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CHAPTER 2
Resource planning issues

Introduction

The purpose of this Chapter 2 is to set forth a number of critical policy issues that the California Public Utilities Commission (CPUC or Commission) should address in consideration of Pacific Gas and Electric Company’s (PG&E or the Company) Long-Term Plan (LTP).  As guided by the Joint Outline for 2004 Resource Plans specified by the Commission, these issues are discussed in Section C of this chapter.  The issues addressed in Section C and PG&E’s recommendations for Commission action are summarized as follows:

1. The Connection Between Market Structure and Resource Planning

Loss of customers to Community Choice Aggregators (CCA) is a virtual certainty beginning in 2006, if the Commission remains on schedule in the CCA proceeding.  A core/noncore structure also appears highly likely.  The Assigned Commissioner Ruling and Scoping Memo assume that it will occur,[
] as does this LTP.  Decision 04-01-050 (the Long-Term Procurement Decision) makes every load serving entity responsible for providing reliable, adequate service to its customers, but failed to bridge the gap to the long-term by requiring any demonstration of resource adequacy longer than a year in advance.  This imminent loss of customers make it imperative that the Commission ensure, this year, that resource adequacy rules are in place that will ensure other load serving entities (LSEs) make commitments to long-term supply before customers begin to leave utility service.  Since PG&E must make some long-term commitments before it is certain of the size of its long-term customer base, the Commission must also eliminate the potential for stranded utility costs to be recovered from bundled customers.

2. Resource Adequacy

The Commission should require all load serving entities to demonstrate resource adequacy on a five-year basis (90 percent 1 year in advance, 80 percent two years in advance and 70 percent 3-5 years in advance) as soon as possible to ensure that adequate supply and demand resources exist to serve anticipated community aggregation and noncore loads.

3. Non-Bypassable Charge for New Commitments

PG&E is proposing to make significant new resource commitments in a time of great uncertainty over market structure and the amount of retail load it will be serving in the future.  The Commission should ensure that a proportionate share of the costs of these obligations will be collected through a non-bypassable charge that will allow PG&E to recover the costs of such obligations from all customers on whose behalf the obligation has been incurred, including those who subsequently come to take service from a direct access (DA) provider, community choice aggregator, or local publicly-owned utility (as defined in Public Utilities Code 9604).  This is consistent with the approach that the Commission has adopted for the PG&E bankruptcy regulatory asset, the California Department of Water Resources (DWR) contracts, the cost responsibility surcharge authorized by Assembly Bill (AB) 117 (community choice aggregation), and the Commission’s conditional approval of the Southern California Edison (SCE) Mountainview Project and the San Diego Gas and Electric Company (SDG&E) Palomar and Otay Mesa projects to address the risk that such projects and contracts may become stranded.

4. Evaluation of Debt Equivalence Impacts of New Commitments

As PG&E implements the LTP and begins to sign new long-term power purchase contracts, the Commission must adopt policies that recognize and address the resulting debt equivalence impacts through adjustments to PG&E’s cost of capital.  Establishing a clear policy now will send a strong message to the investment community that this Commission understands the credit and cost impacts of its procurement policies, and will take the necessary steps to sustain and improve the credit ratings of PG&E.  Setting the policy now will also allow the utilities, generators and other market participants to make resource plans knowing how the Commission intends to deal with the credit impacts of long-term contracts.  Unless the Commission either compensates utilities for the increased risk of long-term contracts, or mitigates the risk of such contracts by reducing the risk of cost recovery, then the LTP PG&E has developed may not result in an improving credit profile, and depending on actual turn of events, could instead result in diminished credit quality.  PG&E proposes in this proceeding to assess the debt equivalence impacts of new long-term commitments using the Standard and Poor (S&P) methodology set forth in the Cost of Capital Proceeding.  Such assessment will be used both in the bid evaluation process and in the Commission pre-approval process so there is full disclosure about the impacts that the new long-term contracts would have on PG&E’s financial position.  Adjustments to PG&E’s authorized cost of capital would be implemented in the next Cost of Capital Proceeding.  The Commission should adopt this integrated two-step approach to addressing debt equivalence impacts as part of an on-going policy.

5. Hybrid Market Structure

In its LTP Decision, the Commission firmly endorsed a “hybrid market” in which new generation development is pursued both by independent merchant generators and by utilities.  “California should not rely solely on competitive market theory and the behavior of market generators … California has a long history of reliable service being provided by utility-owned and operated generation plant and a recent painful history of rolling blackouts and high price spikes from reliance on third-party generators in a poorly designed competitive market … a portfolio mix of short-term transactions, new utility-owned plant, and long-term Power Purchase Agreements (PPAs) is optimal, combining the security of generation assets with the full regulatory oversight of the Commission with the flexibility of 10‑year contracts, and the potential benefits of operating efficiencies and lower costs from a competitive market.”  PG&E and its customers will benefit from diversity in ownership of generation facilities.  Under PG&E’s LTP, over time, approximately 50 percent of its remaining needs, after accounting for increased energy efficiency, renewables, demand response programs, and short and mid-term contractual commitments, is filled through PPAs and 50 percent is filled through utility ownership of generating facilities.  The Commission should authorize PG&E to use a target of achieving 50 percent utility ownership and 50 percent long-term contracts over the 10 year planning horizon in connection with request for offers (RFOs) for long-term commitments for the resource needs described in Chapter 5. 

6. Ratemaking for Utility Ownership

For resources that would be subject to utility ownership, at the time the Commission pre-approves the project the Commission should also adopt a reasonable cost for the facility to be placed in rate base.  To the extent that actual costs of construction are less than or equal to the adopted reasonable cost, the Commission should specify no after-the-fact reasonableness review will be conducted.

7. AB 57 Trigger Mechanism

A critical component of AB 57, as implemented by the Commission, is the assurance of timely recovery of procurement costs.  The trigger mechanism in Public Utilities Code (PUC) Section 454.5(d)(3) requires the Commission to adjust procurement rates if the Energy Resource Recovery Account (ERRA) balancing account becomes undercollected by more than 5 percent of the previous year’s non-California Department of Water Resources (DWR) generation revenues.  As of January 1, 2006, the timing of such rate adjustments is left to the discretion of the Commission.  PG&E requests that the Commission rule that the trigger mechanism will remain in effect for the term of the long-term contracts to be approved.  Alternatively, the Commission should at a minimum extend the trigger mechanism for the 10-year period covered by the LTP.

Extending the trigger mechanism will not only provide the certainty needed to maintain and possibly improve PG&E’s credit rating, it will benefit PG&E’s customers as well, by ensuring that any decreases in procurement costs are expeditiously passed on to those customers.

8. Disallowance Cap

In Decision 02-12-074, the Commission adopted a “disallowance cap” applicable to utility administration and dispatch of the allocated DWR contracts.  The amount of the “cap” is equal to two times the utility’s costs of the procurement function or, for PG&E, approximately $36 million per year.  PG&E requests that the Commission confirm that the “disallowance cap” applies to all utility dispatch, including utility-owned resources, power purchase contracts and allocated DWR contracts.

9. Streamline Review of Procurement Transactions

The Commission needs to focus, simplify and streamline review of procurement costs through the quarterly transactions report and ERRA proceedings.  The Commission’s original intention was for the Energy Division to review compliance with procurement plans, including least cost dispatch, through quarterly advice filings, and for the subsequent ERRA proceedings to first approve rates based on forecasted expenses and then true them up based on actuals.  For lack of resources, the quarterly advice filings have languished without review, and the ERRA true-up has acquired the potential to explode into a full-blown prudence review.  The Commission needs to complete the hiring of the independent auditor to process the quarterly reports so that the currently back-log can be cleared.  The ERRA review proceedings should focus on truing up forecasted expenses to actuals and reviewing any transactions flagged in the quarterly transaction review process that are noncompliant with the least cost dispatch standard or any other provision of the procurement plan.
The Joint Outline directs PG&E to address a number of topics in Chapter 2 that are not applicable to PG&E’s plan or appropriately addressed as a stand‑alone policy issue in the chapter.  In such cases, PG&E has preserved the Joint Outline in this chapter and provided an explanation of non-applicability or a reference to other more relevant sections of this LTP.

B. Treatment of Confidential Information

On March 1, 2004, PG&E and other parties submitted formal comments to the Commission on confidentiality issues, pursuant to Ordering Paragraph 11 of Decision 04-01-050, as modified by a February 6, 2004 letter from the Commission’s Executive Director.  

Since the submission of comments, the Commission has not issued any subsequent rulings or decisions that would modify the confidentiality framework established in an April 4, 2003 ruling issued in Rulemaking 01-10-024 by Administrative Law Judges (ALJs) Allen and Walwyn.  In that ruling, the ALJs adopted a joint report (with some modifications and clarifications) that re-evaluated the scope of material that should be maintained as confidential.  The proponents of the report included SDG&E, SCE, Office of Ratepayer Advocates (ORA), The Utility Reform Network (TURN) as well as PG&E.  A subsequent ALJ Ruling on May 20, 2003, formally implemented the modifications contained in the April 4, 2003, ALJs’ Ruling into a previously approved protective order.

In the absence of further direction from the Commission as to the scope of confidential treatment utilities may accord to data and information in their long-term plans, PG&E has prepared both public and confidential versions of its testimony using the existing confidentiality framework.

