
DOD COMMENTS ON THE UNBUNDLING COST OF CAPITAL WORKSHOP

INTRODUCTIONPRIVATE 


As an active participant in all cost of capital (COC) attrition cases in the past, the Department of the Navy, representing the consumer interest of the Department of Defense (DOD), participated in the Unbundling Cost of Capital Workshop based on DOD's firm belief that such activity will result in a more efficient way of conducting COC proceedings in the new environment of the restructured electric industry in California. The Workshop covered the issues for which it was convened.  It is the opinion of DOD that some issues were fairly well articulated and some movement towards a consensus may be reached, although the attendees did not make firm commitments to any position.  DOD would place the issues of the appropriate capital structure and embedded cost rates in this category.  The other major issue was the unbundling of the cost of common equity and the related issue of the definition of the distribution business including the assignment of procurement risk.

THE TASK

In principle, the task is quite simple.  A rate base for each component--generation, transmission, and distribution--would be developed.  Next, an appropriate capital structure would be developed for each component taking risk into consideration.  The embedded costs of the capital components would be assigned along with the appropriate cost of equity for each type of service.  These cost rates would be applied to the appropriate capital structures and the weighted average cost of capital for each type of service would be calculated.  Unfortunately, the simplicity of the principles is not matched by the realities of methodologies and data availability.  There is also considerable baggage in the historical development of the financing of the subject utilities that cannot be dismissed as irrelevant.

CAPITAL STRUCTURE

Ideally, a capital structure appropriate for each component of electric service could be developed.  It is apparent, however, that any attempt to allocate the total capital and its components--debt, preferred stock, and common equity--would be difficult, if not impossible.  Most of the utilities suggest that they intend to use the capital structure approved by the Commission (or one very similar) in their most recent proceeding involving the cost of capital.  SDG&E suggested that it might allocate specific issues to specific functions.  

DOD is sympathetic to the use of an average capital structure at this point in time.  It would reflect, and be consistent with, the use of an average mix of capital for capital budgeting purposes.  Over time as new capital is raised to support specific functions, that new capital may be allocated and capital structures of the component services will change.  DOD believes that the financial markets will judge the reasonableness of such allocations.  DOD also believes that management of a company should have some discretion to manage its capital structures subject to the discipline of the market.


At the workshop, PG&E presented a theoretical approach to the capital structure issue.  Basically, PG&E concluded that the capital structure issue is irrelevant.  DOD would not go so far, but would agree that the capital structures presently in place for the utilities are reasonable and within ranges such that the weighted average cost of capital is fairly flat.  

In the mechanical way that the weighted average cost of capital is calculated in the prior annual cost of capital proceeding, variation in the ratios for the capital components and embedded cost rates will have an effect on the overall cost of capital.  This suggests that the trade-offs between debt and equity are not perfect offsets to each other as implied by the theory presented by PG&E.  DOD acknowledges that tax considerations are important, but suggests that personal taxes have never been given serious consideration in setting the cost of capital in the rate case environment.  This is because of the difficulty of determining which personal tax rate should be used. Personal taxation is only important to the investor to the extent that capital gain and ordinary income tax rates differ.  

EMBEDDED COSTS

The embedded cost rates for debt and equity should be consistent with the capital structures that will be adopted.  This would suggest that average embedded cost rates be used.  This is reasonable at least for the transition period.  SDG&E may be an exception if it goes ahead and allocates capital to the specific functions.  Such an approach will have to be judged on the basis of its reasonableness.  On this approach, DOD must reserve judgment at this time.


DOD does note that, as in the case of the capital structures, embedded cost rates will change over time in response to the raising of new capital and its allocation to specific functions.

BUSINESS RISK AND COST OF EQUITY

The really difficult issue is the unbundling of the cost of equity.  Much discussion focused on the business risk of the utilities and how specific actions of the CPUC has affected or will affect that risk.  While such discussion is interesting, there is a wide range of opinions on the issue.  After placing a laundry list of business risk issues before the group, Dick Patterson of PG&E, said it best--estimating the cost of equity is crude.  DOD agrees.  But, more importantly, DOD believes that what all workshop attendees think is irrelevant; it is the market's perception of risk that matters.  Any list of specific risk factors, unique or not unique to California, will be incomplete.  These considerations are best left to qualitative analysis, and not incorporated into any formal financial modeling process.  DOD believes that any attempt to refine the cost of equity estimates by including basis point adjustments to account for specific business risks will be swamped by differences in results caused by differences in the input assumptions to the financial models.


DOD suggests that there are two approaches to estimating the cost of equity and the overall cost of capital.  The first approach would be to calculate a utility's overall cost of common equity and then allocate it to functional area--generation, transmission and distribution.  This approach would have the distinct advantage of controlling the individual costs of equity to a total.  Unfortunately, DOD sees severe data problems in such attempt.


The other approach would be to use a bottoms-up method.  Essentially, this would require the use of proxy groups of companies for generation, transmission, and distribution.  DOD sees benefit to performing the analysis for all three functions--generation, transmission, and distribution.  Looking at all three functions would help to see if the pieces fit.  For example, it could identify whether generation is more risky (i.e., has a higher cost of equity) than either transmission or distribution. It might enable the establishment of the spread in cost rates and reveal whether it is as great as some researchers have indicated.


DOD believes that this second approach is superior and has identified some possible surrogate groups.  Independent power producers may be used as a surrogate for generation although this group may have the greatest data problems.  Gas pipelines may be used as a surrogate for transmission.  For distribution, gas distributors is a possibility; the United Kingdom (UK) electrics is another, although regulatory and tax differences between the US and the UK may prove insurmountable.  A third alternative that was discussed is telecommunications companies where the division between long distance and local exchange services seem to have natural counterparts in generation and distribution.  In any event, DOD intends to adjust cost of equity estimates for differences in capital structures between those of the surrogate groups and those proposed by the utility companies.
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       March 6, 1998

Donna Wagoner

Energy Division

Public Utilities Commission

State of California

505 Van Ness Avenue, Fourth Floor

San Francisco, California  94102


Re:  Comments on Unbundling Cost of Capital Workshop

Dear Ms. Wagoner:


Pursuant to your request for comments, the Department of Defense is enclosing its comments on the workshop.  Copies of these comments are being mailed to all workshop participants and will be posted on the Commission's website.  








Yours truly,








NORMAN J. FURUTA
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Encl:  As stated

Copy to:  All workshop participants

PROOF OF SERVICE BY MAIL

(C.C.P. Sections 1013a(1) and 2015.5)


I, the undersigned, state that I am a citizen of the United States and employed in the County of San Mateo; that I am over the age of eighteen (18) years and not a party of the within cause; that my business address is 900 Commodore Drive, San Bruno, California 94066-5006; and that on March 6, 1998, true copies of the attached document entitled:


DOD COMMENTS ON THE UNBUNDLING COST OF CAPITAL WORKSHOP

were sealed in envelopes with postage prepaid and placed in a mailbox regularly maintained by the Government of the United States in San Bruno, California, addressed to each of the parties listed on the attached service list. 


I declare under penalty of perjury that the foregoing is true and correct.  Executed at San Bruno, California, on March 6, 1998.
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