Tel:  (916) 327-2301

Fax: (916) 327-1599

http://www.cpuc.ca.gov
ORA
OFFICE OF RATEPAYER ADVOCATES
California Public Utilities Commission

770 L Street Suite 1050

Sacramento, Ca 95814


David Morse
Sr. Manager


February 8, 2001

Honorable Darrell Steinberg,

Chair, Electrical Energy Oversight Subcommittee 

Assembly Energy Costs and Availability Committee

State Capitol

Sacramento, CA 95814
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RE:  Follow up to Information Hearing of Subcommittee 2/7/01

Dear Assemblyman Steinberg:

It was a pleasure testifying Wednesday on behalf of the Office of Ratepayer Advocates (ORA) at the Informational Hearing held by Energy Cost and Availability Subcommittee on Electrical Energy Oversight.  While I haven’t had a chance to review the transcripts yet, I did want to take this opportunity to follow up on my recollection of the questions I deferred and to make a couple of other clarifications.

ORA’s awareness of the energy crisis and utility financial crisis

During the question from Dr. Keith Richman, I presumed that the term “crisis” referred to utility credit worthiness, as that was the line of questioning.  However, if by crisis I was being asked about issues of shortage of supply and high wholesale prices, ORA was well aware of that problem earlier.  In 1999 and 2000, the ISO Market Surveillance Committee as well as U.C. Berkeley and Stanford University researchers, indicated that there was a market power problem that was costing California consumers hundreds of millions of dollars.  In  March 2000, we were aware that the CEC staff was forecasting severe capacity and reliability problems for the summer of 2000. The CEC’s forecast had dire implications for price; we just did not know how dire!  In May 2000 Power Exchange (PX) spot market prices spiked and the average price over the month reached an unprecedented level.  These wholesale prices soon hit SDG&E’s retail customers precipitating their revolt.

During the first three quarters of 2000, ORA consistently supported expansion of the utilities' participation in the PX block forward markets to hedge against expected high prices, especially on-peak, in the summer of 2000.  ORA actively supported the Summer 2000 initiative for increased energy conservation and load curtailment as a way of dealing with the severe supply inadequacy forecasted for the summer of 2000.  ORA further supported regional price caps before FERC in September 2000 and argued in that arena that the solution to this crisis had to include a focus on demand side management.  In addition, ORA supported more real time price information being made available to ratepayers in terms of price signals, metering and rate design changes - all of which had the potential to offer significant benefits even under the AB 1890 rate freeze, while preserving the significant benefits to customers of the rate freeze.

In mid November 2000, when the utilities requested a ten percent rate increase in the rate stabilization proceedings, ORA did not take that as a sign of crisis. PG&E chose to meet on its rate stabilization proposal with several consumer representatives, but specifically excluded ORA from its invitation. Retail ratepayers were protected due to the rate freeze. The utilities had made a lot of money selling off their generation, and ORA believed, that at a minimum, the undercollections in the Transition Revenue Accounts (TRA) should be netted against these profits.  Further, the law as enacted in AB 1890 put the utilities at risk for undercollections in the TRA. While the utilities frequently cited the large and growing undercollection in the TRA, the utilities rarely acknowledged the profits from sales of their own generation accruing in the Transition Cost Balancing Account(TCBA).  This incomplete disclosure of the utilities, in conjunction with the fact that utilities continued to transfer substantial cash to their holding companies, was not consistent with a financial crisis. 

ORA’s position on divestiture of utility generation

Early in restructuring, most parties including ORA were generally supportive of the business decision the utilities made to divest their generation.  (The Commission’s Preferred Policy Decision gave the utilities financial incentives to divest their generation.) 

During the year 2000, ORA successfully opposed utility proposals to sell PG&E's hydroelectric generating plants, SCE’s coal plants and Palo Verde nuclear plant, and SDG&E’s proposed divestiture of their share of SONGS in order to protect ratepayers from high market prices. ORA demonstrated that retention of PG&E's hydroelectric facilities is in the public interest for economic and environmental reasons.  ORA supported Edison's proposal to retain its hydroelectric facilities, but opposed Edison's proposed ratemaking treatment.  ORA supported the provision of nuclear generation at cost-based rates.  Accordingly, ORA recommended that the price for power from Diablo Canyon be revised.  Current statutes are an obstacle to the revision of pricing of San Onofre Nuclear Generating Station output.  ORA recommends that the legislature repeal Code Section 367(a)(4).

