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I.  INTRODUCTION
Q.
Please state your name and business address.
A.
Darryl Tietjen, 1701 N. Congress Avenue, Austin, Texas.

Q.
By whom are you employed and in what capacity?
A.
I am employed by the Public Utility Commission of Texas (PUC or Commission) as the Director of Financial Analysis in the Financial Review Division.

Q.
What are your principal areas of responsibility?
A.
I am responsible for recommending fair rates of return on invested capital, evaluating financial integrity requirements, conducting various financial analyses, and preparing testimony concerning financial matters relevant to public utilities regulated by the Commission.  I am also responsible for the supervision of the Commission’s financial analysis staff.

Q.
Please describe your educational background and professional qualifications.
A.
I hold a Master of Business Administration degree with concentrations in finance and accounting from The University of Texas at Austin, and a Bachelor of Business Administration degree with a concentration in finance from the same institution.  While earning my master's degree, I was employed by the University as an instructor, teaching two sections of undergraduate corporate finance.  Prior to attending graduate school, I was employed by a commercial bank, where I was principally involved in investment activities and internal and external financial reporting.



I am a Certified Public Accountant (CPA) licensed in the state of Texas and a member of the Texas Society of Certified Public Accountants.  I also hold the designation of Chartered Financial Analyst (CFA), which is awarded by the Association for Investment Management and Research (AIMR) after successful completion of its three-part examination process over a minimum three-year period.  The curriculum for the CFA charter covers a defined body of knowledge fundamental to the practice of investment management, and includes the areas of finance, accounting, economics, statistics, and ethical and professional conduct.  In addition to being the administrator of the CFA program, the AIMR is an international, nonprofit organization of over 29,000 investment practitioners and educators in more than 72 countries.  I am a member of the AIMR and the Institute of Chartered Financial Analysts.
Q.
Have you previously testified before this Commission?
A.
Yes.  Attachment 1 provides a summary of the dockets in which I have filed direct testimony or memoranda in lieu of testimony.
Q.
On whose behalf are you testifying?

A.
I am testifying on behalf of the Commission Staff.

Q.
What is the purpose of your testimony in this case, Docket No. 22352, Application of Central Power and Light Company for Approval of Unbundled Cost of Service Rate Pursuant to PURA §39.201 and Public Utility Commission Substantive Rule §25.344?
A.
The purpose of my testimony is to recommend the blended cost of debt and the overall cost of capital to be used to set rates for the unbundled transmission and distribution (T&D) utility of Central Power and Light Company (CPL or the Company).  In addition, I will recommend a rate of return to be applied to any competition transition charge (CTC) or excess mitigation credit set in this case.


II.  SUMMARY OF RECOMMENDATIONS
Q.
What are your basic recommendations in this docket?
A.
My recommendations are as follows:

· I recommend a blended cost of debt (including preferred trust securities) of 8.00 percent.  This recommendation reflects the unamortized balances of various transaction costs related to existing debt, but does not reflect transaction costs associated with issuing new debt or forecasted costs of retiring or refinancing existing debt.  
· I recommend an overall cost of capital of 9.10 percent.  This figure reflects my recommended cost of debt as well as the capital structure and return on equity specified in the Non-Unanimous Agreement in PUC Docket No. 22344, which is pending before the Commission.
· I recommend that forecasted transaction costs in the amount of $11.5 million be recovered through the cost of service over 15 years with a rate of return equal to the cost of debt.  Using my recommended cost of debt of 8.00 percent, the annual levelized amortization amount is $1,348,886.  
· I recommend that an interest rate of 7.50 percent be used as the carrying charge on the CTC or excess mitigation credit (if any) established in this proceeding.
III.  COST OF DEBT—GENERAL DISCUSSION

