PUBLIC UTILITIES CONMISSION OF THE STATE OF CALIFORNIA F-1

ori RESOLUTION NO. F-616
Orig. and Copy _
to Executive Director EYALUATION & CONRPLIANCE
- DIVISION -
RESOLUTION DATE: October 1, 1986

Director

____Nunmerical File
Alphabetical File
____Ac¢counting Officer .

SUBJECT: Commnission Policy Re: Competitive Bidding Rule

WHEREAS: Theé Commission has, from time to time, set forth its
policy regarding the competitive bidding rule which was adopted in
Decision (D) 38614 dated January 15, 1946, and subsequently amended by
D.49941, D.75556, and D.81908. In Resolution No. F-591, dated
August 4, 1981, we sét forth our current policy regarding exeaptions
from the competitive bidding rule which is as follows:?

"The Securlties Unit of the Revenue Réquiremeénts. (now .
Evaluation &. Compliance) Divisién will review each . ]
appli¢ation requesting an exemption from the Commlssion s
competitive bidding rule. Baseéed on the fatts and
¢ircumstances of each f;llng, thé Revenue- Requlrements
Division shall prepare on‘an ex parté basis either (l) .
décision granting the exeamption or (2) ‘a decision denying-‘
the exemption, but granting authority to prdceed on a-

' competltl\e bid basis.

"Decisions granting exemptiéns from the rule shall also
grant authority. to proceed on a competitive bid basis, so
as to provide for maximum financial flex1b111ty under ther
then prevailing économice condltlons.

The staff of the Evaluation & Compliance Division has prepared a o
report on the compétitive bidding rule which séts forth c¢eéertain -
conclusions and recomméndations regarding the rule. The réport is
attachéd hereto as Exhibit A, We have examinéd our pélicy in light of
current éconsmic and financial conditions and we ¢oncur with the
recomméndations as set forth in the report. We ‘have’ determlned that
cértain modifications are required. Our strong preference for
.COmpetit1vF bidding remains unchanged. However, we reécognize that
there are-cértain circumstances which would justify the granting of
exémptions., ¥e find it necessary to modify our previous poliéy and to
definé thoseé circumstancés undér which requests for exemption will be
granted or considered.

IT IS ORDERED that the p011cy relating to exemptlons from the
competitive bidding rule is modified as follows!

(1) The competitive bidding rule is mandatory for all domestic ‘debt
issues of debentures and first mortgage bonds of $200 million or less.




(2) Requests for exemption from the rule will 6nly be entertained

for debt issues In excess of $200 =illion, and will only be granted
upon a compelling showing by a utility that because of the size of the
issues an exemption is warranted.

(3) Debt issues for which competitive bidding is not viadble or
available are exempt.

(4) The notiftcation réquiréaent to solicit bids is shortened to
one day, S

(5) Telephonic competitive biddidg is allowable.

(6) The rule is only applicable to utilities with bond ratings of nAM
or higher.

(7)) Bond issues of $20 -illiou or less are etempt.

I hereby cértify that the foregoing . Resolutién was duly introduced,
. passed and adopted at a regular meeting of -thé Publi¢ Utllities L
Connission of the State of California, held 6n O% gher }. 1986, the
following Conmmissioners voting favorable thereon SR
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EXHIBIT A

CALIFORNIA PUBLIC UTILITIES COMMISSION
EVALUATION AND CONPLIANCE DIVISION

REPORT ON THE

CALIFORNIA PUBLIC UTILITIES COMMISSION'S'

COMPETITIVE BIDDING RULE

FOR ISSUANCE OF DEBT SEGCURITIES

' JAMES D. PRETTI -
Deputy Director

San Ffan¢i$éd,,Célifofnia,
September 5, 1986




At the Comnission meeting of July i6. 1986, Commissioner
Frederick Duda reQueSted that the Evaluation and Conmpliance Division
(E&C) prepars a report 6n the Conmission's Competitive Bidding Rule
for the issuance 6f debt securities. It was speciftually requested
that the report addcess the folloving questionst ~ -

1. 1Is the Rule which was first adépted on-January'IS. 1946

still applicable in light of current finan¢ial and

econonicé cOnditIOns?

