
CITY OF LOS ANGELES 
CALIFORNIA 

August 23, 2012 

The Honorable Members of the Los Angeles City Council 
City Hall 
Los Angeles, CA 90012 

Honorable Members: 

Please find attached the Los Angeles Department of Water and Power (LADWP) -
Power System Financial Review and Rate Restructuring Analysis report. The 
Financial Review was prepared in accordance to Council Action, of April 8, 2011, 
instructing the City Administrative Officer (CAO) and the Chief Legislative Analyst (CLA) 
to conduct an independent third party review of the LADWP's Revenue 
Requirements/Rate Restructure and Rate Action proposals (CF#10-0475-S7). On 
December 2, 2011, the City Council also instructed the CAO and the CLA to include an 
assessment of cost reduction options as part of the Financial Review (CF#1 0-04 75-SB). 

The Office of Public Accountability (OPA) was included as a joint administrator of the 
Review upon the establishment of the Office. PA Consulting Group (PA) prepared the 
Financial Review through a contractual agreement through the CAO/CLA and the OPA. 

The objective of the Financial Review of the LADWP's power system rate and rate 
restructuring proposal is to ensure that the financial interests of the City residents are 
protected by conducting a rigorous analysis of the financial condition of the LADWP, 
major cost drivers and the impact on the ratepayers. Furthermore, the goal is to provide 
greater transparency, comprehension and confidence of each of these elements prior to 
consideration of a proposal by the City's decision making bodies. 

Please note that PA's Review provides the following key findings and recommendations: 

Power Rate Proposal: 

• The LADWP's increasing revenue requirements are driven by regulations, power 
system reliability needs, and credit rating considerations. 

• To address these needs in the short-term, the LADWP's proposed 5.5% average 
annual two-year rate increase is determined to be reasonable and warranted. 

• The surcharge-based restructuring approach of the two-year rate increase should 
be revisited in two years' time and be replaced with fully restructured permanent 
rates once legal considerations allow. 



.Cost Reduction Assessment: 

• In 2011, the LADWP launched a 3-year cost reduction plan and has met or 
exceeded its first year objectives through the implementation of a hiring freeze, 
eliminating vacancies, reducing overtime costs, refinancing debt and increased 
collections. 

• Achieving operational cost containment will help mitigate significant future rate 
increases. Many of the transformational changes cannot occur without 
renegotiating the existing labor contracts. The existing labor contracts expire in 
approximately two years. 

In conducting the Financial Review, every attempt was made to ensure the 
independence of PA from the LADWP. Information was provided and verified by the 
LADWP. PA was tasked with reviewing information, comparing LADWP to other utilities 
and developing their own analysis and conclusions. The PA scope of work was 
established independently by the CAO/CLA and OPA Our Offices limited our interaction 
with PA to clarification of information, formatting, contract compliance and the checking 
of logic. PA was not directed in the formulation of conclusions and/or recommendations. 

Sincerely, 

4-J;~ 
Migu~l A Santana ~ 
City Administrative Officer 

c;;:z~tJO.P 
Frederick H. Pickel 
Office of Public Accountability/ 
Ratepayer Advocate 

F.. Miller 
Chief egislative Analyst 

CC: Honorable Mayor Antonio R. Villaraigosa 
Honorable Board of Water and Power Commissioners 
Ronald 0. Nichols, LADWP General Manager 
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Executive summary 

The Los Angeles Department of Water and Power (LADWP or “the Department”), driven by regulatory 

mandates and infrastructure requirements, is transforming the Power System into a more nimble, efficient, 

and environmentally friendly system.  This transformation will increase costs, driven by capital investments 

to meet regulatory compliance obligations, upgrades for system reliability, expanding the energy efficiency 

program, and cash reserves required to maintain the Power System’s AA- credit rating.  To fund these 

programs, LADWP is proposing rate increases to be implemented with a new set of rate surcharges 

authorized under new rate ordinances.   

LADWP is facing multiple regulatory mandates, including compliance with a Renewable Portfolio Standard 

(RPS) and the elimination of once-through cooling (OTC) in its ocean side plants.  Additionally, the 

Department is planning to accelerate its regulatory compliance away from coal with a desirable but costly   

early divestment of its portion of the Navajo coal plant. Funding is also needed to maintain a power 

system infrastructure that has suffered chronic under investment over the years.  

The current financial plan
1
 – and LADWP’s preliminary numbers for fiscal years 2015 through 2017 – 

feature increasing operations and maintenance (O&M) expenses and an expanding capital funding plan 

that calls for more than $7 billion in capital expenditures over the next five years, more than two-thirds of it 

funded by debt.  Meeting the financial needs of the LADWP system will require nearly $500 million in 

increased retail revenue in FYs 2013 & 2014,
2
 and preliminary estimates indicate the need for an 

additional $2.4 billion in the three years following.   

These are costly but necessary obligations. To meet them a utility can raise rates, reduce costs, or both to 

free up the necessary capital.  After considering the regulatory challenges faced by the Department, 

examining the Power System’s financial analyses, and considering a range of cost reduction options, PA 

finds that LADWP’s two-year financial plan, with its underlying programs to meet regulatory mandates and 

maintain system reliability, should be funded.  With significant cost reduction opportunities limited in the 

next two years, the proposed rate increase is reasonable and warranted.  For this two year period the 

majority of the additional funding needed will come from revenue increases.  In the years following this 

two-year rate cycle there are significant opportunities for cost reduction, which are discussed later in this 

report.   

                                                      

1
 The Department’s financial plan used for the revenue requirement analysis, Case 89, reflects the 2-year rate increase proposal for 

FYs 2013 and 2014 and offers preliminary projections for fiscal years 2015 through 2017.  The Department’s rate request is based 

on the figures for 2013 and 2014, and it considers the figures for future years to be indicative and preliminary.  PA has generally 

reviewed spending levels over all five years, because the longer time period captures the range of near-term spending needs, better 

indicates trends over time, and is not as easily distorted by cost shifts from one year to another.  However, PA does acknowledge 

that the outer year projections are not necessarily based on firm plans and are thus subject to much greater uncertainty. 

2
 A set of PA recommendations on the rate restructuring – specifically, removing the cap on the Incremental Reliability Cost 

Adjustment surcharge (IRCA) and moving away from the corresponding balancing account – caused LADWP to revise its Financial 

Plan.  The new plan (Case 119), will change the rate increase from 4.8% and 6.0% in FY 2013 and FY 2014, respectively, to 4.9% 

and 6.0%.  However, the financial plan presented by the Department in its Power System Rate Proposal and on which this report’s 

financial analysis is based is Case 89.  Other than the different treatment of the IRCA (referenced in the first sentence of this note), 

the only significant differences between Cases 89 and 119 are the timing of the amortization of the outstanding balance in the RCA 

Adjustment Account and an assumption on how quickly FY2013 energy efficiency investments will impact usage.   O&M and capital 

expenditures, for example, are identical.    
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LADWP’s base rates have also not increased since 2009 and the Energy Cost Adjustment Factor has not 

increased since July 2010.  PA recommends approving the proposed rate increases of 4.9% and 6.0% in 

fiscal years 2013 and 2014, respectively, and supports the accompanying rate restructuring as an 

imperfect but necessary adjustment to account for current legal considerations (see Section 4.5).      

PA sees evidence of improving fiscal discipline under new management and a level and quality of 

communication from Department management that has improved markedly from prior leadership.  The 

Department has effectively harvested low hanging fruit for cost reduction opportunities which has relieved 

some pressure from near-term revenue requirements.  Achieving needed transformational cost reductions 

in the years ahead will require leadership and cooperation from City management, the LADWP and its 

labor unions.  In other words, changing the way LADWP operates and lowering its costs is not a problem 

that LADWP management can successfully undertake alone. 

Part One of this report looks at the programs and issues that drive the Department’s rate request, the 

structure of the rate request itself, and the proposed changes to the power ordinances.  In Part Two, the 

report separately examines cost reduction issues and opportunities that should be pursued in the years 

ahead.  

Part One - Rate Proposal 

LADWP customers have enjoyed some of the lowest electricity rates in the State of California in the past 

five years, with system average electricity rates 10% to 20% lower than its peers’ rates.  Power System 

costs are increasing though, driven by regulatory mandates and reliability investments, and are expected 

to continue increasing through 2014.  The Department is proposing to meet its increasing costs through a 

rate increase. Given the legal and infrastructure requirements faced by the Department, and the positive 

developments made by current LADWP leadership, PA believes that this rate increase is necessary and 

warranted.   

LADWP rates and O&M costs have historically been lower than those of its peers, 
but are increasing rapidly  

LADWP electricity base rates have not increased since 2009 – the Energy Cost Adjustment Factor 

(ECAF) increased in July 2010 – and have historically been lower than those of its publicly-owned (POU) 

and investor-owned utility (IOU) peers.  A benchmarking analysis comparing LADWP to its utility peers 

reveals that LADWP's electricity prices from 2006 to 2011 were much lower than average and lower than 

those of nearly all of its IOU and POU peers, aided by low-variable cost coal and nuclear generation.  As 

described in Section 2.1.1 with the exception of Sacramento Municipal Utility District (SMUD) (in 2009, 

2010 and 2011), LADWP has enjoyed lower average system retail rates than other municipal utilities and 

California investor-owned utilities.  LADWP's O&M cost metrics have also been lower than average.
3
     

These historical cost advantages appear to be eroding.  The Department’s retail rates and O&M costs 

have been increasing more rapidly than those of its peers.  LADWP’s system average retail rates grew at 

a compounded annual growth rate of 5.7% over the same 2006-2011 time period, higher than any of its 

peers.  Similarly, LADWP O&M per MWh and O&M cost per customer increased at annual rates of 7.3% 

and 6.6%, respectively, 39% and 62% higher than the equivalent panel averages.  Finally, the 

                                                      

3
 Note that it is harder to interpret the source of lower O&M costs, which could theoretically result as much from underinvestment or 

greater commitment to capitalizing activities as it could from efficiency (especially given the findings of higher salaries at LADWP).    
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Department’s 56% capitalization rate is already higher than that of all other utilities reviewed with the 

exception of SMUD, indicating the Department’s greater reliance on debt funding than its peers.  

The Department’s proposed 2-year financial plan and preliminary projections 
through FY 2017 require significant rate increases, driven by obligatory 
investment in system reliability and regulatory compliance  

Reversing the trends in cost and rate growth will be extremely difficult given the capital funding obligations 

required in coming years.  In spite of well-conceived compliance plans and initial efforts to limit O&M cost 

growth, the Department’s current 2-year financial plan and preliminary projections through FY 2017 reflect 

ongoing cost and rate increases.   

The Department’s increasing revenue requirements are driven by regulations, power system reliability, 

and credit rating consideration. 

Regulations 

A major part of the Department’s financial plan is driven by a series of regulatory mandates.  In particular, 

the Department is required to meet the following regulatory constraints in Table ES-1. 

Table ES- 1: Major Mandated and Non-Mandated Regulations 

SCAQMD Stipulated Order and the OTC elimination policy 

The SCAQMD stipulated order requires LADWP to reduce local air emissions through repowering its less efficient in-basin 

generating facilities.  The Once-Through Cooling (OTC) elimination policy, as implemented by the State Water Resources Control 

Board, mandates that the Department's in-basin fossil generators with a “once-through” cooling system be repowered or shut down.   

SBX1-2, California’s Renewable Portfolio Standard 

SBX1-2 requires that 20%, 25%, and 33% of the Department’s electricity sales be met through renewable sources by 2013, 2016, 

and 2020, respectively.  Currently, penalties associated with non-compliance have not been defined under the mandate. 

AB 32 and SB 1368 

AB 32’s goal is to reduce California’s Greenhouse Gas Emissions to 1990 levels by 2020.  LADWP is in compliance with AB 32 and 

does not currently project future AB 32-related expenditures.   

SB 1368 prevents LADWP from taking any new coal-fired power under long term contract. Due to the grandfathering of current 

ownership stakes and contracts embedded in SB 1368, the Department's financing plan will not be heavily impacted by the bill until 

the expiration of its contract share in Navajo Generating Station in 2019.  Once the Navajo contract expires, or should LADWP 

follow through with plans to divest in 2016, the cost of transitioning away from coal will be substantial.  LADWP receives 

approximately 40% of its power through its interests in the Intermountain Power Project and Navajo, and 14% from Navajo alone, at 

a significant discount to the gas-fired and renewable generation options that would likely replace this generation.   

Energy Efficiency (AB 2021)  (Non-mandated) 

AB 2021 calls on publicly-owned utilities to “identify all potentially achievable cost-effective electricity energy savings and establish 

annual targets for energy efficiency savings and demand reduction for the next 10-year period.” LADWP does not technically have a 

legally binding obligation to meet any specific target, but the Department has committed to a 10% target for its energy efficiency 

program as part of the Board-mandated objectives.   
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Power System Reliability 

In the 2010 Power Integrated Resource Plan (IRP), LADWP stated that the majority of its electrical 

infrastructure is 40 to 70 years old. The Department also has an increasing maintenance backlog.  To 

replace aging transmission and distribution infrastructure in a systematic and sustained manner, the 

Department has implemented the Power Reliability Program (PRP).  The PRP’s goals are: 

 Improve reliability of lines and substations 

 Conduct regular inspections and maintenance to discover potential setbacks and prevent faults 

and outages 

 Replace equipment according to life expectancy. 

LADWP's power supply also faces reliability challenges stemming from its aging fleet of plants, tightening 

reserve margins, and RPS-driven trend towards intermittent generation.  As LADWP increases its reliance 

on intermittent renewable sources such as wind and solar, it also needs ample generation capacity that 

possesses high power ramp rates and quick response ability.   

Credit Rating Considerations 

For the Power System, maintaining its AA- credit rating and preserving the associated borrowing cost are 

critical to maximizing the cost-effectiveness of its capital program, and LADWP determines its revenue 

requirement with an eye towards meeting the debt service coverage ratio and cash on hand metrics 

needed to maintain its current rating.  This is not unusual, and just as there is a benefit to having a low 

cost of capital there is a cost to being downgraded (in the form of higher interest payments).  Still, there 

may be room to consider how far a utility should go to protect its credit rating. 

The Department has responded effectively, but meeting its obligations will be 
costly in future years 

The Department has generally positioned itself quite well to meet its obligations in a sensible and fairly 

cost effective manner.  On RPS, for example, the Department owns or has contracted with a portfolio of 

assets that is fairly diverse (both technologically and geographically), includes cost-effective wind and 

biogas deals, and generally takes advantage of existing LADWP transmission.  To meet air emission 

standards and eliminate once-through cooling, the Department has initiated an ongoing effort to repower 

its in-basin generation in a manner that will increase the flexibility and performance of the system.  While 

PA recommends closely monitoring the associated construction costs and benchmarking them against like 

projects elsewhere to gauge their ultimate cost effectiveness, we believe the effort to add more quick start 

capability and voltage support will serve LADWP well as it seeks to integrate increasing quantities of 

intermittent renewable resources in future years.  

Although necessary and well–conceived, the costs of compliance and maintaining reliability do add up: 

 O&M costs are projected to grow from $926 million in 2012 to $997 million in 2014, a compound 

annual growth rate of 3.7%.   

 Capital expenditures are projected to grow at a much greater annual rate of 15.5% over the same 

time period, from $1,238 million to $1,650 million.
4
     

                                                      

4
 Note: capital costs are “lumpier” than O&M, as capital expenditures in a given year tend to be driven by individual large 

investments.  As a result, growth rates are heavily impacted by the start and end years selected.  Capital expenditures are high in 

2014 due to repowering costs at Scattergood, major expenditures on the Barren Ridge Transmission Project, and heavy PRP 
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 The bulk of the capital expenditures are fueled by debt.  The Power System did not borrow in FY 

2012 – a prudent decision given the likely negative response of ratings agencies had borrowing 

preceded a rate action – but expects to borrow  $1,131 and $1,238 million in FYs 2013 and 2014, 

respectively.     