The existing confidentiality framework, even without the changes PG&E has proposed, provides full access to all information, confidential or not, to virtually all members of the public interested in participating in this proceeding.  The only segment of the interested public whose access is somewhat restricted is composed of the suppliers and marketers who sell their energy-related products to, ultimately, California’s ratepayers.  While participation of this segment in the resource planning process is necessary, granting full access to all information, including strategies along with other generator-specific information, is not.  The non-market participants who now have full access to all information and data in the utilities’ plans are sufficiently numerous and diverse to ensure the ratepayers are amply represented and their interests protected and advanced.  Moreover, PUC Section 454.5(g) expressly enjoins the Commission to “adopt appropriate procedures to ensure the confidentiality of any market sensitive information submitted in an electrical corporation’s proposed procurement plan or resulting from or related to its approved procurement plans….”

Examples of the limited categories of information protected from disclosure to market participants are the utilities’ base case planning assumptions and peak day resource needs for only the first three years after filing.  (The assumptions for years after year three are made public.)  Forecasts for the first three years are market sensitive because suppliers have more pricing power in the near-term given the insufficient time for construction of new generation.

Details concerning the utilities’ net open positions and the utilities’ plans and timing to cover that position are protected.  PG&E makes available annualized information concerning its energy mix, but power purchase agreements must be kept confidential (to the extent they are not already public) so suppliers cannot discern a utility’s choice of products for filling its net open position.  PG&E also makes public annual energy forecast information regarding “old world” wholesale transactions, as well as information that includes, in aggregate, both DWR dispatchable contracts and “new world” wholesale transactions.

As the foregoing list of examples makes clear, PG&E has accorded confidentiality protection to the least amount of information possible consistent with protecting the ratepayers’ interests vis-à-vis market participants whose full possession of the confidential material would undoubtedly result in higher ratepayer costs.

C. Managing Customer Risk

While the Joint Outline calls for a discussion of “managing customer risk” in Chapter 2, PG&E believes that this issue is best addressed in the context of the development of resource scenarios and the selection of the preferred portfolio for the LTP.  In Chapters 4 and 5, PG&E addresses the key evaluation criteria that must be weighed in the selection of the preferred portfolio.  Managing customer risk from both a financial and reliability standpoint are the two key drivers in this evaluation.  Chapters 4 and 5 discuss this topic in greater detail.

D. Discussion of Specific Risks and Policy Issues
1. Uncertainty as to Customer Load

The Joint Outline provides that in Section C (i) of the resource plan, the utilities should discuss customer base instability.  Considerable uncertainty exists regarding the extent to which the utility will be providing electric service to customers in its service territory over the longer term.  Though direct access is currently suspended, it is unclear how long the suspension will last, or whether the state will establish a “core/noncore” market structure.  AB 2006, currently before the Legislature, would establish a core/noncore market, and essentially reinstate direct access for larger customers.  In addition, the Legislature has authorized community aggregation, and the Commission is currently working to develop rules to implement a community aggregation program.  Several communities have already expressed considerable interest in participating in community aggregation.  Given the potential for core/noncore and community aggregation, a substantial percentage of bundled load may be subject to competition or switching to other service providers during the planning horizon at issue in this proceeding.  While PG&E supports a core/noncore retail market structure through an orderly transition with clear cost and planning responsibilities, much depends on the rules the Commission adopts.  Based on experience and comments in the CCA proceeding, experience with existing direct access customers, and comments made by noncore representatives at public for a such as the April 20, 2004, CPUC en banc on the noncore market structure, for planning purposes PG&E assumes that 1,400 megawatts (MW) of CCA and 1,300 MW of noncore customers will switch suppliers by 2014.

The potential risks for the utilities and its remaining customers are substantial.  The Commission has determined that all LSEs are responsible for meeting their own resource adequacy requirements.  On the one hand, the utility, in planning for and fulfilling its obligation to serve, may make long-term commitments in anticipation of serving a load which includes noncore customers who are not currently authorized to switch suppliers, or have not yet switched suppliers in the case of community choice aggregation.  The utility’s remaining bundled service customers would face potential cost shifting from stranded costs if a noncore is established over the next few years customers choose other suppliers.  On the other hand, if the utility plans on a certain amount of its customers migrating to CCA or noncore, it will not make corresponding medium and long-term commitments.  If noncore service providers, however, ultimately do not make corresponding medium and long-term resource commitments, including commitments to new resource development to ensure resource adequacy for the CCA and noncore load, then a scenario of shortages and price fly-up would materialize.  In addition, noncore customers would have an incentive to return to the utility, although the utility would insufficient resources if it ends up serving that noncore load, with adverse consequences for bundled customers.  If the CCA and noncore suppliers demonstrate resource commitments for only one year, there would be no assurances that new resources will be developed or long-term supplies and reserves would be committed to the CCA and noncore customers.  Given the lead time for new resource development, a five year resource adequacy demonstration by all load serving entities would be essential to avoid shortages and price fly-ups.

Potential CCA and noncore customers have advocated that:  (1) the utilities make no new commitment on their behalf, even though its not known today how many or which customers would switch suppliers; and (2) there be no Customer Responsibility Surcharge for any commitments that the utility, even though some commitments may be made prior to knowing how many or which customers will ultimately switch suppliers.  Additionally, the resource adequacy requirements for all LSEs have not yet been established or implemented.  Proceeding on this course is neither a feasible outcome for ensuring resource adequacy for all customers nor for ensuring no cost shifting to remaining bundled customers.  

The Commission has recently determined that new resources are needed in the state by 2008.  The governor has urged the utilities to sign long-term contracts now.  Because new generation resources take several years to build, PG&E will need to commit to new resources immediately following the long-term plan decision, before rules for new direct access and community aggregation are in place, and before customers have made commitments to other electric service providers.  PG&E’s proposed plan attempts to address the stranded cost and price‑fly‑up risk described above but it cannot fully mitigate the risk exposure to the utility and its bundled customers because the change in load requirements due to noncore and CCA cannot be known for sure at this time.  The plan includes short-term and mid-term commitments in the 2005-2008 period and a commitment to the minimum amount of new resources that should be constructed by 2007 to minimize the potential for stranding of new long-term commitments.  PG&E requests authorization to pursue that minimum commitment now.  However, in order to ensure market stability and to retain the financial health of the utilities, it is critical that the Commission promptly establish a clear policy regarding noncore and CCA customer planning and cost responsibilities, establish and orderly transition for customers to switch suppliers, and ensure that customers who ultimately switch supplies bear their full and fair share of the costs incurred on their behalf prior to their switching suppliers.  

It will also be critical for the Commission to establish clear guidelines and conditions under which customers that switched suppliers (either noncore or community aggregation) can return to utility service without shifting costs to bundled customers or jeopardizing the reliability of bundled customers.  It is fundamentally unfair to the utilities and their bundled customers to grant departing customers a “free option” to depart from and return to utility service and impose costs to bundled customers or reduce the reliability to bundled customers.

2. Resource Adequacy and the Need for a Multi-Year Requirement
In Decision 04-01-050, the Commission required each LSE to be responsible for procuring sufficient reserves to provide reliable service to its load.[
]  In that decision, the Commission adopted a planning reserve level of between 15-17 percent to be phased in no later than January 1, 2008, and finally, adopted a requirement for each LSE to forward contract 90 percent of its summer capacity needs (i.e., annual peak load plus the target reserve level) a year in advance.

In preparing its procurement plan, PG&E also assumes that the Commission will require all LSEs to meet additional forward procurement requirements beyond the already prescribed on e year forward minimum of 90 percent forward contract requirement for May through September (summer months), as explained below.

In view of community aggregation and the possible renewal of retail competition for noncore customers, it is critical that the Commission define long-term procurement responsibilities for all LSEs to make sure that resources are being acquired to serve all load, including potential CCA and noncore load.

In addition to the year-ahead requirement currently in place, PG&E proposes the following forward procurement requirements for all LSEs:

a.
An 80 percent forward contract requirement for summer months two years in advance; and

b.
A 70 percent forward contract requirement for summer months three to five years in advance.

As provided by the June 4 Assigned Commissioner’s Ruling (ACR) (Appendix A, p. 5), this requirement should be calculated for all LSEs based on their current load regardless of the length of service commitment customer have with the LSE.

When the Commission adopted the year-ahead requirement in Decision 04-01-050, it recognized that allowing a certain percentage of load to be procured in the spot market would allow utilities some flexibility to take advantage of short-term market opportunities.  (D.04-01-050, p. 31)  Adopting similar, but less stringent requirements for years two through five will allow the Commission to balance several objectives.  First, requiring a 70 percent commitment five years in advance, LSEs will make resource commitments early to ensure resource adequacy.  This is consistent with Governor Schwarzenegger’s directive that the utilities begin the long-term contracting process now, despite lingering regulatory uncertainty:  “California cannot afford to delay the construction of new power plants.”[
]  Second, by not requiring a 100 percent commitment, the LSE may include some short-term and mid-term resources to diversify portfolio risk.  Finally, the 70 percent advance commitment will allow each LSE to accommodate some customer migration, and limit, but not necessarily eliminate potential stranded costs.

The utility must know when its obligation to plan for potential CCA or noncore load ends, and other LSEs must know when their obligation to plan for that load begins.  If customers can escape the costs of resource adequacy merely by switching LSEs, the Commission will not only have failed to create genuine competition, but will undermine reliability by feeding a boom‑and‑bust cycle that has temporarily resulted in surplus, but in the long run could lead to shortage.

