ORA COST OF CAPITAL REPORT AND TESTIMONY

The Office of Ratepayers Advocates (ORA) report, filed on July 29, 2002, sets forth ORA rate of return recommendations for Pacific Gas & Electric Com​pany (PG&E), San Diego Gas and Electric Company, Southern California Edison (SCE), and Sierra Pacific Power (SPP), for the year 2003.  The Utilities request rates of return ranging from 9.56% to 10.41% for segments of their opera​tion that remain subject to rate regulation by the CPUC.  ORA recom​mends a rate of return of 8.84% for PG&E, 9.17% for SCE, 8.50% for SDG&E, and 8.87% for SPP.

The primary differences between the Utilities’ request and ORA’s recom​men​dation is in the return on equity (ROE) component and the capital structure.  The Utilities request a ROE ranging from 12.25% to 13.00% and ORA recom​mends a ROE of 10.50% for all four Utilities.  The currently authorized ROE for the Utilities are 11.22% for PG&E, 11.60% for SCE, 10.60% for SDG&E, and 10.80% for SPP.

SCE implies that unless its request for a 13.00% ROE is granted, its return to an investment grade credit rating will be delayed “because SCE will rank lower on the quantitative measures that credit rating agencies use to assign credit ratings.” (SCE Application, p. 4)  SCE has produced no evidence to show that a particular return on equity will result in an investment grade credit rating and SCE attempts to mislead the Commission into believing that rating agencies make decisions based only on quantitative measures.

Agency bond rating decisions are primarily based on judgement, not just on quantitative measures. The largest bond rating agency (Standard and Poors) has explained that “there are no formulae for combining scores to arrive at a rating conclusion.”

In the past, the Utilities have been granted different ROEs because of different eco​nomic conditions at the time their ROE was set.  The Utilities cur​rently autho​rized ROEs were initially set in 2000 for PG&E (D.00-06-040), in 1996 for SCE (D.96-11-060),
 in 1999 for SDG&E (D.99-06-057), and in 2000 for SPP (D.00-12-062).  ORA believes it is appropriate for the Commission to authorize the Utilities the same ROE, as recommended by ORA, given the common prevailing economic conditions.

Both ORA’s recommendations and the increase in authorized ROE from 1996 to 2002 are consistent with the general change in the yields of U.S. Treasury 30-year bonds over this period.  Although ORA has main​tained consistency with the change in interest rates for 2003, the Utilities have not.

For 2003, the Utilities request an increase in authorized ROE of 103-190 basis points from their currently authorized ROE although interest rates have declined since their last cost-of-capital cases.  This request is unreasonable on its face, and flies in the face of more than 50 years of cost-of-capital cases.  As ORA demonstrates in its analysis contained in Chapter 1 of its report, the maximum return that can be justified based upon average historical benchmarks is 10.52%.

ORA recommended rates of return are based upon the results of market-based financial models, the application of historical benchmarks as a test of reasonableness, and a capital structure consistent with providing the lowest possible rates for ratepayers while allowing the utilities to maintain their financial standing.  ORA’s recommen​dations are fair and reasonable and will assist the Utilities in attracting capital at just and reasonable rates.

The law requires rates that are just and reasonable for ratepayers as well as for shareholders.  Cost-of-capital rates that are excessive because they seek to make utilities “creditworthy” are patently unlawful.  While we all seek to return utilities to a creditworthy basis, a cost-of-capital case is an inappropriate forum for so doing.

� Standard and Poors 2002 Corporate Rating Criteria, � HYPERLINK http://www.standardandpoors.com/ResourceCenter/Ratings ��http://www.standardandpoors.com/ ResourceCenter/Ratings� Criteria/CorporateFinance/2002CorporateRatingsCriteria.html, p.17.


� In D.99-06-057, the Commission decided not to change SCE’s ROE for fear of disturbing SCE’s cost-of-capital trigger mechanism.
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