The Department has made an effort to limit near-term cost increases, but this effort to contain rate growth 

has generally been achieved not through widespread cost reduction but by shifting labor and other O&M 

costs (which impact rates in the year incurred) to capital (which can be amortized over a number of years).   

In spite of the more muted impact on rates, debt-fueled capital spending increases like these cannot be 

sustained indefinitely.  These costs will have to be borne by ratepayers, so rates need to rise.    

The Department’s rate restructuring proposal 

To implement the necessary rate increases, the Department has created new rate surcharges to be 

approved as an addition to the current rate structure.  Legal considerations have led LADWP to design 

this new rate structure rather than redesign and increase the current rates (see Section 4.5).  The 

Department has created a set of surcharges on top of the current rates, broken down by cost categories.  

These surcharges will be applied over and above the rates previously in effect – based on the increase in 

the Department's costs – and will be grossed-up to account for City Transfer expenses.  The surcharge 

structure is the recommendation of the City Attorney’s Office, based on legal considerations (see Section 

4.5).  This complex structure is not desirable for the long term, but based on the advice from the City 

Attorney it is warranted for a limited time.    

In a 2010 review, PA suggested that the Energy Cost Adjustment Factor (ECAF) be decomposed into 

several differently treated rate components.  Different cost recovery principles would be applied to the 

three components, depending on their controllability and predictability.  The Department has characterized 

its set of surcharge components as a "good faith" move towards restructuring because even if the current 

ECAF is not restructured, the additional charges will be.    

The set of surcharges is illustrated in Figure ES-1.  In addition to the three components derived from the 

ECAF, the new structure includes the Incremental Reliability Cost Adjustment (IRCA), which is associated 

with increases in PRP costs, and explicit (not pass-through) additions to the base rates in the current 

ordinance.   

Finally, the new structure includes a Base Rate Target Adjustment (BRTA) which has been characterized 

as a revenue decoupling charge related to energy efficiency.  A revenue decoupling charge is a way to 

ensure that if rates based on sales volume (kWh) do not achieve a desired revenue level, rates will 

subsequently be increased to account for the shortfall.  The BRTA would guarantee collection of the base 

revenue target if revenues fall short due to energy efficiency or any other reason.  PA thought that 

application was unnecessarily broad and in response the Department agreed to limit BRTA to target 

revenues for only the two years FY2013 and FY2014. 

                                                                 

investment, but preliminary projections for 2015 through 2017 project lower levels of investment in those years.  The annual growth 

rate from 2012 through 2017, when preliminary estimates call for $1,467 million in capital expenditures, is only 3.5%. 
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Figure ES-1:  Structure of the surcharge rate proposal 

 

The Department’s rate proposal involves two new ordinances.  Ordinance 180127 (the Electric Rate 

Ordinance) will not be amended or repealed; the rates and Factors (ECAF, RCAF, etc.) specified in that 

ordinance will remain in force.  The City Council will be asked to pass two separate and independent 

ordinances.  The first new ordinance defines the set of rate surcharges but is intended to leave all rates 

and schedules in the Electric Rate Ordinance unchanged.  The second new ordinance will effectively 

modify the Electric Rate Ordinance by adding two new rates to be used by customers instead of current 

rates:  a new Experimental Alternative Maritime Power (AMP) interruptible schedule and a new Rider EV 

for electric vehicles.  The two ordinances are designed to become effective simultaneously. 

The rate restructuring proposal requires close scrutiny by City policy makers and the Ratepayer Advocate 

in the areas of precedents, cost controls, and transparency.  However, it is reasonable to approve this 

restructuring on a temporary or interim basis until uncertainty arising from legal considerations is resolved 

(see Section 4.5). 

PA believes that short of making unprecedented and significant cuts, further delaying the adoption of the 

rate increases will only exacerbate the level of future needs.  The longer approval takes the greater the 

near-term rate increase will be and the greater the risk of compromise to the current slate of important 

spending programs.  41% of the estimated surcharges in FY14 are for funding mandated programs, and if 

at least that level of rate increase is not approved LADWP and the City will be faced with being in non-

compliance or further increasing LADWP debt beyond already high levels. 

Based on LADWP diagram "Proposed Power Rate Structure" updated 5/3/12 and draft Incremental Rate Ordinance 

Current Base Rate level, ESAF, etc.

Variable Energy Adjustment
Fuel

PPA (non-RPS)
Economy Purchases

Legacy Under-Collection
Energy Efficiency Decoupling

Variable RPS Energy 
Adjustment

Capped RPS Energy 
Adjustment

Incremental Base Rate Costs

 Pass-through factor, no cap on rate changes
 Fuel includes gas, coal, nuclear and hydro
 ECAF and Barakat lawsuit under-collection
 Non-RPS PPA
 Decoupling mechanism on non-pass through 

items

 Pass-through factor, no cap on rate changes
 Above minimum RPS purchases & market 

purchases for regulatory requirements

 Pass-through factor *
 Power Reliability Program (T&D)
 RCA under-collection

 Primarily distribution and A&G costs

Yes

Yes

Yes

Yes*

BRTA

O
ve

r/
U

n
d

e
r 

C
o

ll
e

ct
io

n

In
cr

e
m

e
n

ta
l T

ra
n

sf
e

r 
Fa

ct
o

r
Tr

an
sf

er
 c

o
lle

ct
ed

 t
h

ro
u

gh
 in

cr
em

en
ta

l f
ac

to
rs

Current ECAF level

Incremental Reliability Cost 
Adjustment
Infrastructure

Current RCAF level

Surcharge

Current Rate

 Pass-through factor with capped changes
 RPS O&M and debt service & Energy 

Efficiency annual Revenue Requirement

* - Fixed rate with no balancing of over/under collection in revised financial plan P110, per PA recommendation



 

 

7 

Rate proposal recommendations 

LADWP’s two year financial plan with its underlying programs to meet regulatory mandates and maintain 

system reliability should be approved and funded.  With significant cost reduction opportunities limited in 

the next two years, the proposed rate increase is reasonable and warranted.  Similarly, PA recommends 

the proposed rate ordinances be adopted on an interim basis. 

Additional recommendations:  

 PA recommends the surcharge-based restructuring approach be revisited in two years’ time, and 

that it be replaced with fully restructured permanent rates once legal considerations allow (see 

Section 4.5).  Their replacement should not be left to chance: specific language calling for a study 

of the appropriateness of a full restructuring and a recommendation to the Mayor, City Council, 

and LADWP management, should be written into the proposed ordinance to ensure rates are 

properly redesigned as soon as possible.  

 As explained later in the document, PA recommends the Department conduct a new formal cost 

of service study in order to prepare for subsequent rate restructuring. 

 PA believes that in the upcoming rate action the City should explicitly consider some of the 

program costs that would be collected in the new surcharges, such as energy efficiency and PRP, 

and the new surcharge for base costs.  The incremental base rate surcharge, for example, 

represents 0.34¢/kWh in FY 2014 rates that are not directly attributable to the key mandates 

related to conventional power plants (NOx control and replacement of once-through cooling).
5
    

 

Part Two – Cost Reduction 

The Department has effectively identified the quick wins in cost reduction opportunities and has relieved 

pressure from near-term revenue requirements.  Additional near-term cost reduction opportunities that 

could reduce the magnitude of the proposed rate request are limited by the current union agreements.  

Over the long term to reduce its costs in a meaningful way, the Department with the cooperation of its 

unions and City Management will need to make transformational changes.  Better financial planning, 

optimization of capital expenditures, and revisiting of options for regulatory compliance can all help limit 

expenditures, but the Department's biggest potential savings will come from reevaluating and readjusting 

its labor-related costs and policies, including salaries, pension, health benefits, and contracting out.   

LADWP launched a 3-year cost reduction plan in 2011 and has met or exceeded 
its first year’s objectives 

In mid-2011, the Department proposed a three-year, $449 million cost reduction plan.  Cuts included 

baseline cost reductions such as hiring freezes and cuts in overtime costs, cuts to projected future 

expenditures by eliminating vacancies or reducing non-labor planned investments, and cost reductions 

through refinancing or increased collections (which have no impact on operational activities and should 

really be made no matter what the financial environment).    

The goals are relatively modest and the plan is weighted more towards curtailing projected cost increases 

than to eliminating existing costs, but it’s a start.  Early efforts have been promising -- after eight months, 

                                                      

5
 See Section 4.4.3 for more details. 
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the Department projected it would meet or exceed each of its first-year cost reductions goals, indicating a 

commitment to cost containment that has not been seen previously.   

Major future cost reductions will require transformational change 

Assuming the Department intends to heed all regulatory compliance obligations, the number of cost 

cutting levers available to the Department is limited in this two year rate proposal period.  RPS and 

repowering investments are in response to regulatory obligations – compliance strategies could be 

reconsidered, but the ultimate investments will remain significant.  LADWP could potentially save money 

by cutting non-mandated investments, such as energy efficiency and the PRP or other infrastructure 

investments.  From a cost perspective alone these reductions might make sense, but any significant cuts 

would have major reliability consequences or negatively impact popular programs such as energy 

efficiency.  There may be middle ground worth considering if immediate reductions are imperative, but 

such cuts would not be without consequences.   

Achieving cost reductions that will generate significant, long-lasting impacts on future rates will require 

transformational change at LADWP.  To make meaningful cuts, LADWP will need to overhaul its work 

rules, pursue aggressive process improvements, and address the “building blocks” that impact the cost of 

all operational and investment activities.  This will require close cooperation of the LADWP, City 

Management and relevant unions.  It is not a given that this transformation can happen, it will require the 

collective will of all involved. 

Two separate benchmarking studies suggest that Power System salaries are significantly higher than 

those of its peer utilities, and its health and pension benefits appear more generous than industry norms.  

LADWP's work rules also prevent effective outsourcing, a practice that serves as a primary cost reduction 

tool at similar entities.  PA has not seen evidence of any major structural cost reduction programs to 

combat this, like those undertaken by other City Departments such as increasing employee retirement 

contributions, creating tiered pension programs, instituting employee co-pays and contributions for health 

benefits, or aggressively increasing the effort to achieve operational efficiency through contracting out.    

The principal hurdles to implementing programs to restructure these labor costs are the current set of 

labor agreements, which prescribe wage and benefit levels and include clauses that limit the effectiveness 

of outsourcing as a cost reduction tool, and the lack of process improvement programs.    

The Department could realize significant savings after 2014, and should take 
action to insure against cost increases from market forces outside its control  

None of the labor related changes can likely transpire without successful renegotiation of the existing 

collective bargaining agreement, which does not expire until September 2014 in the case of IBEW.  

Change will not be easy and there is no guarantee of success, but the Department, with the support of the 

City and the cooperation of its labor unions, needs to work towards a contract that continues to protect the 

interests of its employees while also permitting compensation and benefit levels that are more consistent 

with market rates and removing obstacles to the efficiency measures that are needed to keep the Power 

System viable. 

To evaluate the potential savings available from controlling these foundational costs, PA requested that 

the Department’s financial staff complete financial planning scenarios to identify the possible savings from 

bringing employee compensation and benefits more in line with market rates.  These cases were designed 

by PA and run at PA’s request, and should not be considered to be endorsed or supported by the 

Department.   
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 Salaries – If the Department were able to achieve a 10% cut to labor costs, it could reduce the 

outer year retail revenue requirement by 1-2%. 

 Medical benefits – Revenue requirement savings of 0.6% in 2016-17 could be generated by 

adjusting the medical plan. 

 Pension benefits – Revenue requirement savings of 0.15% per year from 2013 to 2015 and 0.3% 

per year from 2016 to 2017 could be generated by adjusting the pension plan 

The Department must also control costs because of the need to protect itself against downside risk 

resulting from market forces outside its control.  Major generation outages, increased interest rates, or 

rising natural gas costs all stand to impact the Department.  To evaluate the downside risk, PA worked 

with LADWP to run scenarios simulating the impact of high natural gas prices, high interest rates, and an 

extended outage.   The changes assumed were enough to be significant but also well within the realm of 

possibility from an historical perspective.   

 $6.50/MMBtu natural gas prices from 2015-17 could cost ratepayers $75 million per year  

 With its increased borrowing, the Department will be vulnerable to interest rates moves   

 A two-year outage at the Palo Verde nuclear facility would create cost increases of nearly $70 

million per year in 2013 and 2014. 

Cost reduction recommendations     

The ground work for meaningful and transformational cost-cutting efforts and process improvement 

initiatives should begin immediately with the Department and a task force of City and Union personnel, 

beginning work towards a culture of process improvement and cost containment.  With guidance from City 

leaders, LADWP should: 

 Begin to work with the union to find common ground that allows greater flexibility to contract out 

effectively and bring salaries and benefits closer to market rates, as indicated by LADWP’s utility 

peers. 

 Conduct an independent benchmarking assessment or otherwise review the cost per plant and 

technology for the OTC repowering program to ensure that costs are reasonable on a per MW 

basis.  

 Conduct a similar benchmarking effort or cost review for the Power Reliability Program.  With 

$800 million to $1 billion in PRP expenditures annually, split roughly 50/50 between O&M and 

capital, small adjustments could generate significant savings (which could accrue to ratepayers or 

be reinvestment in further reliability upgrades). 

 Find greater efficiency by pursuing process improvement efforts across a range of areas and 

practices.  Appropriate studies should be completed to identify the cost reduction potential 

associated with a range of process improvements.   

 Complete a rigorous review of its hedging plan in the interest of locking in today’s low fuel prices 

and protecting ratepayers from downside risk.  

 Evaluate the net impact of increasing the number of odd-hour shifts (at a 4-7% salary premium) as 

a means of limiting overtime. 

 Identify opportunities to contract out and explore the potential savings to begin making a case 

where promising opportunities exist.   

 Adopt a more methodical approach to assessing and communicating the viability of new 

investments, an important effort that has been practiced more effectively in the Water System.  All 
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evaluations should include the consequences of inaction, alternatives considered, and cost-

benefit analysis.  Any non-mandated projects that cannot be shown to reduce costs or increase 

revenue collection should not be undertaken without further review. 
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 Context 1

 Study Objectives 1.1

PA was retained by the Office of Public Accountability (OPA)/Ratepayer Advocate (RPA), the Chief 

Legislative Analyst (CLA), and the City Administrative Officer (CAO) to provide support in conducting a 

revenue requirement analysis of the Los Angeles Department of Water & Power (LADWP or "the 

Department") rate and budget proposal released April 3, 2012.  The study detailed in this report was 

completed with two primary objectives: 

 Financial review and consideration of cost reduction opportunities – In September 2011, PA 

completed a comprehensive financial review of the LADWP Power System, working from its FY 

2012 financial plan published in June 2011.  The PA team reviewed and documented the financial 

and operational attributes within the Department's financial plan and made recommendations 

where appropriate.  PA has now been retained to evaluate the Power System's latest financial 

plan and identify potential cost reduction opportunities.       

 Analysis of LADWP’s power rate restructuring proposal -- LADWP has provided details on its 

proposed new rate surcharges and the underlying rate design principles and mechanics. The rate 

proposal is extremely complicated as it strives to address legal considerations while protecting 

existing revenues (see Section 4.5).  The core principles of the LADWP proposal strive to leave 

the current rates untouched but to add several surcharge components to cover the increases 

LADWP seeks in its revenue requirement.  In this report PA provides a review of the Department’s 

conceptual approach and offers several alternative design concepts that could provide greater 

transparency and oversight control. 

 Process 1.2

The team assembled to complete this review has significant familiarity with LADWP and insight into its 

operations, garnered through participation in previous projects focused on the Department. The majority of 

the staff was also involved in the 2011 Core Financial Review, the 2010 Energy Cost Adjustment Factor 

review, the 2012 water quality adjustment factor rate increase, the 2009 IEA Survey, and other small 

projects, and have extensive experience in the rate making process. 

Over the course of this evaluation, PA has analyzed the Department's most recent budget and financial 

plan, reviewed the Memoranda of Understanding (MOUs) with labor and any "side letters" provided to us, 

and benchmarked LADWP's rates, O&M expenditures, capitalization ratio, and salaries against its utility 

peers.  PA has also requested and reviewed documentation related to the Department's operations, staff, 

and work rules, and has performed interviews with key LADWP and City of LA staff.   