Is it necessary or desirable to have a Competitxve
Bidding Rule?

Should the Commission strictly enforce the present Rule,-
or should the Coamission continue its present policy of
granting exemptions 6n a case-by-case basis?

4. What ¢lrcumstances justify granting exenptiéns to the E
Rule? _

Background

The Competitlve Bidding Rule was adopted by the Commission in
Decision (D.) 38614, dated January- 15, 19&6. “and subsequently o7
amended by D.49941, D. 75556 and D. 81908. The Rule orlglnally |
applied to all types of securitles. stocks, bonds. notés and
conditional salés coatracts. Subsequént amendments to the Rulé wvere
adopted which resulted in the current Rule béing applicablé to debt
securities Onlr and to issues of $S niiiion'or moré.. | .

Theé Comm1851on has from timé-to- tlme reviewed thé'
applicability of the Rule under preva111ng circuustances and has-
granted exemptxons as deemed warranted. The Comnission s current T
policy regarding exéenptions to the Competitive Bidding Rule was sét

forth in Resolutien No. F—591, dated August 4, 1981, a c0py:of which

is attached as Appendix A. The Resolution states that each reduést

for exémption to the Cbmpetitive Bidding Rule will be revieved by

the Securities Unit of thé Revenue Requirements Division (now E&C),




Based upon the facts and circunstancés of each request, the staff
vill prepare an ex parte decision either granting or denying the
exenption.

In preparing this report Fhe staff solicited comments from
Pacific Bell, Pac{fic Gas and Electric¢ Company, Sen'Diego-Cas and
Electric Company, Southern Califérnia Gas Company, Southern
California Edison Company, and G;enefail Telephone Conpany of -
California, and has incorporatéd their responses ihtoughoug the
repért. | |

Conclu51ons

It i$ the opinion of the E&C Division that a Competitive .
Bidding Ruleé is both applicable and desirabdble under current
financial and eCOnomic conditions.

The Competltlve Bidding Rule should be enforced for ail
publlcly issueéd domestlc debeéntures and flrst mortgage bonds oE $200
million or less.

Bond issues in éxeéSsrof $200 miiiioﬁ would él§o bé required
to be issuéd via competitive bidding:_ hévevér! tequesté f6f‘
exémption would be considered if a ugflity can cléérly,denénstrété
that becausé of the sizé of the offéring.'and-éxembtidn‘is‘)

“justified.

Petitions for exeaption from the Rule will only be grantgd

hpoh a con¢lusive showing by a utility that an exemptiég'would be in
the best ‘interest of ratepayers.
The Competitive Bidding Rule should bé modified to exeipt‘.

debt issues which do not lend thémselves to competitive bidding.




The Rule should dbe modified to shortén to one day the
notiffcation requirenents to solicit competitive bids and also to
perait telephonic bids.

Discussion

Needless to state that since the Competitive Bidding Ruie vas

adopted by the Commission in 1946, financial and économic conditions
have changed radically, Therefore, the question of vhetner tne’Rule‘

is still app11cable in light of current economic conditions is quite;?
| appropriate. Except for Southern California Edison Co., all of the
utilities submitting comaents to the staff wvere unanimous-in their
opinfon that the Rule is outdated, is no ionger.useful. and shéuldf
be abolishéd. ¥e agree that the Rule is outdated and should be
modified; hoyever. we do not agree that it is no lenger applicable.
_ nor should it be abolished.