ORA’s position on utility long term contracts

ORA has consistently supported efforts to give utilities alternatives to the spot market for energy.  The biggest tool available, up until now, has been the PX block forward market.  ORA urged the Commission to swiftly approve the utilities initial participation in 1999, which was broadly protested by energy service providers.  ORA noted the importance of block forwards in mitigating the volatility of peak prices, and for diversifying the utility portfolio.  ORA further supported increasing the MW limits that the utilities were subject to during 2000.

ORA was not supportive of bilateral contracts proposed by the utilities in the emergency filings July 21, 2000.  The utility applications had been hastily developed and lacked clarity.  ORA was wary of bilateral contracts due to the potential for self-dealing from affiliates, lack of transparency, lack of understandable standards and the fact that the PX block forward contracts had not been fully utilized by utilities.  ORA’s opinion was that the utilities could achieve the stability they needed in the PX block forward market and didn’t necessarily need bilateral contracts. (None of the utilities was fully utilizing the PX block forward market, which ORA viewed as a better alternative.) Note that this was in the context of a statutory rate freeze:  ORA anticipated that market structure changes would occur after the end of the rate freezes including fewer restrictions on utility procurement assuming they remained in the procurement business.

The Commission quickly approved much of what the utilities requested on August 3, 2000 and authorized the utilities to enter into bilateral contracts subject to later reasonableness review.  Because of the emergency nature of these applications, no party, including ORA was able to comment on the Commission’s draft decision before it was voted out. While authorizing bilateral contracting, the Commission authorization did not change the previously approved limits for forward energy products.

ORA subsequently was unable to support a waiver of the reasonableness review requirement for the specific bilateral offers proposed by PG&E because what they brought was contrary to what they had proposed earlier and what the Commission had approved.  Specifically, PG&E claimed that the ability to enter into bilateral contracts would expand supply and decrease energy costs. PG&E was unable to demonstrate that their proposed offers did anything to increase supply or decrease costs.  To the contrary, based on PG&E’s own numbers, the proposed contracts would have been more costly than other alternatives available at that time. 

In November 2000, ORA initiated contact with PG&E regarding the use of performance based ratemaking (PBR) as a substitute for a reasonableness approach.  ORA had identified several practical problems in doing a before the fact reasonableness review, and utilities had expressed strong distaste for after the fact reasonableness review.  ORA met further with PG&E on this topic in late December.  ORA commented on Commission standards for reasonableness review, and provided for an immediate price standard, along with a detailed conceptual approach toward putting PBR into place.  Recent events have superceded these discussions.

In the SDG&E Post Transition Ratemaking proceeding, ORA, UCAN, SDG&E and the PX negotiated a Performance Based Ratemaking settlement in 1999 which would have allowed SDG&E to enter into bilateral contracts.  This settlement, however, was rejected by the Commission based in part on concerns about the utility role in procurement of energy.

ORA’s position on holding company issues

ORA (previously the Public Staff Division or Division of Ratepayer Advocates) opposed the first holding company case (SDG&E) in its entirety because there were too many prospects for self-dealing, and no prescriptive rules existed or could be developed to prevent that harm.  ORA’s position was rejected by the Commission, which approved SDG&E’s case with conditions in 1986.  SDG&E declined to form a holding company under those conditions.

After this, ORA no longer opposed the utility holding company applications, but focused instead on conditions that should be required for approval.  DRA was concerned with the potential dangers such a reorganization could bring to utility ratepayers.  In the PG&E holding company case, ORA filed a motion requesting the Commission order an independent audit of all PG&E’s significant utility/affiliate transactions from 1994 through November 1996.  The Commission granted this motion, and further held that ORA should conduct the audit.

ORA contracted Overland to do the audit.  The audit uncovered examples of PG&E subsidizing non-utility ventures and a corporate accounting system plagued with problems and inaccuracies.  ORA recommended a number of additional conditions be required to holding company approval as a result of this audit.  Two especially important conditions recommended by ORA, which the Commission rejected were a requirement that capitalization for affiliates not exceed 50% of the total capitalization in order to maintain the dominant role of the regulated utility in any holding company; and a condition which would have conditioned holding company approval on corporate acceptance and acknowledgement of Commission authority to order divestiture if conditions warranted. 

I have attached to this letter, a list of the conditions ORA recommended, but which were in many cases rejected by the Commission, in each of the utility holding company cases.

