Before the Public Utilities Commission of the State of Colorado

Decision No. C09-0323
Docket No. 07A-447E

C09-0323Decision No. C09-0323
BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF COLORADO

07A-447EDOCKET NO. 07A-447E
IN THE MATTER OF THE APPLICATION OF PUBLIC SERVICE COMPANY OF COLORADO FOR APPROVAL OF ITS 2007 COLORADO RESOURCE PLAN.
Order modifying Phase I Decision and providing clarification on the issues raised at the March 16, 2009 technical conference
Mailed Date:  March 27, 2009
Adopted Date:  March 25, 2009

TABLE OF CONTENTS

2I.
BY THE COMMISSION

A.
Statement
2
B.
Generic Escalation Rate
2
C.
Capital Structure to Model Utility Rate Based Proposals
4
1.
Background
4
2.
Public Service
5
3.
Staff
6
4.
The OCC
7
5.
CIEA
7
6.
Discussion and Findings
8
D.
Capital Lease
9
E.
Transmission
11
F.
Commission/IE/Public Service Modeler Relationship
13
G.
March 2009 Load Forecasts
14
II.
ORDER
16
A.
The Commission Orders That:
16
B.
ADOPTED IN COMMISSIONERS’ WEEKLY MEETING March 25, 2009.
17


I.
BY THE COMMISSION
A. Statement

1. The Commission held a Technical Conference on March 16, 2009 to discuss the modeling and bid evaluation issues with Concentric Energy Advisors, the Independent Evaluator (IE), and Public Service Company of Colorado (Public Service or Company).  See Decision No. C09-0290, mailed March 18, 2009, at ¶2 (listing the topics discussed at the Technical Conference).  In Decision No. C09-0290, we invited the parties to comment on the issues raised at the Technical Conference.  

2. On March 23, 2009, pursuant to Decision No. C09-0290, we received comments from Public Service, Staff of the Public Utilities Commission (Staff), the Colorado Independent Energy Association (CIEA), Interwest Energy Alliance (Interwest), and the Colorado Office of Consumer Counsel (OCC).  We find that all parties provided thorough and useful comments on the issues.  

3. Now, being duly advised in this matter and consistent with the discussion below, we grant certain requests to modify the Phase I Decision
 and provide further clarification to the IE and the parties. 

B. Generic Escalation Rate 
4. In the Phase I Decision, we directed the modelers to assume that the construction cost estimates for generic resource options used in the Phase II analysis will escalate at the rate of 3.5 percent annually from year 2008.
  During the Technical Conference, the IE expressed a concern that this escalation rate is no longer appropriate given the dramatic economic downturn that occurred since we issued the Phase I Decision.  The IE opined that the assumption that costs of materials increase faster than the general inflation rate may no longer be correct and that the costs of solar technologies are expected to decrease over time in real terms.  The IE stated that the biggest impact of the change in the generic escalation rate would be the comparison of utility rate-base proposals with Independent Power Producer (IPP) bids having a different service term.  The IE finally recommended that the modelers be given the flexibility with respect to future solar costs.

5. We invited the parties to comment on whether, in light of the recent economic downturn, it would be appropriate to amend the portion of the Phase I Decision that requires the two modelers to assume the 3.5 percent annual escalation rate.  We requested comments on whether the escalator applied to generic resources should be revised downward to 2.5 percent, so that there is no real increase in these prices (above inflation).
  
6. In its comments, CIEA agreed with reducing or eliminating the generic escalation rate for construction cost estimates.  The OCC recommended retaining the 3.5 percent annual escalation rate, but suggests sensitivity runs at a lower rate.  The parties generally agreed with the decreasing solar costs.

