
To: City Council Date: December 18, 2006 

From: City Manager 

Through: Municipal Services Committee 

Subject: Addendum to Agenda Report on Approval of a Stranded 
lnvestment Reserve Fund Utilization Plan (The Plan) to Mitigate 
Short and Long-Term Stranded Energy Costs 

On November 6, 2006, the Water and Power Department (Department) 
presented a plan to the City Council regarding utilization of Stranded 
lnvestment Reserve (SIR) funds to mitigate short and long term stranded costs 
associated with the City's contracts for energy supplied by the Intermountain 
Power Project (IPP). The plan included three distinct components briefly 
described as follows: 

A. Direct Defeasance - commit $80 million to offset debt service 
requirements for IPP bonds through FY 2023 

B. Contingent Mitigation - Retain $50 million in the existing SIR fund to 
mitigate actual stranded costs associated with the project through 
202 1 

C. Refund Excess Funds - transfer $15 million from the Stranded 
lnvestment Reserve to the Energy Charge Reserve to offset 
planned future increases to the Energy Charge FY 2007 and FY 
2008. 

At the conclusion of the presentation, the City Council requested additional 
information regarding the proposal. The City Attorney's Office was directed to 
provide information relevant to other potential uses for the SIR funds that would 
maintain compliance with the intent of the original purpose for collecting the 
funds as defined in the electric rate ordinance. 
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The City Council also requested that the Department provide additional 
information on the use of the $15 million of "Excess Stranded lnvestment 
Reserve Funds." The City Council's request included information on the 
reduction of power rates for residential customers using less than 1,000 kwh per 
month (considered "smaller" residential customers) to make them comparable to 
the average rates of the Department's neighboring municipal utilities. 

The information is presented as two options for the use of the excess 
funds, both of which presume that components A and B of the original proposed 
plan are approved. A third option is presented which presumes that no action is 
taken at this time and the entire Reserve balance remains intact. 

Option 1 : 

The entire Plan is approved per Staff recommendation on November 6,2006: 
Under this option, the $15 million of "Excess Stranded lnvestment Reserve Funds" 
would be applied equally across all customer groups based on their electricity 
consumption over the remainder of fiscal year 2007 and fiscal year 2008. This option 
would provide for deferral of increases to the energy cost adjustment for the remainder 
of FY 2007 and 2008. 

Option 2: 

Excess SI Reserve Funds of $15 million is Utilized to Reduce the Power Rates for 
Low Usage Residential Customers: 
The cities of Burbank, Glendale and Azusa were selected as comparable municipal 
utilities for this option. An "average" rate was calculated for each residential user class 
across these three utilities. Based on the number of customers and usage patterns in 
each group, it was determined that residential customers using less that 1,000 kwh per 
month could be considered "smaller residential customers." Based on our analysis, 
$12.3 million of the $15 million of "Excess Stranded lnvestment Reserve Funds" would 
be required in fiscal years 2007 and 2008 to reduce the power rates for smaller 
residential customers to make them comparable to the average rates for the cities of 
Azusa, Burbank and Glendale. 

The remaining $2.7 million of "Excess Stranded lnvestment Reserve Funds" would be 
insufficient to offset the potential increases in the energy charge for larger residential 
customers and replenish the portion of the energy charge attributable to them. It would 
instead be necessary for larger residential customers to pay an increased energy 
charge rate to restore the required balance in the Energy Charge Reserve fund, as 
indicated in Table 1 on the following page. 



Option 3: 

Take no action on the Reserve: 
Under this option, the energy charge for all customers would increase by $0.02 per kwh 
over fiscal years 2007 and 2008 to replenish the Energy Charge Reserve fund (which 
was overdrawn by about $4 million in fiscal year 2006) offset projected higher energy 
costs in fiscal years 2007 and 2008 and maintain the target minimum required level of 
about $8 million in the Energy Charge Reserve fund. 

The current rate structure includes a base rate for energy of $06.6 per kwh as 
determined in the most recent cost of service study completed in 2002. In addition, 
there is a Power Cost Adjustment (PCA) component of the energy charge that is 
adjusted based on changes in energy and natural gas costs. This component of the 
energy charge is currently set at $0.01, bringing the total energy portion of the rate to 
$07.6 per kwh. 

