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Summary

A. Consensus

1) Parties developed an agreement regarding discovery which will apply on an interim basis until the utilities make their filings.  Pacific Gas and Electric Company (PG&E), San Diego Gas & Electric Company (SDG&E) and Southern California Edison Company (Edison) (Utilities) agree to provide responses to reasonable data requests in advance of the Utilities’ 1999 costs of capital (COC) filings.  The Utilities assert that reasonable data requests, at this time, include requests for data that is readily available.  The Utilities stated they will not conduct new studies, before their filings, in response to data requests.

2) Except for some of SDG&E’s industrial development bonds, historical embedded costs cannot be allocated/assigned to specific business segments.  It may be possible to allocate/assign marginal embedded costs to specific business segments.

3) The traditional incremental analysis, as used by the Commission in recent years, would not be the most appropriate method to unbundle COC for 1999.

4) In order for the Commission to reach a decision on the 1999 COC before

December 31, 1998, a modification of the Rate Case Plan would be needed to accommodate parties’ inclinations to have an opportunity for rebuttal testimony, and an increase in hearing time, to accommodate the broadened scope of this year’s COC proceeding.

II. Introduction


Decision (D.) 97-12 -089, dated December 16, 1997, ordered the Commission’s Energy Division to convene rate of return workshops on the topic of developing methodologies to determine separate rates of return on equity for the unbundled components of electric utility operations (distribution, transmission, and generation).  The decision noted that in 1998, the Utilities' filings for rate of return and return on equity will propose unbundling of long-term debt, preferred stock, and shareholders' equity to correspond to the business realities of 1998 when largely regulated distribution assets must be separated from largely deregulated generation assets.


D.97-12 -089 directed the Energy Division to invite PG&E, SDG&E, and Edison to participate in the workshops, together with the Office of Ratepayer Advocates (ORA), The Utility Reform Network (TURN), the Department of Defense along with the United States Department of the Navy (DOD), and Ron Knecht and Ray Czahar (KC).  The decision indicated other utilities and entities could participate as well. 


Sierra Pacific Power Company (SPPC) was granted an exemption from cost of capital proceedings pending the Federal Energy Regulatory Commission’s consideration of its upcoming merger with Altus Corporation.  (D.96-05-059 mimeo at 2-3 (May 23, 1996).)  If the merger is implemented, SPPC will be except COC proceedings until 1999, due to the rate freezes incorporated in the terms of the merger.  (Id.)  PacifiCorp has an exemption from cost of capital proceedings through 1999 as a result of a settlement adopted in its last general rate case.  (52 CPUC2d 317, 321 (1993).)  Southwest Gas has been exempted through 1998 as a result of an alternative ratemaking approach in a settlement adopted in its last general rate case.  (57 CPUC2d 646, 649 (1994).)  


In D.97-12 -093, the Commission found that the provisions of Assembly Bill (AB) 1890 apply to the smaller and multi-jurisdictional utilities (SMUJ) and order each of these utilities to unbundle its rates into components that reflect its underlying costs for generation, transmission, distribution, and public purpose programs.


In its letter, dated January 6, 1998, announcing the schedule of the workshops, the Energy Division recommended that the SMUJ: Southern California Water Company's Bear Valley Electric (Bear Valley), Kirkwood Gas & Electric Company, PacifiCorp, and SPPC; attend the unbundling COC workshops.


D.97-07-054 adopted a Performance-based Ratemaking Mechanism (PBR) for Southern California Gas Company (SoCal Gas) and exempted the utility from the annual cost of capital proceedings for the time being.  In its January 6, 1998 letter, the Energy Division noted that the gas industry is going through rapid changes and may be subject to unbundling in the future and indicated that SoCal Gas may want to attend the workshops.


The Energy Division convened workshops on January 30, 1998 and 

February 23 - 24, 1998 to allow utilities and other parties to share information regarding the development of unbundled costs of capital methodologies.  A list of workshop participants is included in Attachment 1.  The workshop was conducted by Donna Wagoner and Brad Wetstone of the Energy Division.

Six parties (PG&E, Edison, SDG&E, ORA, James Weil (Weil), and KC) filed comments prior to the workshop.

