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BEFORE THE PUBLIC UTILITIES COMMISSION 
OF THE STATE OF CALIFORNIA

Order Instituting Investigation on the 
Commission’s Own Motion into the 
Operations and Practices of Pacific Gas and 
Electric Company to Determine Violations of 
Public Utilities Code Section 451, General 
Order 112, and Other Applicable Standards, 
Laws, Rules and Regulations in Connection 
with the San Bruno Explosion and Fire on 
September 9, 2010.

1.12-01-007
(Filed January 12, 2012)

(Not Consolidated)

Order Instituting Investigation on the 
Commission’s Own Motion into the 
Operations and Practices of Pacific Gas and 
Electric Company with Respect to Facilities 
Records for its Natural Gas Transmission 
System Pipelines.

1.11-02-016
(Filed February 24, 2011)

(Not Consolidated)

Order Instituting Investigation on the 
Commission’s Own Motion into the 
Operations and Practices of Pacific Gas and 
Electric Company’s Natural Gas Transmission 
Pipeline System in Locations with Higher 
Population Density.

1.11-11-009
(Filed November 10, 2011)

(Not Consolidated)

PACIFIC GAS AND ELECTRIC COMPANY’S RESPONSES TO 
QUESTIONS IN SECTION 4 OF ADMINISTRATIVE LAW 

JUDGES’ JULY 30, 2013 RULING REQUESTING ADDITIONAL
COMMENT i

PGAF accepts responsibility for the tragic Sail Bruno accident and acknowledges

the penalty should represent the maximum jadvocated hv CPSD and Intervenors. that

Pursuant to England v. Louisiana State Board of Medical Examiners , 375 U.S. 411 (1964), 
PG&E expressly reserves its federal constitutional and any other federal claims and reserves its 
right to litigate such claims in feder al court following any decision by the Commission, if 
necessary.
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financial pain PCit'i:I: can hoar. It is also hail policy. as such an approach would harm 

customers, other California utilities and the stale in general.

fines and disallowances wotdd have on IKuCT's ability to raise capital and otherwise 

remain financially \iable. including the tax treatment of amounts disallowed." The

understanding the financial and other implications of lines and penalties as it makes one

The A Us posed their questions soon after receiving ('PSP's most recent penally 

proposal. CPSD’s amended prop osal represents a SI.S billion increase o\er its original

on uni

would not be used to improve gas safely. ( PSD wotdd reverse the Commission’s recent

recoverv of almost S1.2 billion of PSliP costs the Commission alrcadv found to be

reasonable. This is extraordinary gi\en that these costs are not remedial, but represent

most stringent in the nation. CPSD's proposal also understates by hundreds of millions 

of dollars the remaining costs shareholders will incur for PSI: P and disregards 

approximately SI billion ofother gas transmission shareholder costs. If CPSD's penally 

recommendation is adopted. P(i&li expects to incur more than S4 billion in unrecovered

1H■1

and penalties are extreme and 

disproportionate by any measure, lolly -eight states cap the penally that may be assessed 

fora gas safety violation at S2 million or less. CPSD's recommendation wotdd be nearly 

40 limes the largest penally ever imposed for a natural gas pipeline accident in the United

CPSD’s and Intervenors’ recommended lines

2 duly 30. 2013 Ruling Requesting Additional Comment at 4|

4 .See P(iA:K Coordinated Remedies Uriel’at 22-23. 20 (K1 Paso Natural (ias explosion resulted ii 
a total penally of SI 01 .5 million, including a SI 5.5 million line and 5X6 million in remedial 
costs).

2

SB GT&S 0293390



storage ((i I'tSeS) business in 2010 ' and almost equal to the total (iT&S revenues Tor the

If PCi&li’s (i'l'&S business were a. 6enl.nine years prior to the San Bruno aeeid

proposed a total penalty of S2.25 billion, it deserihed it as "by far the largest penalty ever 

imposed on a public utility in the United (’PSD has since increased thatStates.”

fhe Commission does not need to use extraordinary lines and penalties to send a

management and overhauled its gas operations. P(i&li’s shareholders have funded more 

than S000 million in improvements to the gas transmission system through the end of

lines and penalties/ By framing their recommended penalties in terms of "the maximum

Intervenors are essentially ashing to the Commission to impose f ines and penalties on 

PCi&Ii as if it had not yet committed any shareholder funds to gas transmission system

If (PSD and Intervenors succeed, they could end up harming PG&li. P(i<fcli s 

customers and the communities PGi'iill serves. If the Commission a dopts their proposals. 

P(i«.V:l-! vv ill find itself in the position of needing to issue enormous amounts of equity to 

fund not only its planned infrastructure improvements across the entire utility but also

this in a market that may well view California's regulatory climate as problematic.

CPSD and Intervenors offer no reliable ev idence that P( icV:!-! could raise the

recommend on top ofamount of equity needed to fund the fines anil penalties they

5 This is based on the 20in recorded (iT&S rale base of S 1.0 billion limes die authorized equity 
ratio of 52".,. See Sail Bruno li\. P( iifcfl-10. MI’O-7 at 20 (figure 7-15) (POifcll O'1.ought in).

San Bruno fix. P( lit f -10. \1P< > -7 ai 2 i figure 7 -1) ( PUifcli O'l.oug 111 in) ((i'P&S recorded 
revenues from 2002 through 2010 totaled approximately S4.2 billion).

’ San Bruno fix. PiiA; I1-1A. Chapter 13. Appendix C il’liitf Yura): fix. Joint -57 at N. 13; fix. 
JointoN: lix. Joint-05 at 2 ( fable 1). See idso infra notes 27-31 and accompanying text.
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P(i&lCs planned capital expenditures. In fact, lliere is no evidence that any utility has

much lessever issued equity lor the express purpose of funding lines and penalties

recommendations, the Commission must weigh whether those parties advocating that the 

Commission impose the maximum financial pain on PG&b ha\e considered the i
dp]

• Customers will ha\e to pav for increases to PCi&lTs cost ol'eapital: The need

ias infrastructure impro\ ements would raise its cost of equity and deht. 

Because of the higher risk premium that would he 

investors to P(uN:T securities. Pfj&T's annual revenue requirement could 

increase substantially due to increases in its cost ol'eapital. Customers w ould

necessary to attract

• P(i&li mav need to reduce capital expenditures because it cannot raise enoueh

and electric operations. This concern is not merely theoretical both l>(inl

and Southern California 1'ilison lost ae cess to the capital markets during the

• P(i&li would create fewer jobs: To carry out its planned capital expenditures.

