.5% 10.4%
3 Church & Dwight 105%  105%  11.8%
4 Coca-Cola 10.0%  6.4% 8.0%
5 Colgate-Palmolive 11.0%  8.8% 8.8%
6 Gen'l Mills 8.5% 7.6% 8.0%
7  Kellogg 7.5% 8.0% 8.8%
8 Kimberly-Clark 7.0% 6.1% 6.5%
9  McCormick & Co. 13.5%  8.4% 9.0%
10 PepsiCo, Inc. 8.5% 6.2% 8.0%
11 Procter & Gamble 10.0%  8.5% 8.8%
12 Wal-Mart Stores 8.5% 9.1% 10.6%

(a) The Value Line Investment Survey (retrieved Mar. 16, 2012).
(b) www.finance.yahoo.com (retrieved Mar. 16, 2012).

() www.zacks.com (retrieved Mar. 16, 2012).

(d) See Schedule WEA-4.

Schedule WEA-3

Page 2 of 3

(d)
br+sv

Growth
18.6%
19.8%
12.5%
12.4%
11.0%
9.0%
12.4%
11.3%
18.0%
11.2%
5.9%
5.8%
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DCF MODEL - NON-UTILITY GROUP

DCF COST OF EQUITY ESTIMATES

N0 Ny G e W N

e
N = O

(a)
(b)

(c) Average of low and high values.

Company

Abbott Labs.
Bard (C.R.)
Church & Dwight
Coca-Cola
Colgate-Palmolive
Gen'l Mills
Kellogg
Kimberly-Clark
McCormick & Co.
PepsiCo, Inc.
Procter & Gamble
Wal-Mart Stores

Average (b)

Midpoint (c)

Schedule WEA-3

Page 3 of 3
(@) (a) (a) (a)
Earnings Growth br+sv

V Lline IBES Zacks Growth
12.1% 11.9% 11.1% 2)0%
9.3% 9.3% 11.2% 20.6%
12.5% 12.5% 13.8% 14.5%
13.0% 9.3% 11.0% 15.4%
13.5% 11.2% 11.3% 13.5%
11.8% 10.9% 11.3% 12.3%
10.8% 11.3% 12.1% 15.7%
11.1%  10.2% 10.6% 15.5%
159% 108%  11.4%
11.9% 9.6% 11.4% 14.6%
13.2% 11.7% 12.0% 9.1%
11.1% 11.7% 13.2% 8.4%
12.2% 109%  11.7% 13.2%
12.6% 10.9% 12.2% 12.1%

Sum of dividend yield (page 1) and respective growth rate (page 2).

Excludes highlighted figures.

SB GT&S 0446947
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DCF MODEL - NON-UTILITY GROUP

BR+SV GROWTH RATE

(a) (a) (a) (b)

(c)

......... "sv" Factor

----------- 115 [ J— Adjust.
Company EPS DPS BVPS b T Factor Adj.r _br s
1 Abbott Labs. $6.00 $2.20 $2050 63.3% 293% 1.0341 303% 19.2% (0.0068)
2 Bard (C.R) $9.00 $0.94 $36.75 89.6% 245% 1.0553 258% 23.1% (0.0429)
3  Church & Dwight $3.10 $0.72 $19.70 76.8% 15.7% 1.0403 164% 12.6% (0.0015)
4 Coca-Cola $4.90 $2.15 $9.10  56.1% 53.8% 1.0318 55.6% 31.2% (0.2109)
5 Colgate-Palmolive $7.60 $3.40 $11.00 553% 69.1% 1.0674 73.1% 40.4% (0.3167)
6 Gen'l Mills $3.40 $1.60 $14.30 52.9% 23.8% 1.0478 249% 13.2% (0.0561)
7  Kellogg $4.90 $2.15 $9.10  56.1% 53.8% 1.0318 55.6% 31.2% (0.2109)
8 Kimberly-Clark $6.50 $3.00 $21.25 53.8% 30.6% 1.0298 315% 17.0% (0.0724)
9  McCormick & Co. $5.05 $1.72 $23.10 65.9% 21.9% 1.0778 23.6% 15.5% 0.0314
10 PepsiCo, Inc. $5.95 $2.36 $25.40 60.3% 23.4% 1.0573 24.8% 14.9% (0.0484)
11 Procter & Gamble $5.95 $3.00 $32.85 49.6% 18.1% 1.0333 18.7% 9.3% (0.0507)
12 Wal-Mart Stores $6.00 $2.20 $26.30 63.3% 22.8% 1.0108 23.1% 14.6% (0.1257)

Schedule WEA-4

Page1of 2

(e)

v sV br +sv
0.7722  -0.53% 18.6%
0.7738  -3.32%  19.8%
0.6248 -0.09% 12.5%
0.8897 -18.77% 12.4%
0.9267 -29.34% 11.0%
0.7400 -4.15%  9.0%
0.8897 -18.77% 12.4%
07763  -5.62% 11.3%
0.7690 242%  18.0%
0.7838 -3.79% 11.2%
0.6715 -340% 5.9%
0.6994 -8.79%  5.8%
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DCF MODEL - NON-UTILITY GROUP

BR+SV GROWTH RATE

O NN U ok W N =

[ S -
N o= O

()
(b)
(c)
(d)
(e)
(f)
(8)

(a)

(a)

()

(a)

(a)

Schedule WEA-4

Page 2 of 2

(a)

---- Common Equity -=-=  --=eceuen 2015 Price ===-eemee e Common Shares -----
Company 2010 2015 Chg. High Low Avg, M/B 2010 2015 Growth
Abbott Labs. $22,388 $31,500 7.1% $100.00 $80.00 $90.00 4.390 1,547.00 1,535.00 -0.16%
Bard (C.R.) $1,690  $2,940 11.7% $180.00 $145.00 $162.50 4.422 84.00 80.00 -0.97%
Church & Dwight $1,871 $2,800 8.4%  $60.00 $45.00 $52.50 2.665 142.40  142.00 -0.06%
Coca-Cola $2,158  $2,965 6.6%  $90.00 $75.00 $82.50 9.066 365.60  325.00 -2.33%
Colgate-Palmolive $2,675  $4,750 12.2% $165.00 $135.00 $150.00 13.636 49485  440.00 -2.32%
Gen'l Mills $5,403  $8,720 10.0%  $60.00 $50.00 $55.00 3.846 656.50  610.00 -1.46%
Kellogg $2,158  $2,965 6.6%  $90.00 $75.00 $82.50 9.066 365.60  325.00 -2.33%
Kimberly-Clark $5,917  $7,975  6.2% $105.00 $85.00 $95.00 4.471 406.90  375.00 -1.62%
McCormick & Co. $1,463  $3,190 16.9% $110.00 $90.00 $100.00 4.329 133.10  138.00 0.73%
PepsiCo, Inc. $21,476  $38,125 12.2% $130.00 $105.00 $117.50 4.626 1,581.00 1,500.00 -1.05%
Procter & Gamble $61,439 $85,700 6.9% $110.00 $90.00 $100.00 3.044 2,838.50 2,610.00 -1.66%
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%

The Value Line Investment Survey (retrieved Mar. 16, 2012).

