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CHAPTER!
Introduction

This report constitutes the work product of the Stranded Cost Working Group@hich
is a part of the Missouri Public Service Commission's Task Force on Retail Electric
Competition in Missouri, Missouri PSC Case No. EW-97-245,

The Working Group met on twelve separate occasions, with the first meeting on
August 22, 1997, and the final meeting on March 4, 1998. The initial meetings of the
Working Group were designed for information gathering and to aliow the Working Group
members to become informed about the issues related to stranded costs. The Working
Group was fortunate to have the benefit of presentations by two outsikle experts. Eric Hirst
af Oak Ridge National Laboratories addressed the Group in Octaber 1997, regarding the
subject of stranded cost in general, and highlighted the ORNL publication on stranded cost
of which ha is a co-author. On February 25, 1998, the Group heard a presentation from
Susan Weil of Lamont Financial Servicas Corporation on the issue of securitization.

The primary goal of this report is to identify the key issues involved with the
identification, quantification, mitigation and collection of stranded costs, and to present
alternatives and policy options. The pros and cons and impacts of various options and
courses of acﬁon;:re delineated in the various chapters of the report, as appropriate.
Conclusions and recommendations are expressed where the Group as a whole was able
to reach consensus. Because of the diversity of interests represented by Working Group
members, only general conclusions and recommendations are possible. Individual

Working Group members may not agree with each statement, conclusion or

recommendation in this report.
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CHAPTER i

Definitions of Stranded Costs

A. Concepts
1. Background

The concemn over stranded costs in the electric industry has arisen due to
widespread recent efforts to introduce compelition into that industry. Based on an
assumptlion that electric utilities are natural monopolies, the prices charged for electric
service have generally been constrained by regulation over most of the past century.
Under current forms of regulation, the utilities have charged rates based on regulatory
findings as 1o the amount of their prudently incurred expenses and investment. Thus,

_ electric rates have been based on the reasonable and pmdent embedded costs of the

utilities incurred to provide service fo wstomers.

if competition in generation is feasible and is allowed in the electric industry in
Missouri through the policy decisions of legistators and regulators, some portion of electric
prices will no longer be dictated by the decisions of the public utility commission, but
instead will be determined (at least in theory) by the supply and demand forces of the
marketplace. Economic theory holds that the prices' of competitive goods and services
should approximate the long-run marginal cost of producing the good or service in
quesuon The marginal cost of producing electricity may not be the same as, and in fact
may differ significantly from, the current embedded cost of electric production reflected in
current rate levels. Utilities whose embedded cost of electricity is in excess of the market
price of electricity as determined in an open and free market will suffer the phenomenon
of *stranded costs.” Stranded costs can therefore be simply defined as the embedded
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investment made by electric utilities to provide service to customers that will not be
recoverable in the price of electricity set in a competitive market. (It is expected that some
utilities’ embedded cost levels will result in prices that are less than the expected marginal
cost of producing electricity. Therefore, these utilities would be able to raise the prices
currently charged for electricity in a competitive market. This phenomenon is referred to
in this Report as “negative” stranded costs.) This entire discussion is addressed in more
detail in Report 1li, "Changes in the Pricing of Electricity: An Explanation of Regulated and
Market Pricing,” by the Staff Team of the Missouri Public Service Commission on Electric
Industry Structure and Market Power, dated December 1997,

The perceived gap between the estimated market price of electricity and the current
embedded cost of electricity currently reflected in rates, which has fueled the push to
introduce competitive forces into the industry, has been caused by several factors. One
reason is recent technological advances in the production of electricity from gas-fired
generators, which has significantly reduced the marginal cost of electricity compared to
prior generation technologies. Another reason is that certain generating technologies
(such as nuclear power) and governmental rules (such as mandated utility purchases of

 power from independent power producers at “avoided cost’) for various reasons produced
power prices far above E'oiected levels, and ultimately far above current estimates of the
market price of electric power.

Stranded costs can be incurred by any type of utility that has been subject to
regulation and will be subject to competitive pressures. Those utilities may include
investor-owned utilities, municipal utilities, and cooperatives, depending on the extent of
deregulation (if any) that is decided upon for Missouri through the restructuring process.
Since the Commission does not regulate the municipal and cooperative utilities {with the
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exception of Citizens Electric Corporation), the focus of this repo_; is on the investor-
owned utilities. (The views of the State's municipal utilities and cooperatives on stranded
cost matters at this time are attached to this report as Appendices A and B, respectively.)
Stranded costs are not an isolated concern of the electric industry. Any time a
previously regulated industry is introduced to competitive pricing concepts, stranding of
costs may occur. In fact, prior to the recent discussion of the possible implementation of
competition for the electric u'mstry some dereguiatory-actions took place in the regulated
natural gas and telecommunications industries. Accordingly, stranded costs arose as a
concem to both those industries as the prices charged became more subject to market
forces. The literature available on the subject suggests that incumbent utilities in both the
natral gas and telecommunications industries received partial, not total, recovery of any
stranded costs they incurred as a resuit of the move to competition.

2. Terminology

There are any number of terms currently in use around the country that signify the
concept of “stranded costs® described above. These terms include stranded investment,
above market costs, uneconomic costs, cosls in excess of market prices, and others.
Because “stranded cost” is the most widely used term of art for the subject matter of this
report, we have chosen to use this term consistently throughout the report.

3. Stranded Costs in Missouri

Because stranded cost estimates depend, among other things, on an assumed
future market price of power, it is impossible at this time to provide a definitive picture of
future stranded cost levels applicable to Missouri. There currently exists a wide range of
estimated values for the future competitive price of electricity. Under one set of
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assumptions, there may be no stranded costs at all in Missouri at the onset of competition;
under another set of assumptions, there may be a significant lavel of stranded costs.
Given the uncertainty that now surrounds the timing of the introduction of any competitive
initiatives in this state, as well as the uncertainty regarding the future market price of
elactricity, among other factors, the Working Group did not believe it would be a productive
use of its time and resources to attempt at this time to estimate stranded costs for Missouri
jurisdictional utilities. (See Chapter (il; Saction E, for estitnates that have been made by
independent parties.) Nonetheless, there are several conclusions that can reasonably be
reached at this time. '

First, any positive stranded cost levels that may be exposed in Missouri if
competition is introduced are likely to be largely associated with the two nuclear units that
cumently provide service to Missouri customers. These units are the Callaway unit, owned
in entirety by the Union Electric Company, and the Wolf Creek unit in Kansas, owned 47%
by Kansas City Power & Light Company. Second, even if some Missouri utilities are
believed to be likely to incur positive stranded costs if competition is introduced, (i.e., their
rates will be above market lavels), it is equally likely that other Missouri utilities will
experience negative stranded costs if oompetrtlon comes (i.e., their current rates will be
below market levels.) Any restructuring policy in this state regarding stranded costs must
be responsive to the situation in which both positive and negative stranded costs will be
experienced by different utilities, and attempt o provide appropriate customer and

shareholder protection measures under either scenario.
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4. Other Jurisdictions

Other state jurisdictions (and the Federal Energy Regutatory Commission) have a
considerable head start on Missouri in considering different components of stranded cost
policy. We have attached as Appendix C a summary of the actions and decisions made
by other state jurisdictions of which we are aware conceming stranded cost recovery
policies, through the end of 1997.

The experiences of other jurisdictions in regard to stranded ©bsts should only be
applied with caution to Missouri. Most of the states reflected in Appendix C appear to be
higher cost electricity states than Missouri; indeed, that is why there were greater
pressures on these jurisdictions to move expeditiously on electric restructuring matters
than in Missouri. Accordingly, the magnitude of stranded costs in these states will likely
‘be greater than that which maybeexpenenced in Missouri, and the approaches used in
these states may or may not be appropriate for Missouri.

