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Th e der egu lation of the electric utility indus try has been well
publicized and mu ch discussed both insi de and outside the industry.
This deregulation produces the prospect of un certainty in an indus ­
try that has known some level of certainty through the "rate of
return" standards imposed by regulators to set rates, and thereby
support revenues . Accordingly, the historical concept of "used and
useful" will no longer be the determining facto r in calculating return.

Thi s change may produce economic dislocation given the capital
inten sity within the elect ric utility industry. The Federal Energy
Regu latory Commi ssi on ("FERC") has clea rly indicated that it in­
ten ds to create a competitive marketplace for electric power. It will
accomplish this by a llowing any generation source "open access" to
tran smi ssion lin es that have been previously controlled by vertically­
integr ated utilities .

As a result, certain assets, such as dist ribu tion assets and some
portion of t ransmission assets, will continue to be rate of return regu­
lated ; however, the remaining electric ut ility assets will most likely
be subject to competitive ma rket returns.

ELE CTRIC UTILITY DEREGULATION
At~D THE REGULATORY COMPACT

Electric utilities are compri sed of three separate but related
funct ions : the gen eration, transmission, and distrib ut ion of electr ic
power.
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Based upon the pronouncements to date by many individual
states and the FERC, the generation of electric power will be deregu­
lated over the next 12 to 48 months. Transmission of electric power,
although more problematic, will likely be deregulated over a longer
time frame. Finally, it would appear that retail distribution is not
likely to be deregulated in the near future, but may be deregulated
over an extended period of time.

By promoting open access to transmission, it would appear that
the FERC is attempting to lower electricity prices for most consumers
by eliminating the monopoly currently enjoyed by existing distribu­
tion companies . In theory, this competitive framework will be fostered
by having operators of transmission facilities post standard tariffs
and permit open access at those rates.

Currently, there is a wide disparity nationally among elect r ic
utilities as to the mix and concentration of individual asset classes ,
i.e . generation, transmission and distribution . Since transmission and
distribution assets will likely be subject to rate of return regulation
over the near term, this disparity in asset mix will have implications
on the potential assets that an electric utility may have at risk.

Different fuel types and operating performance have created a
wide range of rates to consumers. It is this difference which will lik ely
produce significant and long-lasting dislocation among competitors in
the industry. This dislocation, to the extent it occurs, will arise as
assets that were formerly sheltered in a rate setting environment
that presumed an economic useful life are subjected to free market
competition. Given the capital intensive nature of the electric utility
industry and very long lived assets, resource planning has taken a
long-term view. The current system has supported investment in
power generation assets under the understanding of return bas ed
upon little or no financial risk.

At the same tim e, local and state authorities , with support from
federal authorities, have also encouraged the growth of ind ependent
power producers. Because many localities had particular resource is­
sues and environmental issues that needed to be addressed, marginal
cost wa s not always the guiding principle in determining the size, fuel
type and precise location of a generating facility.

In the airline industry, the shift in regulatory focus forced a
shift in competitive emphasis to marginal cost pricing among com­
petitors in order to survive. Because airlines purchased or leased
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aircraft whi ch were capital intensive, as rates wer e deregulated , a ir­
lin es becam e fixated upon filling seats to cover these high fixed costs .
Thi s in turn led to highly variable far e structures, pa ssenger loya lty
pr omotions such as frequ ent flier programs, quick abandonment of
unprofit abl e market s , as well as rapid forays into less comp et iti ve
international markets.

We would expect to see these same strategies employed by elec­
tric utilities as competitive responses in a deregulated environm ent.
In fact , man y utilities today acti vely impl ement ways in which to
"se rve" their retail customers in other ways, such as security services ,
ene rgy conservation, ene rgy management and even telephone service .
We are al so see ing a number of utilities acquiring oth er utilities in
overseas markets.

However, electric utilities have a unique aspect to their history
th at will become sign ificant in a deregulated environment. Histori­
ca lly, utilities have accessed capital (both debt and equity ) under a
tacit compact am ong the regulators, the utility and th e invest ors.
Th is compac t established rates of return that were sufficient to at­
tract capita l through a revenue mechanism linked to electr ic rates.