Computed using the formula 2*(1+5-Yr. Change in Equity)/(2+5 Yr. Change in Equity).

Product of year-end "r" for 2015 and Adjustment Factor.
Product of change in common shares outstanding and M/B Ratio.

Computed as 1 - B/M Ratio.

Five-year rate of change.

Average of High and Low expected market prices divided by 2015 BVPS.



0S69v70 S®ID dS

Ll w2

CAPITAL ASSET PRICING MODEL

OO0 N Y G e W@ N e

Pl ped e fed ped
= W N e O

Schedule WEA-5

Pagelof1l
2013 BOND YIELD
(@) (b) (© () () () (8) (h) ()
Market Return (R,))
Div Proj. Costof Risk-Free Risk Unadjusted Size Implied

Company Yield Growth Equity Rate Premium  Beta K. Adjustment  Cost of Equity
Alliant Energy 26%  109%  13.5% 3.8% 9.7% 0.75 11.1% 0.94% 12.0%
Dominion Resources 26%  109%  13.5% 3.8% 9.7% 0.70 10.6% -0.38% 10.2%
DTE Energy Co. 26%  109%  13.5% 3.8% 9.7% 0.75 11.1% 0.78% 11.9%
Integrys Energy Group 26%  109% 13.5% 3.8% 9.7% 0.90 12.5% 0.94% 13.5%
PG&E Corp. 26%  109%  13.5% 3.8% 9.7% 0.55 9.1% -0.38% 8.8%
PPL Corp. 26%  109%  13.5% 3.8% 9.7% 0.65 10.1% -0.38% 9.7%
Pub Sv Enterprise Grp 26%  109%  13.5% 3.8% 9.7% 0.80 11.6% 0.78% 12.3%
SCANA Corp. 26%  109%  13.5% 3.8% 9.7% 0.70 10.6% 0.94% 11.5%
Sempra Energy 26%  109%  13.5% 3.8% 9.7% 0.80 11.6% 0.78% 12.3%
TECO Energy 26%  109%  13.5% 3.8% 9.7% 0.85 12.0% 0.94% 13.0%
UIL Holdings 26%  109%  13.5% 3.8% 9.7% 0.70 10.6% 1.74% 12.3%
Vectren Corp. 26%  109%  13.5% 3.8% 9.7% 0.70 10.6% 1.17% 11.8%
Wisconsin Energy 26%  10.9%  13.5% 3.8% 9.7% 0.65 10.1% 0.78% 10.9%
Xcel Energy, Inc. 26%  109% 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)
(b)
(c)
(d)
(e)
()
(g)
(h)
(@)

Weighted average dividend yield for the dividend paying firms in the S&P 500 from www.valueline.com (Retreived Jan 21, 2012).
Weighted average of IBES earnings growth rates for the dividend paying firms in the 5&P 500 from http://finance.yahoo.com (retrieved Jan 23, 2012).

(@) + (b).

Average projected 30-year Treasury bond yield for 2013 based on data from IHS Global Insight, U.S. Economic Outlook at 25 (Dec. 2011).

(©) - (d).

www.valueline.com (retrieved Mar. 16, 2012).

(d) + (e) x ().

Morningstar, "2012 Ibbotson SBBI Valuation Yearbook," at Appendix C, Table C-1 (2012).

(g) + (h).



ELECTRIC UTILITY RISK PREMIUM

2013 BOND YIELD

Current Equity Risk Premium

(a) Avg. Yield over Study Period

(b) 2013 Average Utility Bond Yield
Change in Bond Yield

(c) Risk Premium/Interest Rate Relationship
Adjustment to Average Risk Premium

(a) Average Risk Premium over Study Period
Adjusted Risk Premium

Implied Cost of Equity
(b) 2013 BBB Utility Bond Yield
Adjusted Equity Risk Premium

Risk Premium Cost of Equity

(@) Schedule WEA-6, page 2.

Schedule WEA-6
Page1of 3

8.91%
5.32%
-3.59%

-0.4114
1.48%

3.41%
4.89%

5.88%
4.89%

10.77%

(b) Projected yields on utility bonds for 2013 based on data from IHS 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.

(¢) Schedule WEA-6, page 3.
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ELECTRIC UTILITY RISK PREMIUM Schedule WEA-6

Page2o0f3
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% 917% 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% 513% 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
Page3 0of3

REGRESSION RESULTS
SUMMARY OUTPUT
Regression Statistics
MultipleR 0.9062018
RSquare 0.8212016
Adjusted R Square 0.816235
Standard Error 0.005182
Observations 38
ANOVA
af 55 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 Variable1 -0.411449 0.031997942 -12.8586 5.1E-15 -0.4763441 -0.3465546 -0.47634415 -0.34655465

28 14
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EXPECTED EARNINGS APPROACH

UTILITY GROUP

O NN QO W N e

Y
s W N e O

(@)
(b)
(©

Company

(@)
Expected Return
on Common Equity

Alliant Energy
Dominion Resources
DTE Energy Co.
Integrys Energy Group
PG&E Corp.

PPL Corp.

Pub Sv Enterprise Grp
SCANA Corp.
Sempra Energy

TECO Energy

UIL Holdings

Vectren Corp.
Wisconsin Energy
Xcel Energy, Inc.

Average

11.5%
14.5%

9.0%

9.5%
11.0%
11.0%
11.5%

9.5%
11.0%
13.0%

8.5%
11.0%
14.0%
10.0%

(b)
Adjustment
Factor
1.020932
1.034975
1.019911
1.012669
1.03244
1.042568
1.027447
1.04685
1.037152
1.025044
1.013935
1.022319
1.013327
1.028819

The Value Line Investment Survey (Dec. 23, 2011, Feb. 3 & Feb. 24, 2012).

Adjustment to convert year-end return to an average rate of return from Schedule WEA-2.

