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TO THE HONORABLE PUBLIC UTILITY COMMISSION OF TEXAS:


American Electric Power Texas Companies (Central Power and Light Company, Southwestern Electric Power Company, West Texas Utilities Company), Entergy Gulf States, Inc., Reliant Energy HL & P, Southwestern Public Service Company, Texas-New Mexico Power Company and TXU Electric Company (collectively, Applicants or IOUs) present their Joint Initial Brief, addressing the appropriate generic return on equity (ROE) and capital structure for the future unbundled Texas transmission and distribution (T&D) utilities.
I.  

Introduction


This phase of the unbundling proceeding raises the critical issues of capital structure and ROE, issues that will be carefully observed by the capital markets for indications of what the regulatory climate in Texas will be upon restructuring.  The evidence in this case presents the Commission with stark choices.  The so-called non-unanimous agreement (NUA), which cannot reasonably be said to reflect the diversity of views and interests customarily associated with a non-unanimous settlement, consists of a 60/40 capital structure and 10.75% ROE.  The NUA effectively signals a belief that a BBB or lower bond rating is acceptable for all Texas T&D utilities and that the long-term financial viability of these companies is less important than the short-term policy goal of creating headroom.

The IOUs’ initial capital structure presentations were diverse, because they were derived from the company specific UCOS filings and were made well before the Commission entertained the idea of establishing a generic ROE and capital structure.  Recognizing the Commission’s desire to move in this direction, the IOUs can support a generic result in this proceeding, but not at the unrealistic levels established in the NUA. The IOUs propose a generic result including a 50/50 to 55/45 debt/equity ratio and a ROE of 11.5% or higher.  

This proposal is consistent with the risk premium analysis presented by Staff witness Hinkle in her effort to support the NUA.  Ms. Hinkle’s corrected analysis (disvussed at pp. 23-24 of this brief) demonstrates that a 309 basis point risk premium, and a corresponding ROE of at least 11.44% to 11.59%, is appropriate in this case.  The reasonableness of the IOUs’ position is further demonstrated when one considers that only this past Monday, the Railroad Commission established a 12.1% ROE with a 51.2% equity ratio for TXU’s gas distribution company.
  

The IOUs’ proposal should be sufficient to allow the T&D companies to meet the financial challenges presented in the new world of retail competition. It is also consistent with FERC’s recent ruling granting an ROE of 11.6% as appropriate to attract capital investment sufficient to meet the needs of the wholesale competitive market.
  The IOUs’ recommended ROE and capital structure supports a single-A rating for those utilities that currently have and seek to retain such a rating and will support the efforts of utilities with BBB ratings to move toward this bond rating.


As discussed in detail below, the NUA and the supporting testimony of its signatories are predicated on the assumption that in order to determine the riskiness of the T&D utilities, the Commission need not look beyond the fact that these companies will lose generation.  Thus, they argue, the only remaining question is how much less risky T&D utilities will be than the current integrated utilities.  This argument totally ignores the uncertainty inherent in restructuring, the new risks the T&D companies will face in the restructured environment, and the substantial new challenges the T&D companies face with respect to increasing transmission capacity and maintaining T&D service reliability as mandated by SB7 and this Commission.  In sum, the Staff and Intervenors have taken a very narrow and short-sighted view by focusing only on the issue of loss of generation risk and assuming everything else will remain the same.


The IOU witnesses, however, have focused on each of the issues that put the risk of the new T&D companies in proper perspective.  As many of these witnesses discuss, the inherent uncertainty associated with Texas restructuring and the effect of this uncertainty on the capital markets are matters that must be taken into account, despite the fact that SB7 and this Commission's restructuring process are designed to learn from and avoid problems which have occurred in other states.  Further, the IOU witnesses recognize that it is unrealistic to expect that there will be minimal uncertainty in the markets after January 1, 2002, as argued by some NUA witnesses.  The experience of California has made it clear that the financial markets are concerned with unexpected consequences that  may result from restructuring well after it is implemented.  The depth and extent of this uncertainty, as well as its impact on capital costs, are ignored by the Staff and Intervenor witnesses.


The IOU witnesses also focus on the changing nature of the risk that will face T&D companies in the radically new and different environment which will exist after restructuring. Substantial construction outlays, revenue instability, reliabilty mandates, new credit risks, nuclear decommissioning cost recovery and potential additional regulatory risk which may be caused by the Commission's pending decisions in the rate design phase of this case, among others, are all risk factors extremely relevant to the IOUs' cost of capital, but almost completely ignored by the Staff and Intervenors.


The risk associated with rate design and T&D utility revenue stability is of particular importance.  More than anything else, rating agencies look at cash flow and coverage ratios to measure the financial strength of a utility.  The fact remains that whether the entity is a vertically integrated or T&D utility, it will be extremely capital intensive, with a large amount of fixed costs that are substantially recovered through rates that are volumetric, and therefore seasonally and weather impacted. The Commission’s decisions in the generic rate design hearing, in large part, will exacerbate this risk and must accordingly be reflected in the generic decision in this case. Yet there is nothing in the Staff or Intervenor testimony which indicates that they have taken these risks into account.  Rather, the tone and specifics of their pre-filed testimony and the extemporaneous remarks to the Commission of their counsel and witnesses indicate a view that the T&D companies' revenue requirement is somehow secure enough to be considered of minimal risk.  This unsupported conclusion is built into the NUA, adding even more doubt about its reasonableness.


In addition, the NUA is fundamentally flawed due to an egregious mismatch between the level of its ROE (10.75%) and the degree of financial risk represented by 60% debt leverage in its capital structure.  All of the ROE ranges developed by the witnesses supporting the NUA are based on proxy groups with substantially less leverage than the 60% debt ratio included in the NUA.  Fundamental principles of finance, generally acknowledged during the hearing, require that the substantial increase in debt leverage recommended by the NUA proponents (as compared to their proxy groups) yield a corresponding increase in ROE, as well as in the cost of debt.  Regardless of the combination of debt/equity ratio and ROE ultimately found reasonable, the Commission cannot find the NUA to be reasonable, as it fails to recognize the relationship between increases in financial risk and increases in the cost of capital.