Reduced spending would mean fewer jobs.

• PCi&ITs suppliers would be hurl : P( i&l-! spends billions of dollars annually 

with thousands of suppliers, including businesses owned by women, 

minorities and disabled veterans. These suppliers would feel the effect of

• Other C alilbrnia utilities and their customers max lace hiuher costs : The

not just P(i&l-

if the Commission adopts an exeessi \e penally in these Oils. Downgrades

environment and review the ratines of all California utilities

4
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of other utilities could lead to increased borrowill” costs and higher rates for 

their customers, liquily investors would also need to he provided an incentive

■
would increase the cost of equity for the other California utilities as well.

• California's economy would he harmed : In addition to fewer jobs, an 

excessive penalty would add to the perception that California has a hostile
i

climate for business investment.11

itself: how would a mullibiliion dollar penalty affect California's energy future? In the

establish its

leadership in safety and infrastructure renewal. I he Commission adopted new safety 

measures including the PSliP. The Commission has improved how it considers safety

aftermath ol'lhe San Bruno accident, the Commission quickly moved to

P(i&B's 2014 General Rate Case. California Senate Bill 705 now requires the

Commission and all California gas utilities to implement "best practices in the gas I
industry.’'1

sionIn the three years since the San Bruno tragedy. California and this Commis

standard for the nation. PG&1-! is committed to these hiuher standards and has

proactively undertaken enormous system improvements and infrastructure replacement 

much of it at shareholder expense. CPSD’s and Intervenors' proposals w otdd represent a 

giant step backward if the practical effect is that P( i«St I ■ cannot finance the improvements

The need for infrastructure investment is not unique to California. It is estimated 

that the nation's utilities need to invest trillions of dollars in infrastructure over the 

coming decades. PC i<Se I! itself plans to invest more than S5 billion per year in

one ol’lhe largest investment plans among utilities. W ith

1
I

infrastructure improvements

A1S. In light ol’lhe Aids'See California's Utility Shakedown. Wall St. .1.. Sept. lb. 2013. p. 
August 15 and September lb rulings. I’CiitH is not quoting this arliel

12 Pub. I :til. Code si Ublie).
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trillions of dollars of needed utility infrastructure investment nationwide in the coniine 

decades, utility investors have many choices beyond P(iAl: and California and they will

constructive rceulatorv environment. With an adverse reeulatorv climate, few. if any.

rational investors would put money in a California utility without a risk premium.

constructive regulatory environment. A S4 billion total penalty would be construed by

regulatory risk in California. As Mr. l 'ornell of Wells l argo testified, a Commission 

decision significantly out of line vv ith investor expectations could negatively affect the

the debt ratings of all California utilities.1'on

responsibly and with an eye toward creating a safe and secure energy future for the state 

and its nearly 40 million re sklents. Ten years ago. the Commission staff constructively

__

the bankruptcy settlement, the Commission recognized that PGAT's creditworthiness and 

financial integrity were essential for it to be able to serve its customers. They still are.

Although they are an im portanl gauge of likely investor reaction. P(iAf is not quoting the 
recent Standard & Poor's (SAP) and Moody’s bulletins in light of the Aids' August Id and 
September lb rulings. Some ol'lhese documents are publicly available. See, c.g., Moody’
Announcement. July 10. 2013. ,ivuihihlc m https: vvvvvv.moodys.com research Moodys-Polilical 
Kisk-lnereases-l'or-P( il--Calil'ornias-l.argesl-Clility—PK 2775X0; SAP Announcement. Aug. 2S.

tivtiiitihle it2015.
http: wvv vv .slundardundpoors.com prot ratings articles en us ‘.’article I’y pe I ITMI.Aassctll) 124 
555041X705. (SAP requires users accessing its articles to register, but registration is lice and 
available to the public.)
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SECTION 4, QUESTION 1

With regard to tax benefits:

What, if any, methodology should be used to adjust the amount 
of any disallowed expenditures to account for tax benefits and 
thus de termine the actual impact of any disallowances on 
PG&E and/or the amount of capital that PG&E would need to 
raise?

a.

i. Should this methodology treat capital investment 
different from other expenses?

ii. If so, please explain how.

If PG&E receives accelerated tax d epreciation for some of its 
disallowed investment, do the tax normalization rules 
contained in Internal Revenue Code Section 168(f)(2) and (i)(9) 
require the use of a deferred tax reserve account to track any 
difference between straight -line and accelerate d depreciation 
for the purpose of (i) understanding the impact of fines and 
disallowances on PG&E by stating the impact of fines and 
disallowances in equivalent terms or (ii) 
maximum feasible amount of fines and disallowances that 
could be ab sorbed by PG&E? Please explain your answer. 
Also please explain the effect, if any, on PG&E’s ability to take 
accelerated depreciation for other capital investment if a 
deferred tax reserve is not used for these particular purposes.

b.

determining a

PC i&l; strongly opposes the use of potential lax deductions to increase thea.

ratepayers lor the assumed amount of avoided taxes attributable to tax deductions, for the

follow ing reasons:

would disregard the constitutional mandate that lines and penalties not be excessive and

disproportionate by any measure. 1 f the Commission imposes cxcessisc fines and 

penalties on PCi&P. imcstors would change their perception of the California regulators

customers. If the Commission further increases the amount of fines or penalties basal on

7
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assumptions about the availability oflax deductions (or requires P(it's: 11 to credit 

ratepayers the assumed amount of avoided taxes attributable to the tax deductions), it

i

Second, usiny assumed lax deductions from a eost borne by PG<kf shareholders 

to increase disallowances or other penalties, or requiriny PG&li to credit ratepayers the

Junwarranted departure from established Commission precedent. As a matter of

The Commission has lony recoyni/.ed this principle in pre\ ions circumstances when 

shareholders ha\c borne the cost of disallowed expenses. DPA contends that not

Hut that is incorr eel. as the lax "benefits" would arise, if at all. only because PGikf's

proceediny in which a utility’s shareholders were not only required to pay for somelhiny 

but also were ordered to credit ratepayers the amount of avoided taxes attributable to the

even if it were

would be very difficult as a praclic al matter. Any 

mclhodoloyy would need to lake into account both (1) the uncertainly rcyardiny whether 

PG&f w ill be able to deduct the disallowed costs and (2) the liminy of any potential tax

Third, iryiny to determine how to factor in tax deductions 

appropriate to do so (which it is not)

As explained in response to Section 3, Question 2, PG&E believes, on the basis of 

the facts as they are currently known and without the influence of any future facts, that it 

is entitled to deduct for income tax purposes any non -capital expenditure and to take 

accelerated depreciation over 20 years o n any capital expenditure disallowed by the 

Commission, other than an explicit fine paid to the state. Those deductions, however, 

ultimately may not be sustained. The law with respect to what constitutes a fine or

\<r Oil No. 24. I).N4-1)5-030. 10N4 Cal. PI C l.hXIS 1325. al * 14 ("If the present ratepayers 
do not bear the burden of luianciny new plain, it follows dial their rates should not be lower base 
on tax consequenees of that investment in new plant."). *10 (shareholders should retain the lax 
benefit of incurriny disalloweil or below the line eosts).