PA’s exploration of the options for (and impacts of) cost cutting began with a comprehensive data request 

to allow a robust analysis.  PA then analyzed the Department's proposed cost reduction strategies and 

reviewed the Department's financial plan and supporting budget.  PA’s analysis is based on the LADWP’s 

proposed 2-year financial plan (fiscal years 2013 and 2014) and the accompanying, but preliminary, 

projections for FY 2015-2017.  Finally, PA worked with the Department's financial analysis team to 

complete a range of financial planning scenarios designed to gauge the revenue requirement impacts of 

cost cutting measures (e.g. reduced labor, health, and pension costs) and sensitivities outside of 

LADWP’s control (e.g. high natural gas prices, high interest rates, and extended plant outages).  



 

 

20 

On the ratemaking side, PA's review has involved discussions with many members of LADWP staff, 

representatives of the City Attorney, and CLA and CAO staff.  More recent discussions have also included 

the Ratepayer Advocate. 

 Report Structure 1.3

This report is presented in two main sections.  The first focuses on the Department’s proposals: the rate 

increase request and the rate restructuring proposal. The second part focuses on cost-cutting, from what 

the Department has done to mitigate the rate increase and what possible further cost-cutting alternatives 

exist.  The report is organized as follows: 

Part One - Rate Proposal  

PA sought to shed light on the various aspects of the rate increase request from its magnitude, to its 

drivers and impacts on ratepayers.  The rate increase analysis is based on the Department’s two-year 

proposal (for Fiscal Years 2012-13 and 2013-14).  Observations for the following three fiscal years are 

only based on preliminary numbers provided by the Department.  With respect to rate restructuring, 

LADWP, the City, and PA worked closely together as the Department refined its conceptual approach.  

The amount of communication and cooperation we received from LADWP has been exemplary and all 

parties have strived to find an optimal solution to an extremely difficult situation. This report details the 

outcome of that effort.  

 Background -- Provides some perspective on the magnitude of the proposed rate increase by first 

comparing LADWP’s historical electricity rates, O&M expenses, and capitalization ratio to those of 

its municipal and California investor-owned utility peers.  It also highlights the main drivers of 

costs behind the rate increase and the obligations that drive the Power System's revenue 

requirement.  

 Power System Revenue Requirement -- Provides a systematic review of the Department’s 

revenue requirement. It categorizes and explains the Department's O&M and capital spending 

plans as well as the City Transfer requirements.   

 Power Rate Restructuring -- Focuses on the temporary rate restructuring mechanism proposed by 

LADWP.  The rate proposal is extremely complicated as it strives to address legal considerations 

while protecting existing revenues (see Section 4.5).  The core principles of the LADWP proposal 

strive to leave the current rates untouched but add several surcharge components to cover the 

increases LADWP seeks in its revenue requirement.  In this section PA provides an overview of 

utility ratemaking, reviews the Department’s conceptual approach, and offers several alternative 

design concepts that could provide greater transparency and oversight control.   

 LADWP’s Rates and Revenues Computation – Explains the ratemaking process and explains 

PA’s review of LADWP’s rates and revenues computation.  

 Impact of the Rate Increase and Rate Restructuring on LADWP's Customers – Identifies impact of 

rate increase on LADWP customers. 

 Rate Proposal Recommendations -- Provides conclusions from the rate proposal and rate 

restructuring review. 

Part Two - Cost Reduction 

 LADWP-Implemented Cost Cutting Efforts -- Assesses LADWP's most recently released cost 

cutting strategies, as laid out in a FY 2011-12 budget presentation in the summer of 2011, and 

details the performance against first-year targets as of March 2012. 
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 Future Cost Reduction Considerations -- Presents the considerations that will help inform and 

target any proceeding aimed at reducing costs at LADWP and follows by introducing cost 

reduction opportunities.  PA presents results from two benchmarking studies that benchmark 

LADWP salaries against those of other utilities.  PA also introduces the case for outsourcing, and 

expands on the contractual constraints that prevent LADWP from contracting out as much as it 

should.  Finally, PA introduces 12 financial planning scenarios that were run with LADWP financial 

staff and identifies the savings potential of various cost reduction measures.  

 Cost Reduction Recommendations -- PA identifies and recommends Power System cost 

reduction opportunities that merit further exploration.   

Appendices 
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 Background 2

LADWP is requesting a 5.5% average annual rate increase over the 2-year FY 2013-14 period.
6
  Sections 

2.2 and 3 examine the basis for this request by looking at the sources of increased costs, such as fuel and 

purchased power expenses, operating expenses, and the costs of complying with regulatory mandates, 

amongst other drivers.  To put that rate proposal in perspective, note that LADWP’s base rates have not 

increased since 2009 – the ECAF increased in July 2010 -- and that LADWP’s electricity rates have in fact 

been very low in the last five years relative to those of its peers, both IOU and POU.  As described in 

Section 2.1.1, with the exception of Sacramento Municipal Utility District (SMUD) (in 2009, 2010 and 

2011), LADWP has enjoyed lower average system retail rates than other municipal utilities and California 

investor-owned utilities.  Its O&M costs have also been lower.   

Cost advantages historically enjoyed by LADWP appear to be eroding though, as both LADWP prices and 

costs are now increasing more rapidly than those of its peers.  From 2006-2011, its system average retail 

rates grew at a compounded annual growth rate of 5.7%, higher than any of its peers. Similarly, LADWP 

O&M per MWh and O&M cost per customer increased at annual rates of 7.3% and 6.6%, respectively, 

43% and 72% higher than the panel averages, respectively.  

In the absence of power rate increases, the Department has met its growing costs by increasing its 

borrowing rate.  Section 2.1.3 shows the Department has borrowed at a higher rate than its utility peers, 

though in 2012 the Department prudently stopped borrowing for fear of facing a credit rating downgrade 

given its debt levels in the absence of a rate action. 

The Department faces a collection of significant challenges for which it will eventually need additional 

revenue, including: 

 Meeting the Renewable Portfolio Standard (RPS), repowering generation facilities, and complying 

with other regulatory mandates (the costs of complying are detailed in Section 2.2.1 below) 

 Providing reliable service with an aging infrastructure and the requirements of renewable resource 

integration (see Section 2.2.2) 

 Maintaining the Power System’s ‘AA-’ bond rating in the face of rising costs and an unstable 

economy (see Section 2.2.3). 

 Benchmarking LADWP’s Rates, O&M Costs, and 2.1
Capitalization Ratios

7
 

PA completed a benchmarking analysis comparing LADWP to its municipal and California investor-owned 

utility peers, looking specifically at electricity prices and O&M costs.  As expected, LADWP's electricity 

prices have historically been very low compared to those of its IOU and POU peers, aided by low variable-

cost coal and nuclear generation.  LADWP's O&M cost metrics have also been lower, though it is harder 

                                                      

6
 The 5-year average annual rate increase through FY 2017 would be 6.4% based on preliminary  FY 2015-2017projections. 

7
 Sources for electricity rates and O&M expenses are: SNL Financial, FERC Form 1, CPUC average customer rates presentation for 

PG&E, SCE and SDG&E, PWP annual reports, BWP annual reports, GWP annual reports, SMUD annual reports and SCL financial 

report. 
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to interpret the source of lower O&M costs, which could result as much from underinvestment as 

efficiency.  At any rate, any cost advantages historically enjoyed by LADWP appear to be rapidly 

diminishing, as prices and costs have been increasing more rapidly than those of its peers.  These rate 

and cost increases show no sign of slowing down, and will become increasingly difficult to contain in the 

event that the Department begins the anticipated transition away from its low-cost coal options.    

PA developed a list of comparable utilities based on geographic location and core operating businesses. 

The list includes the following investor-owned and municipal utilities: 

 Pacific Gas & Electric Co. (PG&E) 

 San Diego Gas & Electric Co. (SDG&E) 

 Southern California Edison Co. (SCE) 

 Pasadena Water & Power (PWP) 

 Burbank Water & Power (BWP)
8
 

 Glendale Water & Power (GWP)
9
 

 Sacramento Municipal Utility District (SMUD) 

The analysis examines electricity rates (system average and residential) and O&M costs (per customer 

and per MWh).   

2.1.1 Customer Electricity Rate 

LADWP customers have enjoyed some of the lowest electricity rates in the State of California.  In the past 

five years, the LADWP system average electricity rates have been 10% to 20% lower than the average 

rate of the peer panel every year between 2006 and 2009.  This price advantage has been eroding, 

however, as evidenced by the steeper line reflected in Figure 2.1.  The Department's average electricity 

rate has increased at a compounded annual growth rate of 5.7% since 2006, almost 64% higher than the 

average 3.5% growth rate of its peers' prices.   

Electricity rates are driven by costs, so it follows that LADWP's annual costs are lower per kWh, on 

average, than those of its peers.  Certain cost elements are driven by factors that are more difficult for the 

utility to control, at least in the short term.  Fuel costs, for example, are a major driver of electricity prices.  

While a utility can and should plan to minimize these costs over time, there is little a utility can do in the 

near term outside of hedging effectively to control these costs. 

                                                      

8
 Burbank Water & Power's 2011 Annual Report does not provide data regarding customer counts and electricity rates. 

9
 Glendale Water & Power is not included in the O&M expense benchmarking analysis due to differences in its operating expense 

statement structure. 
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Figure 2.1: Historical System Average Retail Rate and Residential Rates Peer Comparison (2006-2011)  

 

Table 2.1: Electricity Rates - Annual Growth Rate (2006-2011) 

 

2.1.2 O&M Expenses 

As indicated in Section 2.1.1, retail rates tend to effectively represent the utility's positioning over time and 

generally speak to the cost of contracting as well as building, fueling, and operating its generation 

portfolio.   A utility's O&M expenses are different.  Management can more effectively staff to meet current 

needs, can outsource where it makes sense to do so, and can generally control these expenses much 

more effectively than they can with fuel costs or capital costs.  O&M expenses are thus more 

representative of a utility's day-to-day efficiency, and because management can expeditiously effect 

change in this area, O&M-related benchmarking results tend to provide more important conclusions from 

the perspective of shaping near-term strategy. 

In order to provide a fair representation of how LADWP's O&M expenses compared to its peers, PA 

normalized O&M expenses on a per customer basis and per MWh of retailed electricity sold.  On a per 

customer basis, LADWP is at or near the middle of the peer group for every year analyzed.  On average, 

the Department's O&M spending per customer is 13% lower than the peer panel average.  As in the case 

of electricity rates, the growth of LADWP's O&M spending has outpaced that of its peers.  Annual O&M 

costs per customer have increased by 6.6%, the highest growth rate among the peer group.  On the other 

hand, LADWP's O&M per MWh of retail electricity sales is above the middle of the peer group and higher 

than most other POUs in 2010 and 2011.  The O&M costs per MWh increased by 7.3% annually, a higher 

growth rate than any peer other than Pasadena Water & Power.  The increase in O&M expenses can at 

least partially be explained by the ramp up in PRP spending starting in 2008, but also highlights a need to 

contain O&M spending where possible.  

LADWP PG&E SDG&E SCE PWP GWP SMUD Average

5.67% 1.82% 3.46% 0.14% 4.90% 4.91% 3.78% 3.46%

LADWP PG&E SDG&E SCE PWP GWP SMUD Average

5.08% 1.89% 3.62% 1.57% 4.92% 2.55% 3.07% 3.25%

Residential Retail Rate - Annual Growth Rate

System Average Retail Rate - Annual Growth Rate
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Figure 2.2: Historical O&M per Customer and per MWh Retail Sales Peer Comparison (2006-2011)  

   

Table 2.2: Normalized O&M Expenses - Annual Growth Rate (2006-2011) 

 

Without a more granular benchmarking effort and in-depth analysis of day-to-day O&M practices it can be 

difficult to determine the source, or even the general implications (positive or negative), of LADWP’s O&M 

cost position compared to its utility peers. 

2.1.3 Capitalization Ratio 

Figure 2.3 shows the ratio of long-term debt to total capital for LADWP and other utilities in California for 

the past five years. LADWP’s capitalization rate has been higher than that of its peers, with the exception 

of SMUD, and is continuing on an upward trend.   Instead of maintaining a set debt to capitalization ratio 

and seeking rate increases to maintain it, the Power System has not been getting the rate increases it 

needs and projects to continue increasing its borrowing.  As a result, the Power System’s capitalization 

rate,
10

 which is already higher than that of its peers at 56%, is projected to rise to 66% by 2017 according 

to preliminary projections assuming continuing rate increases throughout that period.  

                                                      

10
 Calculated as long-term debt divided by long-term debt plus equity. 

LADWP PG&E SDG&E SCE PWP BWP SMUD Average

6.58% 4.88% 2.05% 5.29% 6.40% N/A 3.38% 4.07%

LADWP PG&E SDG&E SCE PWP BWP SMUD Average

7.34% 5.63% 3.41% 6.89% 7.49% 3.49% 4.71% 5.29%

O&M Expenses per Customer - Annual Growth Rate

O&M Expenses per MWh Sold - Annual Growth Rate
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Figure 2.3: LADWP Capitalization Ratio – Peer Comparison 

 

 Key Issues Facing the Power System 2.2

There are three key issues facing the Power System, including: 

 Regulatory obligations 

 Power system reliability 

 Credit rating considerations 

LADWP's aging power infrastructure requires significant capital investments to be made over the next 5 

years: parts of the transmission and distribution systems will need to be upgraded or replaced and some 

generating units will need to be repowered.  Given the importance of this effort PA recommends the RPA 

conduct a benchmarking assessment of the PRP’s targets, spending level, and effectiveness to make sure 

the appropriate resources are being brought to bear in this area. 

In addition, the Department is taking necessary measures to comply with a series of environmental 

mandates, which will further increase the need for substantial capital expenditures.  LADWP has 

implemented some prudent measures to limit the impact of regulatory compliance-related expenses on 

rates, such as the use of biogas for compliance with the RPS mandate.
11

  LADWP should seize any other 

opportunities it has to reduce expenditures associated with regulatory mandates, and this may be done by 

exploring a greater range of compliance options (as done with the OTC mandate).   

As previously discussed, to fund its increasing capital needs without further increasing near-term rates, 

LADWP has been borrowing heavily.  Capitalization ratios have risen from 54% in 2010 and are projected 

to top 68% by 2017, reflecting the Department's increasing use of leverage.  In addition to the costs 

required to service this debt, the Department must collect revenue to preserve the borrowing options 

                                                      

11
 In March 2012, the California Energy Commission (CEC) suspended the RPS eligibility guidelines for certification of power plants 

generating electricity using biomethane.  There is still some uncertainty as to what will happen when the suspension is lifted, but 

even if existing biomethane contracts are grandfathered, as many project, the expected loss of incremental biogas as a compliance 

option going forward will raise the cost of compliance.   
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currently available to it.  The Department believes maintaining its AA- credit rating and preserving the 

associated borrowing cost to be critical to facilitating and maximizing the cost-effectiveness of its capital 

program.  DWP determines its revenue requirement with consideration of the debt service coverage ratio 

and cash on hand metrics needed to maintain its current rating.  This is not unusual, and there is certainly 

a benefit to having a low cost of capital and a cost to being downgraded (in the form of higher interest 

payments).  Current LADWP leadership does not appear to prioritize maintaining its AA- rating as highly 

as its predecessors did in past years, but there may still room to consider how far a utility should go to 

protect its credit rating.  Section 2.2.3 considers the consequences of this approach. 

2.2.1 Regulatory Obligations and Cost of Compliance 

Much of the current capital program is devoted to responding to regulatory requirements.  In particular, the 

Department is required to meet the following regulatory constraints: 

Table 2.3: LADWP's Regulatory Constraints 

Constraints Goals 

AB 32 Aims to reduce California’s GHG (Green House Gas) emissions to 1990 levels by 2020.  

