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March 6, 1998

Donna Wagoner, Energy Division

California Public Utilities Commission

505 Van Ness Avenue, 4th Floor

San Francisco, CA  94102

Subject: Comments on Cost of Capital Workshops

Dear Ms. Wagoner:

Attached are my comments following the cost of capital workshops held January 30, February 23, and February 24, 1998. The value of the workshops to me was to reveal--not decide--contested issues. Therefore, my comments do not address business risks and other substantive issues in depth.

I will serve these comments by e‑mail on parties who show e‑mail addresses on the list attached to your letter dated February 27, 1998. I will serve hard copy on you and on parties without e‑mail addresses. If anyone else wants hard copy, please contact me by telephone or e‑mail.

Yours truly,

James Weil

Attachment

COMMENTS FOLLOWING COST OF CAPITAL WORKSHOPS

1. Procedural Issues

I cannot agree to the procedural schedule that the utilities proposed at the last workshop. Although it would allow the Office of Ratepayer Advocates (ORA) 91 days from the filing of applications to service of testimony, compared to 84 days under the rate case plan, ORA must have adequate time to address unbundling issues that will exceed the scope of past cost of capital proceedings. ORA's inability to engage consulting help will make its job more difficult than usual. The utilities' proposed schedule also gives intervenors only seven days to prepare testimony after ORA serves its testimony. The Commission must retain at least the 14 days allowed under the rate case plan. Because intervenors like myself cannot be compensated for work that duplicates the efforts of ORA, we need more than one week to determine the scope of our testimony and to write the testimony itself.

The utilities' proposal allows for rebuttal testimony, which is not an element of the rate case plan. Considering the scope of unbundling issues, I do not oppose rebuttal testimony, but any squeezing of the procedural schedule caused by rebuttal should not harm ORA and intervenors. If the utilities want rebuttal, they should absorb any consequent schedule compression. The best solution is for utilities to file their applications early, not imposition of shortened response times on other parties.

2. Allocation of Embedded Costs

As I stated at the workshops, I do not accept the idea that the same embedded costs of debt and preferred should apply to all unbundled business segments. Allocation of embedded capital according to the rate base associated with generation, transmission, distribution and other functions makes sense, but I oppose application of the same costs of debt and preferred to the unbundled rate base. Certain business risks apply to all segments of the utility business, for example, California's regulatory climate and the state of the economy. But others do not, for example, the risk of Commission disallowances and the consequences of equipment failures.

Business risks affect both the costs of equity and the costs of debt and preferred in capital markets. Therefore, unbundled costs of debt and preferred can be different for generation, transmission and distribution. The importance of this effect should be evaluated in testimony and evidentiary hearings.

3. Business Risks

Because California's unbundling of generation service is occurring in advance of similar efforts in other states, it will be difficult to find utilities outside of California to form reasonable comparison groups. Therefore, I expect that assessment of business risks will become more subjective, and the Commission will rely less on conventional financial models and comparison groups. More hearing time will be spent on subjective testimony.

As part of that effort, the Commission should continue to rely on investor perceptions of the risks that attach to electric industry restructuring. Investment community analysis and reaction to California's unbundling of utility services deserves more weight than in past years.

4. Procurement Risk and the Obligation to Serve

I agree with PG&E's Richard Patterson, who stated at the workshops that the central element of procurement risk is the variability of market prices for commodity electricity. However, there seems to be disagreement about who will bear that risk in a restructured electric industry.

PG&E believes that under electric restructuring the utility distribution company will continue to have an obligation to serve any retail electric customer who requests bundled, unbundled or standby electric service from the utility. I do not oppose this conclusion, but it does not settle the issue of who bears the price risk. Utilities will serve those customers by purchasing electricity from the power exchange. Will utilities then sell that electricity at fixed rates, which would give them the short‑run price risk? Or will they sell the electricity at indexed rates or be allowed some form of balancing account protection, which would pass the price risk along to customers? I hope the cost of capital proceeding will address this issue squarely.

If the distribution company bears the procurement price risk, then the adopted return on equity for the distribution company is the right place to compensate that risk.

Comparison of distribution company and electric service provider (ESP) risks depends on the operations of the ESP. Some ESPs offer their customers indexed rates, for example by discounting below the power exchange average price. The amount of the discount depends on the customer's expected load profile. In this instance, the customer bears the price risk. Other ESPs may guarantee rate reductions below the customer's past tariff rates, which places the price risk on the ESP.

Dated March 6, 1998, at San Rafael, California.
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