However, it is possible to generalize to some extent about the actions these states
have taken regarding stranded costs. First, most jurisdictions appear to have provided for
the opportunity for recovery of most or all of the stranded costs their utilities will incur once
competition is implemented. Second, most jurisdictions addressing stranded costs of
which we are aware state as a matter of policy that utilities must mitigate their stranded
costs prior to recovery. Third, most jurisdictions that express. an opinion on quantification
methodologies state a general preference for market-based methods of calculating
stranded costs, compared to administrative methods. These topics will be addressed
separately in this report.




B. Specific items
1. Introduction

Before discussing individual categories of costs that are commonly thought to be
suscaptible to potential stranding, it should be emphasized that any type of generation cost
can be stranded if the generating component of electric service is opehed up to
competitive pressures. This includes direct costs of generation, indirect costs, overhead

' costs, allocated costs, etc. I competition is allowed in this jurisdiction; any cost that would

properly be reflected in an unbundled rate for generation will be potentially exposed to
stranding.

Also, any examination of stranded cost recovery claims should encompass all
categories of costs that are agreed to be appropriate potential sources of stranded costs.
For example, basing a claim for recovery of stranded costs solely on regulatory assets,
with no analysis of jong-term contracts and generating unit assets (if all these costs are
deemed to be appropriate stranded cost categories), might result in a misieading picture
of the utility's actual stranded cost exposure. In particular, all potential sources of both
positive and negative stranded costs should be considered in determining the amount of
stranded cost recovery that is reasonable (if any recovery of stranded costs is ultimately
allowed). L

The following categories of generation costs are widely though! to be the most
material contributors to stranding of costs. Of the categories listed, generating assets and
long-term contracts have been treated as stranded costs in every jurisdiction that has
made a policy determination on stranded cost categories. With few exceptions, most
jurisdictions have also included regulatory assets as an allowable stranded cost. For the

categories of nuclear decommissioning and public policy costs, there appears to be no
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consensus on stranded cost treatment in other jurisdictions; some judging these items as
acceptable stranded costs, with other states refusing such treatment.

Some jurisdictions have proposed to include in stranded cost charges amounts
related to employee costs (severgme packages, refraining expenses, etc.) and other
restructuring costs (costs to set up independent system operator structures or power
exchanges, etc.). We have chosen not to list these categories in this section, because
some believe they do not represent true siranded costs but are rather in the nature of
“transifion costs.” Also, some beliove that the revenue enhancement mitigation techniques
that are described in Chapter V of this report should be considered as an additional
stranded cost category that can provide negative offsets to positive stranded costs when
the net magnitude of stranded costs is calculated. if potential revenue enhancements
{sometimes referred to as “fransition -benefits") associated with the compelitive
opporiunities expected in a restructured electric industry are included in stranded cost
calculations, then these same revenue enhancements should not be considered to be
mitigation techniques.

2. Cost Categorjes

a. Generating Plants This category includes the generating units used by utilities to
produce power for sale to their customers or for sale to other utilities. These units run the
gamut between the high capital cost baseload nuciear and coal units that produce the bulk
of the power aclually serving customers and the relatively low éapital cost combustion
turbines generally used to meet load peaks only. In an industry that is viewed as capital
intensive, capital needs associated with generating units ordinarily have been the greatest
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contributor to electric wlilities' capital investment, and therefore are potentially one of the
largest sources of stranded costs for those utilities that face above market costs.

Of the various types of generating units, it is widely held that nuclear piants are
likely to be responsible for most (but not necessarily all) of the potential stranded
investment associated with generating assets. While nuclear units can be among the
lowest cost units on a short-run marginal cost basis, the very high capital costs associated
with this type of techiology have led to a widespread actual result-that most nuclear units
will produce above market-priced power.

Other types of generating technologies, including fossil fuel units (coal and gas-
fired), are viawed as much less likely than nuciear facilities to result in stranded costs in
a competilive markel. In fact, some studies have indicated that, taken as a whole,
generating technologies other than nuclear will produce net negative stranded costs
nationwide. This means that in the aggregate, the book value of these types of generating
facilities will be less than the estimated market vaiue of these units. In general, we see no
reason to quarrel with this expectation as it applies to Missouri specifically.

Given that a utility's generating units can produce either positive or negative
stranded costs, it is crucial that all of a utility’s generating facilities be analyzed for
stranded cost exposure if stranded costs are to be quantified, so that a company’s overall
stranding situation can be properly analyzed. Examining some, but not all, of a utility's
generating units for potential stranded costs can present a slanted and biased depiction
of its true stranded cost exposure.

b. Long-Term Contracts Utilities do not generally supply all the power necessary to

serve customers within their service territory from generators they themselves own aor have
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an interest in. Nor does all the power their generating units provide necessarily go to
customers within their service territories. Instead, an “interchange” market exists in which
utilities can make power transactions with each other. This market allows utilities to
purchase power from other power producing entities when such purchases are less
expensive than the utilities producing the power themsalves. The interchange market also
allows utilities to sell power to other entities when the utility has capacity on its system
beyond what is needed to serve its owncustomers at any point in time.-

Sometirmes utllities enter into *firm" long-term contracts to either buy or sell power
to other entities, often in lieu of the buying utilty constructing capacity to serve its
customer basa. (The term “firm” means that the selling utility essentially guarantees that
the power contracted for will be provided when the buying entity needs it.) Under firm
contracts, the buying utility usually pays a "capacity charge” to the selling entity for the
capacity reserved for its use, and an "energy charge” to reimburse the selling utility for the
incremental costs of the power produced for sale in the interchange market. The capacity
charge is a fized cost of the transaction, payable whether power is taken by the purchasing
utility or not; with the energy charge being variable with the power actually purchased.
Therefore, it is the fixed capacity charge associated with long-term power contracts that
is susceptible to stranding under the onsst of competition. Such a charge (which may
have been set years ago) may be excessive compared fo the cost of power that can be
obtained in a competitive marketplace.

Utility long-term contracts for fuel supply can also contribute to potential stranding
problems, if such contracts reﬂed liabilities for future supply and transportation costs that

are above competitive levels.
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Uniiike generating stations, which are assets giving rise to potential stranded costs,
capatity charges for long-term contracts are liabilities to the purchasing utilities. However,
in most respects, stranded costs associated with long-term contracts are similar to
stranded costs associated \Vlﬂ'l generating assets. Most important, stranded costs related
to long-term contracts can be either positive or negative. In other words, the capacity
costs associated with long-term contracts can in some instances be cheaper than the
capacity cost of power available in a competitive electric market. Therefore, it i§ again
important that the stranded costs associated with all of a Wtility’s power contracts be
analyzed, or a misleading and inaccurate picture of that company’s stranded cost exposure
may be obtained. '

Some utilities around the country have very significant potential stranded costs
associated with long-term power contracts. Most of these are connected to the PURPA
Act of 1978, which required utilities to purchase power from certain "non-utility generators”
{NUG) at the "avoided cost* of power to the purchasing utility. {*Avoided cost” is the cost
to the utifity of obtaining the next increment of capacity needed {o serve customers.) The
utilities' avoided costs were determined administratively by regulators, which in many
instances produced estimates that in retrospect grossly overstated the actual avoided cost
values. Where NUG purchases are common, such as in California and the Northeast,
long-term contract stranded costs may exceed stranded costs related to generating units
for a given utility. However, while there may be individual contracts that may give rise to
positive stranded costs in Missouri, there have been no significant NUG purchases under
PURPA in this jurisdiction. For this reason, we do not foresee that this category of
stranded costs will be a serious problem in Missouri.
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c. Regulatory Assets These items are assets created by the actions of regulators. For
example, a regulatory commission might order that a particular cost ordinarily charged to
expense by the utility in the period it is experienced instead be capitalized on the utility's
books as an asset and recovered in rates from customers over a defined period of time.
These types of costs might include natural disasters {storms and floods), deferred taxes
or costs the utility is specifically ordered by regulators to incur. The opposite of a
regulatory asset is a regulatory liability; which is a gain-a utility would nonmally book to
income in the year it is experienced, but regulators instead order be reflected as a liability
on the utility’s books where it can be passed on to customers in rates over a set period of
time.