SB 1368 

Establishes a standard for baseload generation owned by, or under long-term contract to, 

publicly-owned utilities (POUs), of 1,100 lbs CO2 per megawatt-hour (MWh) (which 

corresponds to a combined cycle's CO2 emissions level). This mandate prevents LADWP 

from taking any new coal-fired power under long-term contract upon expiration of existing coal 

generation obligations. 

SBX 1-2 

Investor-owned utilities (IOUs) and POUs are required to meet an increasing percentage of 

their electricity sales through renewable energy:  

 20% by December 31, 2013 (a 20% average must be maintained between 2011 and 2013)  

 25% by December 31, 2016 

 33% by December 31, 2020 and maintain at 33% thereafter. 

Local Air 

Emissions Rules 

The South Coast Air Quality Management District (SCAQMD) issued a Stipulated Order for 

Abatement in 2000 that required LADWP to reduce local air emissions through repowering its 

less efficient in-basin generating facilities.  

 Haynes units 5 and 6 and Scattergood unit 3 must be repowered by 2013 and 2015, 

respectively. 

Elimination of 

Once-Through 

Cooling (OTC)
12

 

The State Water Resources Control Board (SWRCB) has approved a policy for the 

implementation of §316(b) of the Clean Water Act, that would eliminate OTC in coastal power 

plants by 2029.  

AB 2021 

Aims to decrease California’s total forecasted electricity consumption by 10% over the 10-year 

period 2007-2016 through energy efficiency.  POUs are required to “identify all potentially 

achievable cost-effective electricity energy savings and establish annual targets for energy 

efficiency savings.”   

AB 2514 

Requires the CPUC and municipal utilities in California to open proceedings by March 1, 2012 

to determine appropriate targets, if any, for the procurement of viable and cost-effective 

energy storage systems by load-serving entities. 

                                                      

12
 Once-Through Cooling (OTC) is a cooling solution for electric generating or industrial plants. Cold water is pumped either from the 

ocean or a river through a condenser and then discharged back to into the water source. The discharged water is significantly 

warmer than the source which can be harmful to marine and fluvial life. 
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The regulatory obligations that are expected to have the most significant impact on the budget are: the 

RPS, the SCAQMD Stipulated Order, and the OTC elimination policy.  The major capital expenses 

associated with these three regulations are the installation or repowering of power plants and the 

installation or upgrade of transmission infrastructure.  Expenses related to energy efficiency efforts will 

constitute another 1% of the revenue requirement in FY 2013 and are projected to increase to 6% in FY 

2017, based on preliminary data.  These costs include the additional revenue needed to meet the 

Department’s debt service coverage ratio of 2.25.   

LADWP is currently taking the necessary measures to comply with SBX1-2 and the SCAQMD Stipulated 

Order.  PA reviewed the Department’s RPS and repowering strategies and found that LADWP has 

ultimately made prudent and timely decisions to comply with air emissions and renewable energy-related 

mandates.  PA recommends instituting consistent processes for all investment decisions, including 

discussions of the alternatives considered as well as presentations of cost-benefit analyses.  Such a 

disciplined process may have been followed in certain cases – LADWP staff mention over 1,000 pages of 

documentation on SCAQMD and OTC plans – but exchanges with Department staff during data request 

and fulfillment discussions indicated that the Power System has not systematically performed robust 

financial analyses prior to all significant capital investments.   

A. SCAQMD Stipulated Order and the OTC elimination policy 

The SCAQMD stipulated order requires LADWP to reduce local air emissions through repowering its less 

efficient in-basin generating facilities, and the Once-Through Cooling (OTC) elimination policy mandates 

that the Department's in-basin fossil generators with a “once-through” cooling system be repowered or 

shut down.   

The Department's repowering efforts address both requirements by replacing current steam production 

equipment with more efficient combined-cycle system to reduce local air emissions and installing dry 

cooling systems to eliminate the existing once-through cooling systems.  This repowering strategy is laid 

out in the Power System Rate Proposal.  The Department presented PA with some of the alternatives 

considered.  Based on reliability considerations and the need to comply with both regulations, the adopted 

repowering strategy seemed to be most appropriate.  The new units will be more efficient, cleaner, more 

reliable, and will allow renewable resource integration through higher ramp rates.  Overall, repowering 

Haynes Units 5 and 6 and Scattergood Unit 3 is projected to require an investment of $752M over the next 

two years and an additional spending of $162M over the period of FYs 2015-17.  PA would recommend 

examining the cost of the repowerings, perhaps through a benchmarking study or through a bottom up 

review of costs and consideration of equipment procurement practices.  

On July 19, 2011, the State Water Board issued a decision to amend its policy on the elimination of OTC. 

The amendment extends the 2020 deadline to 2029 for 6 of LADWP's coastal units out of a total of 9 units 

that must be repowered (3 units are scheduled to be repowered by 2020). The Department will also be 

required to provide additional details on its plan to eliminate OTC to the State Water Board by the end of 

2012. Based on the information provided by the Department, the State Water Board may revise its July 

19, 2011 OTC policy amendment by the end of 2013.   

B. SBX1-2, California’s Renewable Portfolio Standard 

The Department has complied effectively with what was until recently a voluntary RPS, and projects to 

remain in compliance with the new SBX1-2 targets.  SBX1-2 requires that 33% of the Department’s 2020 

portfolio come from renewable sources.  The Department has pursued a strategy to attain its current level 

of renewable integration (nearly 20% of sales), and projects to continue following a relatively cost-effective 
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path through 2016.  To comply with SBX1-2 RPS requirements, the Department has developed and 

contracted with a portfolio of assets that are fairly diverse (both technologically and geographically), 

includes lots of cost-effective wind deals, and generally takes advantage of existing LADWP transmission.  

LADWP aims to maintain the 20% RPS requirement with primarily biogas and some wind (a strategy that 

seems to be cost-effective in the short term assuming grandfathering of existing biogas RPS-eligibility), 

and works towards fulfilling the 33% RPS requirement by 2020 with a mix expected to be nearly 35% 

solar, 33% wind and 16% geothermal.    Near-term plans to be at 20% before 2014 focus primarily on 

cost-effective wind, hydro, and biogas resources.  Central station solar investment will pick up in 2014, 

taking advantage of increasingly more favorable solar prices, its coincidence with peak loads, and its 

availability via transmission on which LADWP has transfer rights.  Such decisions represent material 

impacts to the revenue requirement.     

RPS compliance will involve almost $600M in capital and O&M costs over the next two years and more 

than $1 billion over the period of 2015-2017.  If the Department stopped all RPS spending going forward, 

letting contracts expire without renewing them, the overall impact would be a $62M decrease in retail 

revenue requirement over the 2013-2014 period and a total reduction of $478M from 2015 to 2017 (see 

“Stop New RPS Spending” Case in Appendix C).  Penalties for non-compliance have not yet been 

defined, but should be expected in the event of compliance delays (which would also carry public 

relations/political ramifications). 

As with OTC, the Department could benefit from a greater suite of compliance options on SBX1-2.  An 

official extension akin to that granted by the SWRCB on OTC is unlikely -- SBX1-2 was signed into law in 

April 2011 -- but the Department could benefit from lenient penalties and flexible compliance options, 

neither of which has been finalized yet.  Any such flexibility achieved in renewables compliance could 

represent savings, as technologies continue to develop and become increasingly more cost-effective each 

year.  While the Department did make official comment during California Energy Commission staff 

workshops in June 2011 seeking greater flexibility, PA has not seen evidence that LADWP has sought or 

considered seeking the same level of financial relief from its renewable targets that it has achieved on 

OTC.  Such possibilities are discussed further in Section 9.    

C. Energy Efficiency (AB 2021)  

LADWP’s energy efficiency program, while not mandated per se, is also regulation-driven.  With this 

financial plan, the Department has stepped up its projected energy efficiency investments from around 

$73M in 2012 to $265M over the next two years and $475M from 2014 to 2017.  The current financial plan 

assumes a target of reducing demand by 10% from 2010 to 2020, a Board objective set in accordance 

with Assembly Bill 2021, which calls on publicly-owned utilities to “identify all potentially achievable cost-

effective electricity energy savings and establish annual targets for energy efficiency savings and demand 

reduction for the next 10-year period.”  LADWP does not technically have a legally binding obligation, but 

treats it as such because of the Board-mandated objective.  The Department also notes that some energy 

efficiency investments can be more cost-effective than renewable energy investments and also help meet 

the RPS mandate by reducing kilowatt-hours of energy sold (the RPS “denominator”).  

In December 2011, the Board adopted an energy efficiency target of 8.6% by FY 2020-21.  This target 

was based on the results of a third-party market potential study conducted for the Department.  Although 

the study did not support a 10% goal, the Board prompted staff to evaluate the cost of increasing the 

target to 10%.  In May 2012, staff proposed increasing the target to at least 10% by 2020 at an additional 

annual cost of $40M annually for FY 2013 and 2014, which the Board adopted.  LADWP is considering a 

15% target by 2020. Under the 8.6% target, the energy efficiency program budget was $187M over the 

next two years and $369M over the period of 2014-2017.  Under the 10% target, it is $265M over the next 
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two years and $475M from 2014 to 2017.  Appendix C.8 discusses the impacts of lowering the target to 

8.6% and concludes it would reduce the overall revenue requirement impact to rate payers by a total of 

$9M in 2013 and 2014 and another $30M over the 2015-2017 period.  However, it should be noted that 

LADWP is planning a new energy efficiency potential study that will inform its future efforts.     

D. AB32 and SB1368 

Coal-focused regulations including AB 32 and SB 1368 do not pose immediate impacts to the Department, 

but will impact policies and costs going forward.  LADWP is already in compliance with AB 32 and is not 

currently projecting any future AB 32-related capital expenditures, although these projections could 

change as further details emerge, especially with regards to the allowance allocation process.  Due to the 

grandfathering of current ownership stakes and contracts embedded in SB 1368, the Department's 

financing plan will not be heavily impacted by the bill until the expiration of its contract share in Navajo 

Generating Station in 2019.
13

   

However, once the Navajo contract expires, the cost of transitioning away from coal will be substantial.  

LADWP receives approximately 40% of its power through its interests in the Intermountain Power Project 

(IPP) and Navajo, at a significant discount to the gas-fired and renewable generation options that would 

likely replace this generation.  

The Department appears poised to move forward on this effort, at least in the case of Navajo (which alone 

meets 14% of LADWP's electricity demand).  The costs incurred as a result of this transition may not be 

enough to reconsider the Department's policy objectives, but costs should be considered as the 

Department identifies its priorities.  The financial plan suggests the Department plans to sell its stake in 

Navajo for $225M and replace it with a new combined cycle at a cost of $456M.
14

  In addition to the $231 

million in additional capital costs, the cost of fueling a new combined cycle facility will exceed the current 

costs of fueling Navajo.   There is uncertainty however around the timing of Navajo's divestment, such that 

the recommended scenario reflected in the IRP is not consistent with LADWP's current financial plan.   

The financial plan assumes that Navajo is sold in 2016, consistent with the current contract terms but not 

with the recommended scenario of the IRP, which recommends the retirement of Navajo in 2014 in 

response to environmental concerns from the public and the City. Should the early divestment of Navajo 

move forward, LADWP's budget and financial plan would need to be substantially revised. 

Other regulation-driven costs are relatively minor by comparison; targets for the procurement of energy 

storage systems under AB 2514 have not yet been set -- expenses associated with AB 2514 compliance 

do not appear to be included in LADWP's budget and financial plan at the time this report is written. 

2.2.2 Power System Reliability 

The major challenges to ensuring Power System reliability are: replacing the aging generation facilities, 

continuing to upgrade the transmission and distribution infrastructure, and integrating renewable energy.  

The primary goal of an electric utility is to ensure service availability. To meet this goal a utility must 

continuously monitor its system’s health, a responsibility that entails reviewing equipment condition and 

                                                      

13
 Navajo is a 2,250 MW coal plant in Arizona in which the Department owns a 22% stake.  Once the power supply contract expires, 

LADWP will have to replace the electricity it currently receives from Navajo, either through in-state resources or out-of-state 

resources that are at least as clean as a combined cycle.   

14
 Compared to LADWP's Integrated Resource Plan (IRP) which shows that the Department plans to sell its stake in Navajo in 2014 

for $360M. 
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performance, tracking the frequency and duration of outages, and generally implementing programs that 

seek to minimize degradation of Power System performance.  In FY 2011, the Department's system 

reliability index failed to meet the target in both frequency and duration perspectives, and the total number 

of electricity poles replaced fell short of its goal. These issues are indicative of the challenges LADWP's 

transmission and distribution system is facing. 

The LADWP system is aging and increasingly prone to malfunction, a fact which has been noted by the 

Department.  In the 2010 Power IRP, LADWP stated that the majority of its electrical infrastructure is 40 to 

70 years old.   The Department's FY 2012 budget presentation notes that 79% of the electricity poles are 

over 40 years old.  The age profile of LADWP's poles, which serves as a decent proxy for system 

infrastructure, is indicated in Figure 2.4.   

Figure 2.4: LADWP's Pole Quantity and Year Installed
15

 

 

LADWP also has an increasing maintenance backlog.  Among other things, the Department's 

maintenance backlog shows an increase in distribution circuit needs. For example, the electrical system 

has a total of 1,630 4.8kV circuits, and the backlog of malfunctioning or temporarily overloaded circuits 

was 138 circuits (8.5%) and 158 (9.7%) for 2010 and 2011, respectively, and is now 154 (9.4%) with a FY 

2012 target of 92 (5.6%).
16

 

Aging infrastructure correlates with performance deterioration.  LADWP stated in its IRP that there has 

been an increase in system outage rates in the past few years and several major outages caused by 

deteriorating equipment, and it expects an ongoing decline in system reliability.  Figure 2.5 shows 

LADWP's System Average Interruption Frequency Index (SAIFI) and the System Average Interruption 

Duration Index (SAIDI). SAIDI measures the average number of minutes of electricity service interruption 

per customer per year.  

                                                      

15
 Figure from LADWP 2010 Power Integrated Resource Plan, Appendix E: Power Reliability Program. 

16
 Source: LADWP Power Reliability Program Activity website. Updated as of September 11, 2011. 
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Figure 2.5: LADWP System Average Interruption Frequency and Duration Indices (SAIFI/SAIDI) (2001-2010)
 
17 

 

To replace aging transmission and distribution infrastructure in a systematic and sustained manner, the 

Department has implemented the PRP.  The PRP’s goals are: 

 Improve reliability of lines and substations 

 Conduct regular inspections and maintenance to discover potential setbacks and prevent faults 

and outages 

 Replace equipment according to life expectancy. 

LADWP's power supply also faces reliability challenges stemming from its aging fleet of plants, tightening 

reserve margins, and RPS-driven trend towards intermittent generation.  As LADWP increases its reliance 

on intermittent renewable sources such as wind and solar, it also needs ample generation capacity that 

possesses high power ramp rates and quick response ability.  LADWP is currently in the process of 

repowering nearly 1,500MW of Los Angeles Basin generating units with more efficient and reliable natural 

gas units, an effort that has been ongoing since 1994. Repowering will modernize the Department's 

system by essentially replacing its in-basin gas-fired units, which were reportedly built in 1950s and 

1960s, with new units.  

Like other California utilities, the Department will have to comply with the aggressive renewable energy 

obligations mandated in SBX1-2, a challenge that will require significant investment in the years ahead.  

Grid integration of renewable energy presents a challenge because of the intermittent characteristics of 

renewable energies, which must be compensated for through the use of demand-side management, 

energy storage, or backup generation capable of ramping up and down quickly to compensate for swings 

in energy production.   New energy storage solutions generally remain unattractive from a cost 

perspective, but the Department will use its pumped storage capacity from the Castaic Power Plant.  

LADWP is also planning to install new combustion turbines at Haynes and Scattergood as part of the 

                                                      

17
 Figure from LADWP Power Rate Restructuring Proposal FY 12/13 and FY 13/14, 6/7/2012. 
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repowering effort.  Finally, LADWP is counting on the implementation of demand response (DR) and 

energy efficiency (EE) measures to reduce energy demand and consequently relieve the burden on 

generating units and transmission infrastructures.  