Intérest rates have decreased significantly during the'oast’
ty¥o years aé has theé rate of inflation. It is the obfnion of the
majority of financial analysts and econoaists that ‘barring sone
unforeseen events or circumstances, there is roow for further
moderate reductions ian inteéerést rates ia the neéar future. and that
the current low rate of inflation'vill COntinue to be relatively
stable. We believe that in such a perlod of deélining interest
rates competitive bidding can produce the lowest cost to a utllity.
. A major factor 1n’c°n51dering-the applicabxllty and 7
des1rab11ity of a Competitive Bidding - Rule is the quest1on of vhich
method, compeétitive or negotiated, produces the lowest cost., It can
be argued that by definition, compétitive bidding results in the
lowest cost, However, evidence does not support such anjargument.

Many studies have beeéen conducted and many articles have been




published conmparing the two emethodologies, These studies and
publications are remarkadly unanimous in\concluding that there is no
clear evidence to indicate that efther method ptodﬁces the lowvest
cost., |

The E&C staff analyzed all of the debt securities issued by
“"AV- and MAA"-rated ut{iities trom January 1981 to July 1986, The
results of that analysis are presented on Graph I, for "A"-rated )
utilities and Graph II, for "AA"-rated ﬁtilities. Tﬁeée graphs showv
the cost to 5 utility for long—fera bonds (10 or mO?e years) sold~on
a competitive bidding basis (dotted line) and on a hegbtiéted.bésis
(dashed line), together with a comparisbn of cost for comparable
long-term Treasury issues (solid line) As can be seen in the

graphs, the lines for conpetltlve and negotlated contindally cross

over each other indicating that at various times each aethod
: &

Tesulted in the lowest cost. The graphs also clearly illustrate’

that neither method consisténtly résulté in the 1o§est cost: The -
staff also révieued-a>si3ilér analysis madé bf,Solomon Brothérs for
the years 1970 to 1980. The results of tﬁat study wvere viftuéliy 
identical to thé résults shown on Graphs I énd i1,

It ¢6701d be furthér argued that since the\re\‘is no :e‘mpiricéi
evidence th;t the use of githér'métﬁod guéranteeé the lovest cést,
then the énforcemént of a Competitive Bidding Rule under certain
conditions'uduld not réSUit in utilitieé‘incufring higher deébt
costs. ¥e believe that if the Commission vere to adopt such a
policy, it could do so feeéling confortable that the results.wbuld be
as reasonable as could be expected:. It would be proper to note at

this point that Southera California Edison Co. almost éxclusively




uses competitive bidding for its domestic 50nd issues. Although
there are reasons other than competitive didding, it should be
stated that Southera California Edison Co. has the lowvest embedded
debt cost of any major California utility,

We will now define those certain ¢onditions uander which
enforcement of a Competitive Bidding Rule would. and would not, be
applicadble. ‘

Since the Rule wvas adopted in 1946 and revised in subsequent
Commission decisions, utilities have experieneed many change; 1nr
financial markets. In response to changing business and ecoﬁoeie'
conditions. suc¢h markets have bécome more cbmplex and tinancing
'methods more sophistitated. Financiag instruments vhicﬁ éré»in
common use today d1d not exist 20 years Agé, 1et aléne’ 60 years. _A
number of these debt’secerltles, eithér by their nature or by ‘
established business practices do not lend'theéselees to Compétitivé
bidding. Securities privately placed with spec1f1c léndeérs and bank
tern leans obviously must bé négotiated. Competitlve bldding is not»
presently avallable in European or Japanese markets. Certain tax-=
exémpt pollution control bonds have terms whlch are spec1fically }"
negotiated. Var1ab1e interest rate debt is normally compieted on a
negetiated baSISi It is reasonabie that these typés of debt
instrumeﬁts should be exempt fros the Competxtlve Bldd1ng Rule.r

However. domestic issués of debentures and Eirst—mortgage
bonds st111 lend themselves quite n1ce1y to compet1t1ve bxddlng.

particularly for utilities with bond ratings of "A" and above, Bond

ratings of "BBB" are considered to be the lowest investment grade of

bondsi ratings below that are considered to poséeés spéculative

elements. Utilities with bond ratings of "BBB" or below should have




the flexibility to be able to issue bonds both on a qompetitive
bidding and s negOtia'ted basis, _