Regulatory assets and liabilities can be stranded because they have value lo
utilities or their customers only because the utility's rates are set by regulators, who have
the power to reflect the impact of regulatory assets and liabilities in rates. In contrast, in
a compelitive market, market forces will establish the ongoing prices for electricity
generation, and the previous decisions of regulators to account for certain generating
_costs in a particutar manner will be imelevant. (Note: only those regulatory assets and
liabilities that are directly or indirectly related to the generation function can be stranded
due to electric restructuring. Transmission and distribution regulatory assets and liabilities
will not be subject to stranding.) Therefore, under a competitive pricing regime, generation
regulatory assets will be valueless, and the entire balance of a ulility’s generation
regulatory assets (net of regulatory liabilities) should be considered stranded under
competition.

In contrast to regulatory assets, stranded regulatory liabilities are a source of

negative stranded costs to utilities under competition, and should be considered in any
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stranded cost analysis along with regulatory assets. Some jurisdictions consider over
funded wtility pension plans (for which ratepayers are the source of cash contributions) as
a regulatory liability for stranded cost purposes. Other jurisdictions consider the amount
of deferred taxes paid in rates by customers in advance of payment to the taxing authority
by the wiility also to be a valid offset to stranded costs, even though such tax prepayments
are not technically classified as regulatory liabilities by utilities.

d. Nuclear Decommigsioning This item refers to expected future expenditures to
dismantle nuclear generating units and take necessary efforts to clean up the generating
sites. The costs to decommission nuclear facilities are expected to be quite substantial,
and under current law utilities are required to precoliect in customer rates costs associated
with nuclear decommissioning and deposit them in a trust fund. (Precollection in a trust
is not only predicated on the expected substantial iability for this item, but also on the
public health concem that the financial ability of the utility to undertake nuclear unit clean-
up hat be impaired when the unit stops generating electricity.) In a competitive market, it
is expected that nuclear decommissioning costs will be stranded, as entities competing
with incumbent utilities will not have to reflect those specific costs in the prices charged,
One important policy questioh regarding stranded cost recovery related to nuclear
decommissioning is whether such calculations should be cut off to reflect only the current
estimate of future decommissioning costs now reflected in customer rate levels or whether
stranded cost recovery should be updated to reflect changing estirnétes for this cost item.
Also, if stranded cost recovery is allowed only for a relatively short period of time, should
ruclear decommissioning stranded costs similarly be subject to a shortened time frame for
recovery? Because the public health aspects of nuclear decommissioning costs differen-
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fiate this item from other potential sources of stranded costs, some jurisdictions have made
policy decisions to collect nuclear decommissioning costs in a separate charge from other
stranded cost quantifications, so no specific time limit for recovery will apply to this discrete

item,

e. Cost for Public Benefits Programs This item relates to obligations of utiiities
imposed by govenﬁuenta! or regulatory bodies, the costs of which are determined to be
the public policy of the state. These costs might inciude tax collection, environmental
improvement and compliance expenditures, funding to help low income customers,
research and development expanses for energy efficiency and renewable resource
technologies, demand-side planning costs, and any other type of expenditure for a public
purpose that is being funded through utility rates, as opposed to general taxation
revenues. 7
These costs will ba stranded if there is no obligation imposed on potential com-
petiters of incumbent utilities to similarly incur these expenses or the incumbent is nat
allowed 10 continue to collect these costs through a nonbypassable wires charge. Itis our
understanding that the Public Interest Work Group will address the appropriate disposition
of this category of costs in its report to the Retail Electric Competition Task Force.
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CHAPTER Il

The question of the bast methed to calculate stranded costs is controversial, largely
because the values of the major assumptions that enter into the calculation (in particular,
the future market price of electricity) are uncertain at any point in time. Therefare,
stranded cost calculations are dependent in large part on forecasts relating to
unpredictable future events, and the amount of stranded cost recovery advocated by any
party is inherently tied to that party's subjective judgment.

The major dispute in stranded cost quantification that has arisen in other
jurisdictions is whether an “administrative” or "market” type of approach to calcutation is
most appropriate. This question will be examined in some detail in this report. There is
also a question as to the level of detail necessary in making stranded cost determinations
("top down” versus “bottom up® approaches), which primarily relates to administrative
methods of calculating stranded costs. This concem will be examined briefly as well.

Most of the controversy surrounding stranded cost quantification specifically
involves the costgategones of generating asset and long-term purchase power contracts.
This is because any stranded costs associated with these categories result from an excess
of their book values over their market values. The market values of these categories can
only be defived by actually placing them on the market or by performing a simulation to

estimate how much the assets and/or contracts will be used under conditions of true
competition. Either approach to valuing the generating assets and contracts has

significant limitations under certain circumstances, as will be discussed.
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Quantification of the other stranded cost categories listed in Chapter Hf should not
be as difficult. Regulatory assets by definition should have a market value of zero under
competition; so the entire net balance of a utility’s regulatory assets on the books at the
time competition is initiated should be considered as part of stranded costs. There are
already processes set out in this jurisdiction to estimate future nuclear decommissioning
costs; these methods could also be used for stranded cost quantification purposes.

Quantification of public policy costs for stranded cost purposes shcn;l.ﬁd also be relatively

_ straightforward.

Finally, the issue of the use of “true-ups” to corract stranded cost estimales over
time is related to the quantification method used to calculate stranded costs, and will be
discussed in this section of the report as well.

B. Overview of Market and Administrative
_Methods of Cajculating Stranded Costs

1. Market-Based Methods

Stranded costs can be quantified using market valuations of generation assets or
compelitive power prices. Market mechanisms provide an objective and definitive measure
of the market value of assets. Thus, the use of such mechanisms can avert the need for
prolonged legal proceedings to establish subjective, administratively determined market
price levels to quantify stranded costs. Market mechanisms are attractive because the
result of the market process defines the market value of the assets. Entities willing to buy
assets that may be the source of potential stranded costs will by necessity base their

proposed purchase price on assumptions conceming the future market price of electricity

and their ability to profitably operate the generating asset or group of assets in a
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competitive market. The proposed purchase price of the asset(s), if accepted, becomes

a fixed, one-ime only valuation of the market value of the asset(s), and thus will produce

a fixed and unchanging stranded cost value. This, in tum, would reduce much of the
controversy surrounding the quantification of stranded costs. Under a market
quantification approach, the purchaser of generation assets shifts the risk associated with
changing values in the future market for electricity away from the former owner and its
customers by assuming the risk itsalf.
While market mechanisms can reduce the litigation surrounding the quantification
ofstrandedmsts,ﬂuis@esimbnafeamisnotwiWsomedomssdeﬁsk Because
market mechanisms cannot be effectively subjected to a stranded cost true-up, such
methods of quantifying stranded costs could result in customers paying excessive prices
for power or utilities undercollecting stranded costs in a competitive environment. For
example, if a market mechanism produces a competitive power price of 2¢ per kWh to
quantify stranded costs, and the market clearing price subsequently rises to 4¢ per kWh
within two years, customers would be required to pay a high stranded cost charge based
on the initial market valuation of stranded costs, in addition to the higher power prices that
ultimately prevail in the market. Some experts suggest that customers wishing to minimize
their exposure to this eventuality can sign fixed price contracts or use price risk hedging
mechanisms such as options contracts in competitive retail markets.
Of course, market prices and competitive asset valuations will always fluctuate with

changing market conditions. Therefore, a "snapshot” assessment of stranded costs based

1Jonathan Lesser and Maicolm Alnspan,
Joumnal, October 1896, p. 71.
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on a market mechanism will always contain a margin of error when that assassment is
evaluated in hindsight. However, ona can argue that because the market mechanism
defines the market value of an asset at a given point in time, and the risk of an inaccurate
forecast of future market values is assumed by the purchaser, ex post assessments of
market asset values are inherently meaningless.