Capital expenditures related to the ongoing integration of renewable energy will be significant, putting 

additional pressure on rates.   

2.2.3 Credit Rating Considerations 

This section examines the evaluation criteria established and utilized by the three most prominent ratings 

agencies – Standard and Poor’s (S&P), Fitch Ratings (Fitch), and Moody’s – to continually assess issuer 

credit ratings.  The analysis also describes the Department's financial targets. Finally, it assesses the 

financial impact of a ratings downgrade, as calculated by LADWP.   

A. Ratings considerations 

Ratings agencies assign credit ratings to specific debt instruments and their underlying issuers to provide 

an indication of the likelihood of default for that given instrument.  These ratings are used by purchasers 

and traders of bonds to help indicate the value of the bond relative to other debt instruments.  For a bond 

of a given term and character, a higher credit rating will typically be associated with a higher bond value 

and a lower interest rate for the borrower.   

The three most prominent credit ratings agencies use very similar scales to indicate the quality of a given 

debt issue.  AAA is the highest rating, followed by AA, A, BBB, and C. Within each class, the ratings 

agencies further distinguish between quality by indicating a “+” or “-“ within each class (for Moody’s, a 

scale of 1 to 3 is used, with 1 the highest subclass).   

Each of the three major ratings agencies uses a multifaceted approach to assess these risk profiles.  

Financial ratios addressing coverage, profitability, capital structure/leverage, and perhaps most 

importantly cash flow, provide a critical point of reference when assessing financial risk.  Ratio medians for 

a particular rating provide an illustration of where a specific issuer “fits” relative to its peers within a 

specific industry.   

In addition to specific financial ratios, the agencies examine a variety of business risk factors or ratings 

topics that may impact each rated issuer’s ability to make timely payment of principal and interest 

obligations.  Many of these will be specific to a particular industry.  For public power utilities, for example, 

Moody’s has laid out 44 separate measurements across 6 broad ratings factors and 22 sub-factors.   

Therefore, in addition to financial ratios, assessment parameters include an evaluation of management 

and governance, the utility’s generation portfolio, local government credit characteristics, cost 

competitiveness, the rate setting process, and the utility’s strategic planning process for addressing both 

traditional power supply as well as emerging issues such as CO2 reduction and renewables requirements.  

While numerical ratios play a critical role in outlining the financial risk of a utility, any of these other factors 

may emerge as a risk that could influence a financial rating.  In general, each of the ratings agencies 

employ quantitative as well as qualitative analyses to derive issuer ratings.
18

 

S&P, Fitch, and Moody’s currently rate LADWP's Power System at AA-, AA-, and Aa3, respectively.  

These ratings are at the low end of the “double-A” rating provided by the agencies, one notch above the 

                                                      

18
 See Standard and Poor’s, Corporate Ratings Criteria Methodology, May 2009; Moody’s, U.S. Public Finance Rating Methodology 

for U.S. Public Power Electric Utilities, April 2008.  Fitch Ratings, Public Power Ratings Guidelines, March 2011. 
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lower “A” rating level.  Maintaining this rating allows LADWP to access low-cost funds in both long-term 

and short-term financial markets.  The debt rating also supports LADWP’s long-term purchase 

agreements and provides a competitive advantage in accessing renewable power projects at the lowest 

possible rates.   

B. LADWP’s financial targets 

During its financial planning process the Department focuses on three main financial metrics, each 

established with the advice of financial advisors to protect the Department's AA- rating: 

 Debt Service Coverage Ratio 

 Unrestricted Cash Balance 

 Capitalization Ratio 

Debt Service Coverage Ratio 

Given the complexities of debt and other obligations, the components of debt service coverage can be 

defined in different ways.  (For instance, Fitch provides three different definitions which are useful in 

assessing the ability to repay debt.)  However, debt service coverage is generally defined as the ratio of 

the funds available to pay debt service to the actual debt service itself.     

The primary ratio considered is the Debt Service Coverage ratio.  This ratio divides the funds available for 

debt service by the sum of long-term principal and total interest payments.  This ratio treats fixed charges 

other than debt payment as they are shown on the balance sheet, typically as expenses.    

LADWP has identified its target Debt Service Coverage ratio of 2.25x with consideration to these other 

metrics.   

The debt service coverage ratio for FY 2011 was 2.13x, below the target ratio of 2.25x. However, the 

Department’s FY 2012 budget accounts for this deficiency, increasing the revenue requirement as needed 

to restore the 2.25x debt service coverage ratio.  

Figure 2.6: Debt Service Coverage Ratio (2010-2017) 

 

Unrestricted Cash Balance 
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A utility’s ability to service its debt payments is of paramount importance, but ratings agencies also focus 

on liquidity metrics such as cash on hand to ensure that an entity can survive short-term volatility in costs 

and revenues.   

In the case of LADWP, the most likely source of such volatility is a sharp increase in purchased power or 

fuel costs, either due to commodity price increases or an unexpected outage at one of LADWP’s low-cost 

coal or nuclear facilities.   

It is worth noting that the Department owns a Debt Reduction Trust Fund which allows LADWP to utilize 

cash under this fund only for debt related activities such as debt refinancing and early retirement of debt. 

This restricted fund is considered part of the available cash by rating agency.  The Department has 

developed its unrestricted cash balance target as $300 million unrestricted cash.  Including the Debt 

Reduction Trust Fund this amount is approximately 110 days of operating expenses.  Under the proposed 

budget, unrestricted cash balances are expected to fall to $300M in FY 2014 and remain at that level over 

the next three years.  Figure 2.7 levels assume rate increases.  

Figure 2.7: Unrestricted Cash on Hand (2010-2017) 

 

Capitalization Ratio 

A company's capitalization ratio is defined as the long-term debt level divided by the sum of long-term 

debt plus equity.   

LADWP’s choice of a capitalization ratio is closely tied to its choice of debt coverage.  An increase in 

capitalization ratio implies that the percentage of debt in the portfolio is increasing and coverage ratios are 

decreasing.  While it is important not to lose sight of the overall structure of the balance sheet, it is also 

important to recognize that maintaining stable debt coverage ratio should be a primary indicator of a stable 

Capitalization Ratio. In 2010, under the guidance of its financial advisor, Public Resources Advisory 

Group, the Department adjusted its capitalization ratio target from 60% to 68%.  To make this possible --

thereby clearing the way for greater debt levels in the future -- the Department also increased its cash on 

hand limits, which had previously been set at $300 million, to be the greater of $300 million or 110 days of 

operating expenses (Debt Reduction Trust Fund included).   
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Figure 2.8: Capitalization Ratio (2010-2017) 

  

C. Cost of a Downgrade 

If LADWP is unable to meet the financial targets explained above, the Department's financial advisors 

have stated that the Power System would be at risk of a credit rating downgrade.  A downgrade would 

impact the Department's financial flexibility and increase its cost of borrowing.  These costs of a 

downgrade would be felt in four primary areas: 

 Short-Term Variable-Rate Debt: LADWP maintains more than $1 billion in Variable Rate Demand 

Obligations (VRDOs), short-term credit facilities that provide LADWP access to funds as needed 

to cover its short-term cash needs.  In today’s market, this debt has a very low interest rate.  

Should LADWP be downgraded, a portion of this short-term debt might no longer be available and 

any remaining short-term line of credit would likely carry a higher interest rate than it does today.  

LADWP's analysis projects that this short-term option would become unavailable to a lower-rated 

Power System--possibly because of higher collateral demands making short-term borrowing 

uneconomic--but PA has not independently reviewed the likelihood of this somewhat conservative 

assumption.  If LADWP did in fact lose its short-term "Standby Purchase Agreement", as 

projected, and did not have other short-term options, it would be compelled to rely only on longer-

term fixed-rate debt, resulting in a material financial hit in today's debt markets.      

 Long-Term Fixed-Rate Debt: A ratings downgrade would also impact the interest rates available 

for LADWP’s long-term debt.  While interest payments on all existing long-term debt remain fixed, 

any new debt issued subsequent to a downgrade would be subject to a higher interest rate.  With 

plans to issue over $2 billion in long-term debt over the next two years and preliminary plans for 

more than $2 billion more in FYs 2015-17, a downgrade could have a substantial and increasing 

impact on LADWP’s cash position.   

 PPA obligations: Many of LADWP’s power purchase agreements (PPAs) are not fixed price PPAs 

but rather are tied to the actual debt service obligation for the project.  PPAs that would be 

impacted include agreements with IPP as well as projects funded through the Southern California 

Public Power Authority (SCPPA).   Just as LADWP’s direct debt contains long-term and short-

term components, the debt associated with these individual projects can also contain both.  It is 
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important to take the terms of these individual PPAs into account when quantifying a debt 

downgrade impact.   

 Hedging costs: LADWP has approximately a dozen counterparties with whom it trades swaps and 

other derivatives as part of the ongoing effort to limit the volatility of its fuel supply costs.  The 

relationship with each of these counterparties includes a credit threshold that dictates the 

Department’s collateral needs with that counterparty.  Once the mark-to-market (MTM) value of a 

position exceeds that threshold, the Department must post collateral to cover it, thereby tying up 

costly funds in a margin account.  In the event of a downgrade, the threshold available to the 

Department would be greatly reduced.  As a result, a downgrade could impact short-term cash 

flows and the cost of the Department’s hedging program, particularly in a declining natural gas 

price environment.   

Determining the costs of a ratings downgrade requires a detailed description of current debt service, a 

projection of future debt requirements, and an estimation of the impact posed by a downgrade to each 

debt instrument.  The Department provided details on debt instruments held currently as well as its 

preliminary 5-year capital investment plans.  

PA has reviewed the Department's analysis regarding the projected costs to the Power System of a one-

notch downgrade to A+.  In quantifying the impact of a ratings downgrade, LADWP appears to have made 

the following assumptions: 

 A credit spread
19

 of 30 basis points between AA- and A+ -- The Department's financial advisor, 

Public Resources Advisory Group, has estimated an additional long-term interest costs of 30 

basis point (0.3%) for a one-notch downgrade from a AA- rating to A+ rating.  PA reviewed this 

estimate and believes it to be in-line with the credit spreads in the current fixed income market.  

 Loss of Short-Term Borrowing Option -- The Department assumes that the existing Standby 

Purchase Agreement (SBPA) would have to be converted to fixed rate debt, an assumption based 

on the fact that a downgrade could trigger termination events on short-term credit facilities, forcing 

this borrowing to take place through higher-cost long-term instruments.
20

   

LADWP estimates that a downgrade would cumulatively cost the Department and its customers $329 

million over the next five years, as shown in Table 2.4.   

Table 2.4: Estimated Cost Impact of a Rating Downgrade ($M) 

Event FY2013 FY2014 FY2015 FY2016 FY2017 

LT debt cost increases by 30 bps $5.1 $16.6 $20.2 $11.1 $13.6 

ST variable rate debt refinanced at LT fixed rate $51.6 $56.1 $53.0 $46.3 $39.8 

Off-balance sheet LT debt increases by 30 bps $0.3 $1.2 $2.6 $4.1 $5.0 

Off-balance sheet variable rate debt increases by 30 bps $0.6 $0.6 $0.6 $0.3 $0.3 

Total Cost of Downgrade $57.6 $74.6 $76.4 $61.8 $58.7 

System Average Rate Impact (c/kWh) +0.25 +0.33 +0.35 +0.29 +0.24 

                                                      

19
 A credit spread is the difference in interest rates between one bond rating and the next.  The greater the spread between a AA-

rated bond and an A-rated bond, the greater the cost of a downgrade.   

20
 PA believes this to be a conservative assumption, but would suggest further review.  75% of the Department's estimate of the total 

5-year impact of a downgrade to A+ stems from the assumed need to convert the SBPA to fixed-rate debt.  More expensive 

variable-rate borrowing may be a more likely consequence of a one-notch downgrade. 
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Although the Department can avoid costs associated with a downgrade by maintaining its current credit 

rating, the financial ratio thresholds impose several restrictions on the Department’s revenue requirement. 

For example, in order to sustain a debt service coverage ratio of at least 2.25x, for every additional dollar 

worth of debt service, the Department not only has to collect a dollar to cover the debt service but also has 

to collect an additional one dollar and twenty-five cents from the ratepayers.  PA advises that the City work 

with its financial advisor, if it has not already, to perform further analysis into whether the interest expense 

savings facilitated by maintaining the  Power System's AA- rating, as well as the magnitude of the savings 

themselves, merit the annual cost of meeting the financial metrics needed to avoid a downgrade.  
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 Power System Revenue Requirement  3

To meet the regulatory obligations outlined in Section 2.2, meet the costs of maintaining an aging 

infrastructure, and maintain its financial standing, the Department will have to increase its rates or reduce 

its costs, or likely a combination of the two.  This section details the sources of cost that drive LADWP’s 

revenue requirement, including: fuel and purchased power, O&M, capital funding, and the annual city 

transfer, all of which are projected to continue increasing over the next five years.
21

  After a year with 

limited growth, the Department's "Case 89" -- the financial plan upon which this report is focused -- 

projects a system average rate growth of 5.4% annually over the FYs 2013-14 period.   

Figure 3.1: LADWP's Power System Annual Total Revenue (2010 - 2017) 

 

As indicated in Figure 3.2, the revenue requirement increases are being heavily driven by capital funding 

(i.e. debt service payments and depreciation expense), in many ways not surprising given the emphasis 

on RPS-driven investment in wind and solar, which feature no fuel costs but higher capital costs than 

conventional generation options, and energy efficiency investment, among others.  Capital funding is 

expected to grow at a 10.8% average annual rate over the next two years and preliminary projections call 

for it to increase at an average rate of 11.9% per year over the FYs 2015-2017 time period.  The 

Department's capital investment plan will feature more than $1.4 billion and $1.6 billion in investment in 

FY 2013 and FY 2014 respectively and will maintain a similar level of capital spending over the FYs 2015-

2017 period, quite a steep increase relative to capital expenditures in 2010 and 2011, which averaged 

$830 million annually.  Capital costs will be driven by the PRP, repowering costs at Haynes and 

                                                      

21
 The figures in this section have been derived the Department’s Case 89 financial plan, which offers projections for fiscal years 

2013 through 2017.  The Department has committed only to the figures for 2013 and 2014, the years upon which their current rate 

proposal is based.  Numbers for fiscal years 2015 through 2017 were only offered on a preliminary basis.  PA has generally 

reviewed spending levels over all five years, because the longer time period captures the range of near-term spending needs, better 

indicates trends over time, and is not as easily distorted by cost shifts from one year to another.  However, PA does acknowledge 

that the outer year projections are not necessarily based on firm plans and are thus subject to much greater uncertainty. 
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Scattergood to meet local air emission and once-through cooling rules, renewable energy-related 

transmission and generation investments, and demand-side management.   

Fuel and purchased power and O&M spending increase at average annual rates of 0.8% in FY 2013 and 

3.7% and FY2014, both reasonably within range of inflation.   

Figure 3.2: LADWP's Power System Annual Total Revenue (2010 - 2017) 

  

Note: The difference between expenses and retail revenue can be explained by wholesale generation and 

transmission as well as deferred and non-operating revenue. 

 

 Fuel and Purchased Power 3.1

Fuel expense includes all costs associated with natural gas, coal, and nuclear fuel procurement.  Fuel 

costs are driven primarily by market forces, with volatility managed through a mix of hedging programs 

and long-term fixed price contracts.  

LADWP owns and/or operates several non-renewable generating stations that run using coal, natural gas 

and uranium fuels.  

In addition to its own generation, the Department also purchases power externally to meet its sales 

demand. This covers short-term energy market purchases as well as long-term power purchase 

agreements (PPA) through the Southern California Public Power Authority (SCPPA)
22

 or bilateral 

agreements negotiated directly with the independent power producer.   

