
Page 16

Q. 
Mr. Williams, did you previously file testimony in this proceeding?

A.
Yes, I submitted direct testimony in this proceeding.

Q.
What is the purpose of your rebuttal testimony?

A.
I address the adjustments to include short-term debt in Company’s capital structure proposed by Mr. Rothschild and Mr. Hill.  I will also rebut the adjustment proposed by Mr. Gorman to exclude most of the $500 million equity contribution being made during fiscal year 2006 by PacifiCorp’s parent.  Finally, I will respond to testimony urging the Commission to replace PacifiCorp’s expected actual capital structure with the inappropriate historical capital structure proposals by Mr. Hill, Mr. Rothschild, and Mr. Gorman.

Inclusion of Short-Term Debt

Q.
Do you agree with the proposed adjustments to include short-term debt in the Company’s capital structure?
A.
No.  The more appropriate view is that short-term debt principally funds construction work in progress (CWIP) and thus it should not be a component of the capital structure that finances rate base.

Q.
Please explain.

A.
PacifiCorp has historically had CWIP balances that, on average, were in excess of short-term debt, especially during periods of large plant construction.  My Exhibit No. ___(BNW-7) compares PacifiCorp’s short-term debt to CWIP balances over the most recent 18-month period.  During this period, the CWIP balances have exceeded short-term debt by over $116 million on average.

The inclusion of short-term debt in the capital structure creates a 

mismatch inasmuch as rate base excludes CWIP, while the capital structure would include the short-term debt financing.  The result of including short-term debt in the capital structure is to overstate the overall level of debt used to support rate base.

Inclusion of short-term debt in the capital structure implies that CWIP must be financed pro-rata by all sources of capital.  This runs counter to the allowance for funds used during construction (AFUDC) mechanism for recovery of CWIP financing costs as prescribed by FERC, and followed by the Company.  A key element underlying the FERC-prescribed AFUDC rate is that short-term debt is the first source of capital used to finance CWIP.

If short-term debt were to be included in the capital structure for ratemaking purposes, it would be necessary for PacifiCorp to adjust its AFUDC to reduce the impact of short-term debt in the determination of the AFUDC rate.  This adjustment would then avoid the double counting that would be created by including short-term debt in the capital structure.

Q.
Who currently receives the benefits of generally lower cost short-term debt?

A.
Under the FERC System of Accounts, PacifiCorp’s utility customers receive the benefits of the lower-cost short-term debt financing at the time the CWIP assets enter service, as their cost basis at the time will be lower.  If the determination of the AFUDC rates were adjusted as suggested above, then assets would likely enter service at a higher cost.

Q.
If the Commission nonetheless determines that it is appropriate to include short-term debt in the capital structure, how should this component be calculated?

A.
If the Commission determines that short-term debt should be a component of capital structure, it should measure the amount and cost of short-term debt in a manner consistent with the other components of the capital structure.  If short-term debt is to be included, it should be the budgeted amount for March 31, 2006 and should reflect the cost at that point in time as well.

Q. 
Please describe the capital structure if calculated in this manner.

A. 
The budgeted amount of short-term debt at March 31, 2006 is approximately 1.8 percent of the capital structure.  The capital structure including short-term debt would be as follows:

Short Term Debt


1.8%

Long-Term Debt


48.5%

Preferred Equity


1.1%

Common Equity


48.6%

Q
With respect to the cost of short-term debt, have you considered the costs proposed by Mr. Rothschild?

A.
Yes, and I find them inappropriate.  Mr. Rothschild and other witnesses have utilized a backwards look at the cost of short-term debt that does not reflect the steady increase in short term rates or the Company’s likely cost of short-term debt.  His proposed rate of 3.32 percent is nearly a year old and should not be utilized.  My Exhibit No.___(BNW-8), a chart from the Wall Street Journal, illustrates the upward movement in the cost of short-term debt.

Q.
What rate would you recommend for short-term debt in the event the Commission elects to include it in the Company’s capital structure?

A.
The costs should reflect what is expected at March 31, 2006, which is consistent with the other components of capital structure.  The current forward rate for 30 day LIBOR at that date is 4.69 percent.  Recently, the Company’s commercial paper cost has been approximately 2 basis points higher than 30 day LIBOR.  The appropriate rate is therefore 4.71 percent.