A major question in near term use of market methods to quantify stranded costs is
whether the uncertainty inherent in the current transition to retail competition would cause
bidders to significantly discount the prices they are willing to pay for generation assets, or
whether the introduction of retail access is likely to have a sizeable impact on competitive
power prices. For e)carr;ple. some analysts have suggested that the introduction of retail
access could create upward pressure on compelitive power prices relative to current levels
by increasing the number of customers competing for a given supply of electricity.?
However, it is unclear whether this phenomenon is likely to be realized if aggregate supply
and demand levels for electricity remain relatively constant after the advent of retail
competition. # has also been suggested that because there is little precedent for
generation asset sales in the U.S., the risk associated with the absence of price
comparables from prior asset sales could cause parties to discount the prices they are
willing to pay for generation assets.’

On the other hand, it is possible that market mechanisms applied to today’s market

conditions could produce a price premium for generation assets. For example, generation

2judah Rose, Shanthi Muthiah, and Maria Fusco, ks pfitio
Mmmmumeswm Januaty 1, 1997 p 28.

3Jonathan Lesser and Malcoim Ainspan, Using Markels to Value Stranded Cogts, The Eleciricily
Journal, October 1996, p. 73.
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asset sales that occur prior to the advent of retail competition to a ﬁ_a—ljcictnar market could
garner high prices because they provide competitors with an easy means of entry into
emerging power markets. For the reasons described above, it is possible that the
application of market mechanisms to today’s market environment could produce inaccurate
quantifications of stranded cost lavels in the long run.

Recognizing that market values may change over time for a variety of reasons,
some of which are related to the advent of retail competition, one could consider delaying
the market valusation in order to allow part of this phenomena 1o be reflected in the market.
For example, if retail access is to begin January 1, 2000, it might make more sense to
perform the market valuation in 2001 than to do it in 1999. Doing it after retail competition
is available would certainly allow for prospective purchasers to have the benefit of the
emﬁmthampwmwmmmeywammim date would
not,

While market mechanisms are in many respects more desirable than administrative
determinations of stranded costs for reasons that will be discussed, the preceding
discussion demonstrates that the use of market methods also entails a measure of risk.

In essence, stranded cost quantification through market mechanisms is a “one-shot deal”
that contains some downside risk for customers and utilities. The various risks and
advantages of all stranded cost calculation methods should be considered before

advocating any one conceptual approach.

it dentification and Determination of Stranded Costs Schedule 1-23 Page 20




|

2. Administrative-Based Methods

The quantification of stranded costs necessarily depends on the expected level of

competitive market prices for elediricity, as well as the future operating costs and capacity
factors of existing generation assets. Small changes in the forecasted levels of these
parameters can produce significant changes in the expected magnitude of a utility’s
stranded cost exposure.

Administrative methods of quantifying stranded costs rely on the results of a
contested case proceeding before a regulatory commission to establish these parameters.
With an administrative me!hod using & “bottom up™ (detailed) approach, computer models
are often used to simulate a dispatch system for individual generating units operating
under a competitive regime. A large number of assumptions must be made in order to
perform the simulation. it is necessary to make a long-term forecast of the year-by-year
values for market price of capacity, market price of energy, and operating costs associated
with all existing generation assets. The generation asset costs that must be forecasted
include fuel expense, operation and maintenance expense, property and other taxes
related 1o the operation of the unit, expected capital additions, any other expected cash
expenditures, as well as the appropriate discount rate (cost of capital). The davelapment
of stranded costs using this approach would require that the expected net cash flow from
the sale of power from each assset (a function of sales volumes, market price and cash
cost) be determined over the remaining life of the asset and then present valued using an
appropriate discount rate. The difference between the net present value of the cash flow

so0 determnined and the book value of the asset would be a measure of the strandable

costs.
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When this approach is applied, it is necessary to look at the generation resources
on a unit by unit basis in order to screen out the effects of any units where the going
forward costs exceed the value of the sale of energy in the markel. That is, if the going
forward cost of the unit exceeds market price, costs can be minimized by shutting down
the unit and not operating it, rather than by operating the unit and incurring net out-of-
pocket expenditures.

In contrast, administrative methods using a “top down" appr;;d'l focus an the
overall revenue levels of the utility instead of the value of the individua! generating assets
as the source of the stranded cost calculation. This type of analysis uses estimates to
mmmmumdmauﬁitywnd have received under traditional regutation
with the amount to be received under competitive conditions. The difference in the two
amounts would be “lost revenues, which Gould be recouped through a stranded cast
'charga.. It is important to understand that a top down or lost revenues approach to
measurement of stranded costs is still dependent upon assumptions about the ability of
a utility’s generating assets to remain compelitive in a retail access environment. Unlike
a bottom up approach, such assumptions are not made in an explicit manner, but are
instead made in a simplified fashion.

Administrative determinations of stranded costs are likely to result in complex,
highly contested regulatory proceedings. Given the inheraqt subjectivity of the
assumptions entering into the calculation, it is reasonable to foresee wide divergence
among the parties to stranded cost proceedings as to the recommended amount of
stranded cost recovery. Also, regulators’ traditional inability to accurately forecast utility
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avoided costs demonstrates that administrative forecasts of electric utility economic
parameters, taken by themselves, are unlikely to yield accurate results.
Recognizing the inhesent uncertainty in many of the forecasts, the risk of error can
perhaps be reduced by future "true-ups” or “sanity checks" on the initial forecast. This
approach would apply a “new look” from the point of examination to the end of the life of
the asset being evaluated. New values for market price would be determined basedon
more curent information, and experience with respect fo cost reductions and
improvements in efficiencies by the utility operating the asset and changes in sales volume
would also be incorporated. To the extent that the Commission had specified cost
reduction targets for the utiiity, they would be incorporated into the valuation equation.

While this approach helps overcome some of the more fundamental data problems

inherent with an administrative evaluation, it must be racognized that at any point in time
when a true-up is performed, there still must be a forecast of all relevant parameters over
the remaining life of the asset. The risk of forecast error in an administrative approach
cannot be eliminated at any point in time during the life of the assel. Further, a failure to
continue to forecast to the end of lhe life of the asset could result in a biased approach
wherein customers would have paid all upfront costs when costs exceed market value, but
would not enjoy the benefits iater an when costs would be less than market prices.
Regarding top down approaches to calculating strandegl costs, it is an efror to
assume that all revenues that may be lost as a result of competitive access should be
recoverable through a stranded cost charge. For exampie, part of a utility’s existing
revenue base is related to the variable costs of operating its generating units. Such costs

may be reduced by ongoing efforts by a company to operate its plants in 2 more efficient
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manner, or may be eliminated in entirety by shutting down the unit in question. Under such
a circumstance, a utility receiving stranded cost recovery based on the lost revenues
approach would be the bensficiary of subsidies that provide compensation for variable
plant operating costs that it no longer incurs. The same logic applies to other costs
included in regulated rates that could be reduced or avoided by utilities in a competitive
environment. For this reason, the only generation plant costs that could be potentially
strandable costs are the sunk. fixed, capital costs associated with existing generation
assels, plus fruly unavoidable operating costs, if any.