7. We agree with the IE that a real escalation rate of 1 percent, which we established at the time that the costs of materials and equipment were increasing rapidly, should be reduced to zero.  Section 40-6-112(1), C.R.S., states that the Commission may, at any time, rescind, alter, or amend any decision made by it.  Rescission, alteration, or amendment of a Commission order requires a notice to the parties and an opportunity to be heard.  We find that the parties have been provided with notice and an opportunity to be heard through their comments and we find good cause to amend the Phase I Decision.  Therefore, we direct Public Service and the IE to use a 2.5 percent escalation factor for non-solar generic resources.  We also direct both modelers to use their best judgment to establish a proper solar escalation factor. 

C. Capital Structure to Model Utility Rate Based Proposals

1. Background

8. In the Phase I Decision, we directed Public Service and the IE to use the after tax Weighted Average Cost of Capital (WACC) of 7.88 percent as the discount rate in the STRATEGIST model.  This after-tax WACC was set for Public Service in its last rate case.  The modelers use the discount rate to calculate the net present value of revenue requirements of each generation portfolio, which allows portfolios with different generation investments and different dynamics of construction and operation to be evaluated on a common basis.
  The 7.88 percent after tax WACC was based on a capital structure of 60 percent equity and 40 percent debt.

9. During the March 16, 2009 Technical Conference, Public Service proposed to use the capital structure of 51 percent equity to 49 percent debt to model utility rate based proposals.  Public Service described this ratio as its “economic” target, which is an adjusted value calculated by credit rating agencies and used by the capital markets.  Public Service also pointed out that its current “regulatory” capital structure is approximately 60 percent equity to 40 percent debt.  The difference is the “imputed debt” factor used by Standard & Poor.  We discussed the imputed debt factor at length in the Phase I Decision.  

10. In Decision No. C09-0290, we invited the parties to comment on whether we should direct the IE and Public Service to assume a specific capital structure to model utility rate based resources and, if so, what capital structure should be used. 

2. Public Service

11. Public Service states that at the time it filed its 2007 Resource Plan in November 2007, its after-tax WACC was 7.88 percent.  However, Public Service states that it did not view the Phase I Decision as requiring that 7.88 percent be used as the discount rate for bid evaluation; rather Public Service believed that it should use the WACC that reflected the conditions existing at the time of the bid evaluation.  

12. Public Service argues that the WACC changes from time to time as the Company issues debt, infuses equity, and as debt costs (or authorized equity returns) change.  In this case, Public Service represents that its WACC is changing as it takes steps to reduce the level of equity in its regulated capital structure to a 58 percent level to reflect recent increases in the proportion of owned assets in its generation resource portfolio.  Therefore, Public Service recommends that the Commission use the WACC based on such changes when evaluating utility rate-based proposals. 

13. The Company plans to issue $400 million of debt in June 2009 and forecasts that this issuance will have the effect of reducing its weighted average cost of debt from its current level of 6.44 percent to 6.24 percent.  In addition, this debt issuance is expected to facilitate the reduction of Public Service’s equity ratio to an average of 58 percent for the 13-month period ending December 31, 2009. 

14. Public Service represents that taking this debt issuance into account and using the currently authorized return on equity of 10.50 percent results in the 7.715 percent WACC.  Public Service therefore requests that the Commission clarify that Public Service and the IE should use 7.715 percent as the discount rate for determining the net present values of revenue requirements of competing resource portfolios.

15. Public Service also requests that we direct the Company and the IE to determine the revenue requirement impact of proposed rate based assets assuming a 54 percent equity ratio which is the regulated capital structure that Public Service expects to maintain once it achieves what it believes is an appropriate balance of rate-based and leased generation assets.

16. Public Service asserts that its capital structure will change as it makes additional capital investments.  This change will occur from adjusting total debt and equity issues and from changes in the level of imputed debt from purchase power agreements.  Public Service forecasts that its total capital structure will transition from the current 58 percent equity towards the lower regulatory ratio of 54 percent as rate based investments are made.  