The Staff and Intervenors also manage to avoid the fact that the T&D companies will have two significant challenges after restructuring that have not historically existed in the old environment.  These are (1) building an enormous amount of new transmission facilities to interconnect new power plants and to eliminate significant transmission constraints, and (2) increased T&D investment to meet substantially increasing reliability standards.  If SB 7 restructuring in Texas is to work, these two challenges must be met by the T&D companies.  An abundance of new competitive power plants and the ability to get the output from those plants to market is critical to avoiding the problems arising during California restructuring.  The new reliability standards of SB7 are designed to ensure the public that restructuring and deregulation will enhance, not diminish the service it will receive, unlike some other industries which have been deregulated.  The Pollyannaish suggestion of the Staff and Intervenors that these challenges will add no additional risk to the T&D companies should be rejected out of hand.  Significant amounts of capital will be required to meet both goals, a fact which undeniably adds risk to the T&D companies in the eyes of the capital markets.  Once again, the NUA ignores these realities in its assumption that there are no new risks facing the T&D companies.  


Adopting the NUA would seriously understate the T&D companies' cost of capital and would send a very harmful signal to the capital markets.  The result-oriented nature of the NUA is demonstrated by the fact that the analysis of each of the NUA witnesses include theoretical and computational flaws that if corrected, supports ROEs and capital structures consistent with those recommended by the IOUs.  For example, Staff witness Hinkle erroneously characterizes the NUA result as reasonable compared to recent ROE decisions for T&D companies in California, Illinois and before the FERC.  The fact that Ms. Hinkle reacted to this error by simply amending her testimony to eliminate one of the recent cases demonstrates that the NUA signatories are simply defending a result, rather than performing an objective analysis.  The Commission should make it clear that it is not merely seeking a one-sided result regarding the critical issue of cost of capital, by rejecting the NUA and adopting the IOUs' proposal, which includes a generic capital structure of 45-50% debt and a ROE of no less than 11.5%.   

II.

 T&D Utility Risk

A. Qualitative Assessment of T&D Utility Risk

As previously discussed, the Staff and various other signatories to the NUA propose the implementation of a 60% debt and 40% equity capital structure, together with a ROE of 10.75%, for all investor-owned T&D utilities in Texas.  This proposal will yield plainly inadequate earnings for the state’s IOUs.  Moreover, it constitutes a marked departure from both the levels of equity that generally prevailed among Texas IOUs as of December 31, 1999 and the capital structures generally proposed by the individual IOUs in their respective UCOS rate cases.
  The significant increase in the levels of debt proposed by the NUA for inclusion in the capital structures of the T&D utilities is supported by neither the evidence nor sound public policy.


The basic argument of Staff and Intervenors, in terms of risk, is that the whole is equal to the sum of the parts.  In other words, the weighted sum of the individual risks of the business segments should add up to the overall risk of the integrated utility company.  Staff and Intervenors make the assumption that since the unregulated generation segment is viewed as being more risky, then by definition, the remaining T&D utility must be that much less risky.  Thus, the two individual components add up to the total risk inherent in the vertically integrated utility.  This analysis is erroneous for several reasons, elaborated in detail below.  

This approach completely discounts the fact that at this point, a T&D utility operating in a newly formed competitive market is a heretofore unknown business entity with no track record and no sure way to measure its degree of risk.  As IOU witness Dr. Hadaway explained:

At present, the level of uncertainty for all participants – companies, regulators, customers, and providers of capital – is extremely high.  There is a wide range of opinion about the relative risks of historically regulated generation, transmission and distribution activities, and, accordingly, there is a wide range of opinion about how these assets should be treated in the regulatory process….  While most would agree that future unregulated generation risks will exceed future T & D risks, no sound basis presently exists for setting lower ROEs or including more debt in the T & D capital structures.  Lower ROEs and more leveraged capital structures would be particularly inappropriate at this time while the industry, its regulators, its customers, and its providers of capital all struggle with deregulation issues.
 

It is not appropriate to look at either capital structure or ROE in isolation in evaluating risk and its impact on T&D utility cost of capital.  In establishing the appropriate ROE levels and capital structures for T&D utilities, the Commission should consider both the various risks to which a T&D utility is subject and the implicit relationship between the return on equity granted and the financial risk associated with capital structure approved.  Broadly speaking, the risks relevant to this proceeding can be characterized as business (or operating) risk
 and financial risk.
 With regard to business risk, while the Staff and various other witnesses quote selected portions of different rating agency discussion papers for the proposition that T&D utilities will be less risky as the industry transitions to a competitive model, one must carefully consider the comparison that is being made. (This issue is discussed in more detail in Section III of this brief.) In making this comparison, moreover, the unique, new risks facing the T&D utility in the future restructured market are of critical importance.  

The quotes from rating agencies provided by Ms. Hinkle, for example, reflect that these agencies are in general comparing the risk of T&D operations with the risks attendant to the newly unregulated generation sector.
  No IOU witness, however, has based his or her recommendations on that comparison.  Indeed, the relevant inquiry regarding business risk is, “during the transition period after initial implementation of customer choice in Texas, will T&D utility risks be lower than the business risks of comparable regulated utilities?” The IOUs respectfully submit that during this critical initial period, such risks are of similar magnitude.  As the Treasurer of TXU Electric, Kirk Oliver, explains, “[i]n its vital role in the center of the supply chain, the utility will have high demands placed on it by all market participants – REPs, generators, and the Commission.”
 

The business risks to be faced by the the new T&D utilities, while  barely acknowledged by the NUA signatories and other Intervenors,  include, but are not limited to:

· Investor uncertainty.  There will be greater investor uncertainty with respect to all aspects of the evolving electric industry, including T&D electric companies.
  It will take some time for their new operating environment to be fully understood by analysts and investors.  Until such time there will be an element of additional risk, not present in a regulated vertically integrated utility, associated with that uncertainty.
   The evidence from other states clearly shows that restructuring uncertainty does not end with the onset of competition.
 
· New capital addition risks.  To facilitate full and effective competition among owners of generation resources, Commission rules now require T&D utilities to bear significant new interconnection costs to integrate large and small electric generators into the transmission grid and eliminate any congestion or bottlenecks as they arise on the interconnected system.  Transmission is widely considered to be the weak link in the energy system.  Significant expenditures will be necessary for major transmission projects to relieve constraints and ensure the proper infrastructure for a competitive market.

· Risks of weather and economic downturns.  The concentration of fixed assets in T&D operations is substantial, while rates charged are largely volumetric (Kva or Kw for demand billings and Kwh charges for energy based billings).  This reality creates uncertainty concerning the full recovery of costs due to the vagaries of sales forecasts.  This risk is further heightened by the fact that T&D utilities will lack the diversification of a larger integrated utility.  They will no longer have the benefits of being part of a larger organization with a more diverse portfolio of assets.
 