Before tuming to a discussion of the various quantification methods that have been

used or are being considered for use in other jurisdictions, it should be mentioned that few

quantification methods are purely administrative or purely market-based. While sale/spin-
off methods of quantifying stranded costs for generating assets directly rely on market
valuations created by third party transactions to value stranded costs, other techniques
sometimes referred to as market methods use proxy “market” valuations of assets to value
stranded costs, while leaving ownership of the asset in question unchanged (i.e.,
*appraisal” quantification methods). On the other hand, administrative methods can rely
to some degree on market values measured or used by the individuals estimating the
stranded cost amounts. Some of the methods discussed herein could be regarded as
“combination” methods, reflecting aspects of both market and administrative approaches.

The next section will discuss certain stranded cost methodologies, starting with
those considered more market-based, and ending with those considered more

administrative in nature.
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Several market or “combination” (reflecting both an administrative approach and an
element of market information) mechanisms for quantifying stranded costs have been
proposed in the electric industry restructuring debates that are taking place across the
country. These mechanisms include:

. Asset sales to third parties through an auction or a negotiated sale;

> A spin-off, or a spin-down, of generation assets into a separately
traded entity;

> An independent appraisal of the market value of generation assets;
> A solicitation, or reverse solicitation, for competitive power supplies;

> Use of a market price index to establish competitive power prices;
and :

> Independent determination of market price.
The first two listed methods (asset sales and spin-off/spin-downs) are pure market
approaches which result in a market value for the asset in question being determined, and
ownership of the asset in question changing hands in the course of an amms-length
transaction. The independent appraisal method results in a market value approximation
for the asset, but ownership of the asset does not change hands. Along with the
independert appraisal method, the last three listed approaches are more in the nature of
*combination” methods; they are technically administrative-type approaches involving
numerous assumptions, but with explicit provisions for incorporation of certain market
information relating to the market price of electricity into the stranded cost calculation.
Each of these market or combination mechanisms has its advantages and

drawbacks. While most of the quantification methods contemplated above have few, if
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any, precedents in the U.S. electric industry, this paper will discuss any practical
applications of these market-type mechanisms to date that are relevant to the
quantification of stranded costs.

Several public utility commissions have issued orders in causes where
administrative-based methodologies have been contested. Resuits for the following
categories of administrative proceedings are also briefly recounted:

> Bottom-up administrative

> Top-down administrative

1. Auction or Negotiated Sale

The most direct market mechanism for quantifying stranded costs is through arms-
length, competitive asset sales to third parties. Under this approach, the stranded costs
associated with the sold assets would be determined by offsetting the sale price of the
assets against their net book value. These assets sales could be accomplished either
through private negotiations with potential purchasers or through an open auction process.
This market mechanism is attractive in that it establishes a market price for individual utility
generation assets. Utility purchased power contracts could be auctioned or soid in a
similar fashion to determine any stranded costs that might be associated with them.

An auction of generation assets is the most frequently applied market mechanism
for quantifying stranded costs that has been proposed to date in the U.S.* This method
is being implemented by Pacific Gas and Electric Company (PG&E) and Southemn

‘Generally, where divestiture methods have been used to quantify stranded costs, market
power concems wefe aiso instrumental in the legislature and/or regulatory agency ordering or
encouraging use of the divestiture approach.
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Califomia Edison Company (SCE) in California, the New England Electric System (NEES),
COMElectric, Eastern Utilities Associates, and Boston Edison Company in Massachusetts,
and by Central Maine Power Company and Maine Public Service Company in Maine,
among others. In New York, Con Edison has also committed to sell one-half of its
generating capacity in New York City. In California, San Diego Gas & Electric Company
recently decided to auction its two fossil-fired power plants.

While there are differences in the conduct of each utility asset auction, the basic
auction processes proposed by the above referenced utilities are similar in most respects.
In the initial stage of the process, the utility sends out letters to a wide range of national
and intemational electric utilities, energy companies, independent power producers, power
marketers, private power devslopers, financial lnsbtutions electrical equipment
manufacturers, and other potential buyers of the utility’s assets. These letters provide a
basic description of the auction process and the assets to be sold. The utility then pre-
qualifies potential bidders who indicate interest in its plant auction. These pre-qualified
bidders are sent a more detailed offering memorandum and asked o submit initial offers
for the assets by a date certain. Interested bidders are then required to submit initial,
saaled bids containing a specified price level or an acceptable price range for individual
assets or asset groupings.

“The selling utility then reviews the bids and selects a number of first round bidders
who qualify for the second round of bidding. The wutility sends qualifying second round
bidders further information on each of its generation plants and gives them the opportunity
to conduct their own due diligence reviews of the assets, including on-site presentations

on the power plants. The second round bidders are then required to submit final bids for
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their selected assets. {f the final bids differ from the initial bids, the utility typically requires
the bidder to specify the economic, technical, and other considerations that led to a
revision of the bid. In the final stage of the auction, the utility selects the winning biddes(s),
signs sales contracts for the assets, and submits these contracts to the appropriate
regulatory commission for review and approval of the asset sales.

An auction process is generally more desirable from the customer perspective than
a privately negotiated asset sale because the auction process attempts to increase the
amount of competition to purchase an asset, thereby maximizing the asset's price.
However, there are several factors relating to the design of a competitive auction that can
significantly influence the resuiting asset prices.

One concemn pertains to whether the selling utility will directly participate in the
auctm Bmxsemenytmliues mthe Us. areremctarutocontemplate generation asset
divestiture, jurisdictions such as California and Texas have considered the possibility of
conducting asset auctions in which the selling utility would be allowed to participate in the
auction, either directly or through an affiliate, and retain a right of first refusal to match the
bids of other parties, thereby giving the utility the opportunity to retain ownership of its
generation assets while accomplishing a market-based quantification of the utility’s
stranded costs. The risk is that right of first refusal auctions could depress asset prices
by reducing participation in the auction and causing participants to discount their bids for
assels. Of course, another option is that selling utilities could be given the right to submit
bids for their own assets, without also being given the right of first refusal.

Another important issue in the design of asset auctions is whether the assets are

sold individually or in groupings. In California, SCE proposed 1o group its auctioned
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generation assets into bidding bundles. This procedure effectively restricts the ability of
bidders to purchase assets individually.® By contrast, PGSE designed its auction to give
bidders the flexibility fo bid on individual assets or asset bundies of their own choosing.®
in New England, NEES allowed potential buyers to bid on three different generation
packages: (1) its non-nuclear generation assets as a whole, (2) its fossil fuel plants as a
burdie, and (3) its hydroelectric plants as a bundle. NEES also hopes to sell its ownership
interests in regional nuciear plants through a separate process.’
| Given the paucity of practical experience with generation asset auctions, it is
difficult to assess whether the use of bidding bundies will enhance or depress asset
values, On the one hand, the sale of asset bundles could enhance asset values by giving
buyers the apportunity to take advantage of synergies and operational efficiencies
associated with joint ownership of certain generation assets. For example, SCE grouped
its gas-fired plants into asset bundles based on geographic proximity, thereby allowing
buyers to realize savings through the sharing of inventories, maintenance personnel, and
sgpervisory staff among the plants in each bundle. SCE also asserted that sale of its
generation assets in bundles would reduce the likelihood of thin bidding for particular
plants, which migtt occur if bidders are forced to allocate their finite time and resources

among several, simuitaneous, individual plant auctions. Finally, SCE stated that the sale

TBlactic Power Alest, Ni
9, 1997, p. 3.