P

t
16
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similar penalty is complex. The tax aut horities have broadly applied the prohibition 

against any deduction for fines or similar penalties to include payments in lieu of a fine or 

similar penalty.17 Some expenditures made by PG&E for disallowed capital and non - 

capital items, which are not paid t o a government, may not be deductible, through 

depreciation or otherwise, because they are deemed paid in lieu of a fine or penalty. This 

risk is hard to quantify and its application depends on the facts and circumstances of the 

particular case. In this matter, those facts will include future determinations not yet 

known.

Furthermore, even if the disallowed costs are deductible, the deduction will not 

have an immediate effect if PG&E is not currently taxable due to net operating loss carry 

forwards or o ther current year deductions. In addition, expenditures relating to 

capitalized amounts will be recovered over 20 years. The value of that deduction is 

significantly less than a current expense and also assumes PG&E will have taxable 

income in the future and Congress does not reduce the tax rate as has been recently 

proposed.

These uncertainties regarding the existence and timing of tax effects argue against 

making any adjustments to penalties or fines to reflect presumed tax deductions.

If the tax t reatment required of disallowed plant is properly followed, the 

normalization rules should not be implicated in understanding the impact of fines and 

disallowances or in determining a maximum amount of fines or disallowances that 

reasonably could be absorbed by PG&E.

The normalization rules require consistency in the treatment of rate base and the 

calculation of tax expense for ratemaking purposes. For regulatory and GAAP purposes, 

PG&E will expense disallowed capital expenditures when incurred (i.e., ex penditures are 

not capitalized or added to rate base). PG&E will not add to rate base the deferred tax 

asset resulting from the write -off of plant costs before the asset is depreciated for tax. 

Thereafter, there will be no regulatory or GAAP depreciation 

expenditures. Similarly, PG&E will not include tax depreciation produced by the 

disallowed expenditures in the future calculation of tax expense. As a result, for

b.

on these disallowed

17 See Treas. Reg. § 1.162-21 (b)(l); Allied-Signal Inc. v. Comm. , 75 A.F.T.R.2d 95 -1287 (RIA) 
(3d Cir. Feb. 23, 1995).
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ratemaking purposes, there should be no deferred tax expenses or defer red tax reserve for 

the difference between accelerated and straight line depreciation. In sum, after 

disallowance, neither these expenditures nor any of the tax consequences of these 

expenditures will impact customer rates.

By not including any tax effect s of disallowed capital expenditures in ratemaking, 

the consistency requirements of the normalization rules are followed and PG&E’s ability 

to take accelerated depreciation for other capital investment should not be affected by not 

using a deferred tax reserve for these particular purposes. The normalization rules would 

be violated only if future tax depreciation were used to reduce ratemaking tax expense.18

SECTION 4, QUESTION 2
With regard to the timing of expenses and tax benefits:

What, if any, methodo logy should be used to determine the 
actual impact on PG&E, and/or on the amount of capital that 
PG&E would need to raise

a.

i. of capital expenditures or other expenses that will not 
be made until sometime in the future?

ii. of capital expenditures or other expense s that have 
already been made?

What, if any, methodology should be used to determine the 
actual impact on PG&E, and/or on the amount of capital that 
PG&E would need to raise, of tax benefits that will not be 
received until sometime in the future. The answ 
question can be included the answers to Question l.a. above.

b.

er to this

Ellis question appears to he based on the Hawed premise that the ultimatea.

instead of in an amount commensurate with proven \ iolations and lines and penalties tl

have been imposed in comparable situations. The approach advocated by (PSD anil I
Vi

18 See I.R.S. Priv. Ltr. Rul. 9613004 (March 29, 1996); I.R.S. Priv. Ltr. Rul. 9552007 (Dec. 
1995).

29,
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disregards the f act that PG&li lias already undertaken major impro\ements to its yas 

transmission system at shareholder expense. The Commission should reject any attempt

I'urihermore. PG&lfs a hility to raise equity is dependent on the willingness ol'

not lor the purpose of imestiny ininvestors to provide theireapilal to a eompany

extending the eapilal needs over multiple years. resultiny in a situation where PG&f has

Aeeordinyly. whether the expenditure is made in the future or is a write 

previously capitalized investment, the equity needs are the same over time, and it would 

be inappropriate to try to adjust the penalty to account for timing differences. See also 

PG&E’s response to Question 3 below.

The Commission should not adjust fines or penalties based on assumed tax 

deductions. See PG&E’s response to Question l.a above.

-off of a

b.

SECTION 4, QUESTION 3

The Overland Report states that “Currently, the company Is assuming 
recovery of these PSEP capital costs and the company is financing 
these costs with its existing capital structure. However, if these costs 
are disallowed, the company plans to write these capital expenditures 
off to expense and issue additional equity to fill the equity gap. 
Overland Report also contends that “the incremental external equity 
capital available to PCG is approximately $2.25 billion.”21

» 20 The

In order to understand the impact of any disallowed capital 
expenditures on PG&E’s need for incremental equity, should 
there be an adjustment to reflect the amount of equity that 
PG&E would have issued to fund capital expenditures 
regardless of any disallowance?

a.

Mr. lomell explained lh;il if the ( ommission were to impose very large fines or penalties. 
PtuStP. probably would have to raise the needed equity through more than one slock issuance.
Joint ITT. 15K7-SN (P(i&l! l ornell): see also Joint R.T. 144X (I’GAiK I'ornell). Hut that does not 
mean that investors, analysts and rating agencies would not take into account the entire amount of 
lines and penalties whether they were payable all at once or over a longer period of lime 
assessing the regulatory environment and the risk of investing in P(i&h.