Q.
Please explain generally how the cost of debt is determined.

A.
When a company issues debt, transaction costs associated with the new debt are incorporated into the calculation of the debt’s cost through a yield-to-maturity calculation, which takes into account the net proceeds (net of the transaction costs, discounts, etc.) received from the issuance.  If old debt is being retired simultaneously, unamortized costs associated with it must also be recovered.  This recovery can be accomplished either through an adjustment to the yield-to-maturity calculation (by adjusting the yield of a particular issue for the gain or loss on reacquired debt) or as a separate adjustment to the overall cost of debt.  The yield-to-maturity calculation produces an effective yield that essentially levelizes the debt payments to recover the transaction costs over the life of the new issues.  If, however, the transaction costs are included by adjusting the overall cost of debt, two adjustments are made:  1) a reduction to the debt balance by the amount of unamortized costs, and 2) an increase in the annual amount of interest expense by the annual amortization of the transaction costs.  The adjusted cost of debt including these historically incurred costs is then the quotient of the adjusted interest expense and the adjusted debt balance.  This methodology (known as the annual requirements approach) for calculating the cost of debt is less desirable than a yield-to-maturity calculation because it does not produce a levelized yield.  Rather, with this method the cost of debt is higher in the early years after issuances are made but then diminishes over time.  
Q. Please explain the difference between the embedded cost of debt and the marginal cost of debt. 

A. Embedded debt costs reflect the cost of debt at the time the debt is issued.  As noted above, if the cost is determined through a yield-to-maturity calculation, it remains static over the life of the issuance.  

The marginal cost of debt is the current market cost of debt for new issuances, which fluctuates with the economy and the demand for and supply of debt.  

Q
What are the components of the cost of debt to be considered in this docket?

A.
The cost of debt has three basic components that must be considered:  1) a weighted-average marginal cost of new issues; 2) transaction costs associated with new issuances that have not yet occurred (tender offer costs and issuance costs); and 3) unamortized transaction costs associated with existing debt on the Company's books.  Normally, new debt is issued periodically when there are capital expenditures that require financing, when existing debt issues mature, or when existing debt issues become callable and refinancing is cost effective.  Because these transactions are normally spread out over time, the impact of the transaction costs on the cost of debt is usually not material.


IV.  THE COMPANY’S REQUEST

Q.
Please describe the Company’s request.

A.
CPL has requested a cost of debt of 8.12 percent.  This request is based on the Company’s plan to refinance 100 percent of its existing debt and preferred trust securities.  The 8.12 percent rate is derived using an estimated average marginal debt cost of 7.97 percent and adding to it the various issuance costs of new debt; it does not, however, reflect the issuance costs of existing debt or the costs of retiring or refinancing the Company’s existing debt.   

Q.
Why does the Company plan to retire and/or refinance 100 percent of its existing debt and preferred trust securities?

A.
In her supplemental testimony filed May 15th, Company witness Wendy Hargus states that the covenants and contractual terms of the Company’s existing securities restrict the transfer of assets from the integrated utility to another entity.  Ms. Hargus states on pages 6 and 7 of her testimony that, 

In order to comply with SB7 and the BSP (Business Separation Plan) and not violate or breach these covenants and terms, CPL and WTU will be compelled to retire and refinance their existing securities.  As a result, CPL and WTU will incur additional one-time costs in order to retire and refinance the existing securities and the additional on-going cost of higher interest rates on the new securities issued by the EDC (Energy Delivery Company).


Consequently, CPL’s revised testimony reflects an assumption that the Company will refinance 100 percent of its existing debt securities in order to be in compliance with debt covenants and terms of the debt indentures.

Q. Did CPL originally plan to refinance 100 percent of its existing debt securities?

A. No.  In its January 10, 2000 filing, CPL proposed a business separation plan that included a two-stage process for the transfer of generation and T&D assets to separate entities.  The Company stated in its filing that the principal reason for the two-stage plan was to reduce the costs of retiring and refinancing its debt and preferred trust securities.  CPL stated that before the transfer of assets could take place, the securities’ indenture agreements required the retirements and refinancings of existing securities.