Q.
If short-term debt were so included in calculating the cost of capital applied to PacifiCorp’s rate base, is there any other change needed to prevent double-counting of short-term debt?

A.
Yes.  As I stated earlier, PacifiCorp’s AFUDC rate currently is computed on the assumption that CWIP is financed with the same short-term debt that has been proposed to be counted as financing rate base.  Obviously, this lower-cost source of financing cannot be assumed to support rate base while concurrently the same debt is assumed in the AFUDC rate to be available to support CWIP.  Proposals to roll short-term debt into PacifiCorp’s overall capital structure must, to achieve consistency, assume that all sources of capital are used pro-rata to support PacifiCorp’s CWIP.  Therefore, if short-term debt is so treated, the Commission would need concurrently to allow PacifiCorp to increase its AFUDC rate to equal the Company’s overall weighted average cost of capital. 

Treatment of Equity Infusions

Q.
What is the issue with respect to the treatment of equity infusions?

A.
Witness Gorman recommends use of PacifiCorp’s actual capital structure including the $125 million equity infusion by PacifiCorp’s parent company on June 30, 2005.  However, Mr. Gorman asks that the subsequent three quarterly equity infusions planned through the rest of fiscal 2006, of $125 million each, be excluded, because they “are not known and measurable changes to PacifiCorp’s costs during the period rates determined in this proceeding will be in effect.”

Q.
Does PacifiCorp in fact plan to issue additional common equity by March 31, 2006?

A.
Yes, definitely.  As reported in the most recent PacifiCorp Form 10-K
, MidAmerican Energy Holdings Company (MEHC) signed a purchase contract that requires an investment of $500 million of equity in PacifiCorp during fiscal year 2006 by the parent of PacifiCorp.  The first two of these equity infusions of $125 million were made at the end of June 2005 and September 2005.  Equity infusion will continue in like amounts at the end of December 2005 and March 2006, for a total equity infusion of $500 million. 

Q.
How certain are these equity issuances?

A.
Highly certain as the Stock Purchase Agreement by and among ScottishPower, PacifiCorp Holdings, Inc (PHI) and MidAmerican Energy Holdings Company, dated May 23, 2005, actually requires that these contributions be made.  As stated at section 4.2 of that Agreement: 

“Covenants of the Seller Parent and Seller.  At all times from and after the date hereof until the Closing, the Seller Parent and the Seller, jointly and severally, covenant and agree that (except as required, or expressly permitted, by this Agreement, as set forth in Section 4.1 of the Seller Parent Disclosure Letter, or to the extent that the Buyer shall otherwise previously consent in writing which consent (except as provided in Section 4.1(a)(viii)) shall not be unreasonably withheld, conditioned or delayed) they shall: 


(a) (i)  make a cash capital contribution to the Company (for no consideration) (x) on or before the last day of June, September, December and March in the Company’s fiscal year ending March 31, 2006 equal to $125 million; provided, that if the Closing occurs prior to the end of any fiscal quarter in the fiscal year ending March 31, 2006, a cash capital contribution shall be made at Closing in an amount equal to the product of $125 million and a fraction (the ‘Pro-Ration Fraction’) with a numerator equal to the number of days elapsed in such quarter and a denominator equal to the number of days in such quarter; and (y) on or before the last day of June, September, December and March in the Company’s fiscal year ending March 31, 2007 equal to $131.25 million;”

The first two quarterly equity contribution installments, in the required amount of $125 million each, have already been paid.  PacifiCorp received these funds from PHI on June 30, 2005 and September 30, 2005.  The remaining contributions are contractually committed under the Stock Purchase Agreement.

Q.
Have previous equity infusions been made from PHI to the Company?

A.
Yes.  In December 2002, PHI increased its investment in the Company with an equity infusion of $150 million, shoring up PacifiCorp’s capital structure.  This was in addition to the Company’s elimination of dividends during fiscal year 2003.  These actions significantly supported PacifiCorp’s financial condition that had deteriorated during and after the Western energy crisis and likely prevented further downgrades of the Company’s debt.

Q.
Why does PacifiCorp plan to issue additional common equity?

A.
As discussed in more detail in the next section of my testimony, common equity will be issued to maintain PacifiCorp’s current credit rating.

