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Section I – QUALIFICATIONS, BACKGROUND, AND Introduction
Q. PLEASE STATE YOUR NAME.

A. My name is Daniel J. Lawton.

Q. BY WHOM ARE YOU EMPLOYED?

A. I am a principal in the firm of Diversified Utility Consultants, Inc. (“DUCI”).

Q. WHAT IS YOUR BUSINESS ADDRESS?

A. My business address is 12113 Roxie Drive, Suite 110 Austin, Texas 78729.

Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK EXPERIENCE.

A. I have included a description of my educational background and work experience in my Exhibit _____ Schedule (DJL-1), attached to this testimony.

Q. HAVE YOU PREVIOUSLY TESTIFIED AS AN EXPERT WITNESS IN A UTILITY RATE PROCEEDING?

A. Yes, numerous times.  I have included in Exhibit _____ Schedule (DJL-1), a listing of cases in which I have provided expert testimony. 

Q. ON WHOSE BEHALF ARE YOU TESTIFYING?

A. I am testifying on behalf of certain Cities served by Entergy Gulf States, Inc. (“EGSI” or “Company”) in Texas1.

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?

A. The purpose of my testimony in this proceeding is twofold.  First, I address issues surrounding distribution company risk differentials as measured by bond ratings.  Second, I address the issue of a forward-looking capital structure for EGSI and the other distribution utility companies in Texas.  While I address EGSI specifically by examining EGSI’s rate filing, similar analyses can be made for each of the Texas utilities in this case.

Q. PLEASE SUMMARIZE YOUR RECOMMENDATION IN THIS CASE.

A. I recommend that the Public Utility Commission of Texas (“PUCT” or “Commission”) adopt a 60% debt and 40% equity capital structure for wires companies in this case.  In addition, I recommend that the Commission not adopt a risk differential adjustment either in capital structure or return on equity (“ROE”) for wires companies that will be created out of presently integrated utilities with triple B bond ratings.

Section II – CASE OVErViEW
Q. PLEASE PROVIDE AN OVERVIEW OF THIS PROCEEDING.

A. As I understand this case, the Commission will set the ROE and capital structure for the transmission/distribution or wires companies in Texas.  It is also my understanding that the cost of debt and cost associated with other capital will be set for each utility in their respective Unbundling Cost of Service (“UCOS”) filing.

Three basic issues are raised in testimony of the utility companies for this proceeding: the cost of equity, the appropriate capital structure; and risk differentials for utilities with lower bond ratings.  In addition, or as a supplement to these three issues, the testimony addresses the relative risks of wires companies in the future markets in Texas.

Q. ARE YOU AWARE OF THE NON-UNANIMOUS (“NUA”) SETTLEMENT IN THIS CASE REACHED BY THE COMMISSION STAFF AND A NUMBER OF THE PARTIES?

A. Yes.  As I understand the NUA, the recommended equity return is 10.75% with a 60% debt and 40% equity capital structure.  In addition, the equity return and capital structure applies to all wires companies in Texas with no adjustment for bond rating differences.  As I discuss in the following pages, Cities served by EGSI support a 60% debt and 40% equity capital structure.  Cities also support the NUA’s recognition that no additional risk adjustments need to be made for T&D companies on a forward looking basis.

Section III – BOND RATING DIFFERENTIAL
Q. DOES EGSI HAVE A DIFFERENT BOND RATING THAN MOST OF THE OTHER UTILITIES IN THIS PROCEEDING?

A. Yes.  Both EGSI and Texas New Mexico Power Company (“TNMP”) have bond ratings in the BBB range while the other utilities are generally rated in the low single A or better category.

Q. SHOULD THE COMMISSION ADJUST CAPITAL STRUCTURE OR ROE FOR THE TRIPLE “B” COMPANIES IN SETTING A GENERIC ROE FOR DISTRIBUTION SERVICE IN THIS PROCEEDING?

A. No.  The goal is to set a T&D cost of equity and capital structure for EGSI and other Texas utilities as wires companies going forward.  The risks of all distribution companies in Texas are generally the same. EGSI Distribution’s risks like other wires companies will be lower than those of a vertically integrated utility on a going forward basis.

