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THE BIG BUILD

A huge backlog exists for utility infrastructure projects. Major players in the con-
struction industry——ABB, Black & Veatch, Siemens, The Shaw Group and Wortley-
Parsons—discuss the trends, both good and bad, and how they are getting the job’
done on badly needed projects.

By Lovi A. Burkhart

Financing New Nukes

Federal loan guarantees have been unleashed to support new nuclear plant construc-
tion. Will this be the watershed event rhat finally gets nuclear moving forward in the
United Stages?

By Scott M. Gawlicki

GHG Compliance Complexities

Greenhouse gas (GHG) regulation picks up where Acid Rain legislation left off, but
affects far more sources and pollutants. Utility compliance programs face major
uncertainties.

By John A. Bewick

The High Cost of Restructuring

Regional Transmission Organizations (RTOs) have not performed as well as open
wholesale markets over the past decade. RTO advocates want governmental interven-
tion, but the best answer may be requiring RTOs to file system lambdas.

By Robert McCullough
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Ring Fencing In Utah

Regulatory structures protect ratepayers
in geography-spanning utility mergers.

By CHARLES E. PETERSON AND J. ROBERT MALKO

orporate restructurings of electric

utilities in the United States have

become a significant and contro-
versial issue during the past thirty years.!
The controversy is caused by differing
perspectives among electric utility exec-
utives and regulatory commissioners
relating to corporate restructurings asso-
ciated with mergers, diversification, and
functional separation of generation,
transmission, and distribution.

Electric utility executives generally
view corporate restructuring as a poten-
tial source of economic value and a
potential partial solution to financial
problems that reflect changing business
risks. On the other hand, regulatory
commissioners attermpt to insulate and
regulate the utility component of the
restructured energy business and to pro-
tect the public interest, including relia-
bility of service at reasonable costs.

A prime example is the Utah Public
Service Commission, which is applying
ring-fencing conditions and tools to
utility PacifiCorp. The geographic
diversity of PacifiCorp poses regulatory
problems to its new owner, MidAmeri-
can Energy, which may require solutions
similar to approaches that have been
applied to the legal, financial, and eco-
nomic issues related to ring-fencing of
energy utility companies.

Restructuring Framework

A workable framework for protecting
ratepayers in electric utility corporate
restructurings must address a hierarchy

1l
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of significant issues from a public-policy
perspective. This framework extends a
hierarchy developed initially in the early
1980s in order to address and analyze
electric utility diversification activities.?
At the apex in this framework are

Standby support
from Berkshire
Hathaway is seen
as significant sup-
port for PacifiCorp’s
financial situation.

A= = =T

regulatory issues of important concern
to regulatory commissions regarding
electric utility corporate restructurings
and related effects on the broad public
interest. Examples include roles and
relations between federal and state regu-
latory agencies, and potential financial
agency problems among economic
stakeholders, such as managers, share
owners and bondholders. Regulatory
issues focus on addressing and analyz-
ing electric utility corporate restructur-
ing activities that affect the ability to
provide adequate electricity service at
reasonable prices to customers.

In this framework, four subsidiary
categories of technical issues address
financial, economic, accounting and
legal concerns.

Financial issues concern the implica-
tions of an electric utility corporate
restructuring on valuation and financ-
ing. Significant types of financial issues
that emerge are changing business and
financial risks, relative financial health of
the restructured business, and reactions
of investors to restructuring activities.

Economic issues concern the alloca-
tion of limited resources in providing
electricity service in an atmosphere of
electric utility corporate restructurings.
Significant types of economic issues
that emerge are marker structure and
powers; pricing policies, practices and
associated customer choices; and utility
management incentives.

Accounting issues primarily concern
affiliate interest issues, including trans-
fer pricing practices, and the allocation
of common costs.

Legal issues relating to electric utility
corporate restructuring activities con-
cern regulatory authority over the
electric utility and its corporate restruc-
turing activities. For example, the
entity’s selected corporate structure,
such as a parent holding company or a
wholly-owned utility subsidiary, affects
the needs and interests of utility man-
agement, shareholders, bondholders,
utility customers, and regulators. Addi-
tionally, relatively complex corporate
restructuring activities and policies have

' impli’(:ations for regulatory authority.

