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On February 23 and 24, 1998, a workshop was held on cost of capital for electric utility unbundling of generation, distribution and transmission, as ordered in Commission Decision 97-12-089.  The parties participating included Southern California Edison Company, San Diego Gas and Electric Company, the CPUC Energy Division, the Office of Ratepayer Advocates, the United States Department of Defense, the Department of the Navy, the California Farm Bureau Federation, the California Department of General Services, Southern California Water Company, Southern California Gas Company, Sierra Pacific Resources, Mr. James Weil, Mr. Ron Knecht, Mr. Ray Czahar and Pacific Gas and Electric Company.
Pursuant to the Energy Division’s February 27, 1998 Request for Comments, PG&E submits its comments on the “Topics for Comments” identified in the attachment thereto and the workshop itself.  PG&E will file comments on the Energy Division’s Draft Workshop Report and reply comments at the appropriate time.


During the workshop, PG&E made a presentation on the issues and ideas it has identified as germane to the upcoming debate over cost of capital for unbundled electric utility distribution.  PG&E’s presentation served as a platform for the participants to discuss the issues identified.  No other parties presented proposals for unbundled electric utility cost of capital.  Consequently, PG&E’s comments mirror PG&E’s position on the issues it identified. 

The following summarizes PG&E’s positions on issues addressed during the cost of capital workshops sponsored by the CPUC in February 1998.  As the case proceeds and the record is developed, PG&E reserves the right to modify and/or expand upon the points contained in these comments:

1. Capital Structure

PG&E does not anticipate any significant changes in its capital structure in the near future.  PG&E’s current utility capital structure targets are the same as those adopted by the CPUC for setting rates.

Furthermore, PG&E believes that capital structure is largely irrelevant in the determination of the revenue requirement of the cost of capital.  Because the after-tax cost of capital is essentially constant over a broad middle range of capital structures, the revenue requirement of the cost of capital is therefore also essentially constant.  That is, it is the overall cost of capital that determines the revenue requirement, not any particular capital structure.  Using a different capital structure for setting rates does change the ROE, but the after-tax cost of capital remains constant, as does the revenue requirement.

2. Allocation of embedded costs of debt and preferred stock

PG&E’s assets are financed with a combination of debt, preferred stock, and equity.  Specific issues of securities are not associated with any specific asset.  Therefore, the applicable cost of debt or preferred stock for any asset is the overall embedded cost of PG&E’s debt and preferred stock. 

3.
Methodology

PG&E is considering two basic approaches to assess the risk and cost of equity capital of its electric distribution assets in a restructured industry:

A.
It is generally assumed that deregulation of a part of a business results in a higher cost of capital for that part.  For example, deregulation of the telecommunications industry, specifically the long-distance part of that business, created greater risk, and a higher cost of capital for AT&T.  However, a study of the impact of such partial deregulation on the cost of capital for the remaining, regulated parts (the “Baby Bells”) reveals that partial deregulation is not a “zero-sum game”:  partial deregulation of one part increases the cost of capital of the remaining still-regulated parts, too, relative to the cost of capital for the previously bundled entity.  

Restructuring of the electric industry may yield similar results.  Two industries, telecommunications and natural gas, have been restructured over the last twenty years and may provide a measure of the change in risk as a result of restructuring.  The following steps would be followed:

1. Determine the change in risk, relative to the risk prior to restructuring, of the remaining regulated parts of the telecommunications and natural gas industry;

2. Qualitatively assess the factors affecting the change in risk of the remaining regulated parts of those industries, and determine to what extent similar changes may occur in the electric distribution business;

3. Estimate the risk premium that may result from electric restructuring and;

4. Calculate the cost of equity capital of the distribution business as the bundled cost of equity capital prior to restructuring plus a premium to reflect the change in risk as a result of restructuring.

B.
Determine the cost of capital by using a set of comparable companies, that is, by using companies that appear to have the same risk as that of the electric distribution business in a restructured environment.  Two groups of companies that may have similar risks are natural gas distribution companies, and the regional electric distribution companies (RECs) in the U.K.  This process would require a risk analysis to determine the comparability of the U.K. RECs and the gas distribution companies to the restructured electric distribution industry.  Following that risk analysis, typical cost of capital estimation methods, such as the discounted cash flow model (DCF) and risk positioning methods, could be used to estimate the cost of equity capital for electric distribution.

4.  Business Risk Analysis

PG&E believes that electric restructuring will increase risks for the parts of its business that become subject to market competition, as well as those parts that remain regulated, relative to the overall risk of the current bundled utility.  

The factors that affect risk relevant to investors are those that affect the expected variability of investor cash flows relative to changes in overall economic activity.  (Risk means the uncertainty or unpredictability of how cash flows will vary over time.  Highly unpredictable cash flows which deviate very substantially from an expected level of cash flows are more risky than cash flows that are more certain and only deviate a little from what was expected.  The terms “variability”, “unpredictability”, and “uncertainty” are used to denote risk.)   Thus if restructuring increases the variability of input costs without an exactly correlated change in the variability of revenues, then the utilities risk has increased, as has also the cost of capital.  

One risk is the uncertainty of regulatory outcomes under restructuring.  That is, investors do not know today what ratemaking mechanisms will be in place a few years from now, and whether those ratemaking mechanisms will increase or decrease the utility’s risk.  Different ratemaking mechanisms can put more or less risk on investors by changing rate design or by changing the use of adjustment clauses.  What investors do know is that the trend in regulation is to move in the direction of putting the utilities at greater risk in order to provide the utilities better incentives to be efficient.

Several examples of risk follow:

A.
Price risk

Price risk is the risk that unexpected variations in PG&E’s input costs (M&O and capital) are not offset by similar variations in revenues.  That is, prices charged by PG&E for electricity may not adjust for every change in PG&E’s input costs.  

Most of the costs of providing distribution service (wires only) are fixed – in the short-run they don’t vary as a function of the volume of electricity sold.  This risk, the variability of input costs of the wires-only business, does not appear to be increasing as a result of restructuring.

The biggest price risk faced by the UDC is the purchase, or procurement, of electricity.  As balancing accounts are eliminated or reduced, this price risk will increase.  PG&E believes that new rate mechanisms will be developed to put the utility at greater risk for the costs of procurement than under current practices. 

B.  Sales risk

Sales risk results from the volume of electricity sold.  Because the wires business has a very  high degree of high fixed costs, small variations in sales may result in large variations of investor cash flows.  Elimination of sales balancing accounts will increase the variability of cash flows, thereby increasing the cost of capital.

C.  Changes in Ratemaking

Regulatory agencies can increase or decrease risk through rate design as well as by the use of mechanisms such as balancing accounts and incentive ratemaking mechanisms.  For example, a goal of PBR mechanisms is to further decouple revenues and costs, thereby increasing the variability of cash flows and utility risk.  
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