Q. Why did CPL amend its originally proposed business separation plan?  

A.
In March 2000, the Commission directed the Company to file a revised BSP that provides for the full transfer of generation assets by January 2002, rather than by January 2008 as originally planned in the two-stage process proposed by the Company.  The Company’s revised filing therefore reflects an assumption of 100 percent retirement/refinancing of its existing securities and includes the associated issuance costs and additional expenses that the Company claims it will incur as a result of the retirements/refinancings.

Q.
Given that the Company’s requested 8.12 percent rate does not reflect the unamortized balance of transaction and issuance costs of existing debt or the one-time costs of retiring the Company’s existing debt, how is the Company proposing to recover these costs?

A.
CPL witness David Carpenter describes in his testimony the Company’s proposal for a Competition Restructuring Charge (CRC) to recover, over a 14-year period, the December 31, 2002 unamortized balance of existing transaction and issuance costs and the estimated one-time costs of retiring and refinancing existing securities.  The Company estimates the unamortized balance of existing costs (for the total company) to be $13.1 million and the one-time costs to be $8 million.  

Refinancing all of CPL's debt at once will result in a substantial impact on the cost of debt.  In addition to normal issuance costs, CPL will pay significant premiums through tender offers or defeasance to induce debt investors to sell back debt that is not otherwise callable.  Tender offers and defeasance of debt are typically not done frequently because the extra costs involved are high.
Q.
How does the Company's request compare to those of other utilities?

A.
Only TXU Electric and the other American Electric Power Companies (AEP) plan to refinance 100 percent of their debt. TXU’s requested cost of debt, including the refinancing costs and unamortized costs of existing debt, is 8.725 percent.  All the AEP companies have requested a cost of debt of 8.12 percent, which includes normal issuance costs.  The AEP companies also request that unamortized costs on their books today and the one-time costs of retirements/refinancings (such as costs related to tender offers and defeasance) be recovered through the cost of service.  Both Southwestern Public Service and Texas-New Mexico Power Co. (TNMP) have completed refinancings and have requested cost of debt amounts of 7.81 percent and 7.78 percent.  Entergy Gulf States and Reliant have requested an embedded cost of debt of 8.39 percent and 6.92 percent, respectively.


V.  RECOMMENDATIONS AND ANALYSIS

Q.
What cost of debt are you recommending for CPL?

A. I recommend that a cost of debt of 8.00 percent be used to determine the cost of capital in this proceeding.  This cost of debt recommendation does not include the forecasted transaction costs related to retirements, refinancings, and new issuances, but does include the Company’s unamortized balance of existing transaction and issuance costs.  With regard to whatever amount of forecasted transaction costs and new issuance costs the Commission finds reasonable in the docket, I recommend that this amount be treated separately in the cost of service.  I discuss this recommendation in greater detail later in my testimony. 
Q. How is your recommendation different from that of the Company?

A. In addition to using a different estimate for the marginal cost of debt, my recommendation includes an adjustment to reflect transaction costs related to existing debt; in contrast, the Company’s recommendation includes a marginal cost of debt adjusted to reflect the transaction costs of new debt.  Both my recommendation and the Company’s recommendation reflect as a separate cost-of-service item the recovery of the various costs related to the retirement and refinancing of existing debt.
Q.
Please explain how you derived your 8.00 percent recommendation.

A. As noted above, my 8.00 percent recommendation is the result of combining my estimate of the marginal cost of debt with CPL’s unamortized balance of transaction costs related to existing debt.  

For the marginal cost of debt, I based my estimate on two approaches that produced similar results.  My first approach, shown in the top half of page 1 of Schedule DT-1, is essentially an update of the Company’s method of estimating the cost of new debt.  Based on discussions with its investment bankers, CPL added a spread to the yields on five-year, ten-year, and fifteen-year treasury securities, and then assumed the issuance of equal amounts of these maturities for the debt portion of the Company’s capital structure.  Using the same spread levels as the Company, but updating the yields to reflect the most recent three-month averages for treasury securities, I calculated an overall average of 7.71 percent.  This figure is shown in the bottom right of the top half of page 1 of Schedule DT-1.