3. Staff

17. Staff argues that the Commission addressed imputed debt at length in the Phase I Decision, rejecting the use of imputed debt adder and clearly stating its intent to “foster a robust competitive bidding environment.”  Staff contends that Public Service now wishes to resurrect this issue by disguising it as a base modeling assumption for use in STRATEGIST that was left unresolved in Phase I. 

18. Staff recommends that we reject the proposal made by Public Service during the Technical Conference.  Instead, it urges the Commission to direct the IE to use Public Service’s most recently approved regulatory capital structure, its most recently approved return on equity, and its most recently approved cost of debt for arriving at the after-tax WACC. Staff points out that these are known numbers presently used to calculate rates that customers actually pay.  Staff suggests that we could also instruct the IE to provide guidance in its Phase II report on how the relative rankings of utility-owned projects are influenced by the application of Public Service’s existing WACC and the degree to which, if any, the use of WACC may complicate the comparisons between utility proposals and Producer (IPP) bids.

4. The OCC

19. The OCC points out that Public Service’s rates are presently based on a 60 percent equity ratio.  The OCC further states that in Public Service’s pending rate case (Docket No. 08S-520E), the Company proposed a 58 percent equity ratio. Public Service has set a goal of reducing its capital structure to approximately 51 percent equity. The OCC supports this goal as it believes it is in line with utility norms and it will result in lower rates for customers.  Therefore, the OCC recommends that the Commission not permit Public Service or the IE to determine the revenue requirements for utility-owned generation based on a 60 percent equity capital structure.  The OCC argues that it is not reasonable to assume that Public Service’s revenue requirements over the 40-year planning period will be based on a 60 percent equity ratio, especially because it is already known that in the first year of the planning period it will be based on a 58 percent equity ratio or lower.  

5. CIEA

20. CIEA argues that Public Service’s newly proposed 51 percent equity to 49 percent debt ratio is merely a "target" that incorporates an imputed debt factor.  CIEA also states that the Commission was clear in the Phase I Decision about why resource selection and bid evaluation proceedings are not appropriate forums for Public Service and other parties to address imputed debt concerns.  CIEA contends that the arguments presented by Public Service for the change in capital structure are based on the quantitative debt equivalence arguments that the Commission rejected in Phase I. Moreover, in its pending rate case, Public Service is arguing for a higher, not a lower WACC.  CIEA urges the Commission to reject Public Service’s proposals on this issue.  

6. Discussion and Findings

21. We understand Public Service’s position on this matter and that Public Service’s after-tax WACC will change as it take steps to reduce the level of equity in its regulated capital structure.  

22. On the other hand, we agree with Staff and CIEA that Public Service’s proposal may place IPP bids at a disadvantage as compared to utility rate based proposals due to claimed impacts associated with imputed debt.  We thoroughly addressed the imputed debt issue in the Phase I Decision, and we continue to find that any such attributes of utility ownership will be addressed qualitatively in the next phase of this docket. 

23. We disagree with Public Service’s proposal to determine the revenue requirement impact of proposed rate based assets using a 54 percent equity ratio.  

24. We agree with Public Service that a current capital structure should be used to determine the discount rate used in modeling all resource portfolios.  We find that the capital structure that the modelers should use in calculating the after-tax WACC for resource modeling purposes is the capital structure that Public Service has filed in Docket No. 08S-520E, with the currently authorized return on equity of 10.50 percent and current cost of debt of 6.36 percent.  These inputs yield the 7.76 percent after-tax WACC.  This capital structure and its calculations are contained in the table below.  To the extent that the Phase I Decision fixed the discount rate at 7.88 percent, we find good cause to amend the Phase I Decision pursuant to § 40-6-112(1), C.R.S.  