To avoid this undesirable outcome, the Commission should clearly identify how it will monitor and enforce this requirement for non-utility LSEs.  PG&E suggests an annual reporting of LSE loads and resources.  If the Commission determines that the LSE has not met its five-year resource adequacy requirement, it should direct the utility to begin procuring capacity resources on behalf of the LSE’s customers, and include those costs in customer rates.

It is necessary for the Commission to adopt these forward requirements now, not wait until after revised long-term plans have been approved.  The current year-ahead requirement does nothing to ensure long-term resource adequacy for two reasons.  First, in the current climate of surplus, generators cannot finance and will not build new plants without the assurance of a long-term contract.  Second, depending on the type of plant and the approvals needed, it can take from three to five years to bring a new central station generating plan into service.  If 2008 is the year in which there is market equilibrium, as the Commission has suggested, 2005 is the last possible year in which construction should begin.  Under the current partially completed resource adequacy framework, LSEs could make multi-year demonstrations that they have procured to meet the needs of their customer base.  To avert another energy crisis, the Commission cannot afford to lag in implementing these requirements. 

3. Non-Bypassable Charge for New Commitments

As noted above, PG&E’s integrated resource plan cannot address the entire range of or multitude of unresolved issues.  While PG&E will try to maximize short and medium term commitments to meet its customers’ needs and reserve requirements, the reality is that new long-term commitments must be made within the next 12 months to reliably meet growing customer demands, replace generating units planned for retirement and increasing reserve requirements.  Given the necessarily long lead time needed to develop new resources in the state of California, commitments must be made before the ultimate disposition of the utility’s customer base is finalized and known.  Therefore, in order to ensure resource adequacy yet avoid the price fly up scenario or the stranded cost and cost shifting scenario, PG&E must be permitted to recover the costs of any new commitments it may make now to reliably serve its current customer base—which could be materially different in size and/or characteristics in five years.  For example, to meet a planning reserve requirement of 15 percent by 2008 for PG&E’s current customer load, PG&E may need to enter into certain commitments in the next year for a multi-year period.  At the same time, the Commission is establishing the rules for Community Choice Aggregation and the Legislature is considering a core/noncore market for electric commodity.  Either or both of these programs could significantly influence the amount of load that PG&E may need to procure for in the future, but the fact remains that PG&E must begin planning now to ensure adequate resources and planning reserves for the customers it currently serves.  Accordingly, the Commission should clearly indicate that PG&E will receive full cost recovery for any costs PG&E incurs for long-term commitments for any customer that departs PG&E’s system after PG&E has made any such long-term commitment.  This cost recovery could occur through a cost responsibility surcharge that is determined in future Community Choice Aggregation proceedings, DA proceedings, and/or core/noncore market implementation proceedings.

The Commission should ensure that a proportionate fair share of the costs of these obligations that ensure resource adequacy will be collected from all current customers through a non-bypassable charge that will allow PG&E to recover the costs of such obligations from all customers on whose behalf the obligation has been incurred, including those who subsequently come to take service from a DA provider, CCA, or local publicly-owned utility (as defined in Public Utilities Code 9604).  This is consistent with the approach that the Commission has adopted for the PG&E bankruptcy regulatory asset, the DWR contracts, the cost responsibility surcharge authorized by AB 117 (community choice aggregation), and the Commission’s conditional approval of the SCE Mountainview Project and the SDG&E Palomar and Otay Mesa projects to address the risk that such projects and contracts may become stranded.

4. Evaluation of Debt Equivalence Impacts of New Commitments

This section of Chapter 2 addresses the impact of the proposed resource portfolio on the utility’s financial risk profile.  It also tests the impact of selected alternative resource need and procurement assumptions.  The core of this section is an assessment of the Company’s credit profile, with particular attention to the impact of contracting and owning new generation resources. 

As PG&E implements the LTP and begins to sign new long-term power purchase contracts, the Commission must adopt policies that recognize and address the resulting debt equivalence impacts by making adjustments to PG&E’s authorized cost of capital.  While the extent and timing of such adjustments will depend upon the level of long-term contracting that PG&E engages in, it is critical at the outset that the Commission adopt and implement a debt equivalence policy.  Establishing a clear policy now will send a strong message to the investment community that this Commission understands the credit and cost impacts of its procurement policies, and will take the necessary steps to sustain and improve the credit ratings of PG&E.  

PG&E’s objective is to strengthen its currently minimal investment grade credit ratings, not just maintain them.  This would entail gradual upgrades over the planning horizon to a stronger position within the “BBB” ratings range, and eventually to at least a low position within the Company’s historic position in the “A” range.  This testimony assesses the financial impacts associated with the proposed LTP.  Under the medium load case, there is a relatively modest need for new long-term commitments by 2012.  This testimony concludes that PG&E’s proposal to procure new, long-term conventional generation resources through a 50 percent/50 percent combination of ownership and long-term contracting supports and furthers the objective of strengthening PG&E’s investment grade credit rating over the planning horizon, but under certain scenarios will require future increases to PG&E’s cost of capital as long-term contracts are signed.

In addition to testing the impacts of the proposed resource plan on PG&E’s financial profile, the testimony presents a roadmap for how the Commission should address debt equivalence issues associated with long-term contracting on an on-going basis.  In the 2003 Long-Term Electricity Procurement Proceeding, the three major California electric utilities raised the issue of the impact of long-term power purchase contracts on their credit risk profile.  The Commission instructed the utilities to address the issue in their respective rate of return proceedings (D.04-01-050, p. 84, issued January 26, 2004).  Accordingly, PG&E filed a proposal to assess the impact of long-term procurement contracts in its rate of return (“Cost of Capital”) proceeding using the Standard & Poor’s (S&P) methodology (A.04‑05-023, filed May 12, 2004, Chapter 6).  While PG&E has proposed that the proper forum for addressing compensation to offset adverse financial impacts resulting from debt equivalence is in the Cost of Capital Proceeding, it is equally important that these impacts be taken into account and weighed as part of the resource planning process that will occur in this proceeding.  This will ensure, as PG&E implements its LTP and evaluates new long-term commitments, that debt equivalence impacts are both taken into account in the resource procurement process and effectively mitigated in the cost of capital process.  Thus, the left hand (the Cost of Capital Proceeding) and the right hand (the Long-Term Plan) are coordinated and complementary.

More specifically, PG&E proposes in this proceeding (and in connection generally with new applications for approval of long-term contracts) to assess the debt equivalence impacts of the new long-term commitments using the S&P methodology.  Such assessment will be used both in the bid evaluation process and in the Commission pre-approval process so there is full disclosure about the impacts that the new long-term contracts would have on PG&E’s financial position.  If adjustments to PG&E’s cost of capital or other relief were required, such adjustments would be implemented through the next Cost of Capital Proceeding.  The result is a straightforward two-step process.  In Step 1, in this proceeding, the Commission will use the S&P methodology to assess debt equivalence impacts associated with its approval of new long-term contracts.  In Step 2, the Commission will use the same S&P methodology to determine and implement changes to PG&E’s cost of capital to mitigate the debt equivalence impacts associated with the long-term commitments approved in Step 1.  PG&E asks that the Commission adopt this integrated two-step approach.

This analysis of PG&E’s financial position is highly dependent upon the underlying resource plan assumptions.  The financial analysis evaluates PG&E’s financial condition under four cases:  (1) 50 percent utility ownership/50 percent contracts under the medium load scenario; (2) 100 percent contracts under the medium load scenario; (3) 50 percent utility ownership/50 percent contracts under the high load scenario; and (4) 100 percent contracts under the high load scenario.  Given the substantial uncertainties discussed above surrounding retail loads that PG&E will serve in the future and the resource adequacy requirements that will be applicable to customers served by CCA and noncore programs, the magnitude of new open resource needs could be much greater than assumed under the “medium case” in the LTP.  For this reason, we have stress tested the analysis by also looking at a “high load case” described above.  While the high load case evaluates a significant increase to the medium case, but is hardly a “book-end” sensitivity.

Another critical factor in the analysis is the “business profile” attributed to PG&E by the rating agencies.  The analysis looks at an assumed business profile ratings of 5 and 6.  PG&E is currently rated a Business Profile 6.  A score of 5 would reflect an improved business environment in the eyes of the rating agencies.  For a regulated utility, the regulatory climate is a key driver in the rating agencies evaluation of business profile.  PG&E believes that an implementation of the AB 57 “clean-up” items addressed in Sections C.7, C.8, and C.9, combined with a continuing track record of timely and full recovery of procurement costs would help PG&E achieve an improved business profile.

The following sections of this Chapter cover the following topics:

 Provide background on the contract debt equivalence issue by summarizing testimony provided in Application 04-05-023;

 Review key assumptions and sensitivities incorporated in the financial analysis of the proposed resource portfolio;

 Explain the credit ratios and other financial data used in the financial analysis;

 Propose numeric goals for the key credit ratios that, if achieved, will enable PG&E to strengthen its credit rating; and

 Present the results of the financial analysis.

a. Background of Debt Equivalence Issue

Debt equivalence is the imputation of debt-like characteristics to non-financial contracts or financial instruments not classified as interest bearing liabilities for financial reporting purposes under Generally Accepted Accounting Principles (GAAP).  Debt equivalence is attributed to certain operating contracts or non-debt financial instruments in order to assess a firm’s risk profile accurately.  For example, credit analysts have traditionally treated the minimum lease payments of operating leases as 100 percent equivalent to interest bearing financial liabilities, even though not shown as liabilities on the balance sheet for financial reporting purposes.  Credit rating agency views on debt equivalence of power contracts will directly affect the credit ratings, cost of capital and access to credit of PG&E and the other investor-owned utilities (IOUs).  Rating agency views also affect the cost of capital and access to credit of key suppliers to the utilities, particularly independent power companies relying on long-term contracts to raise capital for new construction.

