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A. Steps to Determine the Aggregate Impact on the Utility

1.
Determine aggregate committed capacity payments as of the test period.  Project these payments for future years.  Include implied capacity portion of energy payments and any above market energy payments.

2.
Discount future capacity payments to determine their present value in the test period using a discount rate of 10 percent.  This provides an aggregate, maximum debt equivalent for all capacity payments.

3.
Multiply the resulting maximum potential debt number by a “risk factor” that incorporates the risk allocation features of the contracts and California regulatory practices.  This provides a risk-adjusted debt equivalent for procurement contracts.  The current S&P factor applied to Pacific Gas and Electric Company’s (PG&E or the Company) Qualifying Facility (QF) and irrigation district contracts is 30 percent.  This factor could change.  If the risk allocation varies significantly among contract types within the contract portfolio, the portfolio may need to be segmented, with different risk factors applied to different segments.

4.
The resulting debt equivalent number can be multiplied by 10 percent to determine the implied interest charges, in order to determine the impact of the contracts on interest coverage ratios.

5.
The debt equivalent number times (1 – the target debt ratio for credit ratings purposes) equals the incremental equity required to rebalance the capital structure in order to achieve the target debt ratio.

6.
The resulting equity number can be multiplied by ((cost of equity * net to gross tax multiplier) – marginal cost of long-term debt) to determine the net impact on revenue requirements of rebalancing the utility capital structure.

B. Adjustments to Determine the Cost of a Single Contract

a.
Apply Steps 1-2 to each year of the contract.  I.e., for each year of the contract, discount the future remaining capacity payments to determine the debt equivalence of the contract at that time.  The result will be a declining balance of equivalent debt.

b.
For Step 3, apply a risk factor that appropriately reflects the contract terms (likely 30 percent, but potentially as high as 100 percent).

c.
Apply Steps 5-6 for each year of the contract.  This provides the annual debt-equivalence cost, in terms of pre-tax revenue requirements.  The resulting annual charges should be added to the contract payments for purposes of estimating the total cost of resource procurement alternatives.
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