At the January 30, 1998 workshop, the Energy Division was requested to take five questions under advisement and to notice parties in the Electric Restructuring (ER) Proceeding that the issue of utility distribution company risk is being discussed as part of the unbundling COC workshop.  On February 11, 1998, the Energy Division distributed a letter to workshop participants and parties in the ER Proceeding.  This letter noticed the agenda for the February workshops, posed the five questions taken under advisement, and requested parties to file comments on these questions and on the February agenda items by February 17, 1998.  The Energy Division did not receive any comments in response to its February 11th letter.


In response to parties’ request at the January 30th workshop, on February 6, 1998, PG&E distributed an excerpt from its 1997 COC Rate of Return Testimony regarding the effect of capital structure on the overall COC.


In its letter, dated February 27, the Energy Division presented the schedule agreed to at the February 24, 1998 workshop for position statements, the workshop report, report comments, and reply comments.  Ten parties filed position statements in March, 1998 (PG&E, Edison, SDG&E, ORA, DOD, Southern California Water Company for Bear Valley, Weil, TURN, KC, and the Department of General Services).  These position statements are included as Attachment 2.  The position statements generally reflect the views presented by parties during the workshops.  It is noted herein where the position statements differ from actual discussion at the workshops.


The Energy Division maintained an area on the Commission's website for the workshop.  Parties were invited to send copies of their proposals to workshop participants and interested parties and to post copies of their proposals, comments, and reply comments to the Unbundling the Costs of Capital Workshop area of the Commission’s website.  Such materials were posted within a day of receipt by the Energy Division.  The Energy Division also posted notices, mailing lists, and the workshop report on the website.  The Energy Division believes use of the Commission’s website greatly facilitated this workshop, especially given the tight schedule.


A key purpose of the workshop was to allow utilities and parties to share information regarding the development of unbundled rate of return and return on equity methodologies.  The workshop afforded parties the opportunity to cooperatively develop new methodologies, or alternatively, to develop individual positions which will be known to all parties prior to the Utilities' filings.  While consensus methodologies were not developed during the workshop, parties now have an understanding of other parties’ positions.  Although a proposed consensus schedule was not reached, parties worked together to develop a schedule to propose for modifying the Rate Case Plan for the 1999 COC proceeding (see Attachments 3 and 4).  It is anticipated that the insights and common understanding of issues gained at this workshop will result in time savings during the formal proceeding.

III. Prior Commission Determinations on Unbundling COC


In D. 93-12-022, the Commission notes it has long taken into consideration competitive risks when setting gas and electric companies’ rates of return.  Additionally, the Commission points out that the financial markets over time have taken competitive risks fully into account, and states “By “competitive risks,” we mean anything that tends to give a utility’s customers economic alternatives to purchasing service from that utility.”


In Application (A.) 94-05-009, et. al.,
 the Independent Energy Producers Association (IEP) presented a proposal to unbundle electric utility COC.  Capital structures and rates of return would be determined separately for each utility's generation function and combined transmission and distribution functions. Combination utilities would require a further unbundling of gas department costs of capital.  According to IEP, most perceived and actual risks for electric utilities are associated with the generation function.  Therefore, it is appropriate that a separate generation return on equity should be adopted, and the generation return on equity should be higher than the transmission and distribution return on equity. 


In support of its conclusion that generation return on equity should be higher than transmission and distribution return on equity, IEP pointed to analyses by investment rating agencies which conclude that generation competition increases business risk, and to the Commission's Order Instituting a Rulemaking,
 which aims for customer choice of generation resources.  If most electric utility risks are attributable to the generation function, then rewards should recognize those risks.  IEP alleged that unbundling costs of capital will not change overall risks facing the utilities, but rather will alter the degree of risk faced by the regulated vs. the nonregulated business segments.


While D.94-11-076 did not adopt COC unbundling for 1995, the decision states that IEP gave the Commission valuable insight into the economics of unbundled services.  D.94-11-076 noted that unbundling would: (1) mitigate cross-subsidies between generation and  transmission and distribution functions; (2) mitigate cross-subsidies between full-service and direct access customers; (3) send correct price signals to utility customers as well as competitors; and (4) allow market forces, rather than regulators, to determine appropriate investment returns for generation service.  Unbundling would help open electric services to competitive markets, while continuing regulation of natural monopoly services. 