                                                      

22
 As is the case at many other utilities, LADWP carries significant long-term payment obligations that are not treated as debt 

payments on the balance sheet.  At LADWP, the largest long-term obligations are for power purchases from Intermountain Power 

Project (IPP) and SCPPA, as well as charges associated with transmission built through SCPPA.  SCPPA is a joint powers 

authority, consisting of 10 municipal utilities and IID, through which LADWP procures a significant amount of its renewable energy in 

particular.  Both IPP and SCPPA issue debt that is passed through directly to LADWP as part of its power purchase agreements.  

The debt associated with these projects is sometimes referred to as “off-balance sheet” debt.  
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Like the majority of the vertically integrated utilities, the Department's fuel and purchased power 

represents its largest expense.  Most of the Department's fuel and purchased power-related expenses will 

impact the ratepayers through the ECAF.  Fuel and purchased power expense is expected to decrease by 

3.6% in FY 2013 but is projected to increase by 5.4% in FY 2014. Spending associated with fuel and 

purchased power will continue increasing at an average rate of 3.4% over the FY 2015-17 period.  

Figure 3.3: Fuel and Purchase Power Expense (2010-2017) 

  

       Note: FY 2012 value is based on actual spending through March 2012 plus 3-month estimate.  

 Operations and Maintenance Expenses 3.2

Like fuel and purchased power expense, O&M expenses have an immediate, dollar-for-dollar impact on 

the revenue requirement for the current year.  O&M expenses cover a wide range of cost categories from 

labor and benefit costs related to day-to-day O&M expenses for assets.  LADWP's O&M expenses for the 

past two years, current year, and the next five years are plotted below.  Major components include the 

PRP, infrastructure reliability, and operating support, each of which are expected to increase at a steady 

rate and play a significant role in the annual revenue requirement, as indicated in Figure 3.4 and Figure 

3.5. 
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Figure 3.4: Annual O&M Expense Allocation 2010-2017 

 

Figure 3.5: Total O&M Expense Allocation 2013-2014 (Two Year Total O&M = $ 1.937 billion) 

 

 

A. O&M Expense - Power Reliability Program 

As a vertically integrated utility, LADWP owns and operates its own transmission and distribution (T&D) 

system.  As this equipment ages, system reliability can be threatened by failing equipment.  In order to 

maintain a dependable T&D system, the Department developed the PRP, a major driver of O&M and 

capital expenses through 2017.  The PRP covers the transmission and distribution system, focusing on 

areas that include failing lead cable, deteriorating poles, and overloaded pole top transformers. The 

program represents a significant step towards addressing LADWP’s aging infrastructure and will help 

improve overall system reliability.  PRP expenses are designed to be funded through the RCA.  However, 

as of FY 2011 the RCA rate has reached its maximum cap of 0.3¢/kWh, explaining the under collection 

balances from FY 2011 through FY 2017.  
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Figure 3.6: Power Reliability Program O&M Expense Shown Annually (2010-2017) and Compared to Total 

O&M Expenses (2013-2014) 

 

The main cost drivers for the PRP are maintenance costs for substations, overhead and underground 

distribution systems, and the training program. The PRP contributes 38% of the total O&M for the next two 

years.  The PRP O&M budget declined by 11% in FY 2012 as training and maintenance to distribution 

lines and substations has been reduced.  However, this appears to be only a one-year cost reduction as 

PRP costs are projected to increase by 3% and 4% in FY 2013 and FY 2014 respectively and will continue 

increasing at an average rate of more than 5% per year over the FY 2015-17 period. 

A well-funded PRP is essential to the long-term reliability of the LADWP power system, but it is also one of 

the early targets when short-term cost reductions are needed, a fact driven by the large O&M spend and 

the lack of regulatory requirements that drive the so many other major sources of cost for the Department.        

B. O&M Expense - Operating Support 

Operating support covers the day-to-day administrative, infrastructure, and overhead costs that enable 

LADWP to provide power to its customers.  These expenses are allocated to both the Power and Water 

Systems by Shared Services.   

Figure 3.7: Operating Support O&M Expense Shown Annually (2010-2017) and Compared to Total O&M 

Expenses (2013-2014) 
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Operating support, which contributes 31% of the total O&M for the next two years, is expected to increase 

by 3% and 10% in FY 2013 and FY 2014 respectively, and this category will increase at an average rate 

of 3% per year over the FY 2015-17 period. Some of the major costs drivers under operating support are 

expenses for customer services, information technology, and CFO administrative and general (A&G) 

overhead, which are projected to increase in spite of the deployment of new capital such as the new 

customer information system, scheduled to be released in 2014.   

C. O&M Expense - Infrastructure Reliability (Generation) 

Infrastructure reliability represents the cost of operating and maintaining generation facilities.  Included in 

this cost element are the operating costs associated with generation facilities owned outright by the 

Department as well as LADWP's share of costs associated with jointly-owned generating stations. 

Figure 3.8: Infrastructure Reliability O&M Expense Shown Annually (2010-2017) and Compared to Total O&M 

Expenses (2013-2014)  
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Some of the major costs drivers under infrastructure reliability program are payments for LADWP's share 

of Navajo and Palo Verde
23

 power generating stations and operating expenses for its own power supply 

assets.  Infrastructure reliability, which contributes 28% of the total O&M for the next two years, is 

expected to increase by 5% in FY 2013, driven by a $7M increase in steam generation SPA 1 training 

program.  This category will increase by 3% in FY 2014 and will continue the upward trend at an average 

rate of 2% per year over the FY 2015-17 period. The steep increase in FY 2015 is caused by a 25% 

increase in payments for the Navajo Generating Station, as a shift from minor overhauls to more major 

ones prompts LADWP's share of the O&M cost to rise from $32M to $40M.
24

  The lower O&M costs at the 

new combined cycle plant which will replace Navajo's generating capacity will contribute to the projected 

decrease in 2017. 

D. O&M Expense - Renewable Portfolio Standard 

RPS expense, which contributes 3% of the total O&M for the next two years, is expected to increase by 

2% in FY 2012.  Over the FY 2013-2014 period, this category will increase at an average rate of more 

than 4% per year and will continue to increase by the same rate for the next three years.  

Figure 3.9: Renewable Portfolio Standard O&M Expense Shown Annually (2010-2017) and Compared to Total 

O&M Expenses (2013-2014) 

 

E. O&M Expense - Demand-Side Management 

Demand-side management (DSM) expense includes costs incurred for the acquisition and installation of 

devices and systems, including incentive payments, audit costs related to DSM, and administrative costs, 

which are parts of those programs or projects designed to lower and control Power System demand or 

consumption.  One of the main components of the Department's DSM programs is Energy Efficiency (EE), 

                                                      

23
 While LADWP does not develop the budgets for Navajo and Palo Verde stations, it does have the responsibility to audit the budget 

proposed by the plant operators. LADWP is expecting to sell its ownership at Navajo station in 2016. 

24
 LADWP's financial staff has caveated this cost increase by saying that the 2015 cost increase might not occur if Navajo's co-

owners decide to shut down the facility rather than selling it, in which case they would scale down the O&M work scope for the 

remaining years of the station. 
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which reduces energy consumption through efficiency improvement.  Examples of LADWP's EE program 

include replacing traditional incandescent light bulbs with compact fluorescent lamps (CFLs) and replacing 

inefficient refrigerators for low-income customers. 

Figure 3.10: Demand Side Management O&M Expense Shown Annually (2010-2017) and Compared to Total 

O&M Expenses (2013-2014) 

  

Beginning in FY 2012, LADWP has begun capitalizing DSM expenditures as regulatory assets, shifting 

annual expenses to capital.  By FY 2013, all DSM expenditures will be capitalized. The benefit of shifting 

O&M to capital is the lower current-year revenue requirement impact and the amortization over multiple 

years of expenditures with multi-year effects, but because it will create ongoing depreciation and possibly 

interest payments, the new accounting treatment essentially shifts what had been today's costs to future 

years. 

F. O&M Expense - Public Benefit 
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Figure 3.11: Public Benefit O&M Expense Shown Annually (2010-2017) and Compared to Total O&M Expenses 

(2013-2014) 

 

The main cost driver for public benefit expense has been the SB1 solar incentive program. Annual public 

benefit expense contributes less than 1% of the total O&M for the next two years.  As with the DSM 

expense decline, this decline does not indicate declining costs but rather a change in accounting 

treatment.  Starting in 2012, LADWP will begin capitalizing solar incentive expenditures as regulatory 

assets (under RPS capital expenditure) rather than expensing them annually.  The impact, as with the 

capitalizing of DSM expenditures, will be to reduce the current revenue requirement as the bulk of the cost 

is spread over the revenue requirements of future years. 

 Capital Funding 3.3

Capital expenditures are costs that a company incurs to purchase or update fixed assets that will have a 

useful life beyond the current year.  Common examples include the construction or purchase of a 

generation facility or the development of information technology.   These expenditures become assets on 

the balance sheet, and because an asset creates future benefit, its cost is not recognized as it is incurred 

(as with an expense) but is rather amortized over the life of the asset.  Unlike O&M expenses, which have 

a direct 1:1 impact on the revenue requirement in the year incurred, the rate impact associated with capital 

expenditures is felt over time in the form of asset depreciation and interest expense.   

Although major investments with long useful lives have a smaller effect on the electricity rate during the 

year in which the investment is made than would an equivalent expense, the capital expenditure will 

influence the price of electricity for a longer period of time.  Today's investment decisions will have 

significant impacts on tomorrow's ratepayer, particularly as the Department increases its reliance on debt 

to fund its capital investment.  The Department is projected to rely increasingly heavily on debt to fund its 

capital plans.   See Figure 3.12.  The Department's capitalization ratio -- non-current debt relative to non-

current debt plus equity -- is projected to increase from 54% in 2010 to 66% in 2017 (based on preliminary 

numbers).  As capital expenditures and reliance on debt financing increase over the next five years, the 

burden of depreciation expense and debt service payments will continue to increase and put upward 

pressure on the revenue requirement. 
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From 2010 to 2017, the Department's net plant assets--the non-depreciated portion of gross plant – are 

projected to increase from $7.0 billion to $12.2 billion, based on preliminary FY2015-17 numbers.  More 

than half of this capital will be funded through debt.  The majority of the Department's long-term debt is still 

a product of past project investment and financing decisions, but current spending practices are rapidly 

adding to leverage totals.  The Power System’s long-term debt is projected to increase by more than $2 

billion over the next two years--from $6.3 billion in FY 2012 to $8.4 billion in FY2014, and this trend will 

continue through FY 2017 when the long-term debt level reaches almost $10.5 billion—as the Department 

borrows nearly $5 billion to finance capital investments included in the financial plan. 

Figure 3.12: Long-Term Debt (2010-2017)  

   

As a result of the increase in debt outstanding, interest expense and depreciation expense will increase 

considerably for the next five years, posing an increasing impact on annual revenue requirements.  In FY 

2010, interest expense accounts for 9.5¢ of every dollar in the electricity bill; that figure will rise to 12.0¢ 

by FY 2017. Funding an expanding capital investment plan through debt allows LADWP to take advantage 

of low interest rates in the current fixed income market, but the accumulation of debt and increase in 

interest expense will not only drive rate increases for future ratepayers but also put pressure on the 

Department's ability to stay within its financial targets.  In order to maintain a debt service coverage ratio 

of at least 2.25x, the Department will have to increase its net revenue by at least $2.25 for every additional 

$1 of debt service accumulated. 
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Figure 3.13: Annual Interest Expense and Depreciation (2010-2017) 

  

As shown in Figure 3.14, LADWP's annual capital expenditures are projected to exceed $1 billion every 

year from FY 2012-2017, based on preliminary numbers for FYs 2015-17. The main drivers are costs 

associated with maintaining the system (PRP), complying with regulatory requirements (repowering and 

RPS) and capitalizing demand side management expenses. While ratepayers may not see the full impact 

of these investments on their electric bill immediately, the long-term impact can be considerable.  

Figure 3.14: Annual Capital Expenditure Allocation (2010 - 2017) 

 

See Figure 3.15 for two-year total capital expenditures by category from FY 2013-2014.  
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Figure 3.15: Total Capital Expenditure Allocation 2013-2014 (Two Year Total CapEx = $ 3.095 billion) 

   

A. Capital Expenditures - Power Reliability Program 

PRP capital expenditures include replacement of major components of LADWP's transmission and 

distribution systems, including transformers, poles, and conductors. The Department will also construct 

new transmission lines and enable substation automation. 

Figure 3.16: Power Reliability Program Capital Expenditure Shown Annually (2010-2017) and Compared to 

Total Capital Expenditure (2013-2014) 

 

The main investment drivers for the PRP are new customer interconnections, distribution system and 

substation reliability, and substation automation.   PRP investment, which contributes 30% of total capital 

expenditures for the next two years, is expected to increase by 19% and 20% in FY 2013 and FY 2014 

respectively. Over the next three years this increase will continue, with PRP-related capital expenditures 

projected to increase at an average rate of 5% per year through FY 2017.  

B. Capital Expenditure - Renewable Portfolio Standard 
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The Department has aggressively pursued its renewable energy targets, though RPS investment has 

been largely frozen since the conclusion of the 2010 ECAF discussions.  RPS investment decreased after 

2009, with FY 2011 showing the lowest RPS related spending in the last five years. Investment 

accelerated again in FY 2012, however, as the Department makes projected investments in biogas and 

other generic resources to replace the expiring Powerex hydro contract and help LADWP increase its 

renewable generation from 19.8% of sales in 2011 to 25.6% in 2016.   

There are a number of renewable options available to LADWP as it seeks to comply with the SBX1-2 

targets, each of which carry different rate, environmental, and economic development impacts.  The 

Department's current financial plan includes more economic biogas purchases in the 2012 (while they still 

qualify for the California RPS), with more solar and some geothermal investment following the biogas 

moratorium.   

Figure 3.17: Renewable Portfolio Standard Capital Expenditure Shown Annually (2010-2017) and Compared to 

Total Capital Expenditure (2013-2014) 

 

RPS capital spending, which represents 17% of total Power System capital expenditures from FY 2013-

2014, is expected to decrease by 17% in FY 2013. This is driven by completion of the majority of Adelanto 

and Pine Tree solar systems in FY 2012. Over the next five years, LADWP is expected to continue its 

long-term transmission development project which will account for $273M of the RPS capital expenditure. 

The project will focus on upgrading underground transmission system, electrode lines and voltage/current 

capacity.  Other main investment drivers for RPS include the capitalization of SB1 solar incentives and 

construction of the Barren Ridge renewable transmission project, which will provide access to renewable 

resources in Tehachapi and the Mojave Desert.  Barren Ridge investment alone will peak at $205M 

investment in FY 2014, explaining the major RPS increase in that year.  In addition, LADWP will pursue 

several major solar projects over the next five years to ensure compliance with the RPS target.  Overall, 

six major projects or programs account for approximately 90% of the RPS capital spending between FY 

2013 and 2017 (see Table 3.1). 
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Table 3.1: Major RPS Projects - Annual Capital Expenditures (2012-2017) 

 

C. Capital Expenditure - Integrated Resource Plan 

The IRP provides LADWP a strategic investment direction by addressing regulatory, environmental, and 

reliability challenges. The main investment drivers for the IRP cost element are investments for 

repowering Scattergood Unit 3 and Haynes Units 5 & 6, replacing Navajo station, and modernization 

efforts at Castaic station.  The decision to repower Scattergood 3 and Haynes 5 & 6 was driven by once-

through cooling and local air emission rules. The new units will be more efficient, more reliable, and will 

allow renewable resource integration through higher ramp rates. The annual costs of repowering 

Scattergood Unit 3 and Haynes Units 5 & 6 with combined cycle system for the next 5 years are shown in 

Figure 3.18. 