20 Exh. Joint-52 at 13.

21 Exh. Joint-52 at 13.

w!
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b. I f the answer above is “yes,” what methodology should be used 
to make this adjustment?

ITo respond fulh and fairly to this question, which asks about thea.

oilier purposes, P(i&li must provide context regarding Overland’s approach and the

planned capital expenditures.

Overland's Approach Rctniircs Countiim the Amounts PCi&T's Shareholders Are

spending to improve its gas operations in setting any lines anil penalties because (I) these

PCitVili to improve the safety of its gas transmission system; (2) they must be included 

when comparing proposed fines and penalties to those imposed in other comparable i

penalties will affect Pti&li and its customers!

( PSD and lnter\enors. on the other hand, argue that PO&I- should be penalized 

up to the maximum financial harm, using Overland's le stimony to establish that upper 

limit. Overland’s "threshold level'" of S2.25 billion is nothing but a made up number

Overland’s approach recognizes that the Commission nuts t lake into account the full 

extent of costs being borne by PG&T’s shareholders. Overland concluded that P(i&li

till slnirclwlihr iosIs . not just lines and 

As (herland explained, i ts analysis focused on

could issue equity of S2.25 billion to fund

penalties imposed in these Oils.

producing” costs. ' In other w ords, any equity the company needs to issue for costs "that

epayer responsibility”would be the shareholder responsibility as opposed to an\ rat

.See PCi&i; Coordinated Remedies 
Uriel'on fines and Remedies at (i-l.

23 l.x. .loint-53 at 22. 27 (CI’SD (Herland): Joint R.T. 13(>7. 13M-71 (CPSI) Overland).
24
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would count toward the "threshold level" ' including “costs that are being incurred lor 

Commission-approved activities hut not allow ed into rates, like some ol‘the pipeline

continuum to incur that tire above and beyond whatever w as in rates."'

In short, whether the Commission accepts CPSD's and Intervenors" approach and

LI 1 j

recommendations and penalizes PCii'tf an appropriate amount under the circumstances.

CPSD's and Iniervenors' proposals misapply Overland by disregarding huge amounts of 

shareholder costs that should he taken into account under Overland’s approach to 1

The Current Penalty Proposals Would Mean a Total PTfccliw Penalty of At Least

the true financial impact on PCicCU. P rior to any fines, disallowances or other penalties 

imposed in these proceedings. P(i&l"s shareholders haw incurred or will incur i
sSion.

(1) PSP1P expenses of approximately SOX) million through 2012 " and forecast expense

(2) PSI :P capital

and (2) other safety -related expense spending of 

approximately SI billion (actual and forecast) ahow (ias Accord V adopted amounts.

28spending of approximately S300 million in 2013 and 2014: 

expenditures of S353 million:
29

25 Joint K.T. 1370 (Cl’SI) ()\crlaiul).
26

S;m Urimn fix. I’( i&fl-1 A. Chapter 13. Appendix ( ( P( itV:C Yura). The shareholder spending 
amounts shown in this paragraph are based on the information in the record, which may not 
represent the final 2012 shareholder costs or the most current or precise forecasts of shareholder 
costs in 2013 and after, l or example, the cost information presented in San Until o fix. I’(i<fcfl 
l.\. Chapter 13. Appendix C for 2010 through 2012 is basal on information compiled prior to 
year-end 2012. As I’(iA:fl litis staled previously. if the Commission adopts a penalty that depend 
on the specific amount of costs incurred, it is iJ( iAe IC s expo elation i lint the Commission will 
review or audit those costs.

fix. Joint-57 at S (showing forecast unrecowrcd I’SIT expenses in 2013 and using the low etui 
of the range). 13 (showing these expenses continue in 2014).
29

3( San Hruno fix. l’Cifcli -1A. Chapter 13. Appendix C (I’dAIl Yura) (showing integrity 
management and other non-l’SliP expense spending ol'S17‘) million): fix. Joint -05 at 2 ( fable 1 I

13
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PCii'tli is also ineurriny additional shareholder costs outside the yas transmission i
operations.

represents an effective penalty of approximately S4 billion in lines and yas transmission

shareholder costs:

Impact of CPSP's Penalty Proposal
(In Millions of Dollars)

f i ne
PSfiP Disallowance 
Refund of Authori/.
Additional Disallowed (iasj 
Transmission lixpendituresj
I dial IYiiall> per ( PSD

Remaininy Shareholder bunded PSldj 
Costs and < ias Accord V I:\penses"

1,7

I olal l\ITecli\c IVnallv lor (ias 
rraiisiiiission

■ S4.00U

P( i&li Can Raise for Non -lncome-( ieneratinu Purposes . In hiyhliyhtiny the costs its 

shareholders are ineurriny. P(i«.tl\ is not askiny the Commission to include these costs in 

rates or to reopen the PSTP proceeding. Rather. PCi&b's point is that the Commission 

must consider the full extent of PCi&h's PShP costs, spendiny above (ias Accord V

proeeedinys and lliev all count toward Overland's S2.25 billion ' threshold level.”

I(additional yas transmission expenses included in referen 
levels in 2012 and 2013): l-.x. Joint -57 at N (shovviny costs of emeryiny work in 2015 anil usiny 
the midpoint of the ranye). 15 (lefereneiny emeryiny work in 2014 and hcvotul)

ceil S250 million above authorized

I' fix. Joint-05 at 2 ( fable 1) (relereneiny expens e spendiny above authorized amounts for core 
operations in 2012 and 2015): f\. Joint -5N (show iny contribution to Citv of San Rruno of S70
million).

32 Siv CPSI) Amctulcd Replv Uriel’on fines and Remedies at 4.

3 This amount is calculated as follows iroundin y down): Total shareholder yas transmission 
costs shown above of approximate!) 52.2 billion less 5455 million.
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C'PSI) itself explained:

| T|lie Commission’s disallowed amounts are not part of a 
“credit mechanism.” They involve dollars which I’d<!!/-.' 
still must raise through the eighty capital market as part of 
the same S2.25 billion which the ()\ erland Consulting 
group elaimed was the necessary limit to which the 
Commission eould disallow amounts or impose lines on 
P(i&f lor its \ iola lions in the Oils without affecting 
P(i&l”s creditworthiness.”