The table below shows the impact on the energy charge for each customer cRass for 
each optional use of the excess reserve funds (all changes compared to current power 
cost adjustment level of $0.01 per kwh:) 

Table 1 
Customer Class I Option 1 1 Option 2 I Option 3 

The rate comparison charts on the following pages provide an annualized electric 
monthly bill comparison for various customer usage levels for each of the options 
described above (excluding taxes) compared to the "average" rate calculated for each 
class using Burbank, Glendale and Azusa as comparable agencies. 
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Staff recommends that the City Council approve the original proposal as presented on 
November 6, 2006 including direct defeasance, contingent mitigation and refund of 
excess SI reserve funds to mitigate short and long-term stranded energy costs. 
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Residential Customers 
Annualized Electric Monthly Bill comparison - As of June 2007 
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Agenda Report 

November 6,2006 

TO: City Council 

THROUGH: Municipal Services Committee 

FROM: City Manager 

SUBJECT: APPROVAL OF A STRANDED INVESTMENT RESERVE FUND 
UTILIZATION PLAN TO MITIGATE SHORT AND LONG-TERM 
STRANDED ENERGY COSTS 

RECOMMENDATION 

It is recommended that the City Council: 

1. Approve Pasadena Water and Power's (PWP's) proposed plan (The Plan) to utilize 
funds in the Stranded Investment Reserve (SIR) to mitigate stranded investment 
(SI) and provide funds for electric rate stabilization as follows: 

A. Direct Defeasance: Commit $80 million to offset debt service requirements 
for lntermountain Power Plant (IPP) bonds from FY 2008 through FY 2023 
including $6.5 million for FY 2007 

0. Contingent Mitigation: Retain approximately $50 million in the Reserve 
Fund to mitigate variable and unexpected SI resulting from very low market 
conditions, increases in power costs or unplanned outages associated with 
IPP or the Palo Verde Nuclear Power Plant (Palo Verde); and 

C. Refund Excess Funds: Transfer the remaining $15 million in the Reserve 
Fund to the Power Cost Adjustment Charge Fund (PCACF) and "refund" this 
amount to customers by deferring increases to the Power Cost Adjustment 
Charge (PCAC) during the remainder of fiscal years 2007 and 2008. 

2. Authorize the City Manager to enter into a Prepay Agreement with 
lntermountain Power Agency (IPA) to defease approximately $80 million of 
outstanding debt from FY 2008 through FY 2023, the timing of which is based on 
the economic feasibility for retirement of each selected bond issue. 

MEETING OF - k k M k w  1 2  / 1 8  / 2006 AGENDA ITEM NO ->.*.-k. 4 .  A .  
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UTILITY ADVISORY COMMISSION: Reviewed proposal and agrees in concept. 

BACKGROUND 

The Stranded lnvestment Reserve (SIR) was established in November of 1997 to 
ensure that PWP could sell energy at market-competitive rates. The impending 
deregulation of the electricity market was expected to drive the market price of 
energy much lower than PWP's existing long term commitments to IPP and Palo 
Verde. This would cause the cost of these long-term commitments for energy to be 
above market or "stranded" until the majority of the debt associated with these 
resources was paid off in FY 2023. The SIR was to be utilized to cover the 
difference between these two costs. 

In addition, the deregulated energy market provided for "open" access for PWP 
customers. City Council approved open access for PWP's electric customers, 
thereby potentially allowing customers within PWP service territory to obtain electric 
service from competing service providers. Deregulation legislation provided for 
implementation of a Competitive Transition Charge (CTC) when open access was 
granted to allow utilities to recover stranded costs. The City's intent when 
establishing the stranded investment surcharge (SIS) was to recover these costs. 

During FY 2002, the Reserve balance reached a level deemed adequate to 
defease the projected SI from FY 2002 through FY 2023. In July 2002, the SIS was 
discontinued and the surcharges collected from customers during that fiscal year 
were refunded. Since then, $27.1 million has been earned in interest and $32.3 
million has been withdrawn from the Reserve to pay costs deemed stranded based 
on then-current energy prices. The Reserve balance was $145.5 million at June 30, 
2006 after withdrawal of $359,000 in FY 2006. 

STRANDED INVESTMENT RESERVE ANALYSIS 

As shown in the table below, the remaining SI for FY 2007 to FY 2023 is currently 
estimated to be approximately $89 million in FY 2007 dollars, assuming a return of 
4.25% on SIR fund. Due to increased actual and forecast average market energy 
prices, the actual withdrawal from SIR through 2006 has been about $32 million 
less (approximately one-half) than originally planned in the FY 2000 base case. 
The projected SIR withdrawals through FY 2023 are $52 million less than originally 
planned, as summarized in the table below. Based on current market price 
forecasts, no withdrawals from the SIR are expected prior to FY 2009. 
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*Amount is net present value (NPV) in FY 2007 dollars at 4.25% discount rate 

Stranded lnvestment Summary 

Attachment A is the most recent Stranded lnvestment Update presented to the 
Municipal Services Committee in May 2006. The attachment presents detailed 
information on the stranded investment calculation, cash flows since inception of the 
Reserve, and projected stranded costs and required cash flows. Attachment A also 
provides present value figures computed using 6% (historical), 5% (updated), and 
4% (low case) interest rates for SIR fund returns, whereas the information in the 
table above is based on current projections of 4.25% returns to reflect the current 
rate of return on the investment portfolio. 