Figure 3.18: Projected Repowering Costs - Near Term (2013-2017) 

  

FY2012 FY2013 FY2014 FY2015 FY2016 FY2017

Barren Ridge Renewable Transmission Project 5 32 205 126 21 0

Long-Term Transmission Development 7 11 76 91 74 22

Pine Canyon Wind Development 2 2 5 7 6 246

Solar Incentive Program      63 64 65 22 19 15

200MW Owens Valley Solar Project 2 1 0 0 0 138

Development of 120MW Solar on City Property 7 14 15 15 16 61

Total Capital Investment - Major RPS Projects 85 123 365 261 137 482

Percent of Total RPS Capital Investment 47% 82% 94% 89% 78% 92%

Annual RPS Capital Expenditure ($M)

Major RPS Projects
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Figure 3.19: Integrated Resource Plan Capital Expenditure Shown Annually (2010-2017) and Compared to 

Total Capital Expenditure (2013-2014) 

 

IRP will contribute 27% of total capital expenditures for the next five years (based on preliminary numbers 

provided by the Department). The drop after FY 2014 can be explained by the completion of the 

Scattergood repowering. The expected construction or purchase of the $456M combined cycle plant which 

will replace Navajo's capacity drives the increase in investment in FY 2016. 

D. Capital Expenditure - Demand-Side Management  

Figure 3.20: Demand-Side Management Capital Expenditure Shown Annually (2010-2017) and Compared to 

Total Capital Expenditure (2013-2014) 

 

LADWP's energy efficiency public benefit program is the main cost driver for the DSM program. DSM, 
which contributes 8% of the total capital expenditure for the next two years, is one of the major new 
sources of capital spending.  Last year’s Power System financial plan, released in June 2011, reflected 
relatively flat DSM capital expenditure levels of less than $40 million annually through 2016.  The current 
plan projects much greater DSM investment, starting with a projected spending increase to $127M in FY 
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2013 and $138M in FY 2014. The increase is projected to continue at an average of 9% per year over the 
FY 2015-17 period, although the Department has noted new numbers would be reached in the second 
half of calendar year 2013 based on the results of a new energy efficiency potential study.  Part of the 
cause for this significant rise, as stated in the O&M section of this report, is the capitalizing of energy 
efficiency incentive expenditures that were previously expensed, but regardless there is a much more 
significant commitment to DSM on the part of the Department.   

E. Capital Expenditure - Infrastructure Reliability 

Capital expenditures related to infrastructure reliability include fleet purchases, automatic meter reading 

(AMR) systems, and generation asset improvement.  

Figure 3.21: Infrastructure Reliability Capital Expenditure Shown Annually (2010-2017) and Compared to Total 

Capital Expenditure (2013-2014) 

  

Infrastructure reliability, which contributes 11% of the total capital expenditure for the next two years, is 

expected to increase by 84% in FY 2013 due to major investments in the AMR program ($72M over two 

years) and fleet ($77M over two years). In FY 2014, investment in infrastructure reliability will reverse the 

trend and decrease by more than 31%. The reduction in infrastructure reliability related spending will 

continue to decline over the next three years at an average rate of 8% per year. This long-term downward 

trend is driven by declining spending on LADWP's generating facilities and the AMR program. Despite 

major capital investment in the AMR program, O&M expenses associated with meter reading will continue 

to increase over the next five years. 

F. Capital Expenditure - Operating Support 

LADWP's Joint System will be conducting multiple major IT projects in the next five years. The capital plan 

includes a customer information system (CIS) replacement, a fiber optic enterprise (FOE) project, core 

financial and accounting systems replacement, and a new telecommunication system installation.  

The Department's limited business case for the CIS project states that the replacement of the old system 

is necessary to move away from outdated software, provide new functionality, and avoid the 

consequences of declining institutional knowledge associated with the old system.   
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Figure 3.22: Operating Support Capital Expenditure Shown Annually (2010-2017) and Compared to Total 

Capital Expenditure (2013-2014) 

  

Operating support, which contributes 6% of the total capital expenditure for the next two years, will 

decrease at an average rate of 7% per year from FY 2012 to FY 2014 following the ramp down and 

completion of the CIS project.  This downward trend will continue over the FY 2015-17 period with an 

average decrease of 13% per year. 

G. Capital Expenditure - Gas Drilling 

LADWP invested in the Pinedale Natural Gas Project (natural gas reserves in Wyoming) in 2005.  The 

purchase provides LADWP a secure source of natural gas and a natural hedge against price volatility in 

the natural gas market.  In order to increase production, additional capital investment is required to drill 

new wells. 

Figure 3.23: Gas Drilling Capital Expenditure Shown Annually (2010-2017) and Compared to Total Capital 

Expenditure (2013-2014) 
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Gas drilling investment, which contributes less than 1% of total Power System capital expenditures for the 

next two years, is expected to decline significantly in the coming years with the depressed price of natural 

gas.  Gas drilling investment is projected to decrease by 60% between 2012 and 2013 and then be 

discontinued in FY 2014.  

 City Transfer 3.4

Each year, LADWP makes a cash transfer to the City of Los Angeles equal to 8% of the previous year's 

total operating revenue.  The "city transfer" is projected to remain relatively flat though FY 2014, but 

increases at an average rate of 6.8% per year over the FY 2015-17 period.  The Department desires that 

the City Transfer be a fixed fraction of total revenue.  Therefore, increases in the City Transfer are driven 

by the increases in the Department’s other costs. 

Figure 3.24: Annual City Transfer (2010 - 2017) 
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 Power Rate Restructuring 4

Power base rates have not increased since 2009 and the ECAF has not increased since July 2010;    

LADWP did not request the periodic ECAF increases to which it is entitled due to legal considerations (see 

Section 4.5) and other factors including commitments to defer rate changes until the RPA was in place.  

The Power System now believes its financial situation and the Board's direction to increase Energy 

Efficiency spending together require rate increases averaging approximately 5.5% annually over the next 

two years (6.5% annually in the Department's indicative forecast for the next five years).  It is clear the 

Department will need to increase rates to maintain its infrastructure and stay in compliance with the laws 

to which it is subject, but the Department, with the support of the City, also needs to take a more 

transformational approach to reducing costs: PA has found that many of the areas needing attention are 

subject to the current union agreements and changes cannot be implemented until those terms are 

renegotiated.  

Legal considerations have led LADWP to design a new rate structure.  LADWP’s rate redesign construct 

has been developed with the City Attorney’s guidance so as to address the legal considerations (see 

Section 4.5).  Based on that guidance LADWP has chosen to restructure its power rates using a set of 

surcharges over and above the rates previously in effect.  Ordinance 180127 (the Electric Rate 

Ordinance) will not be amended or repealed; rates specified in the Electric Rate Ordinance will remain in 

force as will the previously specified additional Factors (ECAF, RCAF, etc.)   

The Department will propose that the City Council pass two new separate and independent ordinances.  

The first new ordinance (the "incremental ordinance") defines a set of rate surcharges with multiple 

components, but is intended to leave all rates and schedules in the Electric Rate Ordinance unchanged.  

The second new ordinance (the AMP-EV ordinance) will effectively modify the Electric Rate Ordinance by 

adding two new rates to be used by customers instead of current rates:  a new Experimental AMP 

interruptible schedule to be used by certain eligible customers as an alternative to the current AMP 

schedule, and a new Rider EV to be used instead of the Electric Vehicle Discounts available under several 

schedules in the Electric Rate Ordinance.   

There are three steps involved in utility ratemaking.  First, one determines the total amount of revenue the 

utility needs ("revenue requirements determination").  Second, that revenue is allocated to groups of 

customers, such as individually metered residential customers, medium-sized commercial customers, 

master-metered residential customers, etc., based on some measure of the amount it costs to serve each 

group ("revenue allocation").  Another type of revenue allocation is rate unbundling, in which revenues are 

divided among several component services, so that customer rates can be built up from rates for those 

individual services; LADWP has taken a partial unbundling approach in its definition of the surcharges.  

Third, the specific rates, that is, the rate structure (metrics of consumption) and prices to apply are defined 

for each group ("rate design"). 

 Revenue requirement.  The Power System believes its financial situation requires an average rate 

increase of approximately 5.5% annually over the next two years.  The rate increase is driven by 

increases in the Department's operation and capital revenue requirements as well as the 

collection of costs that were previously deferred to reduce rates.   

 Revenue allocation.  The Electric Rate Ordinance implicitly allocates "base revenues" (the 

revenues not collected by pass-through factors such as ECAF, RCAF and ESAF) among 
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customer groups by defining rates differently by schedule; the incremental ordinance does not 

change the set of schedules.   

– The Department is recommending an unbundling of the amount by which the revenue 

requirement exceeds the amount collected under the Electric Rate Ordinance, among several 

surcharge components.  This chapter primarily describes that unbundling, including PA's 

recommendation in its ECAF report, the decision to base the restructuring on surcharges, the 

design principles that should underlay the unbundling, the process by which the surcharge 

components were defined, and the allocation of current rate revenues among those 

components. 

– The unbundled components must be allocated among rate schedules.  They include a set of 

"pass through" components – ICRA and the three "pass throughs" VEAF, CRPSEAF, and 

VRPSEAF-- which are allocated almost uniformly across schedules on a c/kWh energy 

charge basis (the IRCA rate for some schedules is defined as a $/kW demand charge).  The 

remainder of the additional revenue is allocated to the incremental base rate component.  

Incremental base rate revenue is allocated across schedules so that the total incremental 

revenue allocated to each schedule (incremental base rate revenue plus forecasted VEAF, 

CRPSEAF, VRPSEAF and IRCA revenue) is proportional to that schedule's anticipated total 

FY 2012 revenue from the Electric Rate Ordinance, with a constant proportion across 

schedules.  

 Rate design.  PA received the most recent draft of the incremental ordinance on Aug. 3.    PA has 

proceeded with an evaluation of the customer impact of restructuring power rates based on that 

draft and the Department’s representation of limited changes to the language to reflect financial 

plan case 119, subject to confirmation relative to the final version of the incremental ordinance.  

There are two key differences between the design of the incremental base rates and of the base 

rates previously adopted in the Electric Rate Ordinance: 

– As a matter of public policy, the Electric Rate Ordinance included low income and lifeline 

discounts to residential base rates (schedules R-1D and R-1E) as well as low income and 

lifeline credits to multi-family rates for each qualified sub-metered unit.  The pass-through 

factors were not discounted.  The incremental ordinance does not apply low income or lifeline 

discounts to either the incremental base rates or the incremental pass through factors. 

– The basic design of the interim base rates (billing determinants, tiering) is the same as in the 

Electric Rate Ordinance.  However, the numeric prices do not have the same relationship in 

the two ordinances.  For example, the ratio of tier 2 prices to tier 1 prices is much greater in 

the incremental ordinance than in the Electric Rate Ordinance (steeper tiering).  This means 

that the surcharge will have less impact on customers with low usage, somewhat offsetting 

the lack of incremental low income and lifeline discounts (on the assumption that customers 

who would have received those discounts have low usage).  Also, for schedules like A-3 with 

both energy and demand billing determinants, the energy and demand charges in the 

incremental ordinance do not bear equal proportions to those in the Electric Rate Ordinance.  

Therefore the fractions of the total interim base revenue requirement for those schedules 

collected by demand charges and by energy charges are different than the corresponding 

fractions for the base revenue requirement in the Electric Rate Ordinance. 
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 PA's previous recommendations 4.1

In its Independent Fiscal Review of the Energy Cost Adjustment Factor (ECAF), dated February 25, 2010, 

PA described how the current structure of the ECAF obscured the drivers of the Department’s costs by 

lumping together disparate components, and how it allowed pass-through of costs that should have been 

controllable even while it did not have enough flexibility to deal with truly unpredictable and volatile rate 

components.  PA suggested that the ECAF be decomposed into several, differently treated rate 

components.  PA stated,  

“This will provide the Council with greater visibility of LADWP’s cost structure and of the justification for 

any rate increases.  It will clearly identify the Council’s actions to stabilize rates.  It will ensure that 

controllable costs are subject to appropriate controls.  And, by applying to each separate component a 

review of appropriate detail and frequency, lenders and rating agencies will be able to take comfort in the 

City’s commitment to cost recovery.” 

Under the Electric Rate Ordinance, the Department was able to reset the ECAF rate quarterly.  The ECAF 

rate was designed to collect revenue sufficient to cover costs in certain identified categories.  Those cost 

categories are shown in Table 4.1.  It was intended that the rate would reflect LADWP's actual costs as 

closely as possible.  Unlike the "base" component of rates, which is based on relatively stable capital and 

labor costs, ECAF was to reflect fluctuating fuel costs.  Therefore, the ECAF had to be reset frequently:  

each quarter the ECAF rate was changed to reflect expectations of fuel prices.  The ECAF rate would be 

further adjusted to "true up" the difference between previous quarters' actual costs and revenues (that 

were based on expected costs). 

Table 4.1: ECAF Cost Categories 

 Floating-price fuel-related costs   Fixed long-term PPA costs  

 Fixed-price fuel costs  Fixed short-term PPA costs 

 Fixed transmission capacity costs   Floating-price PPA costs  

 RPS contract costs (base volumes, debt service)  DSM capital costs  

 RPS O&M costs  DSM subsidy costs  

 RPS surplus energy costs  DSM/EE lost revenue  

 Short-term renewable energy purchases  Decommissioning costs 

 Accumulated deferral (under-/over-collection)  Legal settlements/penalties 

ECAF rates actually reflect two somewhat contradictory principles.  By changing quarterly in response to 

fuel markets, and by being "trued up" quarterly for the deviation between actual and expected costs, 

ECAF would reflect the expectation that these costs were beyond the Department's control or ability to 

predict.  However, quarterly increases in ECAF were capped, as if the Department was still expected to 

control the increase in those costs.  This would not be a problem if ECAF were based only on mean-

reverting market prices, but ECAF also included certain contract costs with significant and predictable 

built-in growth so that its cost increases regularly exceeded the cap.  

PA recommended that ECAF be replaced by at least three separate components, which would separately 

collect: 

 Costs that are clearly out of the LADWP’s control, such as short-horizon gas, coal, and power 

purchases 

 Costs that are predictable, such as long-term contract costs or energy efficiency costs 
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 Revenue losses attributable to DSM. 

Different cost recovery principles would be applied to the three components.  Uncontrollable costs would 

be recovered on a pure pass-through basis as long as the Department was following an approved 

procurement plan.  Predicable costs, such as the fixed costs of long-term renewable PPAs, should be 

reviewed before any rate adjustments, e.g., Council approval of a contract would include review of its rate 

impact so that it can be included in rates when deliveries start.  DSM revenue losses based on the 

reduction in the demand over which the revenue requirement is spread would be passed through with a 

budgetary cap only on the targeted demand reduction. 

PA also recommended that the City Transfer should not be tied to fluctuating ECAF revenues, but rather 

entirely to more stable base rate revenues.  Doing so would create greater certainty of City Transfer 

payments and remove elements of the City Transfer from the current ECAF structure.   

 Rate design should increase cost control and transparency 4.2

PA believes the way rates are set should reflect the utility’s ability to control costs, and should provide 

management an incentive to control costs.  If rates are designed to allow built-in cost increases to 

accumulate for several years without review, the incentive to control costs is reduced.  If a rate design 

does not appear to allow cost overruns to be passed into rates, although it actually defers them for later 

"true-up" without review, management sees no pressure to avoid overruns.  On the other hand, truly 

uncontrollable costs should be passed into rates as soon as possible.  "Rate stabilization", where the 

utility defers expected and legitimate rate increases by financing rather than immediately collecting the 

costs, should be reserved for exceptional situations; otherwise such financing can become a regular 

feature of ratemaking and indistinguishable from borrowing to fund operations. 

PA recommends that costs be categorized by controllability and predictability.  Cost should be subject to 

automatic "true-up" only to the extent that they are uncontrollable.  Rate increases to cover predictable 

costs should be made explicitly rather than automatically (not necessarily by an election or supermajority, 

but in such a way that the responsibility for approving the increase is clear).  Rate design principles that 

reflect cost recovery include: 

 Costs that are unpredictable and uncontrollable (like market-driven fuel prices) should be 

collected on as close to a pure pass-through basis as possible 

 Costs that are knowable in advance (like the costs of fixed price contracts) should not be trued-up; 

rates can be adjusted when actions are taken, or contracts approved, that will cause predictable 

cost increases 

 Costs that are generally (not completely) controllable around a predictable level (like O&M costs 

or the costs of excess RPS energy) can be trued-up to a limited extent (subject to a cap), with 

specific reporting to ensure management attention 

 Costs that are variable but controllable to a budget (like annual DSM subsidies) should not lead to 

automatic rate changes except possibly downward from the nominal level; in general the 

associated rate component should not have any automatic adjustment. 

