
Ms. Donna Wagoner, Energy Division

California Public Utilities Commission

505 Van Ness Avenue, Fourth Floor

San Francisco, California 94102

Sent by FAX to 415-703-1184 (Voice 415-703-3175)

Subject: Comments You Requested on CPUC Electric Cost-of-capital Unbundling Workshops
Dear Ms. Wagoner,

As you know, we submitted a detailed (8-page, single-spaced) proposal on 12 January 1998 for these workshops, followed on 16 January with a 2-page response to other parties’ first filings.  Considering the filings and discussions at the workshops, we see no basis at this time to alter our proposals and good reason to maintain them, and we request that they be considered part by reference of this response, just as if they had been set forth in their entirety here.  We apologize for the tardiness of this response, but note also that your acceptance of it will not prejudice any other party to the workshops or anyone else, and thus we request that you include the following comments in your draft workshop report.  We also commend and thank you and Energy Division staff for your handling of these workshops.

Procedural Issues: We support ORA’s proposal for consulting help in its efforts; because this year’s COC proceedings venture into unexplored territory, the more analytic effort that is timely marshaled, the better.  We accept any of the schedules proposed, with one qualification: if our filing must either not duplicate a previous filing (i.e., if we risk it being non-compensable in part for such duplication) or respond directly to that party’s filing, then we need either sufficient time between that filing and ours for discovery based on the other filing, or an express agreement from that party for timely and forthcoming discovery response before its filing date.  Perhaps the best idea is to allow at least 14 days between filings, with a party’s first filing an affirmative showing only and with all parties allowed rebuttal to all others after the first-round filings are complete.  We believe that all of these concerns can and should be accommodated within a schedule that delivers a decision by the end of 1998.

Capital Structure: As we stated at the workshops, we firmly believe that the optimal or appropriate capital structure for use here is an issue that must be addressed in this year’s case as a significant or major issue.  We directly disagree with PG&E’s analysis, as we presently understand it, and especially with its conclusion that the cost of capital for revenue requirements purposes is generally invariant over a wide range of capital structures.  We expect to make a substantial showing on this matter at hearings.  We suggest that the starting point for capital structure should be a presumption that the existing utility percentage capital structure applies to UDC operations still subject to CPUC revenue-requirements regulation, and that a party proposing a change should bear the burden of proof (both of proceeding and of persuasion) for showing why that presumption should be altered in favor of its proposed capital structure percentages.

Allocation of Embedded Costs: At this time, we see no basis for allocation of existing debt and preferred stock among the various rate bases except in proportion to the size of each rate base.  Further, the embedded costs should be equal as a baseline presumption, unless some party successfully shoulders an affirmative burden of proof (both of proceeding and of persuasion) to demonstrate to the contrary.  If some party can demonstrate, with quantification, that one function raised or lowered the embedded cost at the time of the issuance of existing debt and preferred financing, then a basis for a difference would be found.  Absent such a showing, we are skeptical: fairness, efficiency and sound policy seem to require that a regulatory and market restructuring not unduly or arbitrarily make such a change.  It is possible that the legislature intended to change the business risks facing each sector (G, T and D) in a way that should be reflected in the allocation of embedded financing costs, but again the baseline presumption can reasonably be only to the contrary, with a party so advocating carrying the full burden of proof.

Methodology: Here, see our previous filings, mentioned above.  Importantly, as we noted in our first filing, there are two factors that change the cost of capital: 1) unbundling, per se; and 2) the changes in market and regulatory regimes from the past to the future.  Each must be addressed, and it is better if they are addressed separately.

Ratemaking: Coordination with Automatic COC Mechanisms and with PBR: We believe the changes in costs of capital developed in this proceeding should reflect both the overall change from 1998 to 1999 (as viewed, respectively, in 1997 and 1998) of market costs of capital and the changes in the business and financial risks associated with the regulatory and market restructuring.  Each of these changes should be reflected in one part, but not double-counted.

Business Risk Analysis:
Mechanism; Regulatory Framework; Defining Business & Operating Characteristics of UDCs; Risks That Have Vanished or Diminished for Utilities; Participants’ Views of Future Utility Company; & Roles, Responsibilities & Obligations of UDCs: Our methodology, described in our filings referenced above, addresses these items directly, as do the answers below to specific questions.  We will try to enlarge on these answers in terms of these specific headings as this case progresses.  For now, we note that the workshops and filings discussions of risk, while provocative, occurred in something of a vacuum.  The parties do not know what particular ratemaking and policy mechanisms the Commission will adopt in implementing the restructuring and reregulation.  For example, we may be more than a year from CPUC guidance on exactly how it will handle items such as core electricity supply costs.  That is, will the Commission allow the UDCs PX-purchase balancing accounts or indexed prices?  The parties don’t know.  As to the revenue cycle, they don’t know how the CPUC will account for the UDC base-rate component for meter reading and customer billing -- nor what mechanism it will adopt to account for reduced UDC total costs as some billing is shifted from them to private billing companies.  Therefore, we recommend caution in allowing subjective adjustments in the COC for assumed changes in UDC business risks which are merely unsupported speculation.

