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 PROCEDURAL ISSUES
 Unbundling Cost of Capital Procedural Schedule
 The rate case plan (RCP) procedural schedule does not allow an opportunity for parties to file rebuttal testimony.

 Because many unique and important issues will be addressed in this year’s cost of capital proceeding, including the unbundling the cost of capital as a result of restructuring, this proceeding should have a rebuttal phase.  This would require modification of the RCP.

 The Commission should adopt a schedule that will allow a decision before the end of 1998.

 At the workshops, the procedural schedule was discussed, but parties did not reach a consensus on an appropriate schedule.  

 A petition to modify should be filed in early March requesting appropriate modifications to the procedural schedule of the RCP.

 ORA Request for Consultant
 ORA has not demonstrated the need for a consultant, nor has ORA explained how its request is allowed under applicable law.

 In response to a letter filed by the ORA, the Executive Director directed ORA to seek funding through the state’s budgeting process or request an order from the Commission.

 CAPITAL STRUCTURE
 SCE has not developed a capital structure recommendation for its remaining CPUC-regulated businesses.

 ALLOCATION OF EMBEDDED COSTS
 For SCE, it is not possible to assign long-term debt or preferred stock issues to specific assets or specific classes of assets.  All parts of SCE’s regulated business should be assigned the same costs of long-term debt and preferred stock.

 Procedures and methodologies for allocating embedded costs of long-term debt and preferred stock must be scrutinized carefully to ensure that they do not shift the responsibility for the payment of embedded costs from ratepayers to shareholders or deprive bondholders or shareholders of their appropriate return of investment or return on investment.

 METHODOLOGY
 SCE has not developed its methodologies for use in this proceeding.  However, SCE expects to rely on traditional cost of capital models—CAPM, DCF, and Risk Premium.  To determine an appropriate return for Edison’s remaining CPUC-regulated operations, the focus in modeling rate of return will shift to comparisons to other comparable firms and/or industries.

 Because of the significant changes brought about by restructuring, an incremental analysis is not appropriate for determining an unbundled cost of capital in this proceeding—the unbundled cost of capital may be higher.

 Qualitative factors should be considered in addition to quantitative models.  In particular, the Commission should consider the increased risks caused by electric industry restructuring and the significant risks dating from the period before deregulation that remain with the regulated utility.

 RATEMAKING
 Coordination with Automatic Cost of Capital Mechanisms
 Some CPUC-regulated utilities are exempt from cost of capital proceedings before the CPUC because of the adoption of various alternative ratemaking methods.  For SCE, capital market changes will continue to be tracked by the PBR Cost of Capital Trigger Mechanism and thus should not be addressed in this proceeding.

 Any change in SCE’s cost of capital in this proceeding should be driven by business risk and financial risk considerations, and not by temporal changes in interest rates.

 Coordination with Performance-Based Ratemaking Mechanism
 SCE’s embedded cost of debt and preferred equity are fixed at 1996 levels by SCE’s PBR mechanism.

 SCE’s rate of return will be adjusted for temporal interest rate changes through the operation of the PBR Cost of Capital Trigger Mechanism.

 BUSINESS RISK ANALYSIS
 Regulatory Framework
 PBR as instituted by the Commission and the elimination of ERAM have increased SCE’s business risk.

 Electric industry restructuring  has increased SCE’s business risk.

 Defining the Business and Operating Characteristics of the Distribution Companies
 Transition and Post-Transition

PBR regulation is preferred to cost-of-service regulation for utility services not yet subject to competition.

 Transition

The rate freeze acts to limit total regulated-utility revenue per unit sold

Most transition costs must be recovered during the transition period and within CTC collections.

Utilities must sell power to and buy power from the Power Exchange.

 Post-Transition

Some transition costs will be recovered after the end of the transition period.

Utilities are not obligated to sell power to or buy power from the Power Exchange.

 Future actions of the Commission may unbundle existing monopoly functions or otherwise subject them to competition.

 Diminished Risks for Utilities
 Utilities do not have to plan for or pursue generation expansion.  (But see next section.)

 However, in past cost of capital decisions, the CPUC has determined that regulation largely shields utilities from competitive risks associated with generation and QF contracts.  It follows, then, that elimination of some of these risks may not result in a decrease in the required rate of return.

 What Risks Have Increased for Utilities
 The rate freeze has increased the utility’s risk for changes in inflation and operating costs.

 The  reasonableness of utility procurement is unclear if Power Exchange is nonfunctional, partially functional or disappears (not contemplated by the Restructuring Policy Decision).

 Uncertain resolution of avoided cost credit issue.

 Possibility of further unbundling of utility services.

 Possible development of dispersed generation to bypass the utility distribution company.

 Residual risks from the period before deregulation remain with the utilities, and in some cases have increased in significance as the size of the utilities decreases.

 Utilities’ View of the Future
 It is increasingly difficult to predict what changes will occur as the electric services industry and the natural gas industry are restructured and greater competition is introduced.

 SCE’s risks today appear to resemble those of natural gas distribution companies like SoCalGas.  In the past, the CPUC has awarded similar authorized returns on equity and capital structure to all of the energy utilities.

 Roles, Responsibilities, and Obligations of the Distribution Companies
 UDCs retain the obligation to provide distribution services to all customers.

 UDCs retain the obligation to provide revenue cycle services on demand to all customers.

 The UDCs are the default provider, both for customers who do not choose another provider and for customers who return from direct access service.  (D.97-05-040)

 UDCs will retain the obligation for least-cost procurement for utility service customers who remain with the utility.  This obligation will be satisfied by purchases through the Power Exchange.

 It is not clear what will happen if the Power Exchange is nonfunctional or disappears.  The procurement obligation and reasonableness standard in this situation are uncertain.

 UDCs will not be obligated to plan for or provide generation service to direct access customers.  But UDCs must procure (through the Power Exchange) for returning direct access customers.  The Commission has not addressed a situation where the Power Exchange is unable to provide generation service to all customers. 

 What is the relationship between investment risk and utilities’ obligation to serve, specifically obligations to provide electricity procurement service?
 Utilities have an obligation to provide UDC services to all customers.

 Does the procurement risk reside with the distribution company?  Under electricity restructuring, who bears the procurement risk?
 Yes, under the Restructuring Policy Decision (RPD).  The RPD does not contemplate a situation where there is insufficient power supply from the Power Exchange, which could happen with large portions of utility fossil generation divested.

 Do the utilities retain an obligation to serve and are there risks associated with that?
 Yes, the utilities do retain an obligation to serve and there are risks.  Possible risks include parallel distribution utilities (municipal?) or disaggregated UDCs or the development of dispersed generation.  Section 369 and the standby service issue have not been resolved. Utilities must plan to meet demand for unbundled revenue cycle services.

 Assuming there is procurement risk, how should that risk be compensated?
 Through the authorized return on equity, which is fixed (with respect to business risk through the end of the PBR mechanism).  Other compensation mechanisms are foreclosed.

 Distinguish the procurement risk for distribution companies versus ESPs.
 The relative risk for distribution companies versus ESPs is unclear.  Both can procure through the Power Exchange (distribution utilities must procure through the Power Exchange).  ESPs can choose to procure through direct contracts.  ESPs may have greater control over their customer portfolio than distribution utilities.
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