For my second method of estimating the marginal cost of debt, I used a simple “current yield” approach in which I calculated an average yield of the long-term and intermediate-term public utility bonds for the month of October 2000.  For this purpose, I used both A-rated and Baa-rated securities to reflect a greater breadth of investment-grade credit quality.  Based on an average maturity of fifteen years (to match the Company’s assumption), I calculated an average rate of 7.78 percent.  This figure is shown near the bottom of page 1 of Schedule DT-1.  Directly beneath the 7.78 percent figure is the average of my two methods—7.75 percent.

I then adjusted the 7.75 percent marginal rate to reflect the effects of CPL’s unamortized balance of existing transaction and issuance costs.  These adjustments, shown on page 2 of Schedule DT-1, result in an adjusted cost of debt of approximately 7.97 percent.  I rounded this figure to 8.00 percent, my recommended cost of debt. 

Q. What amount of forecasted transaction costs do you recommend?

A. Using the Company’s assumptions for costs related to discounts and underwriting fees and the cost estimates for retiring/reacquiring existing debt, the T&D-related portion
 of forecasted transaction costs is $11.5 million, shown on Schedule DT-2.  Based on the 15-year projected average maturity of new debt and my recommended 8.00 percent cost of debt, the annual levelized amortization related to these forecasted costs that should be included separately as a cost-of-service item is $1,348,886, also shown on Schedule DT-2.  

Q.
Why are you using 8.00 percent as the rate of return to be applied to the unamortized balance of the forecasted transaction costs?

A.
I use a rate of return of 8.00 percent because it corresponds to the cost of debt I am recommending in this proceeding.  The cost of debt that is determined in this case is the appropriate rate to apply to the unamortized balances of forecasted transaction costs because the cost of debt is the rate that the unamortized balances would earn in a conventional cost-of-debt calculation (i.e., in a traditional rate case).

Q.
Why did you not reflect the forecasted transaction costs in the cost of debt?

A. I did not reflect forecasted transaction costs in my recommended cost of debt because there is a great deal of uncertainty surrounding these costs.  Given this uncertainty and the Commission's substantive rules, which state that the actual cost of debt shall be used in the determination of the cost of capital,
 it is reasonable to treat these estimates separately in this case.  Further, this treatment will allow for easier tracking of these costs by the Commission if necessary.  

The various uncertainties regarding forecasted transaction costs include the following:

· The transaction costs are estimates.

· The Company's plans may change.

· The necessity/feasibility of successfully reacquiring 100 percent of CPL's debt securities by January 1, 2002 is in question.

· Putting these costs in the cost of service allows the Commission more flexibility in setting these costs’ amortization period in a manner that ameliorates their rate impact.

I discuss each of these points below.

Q. Please discuss the Company's estimate of transaction costs associated with reacquiring its securities.

A. According to the testimony of Ms. Hargus, the investment-banking firm of Morgan Stanley Dean Witter provided estimates of the costs of reacquiring securities through defeasance and tender offers.  While these may be reasonable estimates, they are nevertheless still estimates of the cost of future transactions, and as such it is reasonable to exclude them from the cost-of-debt determination at this time.

An example of how much estimates can change in just a few months can be illustrated by in the pending UCOS case of Southwestern Public Service (SPS), Docket No. 22351.  In its March 2000 filing, SPS estimated its defeasance costs at about $71 million.  SPS has since completed its defeasance, and in its October 2000 filing SPS revised its estimate to only $19 million, almost a 75 percent reduction.  

Another example of how plans may change is illustrated by the TNMP UCOS case, Docket No. 22349.  TNMP's original filing called for the retirement of some first mortgage bonds and secured debentures ($240 million total) with a combination of a long-term debt issuance of $150 million and a $100 million credit facility.  In TNMP's October filing, the plans changed to finance $325 million through only a credit facility.
  Such examples illustrate the potential inaccuracy of relying on estimates for these types of costs when determining the cost of capital.