(@) x (b)-

2h 15

Schedule WEA-7
Pagelof1l

(©)

Adjusted Return
on Common Equity

11.7%
15.0%

9.2%

9.6%
11.4%
11.5%
11.8%

9.9%
11.4%
13.3%

8.6%
11.2%
14.2%
10.3%

11.4%

SB GT&S 0446954



CAPITAL STRUCTURE
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(a)

Company

Detroit Edison Co.

Interstate Power & Light
Kentucky Utilities Co.

Louisville Gas & Electric Co.
Northern States Power Co. (MN)
Northern States Power Co. (WT)
PPL Electric Utilities Corp.

Pub Service Electric & Gas Co.
Public Service Co. of Colorado
San Diego Gas & Electric

South Carolina Electric & Gas
Southern California Gas Co.
Southern Indiana Gas & Electric Co.
Southwestern Public Service Co.
Tampa Electric Co.

Virginia Electric Power
Wisconsin Electric Power Co.
Wisconsin Power & Light
Wisconsin Public Service Corp.

Average

Company Form 10-K and Annual Reports, FERC Financial Reports.

2 A 16

Schedule WEA-8
Pagelof1l

At Fiscal Year-End 2011 (a)

Common
Debt Preferred Equity
52.5% 0.0% 47.5%
46.0% 5.1% 49.0%
40.2% 0.0% 59.8%
38.7% 0.0% 61.3%
47.3% 0.0% 52.7%
41.5% 0.0% 58.5%
44.7% 6.5% 48.8%
47.9% 0.0% 52.1%
44.7% 0.0% 55.3%
51.5% 0.0% 48.5%
46.2% 0.0% 53.8%
37.6% 0.6% 61.8%
48.1% 0.0% 51.9%
48.0% 0.0% 52.0%
48.0% 0.0% 52.0%
43.2% 1.6% 55.1%
41.8% 0.6% 57.6%
41.9% 2.3% 55.8%
38.7% 2.7% 58.5%
44.7% 1.0% 54.3%
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At Fiscal Year-End 2011 (a)

Schedule WEA-9

Pagelof1

Value Line Projected (b)

Common Common
Company Debt Preferred Equity Debt Other Equity
Alliant Energy 45.7% 3.5% 50.9% 45.0% 3.0% 52.0%
Dominion Resources 62.1% 0.0% 37.9% 56.0% 0.5% 43.5%
DTE Energy Co. 50.6% 0.0% 49.4% 52.0% 0.0% 48.0%
Integrys Energy Group 41.3% 1.0% 57.7% 44.5% 0.5% 55.0%
PG&E Corp. 48.9% 1.0% 50.1% 46.5% 1.0% 52.5%
PPL Corp. 61.9% 0.0% 38.1% 52.0% 0.5% 47.5%
Pub Sv Enterprise Grp 40.9% 0.0% 59.1% 45.0% 0.0% 55.0%
SCANA Corp. 54.5% 0.0% 45.5% 52.0% 0.0% 48.0%
Sempra Energy 50.4% 0.1% 49.5% 48.5% 0.0% 51.5%
TECO Energy 57.3% 0.0% 42.7% 55.5% 0.0% 44.5%
UIL Holdings 58.8% 0.0% 41.2% 57.0% 0.0% 43.0%
Vectren Corp. 52.5% 0.0% 47.5% 50.0% 0.0% 50.0%
Wisconsin Energy 53.8% 0.4% 45.9% 53.5% 0.5% 46.0%
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%

Company Form 10-K and Annual Reports.
The Value Line Investment Survey (Dec. 23, 2011, Feb. 3 & Feb. 24, 2012).
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(©)

(d)

At Fiscal Year-End 2011

Schedule WEA-10

Pagelof1l

Value Line Projected

(a)

(a)

(b)

(©)

(d)

(b)

Long-term Common Long-term Common
Company Debt Preferred Equity Debt Other Equity
Alliant Energy 34.6% 2.6% 62.7% 36.4% 2.4% 61.1%
Dominion Resources 36.5% 0.0% 63.5% 38.8% 0.3% 60.8%
DTE Energy Co. 42.0% 0.0% 58.0% 46.8% 0.0% 53.2%
Integrys Energy Group 30.5% 0.8% 68.7% 41.6% 0.5% 57.9%
PG&E Corp. 40.6% 0.9% 58.6% 41.6% 0.9% 57.5%
PPL Corp. 51.4% 0.0% 48.6% 41.8% 0.4% 57.8%
Pub S5v Enterprise Grp 27.5% 0.0% 72.5% 38.3% 0.0% 61.7%
SCANA Corp. 44.0% 0.0% 56.0% 47.0% 0.0% 53.0%
Sempra Energy 43.3% 0.1% 56.7% 41.7% 0.0% 58.3%
TECO Energy 39.2% 0.0% 60.8% 42.8% 0.0% 57.2%
UIL Holdings 46.4% 0.0% 53.6% 47.7% 0.0% 52.3%
Vectren Corp. 38.6% 0.0% 61.4% 37.7% 0.0% 62.3%
Wisconsin Energy 36.3% 0.2% 63.4% 36.1% 0.3% 63.6%
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%

) Long-term debt and preferred stock balances based on book values reported in Form 10-K Reports.

) 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).

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).
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

Introduction

The purpose of this testinony is to present PacididcGs and He
Gmpany’ s ( PG E or the Conpany) proposed 2 0 13 enbedded costs of
long- term debt and preferred stock and explain hoarethdseel opstls

Table 3 -1 below conpares the 2012 authorized cdsbé and!long- terr
preferred stock to those proposed for 201 3. debthein o&l 1cGt iof
primarily due to the issuance of long- term debt ©Or6n8 Novenbegh 2
2013 at interest rates less than the current debthoriaed weldst asf
lower interest rates on P& E s variable- rate debt.in tTee decreas
enbedded cost of preferred stock results from anuedespltion afsts

of previously redeered preferred stock.

TABLE3-1
PACIFIC GAS AND ELECTRIC COMPANY
AUTHORIZED AND PROPOSED

Line 2012 2013
No. Aut hori zed Proposed
1 Long- Term Debt 6.05% 5.69%
2 Preferred Stock 5. 68% 5.60%
Embedded Cost of Debt

1. Overview of Development of Embedded Cost of Debt
To estimate its enbedded cost of long- term debt fetarfsO 13, PG
wWth its recorded cost of debt as of Mrch 3 1grate® Oahy2 , and in
projected changes in the anounts or costs of debhrooghstahding t
remsinder of 2012 and 2013. The forecastmgl debtels of outstar
reflect projected financing activities. (onsi steti cen thPG@adE  p
uses a forecast of future interest rates from EHSto3 elsdli natesi gh

SB GT&S 0446960



1 changes to the interest rates on PG E s variable- wsltle dondsy as

2 estinate the interest rate of new deb! issuances.