Ring-Fencing PacifiCorp and
MidAmerican

In May 2005, PacifiCorp announced it
was being sold to MidAmerican Energy
Holdings Co. (MEHC). ScottishPower
had purchased PacifiCorp in 1999
when interest in deregulating electric
utilities was near its peak. Subsequent
events, such as the California energy
crisis in 2000 and 2001, convinced
Scottish Power that its expectations

for PacifiCorp probably never would
be fully met, and so it decided to sell
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- Pacironp Ring-FENCE STRUCTURES /¢
MidAmerican Energy

Regulatory e PacifiCorp agreed to certain « MEHC committed to interpret Utah statute (Utah Code Annotated 54-4-28) to
customer service and require Utah regulatory approval of a merger of PacifiCorp with any other public
performance standards. utility, whether or not that utility provides service in Utah.,

« PacifiCorp will notify the « MEHC committed that PacifiCorp will not directly own equity shares of either
commission of material MEHC or Berkshire Hathaway.
acquisitions. * PacifiCorp will file semi-annually a report on its service performance and
customer guarantee commitments.
« PacifiCorp will maintain “sufficient operations and front line staffing to provide
safe, adequate.and reliable service in recognition of the level of load
and customer growth in Utah.”

Accounting PacifiCorp will maintain its own ® MEHC and PacifiCorp committed to provide to Utah regulators their Board of
separate books and records Director's minutes, committee minutes and internal audits.
and will make them available e MEHC filed with regulators its intercompany administrative services agreement
to inspection by regulators. (IASA) for review by regulators and, also will file if necessary in a particular

» PacifiCorp will file an affiliate jurisdiction for approval. (The IASA-governs MEHC and affiliate cost allocation
interest report, an organizational - methadologies.)
chart, and a narrative descrip-
tion of each affiliate.
» PacifiCorp and its parent will
not cross-subsidize between
regulated and non-regulated
businesses.

Financial * PacifiCorp will maintain sepa- e PacifiCorp will not pay any dividends if “PacifiCorp’s unsecured debt rating is
rate debt and preferred stock, BBB- or lower by S&P-or Fitch (or Baa3 or lower by Moody's), as indicated by two
as well as debt and preferred of the three rating.agencies.”
stock ratings. * PacifiCorp will not pay dividends or make any other distribution to its parent i

* Regulators will have unre- PacifiCorp’s-common equity falls below-40 percent. '
stricted access to all written » MidAmerican Energy created a subsidiary, PPW Holdings, LLC (PPW), to hold'the
communications with rating common stock of Pacificorp. MidAmerican Energy committed PPW to having no
agencies. debt at the time of closing of the acquisition. If it ever were contemplated that

o PacifiCorp will not make loans PacifiCorp would acquire debt, then regulators would be given 30 days notice and
to, or be a guarantor of, any the commission may impose additional ring-fencing provisions.
debt security or transfer funds
to its parent or any other
affiliate of its parent. .

Legal « Any new non-utility or foreign e MEHC organized a wholly owned company, PPW Holdings, LLC (PPW), for the

utifities will not be held by
PacifiCorp.

purpose of holding the common stock of PacifiCorp.

« A special PPW independent director will have veto power over any voluntary bank-
ruptcy filings of PacifiCorp or any attempts by MEHC or PPW o place PacmCorp
in a bankruptcy proceeding.

* Any diversified holding.of the parent will not be held by PacifiCorp. PacifiCorp
will be separated financially from diversified holdings of the parent and will be
protected from financial distress of the parent or its other holdings.

« MEHC disclosed its documerits describing the PPW ring-fencing commitments.

the company. In 1999 regulators had
required a number of ring-fencing-
related structures be putin place asa
condition for approval of PacifiCorp’s
acquisition (See sidebar, “PacifiCorp
Ring-Fence Structures™)®

In its acquisition, MEHC adopted

wian fnrtniabthy rom

or otherwise agreed to continue and parent, with Berkshire’s approval.

extend these conditions. For example, Additionally, customer service guaran-
MEHC committed to give regulators tees and performance standards were
access to all documents relared to affili-  extended to at least 2011. Several spe-
ate transactions with PacifiCorp; this cific customer service guarantees and
commitment even was extended to performance standards negotiated in

Berkshire Hathaway, MEHC's ultimate ~ Utah for the Scottish Power purchase
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expired five years after the closing
of that transaction.

