
Comments of San Diego Gas & Electric Concerning Workshops Pertaining to Proposals for 

Unbundling Distribution Cost of Capital  

Scope of Proceeding

Separate SDG&E’s current bundled cost of capital (generation, transmission, 

and distribution entities) into an unbundled entity reflecting SDG&E’s distribution 

business. 

Procedural Issues

SDG&E contemplates that the utilities will file a joint petition for modification of the rate case plan as set forth in D.89-01-040.  The schedule proposed by he utilities during the workshops most likely will form the basis for this joint petition.

Cost of Capital Components

· Development of the distribution cost of capital (overall ROR) will consist of the following components:

1) Return on Equity

2) Embedded Costs 

3) Capital Structure

· In unbundling SDG&E’s embedded costs and capital structure,  SDG&E believes litigation of these issues may be unnecessary because SDG&E’s 1999 embedded costs will, for the most part, support distribution and transmission functions.  Further, although SDG&E is currently evaluating its unbundled capital structure requirements, the company does not anticipate any significant changes and expects to manage its unbundled distribution capital structure in line with 1998 authorized ratios.  Lastly, SDG&E believes that unbundling embedded costs and capital structure into separate distribution and transmission components may be unnecessary as the results for each entity are expected to be similar.

Allocation of Embedded Costs

SDG&E generally agrees with observations made during the workshops that embedded costs of debt cannot be allocated to assets.  However, SDG&E notes that with respect to certain Industrial Development Bonds, interest on which is tax exempt, SDG&E may be able to allocate proceeds from these bonds to distribution assets.

Coordination with Automatic Cost of Capital Mechanisms/PBR
In D.96-06-055 (SDG&E’s “MICAM” Decision) the Commission recognized at Mimeo, page 26, that:

“When unbundling occurs, we anticipate that each affected utility will undergo a cost of capital review.  This review, which may take place in the cost of capital proceeding for 1998, should occur regardless of what mechanism is in place.  If MICAM is in effect for SDG&E, the review would result in recalibration of MICAM components.”

SDG&E’s recently filed distribution performance based rate mechanism.  See Application No. 98-01-014.  The mechanism proposed by SDG&E in that application does not in any respect modify what the Commission stated in the MICAM Decision.  SDG&E does contemplated that issues involving unbundled distribution cost of capital would not be heard in that proceeding.

Methodology -- Comparable Company Technique

· As more completely described during the workshop, SDG&E will use the comparable company technique in a fashion similar to PG&E to estimate the cost of capital for SDG&E’s unbundled entities.  The comparable company technique requires the identification of groups of companies with similar risk to SDG&E’s separate distribution, generation, and transmission businesses.  Currently, SDG&E is examining the use of gas local distribution companies as the most likely set of companies that present similar risks to the electric distribution business.

· The cost of equity for each comparable group will be estimated using a combination of the Discounted Cash Flow, Capital Asset Pricing, and Risk Premium methodologies.

Business Risk Analysis

As part of its cost of capital studies, SDG&E is examining various business risks, including, but not limited to, electricity procurement and sales risks to determine if such risks have increased, remained the same or decreased as a result of industry restructuring.  SDG&E’s studies are, however, in the preliminary stages of development.
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