Capital Structure

Q.
Do the parties in the case agree on capital structure?

A.
No.  PacifiCorp has proposed a capital structure of 49.4 percent long-term debt, 1.1 percent preferred equity and 49.5 percent common equity, which is PacifiCorp’s capital structure as of March 31, 2006.  Staff witness Mr. Rothschild recommends that PacifiCorp’s anticipated capital structure as of December 31, 2004 be used.  Witness Gorman recommends use of PacifiCorp’s actual capital structure including the $125 million equity infusion by PacifiCorp’s parent company on June 30, 2005, but without the remaining three equity infusions, as discussed earlier.  All of these recommendations should be rejected for the reasons below.

Q. Messrs. Hill and Rothschild proposed using a historical capital structure.  Do you believe that to be appropriate?

A. No.  An historical view does not reflect the measures the Company is undertaking to maintain its financial health in order to efficiently finance the significant investments in new resources and infrastructure to serve its customers.  Moreover, such an approach would be inconsistent with the Commission’s recent precedent on this issue, in which the Commission has taken a forward-looking basis on 

equity ratios.  See Puget Sound Energy (Docket Nos. UG-40640, UE-040641, UE-031471 and UE-032043) and Avista Corporation (Docket Nos. UE-050482 and UG-050483).  In both of these proceedings, the Commission declined to set capital structure at the current level or based on prevailing levels in the recent past.  Rather the Commission found that it should establish equity ratios on a forward looking basis as this best reflected where the structure “….is most likely to prevail…..”
Q.
Why does PacifiCorp believe additional common equity is necessary?

A.
Common equity will be issued to maintain PacifiCorp’s current credit rating.  Standard & Poor’s recently revised its financial guidelines.  As a result of that revision, utilities such as PacifiCorp are now required to demonstrate greater financial strength to maintain their credit quality.  Among the changes, Standard & Poor’s guidelines now indicate that to maintain an “A” credit a company with a business profile of 5, such as PacifiCorp, should have an equity ratio of 50 percent to 58 percent.  In recent years, the PacifiCorp credit rating has remained in the “A” category, but the strength of its business profile was lowered.

In contrast, just a few years ago the Standard & Poor’s debt-to-total capital guideline indicated an equity ratio of 47.0 percent to 52.5 percent was adequate for PacifiCorp to maintain an “A” credit rating.  In short, Standard & Poor’s has stiffened the requirements to maintain an “A” credit.

Q.
Are there other considerations as well?

A.
Yes.  The impact of debt equivalents on utility credit ratios forces the requirement for more equity capital.  Both Standard & Poor’s and Moody’s look beyond the balance sheet to the impact that fixed obligations, such as capital leases and long-term power purchase agreements, have on the utility cash flow.  These leases and agreements are considered debt equivalents.  In May 2003, Standard & Poor’s explained how it factors debt equivalents into its credit analysis.  I included this explanation as Exhibit No.___(BNW-3) in my direct testimony.  The net effect is that debt equivalents add to the fixed obligations of a company and weaken the credit profile.

PacifiCorp has responded to the new credit rating guidelines by taking steps to meet the new standards, such as the issuance of $500 million of new equity during FY 2006.

Q.
Please respond to Mr. Gorman’s assertion that PacifiCorp does not need additional equity infusion beyond the $125 million on June 30, 2005 to maintain its credit rating.

A.
Mr. Gorman refers to his Exhibit No.___(MPG-15) to demonstrate, inadequately, that the projected financial ratios using his recommended capital structure and cost of capital meet the rating agency’s “A” rating criteria.  As Dr. Hadaway has shown in his Exhibit No.___(SCH-10) these ratios would not continue to support the Company’s current ratings. 

Ratio



Projection
Benchmark Range
Comment

FFO Interest Coverage
4.1 x

4.5 x - 3.8 x

Pass


Total Debt Ratio

56%

42% - 50%

Fail


FFO to Total debt

21%

30% - 22%

Fail

Of the three ratios summarized above, only FFO Interest Coverage ratio is clearly within the S&P’“A” rating benchmark range. The FFO to Total Debt at 22 percent is below the bottom of the 30 percent – 22 percent Benchmark range.  The Total Debt Ratio of 56 percent is considerably outside the range of 42 percent – 50 percent. 

The projected financial ratios using the Company’s forward looking capital structure (including total equity infusion of $500 million during fiscal year 2006) and its proposed cost of capital estimates that are summarized below, show that the Company meets two out of three ratios. 

