PACIFIC GAS AND ELECTRIC COMPANY

CPUC Workshop on Unbundled Cost of Capital

January 30, 1998


PG&E is considering two basic approaches to assess the risk and cost of equity capital of its electric distribution assets in a restructured industry:

A.  It is generally assumed that deregulation of a part of a business results in a higher cost of capital for that part.  For example, deregulation of the telecommunications industry, specifically the long-distance part of that business, created greater risk, and a higher cost of capital for AT&T.  However, a study of the impact of such partial deregulation on the cost of capital for the remaining, regulated parts (the “Baby Bells”) reveals that partial deregulation is not a “zero-sum game”:  partial deregulation of one part increases the cost of capital of the remaining still-regulated parts, too, relative to the cost of capital for the previously bundled entity.  

Restructuring of the electric industry may yield similar results.  Two industries, telecommunications and natural gas, have been restructured over the last twenty years and may provide a measure of the change in risk as a result of restructuring.  The following steps would be followed:

1. Determine the change in risk, relative to the risk prior to restructuring, of the remaining regulated parts of the telecommunications and natural gas industry;

2. qualitatively assess the factors affecting the change in risk of the remaining regulated parts of those industries, and determine to what extent similar changes may occur in the electric distribution business;

3. estimate the risk premium that may result from electric restructuring and;

4. calculate the cost of equity capital of the distribution business as the bundled cost of equity capital prior to restructuring plus a premium to reflect the change in risk as a result of restructuring.

B.  Determine the cost of capital by using a set of comparable companies, that is, companies assumed to have the same risk as that of the electric distribution business in a restructured environment.  Two groups of companies that may have similar risks are natural gas distribution companies, and the regional electric distribution companies (RECs) in the U.K.   This process would require a risk analysis to determine the comparability of the U.K. RECs and the gas distribution companies to the restructured electric distribution industry.  Following that risk analysis, typical cost of capital estimation methods, such as the discounted cash flow model (DCF) and risk positioning methods, could be used to estimate the cost of equity capital for electric distribution.
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1. Purpose of workshop

· Consider authorized rate of return for regulated utility

2. Coordination with automatic cost of capital mechanisms

3. Coordination with PBR mechanisms (other cost of capital aspects)

4. Risk analysis

5. Methodology

6. Capital structure

7. Embedded cost of debt and preferred stock