What is the relationship between investment risk and utilities’ obligation to serve -- specifically, obligations to provide electricity procurement service?  Does the procurement risk reside with the distribution company?  Under electricity restructuring, who bears procurement risk?  Do the utilities retain an obligation to serve and are there risks associated with that?  First, the obligation to serve, as a general regulatory concept, merits clarification, for it is often misunderstood.  This obligation encompasses two parts:

· 1) non-discrimination, the obligation to provide service to all customers on a basis that is not unduly discriminatory; and

· 2) reliability, quality and level of service, the obligation to use best efforts to find economic levels/characteristics for the overall provision of their franchised service, while promoting fairness (equity) among classes of users.

The non-discrimination (or reasonable discrimination) obligation continues, essentially unchanged, under CA’s new regulatory and market structure for UDCs, as does the reliability/quality/level-of-service obligation -- however, in this proceeding (and in CPUC regulation of UDCs in general) both of them are limited only to the range of operation (D, T and revenue-cycle) assigned to the UDC and which is regulated under methods that rely on RR amounts.  The reliability/level/quality obligation is not absolute; it never was and couldn’t be (despite efforts of some utility witnesses in past non-COC cases to paint it as such), because for example no electric-supply system can be made absolutely reliable.  Thus, the issue was always one of prudence and reasonableness: whether a utility’s efforts and results were sufficient in seeking optimality.

UDCs no longer have planning, construction, procurement and operations (in sum, energy supply) responsibilities and risks on the bulk power supply side, as did vertically integrated electric IOUs -- but UDCs will carry their traditional obligations to serve (both of them) to the extent each is associated with their remaining T & D and revenue-cycle functions.  (The UDC obligation, for core customers, to act as a purchasing/payment pass-through agent may entail small risks that must be compensated -- but it is not the same as the substantive electricity-supply obligation to serve, and its risk is much less than is that risk.)  The key question, then, which we believe should be the focus of particular attention in this year’s case, is whether the part of the obligation to serve attached to electricity supply (which has now been transferred from the utility to the ISO, to customers, perhaps to ESP in limited circumstances, and otherwise dispersed) was riskier for utility investors than was the part attached to the functions that now remain with the UDC.  From half a century of experience, we suspect that the reliability/quality/level obligation-to-serve risk was in fact higher for energy supply than that for the other electric-utility services -- but a firm conclusion must await evidence in this year’s hearings.  If the energy-supply risk was higher, then its transfer reduces the UDC’s COC, and vice-versa.

Assuming there is procurement risk, how should it be compensated?  Distinguish the procurement risk for distribution companies versus ESPs.  As we understand the restructuring and reregulation, UDCs carry virtually no procurement risk in the future.  Unless some party makes a clear and convincing showing to the contrary, the question of how the procurement risk should be compensated is thus irrelevant in CPUC COC hearings.  If some party makes such a showing, then the procurement risk should be compensated as it always has been by the CPUC: in the allowed COC in accord with risk/reward principles, as reflected in quantitative analysis of firms that carry such risks, especially as revealed in the DCF, CAPM and RP models.  In the framework of our proposed methodology, determination of how any such residual procurement risk would compare with that in the past and that carried by other utilities today -- i.e., of the risk premium that should be included in the allowed COC -- will be made in part 2 of the analysis described at pages 6-8 of our 12 January proposal.  As we understand the restructuring and reregulation, ESPs will carry energy-supply and procurement risks only to the extent they contract to do so -- and the compensation for that risk assumption will be determined either directly in market pricing or in the closest alternative, an efficient auction process.  The risk assumed in this area by an ESP will thus be specific to its operations and contracts, while, as noted above, the UDC’s energy-procurement risks will either be zero or be established by the CPUC in these hearings, based on a sufficient evidentiary showing.

Other Issues: We raise none at this time, but stand ready to respond to them as the Commission or other parties raise them.

Thank you again for the opportunity to submit these comments, and we look forward to reviewing your draft workshop report.

Very truly yours,

Ron Knecht (Ron Knecht @ aol.com)
Ray Czahar (RCzahar @ aol.com)

c/o
Ray Czahar; 5650 Gravenstein Highway -- Route 116 North; Forestville, CA 95436

Voice 707-887-2522; FAX 707-887-2510