This is true of all the PSfP shareholder eosts. spending abo\e (ias Aeeord V adopted

will ineur not just lheS435 million in PSfP eosts identified by ( PSD.

would he able to raise, it does not matter whether eosts are labeled as '‘penalties 35
Ol

,,36how they would be treated from a “raiema king perspective. This is not a rale ease a 1

Iprospeetive imestor eares about is that the equity will not be used for an ineome 

generating investment. ’ The equity that P(i&f needs to issue to fund spending abo\e 

the amounts approved in rates in (ias Aeeord V or PSfP. eosts that P(i&P never 

requested in rates, or fines and penalties in these Oils all must eount against the same
1

»v I

purpose!

A Disproportionately Larue Penalty Will Inereasethe Risk of Investing in P(i&P 

and California Utilities Generally . CPSD’s and Inlervenors’ reeommended lines and

penalties are so extreme and disproportionate that, if adopted, they would have a negative

Pornell of Wells Pargo. who has deeades of experienee working for leading utility equity

34

35 Set', c.g.. I)RA Seemul Rebuttal Uriel’Regarding l ines and Remedies at (>
Commission found unreasonable in PSfP cannot be part of a "penally1”i.

Vo. e.g.. DRA Second Rebuttal Uriel’ Regarding fines and Remedies at ft (arguing it "makes 
no sense from a ratemaking perspective’’ to count, for example, eosts that 'P(iA:P never requested 
rale recovery for” as part of total amount of equity PCitf can issue under ()v erland's approach).

(arguing eosts tlu|

37 ■
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underwriters.’* testified that if ill e Commission imposes a penalty that is hotli 

significantly larger than expected and is perceived to he excessive, investors w ill reassess
1

l'(i\l . |

The Commission shoul d consider the reaction ofllie rating agencies to CPSD's

ro

markets will respond if the Commission adopts CPSD’s or another eomparahle penally.

L1

utility operates is among the most important factors affecting the utility’s ability to attract

According to S&P. '‘regulatory risk is perhaps the most„ 40capital at reasonable rates.

environment and the utility’s ability to recover costs determine 50 percent of Mood) s

ol'lhe investment community is likely to he negative.

P(i&li Does Not I hoe Access to a Limitless Supply of f unity Capital I

expenditures. IHi&f projects capital expenditures in excess of S5 billion annually from 

2015 through 2010. ' ’ This is one of the largest capital plans of any utility in the country 

and it is intended to make important safely and reliability improvements to PGiNf’s 

utility operations. A large portion of these capital expen dilures will need to be financed

" Mr. forncirs employer Wells fargo is a leading undervv 
securities. I.x. Joint -00 at 2 -5 (I’dAif fornell). Mr. fontell personally has 25 years of 
experience as an investment banker focused oil utilities and energy sectors. Joint ITT. 1555 
(INiiNf lornell): li\. Joint -00 1IN kNf fornel 11 (Mr. fornelfs resume is attached on the last 
page). Among other relevant experience. Mr. fonicll served as the lead for one of the largest 
equity offerings ever by a l .S. utility (while he was employcd by .1.1*. Morgan). Joint R.T. 1557 
4u (l’( iifcli l ornell).

39 fix. Joint-00 at 10. 21-22 (IN i&f fornell): Joint R.T. 144N-40 (INiifcl. l ornell).

4( f.x. Joint-0d (data request response in which Overland identified ''legitimate points'” made in 
Mr. fornelfs report).

fix. Joint -00 at Id (PCids;Ii I'ornel!) (citing SAtP's".
1 inv ironmenls.'" I odd A. Shipment, p. 2. Nov. 7. 2<Hi7).

I.x. Joint-00 at 10-11 »fc figure 5 11’(i«fcf! fornell).

l iter of utility equity anil debt

43
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externally through both equity and debt. I’(i&l\ projects equity issuances of.Si billion to 

S1.2 billion in 2013 and \ cry large additional equity issuances each y ear through 2010. "

incremental to its planned equity issuances to fund infrastructure improv emails.

IP(i&l”s planned equity issuances before any fine or penalty in these

issuance of more than S500 million is relatively unusual and will attract heightened

than S600 million. 1*1*1. (. orp. and l Ml. I foldings are th e two utilities that issued the 

most equity as a percentage of their market capitalization (in a single issuance or multiple

principally to fund major acquisitions with an as soeiated return for imcslors. s Overland

going to be as well received by imestors as would an offering to fund capital

expenditures or an acquisition that would a dd to the earnings of the company.” In fact.

f ror 1

paying a line or penalty much less equity in the billions of dollars.

Utility imestors. including PCi&ll’s. lend to be relatively risk -averse and value 

stable, predictable returns.'" I ■ ti 1 ities that operate in a regulatory environment where they 

earn reliable returns on invested capital are more likely to represent an attractive risk s
<

44 IA. Joint-57 at 0; IA. Joint-00 at l7 (f igure '■)) (l*C itV:I; I'ornell).

1I A. Joint-00 at 25 (I’ditl' l-'ornell). Indeed, only 21 of the 01 publicly traded electric and gas 
utilities (with market capitalization overSS50 million) issued equity from 200X through 2012 
through marketed offerings and there were only four such issuances in total in 201 1 and 201 
1.x. Joint-00 at 25 (figure 1 1). 20 (Appendix) (I’difcl- 1 ornell).

4 I A. Joint-00 at 25-27 & fimires 11. 12(I’(i<fcf I'ornell).

li
49 I A. Joinl-55 at 0 (dl’SI) Overland): mv iilsn I A. Joint-00 ;it 5. 15 (I’dAif 1 -'ornell |

50 I A. Joint-00 at 0-7 (l’( i«ScII'ornell).
51 i
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P(i&b would he asking inxcstors lor billions of dollars to pay lines and penalties in wliat 

would likely he perceived as a much riskier regulatory climate and w ithout offering any

assertion that P(i«Sib w ill ha\e no trouble raising the money to fund their recommended 

penalties and lines. But they cannot point to a single real world example of a utility that

put its faith entirely in Overland's Hawed theoretical analysis, which itself found that

As a practical matter, if the Commission imposes excessive lines and penalties. 