· Regulatory risks.  As with the historical paradigm, T&D utilities will incur regulatory risks related to the timeliness and adequacy of rate relief, maintenance of necessary depreciation expense levels, and potential future disallowance of costs incurred to provide wires service.  This risk is not merely theoretical.  If, for example, the Commission adopts the NUA’s generic hypothetical capital structure, it will create a very real risk that the T&D utilities will not be able to earn their allowed return.
 


New credit risks.  Historically, utilities have had billings spread over an entire customer base with payments due in 16 days from the billing date and well understood credit, security and disconnect practices.  Under presently proposed rules, payments will be made by a relatively few REPs within 35 days from bill dates and T&D utilities will operate under never before tested credit, security and REP transfer practices.  Regardless of Commission efforts to mitigate this risk, the credit standards for REPs have yet to be tested in the real world.
 


New Reliability Mandates.  Both SB 7 and revised Commission rules sanction the most stringent reliability rules in the Commission’s history.  These standards, and competitive market demands for increased reliability, create the need for investment in distribution.  How those rules will be administered and whether T&D utilities will be able to maintain rates necessary to fully satisfy these new standards is uncertain.

During the evidentiary hearing, Chairman Wood requested briefing by the parties on the impact on risk of the Commission’s decisions on rate design in the generic rate design proceeding.  Although the Commission has not yet issued a written order, based on its open meeting discussion on November 16th, it is obvious that additional risk results from the Commission’s rate design rulings.

First, the Commission adopted the Staff’s approach to recovery of transmission costs through a transmission cost recovery factor (TCRF).  In the discussion during the November 16th open meeting, Staff witness Peveto and the Commissioners agreed that the Staff’s TCRF did not ensure that the distribution company would recover all of the transmission costs it would be required to pay the transmission companies on behalf of the REPs.  The Commission further concluded that this resulted in additional distribution utility risk and that this additional risk should be considered in setting the rate of return.
  In addition, the Commission confirmed that delivery/facilities charges for residential and small commercial customers would be recovered on a volumetric basis, thus ensuring uncertainty in the recovery of T&D utility costs because customer usage will fluctuate based on seasonal and weather effects.
  

The Commission further acknowledged that its decision to use 4CP billing determinants for transmission customers with IDR meters also increased T&D utility risk.
 Although the Commission did adopt ratchets for distribution service, which tends to stabilize revenue collection from month to month, it adopted the lowest ratchet level with support in the record.
  Moreover, it apparently included no demand ratchets for customers receiving service at transmission voltage, who are generally the largest customers on the system.
  Overall, it is obvious that the Commission’s rate design will increase T&D utility risk.  Thus, the assumption in the NUA of a reduced risk for the T&D utility fails to reflect the new business risk and uncertainty as the unbundled T&D utility enters a restructured environment.

B.
Financial Risk

Just as they understate or ignore the preceding business risks, the NUS proponents fail to either acknowledge or account for the impact of financial risk on the T&D utility.  As previously indicated, the NUS signatories and other parties propose the use of a capital structure that includes 60% debt, which stands in stark contrast to both the historical and the projected capitalizations generally proposed by the T&D utilities.  Requiring utilities to move from capital structures that include equity percentages of 47% or more
 to an equity level of only 40% is neither reasonable nor prudent.  This precipitous increase in financial leverage will significantly increase the financial risk profile of the state’s T&D utilities at the very time when these utilities are being called upon to expend large amounts of capital to interconnect third party generators and alleviate identified areas of congestion on the state’s transmission grid system.
   Wendy Hargus, Assistant Treasurer of AEP Corporation, properly notes:

Mr. Tietjen states that “…[a]n abrupt and dramatic decrease in the ROE could conceivably result in difficulties in attracting capital.  A sharp decrease in allowed ROE for the T&D companies could also put them on unequal financial footing in comparison to T&D companies outside Texas.” (page 21, line 30 to page 22, line 3)  While he was discussing allowed return on common equity (ROE), his comments apply equally to capital structure since capital structure is a significant part of the revenue requirements formula.



This problem is exemplified by Dr. Makholm’s Exhibit __(JDM-R2), Schedule 2, which is attached as Exhibit A to this brief. This graph clearly illustrates that the 60% debt ratio recommended by the NUA signatories is significantly greater than the debt ratios associated with any of the ROE proxy groups that the various Staff and Intervenor witnesses relied upon in proposing a proper ROE for the Texas IOUs.  The IOU witnesses have testified to the fundamental, empirically verified relationship between increased debt leverage and increased ROE.
  Nowhere, however, do the Staff and Intervenor witnesses attempt to adjust their respective ROE recommendations for the additional financial risk that they would plainly impose upon the T&D utilities.  Dr. Makholm correctly characterizes the problem as follows:

In sum, the evidence of these witnesses does not support the use of a generic 60% debt ratio.  It is inconsistent with the debt ratios of the witnesses’ proxy groups, and the witnesses present no evidence to explain that inconsistency….[A] 55 percent debt ratio is the highest debt ratio that can prudently be assigned at this time to the Texas T&D utilities, and then only with an ROE considerably higher than 10.75%.

III.

RANGE OF ROE/CAPITAL STRUCTURE COMBINATIONS

A. Intervenor/Staff Proxy Group Capital Structures Contain More Equity than is Included in their Capital Structure Proposal.

During the evidentiary hearing, a good deal of attention was paid to the relationship between financial risk and ROE, as it applied to the various proxy groups relied on by the witnesses as comparable to T&D Utilities.  In response to Dr. Makholm’s testimony that all of the Staff and Intervenor proxy groups had substantially higher equity ratios than 40%, OPC witness Hill claimed that his (and IOU witness Dr. Hadaway’s) proxy groups in fact had equity ratios in the range of 40%.
  At the close of the hearing, Commissioner Walsh asked for more detail on the capital structures of the various proxy groups.  That detail, derived from the Value Line sheets relied on by the witnesses and admitted in evidence, is provided in Exhibit B to this brief.  This detail is fully consistent with the average debt ratios for the various proxy groups included in Dr. Makholm’s Exhibit __ (JDM-2), Schedule 1.