The utilittes have stated, and we believée with soame logice,
that the size of a dedt offering can be determinative of vhether
competitive bidding or negetiated basis will produce the lowest
cost. It has dbeeéen stated that for a large-stzed debt offering a.
rnegotiated pricing can likély produce a lower cost. In a.negotiate&
offering, an underwriting ‘syndicate can be formed ¢onsisting of
~virtually the entire investment banking industry w{th éach
participant agreeing to take a various Aumber of bonds. In a
coampetitive offering, the investment banking €irms are divided into
bidding syndicates: With fewver firns in the syndicate, participants_
will agree to take a greater nuabdber of bonds. Having to take a.
greater number of bénds, it is argued, creates greater risk for the
firnms and they will tend to did mére aggre551ve1y. B

The staff analyzeéd the size of bond 1ssues by nAn and "AA"-
rated utilities from January 1981 to June 1986; Fér‘“A"—rated'
utilities, 52 issues wveré 6n a compétitive basis with an avéfaée
size of §75 million, and 146 issues vere on a négoiiatéd basis with;
‘an average size of $110 million. For “AA“—fétee utilitiéé,»ﬁs t
issues weéré on a comﬁetifiQe basis$ with an average si;éﬁof;§lé5-
million, and 78 issues were négotiatéd with an avefegé.size of{#ijﬁ
million. Of all bonds issued on a competitive b.ésis; 40% were in
excess of $100 million, vhereas 58% of all bonds issued on a
negotiated basis were in excess of $100 million. THiS'eouia

indicate that the larger the size of a bond isSue.Lthe mdreilikely

utilities would opt for a negotiated offering., Based upon this.




_market observation it vould be appropriate for the Comalssion to
consider requests for exeaption from the Rule for debt issues over
$200 million.

The utilities are unanimous in their comments that neébtiated
pricing affords greater flexibility in timing an issue, f.e., they
can‘react more quickly to aarket events, results in greater pre-
marketing efforts by investment pankers. and results in a'éréater
nunbér of investment bankeérs Seihg availaﬂlerto form a séllih§
syndicate. In régard to greater flexibility, we Séiieve thét the
Rule should bé modified to reduce to one day the notiffcatien
requirement to solicit ¢ompetitive bids and that telephonic bidding
be permitted. This should provide sufficient fiexibiliiy to élléw
utilities to quickly react to ‘markét conditions, As to pre-
marketing efforts and number ofriﬁvestmént'fifms-in a.sellihé
syndicate, there is no evidénce to suggest lower costs vill fésu1E.

The utilities allege that in times of velatile capital

markets, negotiated pricing can result in lover costs. Hovever,

there is n6 evidence to support such énAallegéiidn; Our review of
dedbt issués c¢overing the pasi 15 years indicates that in'pe;iédé 6f
volatile capital‘markets.\at no time did either method exhibit 2
clear advantage.

The presént Rule éxempfs issues of $5 million or less| we;
beliéve that the limitation should be‘iﬁcteaSéd t6 $20 ﬁiliidn,
Issues of $20 miliidn or less areé usually bfféted by small uti{itiés
that are not well known in the financial community. Consequently,
it is difficult to generate sufficiént interest among investment

bankers to form bidding syndicates.




Reconnendations

The Comnission should énforce the Competitive Bidding Rule
for 531 debt issues of $200 million or less. |

Requests for exeamption from the Rule shéuid.anly be
entertained for debt issues in exceas of $200 million, and would
only be granted upon a compelling shoving by a utility that because
of the size of the issues an éxemption is warranted.

The Rule should be modified to. exempt those debt issues for
which competitive bidding is not viable or available. The Rule
,should “be further modified to shorten to one ‘day the notificatlon
requiréments to solicit cOmpetitive,bids and to also permit
teléphonic §0mpétitiVe:bidﬂiﬁg{ ’ | |
The Rule should only bé applicable to uiilities'with bond

ratings of "AY, or hiéhér.r

Bond issues 6f $20 million oc 1éss should be exempt fron the
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