The lower bond rating for EGSI and TNMP is a result of risks related to constructing and putting production related assets into rates.  The costs associated with these production assets will be recovered in either the competitive market or through ECOM charges.  To saddle distribution customers with a higher ROE on a going forward basis is unfair when these costs will either be recovered in the market or through CTC charges on all T&D customers.  In other words, financial problems and lower bond ratings resulting from past production projects should stay on the production side of the business and follow those assets.

The settling parties, including the Commission Staff recognize that such risk differentials should be ignored on a going forward basis.  The utility company testimony provides no evidence or support that there should be any risk differentials on a going forward basis.  In fact, Mr. Hadaway’s testimony is at best inconsistent on this issue.

Q. EARLIER YOU STATED THAT THE TRIPLE B RATING FOR EGSI RESULTS FROM THE PRODUCTION SIDE OF THE BUSINESS, PLEASE EXPLAIN.

A. EGSI has had a BBB or below bond rating since the early 1980’s.  EGSI, formerly GSU, had significant financial difficulty funding the construction of the River Bend nuclear power plant.  Furthermore, the failure to explain the cost increases resulted in cost disallowances that caused significant added pressures on the Company’s financial position for a number of years.

These production facilities will be deregulated starting in 2002.  There is no basis to conclude that the distribution only utility will carry these past production related risks. 

Q. DO YOU HAVE ANY COMMENTS ABOUT MR. HADAWAY’S TESTIMONY REGARDING RATE OF RETURN CONSIDERATIONS FOR ABOVE AVERAGE RISK COMPANIES?

A. Yes. His testimony is inconsistent.  On the one hand he adopts EGSI’s request for a 12% ROE because of higher risks, but then he adopts Mr. Bridges 11.50% ROE recommendation for BBB rated TNMP with a 60% debt and 40% equity capital structure. 

Mr. Hadaway does not address the fact that EGSI is a distribution “only” company.  According to EGSI, retail transmission rates will be set by Federal Energy Regulatory Commission (“FERC”).  Mr. Hadaway does not address that EGSI’s current financial position is a direct result of past Company failures related to the soon to be deregulated production side of the business.  Because of Mr. Hadaway’s failure to address any distribution utility issues, his testimony does not support his claimed risk differential for a ROE adjustment.  Moreover, his adoption of Mr. Bridges’ testimony of an 11.50% ROE contradicts the claimed need for a ROE risk differential.

Q. DOES SENATE BILL 7 (“SB-7”) CONTAIN ANY PROVISION THAT REDUCES THE LEVEL OF RISK FACED BY EGSI COMPARED TO OTHER COMPANIES WITH UCOS FILINGS?

A. Yes.  EGSI is the only company exempted from the mandatory 6% rate reduction for “price to beat” rates when competition begins.  EGSI’s cash flow will not be subjected to the same pressures as other utility companies when competition begins.

Given all of the above, the claimed need for a higher ROE or risk differential for utility companies with lower bond ratings should not be adopted.

A. DR. MORIN’S TESTIMONY, AS ADOPTED BY DR. HADAWAY, RECOMMENDED THAT THE COMMISSION USE THE TOP END OF THE RECOMMENDED ROE RANGE FOR EGSI BECAUSE OF EGSI’S CONSTRUCTION BUDGET.  DO YOU AGREE WITH THIS ANALYSIS?

A. No.  First, EGSI’s construction budget for distribution has amounted to about $25.3 million annually during the 39 month period July 1, 1996 through September 30, 19992.  This is far below the $50 million annual average claimed by Mr. Morin.  Second, while EGSI’s annual distribution expenditures are about $52 million annually for the 39 month period ended December 31, 2002, EGSI has provided no evidence such will continue.  Actually, the projected 2002 distribution expenditures are in the low $40 million range not the $50 million claimed by Mr. Morin.
B. The Company never addresses the issue that internally generated capital such as depreciation of over $23 million annually is also a source of capital for construction funds.  The distribution capital budget does not support Mr. Morin’s or Mr. Hadaway’s risk adjustments.
Section IV – CAPITAL STRUCTURE
Q. WHAT IS THE SIGNIFICANCE OF THE CAPITAL STRUCTURE? 