Dr. Hadaway demonstrated the inappropriate data Mr. Hill used to arrive at such low equity ratios.  Dr. Hadaway explained that Mr. Hill’s equity ratios were derived from a C.A. Turner report that includes in capital structure all manner of holding company and international business activities well outside the scope of T & D utility business.
   Dr. Hadaway cited as an obvious example C.A. Turner’s report that TXU Electric had an equity ratio of 26%, while Staff witness Hinkle reports TXU Electric’s equity ratio as 53.3%.
  In another example, the C.A. Turner Report included in Mr. Hill’s testimony lists the AEP holding company’s capital structure as including 35% equity.
  The equity ratios for the three AEP Texas Companies, however, are near 50%.
  Thus, the holding company equity ratios cited by Mr. Hill are both meaningless and misleading as examples of integrated electric utility capital structures.  The credible evidence firmly supports the conclusion that the proxy groups of Staff and Intervenors have far less leverage and far less financial risk than that implicit in a 60/40 debt to equity ratio.

B.
A Higher Debt Ratio Translates into a Higher Cost of Equity.

The Commissioners indicated interest in the parties providing their views on the proper “starting point” relationship between ROE and capital structure.  Further, the Commissioners asked for the parties’ explanations as to how ROE would change (from that starting point) as capital structures were changed to include more or less debt.  From the IOUs’ perspective,  ultimately, the proper starting point at a minimum should be no less than the mid-point of the ROE range established by Dr. Hadaway (11.5%), in combination with a capital structure including between 50% and 55% debt.  The basis for this proposal is detailed in Sections IV and V of this brief.

This ROE and capital structure combination is well supported when compared to the evidence tendered in support of the NUA.  For example, the risk premium awarded in the comparable California and Illinois cases considered by Ms. Hinkle in her risk premium analysis was 309 basis points.
  Adding 309 basis points to the most recent three month average bond yield (8.13%)
 would result in the following starting point for ROE and capital structure if the IOUs’ capital structure proposal were followed:

ROE-


11.22% (8.13 + 3.09)

Capital Structure-
50-55% debt

Further, a 309 basis point risk premium resulted for T&D utilities in these other states even though they had significantly less debt in their capital structure—only 47% on average--and, therefore, significantly less financial risk.
  In light of Ms. Hinkle’s analysis, the ROE/capital structure set out above is conservative.  

Various other capital structure/ROE combinations are raised by the evidence.  By the discussion that follows, the IOUs by no means are implying endorsement of these options.  Rather, this discussion demonstrates the relationship between financial risk and ROE and the manifest unreasonableness of the NUA.


As Dr. Makholm acknowledged during his dialog with the Commissioners, finding the right “starting point” is a two step process.  First, you must “basically pick your group;”
 in other words, a proxy group representative of the business risk of a T&D utility must be selected.  Second, a reasonable capital structure should be targeted and the ROE adjusted to fit that level of financial risk.
  Dr. Makholm offers a key to this analysis.
  Exhibit _(JDM-R2), Schedule 1 convincingly demonstrates, regardless of which proxy group is chosen, that ROE must be adjusted if the Commission were to target a capital structure exceeding the average actual debt leverage for that proxy group.


As Dr. Makholm explained, he utilized the CAPM presentation and assumptions of several Intervenor witnesses to determine a beta (the CAPM measure of riskiness) for the Staff/Intervenor proxy groups that presumes no debt at all.  He then derived a beta (and resulting effect on ROE) for each proxy group assuming a hypothetical 60/40 capital structure.
  Another approach would be to apply Dr. Morin’s empirically based analysis, showing that a 1% increase in debt is worth a 10 basis point increase in ROE.
   While the parties may disagree as to the appropriate ROE for each proxy group (a topic covered in Section V of this Brief), there is substantial consensus among the parties that gas distribution companies, vertically integrated electric utilities and generation divested electric utilities are comparable for these purposes.  For purposes of illustrating and evaluating the impact of changes in capital structure, the parties’ varying positions on the appropriate ROE for each proxy group can be neutralized by averaging the various recommendations of the witnesses.  The chart below shows the impact of varying the debt ratio, with a “starting point” comprised of the combined overall average ROE for the Staff’s and Intervenors’ proxy groups, viewed in tandem with these same proxy groups’ overall average actual debt ratio:

Overall Average


ROE Adjustment

Adjusted Overall Average

DCF ROE (49.83% Debt Ratio)
(Makholm Method)


DCF ROE (60% Debt Ratio)

10.81%



0.84%



11.65%

If Dr. Morin’s empirical method is instead utilized, the results are as follows:

Overall Average


ROE Adjustment

Adjusted Overall Average

DCF ROE (49.83 % Debt Ratio)
(Morin Method)

DCF ROE (60 % Debt Ratio)
10.81%



1.02%



11.82%

Assuming a 60% debt ratio, the overall average ROEs fall in a  range between 11.65% and 11.82%. Therefore, regardless of which Intervenors’ proxy group is selected and even utilizing the unreasonably low ROEs proposed by Intervenors, it is clear that a substantial adjustment to ROE is necessary to match Intervenors’ and Staff’s ROEs to their proposed capital structure.  

If a more realistic 55% debt ratio is applied to adjust Staff’s and Intervenors’ overall average proxy group ROEs, the results are equally telling:

Overall Average


ROE Adjustment

Adjusted Overall Average

DCF ROE (49.83% Debt Ratio)
(Makholm Method)

DCF ROE (55% Debt Ratio)


10.81%



0.38%



11.19%

If Dr. Morin’s empirical method is instead utilized, the results assuming a 55% debt ratio are as follows:

Overall Average


ROE Adjustment

Adjusted Overall Average

DCF ROE (49.83 % Debt Ratio)
(Morin Method)

DCF ROE (55 % Debt Ratio)

10.81%



0.52%



11.32%

The overall average Staff and Intervenor ROEs fall well within the 11-12% range set by Dr. Hadaway when properly adjusted for increased debt. 
Although each of these proxy groups was considered by some or all of the witnesses to be comparable for purposes of establishing an ROE range, the question arose during the hearing as to which proxy group would best match the business risk of a future T&D utility.  It is unreasonable, however, to expect any financial model to perfectly mirror risks that are reflected in the actual market data of the various proxies, and which are the result of the unique financial, business and regulatory history of each industry under review.  Thus, none of the proxy groups by itself is a perfect match for the T&D business risk.  Common sense and sound judgment must be used in applying the results of the proxy group comparisons to the new T&D utility business. For this reason, it should come as no surprise that all of the witnesses testifying on ROE rely to varying degrees on all of their proxy groups to develop a range from which to select a proposed ROE. Averaging all of the proxy groups’ ROEs to illustrate the necessary ROE adjustment for increased financial leverage is therefore consistent in concept with the way the witnesses use these proxy groups.  