Q. Please discuss the possibility that the Company's refinancing plans may change.

A. The Company will undoubtedly continue to consider all its options as it moves toward restructuring and competition, and it will consider changing its refinancing plan if market conditions change or if a new lower-cost-alternative becomes available.  Given the opposition of some intervenors to the Company's proposal to refinance 100 percent of its debt, the Company may ultimately find a less expensive alternative.  For example, the Company has planned to assign all its pollution control debt to generation.  As there is no legal requirement for this debt to follow the generating assets, CPL could allocate a portion of this debt to transmission and distribution and lower the cost of its plan to ratepayers, given that these bonds have low interest rates.  

Q.
Please discuss the feasibility of the Company's proposed refinancing plan.

A.
It is possible that CPL’s plan to refinance 100 percent of its debt by December 31, 2001 may be overly optimistic.  Tender offers, defeasance, and the issuance of new securities all take time and, despite the Company's best efforts, may not be completed by December 31, 2001.  Market conditions can delay transactions of this nature, particularly when such large amounts of securities are involved.  

Q.
Please discuss the flexibility the Commission has in setting the amortization period of the forecasted transaction costs.

A.
As previously mentioned, discounts (or premiums) and issuance costs associated with new debt issuances are usually factored into the cost of debt over the life of the new issues.  However, regulatory practice is not strictly bound by this principle.  If the Commission finds that 100 percent refinancing is in the public interest but the financing costs cause an excessive rate increase, the Commission could lengthen the amortization period beyond the 15 years incorporated into my recommendation.

Q.
Are there possible benefits for ratepayers if CPL refinances all its debt?

A.
Yes.  Refinancing removes any potential for ratepayers to be held liable for debt obligations held by unregulated affiliates.  The Commission will have to weigh the costs of refinancing against this benefit.

VI.
RECOMMENDED COST OF CAPITAL

Q.
What is your recommendation for the overall cost of capital?

A.
Using my recommended 8.00 percent cost of debt, and the return on equity of 10.75 percent as well as the recommended capital structure of 60 percent debt and 40 percent equity from the Return on Equity and Capital Structure Non-Unanimous Stipulation and Agreement in Docket No. 22344, I recommend an overall cost of capital of 9.10 percent for CPL.  This is shown on Schedule DT-3.

VII.  CARRYING CHARGE FOR EXCESS MITIGATION CREDIT AND CTC

Q.
What rate of return do you recommend as a carrying charge to be applied to any excess mitigation credits and/or CTC?
A.
I recommend a rate of 7.50 percent.  This is an appropriate rate of return given the various factors of recovery period, risk, and market conditions.

Q.
Please explain the basis for your recommended 7.50 percent rate.
A.
In the Commission’s Order on Certified Issues for Docket Nos. 22349, 22352, 22352, 22355, and 22356, the Commission stated that a five- to fifteen-year recovery period should be used to remedy any excess mitigation.
  From an investment perspective, a recovery period of five to fifteen years can be regarded as an intermediate time horizon.  Accordingly, I reviewed the prevailing yields, as published by Moody’s, for treasury securities, corporate bonds, and public utility bonds having intermediate maturities.  Because Moody’s defines intermediate-term maturities to be approximately seven years, I also reviewed the prevailing yields on 20-year securities to obtain a yield estimate for the longer end of the investment spectrum (i.e., closer to fifteen years).

With regard to treasury securities, the current yield curve
 is essentially flat, with both short-term rates and long-term rates in the 6 percent range.  Given that treasury securities are considered to be free of credit risk (i.e., they are “risk-free” securities), a rate of 6 percent is an appropriate floor for the carrying charge that will be applied to the balance of excess mitigation credits.  

With regard to corporate bonds and public utility bonds having intermediate maturities, yields at the end of September were 7.19 and 7.16 percent, respectively.  For 20-year maturities, the yields were 7.95 percent for corporate bonds and 8.08 percent for public utility bonds.  

Given that yields for corporate and public utility bonds are, depending on maturity, approximately 100 to 200 basis points higher than treasury securities, I recommend that a midpoint premium of 150 basis points be added to the treasury rate of 6 percent.  The resulting 7.50 percent rate reflects a balancing of both the short and long ends of the five-year to fifteen-year recovery period prescribed in the Commission’s order.

