Comments of Duke Energy Ohio, Inc.

for Commission Staff’s Rate of Return Workshop


Duke Energy Ohio, Inc. (“DE-Ohio”) submits the following comments for the Commission Staff’s June 12, 2007, Rate of Return Workshop:
Issue No. 1:  Should compensation for the provider of last resort (POLR) responsibility for an electric distribution utility (EDU) be considered separately from the rate of return of the distribution wires function?

Yes.  The POLR utility faces a host of unique circumstances, ranging from a potential market redesign, customer base uncertainty, and supply uncertainty.  All of these factors must be viewed against a recent backdrop of unprecedented electricity, gas, and emissions credit price volatility.  Ohio EDUs with POLR responsibilities are at least as risky as the typical vertically integrated electric utility (“VIU”) and warrant similar returns and capital structures.  


POLR-specific risks faced by EDUs include: 1) demand risk, 2) supply risk, 3) market structure risk, and 4) price volatility risk, and these risks are all interrelated.  Further, the POLR is set at a market price as part of the VIU’s market-based standard service offer (MBSSO).  As much as possible the regulated distribution rate should remain separate from the market price MBSSO.

1. Demand Risk 


In order to efficiently procure energy, the EDU must first be able to forecast the load it will be required to serve, that is, the customer base.  Without an accurate forecast of volume requirements, the EDU faces the risk of either over- or under-procuring its actual energy needs.  While forecasting load growth is common to virtually all utilities, Ohio EDUs face additional unique risks associated with load departure/return associated with Retail Access (“RA”).


Currently in Ohio, the EDU is the default provider of electric service and bears the ultimate responsibility to serve all of the consumers in its certified territory in the event of intermittent defaults or permanent failures by competitive suppliers to reliably discharge their responsibilities, and in the event consumers choose to remain with the utility or lack competitive options due to credit, relocation, or other issues.   Existing direct access consumers have the right to switch from a competitive retail electric service (CRES) provider to the utility’s MBSSO service at will, and vice-versa.  To wit, CRES providers cherry-pick high-margin consumers and serve them at lower cost, inflicting a risk of substantial reduction in ROE to the EDU.  



Related to demand risk is credit (bad debt) risk and counterparty risk.  Credit risk is the likelihood that high-quality creditworthy consumers in MBSSO loads switch to CRES providers when lured to do so by lower prices while low-quality marginal consumers remain with the EDU.  Counterparty risk relates to the eventuality that CRES providers serving consumers become insolvent and fail to deliver power.  Then, the EDU is left serving a portfolio of consumers with an unfavorable load profile, and finds itself at risk purchasing electricity in the spot market rather than in the forward market.  Even if the EDU is not buying in the spot market, there is a cost for the flexibility of being able to suddenly vary the quantity in any contractual arrangement.  


The uneasy co-existence of retail competition and regulation in Ohio has certainly increased demand risk.  As competition shifts pricing schedules, such that market prices approximate a cost basis, EDUs’ rate structures are under pressure to reflect cost.  Given the existing competing energy alternatives (cheaper electricity from CRES providers, gas, oil, coal, cogeneration, distributed generation) and a fragile market price structure (a structure that reflects public policy for many services rather than pricing based on economic costs), there are incentives for high-margin large‑volume users to leave the EDU network and seek alternative providers, such as CRES providers, to meet their energy requirements at lower cost.  Because large‑volume industrial users typically represent a high-margin substantial proportion of total revenues, the loss of these consumers can have serious financial consequences for both the EDUs and their consumers.  


In short, the presence of RA consumers who may shift back and forth creates forecasting risk for the EDU and also increases its power procurement risks as shown below.

2.  Supply Risk


Supply risk represents another dimension of total investment risk and is very much related to demand risk.  This risk deals with the availability and price of power supplies.  The EDU is responsible for making decisions regarding prices, contract differentiation, and supply portfolio composition.  These decisions are much more difficult if the utility is the POLR.  The provision of power supply to consumers is subject to greater risk of approval of these activities by the regulators, and there is a risk that the arbitrated or negotiated prices are less readily accepted by regulatory authorities or perhaps deemed imprudent and uneconomic. Whether an electric utility is a competitive supplier or is required by regulation to be a CRES and the POLR, as is the case in Ohio, implies a very different set of prices, contract provisions, and portfolio choices.  


3. Market Structure Risk


In Ohio, the risk situation is compounded by the fragile and internally inconsistent hybrid competition/regulation structure and the uncertain future of the existing market structure, complicating any kind of load forecasting even for short-term power requirements.  Any potential change in RA market structure could shift power procurement requirements significantly and quickly.  This potential load migration creates volatility in EDUs’ power procurement needs.  There is the added risk that procurement decisions made today will turn out to be uneconomic in the future.  For example, current purchases could become redundant if RA load disappears.  Conversely, RA load could return to the EDU at any time, with the attendant shortfall in the current power supply.  


