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ADMINISTRATIVE LAW JUDGE ON OFFICE OF
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ISSUE AND TESTIMONY OF APPLICANT

On July 14, 2000, the Office of Ratepayer Advocates (ORA) filed a motion to exclude certain issues and associated testimony of Applicant San Diego Gas & Electric Company (SDG&E).  SDG&E filed its response on July 24, 2000.  ORA filed a reply on July 27, 2000.

In its application and supporting testimony, SDG&E seeks to employ an “index benchmark” of 5.97%.  ORA contends that the use of such a benchmark in this proceeding is inappropriate for the following reasons:

1. SDG&E’s index benchmark issue is an inappropriate attempt to relitigate Decision (D.) 99‑06-057, the last SDG&E cost of capital proceeding.

2. SDG&E’s index benchmark issue is inconsistent with the Market Indexed Capital Adjustment Mechanism (MICAM) benchmark mechanism.

3. SDG&E’s index benchmark issue will greatly and unnecessarily complicate a mechanism meant to automatically accommodate needed adjustments.

ORA points out that in SDG&E’s last cost of capital proceeding, the Commission granted SDG&E an authorized return on equity (ROE) of 10.6% (D.99-06-057).  If SDG&E is permitted to change its MICAM “benchmark” from 7.97% to 5.97%, the result will be a 200 basis point change in the benchmark.  In turn, this will likely result in a 100 basis point increase (to 11.6%) to SDG&E’s authorized ROE.  ORA contends that SDG&E’s proposed change in the MICAM index mechanism is simply an attempt to thwart the ROE authorized by D.99-06-057.

ORA argues that the MICAM mechanism was designed to mitigate utility risk between cost of capital cases, based on material changes in economic conditions.  The mechanism was not designed or intended as a substitute for a litigated cost of capital case, or to be used to reargue cost of capital decisions.

Further, ORA argues that SDG&E’s proposal conflicts with both the Commission’s cost of capital decisions and the Commission’s MICAM mechanism.  According to ORA, because of this and because of the large dollar effect SDG&E’s proposal would have, SDG&E’s benchmark issue will greatly complicate the proceeding.  ORA submits that it is a waste of resources and on that basis alone, SDG&E’s benchmark proposal and testimony should be stricken.

SDG&E states that its application was filed in compliance with D.96‑06‑055 (66 CPUC2d 568), the decision that originally approved SDG&E’s proposed MICAM.  Ordering Paragraph 1.g. of D.96-06-055, as modified by D.97‑06-095, required SDG&E to file an application by March 2000 to report on the performance of MICAM and to make recommendations for any necessary modifications to MICAM.

Further, SDG&E states that among other matters raised in its application, SDG&E is seeking confirmation that when the Commission reduced SDG&E’s authorized ROE from 11.6% to 10.6% in D.99-06-057, the effect of that reduction was to reduce from 7.97% to 5.97% the benchmark “A” utility bond rate that will be used in determining any cost of capital change under MICAM effective January 1, 2001.

In response to ORA’s argument that it is relitigating D.99-06-057, SDG&E contends that it simply is raising the issue of how the MICAM, including its benchmark, is supposed to operate as applied to rates on and after January 1, 2001, in light of the Commission’s action in D.99-06-057.  According to SDG&E, this does not constitute “relitigation” of D.99-06-057.

Further, SDG&E states that in D.99-06-057, the Commission reduced SDG&E’s authorized ROE effective July 1, 1999, by 100 basis points, independently of the operation of the MICAM.  Therefore, SDG&E’s position is that because the Commission reduced SDG&E’s authorized ROE by 100 basis points in July 1999, the MICAM benchmark was automatically reduced by 200 basis points, just as it would have been by a reduction in authorized ROE of 100 basis points had it been triggered by MICAM.  If actual rates in April-September of the year 2000 (or any future year) differ by more than 100 basis points from the new benchmark, a MICAM rate change would be triggered on the following January 1.

Background

The pertinent facts related to the motion to strike SDG&E’s testimony on the benchmark issue are as follows:

· On June 19, 1996, the Commission issued D.96-06-055, which established a MICAM for SDG&E and relieved the utility of its obligation to file cost of capital applications for 1998 and future years.  (Ordering Paragraph 1(a).)

· The starting point for implementation of MICAM was the 1997 capital structure and the overall rate of return (ROR) adopted for SDG&E in D.96-11-060.