3 2. Recorded Cost of Debt as of March 31, 2012

4 As of March 31, 2012, P&E had a total obtstafding |ong -
5 $11.5 billion, consisting of $10. 6 Iidli%0 .i® fiokédi oratén dek
6 variable- rate Pollution Control ( PO bonds. Toa H@8eftsts rates

7 PC bonds are reset on a daily or weekly basis. 281@&, Mrch 31,
8 the weighted- average interest rate of the PC bondst.is 0. 12 perc
9 The enbedded cost of debt as of Mrch 31, 2012 1is 5. 76 pe
10 3. Forecasted Changes in the Remainder of 2012

11 PG E assumes $ 300 mllion of fixed- rate long-idswed debt will
12 in Aril 2012 and an additional $625 mdltiem olebtfi xédl rate Ic
13 be issued in Septenber 201 2.

14 The interest rate on new fixed- rate debt is esstimated using th
15 IHS GQobal Insight forecasthefoha 3 0 - year utilltyg bongsenm um

16 to reflect P& E s current bond ratings. Specidi ddHby, G olb¥& E use
17 Insight” s second and third quarter 2012 forecayear fotilihy Aa 3 0
18 bond of 4. 29 percent and 4. 46 percent, respgeclivdbasis and adds
19 point premum to reflect PG E s current domed marings, at the

20 projected interest rates of 4. 92 percent ande&ivél ¥ pascent, re
21 shown on lines 3 and 4 in Table 3- 2.

22 The 6 3 basis point prenitumatiecsl éy first cal culeat iavgrage

23 premuns during the last nBhd foo utility bonds rated Heaals

24 rated Aa and for utilitytetborisa raver bonds rated p\blissd by

25 Mergent Bond Record. Then these two preniuns are mrioratent to a

26 the premium of Baal - rated bonds, P&E s current @vegage bond ra
27 over Aa- rated bonds.

28 P& E uses the IHS Gobal Insight forecast for 9 0 erdagl prinme com
29 paper to project future interest rates on itsBomus.able- rate PC

1 Interest rate projections in this chapter are b&sebal onl nghght | Horecast published in
March 2012.

2 PR E is currently split rated, as discussed ion (Bapler 1 ,TheSeaterage of the
three current ratings is Baal.

3- 2
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4,

A regression of the nonthliycahi sSBdd - day commercialratmpenith the
wei ghted average variable- rate PC bond for the fivendiew iperiod
March 2012 was perforned. The results of thikenregsession were
in conjunction wth the forecast of the average commata alf orpagpdie
second, third and fourth quarters of 2012 toritbhtesasbteP&E s ve
PC bonds for the remainder of 2012 to be 0. 14én peneenb, as
in Table 3 - 2.

The forecast includes thewentetiofe $5 0 nillion nofcopbtblutio
bonds series 2010E in April 2012.

As a result of the changes described above, the Me@enber 3 1,
cost of long- term debt is projected to be 5. 7 2 percent.

2013 Forecasted Changes

The estimated 2013 enbedded cost of debt incorpamtaices the proje
changes in the anount of debt outstanding, as weks &as the chang
costs of that debt.

PG E expects to issue af t§tdl. 8 75 billion dfe rdsbt fiixed- ra
2013 at an average interest rate of 5. 42 imercedl, iras show

Table 3 - 2. The projected 2013 average imsikrést thate is estinz
same way as in the calculation of the 2012 prdgbéct édt driestd- rate
rates. A portion of the proceeds from new debtretité be used to

$400 mllion of maturing long- term debt.

Based on IHS Gobal Insight’ s forecast of 9 0 - dagl prine commer ci
paper, the projected 2013 average interest rabbleforat®&E s vari
PC bonds is 0. 16 percent, as shown on line 12 in Table 3 - 2

The changes described above result in a decrease imrctB@&E s proj
cost of debt from 5. 72 percent in Decerber 2012 to 5. 65 ¢
Decenber 2013 as shown on lines 8 and 14, eredpec@ively, in T
The 2013 average enbedded cost of debt is projpeteentfo be 5. 6 ¢
as shown on line 15 in Table 3 - 2.
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TABLE3-2
PACIFIC GAS AND ELECTRIC COMPANY
2012 AND 2013 AVERAGE EMBEDDED COST OF DEBT
(APRIL 2012 FORECAST)
($ IN THOUSANDS)

Net  Premium

Li ne ( Dscount) , or Annual Enbedded
No. Description Qoupon  Rate Qut st andi ng ( Expense) Net  Proceeds Char ges Cost

( a (b (o (d (e (f)
1 2012 ( Recorded) $11,517,100 $ ($267457, ,785577) $156,786%% 34
2 Forecast ( April Through Decenber)
3 New {ssuance April 2012 4. 92% 300,000 (3,000) 297,000
4 New Issuance Septenber 5. 09% 625,000 (6, 25047 618, 750
5 Fetired Bonds 2.25% (50, 000) 40 (49, 593) (1,
6 j for Variable Rate FC Bonds 0.14% 520 520 158
7 I ssuance/ Redenption Costs Anortization 19, 391 19, 391 (381)
8 2012 12,392,100 (264, 689) YT2%127, 411
9 For ecast
10 New | ssuances 5.42% 1,875,000 (18,750) 1,856, 250 1
11 Fetired Bonds 6.25% (400, 000) 1,091 (398, 909) (
12 for Variable Rate PC Bonds 0. 16% 693 693 184
13 I ssuance/ Redenption Costs Anortization 24,990 24,990 (907)
14 2013 $13,867, 100 $(256,665) $13, 6810, 435 $
15 Two- Foint Average ( Lines 8 and 14)
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C. Embedded Cost of Preferred Stock

DRAFT 04/20/12

P& E estimates its 2013 enbedded cost of preferrednestoak in the

it estimates its enbedded cost of debt.
its recorded cost of preferred stock as of
starting basis, P& E proects its enbedded
incorporating changes for the remainder of

As shoWRilE Shabltes 3W-t18
Marahg 3His a® A1 2.
cost ock Ipyeferred st
2012. and all of 2013

For the remainder of 2012 and all of 2013, aR&E does not

issuances or redenptions of preferred stock.
P& E s cost of preferred snwmekization of

stock previously redeened. This change re
embedded cost of preferred stock of 5. 60
Table 3 - 3.