Additional relevant commitments
were offered by MEHC or were negoti-
ated by the Utah parties. * So far, there
have been few actual tests of the ring-
fencing structures put in place. How-
ever, PacifiCorp has continued to
maintain its own separate debt and pre-
ferred stock. The company has con-
ducted several debt financings or
restructurings in its own name and
independently of MEHC debt. MEHC
has made equity capital contributions
to PacifiCorp totaling several hundred
million dollars that have helped keep
PacifiCorp’s debt-to-equity ratios stable
as PacifiCorp has borrowed heavily to
fund its capital expenditure programs.

So far, credit rating agencies have
seemed satisfied with PacifiCorp’s activ-
ities since PacifiCorp has maintained its
A- rating on its secured debt. However,
the rating agencies continue to note
that on a stand-alone basis, PacifiCorp
would merit a lower debt rating of; per-
haps, BBB. The financial support from
MEHC and standby support from
Berkshire Hathaway are scen as signifi-
cant support for PacifiCorp’s financial
situation.

PacifiCorp or MEHC have delivered
on the commitments promised as part
of the acquisition to the extent the
commitments required certain actions
within specified time frames. However,
PacifiCorp’s performance has not
always been satisfactory in the opinion
of some parties. For example, advocates
for low-income rate payers were dissat-
isfied with PacifiCorp based on the
arrearage economic study produced
under an acquisition commitment.

Utah regulators have not yet tested
the availability and cooperation of
MEHC or Berkshire Hathaway regard-
ing the audit or other examination of
their books and records with respect to
any issues related to PacifiCorp. Fur-
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ther, there have not been events that
would trigger other ring-fencing struc-
tures such as major acquisitions or
divestitures. Fortunately, of course, reg-
ulators have not been faced with the
bankruptcy or potential bankruptcy of
MEHC or any of its subsidiaries.

Geographic Diversity
Challenges

While there is some regulatory confi-
dence that the near future will continue
to be similar to the recent past with
respect to MEHC's financial support to

other states;

PacifiCorp, the longer term view neces-
sarily is cloudy.

A change in management at MEHC
and Berkshire Hathaway eventually
may result in a change in the treatment
of PacifiCorp away from the current
management philosophy. For example,
in the acquisition process, MEHC
emphasized it was able to take a long
view in terms of planning and financ-
ing, and was not constrained by short-
term stockholdér expectations of one
quarter or one year. That could change
in the future, and regulators may find
themselves dealing with a utility oper-
ated by a parent that is looking for
short-term benefits.

Another type of problem is evolving
that may affect PacifiCorp more than
some other integrated utilities: geo-

graphic diversity. PacifiCorp operates
across six western states. These states
have significant differences including
climate, local resources, economy, and
political philosophy. Roughly, Pacifi-
Corp can be divided between its Pacific
Northwest service territories (Califor-
nia, Oregon, and Washington) and its
inland Rocky Mountain service territo-
ties (Idaho, Utah, and Wyoming). The
climate in the populated areas of the
Pacific Northwest can be generalized as
cool, wet, and mild. The Rocky Moun-
tain region can be characterized as dry,
with hot summers and cold winters.
Further, Utah and Wyoming have sig-
nificant coal resources and conse-
quently coal has been, and continues to
be, the primary fuel source for electric
generation; Wyoming recently has
been seeing the development of signifi-
cant wind resources. The Pacific North-
west is blessed with hydro and is
developing wind resources. The
economies and electric demand of Paci-
fiCorp’s Utah and Wyoming service
areas are growing rapidly and this
growth is expected to continue. Pacifi-
Corp'’s tertitories in the other states are
growing slowly or not at all.