PG&E’s testimony in the Cost of Capital Proceeding describes the risks and benefits of procuring new electric generation resources through long-term contracts, and the analytical steps used by credit rating agencies to incorporate long-term contracts in credit analysis.  The fundamental economic concept underlying debt equivalence is that the level of fixed cash costs affects the risk profile of a firm’s securities.  This applies whether the fixed costs are represented by direct financing obligations of the firm or by operating contracts such as power purchase contracts.  Long-term power procurement contracts enable a utility to “rent” capital invested in generating assets without directly borrowing funds.  The impact on a utility’s risk profile of contractually fixed operating costs still may be lower than a direct debt obligation, depending upon the performance obligations of the parties to the contract.  However, the utility as a practical matter can’t contract away all of the risks of owning a power plant.  The risks it retains (“residual risk”) will increase its financing costs on its remaining, conventional financial capital.

The degree of risk retained by utility investors depends on:  (a) the allocation of risks with the supplier in the power purchase contract, and (b) regulatory practices for allocating risks among ratepayers and utility investors.  With respect to the allocation of risk in long-term power purchase contracts, the supplier typically takes on development, construction, availability and operating cost risks.  The utility and its ratepayers typically bear replacement power, fuel price, and market risks.  Although the utility does shed risk to the third party supplier, it does not eliminate all risk.  At the same time, contracting for the supply of energy and capacity provides no contribution to financial margins necessary to protect utility creditors.

The three credit rating agencies have a fairly similar perspective in terms of the impact that fixed operating commitments have on the risk profile of utility creditors (bondholders and other financial lenders).  When it comes to analyzing these impacts, S&P is the most specific and transparent in its approach.  The key variables used in S&P’s methodology include the following:

 Contract term.  Contracts with terms three years or less are excluded from the analysis.  This provides the utility an incentive to use short and medium-term contracts where feasible and otherwise attractive from a risk management perspective.

 Capacity payments.  The greater of contractual or implicit capacity payments in long-term contracts are included in the analysis.  These costs are potentially stranded, under the assumption that energy payments up to a level associated with best current technology would always be recoverable in an economy energy market.  The resulting payments for the remaining life of the contracts are discounted at a rate of 10 percent to determine a present value of future capacity payments.  These present values are calculated for every year used in the credit analysis.  Forward starting contracts are included in the analysis only beginning in the year the resource is expected to become operational and require payments.

 Debt equivalence risk factor.  The resulting present values of future capacity payments are risk-adjusted to reflect the contractual allocation of risks and the quality of regulatory and legal support for long-term cost recovery.  In the case of PG&E, S&P’s currently uses a risk-weighting of 30 percent for existing Qualifying Facility (QF) and irrigation district power purchase contracts.  The applicable risk-weighting may change as PG&E enters into new types of contracts with different allocations of risk, or as the regulatory protections for cost recovery change.  The resulting “equivalent debt” estimates are used to recalculate credit ratios.

There are three potential consequences of power procurement contract debt equivalence.  First, the utility’s cost of debt and equity will be higher.  Rating agency views of debt equivalence are a fact.  They will impute debt from long-term procurement contracts in their credit analysis.  The Commission can choose to recognize this impact before the fact or after the fact.  But lack of recognition will not affect the behavior of the rating agencies or the response of investors to published ratings.  Second, if not mitigated, contract debt equivalence will eventually result in higher borrowing costs and reduced access to credit for independent power suppliers.  Precisely because suppliers under long-term contracts depend on the utility to absorb certain market and regulatory risks, their own creditworthiness depends in large part on that of the utility.  They are termed “derivative credits,” since their credit quality is derived, in part, from that of the purchasing utility.  Thus, the debt equivalence issue has the potential to drive up the cost of supply from these sources of power or even make it impossible for those suppliers to secure adequate debt financing.  Finally, ignoring the costs of debt equivalence has the potential to distort resource procurement decisions not only between utility ownership versus contracts, but among contract alternatives.

PG&E’s testimony in its current Cost of Capital Proceeding, Application 04‑05-023, also proposed several steps for the Commission to take to reduce the impact of long-term procurement contracts in the credit ratings process and to address the impact on the utility’s credit risk profile.  These recommendations included the following:

 Build confidence in the stability of wholesale and retail power markets in California in order to mitigate the impact of long-term power contracts on utility risk profile.  In particular, the Commission should implement policies that provide reliable and timely recovery of procurement costs.  In Chapter 2, PG&E proposes a number of steps that the Commission should take to reinforce regulatory assurance of timely cost recovery of procurement costs.  Building confidence in the stability of California energy markets and the utilities’ ability to recover costs is a cost-effective opportunity over the long-term to keep the cost of debt equivalence for utility customers, investors, and suppliers as low as possible.  There is some potential to influence the credit rating agencies’ views on risk.  This could result in a reduced “risk factor” applied to future capacity payments.

 Adopt the debt equivalence measurement methodology developed by S&P’s for calculating procurement contract debt equivalence in order to measure the impact of long-term procurement contracts on the Company’s credit risk profile.

 Require PG&E to estimate the impact of debt equivalence on its credit ratios in rate of return proceedings, and authorize the Company to propose adjustments to capital structure, in order to mitigate changes in those impacts and maintain its credit risk profile.

 Apply the S&P methodology to incorporate the cost of debt equivalence in future utility procurement plans.  Specific steps to apply the S&P methodology are described in Appendix A and Tables 2-6 and 2-7.  The Commission should update this methodology periodically as it evaluates and approves long-term resource additions in connection with PG&E’s Long-Term Resource Plan and other related proceedings.  In this testimony, PG&E applies the S&P methodology to the proposed and alternate portfolios and assesses the results.

b. Credit Ratios and Other Financial Metrics Used in the Analysis

The financial analysis utilizes three financial ratios to gain insight into the impact of the proposed resource portfolio on PG&E’s financial risk profile and its credit ratings.  S&P has published guidelines for the ratios against a ratings scale of utility risk profiles (or “risk positions”).  

The process of assigning credit ratings to a borrower includes both qualitative judgments concerning a borrower’s level of market, operational, technology, and regulatory risk, and quantitative assessments of the degree of financial “cushion” available to protect creditors against adverse events.  S&P publishes credit ratio targets matrixed against a scoring system for borrowers’ overall business profiles.  By combining the qualitative and quantitative aspects of credit analysis, this matrix provides borrowers a tool to gauge the impact of business and financial strategies on their credit ratings.

S&P’s business profile scale, with rankings from 1 to 10, indicates the relative level of risk of individual borrowers.  A ranking of 1 indicates the lowest relative business risk, and a ranking of 10 indicates the highest.  Before the California Energy Crisis, PG&E had a business profile score of five.  After entering financial distress and bankruptcy, PG&E’s business profile rocketed to a nine.  In March of this year, S&P set PG&E’s business profile score at six under its emergence from bankruptcy under the MSA.  Though a significant improvement from a score of nine, this is still above average risk, and is higher than S&P’s assessment before the California energy crisis.

Having assessed a borrower’s business profile, S&P then performs a quantitative assessment of the degree of financial protection afforded creditors by the borrower’s business outlook.  S&P uses financial forecasts to calculate several credit ratios for the borrower which indicate the amount of “safety margin” available to protect creditors from the borrower’s business risks.  The resulting predicted credit ratios are then compared against targets matrixed to the business profile scale.  Table 2‑1 shows the S&P guidelines for  “BBB-,” credit ratings at Business Profile 6 and “A” credit ratings at Business Profile 5.[
]
There are three key “benchmark” credit ratios used by S&P:  funds from operations to cash interest expense, funds from operations to total average debt, and total debt to total capitalization.  (Table 2-1 provides definitions of these ratios.)  The interest coverage ratio focuses on how ongoing financial performance provides multiples of coverage of interest obligations.  Of these, the funds from operations to interest measure is the single most important ratio of all (funds from operations (FFO) approximates cash from operations).  The other two measures address aspects of balance sheet protection.  Again, the cash flow-oriented measure, FFO to total average debt, is more important than the simple balance sheet debt to total capitalization ratio.  FFO to total debt measures how many years it would take for a borrower to repay all of its debt obligations if all cash from operations were so dedicated.

On June 2, 2004, S&P published revised benchmarks for these credit ratios, assigned new business profile scores to some utilities, and dropped one benchmark credit ratio (pre-tax interest coverage).  The revised guidelines do not imply a significant change in ratings methodology.  In fact, they did not result in any credit ratings changes for any issuers.  PG&E’s business profile remains at a score of six.  However, the range of target credit ratios has been adjusted.  This testimony uses the revised ranges for the benchmark credit ratios to estimate the impact on PG&E’s credit ratings of various resource procurement scenarios.

c. Credit Ratings Objectives

In Application 04-05-023, PG&E proposed a capital structure necessary to support the investment grade credit ratings that have enabled it to exit bankruptcy.  A direct relationship exists between capital structure and the cost of equity, credit ratings and the cost of and access to debt capital.  Credit ratings can also materially impact access to trade credit and the credit ratings and access to capital of key suppliers.