PC it's: I i would need to raise huge amounts of equity to fund those fines and penalties in

this in an unrcceptixe market that would perceixe significant regulatory risk. PC it's: 1! max

intended to improve the safety and reliability of its sy stems. This xxould not be by

choice. The market xx ould dictate this regrettable outcome as there is a limited amount of

An Lxccssixc Penally Would Raise PCi&li's Cost of Capital . Inxcstors haxe 

choices w here to inxesl their money and PCi&li must compete for their capital. An 

excessive penalty, and the implications of a decision by the Commission to adopt such a 

penally, would increase PCi&l-'s cost of equity as inxcstors xxould require additional I

as unpredictable, adxerse and excessixely punitixe. I ligher equity costs xxould be passeil 

on to customers in the next cost of capital proceeding.

A Disproportionate Penalty Max Lead to a Patinu Doxx nurade and I liuher Deb

iCosts. If the Commission adopts CPSD's or a similar penally recommendation it is

that ”11|he utility industry is one oflhe m ost capital intensive industries in the country 

Large capital inxestments require financing, so access to the capital markets (both debt 

and equity ) is critical."'" Investment grade credit ratings are important "to ensuring on

ongoing basis that PC it's:I' can reliably anil efficiently raise capital to finance construction
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uf now inlhistriiclure. accommodate seasonal lluctuations in cash collections and

Suh-in\estment grade

i
disbursements, and meet its obligations to serve customers."

financial markets distress.'' Tbe Commission lias concluded that “adopting a long -term 

goal of maintaining and improving PG&f’s credit ratings is good public polic\." " The

ratings of PG&f and the other California utilities.

markets, and

incremental collateral obligations.'" Just as PG&k neeils large amounts ofequity to fund

including higher borrowing costs, potentially losing access to debt

11.1 i

I liglier debt costs would be passe d on to customers inyear from 2013 through 201b.

through PG&li’s annual hRRA proceedings to reflect higher short -term borrowing costs, 

higher procurement costs, and higher collateral costs. 's Customers would also be harmed

nna\ ailabi 1 ity of debt financing. As a matter of policy, the Commission should consider 

recent rating agencies reports and comments regarding the risk of a potential downgrade. 

Any Methodology to Set Fines and Penalties Must Take Into Account the Costs

That Shareholders Are Already Bearing . The Commission cannot impose fines and 

penalties in a vacuum, without regard to the impact that excessive fines and penalties 

likely would have on PG&E’s ability to raise capital for planned expenditures and the 

cost of any capital it does raise. Any fines and penalties imposed in these proceedings 

must take into account all of the costs PG&E’s shareholders have incurred or will incur to

53

54 F\. .loinl-hb at 12 (I’diVI- 1 orncll).

56 .Sec |-\. .loiui-bb at 12-14 (l’( i&f I 'orncll).

fx. Joint-bb al 17 (figure N) (I’G&F Fornell) (providing amounts of PG&Fs lorecasi debl 
issuances).

.Sir Fix. Joini-bb al 13-14 (PG&F Fornell) (discussing collateral obligations to support purchase 
lmiimcnis).

57
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improve gas operations. This is essential because (1) otherwise, the Commission in 

effect would be penalizing PG&E for having spent money voluntarily and (2) all of these 

costs affect what additional amount of equity PG&E realistic ally can issue to fund new 

fines and penalties.

CPSI) and lnter\oiu>rs not PG&h lia\e framed the issue as: how much equity

G
discussed aho\e. But. if that is the perspective the Commission adopts, it is impossible to

he solely on new tines and penalties. Rather, the Commission must treat all shareholder 

expenditures to improve PG&h's ga s operations the same w hether they arc imposed in

on s i .

incurred \ohmtarily by PG&h.'1

$2.25 billion in equilv. all of PG&h"s shareholder costs ( ineludiim but not limited to fit

Iand penalties) should count toward that amount. CPSI) and Interxenors want it both

ignore PG&h's costs that arc not explicit penalties imposed by the Commission even 

though those costs also must be financed. Their position is contrary to Overland.

illogical and untenable.

If the Commission structures a penalty such that PG&E must spend 

certain amount on gas transmission safety before recovering costs from customers in 

rates, all shareholder expenditures should count toward the penalty amount, without

b. a

iTCRVs argument that costs the Commission has not expressly approved cannot count toward 
the "threshold level” of equity PG&h can llnance makes no sense. See TERN Reply to PG&h 
Response to Cl’SI) Amended Reply Brief on 1 ines and Remedies at 7 (distinguishing between 
costs for "Commission-approv ed activ ities ” and those the Commission never approved). \uin 
the slhirelmliler easts m issue iivrr np/irovnl hy the Cumuli ssimi in he inehnleil in rales . If tl 
had been, they would not be paid by shareholders.

TERN contends that Overland testified PG&hs spending ol’lhe PShP contingency should not 
be counted toward the "threshold’" amount of equity, but that is not eorre el. See Tl RN Reply n 
PG&h Response to ( PSD Amended Reply Brief on lines and Remedies at 7. Specifically with 
regard to the contingency. Ov erland agreed that, "from an invcslor standpoint, if PG&h actually 
spends that money and it is not recoverable in r ales. |it does not maller| whether it's a penally oi 
simply an unrecovered cost because the Commission decided PG&h hadn't satisfied whatever 
burden of proof it fell needed to be satisfied.” Joint R.T. 1452 (CPSI) Overland).
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adjustments for potential tax effects or timing differences, and whether those 

expenditures relate to fines and penalties in these Oils, disallowances in the PSEP 

decision, or spending over adopted rates case amounts. While there is sufficient 

information in the record to allow the Commission to estimate the total amount of 

shareholder co sts incurred through 2012 and to be incurred in 2013 and after 

(approximately $2.2 billion), the Commission could review or audit PG&E’s actual 

expenditures so that, in the end, it would not need to rely solely on the shareholder 

spending data currently in the record.