I identification and Determination of Stranded Costs Schedule 1-32 Page 29




of its generation assets in bundles, rather than individually, would reduce the transaction
costs of conducting the auction and accelerate the timetable for divestiture.®
While the use of bundies can produce certain benefits that enhance asset values,
particularly through the synergies created by common ownership of multiple plants, it is
also possible that the forced sale of assets in bundles could depress total auction
proceeds by eliminating the ability of bidders to purchase individual assets. Based on their
own assessments of piant and market characteristics, certain bidders might be willing to
pay a price premium for specific power plants that they might not be prepared to pay if they
vnrafomedtopwdwasqaparﬁwlarpla:ﬂas part of a larger asset bundle. Of course, it
is always possible to design an auction in 2 manner that grants bidders the flexibility to bid
on individual assets or asset bundles of their own design. It appears that such a flexible
auction pmcesswouldbehabe&rneﬁwodofma:dnﬁzingaudionrevenues. Apparently
accepting this logic, the CPUC recently ruled that SCE must allow bidders in its asset
auction to submit bids on any combination of plants in the auction.®
Ancther major issue in the design of asset auctions is whether asset sales should
be conducted simultaneously or phased-in over time. Some analysts are concemed that
simultaneous asset sales reprasenting lame quantities of generation capacity could result
in *fire sale” prices by creating a ghut of generation available for sale in a regional market.
Obwiously, such an eventuality would artificially inflate a utility’s stranded cost levels if an

Sep!embera 1997 p1a
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auction process is used to quantify the utility’s strarded cost exposure. On the other hand,
it can be argued that conducting an asset auction simply transfers ownership of generation
among market participants, rather than changing aggregate supply and demand levels for
power. In this view, so long as aggregate supply and demand levels remain constant,

simultaneous auctions of multiple 'generation assets are not likely to depress asset

values.'®

In the case of nuclear assets, many analysts are concemed that the risk of future
changes in regulations, such as nuclear safety and decommissioning requirements, is so
large that it will result in massive discounting of nuclear asset market values or eliminate
the possibility of selling nuclear plants altogether. The regulatory risks associated with
nuclear plant ownership were underscored by the Nuclear Reguiatory Commission's
(NRC’s) recent policy statement on electric industry restructuring. In that statement, the
NRC indicated that it will impose more stringent decommissioning requirements on
unregulated electric companies that acquire nuclear assets. Such requirements could
include full, up-front funding or some form of guaranteed payment of estimated
decommissioning costs. Moreover, the NRC stated that it reserves the right to impose joint
and severa! liability on the co-owners of nuclear plants if one or more co-owners defaults

on its obligation to pay for plant operating and decommissioning expenses.*!

19 jonathan Lesser and Malcolm Alnspan,
Journal, October 1996, pp. 72-73.

“Nuciaar Reguldlmy Commission, Fins : Auting and
oAt -1 i Giilaig 1OCFRP3ft50 AI.IgI.ISt13 1997 pp 10 11 and 13
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These NRC policies impose substantial risks on potential buyers of nuclear assets.
In addition, prospective buyers would be exposed to the risk that even more stringent
reguiatory requirements could be imposed in the futurs, thereby reducing the value of their
nuclear assets.

While there have been some recent expressions of interest to purchase nuclear
facilities in the United States, to date no such efforts have succeeded. 1t is likely that the
sale of nuclear assets can be made more attractive in the marketplace if an effort is made
to minimize the regulatory risks faced by potential buyers. For example, potential buyers
may have more interest _in marketing a nuclear plant’s output than purchasing the asset
outright. Buyers might be willing to assume some operational risks associated with nuclear
fac:lmes if they can avoid the decommuss:omng risks that come with plant ownershlp

Such a separation of nsks could be amomplist by requiring the seliing utility to
retain responsibility for a fixed percentage oc dollar amount of a nuclear plant's future
decommissioning costs. Consistent with the electric industry restructumg agreements
negotiated to date in the U.S,, the selling utility’s share of plant decommissioning costs,
or a portion thereof, could then be included in its stranded cost assessment to customers
in its traditional service territory. | '

The value of distributing risk in marketing nuclear assets is reinforced by the United
Kingdom's experience in privatizing its nuclear industry. The Tha'_td\er Govemment was
able to accomplish this privatization in the Surnmer of 1996 by floating the shares of a
newly created, publicly traded nuciear utility, Brilish Energy, on the London stock
exchange. The success of this privatization effort was, in large part, due to the British

Government’s willingness to retain many of the operating and decommissioning risks
‘ .
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associated with the U.K's nuclear fleet, Specifically, the British Government retained
ownership of the oldest nuclear plants that were nearing the end of their economic life, and
negotiated fixed price contracts with British Energy for nuclear waste disposal services.
This amangement reduced the risks associated with nuclear plant ownership to a level that
was sufficient to allow for successful nuclear privatization.?

Obviously, the U.K's experience differs from that of the U.S. in that American
commercial nuclear assets are privately owned. Therefore, the U.S. does not have the
same degree of flexibility that the British Government enjoyed in managing nuclear risks.
Nevertheless, appropriate risk sharing arrangements betwsen private entities could
facilitate the sale of nuclear assetls in the U.S.

3. Analysis of Auction Resuits

Although an asset auction is the most popular market mechanism for quantifying
utility stranded costs that has been implemented to date in the U.S., there is very little
empirical evidence regarding the actual performance of these auctions in valuing utility
assets. This is the case for two principal reasons. First, many of the auctions conducted
inthe U.S. are still in progress. Therefors, the final auction resulis are not yet available.
The selling utilities in these auctions are reluctant to release initial bid results, including
the identities of bidders, for fear of distorting the ultimate outcome of the auction. Second,
concerns for the confidentiality of competitively sensitive information, both on the part of
sellers and buyers, make it difficult to obtain information regarding bid offers or final

auction prices for individual generating units. Aithough the aggregate auction proceeds

2Kahn, Edward P., Coy ;
Journaj, AugusﬂSeptember 1997 pp 19-20
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should ultimately be made public because they will be used to quantify utility stranded
costs, it is not clear whether the winning bids for individual units will eventually be
publicized.

Onefadorﬂ’latsl"lould be mentioned with regard to the valuation of utility stranded
costs through assat sales is that most utilities are extremely reluctant to engage in such
sales, both because they are generally resistant to structural unbundling of their
operations and because they do not desire to sell their generation assets to potential
competitors. While some utilities across the nation have been very aggressive in rapidly
restructuring their companies for retail competition, those not in favor of competition are
likely to strongly oppose attempts to quantify their stranded cost exposure through an
asset auction or other means that result in asset divestiture.

o It i§ debatable whether regulatory or even legisiative bodies have strong legal
authority to require the divestiture of generation assets. Because electric utility bonds
have typically been backed by the combined assets of the vertically integrated utility,
structural separation of integrated utilities through asset sales or other means also creates
potentially complicated bond indenture problems that must be resoived. Therefore, it may
be difficult to impose mandatory divestiture of generation assets.