For instance, when PG&E became financially distressed during late 2000 and early 2001, many of its suppliers, particularly suppliers of electricity and natural gas, became very concerned that PG&E would not pay them for delivered gas and electricity.  These concerns manifested themselves in several ways.  In the natural gas market, a number of suppliers demanded that PG&E either pre-pay them for natural gas or provide corresponding “security” in the form of bank letters of credit or liens on customer accounts receivable.  (In fact, some refused to sell gas to PG&E until forced to do so by Executive Order.)[
]  In the wholesale power market, a number of power generators stopped providing power to the Independent System Operator (ISO) after PG&E credit ratings were downgraded to speculative grade and the Company defaulted on a payment to the ISO.

Finally, the utility’s credit risk profile can have a significant impact on key suppliers—particularly those for whom the utility provides a significant fraction of its revenues.  For example, in the typical project financed power facility, up to 100 percent of the power plant’s revenues may come from a single utility.  An example would be contracts PG&E has with several irrigation districts.  Once PG&E went into bankruptcy, the bonds supported by those power purchase contracts were severely downgraded to “junk” status.

The Modified Settlement Agreement (MSA) approved by this Commission and the Bankruptcy Court incorporated in its “Statement of Intent” the objective of achieving at least minimal investment grade credit ratings for the Company and the securities it would issue to exit bankruptcy:

(5) It is in the public interest to restore PG&E to financial health and to maintain and improve PG&E’s financial health in the future to ensure that PG&E is able to provide safe and reliable electric service to its customers at just and reasonable rates.  The Parties intend that PG&E emerge from Chapter 11 as soon as possible with a Company Credit Rating of Investment Grade and that PG&E’s Company Credit Rating will improve over time.  (D.03-12-035, Appendix C, pages 2-3)

The Settlement Agreement acknowledges the benefit to customers of having credit-worthy, investment grade investor owned utilities able to discharge the full range of their public service obligations in a cost-effective manner.

PG&E attained part of this statement of intent by emerging from bankruptcy with low investment grade credit ratings:  “company” or “issuer” credit ratings of BBB- from S&P and Baa3 from Moody’s.[
]  The logical next step becomes how far should PG&E and the Commission work to “improve over time” its credit ratings.  This is an issue principally to be addressed in future rate of return proceedings, as well as other important proceedings such as procurement related cases.  The Company here recommends preliminary guidelines for longer-term credit rating objectives in order to guide the financial analysis and illustrate trade-offs involved in the electric resource procurement portfolio.

PG&E recommends the following three guidelines to be used for purposes of evaluating the impact on its credit ratings and financial condition of proposed electric resource plans:

 First, all three key benchmark credit ratios should remain within the “BBB” range for a Business Profile 6 utility even under adverse or stressful scenarios.  As described above, losing its investment grade credit ratings will significantly affect PG&E’s cost of borrowing, its access to trade credit, and the cost of debt to key suppliers who rely on PG&E’s credit as a foundation for their own efforts to raise investment capital.

 Second, all three key benchmark credit ratios should remain within the top half of the recommended range for “BBB” rated utilities at a Business Profile 6 under a “base” or “expected” case scenario.  This should position the Company for an upgrade to an issuer rating of “BBB” or even “BBB+” in the event that qualitative factors are judged positively.  As both S&P and Moody’s indicated in reports detailing PG&E’s credit ratings upon emergence from bankruptcy, the Company’s financial ratios suggest ratings somewhat stronger than in fact were awarded.  Caution regarding the future direction of energy markets utility regulation in California is one factor leading to that result.  Another factor is the emergence from bankruptcy as an investment grade company—an unusual event warranting some caution in the eyes of the credit rating agencies.  The benefit to customers of a slightly higher credit rating, albeit still “BBB” range, are four-fold.  First, as the Company’s credit rating improves, it has a lower cost of borrowing and it can access a broader array of financial instruments with less restrictive covenants.  (One example would be its access to the retail segment of the preferred stock market, which provides most preferred capital treated as equity for credit analysis purposes:  there is very little appetite for junk-rated preferred stock among retail investors.  PG&E’s current preferred stock ratings are below investment grade.)  Second, it has better access to trade credit and its suppliers can have easier access to credit.  (For example, PG&E’s current senior unsecured credit rating from Moody’s is Baa3.  For derivative credits such as long-term power suppliers, this essentially ensures that they will have access to credit only as non-investment grade borrowers.  This does not mean they will be unable to raise capital, but it will affect the cost and flexibility of terms on which they can raise capital.)  Third, as further described in Chapter 4 of the Company’s May 12, 2004 filed testimony in the rate of return proceeding (A.04-05-023, pp. 4-17 and 4-18), an upgrade in PG&E’s credit rating will trigger the fall-away of the mortgage securing the Company’s financial debt.  The termination of the mortgage will improve the derivative credit available to power suppliers because their creditor claims will no longer be junior to those of the financial creditors.  Finally, a stronger credit has more “cushion” to withstand adverse events and financial shocks.  In the fall of 2000, as a “A+” -rated company, PG&E was able to borrow $3 billion very quickly under advantageous terms in order to pay power costs.  As a “BBB-“ ‑rated company, PG&E could never approach that kind of financial flexibility.

 Finally, PG&E recommends that all three benchmark credit ratios should remain within the recommended range for “A” rated utilities at a Business Profile 5 under a “base” or “expected” case scenario.  This should position the Company for a return to an A-range credit rating, assuming the credit rating agencies’ qualitative assessment of risk for PG&E strengthens sufficiently.  The resulting credit ratio targets under the S&P scale either overlap or are slightly higher than the corresponding targets for a “BBB” rating at a Business Profile 6.  In effect, PG&E recommends that a prudent goal would be to return to the “A” credit ratings range through a combination of quantitative and qualitative factors.  PG&E had enjoyed a Business Profile 5 ranking from S&P and solid “A” ratings from both S&P and Moody’s before the California Energy Crisis.  A credit rating in the “A” range provides a lower cost of borrowing, easier non-price terms such as covenants, access to financial instruments such as the commercial paper market, and, most importantly, greater capacity to withstand adverse events before becoming a non-investment grade credit.

PG&E advocates returning to the “A” credit rating range through a combination of a developing a stronger financial profile and demonstrating a lower risk profile as a California energy utility.  Tables 2‑1 and 2‑2 show the S&P benchmark ranges and PG&E’s recommended goals under the criteria described above.

d. Key Assumptions and Sensitivities in the Financial Analysis

The financial analysis depends on a number of key assumptions, both for aspects of PG&E’s “medium case” proposed resource portfolio, and for other aspects of PG&E’s financial profile.  Several assumptions warrant highlighting from the standpoint of the financial analysis:

 Utility load requirements.  Load requirements are estimated using the assumptions described in Chapter 3.  This assumes significant increases in DA and Community Choice Aggregation loads as described in Chapter 3.  More importantly, the analysis assumes that third party suppliers to these ratepayers will be responsible for long-term resource adequacy and that DA and CCA customer load will support construction of new generation facilities through arrangements the third party suppliers make.  This is a very important and highly uncertain assumption.  The experience of the DA market to date suggests that even large customers (with the possible exception of oil refiners and chemical facilities with very large, long-term energy loads) will not enter into supply contracts with terms longer than five years.  Without longer-term contracts, new generation resources may not be constructed through arrangements with direct access and community aggregation suppliers.  PG&E’s financial analysis accordingly tests the sensitivity of its financial results to a higher resource procurement requirement for the utility.  Accordingly, the financial analysis includes a “high load” scenario as a sensitivity case which assumes a much lower migration of customer load to community aggregation and DA.

 Replacement of DWR Contracts.  The bulk of the California DWR Resources contracts allocated to PG&E ratepayers expire in 2010-2011.  PG&E assumes that because these contracts are with existing resources, it will be able to enter into a series of new, short-term and medium-term contracts with many of the same facilities.  This strategy is intended to reduce the risk of stranding costs and the impact of debt equivalence.  PG&E believes that this is a prudent and realistic strategy.  However, if PG&E has to replace the expiring DWR contracts with long-term arrangements, the impact on stranded cost risk and debt equivalence will be significantly greater.

 Utility Gas and Electric Ratebase Growth.  The projections in the analysis include significant investment in new plant and equipment for gas and electric distribution and transmission facilities, as well as investments in existing retained hydroelectric and nuclear generating facilities.  Total capital expenditures—before the impact of any new generating capacity to be owned by PG&E—range from $1.6 billion to $1.8 billion annually.  As ratebase grows, PG&E’s capacity to increase aggregate long-term power procurement contracts without damaging its credit risk profile also grows, all other things equal.  The financial analysis also incorporates the two-stage securitization refinancing of the Modified Settlement Agreement’s bankruptcy regulatory asset.  Although the securitization is an “off-credit” financing, it does shrink aggregate ratebase and free cash flows.