Assuming actual market prices and production costs follow current projections, the 
SIR currently has more funds than necessary to mitigate estimated stranded costs 
through FY 2023. If no action is taken and use of the SIR adheres to the original 
intent, the Reserve is projected to have a substantial balance in FY 2023 
(approximately $1 10 million). 

Difference 
Amount 
($000) . 

-32,045 

-1 1,524 

-40,458 

-51,982 

Fiscal Years 

FY 2003-06 Actual 

FY 2007 Budget 

FY 2008-23 Forecast* 

Remaining SI 

STRANDED INVESTMENT RESERVE FUND UTILIZATION PLAN 

PWP is proposing to implement a Stranded lnvestment Reserve Fund Utilization 
Plan as outlined below: 

Current Estimate 
Avg Mkt Amount 
(G!/kwh) ($000) 
4.49 32,252 

5.97 0 

5.12 88,970 

5.1 7 88,970 

A. Direct Defeasance 
Commit $80 million to offset debt service requirements for Intermountain Power 
Plant (IPP) bonds from FY 2008 through FY 2023 including $6.5 million for FY 
2007 to permanently reduce average retail energy rates by approximately 
0.5ClkWh. 

Original Plan 
Avg Mkt Amount 
($/kwh) ($000) 
3.36 64,297 

3.60 11,524 

3.74 129,428 

3.73 140,952 

This proposed use of the direct defeasance funds includes the establishment of 
an escrow to fund a formal defeasance program for PWP's pro-rata share of 
outstanding bonds associated with IPP. The plan will be implemented utilizing 
the defeasance and prepayment program offered by the lntermountain Power 
Agency (IPA.) PWP staff has analyzed outstanding IPA debt and has identified 
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individual bond issues for which an economic benefit would be realized to PWP 
through early retirement. Annual deposits to the escrow fund would average 
approximately $6.5 million, although actual payments may vary depending on 
the economic benefits realized by retirement of specific bonds. This $6.5 million 
represents approximately 30% of PWP1s annual debt service requirement for 
IPP debt. 

The Department of Finance and PWP will partner to determine the ideal timing 
and selection of specific bond issues for defeasance to make best use of 
Reserve funds while minimizing impact on the City's investment portfolio and 
continuing to maximize investment earnings. Initial implementation of the 
defeasance and prepayment program is expected to require three to four years 
to minimize program implementation costs. Deposits to the escrow fund each 
year may vary based on timing and maximization of economic impact. 

B. Contingent Mitigation 
Retain approximately $50 million in the Reserve Fund to mitigate variable and 
unexpected SI resulting from very low market conditions, increases in power 
costs or outages associated with IPP or Palo Verde. Duration of investments to 
support contingent mitigation will be structured to meet cash flow requirements. 

This portion of the proposal is a continuation of the stranded investment strategy 
in place since 2003. The primary use for this portion of the Reserve is to protect 
ratepayers from increased energy charges during those periods of time when 
PWP1s long term contract prices exceed market prices. Planned withdrawal of 
funds from the Reserve protects ratepayers from market fluctuations by 
providing a "stabilization" effect. 

C. Refund Excess Funds 
Transfer the remaining $15 million in the Reserve Fund to the Power Cost 
Adjustment Charge Fund (PCACF) and "refund" this amount to customers during 
the remainder of fiscal years 2007 and 2008. The transferred amount would 
span two years with $10 million in FY 2007 and $5 million in FY 2008 to 
minimize impact on the City's investment portfolio. These funds will be applied 
against costs which would otherwise be billed to customers. 