A. The overall cost of capital is the sum of the weighted average cost rates of various sources of capital.  The quantity or portion of each type of capital combined with the cost rate of capital determines the overall rate of return which a utility should be allowed to earn on investment.  The most significant relationship in any capital structure is the debt to equity ratio because of the impact on the overall cost of capital to the utility and the impact on financial risk, and its ultimate effect on capital costs.

Q. DOES SOME SET RELATIONSHIP OR IDEAL MIX OF DEBT AND EQUITY CAPITAL EXIST?

C. No set relationship exists for all firms or all industries in terms of leveraging.  However, the ideal capital structure is one which minimizes the overall cost of capital to the company, while still maintaining financial integrity so as to maintain the ability to attract capital at a reasonable cost to meet future capital requirements.  Because the cost of debt is generally lower than the cost of equity, and also because the cost of debt represents a tax-deductible expense, any increase in the quantity of debt capital tends to decrease the overall cost of capital relative to equity financing.  Of course, this is balanced against the fact that increases in the quantity of debt financing can cause the financial risk of the utility to increase.

In summary, it is not possible to determine with precision the exact proportion of debt and equity which minimizes the overall cost of capital without imposing undue financial risk upon the utility.  There does exist some range of capital structure which, generally, meets the goal of minimizing the overall cost of capital while maintaining the firm’s financial integrity.

D. WHAT ARE THE DIFFERENCES IN CAPITAL STRUCTURE PROPOSED IN THIS CASE?

E. The utility group generally proposes a 50% debt – 50% equity capital structure for the wires companies.  EGSI recommends a 55% debt and a 45% equity capital structure.  TNMP proposes a 60% debt and 40% equity capitalization levels.

F. WHAT IS THE ECONOMIC IMPACT IN TERMS OF REVENUE REQUIREMENTS ON RATEPAYERS OF EMPLOYING A 60% DEBT AND 40% EQUITY VERSUS A 50% DEBT AND A 50% EQUITY CAPITAL STRUCTURE?

G. Assuming a $500 million rate base, a 60% debt and 40% equity capital structure, along with cost rates of 7.5% for debt and 10.125% for equity – revenue requirements will be about $4.0 million lower than a 50% - 50% capital structure on an annual basis.  Thus, capital structure, cost of debt, and equity costs all have an impact on ratepayer rates.

Section V – RISK CONSIDERATIONS FOR ELECTRIC DISTRIBUTION COMPANIES
Q. WHAT FACTORS SHOULD THIS COMMISSION CONSIDER WHEN REVIEWING RISK ISSUES, RETURN REQUIREMENT, AND CAPITAL STRUCTURE FOR WIRES COMPANIES?

H. One of the first factors is that these regulated wires companies will maintain a monopoly franchise and status in the deregulated markets.  Further, distribution only companies have fewer assets subject to risk than the vertically integrated utilities or even combination distribution/transmission wires companies.  Moreover, credit rating companies such as FITCH have recognized the lower risk in wires companies in the deregulated markets and stated, “[e]lectric distribution is widely viewed as a low-risk industry, especially when it is carried out pursuant to an exclusive monopoly franchise.”3 Under the deregulated market in Texas, the wires companies maintain the monopoly franchise.

Q. WILL WIRES COMPANIES CONTINUE TO FACE REGULATORY RISK?

A. Yes. All the electric utilities in this case will still be regulated on the wires side of the business, by the PUCT.  This is the same regulatory risk faced by the vertically integrated utilities in the past.  Review of past cases or the changes resulting from SB-7 do not 

indicate increases in risks to wires companies.  These wires companies  will remain 

monopoly providers of the delivery function of electricity, an essential service.