The nature of rate of return regul ation and the backstop that is
confer red by pa ssin g through costs has provided an artificia lly low
cost of capi tal to utilities . The certainty of cash flows has allowed
util iti es to use mu ch higher levels of debt and preferred stock than
indust rial s to achieve the sa me bond ratings. Even electr ic utility
equit ies a re perceived to have stable cas h flows and henc e, higher
dividend levels , which have supporte d valuations in excess of othe r
businesses given th e historically low growth prospects of utilities .

Governmental Policy, IPPs and Capital Costs
Anoth er imp ortant feature of the electric utility industry is the

finan cing activities of the U' .S. government. Since the Depression, the
U.S. govern ment has been committed, as a matter of policy , to pro­
moting the growth of electric power throughout the Un ited States. To
accomplish this, both the U' .S. government and man y state govern­
ments have en courage d the construction of generati on and
distr ibution facilities.

Th e attraction of environmentally friendly power and the per­
cept ion of potential power shortages fostered government actions to
encourage a wide variety of companies to generate electr icity to se ll to



elect r ic utilities . One exa mple of su ch govern me nt policy was the
Public Ut ilities Regulatory Policy Act ("PU RPA") of 1978. This legis­
lation mandated that utilities purchase power from these en t ities
und er certain conditions .

Developers were able to fin anc e their pr oject s from the revenue
st re a ms cre a te d by these power purchase ag re eme nts . Given the typi ­
cal st rength of an elect ric utility's credit rating, these facilities could
be leveraged, and in some cases, highly leveraged . The debt burden
associated with these power plants would be insupportable without
long-t erm contracts from highly rated utilities , ofte n with gene rous
expense pa ss through features . In a deregulated environme nt, these
contracts would have to be evaluate d similarly to any potential con­
tra ct that would be put forth by the newl y indep endent ut ility
gene rato r .

MANAGING THE REALLOCATION OF VALUE

Identifying the Value Gap
We believe the movem ent to a deregulated sys te m will, over

time, create "value gaps" betw een the implicit market va lue s of elec­
tric utility assets and current book values of these assets. Although
the impact will be felt initially in the generating class of assets , trans­
mi ssi on and di stribution asse ts will not be immune. Thus , the
principle chall en ge for managers of utility as sets will be to manage
this reall ocation pr ocess in such a manner to as maximize share ­
holder wealth without creating undue risk for ot he r st ake holde rs
such as credito rs, employees or customers .

Managin g this process will not be easy and will not be reduced to
a standa rd solut ion . Identifying problem s and cor rectin g them a re a
critical functi on for a management team in thi s env iro n me nt. F or
those managem ents committed to accepting the in evitability of com­
petitive change, we sugges t (i) developing an analytic template which
seeks to value ea ch segment of the business on a stand-a lone basis , (ii)
identifying and isolating issues of structure (both orga nizat ional and
capital) that will promote or hinder profitability and comp etitiven ess
in a deregulated environme nt, and (iii) creating a st rategic progr am
that se ts out the key goals and tasks to be accomplished in ad apting to
the new comp etitive environme nt.



48 Cogl'llCril tioll and Compctiiii« 1'011'l'r [ournal Va/. l l , No. 4

Assessing the Value Gap
Ea ch busin ess entity has a unique competitive profil e that se ts

it a pa rt from it s competitors. This profil e is comprised of it ems such
as cus to mer mix , market area , asset mix and capital structure. In a
der egulated environment , each of these areas will be affected in dif­
ferent ways. Under standing the extent and breadth of this impact on
ea ch segment of the business will provide an essential underpinning
for adopt ing an effective strategic response.

Unlike airlines , wh ich use capital to acquire and operate highl y
mobile aircraft , electr ic utilities use their capital on fixed assets with
limited a lte rnat ive uses. Th erefore, airlines can redeploy their assets
relatively quickly, while elect r ic utilities have limited flexibility.
However, like a irl ines , competitors will be likely to price their product
on a marginal cost basis to spread a high level of fixed costs among
more customers.

Understanding how this st rategy may impact an y given util ity
involves valuing the utilities' assets on a stand-alone basis. Today,
margin al power in selected markets is being priced at approximately
l e per kilowatt hour. According to Standard & Poors, the average cost
of eac h kilow att deliver ed to a cus tomer var ies between 4e and I2 c.
Th e disp arity between the marginal cost at the generator of the low­
cost pr oducer plu s anticipate d transm ission and distribution costs
and the curre nt delivered cost to the consumer indic ates the magni­
tude of the potential reallocation of value.