· Under MICAM, the ROR increases, decreases, or remains unchanged depending on marked-based movements in utility bond rates.  Each October, beginning in 1997, SDG&E compares the most recent April through September six-month average of single-A rated utility bond rates with a benchmark average.  The initial benchmark was set at 7.97%, which was the six-month average of single-A rated utility bond rates for April 1996 through September 1996.

· If in any year the difference between the current six-month average and the benchmark exceeds 100 basis points, then an automatic adjustment in SDG&E’s cost of capital results.  On October 15 of such year, SDG&E files an advice letter detailing the revenue requirement adjustments that follow from the new ROR.  The ROR and related rate adjustments become effective the following January 1.  In any year that the six-month average triggers an automatic adjustment, that average becomes the new benchmark until another automatic adjustment is triggered.  In any year in which an automatic adjustment is not triggered, SDG&E is required to so notify the Commission by October 15 and present the results of its calculations supporting no adjustment.

· When an automatic adjustment is triggered, SDG&E updates the cost of capital components and computes a new ROR as follows:

1. The ROE is adjusted by one-half of the change in average single-A utility bond rates that triggered the adjustment.

2. The costs of long-term debt and preferred stock are updated to reflect actual September month-end embedded costs in that year.  Interest rate forecasts are not used in any updates.

· Because extreme interest rate changes could impair the integrity of the mechanism’s results, MICAM incorporates an “off-ramp” provision.  Should the difference between the current year’s six-month average single-A bond rate and the benchmark exceeded 400 basis points, the cost of capital would be determined by MICAM for the following year, but a one-year moratorium on the MICAM process would be effected for the year after that.  SDG&E would file a traditional cost of capital application to recalibrate the MICAM components for the second year after the difference from the benchmark exceeded 400 basis points.

· On June 10, 1999, the Commission issued its cost of capital decision, D.99-06-057, in the 1999 electric unbundling cost of capital proceeding.  Among other things, the Commission concluded (1) that unbundling calls for neither a discount nor a premium adjustment to an electric utility distribution company’s (UDC) ROE, (2) gas distribution utilities are similar to electric distribution companies, and (3) the reasonable capital structure, ROR, and ROE for SDG&E’s gas distribution operations are the same as for its electric UDC.  The decision also reduced SDG&E’s authorized ROE to 10.6% from 11.6%.

· In the 1996 MICAM decision, anticipating the cost of capital proceeding, the Commission stated:

“We also note that parties to the cost of capital proceeding will have advance notice that the cost of capital components and capital structure adopted in that proceeding will be used in SDG&E’s MICAM.  We believe that more current and therefore more reliable data should be considered in arriving at a final litigated cost of capital for SDG&E before we make the transition to an indexed mechanism.”  (D.96-06-055, mimeo. p. 26.)

· Also, in the 1996 MICAM decision, the Commission stated:

“The MICAM components, including but not limited to the capital structure, the starting capital costs, and the initial interest rate benchmark, are subject to modification by order of the Commission in any proceeding whose purpose is to consider adjustments to SDG&E’s cost of capital that may be required or appropriate due to unbundling of SDG&E’s regulated business activities, whether through legal separation of SDG&E’s business units or through constructive separation of such activities for ratemaking purposes.”  (D.96‑06-055, Ordering Paragraph 1(h).)

· The reduction in ROE authorized by the cost of capital decision D.99‑06-057 was reflected in SDG&E’s rates effective July 1, 1999.

· When it issued the MICAM decision, the Commission intended that MICAM would be a substitute for litigated cost of capital cases.  The Commission did not terminate MICAM when it issued the cost of capital decision, D.99-06-057.

· When the Commission issued the MICAM decision, it was aware of the then pending cost of capital proceeding and expected that MICAM would be addressed in the cost of capital decision (which was D.99‑06‑057).

· The cost of capital decision is silent on any interface with MICAM.

· Noting that MICAM was a radical departure from existing procedures, the Commission approved the mechanism as a three-year experiment, calling for a progress report in March 2000.  The instant application is SDG&E’s response to the Commission’s directive.  (Ordering Paragraph 1.(g), as modified by D.97-06-095.)

Discussion

This ruling addresses only whether SDG&E’s benchmark proposal is within the scope of the MICAM review to be addressed in this proceeding.

When the Commission adopted MICAM, it stated:

“h.
The MICAM components, including but not limited to the capital structure, the starting capital costs, and the initial interest rate benchmark, are subject to modification by order of the Commission in any proceeding whose purpose is to consider adjustments to SDG&E’s cost of capital that may be required or appropriate due to unbundling of SDG&E’s regulated business activities…”  (D.96-06-055, Ordering Paragraph 1.h.)