 Earned and Authorized Rates of Return.  The financial analysis uses an authorized return on equity (ROE) of 11.22 percent, and an authorized common equity ratio of 52 percent.  The projections assume that the Company issues and repurchases debt and equity securities in amounts and proportions necessary to fund capital expenditures and still maintain a balanced capital structure.  The projections also assume that the Company is able to earn its authorized ROE.

 Procurement Contract Portfolio.  The portfolio of procurement contracts used in the credit analysis includes existing QF and irrigation district contracts.  Consistent with PG&E’s proposal in Chapter 4 for expiring QFs, PG&E assumes that 90 percent of expiring QF contracts will be renewed at one-year Short Run Avoided Costs (SRAC)-based prices.  All future contracts with terms of three years or greater are included for debt equivalence calculations.  As a simplifying assumption, the analysis does not include gas contracts for commodity, transportation or financial hedges for QFs, PPAs or utility generation.  Such contracts, if in excess of three years would raise similar debt equivalence issues.  Contractual or implicit capacity payments are modeled to the end of the contracts’ lives in order to estimate equivalent debt in each year of the analysis.  Contracts with new resources are assumed to have a term of 20 years.  Long-term contracts and ownership of ratebased generating facilities are assumed only to the extent that the resource plan calls for new power plants to be constructed.  PG&E is assumed to meet a substantial amount of its residual resource requirements using short and medium-term contracts with existing generators (such as those currently supplying power to PG&E retail load through CDWR contracts).

 Debt Equivalence Methodology.  The S&P methodology described earlier is used.  The analysis incorporates a risk-weighting of 30 percent.  
e. Scenario Analysis

PG&E evaluated the impact on PG&E’s credit ratios of the proposed electric resource plans, including the extent to which a combination of utility ownership and contracts helps mitigate the adverse effects of a contract only strategy.  The results demonstrated that, as expected, the debt equivalence impact of a 50 percent utility ownership/50 percent contracts strategy reduces the impact associated with 100 percent contracts.  The ability of PG&E to meet its credit objectives is placed at risk even with a 50 percent/50 percent strategy unless the Commission offsets the impact of debt equivalence through adjustments to PG&E’s cost of capital.  In cases with higher load growth and the need to enter into more long-term contracts, the impact of debt equivalence is more adverse and results in key credit metrics deteriorating over time and the utility remaining at low investment grade.  In such cases the costs of offsetting the debt equivalence impacts through adjustments to PG&E’s cost of capital are significantly greater.

Using the assumptions discussed in Section d above, the financial analysis evaluates PG&E’s financial condition under four cases:  (1) 50 percent utility ownership/50 percent contracts under the medium load scenario; (2) 100 percent contracts under the medium load scenario; (3) 50 percent utility ownership/50 percent contracts under the high load scenario; and (4) 100 percent contracts under the high load scenario.  In all four cases, renewable energy resources are procured through long-term contracts.  Each of the four cases is evaluated against the financial ratios and targets described in the preceding sections.  Where a case does not provide sufficiently strong credit ratios to meet the ratings goals, the additional common equity financing and its associated cost required to rebalance the utility’s capital structure are estimated.  

Case 1:  Case 1 uses the medium load scenario and a mix of conventional utility owned assets and resources under long-term contracts where necessary to fill the residual net open with new generation resources.  

In Case 1, the projected credit ratios fail to meet all of the ratings criteria objectives described earlier and detailed in Tables 2-1 and 2-2.  If S&P continues to assess PG&E’s business profile as a “6,” the FFO to total debt ratio for the years 2005-2012 does not support a high “BBB” credit rating although the other key credit metrics are above the midpoint of the range for a “BBB” credit rating.  If S&P were to assess the Company’s business profile as a “5,” the credit ratios support a high “BBB” rating but do not support an upgrade to a low “A” rating.  In such a case, the ratios that are weaker than the minimum guidelines are total debt to total capitalization and FFO to total debt.  These shortfalls could be offset by an increase of the common equity ratio of 2 percent or less, which would increase annual revenue requirements by approximately $50 million.  Tables 2-3, 2-4, and 2-5 show the credit ratios for the scenarios.

Case 2:  If PG&E were to enter into long-term contracts for 100 percent of its new long-term resources, the financial results would be weaker than in Case 1.  FFO to total debt is weaker after 2007 and is significantly weaker after 2012 as compared to Case 1 when the new utility owned assets are assumed to be in ratebase and providing cash flow.  As in Case 1, the FFO to total debt ratio does not support a high “BBB” rating at a business profile of 6.  At a business profile of 5, the debt ratio falls short of the range for a low “A” rating.  The impact of moving the total debt to total capitalization ratio into the “A” range would be a revenue requirement increase of approximately $75 million.

Case 3:  The “high load” scenario shows incremental pressure on the financial results compared to Cases 1 and 2, the medium load cases.  Several thousand MW of new conventional generating capacity is assumed to be under contract to or owned by PG&E in 2012.  This is a significant increase Cases 1 and 2, but is hardly a “book-end” sensitivity.

In a 50 percent contract/50 percent utility ownership plan for the high load scenario, FFO to total debt is below the recommended targets through 2011.  The ratios do not support an upgrade to a high “BBB” at a Business Profile 6 or a low “A” at a Business Profile 5 until after 2011.  The debt ratio falls short of the range for a low “A” credit rating throughout the planning horizon.  Again, an increase in the common equity ratio of 2 percent or less would be required in order to achieve the targets in all years.

Case 4:  In a 100 percent contract procurement plan for the high load case, the financial results become even more problematic.  FFO to total debt remains below the targets for either an upgrade to a high “BBB” at a Business Profile 6 or a low “A” at a Business Profile 5 in almost every year.  Total debt to total capitalization weakens through 2012, and thereafter fails to reach the recommended levels.  An increase in the common equity ratio of up to 5 percent representing nearly $125 million of annual revenue requirements would be necessary to achieve all of the recommended financial targets.  Absent a significantly higher cost of capital, the ratios show that it is likely under this scenario that PG&E would be unable to strengthen its credit profile from its current level of marginal investment grade.

f. Conclusions

As PG&E implements the LTP and begins to sign new long-term power purchase contracts, the Commission must adopt policies that recognize and address the resulting debt equivalence impacts through adjustments to PG&E’s capital structure.  While the extent and timing of such adjustments will depend upon the level of long-term contracting that PG&E engages in, it is important at the outset that the Commission adopt and implement a debt equivalence policy.  The need for material adjustments can be managed and mitigated through a procurement strategy that combines utility ownership and long-term contracting as proposed in the LTP, but such a strategy will only postpone or reduce the inevitable need to make adjustments to offset the debt equivalence impacts of long-term contracts.  PG&E proposes in this proceeding to assess the debt equivalence impacts of new long-term commitments using the S&P methodology set forth in the Cost of Capital Proceeding (and summarized above).  Such assessment will be used both in the bid evaluation process and in the Commission pre-approval process so there is full disclosure about the impacts, if any, that the new long-term contracts would have on PG&E’s financial profile.  If adjustment to PG&E’s authorized cost of capital were required, this would be implemented in the next Cost of Capital Proceeding.  The Commission should adopt this integrated two-step approach to addressing debt equivalence impacts as part of an on-going policy.
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5. Hybrid Market Structure

PG&E and its customers will benefit from diversity in ownership of generation facilities.  As noted above, under PG&E’s LTP, over time, approximately 50 percent of its remaining needs, after accounting for increased energy efficiency, renewables, demand response programs, and short and mid-term contractual commitments, is filled through PPAs and 50 percent is filled through utility ownership of generating facilities.  As described in Chapter 6, PG&E will pursue separate and simultaneous solicitations for purchased power and for generation projects to be owned by PG&E.

In its LTP Decision the Commission firmly endorsed a “hybrid market” in which new generation development is pursued both by independent merchant generators and by utilities.  “California should not rely solely on competitive market theory and the behavior of market generators … California has a long history of reliable service being provided by utility-owned and operated generation plant and a recent painful history of rolling blackouts and high price spikes from reliance on third-party generators in a poorly designed competitive market … a portfolio mix of short-term transactions, new utility-owned plant, and long-term PPAs is optimal, combining the security of generation assets with the full regulatory oversight of the Commission with the flexibility of ten year contracts, and the potential benefits of operating efficiencies and lower costs from a competitive market.”[
]
Several months later, in its decision on the sdge1 SDG&E “Grid Reliability” RFP, the Commission asked:  “what steps should the Commission take now to ensure that the exigent circumstances that led to the energy crisis—both in loss of reliability and skyrocketing costs—do not occur again?  One way to achieve this goal is for the utility to have a balanced portfolio from all qualified resources with a mix of different ownership types, from PPA to IOU ownership, along with diversity in fuel source, pricing terms, and contract lengths.  The resource mix also should include sources such as demand reduction products and renewable resources.”[
]
PG&E agrees that the hybrid market model is the most appropriate and provides the best avenue for realizing a variety of benefits.  These include:

 Providing new opportunities for independent power producer (IPP) development of new generating facilities;

 Obtaining sufficient operating flexibility to meet operational and reliability requirements to reliably provide power to customers;

 Mitigating debt equivalency impacts by reducing the number of long-term PPAs that PG&E must enter into;

 Diversifying the risks inherent in market prices and counterparty credit;

 Providing opportunities for developers with different business models; and

 Maintaining significant Commission jurisdiction over generating facilities.