During the hearing, an issue arose as to whether Dr. Makholm’s CAPM-based ROE adjustment showed that gas distribution companies had higher business risk than the other proxy groups, since gas distribution companies had higher ROEs than the other proxy groups at the same 60% debt ratio.  The higher result for gas distributors, however, reflects the substantially greater adjustment in ROE necessary to move the gas distribution proxies from an average debt ratio below 43% to an average of 60%.
  The fact that gas distribution companies have higher equity ratios than vertically integrated utilities is a product of the particular history and experience of the gas utility business.  According to Mr. Hill, for example, these much smaller companies have been held to more stringent bond rating benchmarks than any utility other than telephone companies.


The credible evidence, however, supports the conclusion that the gas distribution business is a reasonable business risk proxy for the T&D utilities.  Mr. Tietjen, Dr. Makholm, Dr. Morin and Mr. Gorman all concur that gas distributors are an appropriate proxy for the risk profile of future T&D utility companies.
  Standard & Poor’s has reached the same conclusion.
  What is not reasonable, however, is looking at gas distribution utilities’ ROEs without any adjustment for the very low equity ratios characteristic of this industry.


Even if the Commission, however, chooses to ignore the gas distribution proxies, the result proposed by the NUA is still demonstrably unreasonable.  Excluding the gas distributors from the overall average of the Staff/Intervenor proxy groups, the results are as follows:

Overall Average


ROE Adjustment

Adjusted Overall Average

DCF ROE (49.83% Debt Ratio)
(Makholm Method)

DCF ROE (60% Debt Ratio)
10.84%



0.54%



11.38%


If Dr. Morin’s empirical method is instead utilized, the results are as follows:

Overall Average


ROE Adjustment

Adjusted Overall Average

DCF ROE (49.83 % Debt Ratio)
(Morin Method)

DCF ROE (60 % Debt Ratio)

10.84%



0.66%



11.50%

Once again, the resulting ROEs greatly exceed the NUA when adjusted for increased debt leverage.

The point of these illustrations is not to advocate that they represent the proper resolution of this case, but instead to highlight the obvious error in the Staff’s and Intervenors’ failure to match ROE to the financial risk created by their recommended capital structure.  For the reasons discussed in Section V below, the IOUs contend that the mid-point of Dr. Hadaway’s proposed ROE range, combined with a 50-55% debt ratio, is conservative, consistent with the financial risks of his proxy groups and provides the lowest reasonable starting point for gauging the relationship between T&D utility ROE and capital structure.  This ROE/capital structure combination can be adjusted to reflect varying levels of debt, and corresponding adjustments to ROE.  (An example of the revenue requirement effects of such adjustments is attached as Exhibit D to this brief.  It shows that when appropriate adjustments to ROE and cost of debt are made to account for higher levels of financial risk there is virtually no impact on overall revenue requirements).  Adoption of the 11.5% ROE with a capital structure of 50-55% debt, however, produces a result that needs no further adjustment.
IV.

CAPITAL STRUCTURE

A.
Summary of Key Questions Regarding the Appropriate Capital Structure.


The fundamental question facing the Commission with respect to capital structure is whether the NUA creates a reasonable generic classification among utilities.  In answering this question, the Commission must determine whether it is reasonable and appropriate for future T&D utilities in general to be relegated to a BBB bond rating, with all its attendant adverse financial consequences; or, conversely, whether it is reasonable for entities currently holding Single A bond ratings to seek to retain that credit quality as T&D utilities.  If the Commission seeks to place these utilities into a single generic capital structure, it should not move to the most highly leveraged structure.  All of the IOUs except one have projected debt ratios within or very near the range of 50-55%.  These provide the best evidence of a reasonable generic capital structure, just as the actual capital structures of T&D utilities have provided the best evidence of optimal capital structure in previous rate proceedings.

B.
The NUA 60% Debt Ratio Is Inconsistent With A Single A Bond Rating.


The witnesses supporting the NUA relied almost exclusively on rating agency discussion papers published over the past few years in concluding that a 60% debt ratio is reasonable.  Yet Staff witness Hinkle and TIEC witness Gorman both agreed that rating agencies will look at a variety of factors when actually rating the new T&D utilities.
  Various IOU witnesses pointed out the numerous caveats in how these reports are to be used.  For example, while asserting that certain target benchmarks contained in the reports can apply easily to all T&D utilities, the Staff and Intervenors ignored statements such as Moody’s that contradict that assertion:  “we also stress that the future distribution companies in the U.S. and around the world will exhibit substantial differences in business risk, financial condition, financial outlook and in credit quality.”
  Indeed, the only witness with experience in rating bonds, Mr. Abrams, cautioned 

against picking the upper limit of financial risk for various measures and expecting that the credit rating referenced will be attained.
   Yet this is precisely what is implicit in the NUA.


Staff witness Hinkle all but agreed.  She testified that a T&D utility "may" be able to attain a Single A rating with 60% debt, but agreed it would place stress on an A rating.
  She acknowledged that 60% debt was an effort to create “a one size fits all” generic capital structure to accommodate investor-owned utilities with both Single A and BBB ratings.
  Thus, she seemed to agree that it is questionable as to whether the NUA’s 60% debt ratio will support a Single A bond rating.

C.
The Rating Agency Discussion Papers Regarding Debt Ratios Have Been Improperly Characterized.


1.  The Capitalization Ratio Utilized by the Rating Agencies Measures Total Debt.

The NUA witnesses rely in large part on Standard and Poor's discussion papers to support their claim that the debt ratios of a utility with a Single A utility rating can include up to 60% debt.
 Yet the guideline capitalization ratios referred to by the rating agencies measure “total debt” as a percent of total capitalization.  As AEP witness Hargus and SPS witness Pender testified, total debt includes short term debt and off balance sheet obligations.
  Mr. Pender further testified that when total debt is counted, one can expect a company with 50% long-term debt to have a total debt ratio of 55%.
   This is the Fitch target debt ratio for a Single A TDU utility without commodity risk.  