Q.
Does a rate of 7.50 percent reflect an appropriate level of risk for recovery of excess mitigation credits or, alternatively, a CTC?
A.
Yes.  Treasury securities are backed by the full faith and credit of the U.S. government, and hence they are regarded as the benchmark for securities totally free of credit risk.  Carrying charges for the recovery of excess mitigation credits and/or CTCs do not have the same level of safety as treasury securities, but neither do they reflect the same level of risk as a typical utility rate of return.  Consequently, recognition of some amount of premium above treasuries is reasonable; given, however, the mandate of PURA and the anticipated orders of the Commission allowing recovery (or credit) of these items, a substantial amount of premium is not warranted.  A carrying charge rate of 7.50 percent is a reasonable balance of all the above factors, and should be applied to the unrecovered balance of excess mitigation credits or CTCs.

Q.
Does this conclude your testimony?

A.
Yes.
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PUC Docket


Company




Subject
10060


Brazos River Authority



Rate of Return

10462


Tex-La Electric Cooperative



Interim Rates/











Rate of Return

10325


Central Texas Electric Cooperative


Rate of Return

10744


Rayburn Country Electric Cooperative

Sale, Transfer, Merger

10820


Magic Valley Electric Cooperative


Rate of Return

11347


Johnson County Electric Cooperative


Rate of Return

11571


Fayette Electric Cooperative



Rate of Return

11520


Southwestern Public Service Company

Rate of Return

12065


Houston Lighting & Power Company

Decomm. Exp.

12700


El Paso Electric Company



Rate Moderation/











     Mirror CWIP

12815


Pedernales Electric Cooperative


Rate of Return

12820


Central Power and Light Company


Decomm. Exp.

12852


Gulf States Utilities Company


Decomm. Expense/











     Contra-AFUDC

13827


Southwestern Public Service



Notice of Intent

14965


Central Power and Light Company


Rate of Return/











     Decomm. Expense

15638


Texas Utilities Electric Company


Transmission Cost of 











     Service

16585


T&H Communications



SPCOA

16705


Entergy Gulf States




Rate of Return

16705


Entergy Gulf States




ROR on ECOM

18290


Entergy Gulf States




Carrying Charges on 

       Tax Remand

18845


Central and South West Companies


Financial Condition of 









      Resource Providers

21527


TXU Electric Company



Securitization

21528


Central Power and Light Company


Securitization

22355


Reliant Energy




ECOM Estimate

22352


TXU Electric Company



ECOM Estimate

22344


Generic Unbundled Docket



Return on Equity

Memoranda in Lieu of Testimony

10156


Cap Rock Electric Cooperative


Rate of Return

10394 


Coleman County Electric Cooperative

Rate of Return

10714


J-A-C Electric Cooperative



Rate of Return

11259


Farmers Electric Cooperative



Sale, Transfer, Merger

12368


Cooke County Electric Cooperative


Rate of Return

15120


Southwestern Public Service/Cap Rock

Transfer of Property

15904


Alenco Communications, Inc.


Sale, Transfer, Merger

15906


Central Texas Telephone Cooperative

Sale, Transfer, Merger
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18443


Tri-County and B-K Electric Cooperatives

Sale, Transfer, Merger

21850


CPL Electric/SESCO




Sale, Transfer, Merger

22222


United Electric Cooperative Services


Sale, Transfer, Merger

� Staff interprets the phrase “Prior to business separation” in Order No. 17 of Docket No. 22344 to mean as of the end of the historical test year, i.e., as of the end of September 30, 1999.  Based on this criterion, I have used a factor of 37.42 percent, as shown in Schedule DT-2.


� Substantive Rule 25.231(c)(1)(C)(i).


� Two banks have each committed $162.5 million and are in the process of syndicating the facility to a wider group of banks.


� Order on Certified Issues regarding negative excess cost over market, filed November 10, 2000.


� A yield curve is a graphical depiction of the yields to maturity of a sample of bonds as a function of the bonds’ terms to maturity.
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