In D.94-11-076, the Commission found that for utilities facing unbundling, competitive risks increase substantially, unbundling becomes inevitable, and along with unbundling comes the threat of uneconomic or stranded assets.  During such time, internal subsidies develop.  D.94-11-076 points out that, all other things being equal, the rate of return for the surviving monopoly utility will be lower than the vertically integrated utility facing unbundling. The Commission stated that utilities should address unbundling costs of capital in any future proceedings that seek to unbundle electric or gas rates and services.


D.97-08-056, dated August 1, 1997, directs the Utilities to file applications on May 8, 1998, seeking review of their COC for the 1999 test year.  In that decision, the Commission noted that the Utilities’ authorized COC should ultimately reflect new market structures and the variation in risk between various utility functions.  Per D.97-08-056, unbundling utility COC will be considered in the generic COC review for 1999.

IV. Workshop Topic Areas

A. Procedural Schedule

A number of workshop participants questioned whether the traditional procedural schedule should be modified given the Commission’s directive for utilities to unbundle Rate of Return and Return on Equity for regulated and nonregulated business segments.  ORA proposed extending the schedule into the first quarter of 1999 to accommodate a longer discovery process and extended hearing times.  According to ORA, the 1999 cost of capital proceeding (procedurally taking place in 1998), is a more ambitious undertaking than the previous years’ traditional incremental assessment, therefore, the length of the proceeding schedule should be extended to be commensurate with the new task. Other parties, including PG&E and Edison, asserted that extending the length of the proceeding is both undesirable and unnecessary. ORA’s request for additional discovery time can be accommodated by slightly modifying the schedule.  ORA and James Weil distributed copies of their respective proposed schedules (see Attachment 3).  Workshop participants agreed to work together to develop and present a proposed schedule at the February 23rd workshop. 

At the February 23rd workshop, the Utilities jointly proposed a procedural schedule (see Attachment 4).  Specifically, the proposed schedule would require modification to the Rate Case Plan.  The proposed schedule calls for the utilities to file one week earlier on May 1, 1998 and provides for a round of rebuttal testimony.  ORA reserved comments on the Utilities’ proposed schedule pending a decision on its request with the Commission to authorize a utility-funded consultant to assist ORA in the 1999 COC proceeding.  Several parties expressed concern with the short time period between rebuttal and hearings.  Several intervenors pointed out that with only a week between ORA’s testimony and the intervenors’ testimony, the intervenors should not be required to rebut ORA’s testimony until the formal rebuttal period.

It should be noted, that on March 6, 1998, in their Joint Petition To Modify the Rate Case Plan, the Utilities modified the schedule which they had jointly proposed at the February 23, 1998 workshop.  Instead of requesting that the filing date for the Utilities’ testimony be moved up to May 1, 1998, pursuant to the Utilities’ jointly proposed schedule at the workshop, the Utilities are proposing that the final decision date be moved to the second Commission meeting in December.

In its workshop position comments, TURN alleged the Rate Case Plan does not apply to the 1999 COC proceeding.  TURN believes that COC set for next year may remain in place for several years due to regulatory incentive mechanisms already in place.  TURN points out that the outcome of this proceeding will not have an immediate rate change, but will instead effect the amount of revenues being deemed a part of the current cost of service.  Therefore, the Commission should not be driven to have a decision issued by the end of this year.  The Commission should provide sufficient time to develop the necessary evidentiary record.  TURN would like the Commission to ensure that there is adequate time to conduct discovery on newly made assertions in rebuttal testimony.  At a minimum, TURN recommends a 15 day period between rebuttal testimony and start of the hearings.

B. Access to Workshop Information

Workshop participants agreed that information related to the workshop proceedings should be posted on the Commission’s web site and served on all parties via regular mail.  In addition, the Energy Division was asked to verify the user friendliness of the web site for posting, locating and downloading documents.

C. Procedural Issues

Parties agreed to discovery procedures covering the interim period prior to the Utility filings in May 1998. The Utilities agreed to provide responses to “reasonable” data requests and stated that the data for such responses must be readily available.  The Utilities indicated that they would not initiate new studies in order to respond to data requests. 

D. Capital Structure

PG&E began the discussion by commenting that the company does not intend to change the capital structure of its distribution business vis-à-vis the larger utility.  According to research conducted by PG&E, there is a broad middle range of capital structures where the after-tax weighted average cost of capital (WACC) for a line of business remains flat. According to PG&E, this finding makes the issue of capital structure largely irrelevant to the unbundling proceeding. 