a. Providing Opportunities for IPP Development of New Generating Facilities

A large number of electric plants were permitted and constructed in response to the energy crisis in California in the 2000‑2001 period.  Since then, IPP development and construction activity has dropped precipitously.  To encourage new projects, whether they are on the drawing board or further along in the development process, PG&E proposes to make available about 50 percent of its long-term needs not already filled by energy efficiency, demand response programs, renewables and distributed generation in this round of solicitations.  In addition, to provide a more stable longer-term investment environment, PG&E plans to apply this 50 percent guideline to future solicitations.

b. Mitigating Debt Equivalency Impacts of PPAs

As discussed in Section C.4 above, power purchase contracts will be viewed by the credit rating agencies as debt equivalents.  New long-term PPAs will therefore affect PG&E’s ability to enhance or maintain its investment grade credit rating.  As shown below, pursuing an even mix of power purchase agreements and ownership of generation facilities, by reducing the number of long-term contracts that PG&E enters into, facilitates PG&E's efforts to enhance its investment grade rating and helps to mitigate the need for adjustments to its cost of capital to offset the debt equivalence impacts of the PPAs on PG&E’s credit rating.

c. Obtaining Sufficient Operating Flexibility to Reliably Provide Power to Customers and to Respond to Volatility in Electric Markets

An important criterion for the evaluation of long-term generation, whether acquired under a PPA or through ownership, is the extent to which it provides operational flexibility and the associated cost of this flexibility.  The extent of this operational flexibility depends both on the nature of the generation facility and the arrangements for its procurement.  Some generation sources provide only limited flexibility, for example when they are limited by available fuel supply (hydroelectric) or other factors (e.g., limited curtailability), or when they have limited ability to cycle.

A utility-owned plant will provide the full range of flexibility consistent with the capabilities of the particular generating unit.  The operational flexibility provided by PPAs, on the other hand, depends on the terms of the contract.  Some PPAs can provide similar flexibility to plants owned by the utility, but these contracts would need to be structured with complicated terms and conditions; for example, through varying degrees of dispatchability, turn down capability, number of starts at the dispatcher’s option, and other features.

The utility will likely find it easier to have on-going changing requests on operational flexibility with its own generation than trying to properly request and price these needs at the inception of a 10 to 20 year PPA.  If the utility desires a wide range of flexibility to accommodate future unknown activities, the owner of the facility for the PPA will correspondingly charge the utility a premium for the right to utilize this flexibility to its benefit.  These trade-offs in flexibility and cost will be significant considerations in the evaluation of the bids in the two long-term solicitations.

d. Diversifying the Risks Inherent in Setting Prices and Credit

Ownership diversity between IPPs and utilities provides ratepayers with diversity with respect to the pricing of long-term power procurement.  Utility-owned plants, with cost-of-service ratemaking, generally provide ratepayers with relatively stable pricing over the entire economic life of the facility.

PPAs for new resources, on the other hand, are not priced under cost-of-service but at market prices to reflect their merchant status.  The PPAs will likely be priced to compensate the owners for their more limited contract term and will subject ratepayers to replacement power costs at the end of the contract term, before the facility’s useful life is over.  Under a PPA, the economic value and the risk of the IPP plant revert back to the owner upon contract expiration.  Conversely, under utility ownership, ratepayers would continue to receive the benefit of the plant’s output throughout its life.

A mix of some utility ownership and a portfolio of PPAs among many suppliers can also provide a balanced credit profile for PG&E’s supply.  As evidenced by the attempted termination of PPAs by merchant generators, such as NRG and Mirant, against some of the utilities on the east coast, it can be risky to contract with a few suppliers.  As also evidenced by the termination of PPAs by merchant generators, such as Duke, Mirant, and Enron, against PG&E during the energy crisis of 2000-2001 when PG&E lost its investment grade rating, a reliance upon power purchase contracts can leave a utility vulnerable to a loss of supply and overdependency on spot market prices as such contracts can be terminated if certain credit milestones are not maintained.

e. Providing Opportunities for Developers With Different Business Models

Different companies developing generating facilities have different business models in achieving their desired economic returns.  Some companies prefer to develop, construct, operate and maintain ownership of generating facilities for years after the plant is operational.  PPAs are a good vehicle to support this first type of business model.  Other companies prefer to develop and construct generating facilities, but are not interested in operating the plants or in owning them for years after they first are operational.  Utility ownership of plants may be a good vehicle for supporting this latter business model.  Yet other companies may prefer different strategies for different facilities.

6. Ratemaking for Utility Ownership

In Decision 02‑10-062, the Commission encouraged the utilities to consider utility owned/retained generation sources in their long-term resource plans.  In response PG&E proposed ratemaking in its last LTP that would give it the needed assurances of full and timely recovery of costs of constructing new generation.  In this testimony PG&E presents additional ratemaking mechanisms necessary when PG&E acquires new generation ownership as a result of the competitive solicitation process.

Regardless of the means of acquiring new generation, the ratemaking mechanisms necessary for the utility to own new generation must have these qualities:  upfront assurance of cost recovery such as that afforded third party procurement contracts under AB 57, no opportunity for after‑the‑fact reasonableness review of project costs if the terms of the upfront approval are met and mechanisms to allow cost recovery to begin as soon as the facility is serving customers.

This section of the testimony describes proposed ratemaking mechanisms applicable to utility acquisition of new generation through a competitive solicitation.  However, the circumstances of acquiring new generation capacity will be unique for each opportunity, and will require unique and individual ratemaking proposals.  When presented with an opportunity to acquire new generation in the best interest of its customers, PG&E would request approval of ratemaking tailored to fit the specific circumstances.  In this proceeding PG&E is asking that the Commission consider and rule on the need for assurances of upfront and timely approval of cost recovery.

In the 2003 Long-Term Resource Planning proceeding, PG&E proposed a ratemaking mechanism applicable to utility ownership of newly constructed generation.  This testimony follows that same model but tailors the proposal to address acquisition of a power plant through a competitive solicitation, and either operates the plant itself, or employs a third party agent to operate the plant.

Where PG&E acquires a generation facility through a competitive solicitation, it would specify the terms for determining the initial capital cost of the acquisition in its request for approval of the acquisition contract.  The terms would include a target price, change order procedures, and any incentives for the developer to meet schedule and heat rate, among other items.  The Commission’s determination as part of the pre-approval process that the contract is in the best interest of the ratepayers would constitute upfront approval of the determination of the acquisition costs.

Part and parcel of the upfront finding of prudent and reasonable acquisition costs is the elimination of the possibility of “two bites at the apple” where the Commission adopts an upfront determination of reasonableness, and yet conducts an after-the-fact reasonableness review even if PG&E meets the preapproved upfront conditions.

AB 57 requires the Commission to make an upfront determination of the reasonableness of power purchase agreements with third parties.  The Commission should apply the same requirements when PG&E acquires generation facilities as the result of a competitive solicitation.  Approval of the results of the competitive solicitation would obviate the need for any after‑the‑fact reasonableness review if the terms of the contract are met.  If the terms of the contract were not met, PG&E would be allowed to recover any excess costs if the Commission determines their reasonableness after‑the‑fact.

Along with upfront determination of reasonableness and limitations on after‑the‑fact reasonableness reviews, it is necessary that the Commission provide for timely cost recovery of utility-owned generation on the commencement of its dedication to utility service.  Tariff provisions for recovery of acquisition costs, operating and maintenance costs, and fuel costs would need to be in place at the time the facility is declared commercially operative.

In some circumstances it may be necessary for PG&E to request ratemaking mechanisms to reduce the financial burden associated with acquisition of utility-owned generation.  These provisions may include recovery of planning and administrative costs of preparing for the construction or acquisition of the generating facilities as spent, recovery of financing costs as incurred, and upfront assurances of cost recovery of incurred costs if the project is ultimately abandoned.

If PG&E is to acquire new generation facilities as a result of a competitive solicitation, the Commission must give PG&E reasonable assurances of full and timely cost recovery.  These assurances are necessary to continue PG&E’s investment grade credit rating and to give PG&E access to reasonable cost capital to provide utility service.

7. The AB 57 Trigger Mechanism Should Be Extended for the Term of the Long-Term Contracts Approved in Conjunction With the Utilities Adopted Long-Term Plans

One of the paramount purposes of AB 57 (codified as Section 454.5 of the Public Utilities Code) is the assurance of timely recovery of procurement costs.  Among the statute’s provisions is the requirement that the Commission establish a utility power procurement balancing account and that the Commission “adjust rates or order refunds, as necessary, to promptly amortize” account balances.  (PUC Section 454.5(d)(3).) The Commission established such an account—ERRA—in Decision 02‑10‑062.  Until January 1, 2006, the “trigger mechanism” set forth in the statute requires the Commission to “ensure that any overcollection or undercollection” in the ERRA does not exceed 5 percent of the previous year’s non-DWR generation revenues.  (PUC Section 454.5(d)(3).)  “After January 1, 2006, this adjustment shall occur when deemed appropriate by the commission consistent with the objectives of this section.  (Id; emphasis added.)

