Observations regarding the Liquidity Strategies workshop

Howard Schwartz
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(Note: These are my personal observations based on what I heard at the workshop and do not necessarily reflect official Department or State of Washington positions)

The most important information I took away from the “Liquidity” Workshop on May 1 was that all proposed capital transactions take place within one unified borrowing cap, which means that any one capital transaction limits all others.  Thus, if BPA “holds” proceeds from an ENW Debt Optimization transaction, it means that the proceeds are not available to reduce the corresponding treasury debt.  The fact that treasury debt has not been reduced means that there is less room under the borrowing cap and some other capital transaction, such as part of the capital program (transmission lines, system improvements, etc.)  may have to be foregone.  Similarly, a commitment by BPA to fully fund the capital program means that less borrowing authority is available to capitalize (in any manner) items that are now expensed (conservation, augmentation costs, current expenditures, etc.) in order to reduce near term outlays by spreading them over time. 

While all borrowing by BPA is economically fungible, it is not all equal in terms of political consequences or legal authority.    In evaluating political consequences, appearances are more important than substance.  Thus, it is important to avoid the appearance that a treasury payment has not been met or that the proceeds from ENW Debt Optimization have been used to meet current expenses.  It does not matter if the overall effect on BPA’s total debt structure is the same.   Thus, BPA’s borrowing authority is the same if a treasury payment is not made (since the payment goes to retire debt) or if the payment is made and an equal amount of new debt is incurred.   The same is true in the case of “holding” the proceeds of the ENW debt swap.  Therefore, it behooves BPA make the treasury payment and use the ENW proceeds as bond rating agencies expect and then use other financial tools to access BPA’s borrowing authority.  There is no shame in using debt to manage cash flow.  It is standard financial practice.  Many of BPA’s largest customers have done the same in order to manage similar financial crises brought about by the same conditions.  The entities are only obliged to be prudent in how they borrow.  Legal authority comes into play here since some financial tools can be used in some situations but not in others.  I confess that even after the workshop, I still do not fully understand when issuing bonds is appropriate and when other financial instruments should be used.  I trust that BPA’s finance staff can figure that out. 

My recommendations therefore are as follows:

1. Make the treasury payment in October and use ENW proceeds as expected.

2. Follow many of the cost cutting recommendations offered by rate-case parties.

3. Settle the residential exchange lawsuit.

4. Use as many financial tools as is needed (roll over debt that comes due, use the line of credit, issue new debt tied to specific assets, capitalize conservation for augmentation, capitalize augmentation costs, use third party debt, etc.), prudent (does not increase BPA’s total debt beyond appropriate benchmarks, leaves enough borrowing authority to finance essential capital projects, etc.) and equitable (doesn’t push an unfair amount of cost into years beyond the rate period) to bring any net rate increase as close to zero as possible.

A note on equity:  The electricity crisis of 2000-2001, and BPA’s responses to it, had the effect of radically changing the relative allocation of costs and benefits of the FCRPS from what was agreed to under Subscription.  In reflecting on how this happened, BPA, in its “Lessons Learned” paper (p. 26), noted that  “When such issues affect the equity of how the benefits of the federal system flow to its customers, however, there may be a need to allow for more flexibility in the structure of such arrangements, or shorter contract lengths, or mechanisms that maintain equitable relationships between customers classes, to allow for changing conditions that could significantly affect equity calculations and/or perceptions.”   Capitalizing or deferring any of BPA’s current rate period expenditures changes who pays for them.   This would especially affect the pre-subscription customers who, in good faith, agreed to take certain risks in the expectation of avoiding others. Their judgment has been rewarded.  However, as in the case of the residential customers of the IOUs, there has been such a large deviation from the relationships among customer classes agreed to under subscription that some adjustment might be in order.  