ORA emphasized that capital structure is an important issue to the proceeding and noted that the distribution segment could have a capital structure that differs significantly from other business units. ORA, and several other parties pointed out that changes in capital structure can have significant impacts on the revenue requirement, making capital structure an important issue.

At the January 30th workshop, PG&E was requested to prepare a short discussion paper on its findings regarding the effects of capital structure on WACC for review at the next workshop. PG&E agreed to the request and also offered to make available its 1996 rate of return testimony for the Pipeline Expansion Project which discusses the concept in detail.


At the February 23, 1998 workshop, PG&E distributed a handout illustrating its theory of how personal taxes offset the corporate tax advantage of using debt to finance capital investments.  Several parties emphasized that personal taxes are not used by the Commission when evaluating COC impacts.  ORA pointed out that while the PG&E tables show personal tax offsetting corporate tax, there are benefits with Preferred Stock that are not offset by corporate tax.  This implies that even assuming PG&E's assertions regarding WACC are true, PG&E's theory would only apply to debt and not all debt-like instruments.

PG&E alleges WACC decreases as a firm moves from no leverage to small amounts of leverage, and then flattens out until the costs of financial distress outweigh the tax advantage of debt, as represented in this graph presented by PG&E:

                             WACC






                                                     40%                            65%                 Leverage

PG&E found that with debt ratios of 65% in an affiliate, the affiliate begins to feel some discomfort from suppliers, equity analysts, and increasing debt costs.  PG&E believes there is a flat area in the value of a firm, and that within that range, value is not added by increasing the percentage of debt.  In other words, a company can vary its capital structure along the flat part of that curve without the WACC changing.  PG&E asserted that with no real tax advantage to investors from the use of debt, and given that capital costs flatten out with debt ratios from approximately 40 to approximately 65%, capital ratios should not be an issue for the 1999 COC proceeding.   


Other parties pointed out while ratepayers experience long-term risks from utility debt costs, the benefits from reduced rates when accounting for the tax deductibility of the utility’s use of debt outweighs those risks.


Weil stated that over the last fifteen years, he has seen utilities attempting to increase the equity component.  He believes that such utilities, when conducting financial modeling, use comparable companies (other utilities) that are leveraged higher.  Since that corporate risk is then not factored out, the utility will ride on high return on equities based on comparables companies with higher debt ratios.  PG&E claims when it chooses a sample group, it selects companies with similar capital ratios, plus or minus 5%.  

PG&E asserts when a capital structure is used for ratemaking, the return on equity needs to be adjusted so that the return on equity reflects changes in risk.  The WACC would stay the same, no matter what the capital structure is.

The Utilities point out they generally are required to maintain a prescribed capital structure.  SDG&E can increase its equity component above its adopted equity ratio, but cannot reduce its equity ratio below the authorized level.  PG&E, pursuant to its holding company decision, must maintain 48% equity.  PG&E must file an application to deviate from this  48% equity component.  Subsequently, PG&E alleges it spends an inordinate amount of time maintaining its equity component at exactly 48%.  Edison claims, pursuant to its PBR decision, that it has the flexibility to increase or decrease its equity component 5% or 10 basis points.

PG&E points out there may be different WACC’s for different business segments, but financial (leverage) risk between segments remains the same.  PG&E demonstrated this concept with the following graph:

                              WACC                                      Business Segment A

                                                                                                    Business Segment B
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E. Allocation of Embedded Costs

At the January 30th workshop, PG&E stated that its unbundled cost of debt will be equal to its embedded cost of debt.  Edison commented that the utility does not view this as a key issue in the proceeding.  While parties agreed that generally, specific debt issues or preferred stock issuances cannot be allocated to specific assets, several parties called attention to the distinction between the marginal cost of debt and embedded cost of debt.  Some of the parties believe that future issuances of debt and preferred stock can be allocated to specific business functions.

Discussion on the allocation of embedded costs was expanded at the subsequent workshop.  PG&E and Edison pointed out that their embedded costs, including their industrial development bonds (IDB) cannot be attached or allocated to specific assets, including their industrial development bonds (IDB).  For example, PG&E alleges its IDB proceeds became fungible with all other cash and have been used to finance investments in general rather than specific assets.  Additionally, PG&E claims it may sell assets mentioned in the IDB instruments, but is not required to give back the IDB proceeds.  SDG&E says such is true for itself as well, although the company does have some IDB which are allocated to specific functions. 