This approach would alleviate the concern raised by TURN that the Commission 

should not assume the accuracy of PG&E’s shareholder costs, particularly forecast costs 

that have not yet been spent. 61 Providing for some type of after -the-fact review or audit 

of PG&E’s shareholder costs would also be consistent with Overland. While Overland 

quibbled with whether some of the shareholder costs PG&E identified on the record were 

or would be funded by sha reholders as opposed to ratepayers, it agreed that “the 

Commission, of course, will ultimately sort this out. „62

SECTION 4, QUESTION 4

Are there any other factors that require adjustment of the nominal 
dollars of any disallowed expenditures so that the imp act on PG&E of 
any disallowances can be directly compared to any fines payable to 
the State’s General Fund that may be imposed on PG&E or to 
calculate the amount of capital that PG&E would need to raise? If so,

.Sec 'l l :RN Reply lo l’( i&f Rcspon sc to (I’SI) Amended Reply Uriel'on l ines ;nul Remedies 
;il (referring lo "speculative fulnre forecast eosls"). Continuing a point raised by Overland. 
TERN also argues dial wliellier a eosl is borne b\ shareholders nllimaleh depends on whether 
PG&l. "earned more or less than its authorized rale of return." /</. at S. liven assuming this is 
eorreel. it does not argue against counting all shareholder eosls toward Overland’s S2.25 billion. 
1’Cu.yf could pro\ ide information about its returns tor otherwise demonstrate that its shareholder 
in fact paid the identified eosls) in anv review or audit of its shareholder expenditures, 
furthermore. Overland could not have known whether I’ti&li earned more or less than the

2013 t see Joint R.T. 1425 
(C I’SI) Overlandl). as R(i&f had not even completed its 2012 Statement of 1 arnings bv that dak 
PG&li's 2012 Statement of burnings is now complete and would show whether PC i&f earned 
more or less than the nuthori/ed rate of return.

62 Joint R.T. 1428 (CPSD/Overland). Overland also conceded that it had not conducted any 
analysis regarding whether the identified shareholder costs were in fact embedded in customer 
rates. Joint R.T. 1430-31 (CPSD/Overland).

authorized return in 2012 when it testified on March 4.
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identify those factors and the methodology t hat should be used to 
make the adjustment(s).

No. See PG&E’s Responses to Section 4, Questions 1-3.

SECTION 4, QUESTION 5

If PG&E were to issue equity over a period of years to fund any fines 
or disallowances, would that have the effect of increasing the amount 
of such equity that PG&E could raise without negatively affecting 
PG&E’s ability to raise capital and otherwise remain financially 
viable? Please explain.

If so, how could this additional amount of equity be calculated?a.

No. Whether issued all at once or over a period of years, the total amount of 

equity that PG&E could raise to fond any fines or disallowances without negatively 

affecting its ability to raise capital 

capital is limited by investor willingness to invest in PG&E, which is in large part a 

function of investors’ perception of the California regulatory environment. Investors will 

consider the complete multi-year impact of the final penalty, as well as the signal it sends 

about the regulatory environment, in evaluating PG&E as an investment opportunity. See 

also PG&E’s response to Section 4, Question 3.

would not change. PG&E’s ability to raise equity

SECTION 4, QUESTION 6

Should the CPUC adopt a methodol ogy for recovering for ratepayers 
tax benefits that PG&E will accrue from any disallowed 
expenditures? If so, what should this methodology be?

No. See PG&E’s response to Section 4, Question 1 above.
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SECTION 4, QUESTION 7

With regard to any methodology recommended in your response to 
Questions 1-6 above:

How can this methodology be applied in this proceeding 
without waiting for all of any disallowed expenses to be 
incurred or all of the tax impacts to occur?

a.

If the methodology cannot be applied in this proceeding to all 
disallowances, please explain what cannot be done in these 
proceedings and why. Also, please explain when and how the 
methodology will need to be applied after the conclusion of these 
proceedings.

b.

In response to Question 3 above, PG &E discusses why the Commission 

should not distinguish between the amounts that PG&E is already spending to improve 

the gas transmission system and any new fines or penalties imposed in these Oils. This 

methodology can be applied without waiting for disal lowed expenses to be incurred by 

relying on PG&E’s actual shareholder expenditures through 2012 and forecast 

expenditures in 2013 and later as reflected in the information in the record. Furthermore, 

if the Commission structures the penalties to require P G&E to spend a particular amount 

on gas transmission safety without rate recovery, the Commission could review or audit 

PG&E’s actual expenditures so that, in the end, it would not need to rely solely on the 

information currently in the record.

As explaine d in response to Question 1 above, any method that inflates the 

amount of fines or penalties based on assumed tax deductions would be unfair and 

inappropriate. If the amount of avoided taxes attributable to tax deductions is estimated 

at the time of the C ommission’s decision, it will necessarily be uncertain. Assuming that 

PG&E will avoid taxes in the future could have the result of increasing an already 

excessive penalty (i.e., if CPSD’s or Intervenors’ recommendations were adopted).

Not applicable.

a.

b.
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SECTION 4, QUESTION 8

Provide any comments you may have on PG&E’s response to Question 5 in 
Section 3 above.

Not applicable.

SECTION 4, QUESTION 9

Provide any other comments you may have about how the impact of 
any fines and any disallowances imposed 
compared to each other or how they differently affect PG&E’s need 
for additional capital.

on PG&E should be

The Commission should take into account the following factors in comparing 

different possible fines and penalties in these proceedings, including t hose recommended 

by CPSD and Intervenors:

Penalties Must be Constitutionally Proportionate . Never before to PG&E’s 

knowledge has CPSD or any intervenor asked the Commission to set a penalty based on 

the “maximum” amount a utility can pay and remain one st ep from bankruptcy. Rather, 

the Commission has used financial capacity as a mitigating factor where higher penalties
S')

otherwise might have been warranted based on the facts of the case. Proportionality is 

the touchstone of the inquiry under the Californi 

Clause.64 At a total of $4 billion, CPSD’s new proposed penalty is nearly 40 times the 

largest penalty ever imposed for a natural gas pipeline accident (one in which 12 people 

died).65 It is also almost five times the equit y investment in PG&E’s GT&S business in 

201066 and almost equal to the total GT&S revenues for the nine years prior to the San

a Constitution’s Excessive Fines

63 See, e.g., Investigation of Vista Group Int’l, Inc., D.01-09-017, 2001 Cal. PUC LEXIS 820, at 
*33 (2001) (applying financial condition as mitigating factor); Investigation of Titan Telecomm., 
Inc., D.03-01-079, 2003 Cal. PUC LEXIS 79, at *37 (2003) (same).

64 Cal. Const, art. I, § 17. See People ex rel. Lockyer v. R.J. Reynolds Tobacco Co ., 37 Cal. 4th 
707, 728 (2006).

65 See PG&E Coordinated Remedies Brief at 22-23.

66 This is based on the 2010 recorded GT& S rate base of $1.6 billion times the authorized equity 
ratio of 52%. See San Bruno Ex. PG&E-10, MPO-7 at 26 (Figure 7-15) (PG&E/O’Loughlin).
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ftlBruno accident. In addition to this empirical evidence, CPSD’s self-professed desire to 

inflict the maximum possible pain demons trates that proportionality plays no role in 

CPSD’s recommendation.