Comments on utility capital structure and rates of return

I was asked some questions about utility capital structure and rates of return.  Debt is less costly than equity, but it does not necessarily follow that transferring equity monies out of the regulated utility and into the holding company, thereby lowering the percentage of equity in the utility’s capital structure, lowers the required rate of return and thus benefits ratepayers.  In general, a utility ought to be able to sustain higher leverage in a manner favorable to reducing costs, but there are limits on the level of prudent leverage, and this level is a function of the utility’s risk profile.  Transferring billions of dollars out of the regulated utility to the holding company at the expense of reducing the utility bond rating to that of junk status and jeopardizing the utility obligation to serve is clearly contrary to ratepayer interest.

I might note that in 1999, both SCE and PG&E had a return on equity in the range of 11%.  The cost of debt ranged between 7% and 8%.  Both companies had roughly 47% debt in their capital structure.  The overall rate of return for SCE was 9.49% and for PG&E, it was 9.12%.  ORA has questioned whether they have now exceeded the allowable percentage of debt under the authorized capital structure detailed in Commission rules.  This matter is a subject in the recent audits.

Please let me know if ORA can be of any further assistance to you.  We would be more than happy to help in any way we can.  Thank you again.

Sincerely,

David E. Morse   

Cc:   
Honorable Bill Campbell

         
Honorable Jenny Oropeza

  
Honorable Keith Richman


Honorable Juan Vargas 


Honorable Roderick Wright

      
Linda Adams, Governor’s office

      
CPUC Commissioners

PUC Advocacy Division Positions on several holding company applications

SDG&E request for authority to form a holding company, approved in 1986 (D.86-03-090) 20 CPUC2d 660 

· Public Staff Division (PSD, precursor to ORA) opposed holding company application; if approved over objections, recommended conditions, including limiting SDO’s nonutility businesses to 15% of company so as to protect against potential harm to SDG&E’s credit rating.

· Concern was unregulated affiliates taking advantage of regulated utility’s financial strength without itself being subject to regulatory scrutiny.  Consistent with “Report of the Ad Hoc Committee on Utility Diversification” (1982 NARUC report)

· PSD pointed out that enforceability of conditions is at best problematic; due in part to questionable jurisdiction to enforce conditions. Therefore recommended, as did 1982 NARUC report, that the state obtain statutory authority to regulate intrastate utility holding companies before approving their formation. (CPUC rejected jurisdictional argument, and said that the conditions, “strictly enforced, will suffice to mitigate the risks created by diversification…” (at 687.))

· CPUC approved the application with conditions.  SDG&E declined to form a holding company under those conditions.

Southern California Edison request for authority to form a holding company, approved in 1988, (D.88-01-063) 27 CPUC2d 347

· DRA/SCE agreed to set of conditions mirroring those approved in SDG&E holding company decision.

SDG&E request for authority to form a holding company, approved in 1995 (D.95-12-018) 62 CPUC2d 626

· DRA opposed the Joint Recommendation of SDG&E/UCAN/Federal Executive Agencies, which recommended approval subject to conditions. 
· SDG&E argued that separation would insulate utility cash flow from volatility and risk of competitive markets and the liabilities of its unregulated ventures, while it would also increase the range of financing options for its unregulated ventures. 
· DRA objected on basis that the proposed structure is unnecessary either to enhance SDG&E’s unregulated businesses or to protect the utility from business risks to the regulated utility. DRA argued that SDG&E should be required to show that its reorganization would benefit ratepayers. The CPUC rejected that argument.  

· DRA objected on basis that approval on top of the recently approved PBR and on eve of electric restructuring is risky and aggravates the “piecemeal incremental dismantling of Commission oversight now emerging through SDG&E’s regulatory requests.” 

· DRA objected on basis that the Affiliate Transactions Order has proven inadequate because SDG&E has failed to report significant transactions. The CPUC rejected argument on basis that the CPUC’s compliance efforts will enforce and, if DRA finds ratepayer harm, DRA can bring matter to CPUC’s attention.

· DRA argued for complete separation of officers and directors between SDG&E and affiliates. CPUC rejected argument on basis that self-dealing can occur with or without separate boards.