Through an exhaustive assessment of each as set category and
each ass et within that category, managements can begin to develop a
strong sens e as to the magnitude of the reallocation of value issue.
Th e approach for valuing these assets should, in our view, be based
up on the anticipated marginal cost of power. Since an y valuation for
finan cial purposes is subject to many assumptions and judgments ,
the objec tives should be to quantify the potential impact in terms of
order of ma gnitude as opposed to a specific number.

Controlling the Value Gap
On ce the order of magnitude has been determined , managem ent

should take up the issue of controlling and ultimately reducing the
va lue gap to the maximum extent possible. Management's ability to
do this over time will be influenced by many internal and ext erna l
st ructural issu es .
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Th e internal issues will be comprised of items of orga n ization,
such as reportin g relationships, functional accountability, employee
re la tio ns h ips, and structural design (subsidia ries vs. divisions). The
exte rnal issues will be comprised of ite ms such as regulatory relation­
s h ips, leg isl a t iv e relati on ships, servi ce a re a a nd cus to mer
dem ogr aphics . Local economic patterns and compet itive issu es with in
the market , as well as nearby market areas will a lso be important.

Becau se many of the it em s listed above have long stand ing or i­
gins , they wi ll be the most difficult to change. However, to assume
that they do not matter or can be ea sily man ipulated will be a fata l
mistake for many.

Br inging these forces together may be the sing le most im por tant
act a man agem en t team can perform for the long-term wealt h of
shareho lders and ot he r cons ti t uents in the face of rapid changes.
Accomplishing t his t ask will require the objective analys is of each
major st ructural element that needs to be modifi ed in red ucin g the
va lue gap.

Orchestrating the effective use of these st ructural eleme nts will
provide man agem ent with a meaningful strategic and tactical chal­
leng e for a prolonged period of time. Without this exe rcise , however ,
managem ents will cede control of their organizational destinies to
market forces .

Give n the capital intensity that has characterized the util ity
industry hi storicall y, a utility's capital st ructure will be one of the
more im port ant iss ues to be consid ered . Trad it ionally , elect ric utili­
ti es have financed themselves with high levels of debt and preferred
stoc k. For the most part, the debt of public utilities is sec ured with
mortgages on utility property. Indentures covering the issu ance of
such deb t frequently conta in contractual obliga tio ns with respect to
fixed charge coverages, ea rn ing s tests, or collat eral coverages which ,
if violated, could pr ecipit ate a default wh ich in turn could cause long­
term payment obligations to be du e an d payable in advance of
sche duled maturity.

In add it ion to fun ded debt obligat ions, utilit ies h ave used se v­
era l "off-balance sheet" obligat ions to fund their operatio ns or reduce
the cost s of operatio n. Fuel supply contracts are freque ntly used to
insure ready supplies of fuel for gen erators. Power purchase cont racts
h ave been executed for env ironmental reasons and for assuring regu ­
lators a nd cus to me rs that a dequ ate su pplies of power will be
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available for a given market. Power supply contracts have been en­
tered into to assure a ready source of revenue when the immediate
dem and for available power may be in doubt , Finally, the sale and
leaseback of power gen er ation assets ha s been used as a source of
gene rati ng cash .

Each of the items mentioned above comprises , in part , the ca pi­
ta l st ruct ure of an elect r ic utility. As suc h , these contractual
obligations sh ould be consider ed along with other important st ruc­
tural issu es as part of the analysis of the value gap. Unfortunately, in
times of financ ial stress , many of these financ ial item s may come into
conflict with othe r structural issu es.

In December 1995 , Standard & Poors conducted a study to de­
termin e the imp act on utility revenues if cus tomers were to able to
choose their source of power. This study concluded that in a deregu­
lated environment , revenue could declin e by $10 to $26 billi on . Su ch a
decline would cause severe financi al strain on man y utilities .

In such an environment , man agem ents' and their Board's of Di­
rectors tak e on added responsibilities. As the level of finan cial st ress
in creases, the obligat ions expa nd from the share holde rs to othe r
stakeholde rs, including creditors, suppliers and cus tome rs .

In some cases the competing demands of various cons ti tue ncies
can be met through qui et negotiation away from the public. However,
as the number of difficult constituenci es in crea ses and the level of
finan cial stress increases, ther e is less likelihood th at such a feat can
be accomplished without th e protect ion of the bankruptcy court .