Rates for wires companies will still be established based on a cost of service approach.  Predictability of the rate setting and regulatory process should remain stable.  Furthermore, T&D cash flows will remain predictable.  As a general matter given current rate setting approaches, the fixed charge provides a predictable cash flow.  In other words, fixed monthly customer cash flows are generated whether or not sales occur or whether sales are influenced by weather and demand for electricity.  Given the above, wires companies such as EGSI are and continue to be less risky than other parts of the utility business.

Q. WILL WIRES COMPANIES FACE RISKS GENERALLY ASSOCIATED WITH THE PRODUCTION SIDE OF THE BUSINESS?

A. No.  A wires company will be responsible for the delivery of the commodity only.  Production risks, fuel prices, and changing generation demands will be risks faced by deregulated generators.

Q. WHAT ABOUT THE RISK OF BY-PASS FOR WIRES COMPANIES?

I. There will not be competing wires companies in Texas, so this risk does not exist.  Some argue that a customer could go to self-generation.  Since the passage of PURPA in the late 1970’s large customers have had the opportunity to self-generate so this type of by-pass is not a new risk.  Moreover, economics dictate distribution generation opportunities exist only for large customers.  The amount of asset base for a wires company subject to this by-pass risk is small.  For example, in the case of EGSI, the entire LGS and LIPS rate base is 6.8% of total rate base4 on a September 30, 1999 test year. Thus, asset base risk subject to by-pass is quite small relative to total assets.  Such risk is actually greater for the transmission side of the business than the distribution only company.

Q. PLEASE SUMMARIZE THE OPERATING RISKS FACED BY WIRES COMPANIES.

J. In my opinion, a wires company is less risky than the vertically integrated utility.  In Texas, the wires company will be responsible for delivering electric power and energy to the customer.  Regulation of the wires side of the business will continue and be based on cost of service.  Certainly reliability standards need to be met.  However, keeping the lights on is a fundamental responsibility of all wires companies and is not a new requirement.  Customers and regulators alike expect safe and reliable service, no more, no less.

Q. WHAT CAPITAL STRUCTURE DO YOU RECOMMEND THAT THIS COMMISSION EMPLOY FOR WIRES COMPANIES IN TEXAS?
A. In my opinion, a 60% debt and 40% equity capital structure should be employed.  As noted earlier, wires companies will have more stable revenues and more predictable revenues than deregulated generation companies.  Further, wires companies in Texas will not be impacted by the generation risks and wires companies will enjoy a noncompetitive service territory for their services.

A. WILL A 60% DEBT AND 40% EQUITY CAPITAL STRUCTURE PRODUCE FINANCIAL RATIOS CONSISTENT WITH THOSE REQUIRED BY BOND RATING AGENCIES?

A. Yes.  For example, a 60% debt and 40% equity capital structure along with debt cost rates of 7.5% and an equity return of 10.125% produces financial measures consistent with those required by bond rating agencies5. Actually, the example outlined above would produce financial ratios consistent with measures required between single A rated bonds and BBB rated bonds.  While no one financial ratio will necessarily determine a bond rating, the low risks and monopoly status for those wires companies should support the higher debt leverage.  I have included in Exhibit _____ Schedule (DJL-2) an example of these financial ratio calculations.
Q. HAVE YOU REVIEWED THE COST OF EQUITY TESTIMONY OF OPC WITNESS HILL?

A. Yes.  Based on my review of his testimony, it is my opinion that his return on equity recommendation of 10.125% is consistent with the low risk T&D companies are expected to experience in the future.

Q. DOES THIS CONCLUDE YOUR TESTIMONY?

R. Yes.

1 Beaumont, Bridge City, Conroe, Groves, Huntsville, Nederland, Orange, Pine Forest, Port Arthur, Port Neches, Silsbee, Somerville, Vidor.


2 See EGSI witness McManus, p. 110.


3 FITCH IBCA, Electric Distribution Credit Criteria, October 7, 1999, p.2.


4 EGSI UCOS filing for historical test year 9/30/99.


5 FITCH IBCA, Electric Distribution Credit Criteria, October 7, 1999, p.11.





12
12

Diversified Utility Consultants, Inc.

October 20, 2000