The NUA proponents attempt to deflect this criticism by specifying that the long term debt will be composed of 55% debt and 5% of trust preferred securities.
  In doing so, Staff and Intervenors attempt to move their recommendation away from the highest leverage possible for a single A bond rating.  However, the 1999 bond rating report of Fitch includes all dividend/interest payments on these hybrid securities in the calculation of coverage ratios.
    TIEC witness Gorman conceded that rating agencies such as S&P, which issued its report on this matter in 1998, were changing their views on treatment of trust preferred securities.
   Thus, the NUA effectively provided for 60% leverage prior to allowing for inclusion of other components of total debt, because the calculation of the pre-tax interest coverage ratio and coverage of funds from operations will be viewed as including interest on preferred trust securities.  The combination of interest on preferred securities (5%) and long term debt (55%) results in 60% debt ratio, as the interest from either debt or trust preferred securities must be covered.  These coverage ratios, more so than the capitalization ratio, drive bond ratings.
 

2. The Standard & Poor’s Ratios are Dependent on Business Position Ranking.  

While the NUA supporters argue that a 60% debt ratio is consistent with the Single A S&P benchmarks, these witnesses ignore the fact that the S&P ratings depend on business position ranking.  IOU witnesses Geiger and Hargus testified that only companies that have a business position of 1 or 2 could have total debt to total capitalization of 60%.
   Ms. Hargus noted that no disaggregated utility has ever achieved such a low business risk position ranking.  Of the 24 T&D utilties rated by S&P to date, none has received a business position of 1 or 2 and only six have achieved a rating of 3.  TXU Electric witness Oliver testified that he expects his T&D company to receive a business position ranking of 4.
  There is no reason to believe that S&P would provide business position rankings for new T&D companies that are lower than those granted to T&D companies already operating in a restructured environment.
  Assuming a business position rating of 3, the S&P debt ratio target ranges from 47.5% debt to 53% debt with a midpoint of 50%.
  The NUA supporters have ignored these facts and have instead incorrectly relied primarily on various snippets of general thoughts from rating agency discussion papers to support their recommendation.  

3.
The Coverage Ratio Has Been Improperly Calculated.


TIEC witness Gorman attempted to show that a 60% debt ratio with 5% trust preferred securities will produce a pre-tax interest coverage ratio of 2.60x.
   In doing so, he failed to indicate that the Fitch benchmark for pre-tax interest coverage was 2.75x.
  As noted above, at least one rating agency and likely others will include the interest on trust preferred securities in determining coverage.  When this is done, the implied coverage ratio calculated by Mr. Gorman falls to 2.32x, well below the Single A benchmark of 2.75x.
  When interest on short term debt and off balance sheet items are added to the mix, the pre-tax interest coverage ratio will drop even lower, approaching 2.25x, the Fitch benchmark ratio for a BBB T&D utility without commodity risk.
   Thus, companies that have or are seeking to attain an A rating will be approaching the BBB guidelines.

D.
T&D Utilities  Must Have the Strength To Deal With Financial Adversity.


Because the evidence is clear that the NUA will likely produce a BBB bond rating, a key question for the PUC is whether it is desirable for all Texas T&D utilities to be BBB rated.   In answering this question, the Commission should ignore the temptation, encouraged by Staff and Intervenors, to attain the lowest possible short term revenue requirement.  This result may provide slightly more headroom at the outset.  As witnesses Hinkle and Gorman agreed, however, it is a reasonable exercise of financial management for a public utility with an obligation to serve to target a Single A rating.
 


Even assuming that T&D utilities will have lower business risk than integrated utilities, utilities with an obligation to serve cannot, in times of financial stress, simply choose to reduce capital outlays.  Exempt wholesale generators are being built throughout Texas and must be seamlessly integrated into the transmission grid.  Under PUC and FERC rules, the IOUs must also upgrade transmission to eliminate bottlenecks and congestion points.  On the distribution 

side, the T&D utilities will need to meet more aggressive service quality standards.  All of this translates into increased capital needs. 


The focus of some on the interest rate spread between Single A and BBB companies results in overlooking the true economic cost to consumers of a BBB bond rating.  Whether one uses a 15 point spread (today's), a 30 point spread (past ten years' average), or a 75 point spread (adverse times), the next bond rating level below BBB is non-investment grade.  Attraction of capital by a non-investment grade business is difficult and costly, particularly for an entity that cannot satisfy its capital needs only during favorable market conditions.  Moreover, as Dr. Morin noted, many institutional investors place limits on the quality of debt that they are willing to purchase, which effectively prevents them from making investments in BBB rated securities.
  Other significant tangible and intangible costs of a lower bond rating include higher flotation costs and the reduced financial flexibility resulting from shorter bond maturities and increased years of call protection.  All of these things reduce bond marketability and increase refinancing costs.
  Finally, several companies, including Reliant, AEP and SPS, have indicated that they intend to hold only unsecured debt.  Unsecured debt is typically notched one rating below secured debt.  As such, if companies are only able to achieve a BBB rating, they may not be able to maintain an investment grade rating for unsecured debt.

The United States has not experienced a period of tight capital markets for some time.  This is precisely, however, when higher credit quality is beneficial to the Company and its customers.  Prudent financial policy requires planning for financial adversity.

V.

RETURN ON EQUITY

A. The Staff’s Risk Premium Analysis Demonstrates the  Unreasonableness of the NUA. 


The Commission has traditionally viewed a risk premium analysis as an important check on the reasonableness of its ROE decisions.  Consistent with that policy, Staff witness Hinkle performed such an analysis, but succeeded only in demonstrating the unreasonableness of the NUA’s proposed ROE.  In her originally filed testimony, Ms. Hinkle attempted to demonstrate the reasonableness of the NUA’s 10.75% ROE by comparison to the results of eight recent ROE decisions from California and Illinois.  She then compiled the results of her analysis in a table on page 22 of her testimony and concluded that “the ROEs allowed in these cases support, as shown in the table below, the reasonableness of the NUA’s ROE recommendation.”
 


According to Ms. Hinkle’s original testimony, the results in those eight cases yielded an average ROE of 10.73% and an average risk premium of 236 basis points.  Since those eight utilities had an average debt ratio of 47%, substantially less than the 60% debt ratio proposed by the NUA, Ms. Hinkle emphasized that “the NUA recommended ROE allows for a risk premium of 273 basis points, which adequately compensates for the risk of the additional leverage.”
  Thus, the Staff and the other NUA signatories believed that the NUA provided for 37 points of risk premium over and above the risk premium inherent in the 10.73% average ROE that had resulted from the eight California and Illinois cases.