Thepamtliyng change i
costs tassogi&h preferred
sults 2n0 & 3propeetage

percenhe 7as ishown on |

Ubi

€
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TABLE3-3

PACIFIC GAS AND ELECTRIC COMPANY

2012 AND 2013 AVERAGE EMBEDDED COST OF PREFERRED STOCK

(APRIL 2012 FORECAST)
($ IN THOUSANDS)

(e =

$14,0

$14,0

Net  Premium Year- End

Li ne ( Oscount) , or Enbedded
No. Description Par Val ue ( Expense) Net Cost

(a) (b ( d)
1 Mrch 31, 2012 ( Recorded) $257, 995 $(6,495) 5%86%, 499
2 Redenption Anortization 122
3 Decenber 31, 2012 $257,995 $(6,373) $251, 8621
4 2013
5 Redenption Anortization 162
6 Decenber 31, 2013 $257,995 $(6,211) $251,784
7 2013 Tw- Point Average ( Lines 3 and 6)

(
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PACIFIC GAS AND ELECTRIC COMPANY
CHAPTER 4

ANNUAL COST OF CAPITAL ADJUSTMENT MECHANISM

A. Introduction

Deci
Wil
the

CGalifornia Rublic UWilities Gommission ( CPUC or  Comm ssi on)

sion 08-05-035 directed the utilitiebhathataseeré tharties in
ities) in their next full cost of capitlocemppligati v (edurd on
effectiveness of the Annual Cost of QCapital Adpustment Mech

( AOCAM) adopted in that decisi®his chapter presents Pacific Gs and
Hectric Company’ s ( PG E) evaluation of the ACCAM stede inplene

in

2008. P& E finds that the nechanism has tgenerally achieved

Gomission s objective to maintain a fair and redsomcapid alcosthi l@

reducing the tinme and costs to the C(PUC and all tertwdh cmvodla

cost

full
appl

of capital proceedings.
PG E proposes that the ACCAM be continued for thredheearext wth
cost of capital application for the testilye@d@ 020 2® 1due Apr The
icable benchnark interest rate nust also be résber t@ Othel &

through Septenber 2 012 nonthly average.

B. Performance of the ACCAM From 2008-2012

1.

Description of the Current Mechanism

The current nechanism adopted in Decision 08 - 06f- @35, cons
deadband of 100  basis points, an interest rate bydeacldetern ned
utility’ s specific credit amtingerest rate bersmilmprka ul 2 - nonth
average of utility bond interest rates, and an nedpestoent perce
50 percent of the change in the benchnark. That i liirtdex i $ ort heach
Mody’ s Aa utility bond for utilities rated hAe dbody giser Baa and t
utility bond for utiliBaas cretfied rated or 2.Powerin its decision

1 Decision 08-05-035 wused the term “ QM  toapiéstri bechandsngost bubf PG E

uses

the term *“ ACCAM  herein, as PR E did in tHptd Ofpdddeediogy. of ¢

2 The decision did not specify the appropriateesindekedfoA utblitithe presunption is that

such utilities would utilize the Mody' s A utility bond index.
3 See Chapter 1, Atachnent B for the correspongsngundeed bothatine Mody' s and
Sandard & Poor’ s, Inc. ( S&P) ratings nonenclature.
4 -1
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adopting the ACCAM the Comnmission did not prescribeesthichteinte

index was appropriate faresutwltih split ratingslitiiesewith watings in

different ratings categories. P& E is currentlpdytased BBB+ by M
by Fitch, and by S& P Hence under the currend mnechanism it

evident which index applies to PR E Nor woul d ntilse lappl i cabl e
evident if a utility sgscregre tatichange duringoetined the

AXCAM is in effect. Subseqlieat sibn 08 - 05 - 0 3 5 adoptkd CPUC
the Baa utility bond indekhefor C8lifornia Edison Gypd SCE)

which also has a split rating and as a resultat P@dexhass used th
well, and would continue to do so if the CPUC cadopffs tdentinuati

current nechani sm

Performance of the ACCAM

Except for an unusual period during the financitartedisirs that s
2008, changes in the Aa, the A and the Badidimarest rate index
exceed the 100  basis point deadband during the & AQA period th
was in effect (2008-2012). The ACCAM woutd have triggered
2009 for 2010 wen interest rates peaked dig earirgsyt Mft, the
as described nore fully later, the cost of cagetlal wa#s nat chan
resul t, P& E s authorized cost of capital has nobdoghacgedn since
Decenber 2007 .

Figure 4 - 1 below shows nonthly interest rates during the period
2008-2011, as wll as the index value atthhe end of each 1
rmeasurenent  peri od. The graph shows that the ACCAM would have
triggered for 2010, since changes in the Basonihslexenfiong the 1 2
Septerber 2009 exceeded 100 basis points conparédido the Baa ir
interest rate index, which would have resulted nnP&@E Eimcrease i
return on equity ( RE) from 11. 35 percent teevar2 . thd percent.
graph also shows that although interest rates hadlyeakd&dO i, eat hey
then declined to a point below where they had seaséedi nthearlyinc
2008. This unusual behavior of interest radtmsncivels cluesiso the f
which led to increasing interest rates, and thenenshiicly Irembessi
to their dramatic fall.
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FIGURE 4-1
PACIFIC GAS AND ELECTRIC COMPANY
PG&E COST OF CAPITAL MECHANISM (ACCAM) MOODY’S BAA UTILITY INDEX

tpper Limt

Rate (%)

—MonthlyRate = see- Moving Average

In the fall of 2009, SXE and P& E both requested waivers of
ACCAM nechanism on the basis that the rise in inderesbuldates th
have triggered an upward adjustnent to the authorizebat&E had a
and hence was not indicative of a sustained changé tapithe. cost
The CPUC agreed with the ut|veieed the ACCAM nechanism for
2010, and extended the ACCAM for two additional vyears.

C. Capital Structure
onsistent with the current ACCAM] PG E proposes thectwapital st
remain constant over the period the AQCAM is in effect.
FHowever, PGXE reserves the right to file an apfle cad@OMW during
period in the event P& E nust naterially changeudtise casita result

4 Both PR E and SCE petitioned the (AL to waive thd) NMAMdder t@ the unusual
moverent in interest rates.

4-3
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of (omrmssion decisions in grleeeed ngs. For exaBeE sn20 1 1
General Rate Case ( (R0, the Dvision of FRatepayeRA)Advocates ( D
proposed that PG E refinance $&r billion of pernasent iasbeting
nuclear fuel and onstruction Wrk in Progress, oemeroely eper.c
The Wility Reform NetwhRN) ( T in additi supgarting ARs position on
nucl ear fuel, proposed that PG E refinance itsitiH ealebtentisiely w
capital |eases.