The generation asset auctions contemplated or initiated to date in the U.S. are the
result of regulatory and legislative actions, as well as restructuring agreements, designed
to induce voluntary asset divestiture, generally in exchange for guaranteas of stranded
cost recaovery and other concassions to utility interests in the process of restructuring the

electric utility industry in various states.
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As previously discussed in the Definitions section of this report, it is probable that
most (if not all} of the potential stranded costs in Missouri are associated with the Callaway
and Wolf Creek nuclear units. Given the potential difficutties described herein in
auctioning off nuclear assets, it is likely that any generating units that may be subject to
auction in Missouri in the near future will be fossil fue! units, with net negative stranded
costs overall rather than positive stranded costs. Under this scenario, therefore, auctions
would ot be used in Missouri to directly quantify the stranded costs of those generating
assets most likely to give rise to positive stranded costs, but instead would be used to
mdeMnemvemmmtomﬂmimmmemunns'
positive stranded costs (presumably quantified by some other means).

-Another market mechanism for quantifying stranded costs is through a spin-off or
a spin-down of a ulility's generation assets. Under this method, stranded costs are
quarntified through a stock valuation when the utility spins-off its generation assets into a
separate, publicly traded, non-affiliated corporation. The market price of the assets would
be determined by using the average daily closing price of the stand-alone generation
company’s common stock over a specified period of time. Altematively, the CPUC has
suggested that the market price of the spun-off assets could be determined based on

changes in the stock price of the original company which spun off the assets."™ In either

“Caifornh Pubfic Utihtles Comrmssaon Docket Nos. R.94-04-O31 and I94-04-032 m

01-009, Januaty 10, 1996p 130,
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case, the utility’s stranded costs would then be determined by offsetting the stock price
against the net book value of the utility's generation assets.

A spin-down mechanism involves essentially the same procedure described above.
However, in a spin-down, the utility separates its generation assets into an unregulated
affiliate, and distributes new shares of stock in the unregulated affiliate to its existing
shareholders. The new affiliate’s stock is then independently traded. Thus, a spin-down
macoarplist\amatket-valuatimdstra:mdm%&nnmquiﬁ;g compiete generation
asset divestiture. Also, under either a spin-off or a spin-down, the proceeds of the
transaction will generally not be taxable, unlike the situation with asset sales.

A spin-off is one of the most widely discussed means of achieving a market
valuation of ulility stranded costs. In fact, this mechanism was cited in Califomia’s
restructuring legislation as one of the divestiture options availabie to the state’s major
utilities.' An asset spin-off has many precedents in various U.S. industries, including the
utility sector. The spin-off of Lucent Technologies by American Telephone and Telegraph

is perhaps the most widely publicized recent example of this divestiture strategy.

However, this mechanism has yet to be implemented in the electric utility industry.
In practice, those utilities facing a choice as to divestiture procedures have chosen to
divest themselves of generation assets using an open auction process rather than a spin-
off. Are there disadvantages to a spin-off that make this option leés attractive than an
asset auction?

First, an auction could produce higher asset prices than a spin-off because buyers

might be willing to pay a “control premium” for the direct purchase of individual assets. A

“See General Assembly of Califomia, Assembly Bilt 1880, August 1996.
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spin-off would resutt in the creation of a publicly traded company owned by numerous
shareholders. Therefore, one entity would be unable to exclusively control the operation

of an asset.!®

Second, a spin-off can complicate the valuation of assets by introducing factors that

do not pertain directly to the intrinsic vakie of the generatzon assets being sold. For

example, investor perceptions regarding the quality of a newly created generation
company’s management could influence the new company’s stock price. Investors might
also attribute more risk to a newly created, stand-alone company simply because it has no
operating history. Such perceptions could lead investors to discount the value of the new
company's assets. A-malket valuation based on a spin-off can be further complicated if
the spun-off company holds assets other than generation assets. In such a case, the
market's valuation of the non-generahon assets is likely to be faciored into the new
company’s stock price. It can be argued that the consideration of such factors is not
directly related to the inherent market value of the generation assets themselves. As a
result, the value of utility assets could be captured more directly through an open auction.
Another complication with the use of a spin-oﬂ’toquanﬁfystrandéd costs is that the
spun-off company’s stock price is likely to ﬂu&uate over time. Therefore, a *snap-shot”
assessment of the newly created company’s initial stock valuation might not accurately
reflect the true market value of the underlying generation a_ssets. This problem is
exacerbated in the case of a spin-down because the initial stock valuation of the new

affiliate would be determined by the holding company’s management when it distributes

Commmlon Nomuber 1996 p. 7 T
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the affiliate’s stock among its shareholders. However, this problem can be remedied by
using the average stock price of the spun-off company over a sufficiently long period of
time as the market price of the underlying assets for stranded cost quantification purposes.
This approach would be more likely to reveal the true market value of the ulility’s assets.

As is the case with a bundled asset auction, a spin-off can facilitate the divestiture
of nuclear plants at reasonable prices by spraading the nuclear assel risk among a wide
variety of generation technologias that are soid as a group. Thus, it might ba more
feasible to persuade investors to purchase shares in a stand-alone generation company
that owns one or two nuclear assets than it would be to persuade a company to purchase
an individual nuclear asset.

5. Asset Appraisal

Ancther quantification mechanism with some attributes of a market approach is an
independent appraisal of the utility’s generation assets. While this valuation option was
included in California’s restructuring legislation, it has not yet been implemented in
practice to quantify stranded costs.

To implement this oplion in Califomnia, the CPUC suggested that indusiry
stakeholders submit an agreed-upon list of impartial and qualified asset appraisers, from
which the CPUC would select no more than three to value a utility’s assets. The resulits
of the appraisal would then be used to quantify the utility’s stranded cost exposure. if the
utility rejected the appraisal, it would then be required to spin-off, or sell, the assets. In

addition, the CPUC reserved the right to review and approve the appraisal to ensure that
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the utility did not improperly reject an appraisal and then receive a lower sale price, an
eventuality that would increase the utility's total stranded costs."

The major advantage of the appraisal approach is that it provides a means of
amiving at a market valuation of a utility’s assets without requiring asset divestiture. Thus,
this option is likely to be more palatable to most utiiities. An asset appraisal can also be
considered superior to an administrative quantification in that the valuation relies on the
opinions of independent industry experts, as opposad to the testimony of experts hired by
the parties to a contested proceeding.

The use of independent experts to appraisa the utility’'s assets could reduce
litigation surrounding the quantification of utility stranded costs. However, this reduction
in litigation might not materialize if the regulatory commission uses its approval procaess
to second-guess the appraisal results. If this were to take place, then the appraisal would
be effectively transformed into an administrative quantification of stranded costs.

In addition, the dearth of price comparables from other generation asset auctions
would make it difficult to assess whether the appraisal resulted in a reasonable market
value for an asset. Currently, there are vety few completed generation asset auctions in
the U.S. that an appraiser could use as a measure of a particular asset's market value,
This absence of price comparables infroduces a significant element of speculation into the

appraisal process.

“c:rrromia Publuc Utxlthes COmrntssIOﬂ. Docket Nos R.94—04-031 and 194-04-032 Q_;g__(

01:005. January 10,1996, pp 131-132
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Finally, an asset appraisal is not truly market-based because it does not rely on the
interaction of buyers and sellers in a compelitive market to amive at an asset's value. It
is much easier for a regulatory commission to second-guess an appraisal that is conducted
in the abstract than it is to nullify the results of a completed asset auction or spin-off.
Therefore, the appraisal mechanism does not produce the definitive market valuation of
utility assets that is the most desirable feature of truly marketbased quantification

mechanisms.