After the filing of her original testimony, however, Ms. Hinkle filed an errata that dramatically changed the results of her risk premium analysis.  The problem was that Ms. Hinkle had used incorrect public utility bond interest rates (rates that were from 2000 and not 1999) that were too high.
  The result was that the risk premiums calculated for the comparable cases shown on the chart that originally appeared on page 22 of Ms. Hinkle’s testimony were far too low.
  Ms. Hinkle then attempted to minimize the impact of the errors by omitting the Southern California Edison decision from the errata.
    Even with the omission of that decision, Ms. Hinkle’s errata (Staff Ex. 1b) shows a risk premium from those eight cases of 294 basis points.  
With the Southern California Edison decision included, as it was in Ms. Hinkle’s original calculations, the correct risk premium rises to 309 basis points.


The impact of Ms. Hinkle’s errata cannot be overstated.  It shows very clearly that the 10.75% ROE proposed in the NUA is wholly inadequate, even before differences in debt/equity ratios are considered.  Indeed, using the most recent three month average public utility bond rate of 8.13% (furnished by Mr. Solomon)
 through the end of September 2000, the correct 309 basis point risk premium from the eight California and Illinois cases would result in a ROE of 11.22%.
  Even with the improper exclusion of the Southern California Edison decision, the 294 basis point risk premium would result in an ROE of 11.07%.  Of course, those ROEs do not include the upward adjustment that Ms. Hinkle testified was appropriate due to the added debt leverage proposed by the NUA.  Significantly. when one includes the added 37 basis points which Ms. Hinkle states “adequately compensates for the risk of the additional leverage,”
 the appropriate ROEs then become 11.59% and 11.44%, respectively.


Thus, Ms. Hinkle’s important analysis, originally intended to support the NUA’s 10.75% ROE, instead clearly demonstrates that the proposed ROE is wholly unreasonable and woefully inadequate.

B.
Overview of ROE Analyses

The IOUs presented Dr. Sam Hadaway as their expert on return on equity.  Dr. Hadaway has extensive experience before this Commission and is personally familiar with the history of utility regulation in Texas.  Dr. Hadaway supported an ROE between 11.0% and 12.0% with a midpoint of 11.5%.  This estimate was the result of his conservative DCF analysis.  In performing that analysis, he used both the constant and nonconstant growth DCF models. In doing so, he recognized that use of a constant growth model alone would not capture the fact that T&D utility growth is likely to be irregular as the transition to the competitive environment progresses, making constant dividend growth unlikely.
  Upon completion of the transition to a competitive environment, he recognized that the T&D utilities would remain subject to a variety of business and financial risks.  Further, Dr. Hadaway identified the broadest group of comparables of any expert witness looking at electric and gas LDCs.  He averaged their stock prices over a three month period to moderate movement.  He averaged three growth estimates, Value Line, Zacks, and “br,” to assure a reasonable outcome.
    He included the most up-to-date data he could obtain.  All of these steps had the same objective: to produce a reasonable estimate of ROE, using a conservative and generally accepted methodological approach and a conservative and complete data set.  


Having obtained a range of reasonable ROEs with DCF analysis, Dr. Hadaway then checked his results for reasonableness by performing a risk premium analysis.
  He compared the ROEs allowed for electric utilities and gas distribution utilities each year by various state commissions with contemporaneous debt costs for the period 1980-1999.  This study indicated an average risk premium range for gas companies of 3.64%.  For electric utilities, this study produced a risk premium of 3.77%.  The application of these risk premiums to recent average utility debt cost (8.04%) produced ROE ranges (11.7% to 11.8%) greater than the midpoint of his range (11.5%).
  He then compared the results of his risk premium analysis to other published risk premium studies and found his estimated ROE range to be lower, confirming that his estimates were within the range of reasonableness and conservative.
  By using these methods, his DCF analysis had produced a consistent and reasonable result.  

The moderation of Dr. Hadaway’s DCF results is further illustrated by the fact that he included no market to book adjustment in his analysis.  SPS presented Dr. Olson, who testified that the DCF ROE should be adjusted to reflect the fact that the DCF model provides a return on book investment, but is actually measured on a market price that is about 1.5 times book value.  Dr. Olson further explained that due to the difference between market price and book value, the DCF model can understate the necessary return.
  Dr. Olson’s ROE analysis, which considers this factor in determining the weight to be given the various models used to estimate ROE, results in a recommended ROE of 12.25%, similar to the top end of Dr. Hadaway’s range.
  This evidence further supports the conclusion that Dr. Hadaway’s ROE analysis is conservative in its methodologies and results.

C.
NUA Witnesses

1.
Staff Witness Tietjen

Mr. Tietjen offered testimony on both the discounted cash flow (DCF) methodology and the capital asset pricing method (CAPM) in support of a ROE of 10.75%.  His testimony on each method is discussed here in turn:



a.
Tietjen DCF Analysis

Mr. Tietjen relied solely on an inappropriate growth model for his DCF analysis and erred in the choice of comparable companies for his analysis.  As a result, his ROE recommendation is unreasonably low.  Mr. Tietjen chose a single stage growth model for his DCF analysis rather than the more commonly used multi-stage or nonconstant growth model.
    His choice assumes that dividend growth will essentially remain constant over an indefinite time horizon.
  Mr. Tietjen acknowledged this model assumes unchanging business risk.
    It is unreasonable, however, to assume that newly formed companies going into an untested and evolving marketplace will experience constant dividend growth.
  


In addition to using an inappropriate growth model, Mr. Tietjen also made mistakes in compiling comparable groups.  Mr. Tietjen used three groups of companies for purposes of his comparisons: integrated electric utility companies, local gas distribution companies, and electric utilities divested of their generation assets.  Mr. Tietjen stated that “the risk profile of gas LDC companies is an appropriate proxy for the risk profile of future T&D utility companies.”
    


Mr. Tietjen identified guidelines for including companies in his group of comparable companies.  Significantly, he failed to sufficiently update his own data, and thereby violated his own guidelines.  One of those criteria was “no recent or potential merger activities.”
    Yet two of the utilities on his gas LDC list (Schedule DT-2) –Southwest Gas and Providence --were identified in the September Value Line as having “recent” or “potential” merger activity.
    Elimination of these two utilities, which are inappropriate under Mr. Tietjen’s own standards, 

mathematically increases the average return on equity for gas LDCs to 11.21% without making any other changes to his study.
    