P& E explained in its 2 Owiy1 DR&RGand TURN s proposal se ver
zero sum gane not in ratepayer interests, generallyandnwokabl e,
financial rnanagenent. However , if the (AU were poopaskips sodh
if it becare feasible for P& E to refinance suchibaessetsthesn desc
P& E would likely need to add substantial common bebpntg to its
sheet—for exanple, increasing the common equity ratér@werftromo5 2 p
54 percent—in order to maintain its credit quali P& Bndreseatvegs.
the right to file an application wth the CGormsstost taf resgttali to
reflect the higher degreeragé bdepted by the GCommissiion another
proceeding, and to offsethethdevergpge wth nore ecpiftysting the
cost of capital and revenue requirenents appropriately.
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QUALIFICATIONS OF WILLIAM E. AVERA

WHAT IS THE PURPOSE OF THIS EXHIBIT?

This exhibit describes ny background and experienacas ahbde cont
details of ny qualifications.
PLEASE DESCRIBE YOUR QUALIFICATIONS AND EXPERIENCE.

| received a B A degree wth a major in egoridniosr sifrpm BEvor
Ater serving in the U S NMNwvy, | entered the damimralcs program
at the Llhiversity of North Carolina at Chapel vibidl.ny Plpdd recdi

joined the faculty at the LUhiversity of North hiCarfdl manace arich tidwg

Gaduate School of Business. |  subsequently acceptred ala fdositio
Lhiversity of Texas at Austin where | taught aoursasagémentfi nanci
and investnent analysis. | then went to work fdfapetnternatione

Gompany in New York Oty as Manager of Financial Bdidatdronin a p
which | had responsibilitly fewrpaate education progrians finance,
accounting, and econonics.

In 1977, | joined the staff of the Public Uekbsty GCormiss

(“PLI" ) as DOrector of the Economic Research [Owrysioenure During

at the PUCI, | rmanaged a division responsible fofysfbnanccast ana
allocation and rate design, economc and financiald rdaearch, an
processing systens, and | testified in cases onnamcivhrieng of fi
economc i ssues. Snce leaving the PUT, | have beem engaged
consul tant. | have participated in a wde range ohvohssngnnents
utility- related matters on ofbehalfilities, i ndust ohats, cust
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nunicipalities, and regulatory conm ssions. | thstefipdevibefisie
the Federal Energy Regulatory Commission ( “ FERC )he Federaell as t
Gormuni cations Commission, the Surface Transportation Bodrdité an
predecessor, the Interstate Commerce CGommission) ,  th&adlanadi an
Tel evision and Tel econmuni cations CGommission, and regubatiosy, ag
courts, and legislative committees in over 4 0 states.

in 1995, I was appointed by the PIT to the Synct
Interconnection Commttee to advise the Texas |egielatosks oandth
benefits of connecting Texas to the national el edtan c grtihnsnisd n
addi tion, | served as an outside director of Georgtaon®ystem e
Qorporation, the system operator for electric cogoegitaves in G

| have served as Lecturer in the Finance Departradityat the Uhi
of Texas at Austin and taught in the evening gradbtatest.program
BEdward s Lhiversity for twenty vyears. In additred, onl have |
economc and regulatory topics in prograns sponsoredithyes uangrs
industry groups. | have taught in hundreds of reteatfianal prog
financial analysts in prograns sponsored by the Assoovedsiment for
Minagenent and Research, the Financial Analysts Reviewal and loc
financial analysts societies. These prograns haveedbeen psiesent
Eur ope, and North Amwrica, including the Financial intmalyats Sem
Northwestern Uhiversity. | hold the Chartered R nafci®A Analys
designation and have served as Mice President for Mnbéeship of

Financial Managenent Association. | have also servedrdnofthe Bo
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Orectors of the North Carolina Society of Finand alwasnatlyesttsed

Vice Chairman of the National Association of Regul atoi pne@smm ss

( “ NARLC ) Subcormittee on Economics and appointed to NARL s
Technical Subcormittee on the MNational Energy Act.  selvebaves al so
an officer of wvarious other professional organizaetoss. and Asoci
resune containing the details of ny experience andhs quaificatio

att ached.
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Fincar, INC.
Financial Concepts and Applications
Economic and Financial Counsel

Summary of Qualifications

Page 4

WILLIAM E. AVERA

3907 Red River
Austin, Texas 78751
(512) 458-4644

FAX (512)458-4768
fincap@texas.net

of

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 majorrate 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 Taught graduate and undergraduate courses in financial
(Sep. 1979 to May 1981) management and investment theory. Conducted research
Assistant Professor of Finance, in business and public policy. Named Outstanding
(Sep. 1975 to May 1977) Graduate Business Professor and received various

administrative appointments.

Assistant Professor of Business, Taught in BBA, MBA, and Ph.D. programs. Created
University of North Carolina at project course in finance, Financial Management for

Chapel Hill Women, and participated in developing Small Business
(Sep. 1972 to Jul. 1975) 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.

Education

Ph.D., Economics and Finance, Elective courses included financial management, public

University of North Carolina at finance, monetary theory, and econometrics. Awarded

Chapel Hill the Stonier Fellowship by the American Bankers'

(Jan. 1969 to Aug. 1972) Association and University Teaching Fellowship. Taught
statistics, macroeconomics, and microeconomics.
Dissertation: The Geometric Mean Strategy as a
Theory of Multiperiod Portfolio Choice

B.A., Economics, Active in extracurricular activities, president of the

Emory University, Atlanta, Georgia  Barkley Forum (debate team), Emory Religious

(Sep. 1961 to Jun. 1965) 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 Businessand
Industry, National Association of Purchasing Management, National Associationof 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 Heubner Lectures at the
University of Pennsylvania. Taught graduate courses in finance and economics for evening programat 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 TransportationBoard, Interstate Commerce Commission, and the Canadian Radio-Televisionand
Telecommunications Commission.

State Regulatory Agencies: Alaska, Arizona, Arkansas, California, Colorado, Connecticut, Delaware,
Florida, Georgia, Hawaii, Idaho, Illinois, Indiana, lowa, 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 systemoperator
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).