Given the fundamental inconsistency that exists between competition and regulation, it is conceivable that a new and substantially redesigned market structure, that has yet to be defined, will emerge.  Virtually all market rules related to the pricing and delivery of energy, capacity, and ancillary services are subject to be revamped.  


Implementation of a new market structure creates significant supply risk.  Incomplete rule development, the probability that any new market structure will remain in flux for a considerable time period, and the potential for disagreement among the stakeholders in the development, interpretation, and application of complex RA rules all compound supply risk.


4.  Price Volatility Risk


Because purchased power costs do not flow directly into retail rates but are deferred for subsequent recovery, volatile electricity prices represent a risk factor for all electric utilities. including both VIUs and EDUs, whether they are saddled with POLR obligations or not.  But the impact of price changes is potentially larger for an EDU than for a VIU for the obvious reason that the EDU is typically far more dependent on purchased power than the VIU, and because the EDU’s equity capital base is typically smaller than that of the VIU.  Because Ohio’s structure treats all utilities like EDUs by requiring market transactions between affiliates, price volatility risk is particularly important in Ohio.

POLR obligations create additional risks of their own, compounding the price risk.  The price volatility of the kind we have witnessed in recent years increases power procurement risks, especially for EDUs that are located in retail access jurisdictions, as is Ohio.  For example, price volatility increases the risk that the utility will be forced to buy high and then to sell low and also increases the risk of significant RA load movement, further aggravating load uncertainty, and increasing power procurement risks further.  Price volatility also increases the risk that the EDU will buy high and then experience a decrease in market prices, making its power purchases appear expensive, uneconomic, and imprudent.  This price risk is much more of a significant risk factor for the EDU than the VIU because the former is more dependent on power procurement and is typically smaller.  Also, the VIU is unaffected by this risk to the extent that POLR supply obligations are typically associated with retail access jurisdictions where VIUs have divested their generation.


Moreover, price volatility risk is asymmetric.  If the EDU buys high and then sells low due to volatility, the transaction might be viewed as imprudent and uneconomic, but if the EDU buys low and sells high, there is no matching reward.  Thus, price volatility creates an asymmetric “heads I win, tails you lose” risk for power procurement.  


In short, the POLR utility faces a host of unique circumstances, ranging from a potential market redesign, customer base uncertainty, and supply uncertainty.  All of these factors must be viewed against a recent backdrop of unprecedented electricity, gas, and emissions credit price volatility.  As such, Ohio EDUs with POLR responsibility are at least as risky as the typical VIU and warrant similar returns and/or capital structures.   


POLR-specific risks can be mitigated by various regulatory and market policies, for example by means of an electric choice tracking mechanism.  Other risk-reducing policies include revenue decoupling mechanisms, minimum stay requirements, and continuation of stranded cost payments for consumers leaving the EDU.

Issue No. 2  What is the appropriate capital structure to use for an EDU?


The EDU’s capital structure, rather than the holding company’s capital structure, is the appropriate capital structure to use for establishing the EDU’s base rates.  The capital structure used for setting base rates should reflect the risks related to electric distribution service for Ohio consumers.  The EDU’s capital structure will reflect these risks more accurately than the holding company’s capital structure, because the holding company’s capital structure may reflect the impacts of a higher proportion of non-regulated activities, or regulated activities in other jurisdictions.  


The Commission Staff acknowledged these considerations in In the Matter of the Commission Investigation of the Financial Condition of Ohio’s Regulated Public Utilities, Case No. 02-2627-AU-COI (Staff Comments)(January 29, 2004) at p. 10:

     Ohio has historically used a corporate consolidated cost of equity component when setting base rates.  This policy was reasonable in the past, as most business activities of the companies were regulated, and the risk differentials of different regulated activities were not severe.  However, if non-regulated activities have a material impact on the overall financial condition of a holding company, and if these activities have significantly different risk characteristics from regulated activities, then a consolidated capital structure may no longer be appropriate.  In order to protect rate payers from improper imputation of risks, the appropriate capital structure to be used in any specific situation can no longer be assumed, but should be subject to investigation and determination in a case-by-case basis.
Issue 3   Which should be estimated directly, the cost of equity or the overall cost of capital?  Traditionally, the cost of capital has been estimated by separate calculations/estimates of the cost rates of debt, preferred, and equity.  These are then combined using the relative weights of the capital structure to produce an overall rate of return.  An alternative method would be to estimate the overall cost of capital directly.   The return on equity could be backed out using the capital structure and the embedded costs of debt and preferred.

Both methods produce the same revenue requirements.