While geographic diversity is often
seen as beneficial, the contrasts outlined
above create a situation of obvious ten-
sion. The Pacific Northwest, which is
experiencing slow growth, does not
want to pay for the construction of
additional power plants to serve Utah.
Oregon currently is investigating a pro-
posal that would encourage PacifiCorp
not to build by allowing the utility to
capitalize purchased power to rate base
and earn a return on that purchased
power. This proposal also may affect
the way PacifiCorp evaluates power bid
proposals versus self-build options.
People in other states may be concerned
that this proposal would have the effect
of raising costs and putting system reli-

ability at risk.
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An additional difficulty associated
with this geographic diversity includes
the current concerns with carbon diox-
ide emissions and climate change. Cali-
fornia, Oregon and Washington have
enacted renewable portfolio standards
(RPS). To date, Idaho, Utah, and
Wyoming do not have such standards,
and currently there is no national RPS,
although that might change. Even
among states that have an RPS, there
are differences that may cause frictions
among the states. For example, a
request for proposal for new generation
resources may result in two different
“lowest-cost” or “optimal” resources
that must be chosen under the laws and
regulations of two different sates in
PacifiCorp’s region. This potential situ-
ation creates difficulties for the com-
pany to develop an integrated resource

www.fortnightly.com

plan that satisfies the laws in all of the
states it operates in.

With further merger and acquisition
activity in the electric utility industry,
geographic diversity issues may become
more prevalent than they are today.
David Sokol, MidAmerican Energy
chairman and CEQ, noted last year,

“I don’t think there is a substantial ben-
efit [to combining] neighboring utilities
[compared to] ones that are separate.

It really comes down to [whether] the
operations are as efficient as can be in
dealing with the requirements and the
demands of their state and their cus-
tomers. In this business all states don’t
view the requirements the same. So, the
fact you might have two different utili-
ties neighboring, if the preponderance
of their customers are in different states
they still have to be run to the con-

stituents [they serve].”$

As geographic differences evolve,
states may find themselves increasingly
implementing ring-fencing strategies
around PacifiCorp to protect them-
selves from other states.

But in the current environment, geo-
graphic diversity raises concerns that are
implicitly understood by PacifiCorp’s
parent company. Geographic diversity
often is seen as a benefit in that it may
smooth out cash flows over time, How-
ever, there may be downsides to geo-
graphic diversification wherein the costs
are greater than the benefits. @

Charles E. Peterson is a financial economist
with the Utab Division of Public Utilities.
Email him at chpeterson@utab.gov.

J- Robert Malko serves as a professor of
(Cont. on p. 66)
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Goal: Inconvenient Truths -
(Cont. from p. 18)

and transportation prices will translate
into continued pressure on the delivered
price of coal. While the PRB has low
FOB mine prices, the coal produced is
transported great distances and in great
quantities because of its low heat con-
tent. Eastern regions (Southeast and
Northeast) have high delivered coal
costs because of higher Eastern mining
costs or very high transportation rates
for cheaper western coal. Colombian
imports also keep Eastern prices high
due to high transportation costs. For
Western coal consumers, lower prices

Ring Fencing in Utah

and short hauls equates to retaining the
lowest burner-tip price of coal, even
with considerable inflation over the
forecast period (see Fig. 4).

While the North American coal
industry is experiencing anxiety attacks
today, mostly over the uncertainty of
CO2 emission reduction requirements
and the rising costs of new plant
construction, the long-term prospects
for coal remain solid based upon
fundamentals. [

Gary L. Hunt is president of the advisors
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business unil of Ventyx Energy Group
and can be reached at
ghunt@globalenergy.com. Hans Daniels
is director, coal advisory services at Ventyx
EBnergy Group and can be reached at
bdaniels@globalenergy.com.

Note: Global Energy Decisions and New Energy
Associates were both acquired by Vista Equity
Partners, a private equity fund, in 2007, and rolled up
along with Indus International and Mobile Data
Solutions Inc. into a new company called VENTYX.
Together Global Energy and New Energy Associates
comprise the Ventyx Energy Group

(Cont. from p. 35)

corporale finance at the Jon M. Huntsman
School of Business at Utah State University.

Note: This article reflects the views of the
authors and does not necessarily reflect the
views of the Utah Public Service Commission
or the Utah Division of Public Utilities.
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