Weil asserted that market rates can be used to set embedded costs.  PG&E claimed it may be feasible to use the Capital Asset Pricing Model (CAPM) to set embedded costs, but a beta would be required.  DOD pointed out that the debt beta could be assumed to be zero.  PG&E claims that a zero beta could be used if all capital structures are the same, but questioned whether betas would be different with different capital structures.  Weil asserted that each business segment faces different risks and therefore  would have differing debt rates.

PG&E alleges that there appeared to be a relationship between debt and business risk after the spin-off in the telecommunications industry, but the relationship was not proportional.

Weil questioned whether a debt beta could be the same as the equity beta for a specific firm.  PG&E pointed out that similar utilities in California all have different ratings, although they face similar business risks.

F. Methodology 


The Utilities claim, as of February 24, 1998, that they have yet to develop the specific methodologies to be used in the 1999 COC proceeding.  However, they stated that they have been considering using conventional financial modeling such as CAPM, Risk Premium (RP), and the discounted cash flow (DCF).  For comparable companies, the Utilities are evaluating regional electric distribution companies of the United Kingdom (UK), although such companies are privatized, and natural gas distribution companies.  PG&E claims it has also evaluated many industries with characteristics similar to itself, such as the paper industry, the airlines, and other possible proxies, but has not found any good fits in such industries.


PG&E claims it is also analyzing prior industry restructurings.  For example, PG&E pointed to the break-up of the telecommunication industry in 1984, and how it was believed that after restructuring the regional Bell operating companies (RBOC) would have a lower rate of return.  However, according to PG&E’s analysis, it appears the opposite is true, as is shown in the following graph that PG&E presented at the workshop:
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PG&E claims the rules for capital structure also changed after the restructuring, however, PG&E’s above graph compensates for that, just as it does for interest rate changes.  Bear Valley shares PG&E’s concerns that COC for the UDC will increase after unbundling.


PG&E believes there were similar impacts for gas restructuring and it appears the impact, for both the telecommunications and the gas industries, was an increase in WACC of approximately 30 basis points. PG&E has not yet determined if there are any factors which caused the shift in risk.  The analysis PG&E is conducting in this area may lead to a formula for unbundling, such that:

WACC Unrestructured Utility + RP = WACC Restructured Utility


PG&E estimates that the COC proceeding’s impact on the utility for 1999 will only be $50-$100 million.


Weil asserts he intends to perform cost series analysis in terms of evaluating the variability of costs, earnings, and revenue, from information available on Federal Energy Regulatory Commission (FERC) Form 1 reports.  


DOD noted that its approach will be similar to the Utilities’.  Specifically, DOD is looking at using comparable groups such as Independent Power Producers for production, natural gas companies for transmission, and telephone utilities, and natural gas and UK distribution companies for the distribution side.  In addition, DOD is evaluating making adjustments to betas for capital structure differences.

G. Coordination with Performance-Based Ratemaking Mechanisms (PBR) and Automatic Cost of Capital Mechanisms


Edison claims its PBR would need to be reopened to modify its preferred stock and debt costs.  SDG&E asserts its Modified Incentive Capital Adjustment Mechanism (MICAM) contemplates a COC and that the COC proceeding in 1998 will establish a base rate of return for SDG&E’s MICAM.  ORA points out that if the capital structure for Edison changes as a result of the 1999 COC proceeding, then adjustments to Edison’s embedded costs would need to be made. 

H. Business Risk

At the January 30th workshop, the discussion of business risk focused on the role of a utility distribution company (UDC) in a deregulated market.  Questions that were raised at the beginning of the discussion to frame the context of the issue included:

· What core services will the UDC provide? 

· Will the UDC own wires and poles only or does it also buy electricity?

· What services are included in the UDC’s statutory obligation to serve?

· If a direct access provider defaults, is the UDC responsible for procuring electricity to serve the former native load customer?

· What type of procurement arises from the UDC’s obligation to serve?

· To what extent does the UDC bear the risk for Power Exchange (PX) price volatility?

The California Farm Bureau Federation (Farm Bureau) cautioned the group that other Commission proceedings have already examined the role of UDCs and that workshop participants must be careful not to embrace findings that conflict with policy decisions from previous regulatory proceedings.