Docket No. 08S-520E
Capital Structure for Forecasted Test Year 2009
Cost of Capital estimated at Test Year 2009

	Component
	Capital Structure
	Allowed Return
	Before Tax WACC
	After Tax WACC

	Long Term Debt
	41.92%
	6.36%
	2.67%
	1.66%

	Common Equity
	58.08%
	10.50%
	6.10%
	6.10%

	
	
	
	WACC 8.77%
	WACC 7.76%


D. Capital Lease 
25. During the Technical Conference, we addressed the issue of whether the recent communications issued to potential bidders by Public Service regarding capital lease treatment comport with the Phase I Decision.  In Decision No. C00-0290, we stated that “Public Service and the IE must obtain commission permission before changing any specific material terms in the model contact.”  We also directed the modelers “not to reject a bid if a bidder proposes to change a term, and to address the issue in negotiations instead.”  See Decision No. C09-0290, at ¶12.  Three parties addressed this topic further in their comments.

26. In its comments, Staff pointed out that Public Service requested bidders to provide supporting information for their claims of estimated useful life.  Staff voiced a concern that by requesting additional information in the bid documents, Public Service may use this information to eliminate bids prior to resource selection.  Staff also states the Commission has been clear that Public Service and the IE are not to reject bids due to capital lease accounting issues or concerns, but instead should attempt to resolve any disputes in the negotiation process.  

27. CIEA points out that Public Service does not cite any new accounting guidance to support its preference for energy-only pricing over pricing that include capacity payments.
  CIEA also argues that energy-only pricing is only one of several factors that determine whether a final agreement will be deemed to be a capital lease.  Further, there is no “bright line test” to determine whether an agreement will be deemed a capital lease and applicable accounting rules are in flux until at least 2013.  This situation creates a moving target throughout the bidding process.

28. CIEA further states Public Service has not justified any late changes to the model contracts and asserts that any proposed changes to the model contracts should be approved by the Commission. CIEA approvingly cites Decision No. C09-0290, in which we stated that the IE and Public Service may not to reject a bid if a bidder proposes to change a term, and to address the issue in negotiations instead.   

29. For its part, Public Service argues the Commission issued contradictory rulings on this issue and is requesting that the Commission reconsider the statement made in Decision No. C09-0290 that “Public Service and the IE therefore must obtain Commission permission before changing any specific material term in the model contract.”  Public Service is concerned that this statement affords only bidders, but not the Company, the ability to suggest contract changes.   

30. With respect to the specific issue of the payment reduction for delivered energy in excess of 115 percent of the peak energy level proposed by a bidder,
 Public Service states that it is making changes in response to the Commission direction to resolve contractual matters before contract execution.  Public Service describes this statement as an “early warning” to alert bidders now rather than waiting until contract negotiations.

31. We agree with Public Service that the information contained in its Communication to potential bidders dated March 4, 2009 merely alerts the bidders to a negotiation position that Public Service will likely take, and it is not a change to the model contract itself.  We agree that it is advantageous for the bidders to know the likely negotiation position sooner rather than later.    

32. We reiterate our previous decisions in which we directed Public Service and the IE not to reject a bid if a bidder proposes to change a term in the model contract, and to address the issue in negotiations instead.  Proposed changes to the model contract such as those noted in comments received from Staff and CIEA should be addressed in negotiations.  Finally, we clarify that our statement in Decision No. C09-0290 did not intend to limit the ability of Public Service to propose different terms during negotiations, but clarified that Public Service and the IE must obtain Commission permission if they want to change the terms of the model contract prior to the receipt of bids.  We encourage Public Service to indicate to bidders, prior to the bidding date, any concerns which may arise with respect to the model contract and inform the bidders about likely positions the Company will take in negotiations.    

E. Transmission

33. We previously addressed this issue in Decision No. C09-0268, ¶¶10-12.  Public Service filed a summary of its Open Access Transmission Tariff information on March 13, 2009.  During the Technical Conference, the IE also addressed this issue and Public Service provided additional clarification regarding the timing and availability of specific lines and how it proposed to treat bidders based on these matters.  In Decision No. C09-0290, we invited the parties to comment further on this issue.  The OCC, Public Service, CIEA, and Interwest filed comments on this matter.