Bankruptcy as a Survival Strategy
Alr eady one major utility has proposed to exte nsively modify its

re lations hi ps with supplie rs and cus tome rs under a voluntary ap ­
proach . In making this pr oposal , th e utility also indicated that if the
proposal (or someth ing very simila r) were not agreed to, bankruptcy
would be likely. However , it seems difficul t to justify the potential
losses to share holders without any specific event necessitating a fil­
ing. Never the less, bankruptcy as a surviva l stra tegy will conti nue to
be consid er ed as a rational respons e in a deregulated environment .

Unfor tunately, the t rack record for successful bankruptcies
among public utiliti es is not very compelling . For the most part, an
analys is of th e outcomes of utiliti es filing for the protect ion of the
courts shows that it is more likely for an elect r ic utility to be sold to
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a third party than to su ccessfully reorganize. Thus, management
should view bankruptcy with trepidation; it is an expens ive and un­
cer tain pr ocess for modifying creditor clai ms in light of changed
circums tances .

Addressed in this light, bankruptcy becomes a poor choice for a
util ity man agement team see king a panacea . Instead , a management
team , havin g ident ified a significant value gap , and having limited
ability to resolve the st ructural issues creating the value gap, may
decide to use bankruptcy as a tactical tool to reduce their va lue.

Neve rthe less , man agements in such situations would be well
advised to consider thoroughly all issues pertaining to the successful
reorganizati on of their compa ny . If su ch conside rat ion produc es a
limited number of issu es that are see mingly intractable in reducing
the value gap, a care fully planned strategy using a bankruptcy filin g
as a tacti cal mean s to for gaining agreement may be desirabl e.

Th e reason for this is quite simple. Th ose utiliti es seeking to use
bankrup tcy as a tactical response are in all probability those with
very difficult regul atory issues and complex contractual obligat ions.
In such cases, pr oceedin g into bankruptcy frequ ently may produce
counter-intuit ive results.

Using th e bankruptcy court to resolve these types of iss ues is not
particularly useful becau se the courts have little basis for applying
the bankruptcy law in these types of situa tions. Usually, rejecting an
executoria l contract can give rise to certain claims subjec t to offsets
and mitigation . If multiple ty pes of contracts are in quest ion , it may
prove difficult to devise a common standa rd by which to mea sure the
economic cost to the debtor.

Achieving rate relief through the bankruptcy courts has proven
to be even more pr oblematic since it is not clear that the courts have
the power to impose and enforce these types of rem edies . Th e same is
true of the labor argu ment whe re wholesale reject ion of collect ive
ba rgai ning agreements has been made more difficult.

In summary, util ity managem ents who have made an exhaus ­
tive eva luat ion of the asset classes on a market ba sis and have
developed a sizab le va lue gap as a result of that analysis may want to
cons ide r bankruptcy as a tool to surv ive the rigors of deregulation
over the long term . However , the tactic is probably best used when
one or two st ructural issu es can be clearly isolated as imp ediments to
redu cing the value gap.
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Concl usio ns

Over t ime, deregul ation in the elect ric utility industry will ca use
significa n t economic dislocations . Like the airline indus t ry, the elec­
t ric ut ilit y industry seems to be anticipa t ing these dislocations by
cons olidat ing within the sec tor, acquir ing assets outside the Uni ted
State s, and emba rking up on internal restructuring progr am s.

However, given the current "spre ad" between the margin al pri ce
of elect r ic power and deliv ered rates to consume rs in vari ous local es ,
it seems cert a in that margin al pricing will drive down revenues j us t
as it did in the airline industry. At th e same tim e, unlike the ai rl ine
industry, the elect ric utility industry is highl y segme nted and only
one segment (genera t ion) is likely to be deregul ated soon.

Well-managed utilities will ga in a better underst anding of their
prosp ect s by evaluating all seg ments of their businesses and develop­
ing an es t imate of their dislocation in a deregulated marketplace.
Next , they will se t out to identify and mobiliz e those st ruct u ra l ele­
ments whi ch will enable th em to close that va lue ga p.

Man agem ents who cannot or will not recogni ze and deal with
these iss ues because their "fra nchise" is too important to go down,
will be well advised to rem ember that at one time, the Pan Am erica
logo was one of the most recogni zed tradem arks in the wor ld .
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