The central question addressed by workshop participants focused on whether there are investment risks stemming from a UDC’s procurement and obligation to serve risk.  PG&E, Edison, and SDG&E noted that if the UDC is forced to serve additional customers because of an Energy Service Provider's (ESP) failure to provide service, risk arises from a UDC having to be able to immediately ramp up billing and other revenue-cycle services to serve these additional customers.  Edison alleges that when the UDC purchases energy from the PX, risk arises because there are no balancing accounts to protect the UDC from PX price volatility, especially price spikes.  Furthermore, the utilities observed that these risks to the UDC are exacerbated by the rate freeze.   

A second concern voiced by the Utilities relates to the UDC’s role in instances when the market fails to provide sufficient generating resources to meet customer loads and reliability requirements.  Does the UDC have an obligation to sponsor the construction of new generation to serve load growth occurring within its traditional service territory? PG&E commented that in order to mitigate these potential risk factors, the UDC needs to be assured of recovering its fixed costs.  However, since revenues will be tied to sales of electricity in a competitive market, volumetric risk is another form of risk confronting the UDC.

A third concern raised by the Utilities is that the reasonableness of utility procurement is unclear if the PX is nonfunctional, partially functional, or disappears.

ORA expressed the view that energy procurement risk should not be included in the UDC’s rate of return; and that development of the cost of capital should be concerned with the risk associated with the “wires business,” not energy procurement. According to ORA and several other intervenors, AB 1890 does not require the utilities to be the provider of last resort under all circumstances. In contrast to the Utilities’ position, several participants asserted that the procurement function results in increased risk to customers not to utilities. Edison responded that since the UDC retains an obligation to serve, procurement risk resides with the UDC and should be included in the rate of return.  The distinction between wires business and energy procurement service led to the identification of yet another question: does the wires business include revenue cycle services (e.g., metering and billing)?

The preliminary discussions among workshop participants on these issues failed to generate any clear answers. Participants acknowledged that until the applicable provisions of AB 1890 dealing with UDC’s obligation serve were clarified, the issue of business risk would remain unresolved. 

The Farm Bureau suggested that since the issue of the UDC’s obligation to serve affects ESPs, the larger discussion of business risk should be tabled until ESPs have an opportunity to respond.  To encourage the participation of ESPs and other interested parties, a request was made for the Energy Division to issue a notice to the parties in the ER proceeding, informing those parties that the issue of UDC procurement and obligation to serve risks are being discussed as part of the unbundling COC workshop.  Several parties voiced objections to this proposal, asserting that the issue has probably already been resolved in a different forum.

The Energy Division Workshop Chair asked parties to generate a list of questions that need to be resolved to facilitate the examination of business risk in the context of unbundling electric utilities’ COC and stated that the questions, along with the request to notice the parties on the ER Service List, would be taken under advisement by the Energy Division. Parties agreed to this approach and submitted the following five questions:

(1) What is the relationship between investment risk and utilities’ obligation to serve, specifically obligations to provide electricity procurement service?

(2) Does the procurement risk reside with the distribution company?  Under electricity restructuring, who bears the procurement risk?

(3) Do the utilities retain an obligation to serve and are there risks associated with that?

(4) Assuming there is procurement risk, how should that risk be compensated?

(5) Distinguish the procurement risk for distribution companies versus ESPs.  


At the February 24th workshop, PG&E presented a table summarizing the UDC’s change in risk by function during restructuring:

UDC Risk Before Restructuring
UDC Risk During Transition
UDC Risk Post-Transition  (1)

Procurement - Price Risk
(Balancing Account Treatment)
Same
Increasing

Retail Sales Volumetric - Wires

(Handled in ERAM)
Same
Increasing

Revenue Cycling

(Might be a CTC Risk)
Increasing
Increasing

PBR for PG&E
Increasing
Increasing

Input Costs - Wires Business
Same
Same

(1) Although ratemaking for this period has not yet been established, PG&E believes investors have developed certain perceptions regarding the post-transition period.  For example, Edison points out that investors question the existence of the PX after the transition period, established by the Preferred Policy Decision, ends.  PG&E points out that investors look to a 20-30 year period when investing, where (placing a greater weight on the present value of cash flows in the near future).  PG&E claims that relationship can be expressed as:

P0 = PV (CF1, CF2, ......... Cfn).


KC questioned PG&E if it intends to use the above functions as screening criteria when selecting comparable companies for use in financial modeling.  PG&E said not necessarily.