Penalties Should Be Used to Improve Gas Safety . The Commission should

compare not only the total amount of proposed penalties but also whether the 

recommended penalties include a fine that would be paid to the State’s General Fund. No 

public interest is served by imposing fines that will not be used to improve gas safety.

CPSD has stated that, as a matter of law, only fines payable to the State’s General
f o

Fund may be imposed under Cali fomia Public Utilities Code §§ 2100, et seq. If the

Commission adopts CPSD’s position, it should not impose a large fine payable to the 

General Fund. Such a fine would not help customers and would not provide any more of 

a deterrent for PG&E than the h uge amount of shareholder costs that it is already 

incurring, without any penalties imposed in these Oils. As discussed above, PG&E has 

already spent, or is forecast to spend, approximately $2.2 billion in shareholder funds to 

improve the gas transmission system.

Fines and Penalties Should Not Be Inflated Based on Assumed Tax Effects . For

the reasons PG&E explained in response to Question 1 above, the Commission should 

reject any attempt to increase fines or penalties based on the possibility that PG&E wo uld 

receive a tax deduction now or in the future.

PG&E Should Be Given Full Credit for the Costs That Its Shareholders Are_____

Bearing Before Any Fines or Penalties . PG&E needs to go to the same pool of potential 

investors to raise capital for spending over r ate case adopted amounts, PSEP

disallowances, or any new penalties and fines in these proceedings. Any penalty that 

fails to take full account of the costs PG&E’s shareholders are incurring - regardless of 

whether they were approved by the Commission - understates the financial risks to 

PG&E and penalizes PG&E for not having waited to start spending its shareholders’ 

money to improve the gas system. CPSD’s revised penalty recommendation, for 

example, purports to be consistent with Overland’s testimony tha t the maximum amount

67 San Bruno Ex. PG&E -10, MPO -7 at 2 (Figure 7 -1) (PG&E/O’Loughlin) (GT&S recorded 
revenues from 2002 through 2010 totaled approximately $4.2 billion).

CPSD Amended Reply Brief on Fines and Remedies at 5.68
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of incremental equity PG&E could issue to fund any unrecovered or unrecoverable costs 

is $2.25 billion. In fact, CPSD includes only $435 million out of a total of $1.25 billion 

in PSEP -related shareholder costs and entirely disregards approximately $1 billion in 

spending above Gas Accord V amounts.

Thus, the extent to which different potential penalties reflect all of PG&E’s costs 

incurred in improving its gas transmission operations is a critical basis of comparison. 

Because it disre gards substantial shareholder spending on gas safety, what CPSD 

characterizes as a $2.25 billion penalty recommendation is not directly comparable to its 

prior $2.25 billion penalty recommendation that counted all shareholder costs towards the 

total penalty amount.

An Excessive Penalty Could Have Significant Ramifications Beyond Its Effect on

PG&E’s Shareholders. The total amount of costs that would be imposed on PG&E as a 

result of any fines or penalties, including the costs PG&E’s shareholders are alread 

incurring, is an important factor for the Commission to consider in comparing alternative 

fines and penalties. If CPSD’s recommendation, for example, is adopted, PG&E’s 

shareholders will be required to pay approximately $4 billion in total fines and pen alties 

relating to the gas transmission business. The higher the fines and penalties, the more 

likely that they would have negative repercussions, which could include:

• PG&E may need to curtail capital expenditures : As explained above, PG&E 

simply may not be able to raise enough equity to fund penalties and planned 

capital expenditures. Putting PG&E in the position of having to defer capital 

expenditures intended to improve the safety and reliability of its systems 

would be contrary to the message that th e Commission should want to send in 

its decision in these proceedings. This is particularly true if PG&E would 

need to reduce capital expenditures to pay a large fine to the State’s General 

Fund.

• Customers would have to pay for increases to PG&E’s cost of 

Another likely outcome would be that PG&E’s cost of capital would go up 

significantly. These higher financing costs would be passed on to customers 

in PG&E’s next cost of capital proceeding (or possibly sooner if PG&E brings

y

capital:
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an emergency cost o f capital case).69 CPSD and Intervenors may argue that 

PG&E’s shareholders should have to shoulder any increased financing costs, 

but they would fail to recognize that prospective investors would simply take 

their money elsewhere and the market for PG&E’s equity and debt might dry

up.

• Reduced capital expenditures would mean fewer jobs : PG&E has one of the 

largest capital investment plans in the utility industry. To carry out its 

planned investments in 2014 through 2016, PG&E expects to employ tens of 

thousands of people, directly and indirectly. If PG&E is forced to cut back on 

planned capital expenditures, the result would be fewer jobs across PG&E’s 

service area.

• PG&E’s suppliers would be hurt: PG&E spends billions of dollars each year 

with thousands of suppliers, including small and medium -sized businesses 

owned by women, minorities and disabled veterans. These businesses - some 

of which rely on PG&E for a large share of their revenue - would feel the 

ripple effect of PG&E reducing capital expenditures and other costs.

• Other California utilities and their ratepayers may face higher costs : S&P and

Moody’s may review the ratings of all California utilities if the Commission 

adopts CPSD’s extreme recommendation, as that would indicate a significant 

deterioration in the regulatory climate in California. Any downgrades of other 

utilities could increase borrowing costs for those utilities or lead them to 

reduce capital expenditures with the same negative effects as for PG&E and 

its customers. Equity investors would also need to be provided an incentive to 

invest in California and would require a higher return on equity, which would 

increase the cost of equity for the other California utilities.

• An excessive fine would be a major disincentive to invest in California :

California’s business climate is already widely regarded as one of the nation’s 

least attractive, in large part due to what is perceived as onerous regulation. If

69 See Ex. Joint-76 (responses to Questions 3 and 5). As noted above, customer rates also could 
be increased through PG&E’s annual ERRA proceedings to reflect hig her short-term borrowing 
costs, higher procurement costs, and higher collateral costs.
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the Commission adopts CPSD’s or a similar proposal, it would be a further 

warning sign to investors and companies considering doing business in 

California to stay away.

The Commission cannot afford to disregard these possible impacts in comparing 

different potential fines and penalties.

Respectfully submitted,
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