Further, Mr. Tietjen, in reviewing comparables, did not seek to determine whether the companies used produced an appropriate result given the generic 60%/40% recommended in this proceeding.
 Because average ROE varies with changes in debt/equity ratio, he failed to show any equivalency between the companies he selected and the NUAs’ proposed 60%/40% debt/equity ratio.  As explained by Dr. Makholm, this limitation rendered Tietjen’s comparisons valueless.
   



b.
Tietjen CAPM Analysis

Mr. Tietjen also proposes the use of the Capital Asset Pricing Model (CAPM) methodology. Mr. Tietjen, however, committed several key errors in his application of the CAPM. A critical input in the CAPM analysis is the risk free rate of return, which is an independent variable in the CAPM analysis.  The market risk premium is a dependent variable consisting of the calculated difference between the market return and the risk-free rate.
 Mr. Tietjen’s risk free rate (5.82%) is flawed because Mr. Tietjen did not base it on risk-free securities; rather, he based it on thirty year Treasury Bonds, which are specifically subject to inflationary risk.  The use of long term securities is inconsistent with the CAPM theory.
    IOU Witness Hadaway and non-IOU Witness Hill both testified that short term Treasury bills should be used.
  


Correcting Mr. Tietjen’s analysis by use of a risk-free rate, as demonstrated by Dr. Hadaway, produces resulting electric and LDC ROE estimates of 11.27% and 11.85%, respectively, with a midpoint of 11.55%.
    



c.
Tietjen Risk Premium Analysis

Mr. Tietjen testified that his ROE implies a risk premium of 273 basis points and suggested that this was consistent with other recent Commission Orders.
    Mr. Tietjen testified that this risk premium compares reasonably with the risk premium of 283 basis points he calculated as the outcome of the CPL case (Docket No. 14965) and the risk premium of 451 basis points he calculated as the outcome of the Entergy case (Docket No. 16705).
    There are a number of problems with his approach.  


First, Mr. Tietjen used the average public utility bond yield at the end of August 2000 ,
 rather than through the end of September which is the period used in his DCF analysis.
    If Mr. Tietjen had used consistent interest rates in his two analyses, the risk premium would have been 2.59%, a figure even further removed from recent Commission decisions than the 273 basis point premium implied by his recommended ROE.
  


Second, Mr. Tietjen substantially understates the risk premium in Docket No. 14965 he uses for comparison.
    He used the incorrect average public utility bond yield in effect at the time of that decision.  Correction of that error implies a risk premium of approximately 300 basis points in Docket No. 14965.
  Finally, Mr. Tietjen seeks to minimize the 451 basis point risk premium given in the Commission Order in Docket No. 16705 by arguing that such a risk premium was for a BBB company and thus not applicable here.
  This ignores the fact that two of the IOUs—TNMP and EGSI- have BBB rated debt.  


2.
NUS Witness Gorman


a.
Gorman DCF Analysis

Mr. Gorman recommends a DCF return of 10.75%, which is equivalent to his ROE estimate for the gas LDC proxy groups.
  Mr. Gorman, like Mr. Tietjen, identifies gas LDCs as a reasonable proxy for T&D utilities.
  Mr. Gorman’s DCF analysis, however, has a number of flaws, as outlined by Dr. Hadaway.
  A primary flaw in his analysis is that the gas utilities in his comparable group have an average 50%/50% debt/equity ratio, rather than the 60%/40% he recommended here.
  Another flaw in his analysis is that he used a single growth rate estimate when multiple growth rates are available.
  Finally, Mr. Gorman provides no risk premium analysis as a check on the outcome of his DCF analysis despite that being his practice in other cases.





b.
Gorman CAPM Analysis.


Mr. Gorman’s CAPM analysis contains the same error found in Mr. Tietjen’s analysis.  Like Mr. Tietjen, Mr. Gorman used the thirty year Treasury bond rate for the risk free rate.
    As discussed above, the use of the thirty  year Treasury rate, rather than the short term rate, is a misapplication of CAPM.  Mr. Gorman cites no treatise or study to support his use of the thirty year Treasury rate, which as noted above, is actually not representative of a risk free rate.  


3.
​NUA Witness Solomon

Mr. Solomon presents only a DCF analysis which he asserts produces a reasonable ROE of 10.21% - 10.97%.
  He asserts that a risk premium of 200 basis points is reasonable.
    His DCF analysis suffers from the same limitations as that of Mr. Gorman (outlined above).  Further, rather than using all the data available, he has done significant “picking and choosing” among the data presented by Dr. Hadaway to support his unreasonable result, without offering any reasonable justification for the inclusion of only selected data.
    In this regard, his use of a risk premium analysis that excludes the last seven years (1993 to 1999) of data in determining the appropriate amount of risk premium is an obvious example of selectivity in choosing data.  

C.
Non-NUA Witnesses

1.
Non-NUA Witness Hill  


Mr. Hill has recommended an ROE range of 9.7% to 10.5%, with a midpoint of 10.125%.
  He asserts that a 200 basis point risk premium is reasonable.
  These numbers are so low, and would produce such an unreasonable and harmful result from the perspective of the capital markets, that they should  be given no credibility.
  


2.
Non-NUA Witness Lawton  


Mr. Lawton offers no rate of return analysis.  Rather, he asserts that utility bond rating differentials should not be taken into account in evaluating ROE.
  Mr. Lawton’s approach is totally unrealistic.  He assumes that on January 1, 2002, the financial markets will decide that all Texas T&D utilities have essentially the same risk and that the risk is low.  He apparently believes that all market expectations based on history will be instantly forgotten or ignored.  He further assumes that the financial markets will have no significant concerns, despite the facts that T&D utilities of the type proposed have never before existed in Texas and thus lack any track record of performance.  This approach is totally unreasonable and his testimony should be ignored.  


In summary, the credible evidence supports a ROE for the T&D utilities of 11.5% or higher.  Significant flaws in the Intervenor and Staff testimony addressing ROE justify its rejection.

VI.

CONCLUSION


The IOUs have presented a balanced and conservative approach to the determination of T&D utility risk and to the determination of the capital structure and ROE necessary to account for that risk.   This approach will result in a reasonable cost of capital and will give the T&D utilities the financial strength and flexibility they need to act as the transmission and distribution engine of the coming competitive market.  The NUA and other ROE/capital structure proposals presented in this case will allow only for marginal T&D utility financial performance at best and will likely result in downratings of a number of the companies involved.  Moreover, it is improper and unnecessary to determine the rate of return sufficient to attract capital on reasonable terms by resort to considerations such as what level of return may fulfill the short-term goal of maximizing headroom.  For all the reasons detailed in this brief, the IOUs’ position on ROE and capital structure should be adopted.  The Commission should order a ROE of not less than 11.5% and a capital structure including not less than 50-55% debt.
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