PG&E claims UDCs are also subject to regulatory risk.  PG&E asserts that while the Transition Balancing Account is like the Electric Revenue Adjustment Mechanism, PG&E asserts that procurement risk, the risk faced by the UDC for the purchase of electricity, will increase as balancing accounts are eliminated or reduced.  Edison pointed out that it is difficult to predict what changes will occur as the electric services industry and the natural gas industry are restructured and greater competition is introduced.  


Edison asserts the UDCs face risks associated with retaining an obligation to serve .  In its position comments Edison elaborated that possible obligation to serve risks include parallel distribution companies (such as municipal), disaggregated UDCs, or the development of dispersed generation.  Edison believes Section 369 and the standby service issues have not been resolved.  Edison claims Utilities must plan to meet demand for unbundled revenue cycle services.


ORA, in its position comments, alleges restructuring relieves the utility of its previous risks and obligations to contract for generation, to plan to meet the needs of current or future customers, and to build generating facilities.  According to ORA, on a going forward basis, the UDC will merely be responsible for serving as the short-term (daily) procurement agent for customers who elect not to purchase electricity elsewhere.  ORA points out the Preferred Policy Decision finds that purchases from the PX are reasonable, therefore, alleviating UDCs from reasonableness review and associated disallowance risk.  ORA asserts that  during the transition period, the utility is more than amply compensated for any assumed procurement risk by the opportunity to recover all of its uneconomic generating costs.


Weil reminded parties of the long-standing Commission policy which has included electric restructuring risks in COC.  Weil asserts a RP was already added to companies in the past to compensate investors for electric restructuring risk.  Weil observed that now that risks are materializing, there is no need to increase COC for such risks.  PG&E believes that now that COC is being unbundled, these risks need to be accounted for.  PG&E asserts the Utilities should be aligned with companies having and facing similar risks.  


ORA pointed out that risk must be looked at in terms of investors’ perceived risks in the past.  For example, although there may actually be increased risks today compared to the past, investors’ perceptions may have anticipated more risks than there actually are.  Since investors’ perceptions were taken into account in setting the rate of return in previous proceedings, rate of return may actually need to be decreased to account for actual risks.


Weil commented that generating companies produce a greater variability in earnings compared to distribution companies.  KC called attention to the fact that there is no threat of disallowance anymore, which  at times was substantial as demonstrated by the disallowance related to the Mojave Generating Station.  ORA pointed to the regulatory compact of AB 1890, wherein utilities received some risks and received corresponding compensations for those risks, such as the rate reduction bonds.  ORA believes that even after the transition period, procurement costs will be passed through to customers. 


The Utilities claim there is some disallowance risk on the procurement side.  The Utilities also assert that all utilities face some regulatory risk.


ORA highlighted common ground with PG&E.  That is, if electric restructuring is done precisely, cash flows will not be impacted.  Whereas, if electric restructuring is done imperfectly, there could be variability in cash flows and increases in risks. 


Edison claims that assuming the Commission does a perfect job with electric restructuring, that ESP provided costs are those exactly avoided be utility, and say 50% of its customers migrate, and the utility downsizes, then any future disallowances may be of a greater magnitude with respect to utility operations.  PG&E asserts that an unbundled industry is a changed industry.  Even if there is perfect restructuring and cash flows are unchanged, the industry is changed and there may be increased risks.


ORA suggested that historical streams of generation and distribution revenues need to be studied.  Intuitively, ORA believes a graph of these revenue streams may approximate the following:

                    Revenues


                                                                          Generation

                                                                           

                                                                            Distribution


                                                                                          Time

PG&E believes the relationship between the revenue streams is more comparable.  Additionally, PG&E points out that since there are different ratemaking contractual arrangements now then before, even if ORA’s hypothesis is correct, the variability going forward may be different.

ORA points out that the structure of the UDCs is being determined in other proceedings.  ORA suggests that for Utility COC filings, the Utilities present different scenarios, such as a large UDC vs. a lean, and the UDC in the early stages of restructuring and then in the later stages.  PG&E stated it will try to clearly lay out the assumptions it is making about the UDC.
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� The 1995 COC proceeding, resulting in D.94-11-076.


� The Electric Restructuring Proceeding (Rulemaking 94-04-031/Investigation 94-04-032)
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