Ratio



Projection
Benchmark Range
Comment

FFO Interest Coverage
4.4 x

4.5 x - 3.8 x

Pass


Total Debt Ratio

53.8%

42% - 50%

Fail


FFO to Total debt

23.5%

30% - 22%

Pass

The FFO Interest Coverage and FFO to Total Debt ratios are comfortably within the “A” rating benchmark range while Total Debt Ratio at 53.8 percent, remains outside the 42 percent – 50 percent target benchmark range.  By meeting 2 out of the 3 tests, the Company can present a stronger case to the rating agency to maintain the current “A-” rating on its long-term debt.

Q.
How would Mr. Hill’s proposals regarding capital structure and the cost of capital affect PacifiCorp’s credit profile?
A.
Public Counsel witness Hill recommends a capital structure of Common Equity 44 percent, Preferred Stock 1 percent, Short Term Debt 3 percent, and Long Term Debt 52 percent.  Mr. Hill observes that authorizing PacifiCorp a cost of capital of 7.51 percent would yield the pre-tax interest coverage ratio of 2.80x which will improve the Company’s bond rating. 

This is a very simplistic view of the credit matrix and does not incorporate the debt equivalent obligations related to the Company’s long-term purchased power commitments.  Mr. Hill does not address the more comprehensive ratios that S&P has emphasized in its communications.  Rather than the pre-tax interest coverage ratio proposed by Mr. Hill, there are three key ratios identified by S&P and for which they have published benchmarks for determining utility credit ratings:  FFO Interest Coverage, Total Debt Ratio, and FFO to Total Debt, all adjusted for the Company’s long-term purchased power commitments.  Mr. Hill’s recommended capital structure and cost of capital results in the FFO Interest Coverage near the bottom of the S&P benchmark range and fails the other two tests for an “A” rating, summarized below:


Ratio



Projection
Benchmark Range
Comment

FFO Interest Coverage
3.9 x

4.5 x - 3.8 x

Near Bottom


Total Debt Ratio

58.2%

42% - 50%

Fail


FFO to Total debt

19.7%

30% - 22%

Fail

Q.
What are your comments concerning Mr. Hill’s testimony on the common equity ratios of the comparable utility universe?

A.
Mr. Hill selectively removes three of the utilities in the comparable universe from Value Line Investment Survey, an independent financial service company, to show a lower equity ratio in a modified comparable universe.  I disagree with Mr. Hill’s cherry picking comparable companies from an independent survey and presenting a biased recommendation.  The Company could similarly remove the three lowest utilities from his survey and show an increase in the average common equity ratio of the group.

Q.
Are other utilities increasing the amount of equity in their capital structures?

A.
Yes.  Value Line reports that while the average equity ratio of the comparable utilities in 2004 was 48.6 percent, the equity ratio is expected to increase to 51.8 percent in the 2008-2010 period.  See Dr.  Hadaway’s Exhibit No.___(SCH-17).  Also, a recent article in Public Utility Fortnightly commented on the need for more equity in the utility industry.
  Thus, Mr. Hill’s recommendation to use a hypothetical capital structure for PacifiCorp based on historic capital ratios of electric utilities ignores the fact that the comparable companies are projected to move to a somewhat more equity-heavy capital structure than the projected actual PacifiCorp capital structure used in this proceeding.

Q.
Why is it important to maintain the Company’s current “A-” ratings?

A.
There are two primary consequences of a downgrade, both of which are negative:  higher cost of debt for the Company and reduced access to borrowed capital.  Both of these would occur at a time when PacifiCorp will need to invest approximately one billion dollars per year for the next several years.  The significant impact for the Company’s customers would be higher rates due to higher borrowing costs but there are additional impacts as well, such as reduced access to long-term markets for power purchases and sales, and more onerous collateral requirements related to such transactions.  Those more onerous collateral requirements, which are potentially very substantial, can in turn put constraints on the Company’s ability to make investments in facilities for customers. 
Q.
What are the rating agency targets PacifiCorp needs to meet?