Alternative Regulatory Methodologies


The dollar return component of the revenue requirement can be obtained by either of two methods:  The Utility-Specific Method or the Common (Generic) ROE Method.  If implemented properly, both methods will produce the same amount of dollars of revenue requirements.  To illustrate, consider a specific utility with a rate base of $1,000.  The cost of debt is 7%, the cost of equity is 10%, and the specific utility is deemed a capital structure made up of 50% debt and 50% common equity. 


Alternative # 1  Utility-Specific Method


Under the Utility-Specific Method, that is currently employed by the majority of regulatory bodies, the utility-specific Weighted Average Cost of Capital (“WACC”) is obtained by summing the weighted costs of each type of capital as shown in the table below, producing a WACC of 8.5% for that specific utility.

                     Weighted Average Cost of Capital

	
	
	
	Weighted

	Capital
	Weight
	Cost
	Cost

	-----------------------
	-----------
	-----------
	----------------

	debt
	50%
	7.0%
	3.5%

	common equity
	50%
	10.0%
	5.0%

	
	
	
	------------

	
	
	WACC
	8.5%



In dollar terms, the return component of the revenue requirement is computed as the product of the allowed return and the rate base, as follows:


Allowed Return  =   8.50%


Dollar Return on Rate Base =   Rate Base   x    Allowed Return

           
                                  =   $1,000     x     .085     =    $85.00


Alternative # 2:  Common ROE Method


An alternative procedure is to impute a common ROE applicable to all electric distribution utilities under the Commission’s jurisdiction and recognize an individual utility’s relative business risk by deeming a higher (lower) equity ratio component for a utility with higher (lower) than average business risk.  Returning to the illustrative example, if we assume that the generic common ROE for the electric utility industry is 10.5% for the average risk electric utility, a less risky than average utility, (e.g., an electricity transmission company or an EDU without POLR obligations) is deemed a lower equity ratio on account of its lower relative risk, in this case 43% – because the same dollar revenue requirement is produced whether a 10.5% ROE with a 43% common equity is employed or a 10.0% ROE and 50% common equity ratio.  This is shown in the table below.    The converse is true as well, where a riskier than average utility would be imputed a higher common equity ratio.

                      Weighted Average Cost of Capital

	
	
	
	Weighted

	Capital
	Weight
	Cost
	Cost

	-----------------------
	------------
	----------
	-------------

	debt
	57%
	7.0%
	4.0%

	common equity
	43%
	10.5%
	4.5%

	
	
	
	------------

	
	
	WACC
	8.5%



In dollar terms, the same return component of the revenue requirement is computed as before:


Allowed Return  =   8.5%


Dollar Return on Rate Base =   Rate Base   x    Allowed Return

           
                                  =   $1,000     x     .085     =    $85.00


Both approaches produce the same dollar return.  Under the conventional utility-specific method, differences in business risk are reflected through adjustments to the ROE whereas under the common ROE method, differences in business risk are reflected through adjustments to capital structure.   

Issue 4 Should a formulaic benchmark be used to establish a rebuttable presumption for cost of capital?  Traditionally, the Staff evaluates the cost of equity as of a date contemporaneous to a company’s rate filing without any benchmark or presumption.  An alternative method could be to establish a formulaic benchmark for the return on equity (or the overall return on capital) of an EDU.   All parties, and Staff, could then examine whether the particular characteristics and situation of the EDU indicated by how much the fair and reasonable return for the EDU was greater or less than the formulaic benchmark.


While a formulaic benchmark could be used to establish a rebuttable presumption for cost of capital or return on equity, DE-Ohio prefers the traditional methodologies of establishing the return on equity because formulaic benchmarks may not provide a fair and reasonable return to the investors of a particular EDU to which the formula is applied.


A cursory review of the procedures and methods employed in orthodox rate of return regulation and an examination of alternatives is particularly timely in view of the profound technological, social, and political changes that are taking place in the utility industry.  On the one hand, policies designed to foster competition and efficiency have been promulgated, while at the same time a possibly outmoded regulatory regime based on cost and monopoly assumptions is prevalent.  The cohabitation of competition and regulation, to the extent that it exists, is unhealthy.  The potential result is that society will have the worst of both worlds, whereby the benefits and efficiency gains of competition and the advantages of traditional regulation are both denied.


The business environment of the utility industry has changed, and continues to change. Because of technology as well as governmental and regulatory actions, the traditional role of utility companies has undergone a profound change.  Competition now prevails in several of the utility companies' services and important markets (bypass, power wheeling, wholesale and retail competition, unbundling of services, etc.).  Consumers have alternative means of filling their communication, information, and energy needs.  Given the intensification of competition and the attendant pressure on market prices to reflect cost, the need for reexamining the regulatory framework is apparent.