EVALUATION OF ALTERNATIVE ACTIONS 

In developing the proposed stranded investment defeasance plan, PWP considered 
several alternative actions to the plan proposed herein. Alternate c~nsiderations 
included: 

Take no action. Based on currently projected market prices and production 
costs, the balance in the SIR would be approximately $1 10 million in 2023 
when the outstanding debt related to IPP and Palo Verde have been paid 
off. In the meantime, the Energy Cost Adjustment Charge would be 
increased as required to offset increased energy costs. 
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Refund the entire Reserve balance. This alternative would shift all 
stranded investment uncertainties and risks to future electric customers. In 
addition, if the entire Reserve balance was refunded, PWP would 
recommend that the City rescind its open access policy for electric 
customers to reduce exposure to competitive pressures. 

The Plan is consistent with the SI provisions in the Light and Power Rate Ordinance 
and the original imposition of the SIS. 

IMPACT OF PROPOSED PLAN ON RETAIL ELECTRIC RATES 

The graph below depicts the retail rate benefit (deferred increase or rate reduction) 
of the proposed Plan, assuming that the Direct Defeasance offsets an average of 
$6.5 million annually of IPA debt from FY 2007 through FY 2023 and the Contingent 
Defeasance is used to mitigate any residual SI per the current forecast of annual SI. 

Retail Electric Rate Benefit of Proposed SIR Utilization Plan 
2.00 

Hlstoncal 
1.75 Refund Excess to ECAF 

Contingent Defeasance 
1.50 W D~rect Defeasance 

0.75 
CI m 
K 

0.50 

0.25 

0.00 

If The Plan is not implemented, PWP will be required to implement several 
increases to the Power Cost Adjustment Charge over the next two years to 
generate additional energy revenues of approximately $20 million. These increases 
will restore the balance in the PCACF account and maintain the minimum required 
level of $8 million in the Reserve. The chart below illustrates the projected average 
electric rates with and without the proposed plan. 
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Projected Average Retail Electric Rates 
(With and Without the SIS Plan, in @/kwh) 

14.77 
15.0 

A 

+W/O SIS Plan - 414.77 

With SIS Plan 
14.0 

13.0 
----a 1 2.77 

-- 
/-- 

12.77 
12.0 --$g--- 

12.32 12.32 

10.Q 
Oct 2006 Nov 2006 Jan 2007 June 2007 Oct 2007 July 2008 

Note: 
Rates shown reflect planned PCA increases in November 2006, January 2007, and June 2007 to cover increasing energy supply 

costs, and the approved October 2007 Distribution rate increase. Other rates are assumed to remain constant. 

Attachment B illustrates the bill impact of the projected January 2007 and June 
2007 power cost adjustments without the SIS Plan for various categories of 
residential and commercial customers. With the adoption of the SIS Plan, the 
projected January 2007 and June 2007 power cost adjustments will not be 
necessary and there will be no change in the current customer monthly bill for 
energy costs. It is noteworthy that the projected impact relates only to the energy 
charge component of the bill. 
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FISCAL IMPACT 

The fiscal impact of The Plan will be to reduce PWP's exposure to stranded costs 
by lowering the cost of energy associated with PWP's long term contracts with IPP 
and retaining Reserve funds to pay any remaining above market energy costs as 
they occur. The reduced energy costs will be passed along to the customers 
through offsets to future increases in the Energy Cost Adjustment Charge 
component of rates. 

Withdrawals from the Reserve to reduce energy rates will cause a dollar-for-dollar 
reduction in net income to the Power Fund and may impact the General Fund 
Transfer. Net income will be lower as offsets to future energy charge increases also 
offset revenues generated by this component of the rate. Presuming that all energy 
charge costs would be billable, the transfer of $15 million to the Energy Cost 
Adjustment Charge Fund (ECACF) would offset potential additional revenues by an 
equal amount. Based on the current rate for the General Fund Transfer of 8.35% 
and subject to net income limitations, a maximum of $1.2 million in additional 
General Fund Transfer revenues will be offset during fiscal years 2007 and 2008. 

The impact to the General Fund Transfer for the other components of the plan are 
more difficult to quantify since the Direct Defeasance of debt service requirements 
does not have a comparably direct impact on revenues or cost reductions and cash 
flows from the Contingent Mitigation cannot be determined at this time. 

Respectfully submitted, ,/ 

City Manager 

Tunji Adedeji 
Manager - Financial Planning and Analysis 
Pasadena Water and Power 
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Reviewed by: 

--&sSd-%w3 
Shari M. Thomas 
Business Unit Director 
Finance and Administration 
Pasadena Water and Power 

Concurred by: 

City Attorney 
&*- 

Approved by: 

+ ~ h y ~ ~ i s  E. Currie 
I 

General Manager 
Pasadena Water and Power 

Concurred by: 

Stephen 'stark 
Director of Finance 
City of Pasadena 


