Bibliography
Monographs

Ethics and the Investment Professional (video, workbook, and instructor’s guide) and Ethics Challenge
Today (video), Association for Investment Management and Research (1995)

“Definition of Industry Ethics and Development of a Code” and “Applying Ethics in the Real World,” in
Good Ethics: The Essential Element of a Firm’s Success, Association for Investment Management and
Research (1994)

“On the Use of Security Analysts’ Growth Projections in the DCF Model,” with Bruce H. Fairchild in
Earnings Regulation Under Inflation, J. R. Foster and S. R. Holmberg, eds. Institute for Study of
Regulation (1982)

An Examination of the Concept of Using Relative Customer Class Risk to Set Target Rates of Return in
Electric Cost-of-Service Studies, with Bruce H. Fairchild, Electricity Consumers Resource Council
(ELCON) (1981); portions reprinted in Public Utilities Fortnightly (Nov. 11, 1982)

“Usefulness of Current Values to Investors and Creditors,” Research Study on Current-Value Accounting
Measurements and Utility, George M. Scott, ed., Touche Ross Foundation (1978)

“The Geometric Mean Strategy and Common Stock Investment Management,” with Henry A. Latané in
Life Insurance Investment Policies, David Cummins, ed. (1977)

Investment Companies: Analysis of Current Operations and Future Prospects, with J. Finley Lee and
Glenn L. Wood, American College of Life Underwriters (1975)
Articles

“Should Analysts Own the Stocks they Cover?” The Financial Journalist, (March 2002)

“Liquidity, Exchange Listing, and Common Stock Performance,” with John C. Groth and Kerry Cooper,
Journal of Economics and Business (Spring 1985); reprinted by National Association of Security
Dealers

“The Energy Crisis and the Homeowner: The Grief Process,” Texas Business Review (Jan.—Feb. 1980);

reprinted in The Energy Picture: Problems and Prospects, J. E. Pluta, ed., Bureau of Business Research
(1980)

“Use of IFPS at the Public Utility Commission of Texas,” Proceedings of the IFPS Users Group Annual
Meeting (1979)

"Production Capacity Allocation: Conversion, CWIP, and One-Armed Economics,” Proceedings of the
NARUC Biennial Regulatory Information Conference (1978)

"Some Thoughts on the Rate of Return to Public Utility Companies,” with Bruce H. Fairchild in
Proceedings of the NARUC Biennial Regulatory Information Conference (1978)

"A New Capital Budgeting Measure: The Integration of Time, Liquidity, and Uncertainty,” with David
Cordell in Proceedings of the Southwestern Finance Association (1977)

"Usefulness of Current Values to Investors and Creditors,” in Inflation Accounting/Indexing and Stock
Behavior (1977)
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"Consumer Expectations and the Economy,” Texas Business Review (Nov. 1976)

"Portfolio Performance Evaluation and Long-run Capital Growth,” with Henry A. Latané in Proceedings of
the Eastern Finance Association (1973)

Book reviews in Journal of Finance and Financial Review. Abstracts for CFA Digest. Articles in Carolina
Financial Times.

Selected Papers and Presentations

“Economic Perspective on Water Marketing in Texas,” 2009 Water Law Institute, The University of Texas
School of Law, Austin, TX (Dec. 2009).

“Estimating Utility Cost of Equity in Financial Turmoil,” SNL EXNET 15" Annual FERC Briefing,
Washington, D.C. (Mar. 2009)

"The Who, What, When, How, and Why of Ethics," San Antonio Financial Analysts Society (Jan. 16,
2002). Similar presentation given to the Austin Society of Financial Analysts (Jan. 17, 2002)

“Ethics for Financial Analysts,” Sponsored by Canadian Council of Financial Analysts: delivered in
Calgary, Edmonton, Regina, and Winnipeg,June 1997. Similar presentations given to Austin Society of
Financial Analysts (Mar. 1994), San Antonio Society of Financial Analysts (Nov. 1985), and St. Louis
Society of Financial Analysts (Feb. 1986)

“Cost of Capital for Multi-Divisional Corporations,” Financial Management Association, New Orleans,
Louisiana (Oct. 1996)

"Ethics and the Treasury Function,” Government Treasurers Organization of Texas, Corpus Christi, Texas
(Jun. 1996)

"A Cooperative Future,” lowa Association of Electric Cooperatives, DesMoines (December 1995). Similar
presentations given to National G & T Conference, Irving, Texas (June 1995), Kentucky Association of
Electric Cooperatives Annual Meeting, Louisville (Nov. 1994), Virginia, Maryland, and Delaware
Association of Electric Cooperatives Annual Meeting, Richmond (July 1994), and Carolina Electric
Cooperatives Annual Meeting, Raleigh (Mar. 1994)

"Information Superhighway Warnings: Speed Bumps on Wall Street and Detours from the Economy,”
Texas Society of Certified Public Accountants Natural Gas, Telecommunications and Electric Industries
Conference, Austin (Apr. 1995)

"Economic/Wall Street Outlook,” Carolinas Council of the Institute of Management Accountants, Myrtle
Beach, South Carolina (May 1994). Similar presentation given to Bell Operating Company Accounting
Witness Conference, Santa Fe, New Mexico (Apr. 1993)

kAl

"Regulatory Developments in Telecommunications,” Regional Holding Company Financial and

Accounting Conference, San Antonio (Sep. 1993)

“Estimating the Cost of Capital During the 1990s: Issues and Directions,” The National Society of Rate of
Return Analysts, Washington, D.C. (May 1992)

“Making Utility Regulation Work at the Public Utility Commission of Texas,” Center for Legal and
Regulatory Studies, University of Texas, Austin (June 1991)

"Can Regulation Compete for the Hearts and Minds of Industrial Customers,” Emerging Issues of
Competition in the Electric Utility Industry Conference, Austin (May 1988)

"The Role of Utilities in Fostering New Energy Technologies,” Emerging Energy Technologies in Texas
Conference, Austin (Mar. 1988)

"The Regulators’ Perspective,” Bellcore Economic Analysis Conference, San Antonio (Nov. 1987)

"Public Utility Commissions and the Nuclear Plant Contractor,” Construction Litigation Superconference,
Laguna Beach, California (Dec. 1986)
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"Development of Cogeneration Policies in Texas,” University of Georgia Fifth Annual Public Utilities
Conference, Atlanta (Sep. 1985)

"Wheeling for Power Sales,” Energy Bureau Cogeneration Conference, Houston (Nov. 1985).