One of the objectives the Legislature intended in enacting AB 57 was to require the Commission “to review each electrical corporation’s procurement plan in a manner that…provides certainty to the electrical corporation to enhance its financial stability and creditworthiness…”  (Stats. 2002, ch. 835, Section 1c.)  Although PG&E has emerged from its Chapter 11 bankruptcy, its credit rating is low investment-grade.  Rating agencies must be assured that PG&E will be able to recover its procurement costs in a timely fashion if PG&E’s financial health is to improve.  S&P has expressed concern about the expiration of the trigger mechanism:

In response to the financial hardships the utilities faced in 2000 and 2001, Bill 57 compels the CPUC to adjust electric rates if undercollections resulting from power-procurement activities exceed 5% of the prior year’s procurement expenses. Yet the benefits of this 5% cap could be diluted by the scheduled expiration at the end of 2005.  Thereafter, the CPUC will be vested with discretion to assess the time frame for implementing rate adjustments to address any shortfalls caused by expenses that outpace revenues. The sunset provision leaves unanswered the question of whether the CPUC, in a future exercise of its discretion might permit a recurrence of the delayed rate relief that eviscerated the utilities financial profiles in 2000 and 2001. (“California Utilities: Another Step Forward?” S&P Published June 26, 2003. )

At a time when PG&E is poised to move from procuring power on a short-term basis and enter into a series of new long-term commitments, it is crucial that the Commission address the financial community’s lingering concerns about expiration of the trigger mechanism and provide regulatory assurances that this mechanism will continue in effect.  This will ensure that there will be no deterioration of the timely rate recovery mechanisms adopted by the Commission and relied upon by the rating agencies as a material factor in their restoration of PG&E’s investment grade credit rating.  Long-term extension of the trigger mechanism will also be looked upon favorably by the parties that will be submitting bids to sell power or facilities to PG&E (and the financial institutions that will back them) and should the reduction of risk premiums and credit costs that might otherwise apply.

Long-term resource commitments require long-term ratemaking commitments.  As part of the long-term planning process and to maintain all utilities’ financial health, the Commission must provide long-term cost recovery assurances that will match the term and length of the long-term commitments.  PG&E therefore requests that the Commission should, at a minimum, extend the trigger mechanism for the 10-year period covered by the Long-Term Plan and preferably, issue an order in this proceeding that the trigger mechanism will remain in effect for the term of the long-term contacts approved in conjunction with the long-term plans the Commission will adopt.

Extending the trigger mechanism will not only provide the certainty needed to maintain and improve PG&E’s credit rating, it will benefit PG&E’s customers as well, by ensuring that any decreases in procurement costs are expeditiously passed on to those customers.

8. The Commission Should Confirm That the Disallowance Cap Applies to All Utility Least Cost Dispatch Decisions Made Pursuant to the Long-Term Plans the Commission Will Approve in This Proceeding

In its decision adopting the regulatory framework under which PG&E and the other electric utilities resumed full procurement responsibilities, the Commission also established “standards and criteria that address the behavioral conduct of the utility and its personnel.”  (D.02-10-062, mimeo, p. 49.)  Among the Standards of Conduct (SOC) the Commission adopted was Standard 4, which requires the utilities to “prudently administer all contracts and generation resources and dispatch the energy in a least-cost manner.”  (Id at mimeo, p. 51.)

In Decision 02-12-074 the Commission, among other things, explained that “prudent contract administration,” within the meaning of Standard 4, includes “dispatching dispatchable contracts when it is most economical to do so.” (D.02-12-074, mimeo, p. 75, Ordering Paragraph 24.b.)  In conjunction with its explication of what “prudent contract administration” means in the context of Standard 4, the Commission also adopted a limit for potential disallowances, the “disallowance cap.”  The Commission’s rationale was “that setting an upper limit on disallowances gives utilities and the investment community certainty in estimating the magnitude of potential financial risk, in order to support the utilities’ quicker return to creditworthiness.”  (Mimeo, p. 53.)  The Commission further stated:

In addition, we believe that the utilities’ exposure should reflect some recognition of their duty to act on behalf of ratepayer interests….

Thus, we set each utility’s maximum disallowance risk equal to two times their annual administrative expenses for all procurement functions, including those related to DWR contract administration, utility-retained generation, renewables, QFs, demand-side resources, and any other procurement resources. . . . Therefore, we do impose dollar limits that change standard #4 as described above.  (Mimeo at p. 54)

Since Decision 02-12-074, Standard 4, the least-cost dispatch requirement and the scope of the disallowance cap have been the subject of much argument and several Commission decisions (see, for example, D.03-06-067, D.03-06-074, D.03-06-75, and D.03-06-076).  By this testimony PG&E does not intend to reopen the debate concerning Standard 4 or the scope of the disallowance cap.  PG&E does, however, believe it is important that the Commission confirm one point, namely that the disallowance cap, which for PG&E is currently $36 million, applies to all utility dispatch, including utility-owned resources, power purchase contracts and allocated DWR contracts.

PG&E believes this conclusion follows from the Commission’s decision to link the disallowance cap to a “violation of Standard 4” and the Commission’s determination that Standard 4 includes “dispatching dispatchable contracts when it is most economical to do so” (D.02-12-04, mimeo, p. 75, Ordering Paragraphs 25 and 24.b., respectively.)  Moreover, as the Commission has explained, Standard 4’s mandate that “In administering contracts, the utilities have the responsibility to dispose of economic long power and to purchase economic short power in a manner that minimizes ratepayer costs” means that “the prudence of each utility’s decision to dispatch resources contained in the integrated DWR-IOU portfolio…is part of the review under SOC 4.” (D.03-06-067, mimeo, p. 10.)

Since the Commission first adopted the disallowance cap, events have occurred that re-enforce the need for the cap, given its underlying rationale, i.e., to give “utilities and the investment community certainty in estimating the magnitude of potential financial risk” the utilities face.”

For example, in the Energy Resource Recovery Account proceeding, the ORA has argued that “standard of conduct No. 4 requires a reasonableness review.” (ORA’s Opening Brief in A.03-10-022 dated April 30, 2004, p. 6; see also ORA’s Opening Brief in A.03-08-004 dated May 27, 2004, p. 3 footnote 1.)  PG&E believes ORA’s position is incorrect in light of the Commissions very clear pronouncement the “Standard 4 does not impose traditional after-the-fact reasonableness reviews” and “[l]east-cost dispatch is an up-front standard that is included in procurement plans.  Any subsequent review of dispatch merely ensures that the utilities have complied with the approved procurement plans.”  (D.03-06-076, mimeo, pp. 24, 25.)  Nevertheless, ORA’s persistence in arguing its position and the deference the Commission has shown to ORA’s arguments in the past render the Commission’s future disposition of this issue uncertain.

Most recently, on June 28, 2004, the Commission issued a draft “Interim Order Regarding Electricity Reliability Issues,” scheduled for a vote at the Commission’s July 8, 2004 meeting.  If adopted without change, this order would, among other things, make “[e]ach utility responsible for scheduling and procuring sufficient and appropriate resources (both system wide and locally within its service area) to meet its customers’ needs and permit the [CAISO] to maintain reliable grid operations.”  (O.P. 1.a.)  TURN has pointed out that the draft decision is “vague and subject to multiple interpretations in many respects, leaving the reader with little confidence that this hastily-prepared order has been carefully considered, or that the language has been sufficiently vetted to ensure that its intended meaning is in fact clear.”  (Comments of TURN On Draft Decision Regarding Electric Reliability Issues dated July 1, 2004, p.1.)  What is clear about the decision, however, is that requiring utilities to consider local reliability effects in their dispatch decisions complicates the least-cost dispatch process in ways that will only become clear in practice.  Given these events and their adverse effects on the ability of a utility and the investment community to gauge the magnitude of a utility’s potential financial risk, the Commission should, in its decision in this proceeding, clarify that the cap on disallowances, applies to all utility least cost dispatch activities undertaken pursuant to the long-term plans the Commission approves.

A cap on disallowances was and continues to be a critical element of the regulatory assurances to limit the risks associated with the utilities’ resumption of power procurement so the resumption does not impair restoration of the utilities’ investment grade credit ratings.  A key element in that restoration is the track record the Commission establishes in implementing the disallowance cap as well as the cost recovery features mandated by AB 57.  At this point it is far too early for the financial markets to be comfortable with the Commission’s track record.

9. Streamline Review of Procurement Transactions

Procurement risks are not solely limited to timely cost recovery by the utilities.  The Commission must also adopt policies that build confidence in the California energy markets and the regulatory framework.  The Commission should do this in two ways.

First, by expediting the process for verifying that utility transactions are consistent with adopted procurement plans, the Commission can confirm that the utilities’ procurement transactions are in compliance with an approved procurement plan and eliminate any second guessing during subsequent ERRA compliance reviews on least-cost dispatch and procurement activities.  It has now been seven months since the Commission indicated it would hire an independent auditor to review the quarterly transaction reports submitted by the utilities.  As of this date, the independent auditor has not been hired, nor has PG&E received approval of even one of its Quarterly Procurement Transaction Reports—even though the first one was submitted for approval more than 14 months ago.

Second, the failure to conduct timely reviews of the Quarterly Procurement Transaction reports has complicated the ERRA proceedings and threatened to turn them into full-blown reasonableness reviews.  The proceeding that was originally described as a “true up” (of actual procurement expenses to projections) has metamorphosed into a “compliance review,” notwithstanding the fact that review of the quarterly compliance reports is still forthcoming.  In which in conducting the annual ERRA compliance reviews on least-cost dispatch and procurement activities, the Commission should require that the case be completed on time and the scope of the review should be limited to review of the transactions identified by the independent auditor for further review.
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