Alternatives to rate of return regulation have already been adopted in some form by many regulatory commissions.  These include allowed ROE ranges, performance‑linked allowed ROEs, return‑sharing mechanisms between consumers and shareholders, price caps, social contract regulation, and incentive regulation, among others.  The benefits of such plans provide the regulated company with the ability to respond to competitive pressures, to provide socially beneficial differentiated prices, and to avoid various administrative and compliance costs.  Moreover, under these regimes, the companies possess the necessary incentives to be cost‑efficient, which they do not entirely possess under traditional rate of return regulation.


Automatic ROE Adjustment Formulas Overview

A special form of automatic rate adjustment is the Automatic ROE Adjustment Formula mechanism.  Such a regulatory mechanism is quite prevalent in most Canadian jurisdictions and increasingly prevalent in U.S. jurisdictions, notably in California.  There are several ways to adjust the ROE target automatically for changes in the company’s cost of equity funds.  One common way is to link the target ROE directly to changes in the average value of long-term government bond yields for the year.  In each subsequent indexing year, the change in the cost of equity funds is equal to the difference between the average bond yield in an indexing year and the average bond yield in the base year.  The updated target ROE is established by either adding or subtracting the change in capital costs from the base year’s authorized ROE.  


Two components are required to implement a ROE formula: the risk-free rate and the risk premium. For the risk-free rate component, either the current or the average forecast yield on long-term government bonds is appropriate, or perhaps an average of the two.  The next step is to add a risk premium to that average yield.  A "going in" risk premium based on the results of CAPM, Risk Premium, and DCF analyses provides the starting point for the coming year.  CAPM, historical risk premium, allowed risk premiums, and DCF analyses of the electric utility industry indicate that a reasonable risk premium is in the range of 5.5-6.0% for electric utilities.

 
The risk premium is not insensitive to interest rates, however.  The well-documented inverse relationship between the risk premium and the level of interest rates should be reflected in the mechanism by indexing the risk premium level to the level of interest rates in a simple, easy to administer, and comprehensible manner.  

Academic studies and empirical research strongly indicate that risk premiums vary inversely with the level of interest rates - rising when rates fall and declining when interest rates rise.  The knowledge that risk premiums vary inversely to the level of interest rates can be used to adjust historical risk premiums to better reflect current market conditions.  Thus, when interest rates are unusually high (low), the appropriate current risk premium is somewhat below (above) that long-run average.  The empirical research provided in Chapter 17 of Dr. Roger A. Morin’s book The New Regulatory Finance provides guidance as to the magnitude of the adjustment.


A risk premium change of 0.50% (50 basis points) for each 1% change in the bond yield in the opposite direction for a net change of 50 basis points is reasonable under capital market conditions.  For example, let us assume that the regulator sets a target ROE benchmark of 10.5% with long-term bonds yielding 5.0% for 2007, hence a risk premium of 5.5%.  The table below shows what happens to the risk premium and the ROE as interest rates change.  If the long-term bond yield fell to 4.0%, that is a decrease in interest rate of 100 basis points, the risk premium of 5.5% would increase by one half of the decrease in interest rates to 6.00%.  Therefore, the allowed ROE benchmark would be 4.00% + 6.00% = 10.00%.   If, on the other hand, long-term bond yields rose to 6.0%, that is, an increase of 100 basis points, the risk premium of 5.5% would decrease by one half of the increase in interest rates to 5.00%.  Therefore, the allowed ROE benchmark would be 6.00% + 5.00% = 11.00%.

	      Interest Rate
	     Risk Premium
	     ROE

	3.00%
	6.50%
	9.50%

	4.00%
	6.00%
	10.00%

	5.00%
	5.50%
	10.50%

	6.00%
	5.00%
	11.00%

	7.00%
	4.50%
	11.50%


Automatic Rate Adjustments: Evaluation

Automatic ROE adjustment formulas linked to interest rates have several drawbacks.  First, changes in risk are typically not reflected in the interest-rate driven formulas found in most jurisdictions, in spite of the influence of risk on investor return.  The formula approach eliminates the exercise of judgment and runs the risk of being insensitive to changes in risk perceptions.  A single-factor formula, whereby only interest rates influence the cost of common equity, essentially transforms a utility company’s common stock into a variable-rate bond.  

Second, while the formula approach reduces the direct costs of regulation, it does not provide incentives for productivity gains and cost minimization, unless it is accompanied by an incentive plan.   By placing the utility company in “auto pilot” mode, an automatic ROE formula constitutes a step backward in terms of economic efficiency.  A ROE range of reasonableness is far superior in terms of providing efficiency incentives.  

Third, the automatic ROE formula plans currently in vogue in various regulatory jurisdictions are not necessarily transferable to a particular utility company.  A subject utility may be more or less risky than the utilities that are under ROE formulas, and it would be unfair to apply a generic ROE formula to all regulated utilities.  

Finally, mathematical ROE formulas, developed under one set of particular capital market circumstances when long-term government bond yields were much different than they are currently, are not directly transferable to any given utility, for they imply a vastly different risk premium.   
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