34. The OCC argues that Public Service and the IE should not reject bids on the basis of transmission availability -- rather the guiding principle should be a least cost generation and transmission portfolio.  If necessary, Public Service should procure replacement power until transmission can be built as long as it results in a lower cost portfolio overall. 

35. CIEA maintains that Decision No. C09-0268 permits Public Service to unilaterally disqualify potential bids based on the Company’s limited transmission plan.  CIEA recommends that the Commission take additional action to make the transmission evaluation process more transparent and to accelerate the Senate Bill 100 (SB-100) process.  CIEA also argues that IPPs should be given more flexibility in their options, including such approaches as short-term upgrades. 

36. CIEA and Interwest argue that private transmission developers should be invited to bid and construct the needed transmission lines.  Interwest offers further details on how such a bidding process may be incorporated into this docket.  Interwest also argues that any bid rejected on the basis of transmission should be brought before the Commission and that Public Service should not contract resources beyond 2011 so that developers have an opportunity to plan more efficiently.

37. In its comments, Public Service clarifies how it proposes to consider transmission-constrained generation projects.  Public Service states that it will examine possible redispatching of resources to alleviate transmission constraints until new transmission can be built.  Consistent with Decision No. C09-0268, Public Service said it will test its proposed timing of transmission construction projects and look for modifications that would lower the overall portfolio costs.

38. We reiterate our previous order that all bids must be given full consideration with respect to transmission availability, so that, if possible, generation bids will drive transmission needs.  The IE should scrutinize any bid rejected in the screening process due to transmission limitations or any other reason. Public Service and the IE should consider all options, such as redispatching existing generation and/or short-term transmission upgrades in order to develop a least cost portfolio.  We note that this is consistent with the OCC’s position that transmission should be considered on a portfolio basis.

39. We find that it is not necessary to apply additional conditions on the transmission evaluation process at this time.  As we stated in Decision No. C09-0268, Public Service is taking reasonable steps to help bidders understand the modeling processes and limitations and any further requirements may only hinder a process that is already pressed for time. Similarly, adding a process to require Public Service to allow third party bidding for transmission is not feasible at this point, and if taken up at all would be done as part of a separate transmission docket.  We certainly encourage Public Service to consider such proposals if it can improve the cost and timing goals, and assist in implementing the SB-100 objectives.

F. Commission/IE/Public Service Modeler Relationship

40. In their comments, several parties discussed the role of the IE with respect to the Commission and Public Service.  CIEA and Staff express a concern about the close relationship between the IE and Public Service.  CIEA argues that the Commission and not the IE, should resolve the issues where the IE has limited experience.  Staff recommends that we instruct the IE to be proactive in bringing issues to the Commission and hold discussions with parties to better understand their positions.

41. Based on the comments made by the IE during the Technical Conference, we find that the IE is appropriately fulfilling its role in overseeing Public Service’s modeling and bid evaluation process.  We agree with Staff that the IE should ensure it understands the parties’ concerns, particularly since the IE was not fully involved in the Phase I process.  We encourage the IE to proactively seek input from the parties regarding their concerns and appropriate oversight of the process, but we decline Staff’s request to order this.

G. March 2009 Load Forecasts

42. On March 19, 2009, Public Service filed an updated load forecast that indicated reduced peak load and energy sales for the resource acquisition period in this docket.  On March 20, 2009, Public Service filed a correction to one of the numbers in that forecast.  Public Service states that it normally issues its forecasts in April, but it advanced the publication this year due to its upcoming Phase I and Phase II electric rate cases, significant changes in the economy since December, and the fact that it will be evaluating resource bids in April.