An additional market mechanism for quantifying stranded costs is a direct
solicitation or reverse solicitation for power. In a direct solicitation, the utility requests
proposals for a given quantity of capacity and energy from competitive providers. Ina
reverse solicitation, the utility auctions a block of capacity and energy in the open market.
In either case, the winning bid for the block(s) of power determines the market price for
electricity. This market price is then used, along with assumptions about operating costs
and characteristics, to calculate a utility’s stranded costs. Consumers Energy has
proposed to auction off the capacity from its non-utility generator contracts, on an annual
basis, to establish a market price for power that can be used to true-up its stranded cost

calculation in future years."”
The major advantages of the solicitation approach are that it is fairly easy to

administer and it does not require asset divestiture or other restructuring of the utility’s

Costs. July 21, 1997, p. 15,
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operations. These features make a solicitation desirable to many ubflbit_ies. and perhaps to
regulators who do not wish to address the issue of asset divestiture.

However, the central weakness of the solicitation approach is that it produces a
market price for power, not for utility assefs. Therefore, critical assumptions still must be
made to translate this power price into a stranded cost valuation. Neediess to say, each
of these assumptions has a significant impact on the amount of a utility’s stranded costs,

The first major assumption made in the solicitation approa&n is that the solicitation
results provide a true indication of the regional market price for power. However, this is
not necessarily true. Any solicitation will be designed to purchase or sell a certain quality
of power for a designated period of time. This solicited power block represents only one
type of power that is available in competitive power markets.

Markets atiach varying prices 1o different qualiies and types of power. For
example, firm power is typically more expensive than non-firm power. Similarly, the

average price of spot market energy is often less than the price of a three-year, fixed price
contract because purchasers of fixed price contracts are often willing to pay a premium for
price certainty. Therefore, it is questionable whether a solicitation for one or two blocks
of power can yield a market price that adequately refiects the composite value of the
different types and qualities of power that can be sold by a utility’s power plants in
competitive markels. It might be necessary to auction off several different blocks of power,
reflecting a range of capacity factors in order to mirror the expected operating
characteristics of base load, cycling and peaking units.
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Ancther variable in the process is the length of the contractual obfigation. The price
that purchasers would be willing to pay for obligations of three ysars, five years, ten years,
etc., will likely be different. K would seem appropriate that the contractuat obligation
commit the seller to sell, and the purchaser to purchase, the contractual quantity of power
over a period somewhat representative of the life of the underlying assets that are being
evaluated.

Moreover, the solicitation approach assumes that a power auction conducted in
today’s market environment will vield a market price that is reprasentative of future prices
in competitive retail mrketa This is an unproven and debatable assumption. Prices in
regional power markets are likely to increase as existing excess supply is absorbed by
growing demand for electricily. in addition, it is possible that the advent of retail access
will ultimately create upward pressure on power prices by introducing a large number of
new buyers into power markets. Thus, there is & great deal of uncertainty regarding the
future pattemn of competitive power prices. Therefore, a solicitation conducted under
today’s market conditions might yield power prices that are significantly different from the
regional market clearing prices that will prevail after the advent of retail access. If this
proves to be the case, the solicitation medxarﬁm will not accurately quantify a utility’s
stranded costs.

Concems regarding the timing of the power auction can be m_it_igated by conducting
the auction after retail competition is introduced in the relevant market area. However, the
timing of the auction remains significant even if the power sales take place in a fully
competitive environment. For example, the power auction could be conducted while the

regional power market remains in an excess capacity situation. This would likely result in
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lower power prices relative to the price levels that would be observed once excess
generation capacity in the region is absorbed.

In order to translate the power prices resulting from a solicitation into a stranded
cost valuation, additional assumptions must be made. The solicitation approach is
premised on the notion that a utility’s assets should be valued based on the estimated
profit margins that its power plants are likely to realize in competitive markets. While this
presumption is basically accurate, the difficulty with the solicitation approach is that the
key parameters which drive the expected profit calculation are based on administratively
determined assumptions.

lnatrdymarket—i:asad asset valuation, potential purchasers of the asset make their
own ihdependent judgments regarding projected power prices and plant operating
characteristics. The bidders who see the most profit potential in the asset will bid the
highest prices. By contrast, the solicitation approach requires regulators to specify the
critical cost parameters that are used to value the utility’s assets.

For example, the solicitation method makes critical assumptions regarding plant
capacity factors and-futwe operating costs. If the assumed capacity factors are too low
or the operating cost projections are too high, the utility’s assets will be undervalued,
thereby increasing the magnitude of its apparent stranded costs. Therefore, use of a
solicitation, or reverse solicitation, mechanism can produce adverse results unlass the
regulator can be persuaded to adopt appropriate assumptions for the critical parameters
that drive the asset valuation. Due to the information advantage enjoyed by the utility
regarding the potential performance of its own assets, this goal might be difficult to
accomplish.
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7. Market Price Index
Ancther potential method to achieve a market-based valuation of stranded costs is
to rely on a recognized market price index to establish the market price for electricity. This
method has been proposed by Detroit Edison in Michigan to true-up its stranded cost
calculation in future years.?® Established market price indices for electricity are evolving
for various trading hubs around the country. For example, the trade publication Power
Markets Week currently compiles price indices for many geographic regions. Such indices
could be used to establish a market price for electricity that would form the basis for a
market valuation of assets.

The advantages and disadvantages of using a market price index are similar to the
ones cited for the solicitation approach. On the positive side, this mechanism is relatively
easy to administer, relies on objaective market price data, and does not require asset
divestiture to quantify a utility's stranded costs.

On the negative side, market price indices are generally based on spot energy
prices. Therefore, they do not appropriately reflect the market price of the various types
and qualities of power that are likely to be sold in competitive retail markets. Because spot
energy prices are typically lower than the prices of other competitive power contracts, the
exclusive use of spot energy to measure market prices is likely to increase the magnitude
of stranded costs. _

As is the case with the solicitation approach, critical assumptions regarding the

capacity factors and cost characteristics of the utility’s power plants must be made to

*The Detroit Edison Com: : 0
Commission, Case No. U-11290, Juiys 1997 p 6.

Michigan Public Service
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translate the indexed power prices into competitive asset values. (f these assumptions are
inappropriate, they are likely to result in inflated stranded cost estimates.

Restructuring legisiation recently passed in the state of iflincis™ includes a
methodology for estimating market price as a part of the on-going compensation to the
utility for stranded costs.® The.lilinois legislation calls for the use of indexes to determine
market price, but only if and when refiable and representative indexes are available. inthe
meantime, the legislation wtablishe§ the concept of a "Neutral Fact Finder™ or NFF. The
NFF woukd be selected by the lllinois Commerce Commission based on a set of criteria
specified in the statute. A new NFF would be selected every year. The NFF would receive
copies of all power contracts for sales of power into Illinois, and all contracts for sales from
Hinois-based generation to out of Stata purchases. The NFF would prepare from this
information a series of market prices based on factors such as time of use, degree of
firmness, voltage level, contract length, and other parameters that influence price. This
approach has the advantage of an independent determination of the market price of power,

but the disadvantage of placing reliance upon a single individual.

Wiinois State Legislature, "Electric Service Transition and Customer Choice Law of 1996." (Passed
by the Senats and House in October and November 1897 and signed into taw by the Govemnar on December
16, 1997.)

2 Indaer the Ninots legistation the stranded cost compensation is effectively equai to the embedded cost
of generation that Is coliected in 1ariff or contract rates, minus the market value of power and energy, rinus
a mitigation factor which begins at 5 mills per kiowatthour and ramps up.
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