Notwithstanding the Commission’s desire for a review of the MICAM components, SDG&E is going beyond the scope of this proceeding.  Essentially, SDG&E’s argument is that because the Commission in the cost of capital decision reduced SDG&E’s ROE, the benchmark is reduced, which in turn triggers an 

automatic adjustment in SDG&E’s cost of capital.  This is a circular argument and an attempt by SDG&E to turn the MICAM decision on its head.

The point that SDGE obfuscates is that the MICAM benchmark is increased or decreased only by a change in the six-month average of single-A rated utility bond rates.  As the Commission explained:

“The starting point for implementation of MICAM would be the 1996 return on equity, embedded cost of long-term debt and preferred stock, capital structure, and overall rate of return adopted for SDG&E in the last cost of capital proceeding (D.95-11-062, Ordering Paragraph 4):

“Component
Capital Ratio
Cost Factor
Long-Term Debt
44.50%
7.21%

Preferred Stock
5.75%
6.87%

Common Equity
49.75%
11.60%

Total Rate of Return

9.37%

“These costs of capital, including the rate of return, would be increased, decreased, or left unchanged depending on movements in utility bond rates.  Each October, beginning in 1996, the most recent April through September six-month average of single-A rated utility bond rates (current six-month average) would be compared with a benchmark average.  The initial benchmark would be the six-month average of single-A rated utility bond rates for April 1995 through September 1995.

“In any year that the difference between the current six-month average and the benchmark exceeds 100 basis points, an automatic adjustment in SDG&E’s cost of capital would be triggered…”  (MICAM decision D.96-06-055, mimeo. p. 3, emphasis added.)

As stated above, the “starting point” for implementation of MICAM is the 1996 return on equity, but it is only “movements in utility bond rates” that drives the MICAM.

Also, in the MICAM decision, in adopting SDG&E’s proposal for MICAM, the Commission stated:

“Under its MICAM proposal, SDG&E would no longer participate in these (cost of capital) proceedings.  Instead, once each year, be made subject to an automatic adjustment, depending on year-to-year changes in utility bond rates.”  (Mimeo. p. 2.)

Further, see mimeo. p. 4:

“When an automatic adjustment is triggered (by a change in bond rates), the costs of capital components would be updated and a new rate of return computed as follows:

1. “The return on equity would be adjusted by one-half the change in average bond rates that triggered the adjustment.”

Also, see mimeo. p. 5, “How MICAM will work in three scenarios starting with the 1997 cost of capital”  (D.96-06-055, emphasis added.)

The above excerpts from the MICAM decision make it clear that there is only one element to the benchmark, i.e., the change in single-A rated utility bond rates.

Turning to SDG&E’s proposal, we would characterize it as an attempt to add a second element to the benchmark.  Currently, a change in the Commission adopted ROE is not an element of the benchmark.  ROE is only the starting point for application of the MICAM to the extent it is part of ROR.  SDG&E, in effect, seeks to make a Commission adopted change in ROE the second element of the benchmark.  In other words, SDG&E is seeking to reinvent the benchmark and rewrite the MICAM decision.  Such a proposal is beyond the scope of this proceeding.

Lastly, as pointed out by ORA, SDG&E’s proposal if adopted by the Commission would have a “large dollar effect” on SDG&E’s rates.  SDG&E has not provided notice to its customers as required by Public Utilities Code Section 454.  That is another reason why SDG&E’s benchmark proposal should be rejected.  Accordingly, ORA’s motion to strike SDG&E’s testimony related to the benchmark issue should be granted.

Therefore, IT IS RULED that ORA’s motion to strike the portions of SDG&E’s testimony related to the benchmark issue is granted for the reason that it is beyond the scope of this proceeding.

Dated August 18, 2000, at San Francisco, California.

/s/ HENRY M. DUQUE

/s/ BERTRAM PATRICK

Henry M. Duque

Assigned Commissioner

Bertram Patrick

Administrative Law Judge
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The Commission’s policy is to schedule hearings (meetings, workshops, etc.) in locations that are accessible to people with disabilities. To verify that a particular location is accessible, call: Calendar Clerk (415) 703-1203.

If specialized accommodations for the disabled are needed, e.g., sign language interpreters, those making the arrangements must call the Public Advisor at (415) 703‑2074 or TDD# (415) 703-2032 five working days in advance of the event.
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