43. The updated forecast shows significant reductions from the compliance forecast provided by Public Service in December of 2008.  The capacity for peak load needed for 2015 is reduced by 482 MW, while energy sales in 2015 are down about 1500 GWh.  Use per customer is expected to decrease by 0.5 percent per year over the forecast period. Likewise, peak loads are expected to be below recent actual data through the resource acquisition period.  Public Service asserts that the reduction in the forecasted peak load and energy sales is attributable to, causes such as the deteriorating conditions in the Colorado economy in terms of employment and income, slowing growth in residential air conditioning saturation, and implementation of new energy efficiency standards and Demand Side Management impacts.

44. In its comments, CIEA urges the Commission to investigate these changed load forecasts.  CIEA asserts that the market potential for IPPs has been sharply reduced with the new load forecasts.

45. In Decision No. C08-0929, we approved the general methodology used by Public Service in developing its peak load and sales forecasts.  We further directed Public Service to file an updated forecast in December 2008.  Public Service did so on December 1, 2008.  In Decision No. C09-0009, we accepted the updated forecast submitted by Public Service and directed its use in the resource planning process. 

46. With respect to load forecasts, we have consistently taken the approach that more updated economic forecasts and more recent actual data is advantageous to the resource planning process, especially during the times of economic uncertainty that we are experiencing today.  We know that forecasting is not an exact science and we wish to take reasonable and prudent steps to minimize any inaccuracies.  Part of that process is using updated forecasts that reflect the most current information.  We also ordered Public Service to file an interim resource plan in 2010.  By using updated forecasts and periodically reviewing resource plans, we will ensure, to the greatest degree possible, that Public Service’s resource needs are met in a prudent and cost-effective manner.

47. We understand the concerns expressed by CIEA with respect to the updated load forecast.  However, changes in the economy since Public Service prepared its December 2008 forecast have been dramatic.  The resource needs of Public Service are determined, among other factors, by the growth in demand for electricity.  If that growth is stagnant, it would not be prudent for Public Service to add resources earlier than necessary.  We therefore accept Public Service’s updated March 2009 forecast and direct the Company to use it in the bid solicitation process in this docket.

II.
ORDER

A.
The Commission Orders That:

1. We amend the Phase I Decision and revise the escalation factor applied to generic non-solar resources downward to 2.5 percent, pursuant to § 40-6-112(1), C.R.S.

2. We direct Concentric Energy Advisors and Public Service Company of Colorado (Public Service) to use their discretion and judgment to establish a proper escalation factor for solar resources, consistent with the above discussion. 

3. We clarify that our statement in Decision No. C09-0290 does not limit the ability of Public Service to propose different contract terms during negotiations.  However, Public Service must obtain Commission permission before making unilateral changes to the terms of the model contract prior to the receipt of bids.  

4. The modelers shall use the capital structure filed in Docket No. 08S-520E and the currently authorized return on equity in calculating the after-tax weighted average cost of capital (WACC) for resource modeling purposes.  The after-tax WACC therefore is 7.76 percent. We find good cause to amend the Phase I Decision pursuant to § 40-6-112(1), C.R.S.  

5. The request by Colorado Independent Energy Association and Interwest Energy Alliance to modify transmission evaluation process is denied.  

6. Public Service and Concentric Energy Advisors shall use the updated March 2009 load forecast in modeling and evaluating resources in this docket.
7. This Order is effective on its Mailed Date.

B.
ADOPTED IN COMMISSIONERS’ WEEKLY MEETING
March 25, 2009.
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� As used here, "Phase I Decision" includes the decisions on Rehearing, Reargument, or Reconsideration, including Decision Nos. C08-1153, C08-1337, C09-0004, and C09-0216.  


� See Decision No. C08-0929, mailed September 19, 2008 (Phase I Decision), at ¶292(c).


� Id., at ¶292(a) (directing the modelers to assume the 2.5 percent annual general inflation rate).


� Id., at ¶280-287.


� See Communication from Public Service to Potential Bidders dated March 4, 2009.


� See Id.
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