A.
The Company’s budgeted capital structure is intended to help maintain its existing long-term debt ratings (presently “A-” and “A3” by Standard & Poor’s and Moody’s, respectively.)  The increase in the common equity percentage is necessary to meet the financial targets published by Standard & Poor’s.  Those targets are set forth in Standard & Poor’s June 2, 2004 publication (Exhibit No.___(BNW-9)).  PacifiCorp’s recent results are below the targeted levels for an “A” rated Integrated Electric Utility with a Business Profile of “5” (such as PacifiCorp):



PacifiCorp
        

“A”
       (12 mos ended 9/30/05)
     Target Met?



FFO Interest Coverage 3.8 – 4.5x

3.7x


No


FFO to Total Debt
22 – 30%

18.3%


No



Total Debt Ratio
42 – 50%

55.0%


No

Thus, with the Company’s current common equity percentage, none of the ratios meets the target levels for an A rating.  The rating agencies have noted this and commented as follows:  “Company historical financial performance, while improving, has been weak for the rating category.”  Moody’s Global Credit Research, June 5, 2004.  Standard & Poor’s expressed its sentiments in a September 20, 2005 report (Exhibit No.___(BNW-10)):

“The current ‘A-‘ corporate credit rating on PacifiCorp is based on ScottishPower’s consolidated credit profile, whose solid financial performance has compensated for its weaker US utility.  On a stand-alone basis, PacifiCorp’s debt leverage and cash coverage ratios are solidly in the ‘BBB’ category.”

The Company’s credit rating should be maintained independently of its parents’ support.  The parent company should not and cannot continue to subsidize PacifiCorp’s credit ratings.  PacifiCorp accounts for approximately half of the ScottishPower consolidated group, and continued subsidy from parent is unsustainable.

Q.
Are there other reasons the Company is looking to increase its common equity percentage?

A.
Yes.  In addition to ratios that presently fall short of the “A” rating targets, the Company’s results are even weaker when the impacts of purchased power agreements (PPAs) are included.

Q. 
Please explain what you mean by this.

A.
Rating agencies and financial analysts consider long-term PPAs to be debt-like and will impute debt and related interest to such agreements when calculating financial ratios.  For example, Standard & Poor’s will adjust our published results and add in debt and interest resulting from PPAs when assessing PacifiCorp’s creditworthiness.  It does so in order to obtain a more accurate assessment of the financial commitments and fixed payments that a Company has.  Exhibit No.___(BNW-3) from my direct testimony details S&P’s view of the debt aspects of PPAs.

Q.
How does the inclusion of PPA impacts in the debt calculation affect PacifiCorp?

A.
During a recent ratings review of PacifiCorp, Standard & Poor’s evaluated our PPAs and other related long-term commitments.  This evaluation resulted in approximately $520 million of additional debt and $52 million of interest expense being added to the Company’s debt and coverage tests as a result of our existing PPAs.

Q.
What is the impact on the ratios when this adjustment is made?

A.
The ratios would weaken and fall further short of the targets for an “A” rating.  The adjusted ratios would be as follows:







      PacifiCorp







“A”
       (12 mos ended 9/30/05)
     Target Met?


FFO Interest Coverage 3.8 – 4.5x

3.3x


No


FFO to Total Debt
22 – 30%

16.4%


No


Total Debt Ratio
42 – 50%

57.7x


No

Q.
How would the inclusion of this PPA-related debt impact the Company’s capital structure?

A.
If we include the $520 million of imputed debt resulting from PPAs, the Company’s capital structure would have a higher debt percentage and a correspondingly lower equity percentage. 

Q.
Have you done a pro-forma calculation of this impact?

A.
Yes.  Using the capital structure submitted in my direct testimony the impact is as 

follows:  




FY06

%


Long-Term Debt

52.4%


Preferred


1.1%


Common Equity 

46.5%

It is clear that the inclusion of the PPA-related debt has a significant impact on the Company’s capital structure.  The Company has recognized this fact and appropriately intends to increase its equity component to partially offset the PPA-related debt and for the other reasons discussed above in my testimony.

Q.
Are there capital structure issues on which the parties agree?

A.
The parties agree that the Company’s cost of long-term debt is 6.427% and the cost of preferred stock is 6.590%.

Q.
Does this conclude your rebuttal testimony?

A.
Yes.

� PacifiCorp Form 10-K, March 31, 2005, page 28.


� Public Utilities Fortnightly, Changing Capital Structures for Changing Times, December 2004, page 28-31.
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