· DRA recommended several additional conditions including:
1. Requiring SDG&E to preserve the CPUC’s (then-)current regulatory control over SDG&E’s activities (the CPUC found that the reorganization would not diminish regulatory control and so found the condition to be unnecessary)
2. Requiring SDG&E to provide ratepayers with a rate reduction to provide a ratepayer benefit or, at the very least, to offset the risks of costs from cross-subsidies from the utility to affiliates and from management neglect of the utility or favoritism to affiliates. (The CPUC rejected the need for a ratepayer benefit, and dismissed the risks of costs as speculative and remediable through after-the-fact review.)
3. Requiring SDG&E to annually report all cash transfers from SDG&E to affiliates whether by dividend or payment. (The CPUC rejected on basis that the information is available from its reports to the SEC)
4. Requiring a 13% business referral fee if SDG&E refers customers to its affiliates (The CPUC rejected because record did not identify potential services that would use ratepayer-funded marketing and consumer services from the utility)
5. Require SDG&E to retain documents of correspondence and meetings between the utility and its affiliates, and business plans for 5 years (the CPUC adopted this condition)
6. More stringent (15 minute increments as opposed to 30-min) timekeeping for purpose of affiliate cost allocation (CPUC rejected this recommendation.)
7. Annually adjust SDG&E rates for any cross-subsidies (the CPUC rejected on basis that cross-subsidies are not uniquely relevant to the rate scheme)
8. Hold proceeding open for an audit of affiliate transactions (the CPUC approved this recommendation) 
PG&E request for authority to form holding company, approved 1999(D.99-04-068)

Below is a list of recommendations made by ORA as a result of the Overland audit investigation, and analysis in A.95-10-024 and rejected by D.99-04-068.

1. Total capitalization of PG&E non-energy business shall not exceed 20 of PG&E's total capitalization (p.14).

2. Total capitalization of PG&E Corp non-utility units shall not exceed the utitity's capitalization (p.14).

3. Prohibition against parent company senior securities and pledging PG&E stock (p.14).

4. Utility divestiture as a condition of holding company authorization if the Commission determines past or likely future material harm to ratepayers (p.15).

The Commission rejected the above four conditions primarily because they had not been applied to Edison or SDG&E holding companies (pp. 17 and 18).  The Commission stated that the need for the four rejected conditions or other financial conditions could be raised for all utilities in affiliate transaction rulemaking (p.23).

5. A condition requiring all agreements between PG&E and its affiliates to conform with Commission findings (p.26). The Commission found such a requirement as unnecessary because of other tools the Commission has to protect ratepayers from unreasonable contracts (p.27).

6. A compliance audit was ordered in D.99-04-068.  The ALJ's proposed decision assigned the audit to ORA, as Overland had requested.  D. 99-04-068 changed the responsibility for the audit to Energy Division (p.77).

7. Acceptance of affiliate transaction rules as a condition of granting the Holding Company application (p.33).  The decision rejects that condition because the PG&E is already obligated to comply with the affiliate transaction rules (p.34).

8. Prohibition against more than 3 PG&E officers serving also as officers of unregulated affiliates or PG&E Corporation (p.36).  The Commission found the affiliate rulemaking to address the subject so that it was inappropriate to impose a new set of requirements then on PG&E (pp.37 and 38).

9. No transfer of employee benefits from PG&E to it's affiliates (p.38).  The Commission rejected this condition because the subject of transfers of personnel was addressed by the affiliate rulemaking (p.39).

10. A condition requiring PG&E affiliates to compensated PG&E for benefits of association occurring from sales within the utility's service territory.  The Commission rejected the condition because it was appropriate, if at all, for all energy utilities, and could be raised again in the affiliate rulemaking proceeding  ( p.40).

11. Transfer of goods and services from PG&E to its affiliates shall be made at the higher of fully allocated cost or fair market value (p.41).  The Commission rejected this condition because the affiliate rulemaking proceeding addressed this issue, and because an affiliate rulemaking audit had not occurred to demonstrate the need to change the rules.  Further, the Commission declined to adopt the "10 % adder", because the errors ORA demonstrated were not large enough to justify a different added than that imposed on the other utilities (pp.43 and 44).

12. Request for market pricing studies of assets, goods, and services transferred from affiliates (p.44).  The Commission stated that reporting requirements were already  in place in the affiliate rulemaking and, if they were insufficient, could be revisited in that case (p.45)

13. A prohibition against PG&E or its affiliates implying that affiliates will receive more favorable treatment than other service providers (p.45).  The Commission stated that the affiliate rules addressed this matter and, if they did so inadequately, might be modified in that case (p.46).

14. A requirement that records of negotiations between PG&E and its affiliates be kept and produced to Commission personnel on request (pp.46 and 47).   The Commission held that such a requirement would duplicate another existing rule and was this unnecessary (p.48).
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