"Asymmetric Discounting of Information and Relative Liquidity: Some Empirical Evidence for Common
Stocks" (with John Groth and Kerry Cooper), Southern Finance Association, New Orleans (Nov. 1982)

“Used and Useful Planning Models,” Planning Executive Institute, 27th Corporate Planning Conference,
Los Angeles (Nov. 1979)

"Staff Input to Commission Rate of Return Decisions,” The National Society of Rate of Return Analysts,
New York (Oct. 1979)

""Discounted Cash Life: A New Measure of the Time Dimension in Capital Budgeting,” with David
Cordell, Southern Finance Association, New Orleans (Nov. 1978)

“The Relative Value of Statistics of Ex Post Common Stock Distributions to Explain Variance,” with
Charles G. Martin, Southern Finance Association, Atlanta (Nov. 1977)

“An ANOVA Representation of Common Stock Returns as a Framework for the Allocation of Portfolio
Management Effort,” with Charles G. Martin, Financial Management Association, Montreal (Oct. 1976)

“A Growth-Optimal Portfolio Selection Model with Finite Horizon,” with Henry A. Latané, American
Finance Association, San Francisco (Dec. 1974)

“An Optimal Approach to the Finance Decision,” with Henry A. Latané, Southern Finance Association,
Atlanta (Nov. 1974)

“A Pragmatic Approach to the Capital Structure Decision Based on Long-Run Growth,” with Henry A.
Latané, Financial Management Association, San Diego (Oct. 1974)

“Growth Rates, Expected Returns, and Variance in Portfolio Selection and Performance Evaluation,” with
Henry A. Latané, Econometric Society, Oslo, Norway (Aug. 1973)
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PACIFIC GAS AND ELECTRIC COMPANY

STATEMENT OF QUALIFICATIONS OF NICHOLAS M. BIJUR

P ease state your nane and business address.

M nanme is Ncholas M HBju and ny busirfeds address is PG
Gorporation, (Ghe Market, Spear Tower, Suite 2400, San Francisco
California.

Briefly describe youbiliéspsnsat PG E (orporation

| am a Mice President and Treasurer. bni abdddut bes, t o | nasay
responsible for: inplermenting and executing finaRacnfi ct oGaseet
and Bectric Conpany ( the WnditHE& E Corgldron’ s clpit
requirenents; managing new and existing debt, prefrmred stock a
comon equity to mininmize the long- term cost of a@apidishi nghile m
access to capital narkets; rmanaging cash flows taéergénsiieuisliftfy c
to neet all corporate obligations; nmanaging shortg tench borrow n
short- term investnents; assisting client departnentdirng inplene
necessary bank services, suchleabronic account recowo!iatheck
fraud detection and prevention and alternative custoneoptipaysent
nonitoring strategic trends in the utility sectorappremd abasuring
funding and investnent nanagenent of all external raiustai Esdets
by the Uility and P& E Corporation.

Hease summarize your educational and professundal backgro

| received a bachelor of arts degree frarhy Baicheld rdshars
of business adnministration degree from the Anderson (0S8hool BtiotJ
to joining P& E in February 2005, | spent fas amd a half vyear
investnent banker at Mrgan Sanley, nost recentlyesglerd. Vice P
Prior to receiving ny MBA' | spent three years adardeer iratestnent
Gtigroup ( fornerly Salonon Smith Barney) .

Wat is the purpose of vyour testinony?

I am sponsoring the followng testinony intP@BfECGpiRal 13 (os
filing:

o Chapter 1, “ (ost of Capital Policy and Proposal. ”

Does this conclude your statenent of qualifications?

Yes, it does.

NVB- 1
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PACIFIC GAS AND ELECTRIC COMPANY
STATEMENT OF QUALIFICATIONS OF BRIAN A. FORZANI

1 P ease state your nane and business address.

1 M nare is Brian A  Forzani, and ny buschéss &Hdressd is Pa
Hectric Conpany, 7 7 Beale Street, San Francisco, California.

2 Briefly describeponsiubi | reses at Pacific Eaact@nd Conpany
( P& B .

2 | am a principal financial analyst in tject EcAnaingsi sand Pro
Depar t nent .

Hease summarize your educational and professundal backgro

| received ny bachelor of science degree ngn from | Coengl heer
Lhiversity, and a master of engineering degree ignnesriugt uaald en
a naster of business admnistration degree from tbé UhlivEosit g,
Ber kel ey. | am a registered professional engineaf iQalitfhenis.ate

in 1982, | joined P&&E as a civil engineerg in the Design D
Depart nent , performng structural design of various famMi timsant |
becane a gas distribution engineer in 1984 andridbutemior gas dis
engineer in 1987. Wile in these positionginedr Wams a project e
various transmission and distribution reconstructionl pbefceoks. a

senior rate analyst in 1990 and then supervigas tfiated 991 in tF

section of the FRates Departnent. | was pronotedpdsdtiop present
2008.
4 Wat is the purpose of your testinony?
4 | am sponsoring the followng naterials int P& ECpital0 13 (os
filing:
o Chapter 3, “ (osts of Long- Term Debt and Preferred Stock. ”
5 Does this conclude your statenent of qualifications?
Yes, it does.
BAF- 1
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PACIFIC GAS AND ELECTRIC COMPANY

STATEMENT OF QUALIFICATIONS OF RICHARD A. PATTERSON
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Hease state your nane and business address.

M name is Rchard A  Patterson, and ny sbuSboe§sc asess i
and Hectric Conpany, 77 Beale Sreet, San Fraamcisco, Caiforni

Briefly describepoysiubi | reses at Pacific Eeactand Conpany
( P& B .

| am a senior manager in the Econonmic and [BymgrdatentAnal ysis

Hease summarize your educational and professundal backgro

| received ny bachelor of science degreeineeriebecfriocal theng
Lhiversity of Giifornia, Berkeley, and a nasten nobtrbbsoness ad
degree in finance from the Ciifornia State Llhiversity, Hayward

in 1985, | joined P& E as an analyst in thesRevenue Require
Departrent, working on nodeling and forecasting of ndidpirted, expe
depreciation and related itens for short- and |gngandermatg annin
cases. iIn 1986, | transferred to the Raten Dapgitmsnt to work
cost analysis, returning to the Revenue Requirenents ilepattOeht7
as a senior analyst responsible for preparing foreacaststagf book
depreciation for planning and rate filings. Froh W88 to 199~
supervisor in the Revenue FRequirenents Departrent, where | was
responsible for the development of P& E s depreciation IpolilcBe8 2, |
transferred to the Fnancial HFanning and Analysis sDepardemindr a
financial anal yst. | assuned ny present position in 1994,

Wat is the purpose of vyour testinony?

I am sponsoring the followng mnaterials int P& ECpital0 13 (os
filing:
o Chapter 4, “ Anmual Gost of Capital Adjustnent Mechanism

Does this conclude your statenent of qualifications?

Yes, it does.

RAP- 1
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