In addition to cost control, PA's ECAF recommendations attempted to increase the transparency of 

LADWP rates.  ECAF included a number of different types of costs, not all of which fit the usual concept of 

an "energy cost adjustment clause" (rate adjustment to account for variable supply costs).  This made it 

difficult for ratepayers and even Council members and staff to determine which costs were driving ECAF, 
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and the extent to which decisions made several years earlier should have been expected to contribute to 

rate increases. 

 The Department's surcharge approach 4.3

LADWP has chosen to restructure its power rates using a set of surcharges over and above the rates 

previously in effect.  Ordinance 180127 (the Electric Rate Ordinance) will not be amended or repealed; 

rates specified in the Electric Rate Ordinance will remain in force as will the previously specified additional 

Factors (ECAF, RCAF, etc.)  The Department will propose that the City Council pass a separate and 

independent ordinance (the "incremental ordinance") defining a set of rate surcharges.  This is the 

recommendation of the City Attorney based on legal considerations (see Section 4.5). 

LADWP's proposed rate restructuring approach may be described as a surcharge with multiple 

components.  Under the Electric Rate Ordinance, rate factors that are defined by formulas, such as the 

ECAF, contain explicit gross-ups for a City Transfer.  The surcharge proposal has involved a number of 

components with varying degrees of true-up or automatic adjustment; in general, over the last year 

components have been combined in the name of simplification (reducing the degree and benefit of 

unbundling) and true-ups increased.  Also the surcharge approach was extended to include surcharges for 

"base costs" (cost not assigned by the Electric Rate Ordinance to any of the adjustment factors).  The 

Department’s original surcharge proposal as presented to PA was not grossed-up for an allowance for 

City Transfer.  The current conceptual proposal includes gross-ups on the surcharge; we understand it to 

be consistent with the recommendation of the City Attorney.   

Leaving the Electric Rate Ordinance unchanged would mean the Council and Department would be 

unable to fully restructure rates, particularly ECAF, as PA had recommended in 2010 (the Council has 

endorsed that recommendation).  The Department has said that it supports PA’s recommendation and 

wants to implement it but cannot so restructure current rates due to legal considerations (see Section 4.5).  

The Department has made a "good faith" move towards restructuring by using a set of surcharges, rather 

than a single surcharge.  PA suggests that the new surcharges, once finalized, be approved on a 

temporary basis for a set time period and they be replaced with fully restructured permanent rates once 

legal considerations allow (see Section 4.5). 

4.3.1 Evolution of the surcharge concept 

The next set of figures illustrates the evolution of the surcharge approach.  While it meets some of the 

goals of PA proposed restructuring it falls short in other areas which we explore on the following pages. 

The rate making environment has been made difficult by legal considerations (see Section 4.5).  PA 

believes these surcharges are appropriate for this environment as long as there is a mandatory review of 

their continuing need called for in the ordinance in two years from their implementation. 

In June 2011, the Department had proposed that the component surcharge rates would be structured, 

relative to the cost increases, along the lines of PA’s earlier ECAF recommendation, and including a 

surcharge on the Reliability Cost Adjustment Factor for PRP cost increases.  This structure is illustrated in 

Figure 4.1.   
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Figure 4.1: LADWP's original surcharge concept 

 

The five components of the proposed surcharge are: 

 Traditional Energy Factor – Uncapped.  This contains short-term fuel and power purchase costs; 

the “legacy under-collection”, representing the amount of under-collection in the Energy Cost 

Adjustment Account when rates are restructured; non-renewable power purchase agreements 

(PPAs); and a legal settlement.  These costs are all beyond the Department's control although 

several of them (e.g., the legacy under-collection and the legal settlement) are predictable or 

known.  This factor would be a direct pass-through with an automatic true-up and no cap.  PA 

supports uncapping the uncontrollable and unpredictable costs such as natural gas, short term 

power purchases, etc.   

 Renewable Energy Factor – Uncapped.  This contains renewable power costs that are not part of 

the Departments "take-or-pay" PPA obligations (excess power).  These too may be considered as 

beyond the Department's control and in addition they relate to regulatory or legislative mandates.  

This factor would be also a direct pass-through with an automatic true-up and no cap.   

 Renewable Energy Factor – Fixed.  This contains the fixed cost of renewables.  These are costs 

which the Department should be able to predict and control, and the Department indicated at the 

time that there would be no automatic true-up.  It is denoted as "Fixed", not just "Capped", 

implying there would be no automatic adjustment. 

 Energy Efficiency / DSM – Fixed.  This contains Energy Efficiency and DSM program costs, which 

should be based on preapproved budgets and contracts, as well as the lost revenues associated 

with Energy Efficiency and DSM (decoupling).  The Department should be able to predict and 

control the program costs as they are based on annual subsidy awards; lost revenues may be 
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less controllable.  At the time the Department had not determined whether it would propose a true-

up, which might be appropriate for lost revenues even if not for program costs.  

 Infrastructure – Fixed.  This contains PRP expenditures (the current Reliability Cost Adjustment 

Factor (RCAF)) as well as the legacy under-collection in the Reliability Cost Adjustment Account.  

This component should be controllable, because the legacy under-collection will be known and 

PRP expenditures can be tied to a budget.  At the time LADWP indicated that it would not be 

proposing an automatic true-up of under-collections in this component.  Also, it was PA's 

impression that this component did not include any other "base cost" increases. 

The Department continued to modify its surcharge structure, and in March 2012 communicated a 

“simplified” version.  This structure of Base Rates and surcharge is displayed in Figure 4.2.   

Figure 4.2.  LADWP’s March proposal “simplified” the previous but does not distinguish categories to 

facilitate transparency or cost control 

 

The most significant changes to the composition of the surcharges were: 

 The first four components displayed in Figure 4.1 were collapsed into two.  This is not a fine 

enough detail to distinguish cost categorization for rate design, or to improve transparency. 

 Figure 4.2 includes an additional surcharge component for “incremental base rate costs".  The 

original components were associated with the ECAF and RCAF, and were limited to specific, 

identifiable cost categories.  This last component is a catchall category that allows for any other 

cost increases.  If Base Rates are to be surcharged, PA believes it should be clearly separate, 

and further broken down into several components (e.g., by cost category) to increase 

transparency.     
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 Compared with Figure 4.1, the differences in cost recovery between the components were largely 

erased -- all but the "incremental base" component would be trued up.  If under-collections are 

deferred then there is effectively no cost cap, only a rate cap – which is exactly the situation that 

led to the current ECAF under-collection. 

PA communicated its concerns to the Department, and in early May the Department released a further 

modified surcharge structure which was embodied in the incremental ordinance.  That structure is 

illustrated in Figure 4.3.  The renewables-related costs are separated into two components and all other 

ECAF costs are put into a "Variable Energy Adjustment" which would have an automatic true-up 

adjustment for any cost increases.  Energy Efficiency/DSM costs, which represented a separate fixed 

component in Figure 4.1, are included in the "-- Capped RPS Energy Adjustment", but two different 

revenue decoupling mechanisms – one for energy efficiency investments through June 30, 2012, and the 

Base Revenue Target Adjustment described below, are included in the Variable Energy Adjustment. 

Figure 4.3: The rate structure in the incremental ordinance restores some surcharge detail 

 

4.3.2 Transparency and cost control in the surcharge approach 

PA previously identified transparency and cost control as two key guidelines for rate restructuring.  These 

two goals are somewhat in conflict with the Department's third goal of simplicity.  We do believe that is not 

an irreconcilable conflict, and that it is possible to have a more transparent structure than the 

Department's proposal, which would improve cost control while still appearing simple to the ratepayer.  

The key is to distinguish between the bill itself and supporting information. 

Transparency would be come from reporting rates or revenue requirements broken down into logical 

categories, so that one can understand how ratepayer revenues are being spent, without lumping together 
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disparate costs.  This clearly would require a more detailed rate structure than the Department has 

proposed, and would produce confusing bills.  A solution would be to define rates with a larger number of 

categories or components, and accumulate categories together on the bill.   

For example, the Department's March proposal (Figure 4.2) contained two ECAF-related surcharge 

components, "capped" and "uncapped".  Each of these components could collect several different types of 

costs.  Rates should be built up by defining a revenue requirement and rate for each cost type, and then 

separately adding the "capped" and "uncapped" types to produce two reportable rate components.  The 

monthly bill would only contain two components but an interested ratepayer could find the finer detail 

about how their rate was constructed by looking, for example, at the LADWP website. 

Traditionally, ratemaking incentivized cost control by fixing rate levels:  a utility's price would be set and 

the utility would bear the responsibility of controlling costs to within that price level.  Certain costs were 

then determined to be outside the utility's control, such as energy purchase costs, and part of the rate was 

allowed to fluctuate with those costs.   

PA recommended that, in restructuring the ECAF, costs be classified by the degree to which LADWP 

could control them, and the degree to which costs were passed through would reflect their 

uncontrollability.  On the contrary, disparate cost types are included in the "uncapped" category in the 

Department's proposal, including some that are not at all uncontrollable, as we noted above.  

Furthermore, because all the components (except "Incremental Base") are subject to true-up, none of 

them is really fixed.   

The collapse of the ECAF into two components was attributed to simplification, but a simplified bill 

presentation can be compatible with a more sophisticated rate design.  Furthermore, the logic behind the 

categorization of costs as "capped" and "uncapped" is not clear; it would be better to define cost 

categories first -- based for example on controllability -- and then label them as "capped" or "uncapped".  

Finally, in the original version of the surcharge proposal, the ability to "true up" differed by cost category. 

The value of expressing cost control goals through rates is generally accepted in the case of investor-

owned utilities; it is also present for a municipal utility.  If an investor-owned utility cannot recover all its 

costs, then investors' returns suffer.  A municipal utility has no investors:  it must cover all its costs through 

rates and borrowing.  If the Department were unable to recover cost overruns it would not have a pool of 

"LADWP dollars" from which to pay those costs.  But, the application of ratemaking principles based on 

recovering only allowed costs can help motivate the Department's management to improve cost control, 

and the transparency of revenues and costs in multiple logically defined components would help 

ratepayers and the City judge LADWP's success in cost control.  These goals are not sufficiently served 

by the LADWP rate proposal (unless it is accompanied by a detailed cost and revenue reporting proposal). 

4.3.3 Allocating revenue to surcharges: Identifying cost increases 

A surcharge is designed to recover only cost increases above a base level.  LADWP therefore had to 

determine the base level of costs for each of the four categories above.  The first three components are 

costs that have thus far been collected through the ECAF.  The Department determined that “current 

costs” would mean the current level of rates, even if costs are actually higher or lower (ongoing under- or 

over-collection).  In other words, current costs would not be the costs based on a current budget or set of 

programs.  This makes the definition of the cost baseline a little complicated:  while budgeted or actual 

costs can be associated with the specific functions assigned to each component, the rates cannot.  

LADWP addressed this difficulty by allocating the current rates to components, proportionate to the actual 

FY 2011 costs of the functions assigned to each component. 
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The Department identified the current rate level as an average of 6.926 c/kWh, representing the current 

ECAF of 5.69c/kWh plus 1.236c/kWh excluded from the ECAF rate under General Provision G.2 of the 

Electric Rate Ordinance.  LADWP provided a computation of the costs allocated to each component, 

based on a breakdown into a “Traditional Energy Factor”, “Renewable Energy Factor – Fixed”, 

“Renewable Energy Factor – Variable” and “Energy Efficiency Factor”, as in Figure 4.1.  We have 

translated these into the components listed in Figure 4.3 by combining “Renewable Energy Factor – 

Fixed” and “Energy Efficiency Factor”.   The current level of "Reliability Cost Adjustment" costs would be 

the current RCAF, and the current level of "Base Rate Costs" would be the FY 2011 level of Base Rates, 

less the1.236c/kWh allocated to ECAF costs.  The frozen cost levels, along with the projected surcharges 

for fiscal 2013 and 2014, are exhibited in Table 4.2. 

Table 4.2.  Current cost levels and projected surcharges 

Component Current level 

(c/kWh) 

FY2013 surcharge 

(c/kWh) 

FY2014 surcharge 

(c/kWh) 

  Energy Factor -- Uncapped (VEAF) 5.256 (0.038) (0.044) 

  Renewable Energy -- Uncapped (VRPSEAF) 0.691  0.086  0.233 

  Renewable Energy -- Capped (CRPSEAF) 0.979  0.013  0.222 

ECAF total 6.926 0.061 0.411 

Reliability Cost Adjustment (IRCA)     

  As an energy charge  0.300 c/kWh  0.090 c/kWh  0.221 c/kWh 

  As a demand charge  $0.96/kW  $0.28/kW   $0.70/kW 

Base Rate Costs 5.565 0.444 0.762 

Total 12.729 0.595 1.394 

Sources:  "Frozen ECAF Breakdowns" received from LADWP 3/15/12 in pdf form; other current costs, and; ECAF surcharge 
amounts, from LADWP Financial Plan case 89 received 5/17/12; IRCA surcharge values based on summary of LADWP Financial 
Plan case 119 received 8/10/12. 

The values in Table 4.2 do not exactly represent the rates that customers will see when the restructuring 

is implemented.  The surcharge values for FY2013 are averaged over the year.  Because the rates will not 

go into effect until several months into the year, the actual surcharges will be higher (but will be averaged 

with zero surcharges from the first few months to get the values which Table 4.2 projects). 

4.3.4 The surcharge approach in the incremental ordinance 

The incremental ordinance contains a set of rate surcharges.  PA reviewed the incremental ordinance with 

the City Attorney and does not believe there are material changes to the rates in the Electric Rate 

Ordinance, just new surcharges.  This section describes the various surcharges, in the order in which they 

appear in Figure 4.3 (top to bottom). 

Variable Energy Adjustment (VEA) 

The VEA is computed based on the total of the following types of cost: 

 Non-renewable fuel expenses, including transportation, storage, prepayment costs, emissions-

related costs, associated legal costs, and decommissioning costs (which really are not fuel 

related) 
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 Non-renewable power purchase costs, relating to PPAs, firm LD contracts, economy purchases, 

etc., and including all capacity, transmission, and prepayment costs 

 Legal and court costs; presumably this refers to the Barakat lawsuit referenced in the three figures 

above. 

 The amount of energy that was forecasted be saved by energy efficiency investments made 

between July 1, 2006 and June 30, 2012, multiplied by $0.05513/kWh.  This is supposed to 

represent the amount of base rate revenue (at the rates in the Electric Rate Ordinance) not 

collected due to those sales reductions.  The sales reduction figures were forecasts whose use 

has been approved by the Board, and total 1.034 billion kWh per year  

 Gross-up for City Transfer 

 Base Rate Target Adjustment rate (see Section 4.3.5 below) 

 Cumulative prior shortfall in the ECA account, amortized over ten years 

 Any under- or over-collected balance in the VEA balancing account. 

The VEA is designed with an automatic quarterly adjustment and no cap on its size or quarterly change. 

Capped Renewable Portfolio Standard Energy Adjustment (CRPSEA) 

The CRPSEA is computed based on the total of the following types of cost: 

 Debt service and O&M costs for Department-owned renewable resources 

 Estimated debt service and O&M costs "typically associated with power purchase agreements for 

RPS generation and transmission".  PA does not completely understand this language (for 

example, which PPAs does it refer to, or what size). 

 Energy efficiency expenses (whether expensed or capitalized). 

 Gross-up for City Transfer 

 Any under- or over-collected balance in the CRPSEA balancing account. 

The CRPSEA is designed with an automatic quarterly adjustment whose quarterly increase is capped at 

0.125c/kWh.  LADWP staff have told PA that the cap was chosen so that over the first three years the 

possible increases in CRPSEA would be sufficient to cover the projected costs. 

Note that the CRPSEA is based on cost estimates; PA's recommendation had been that this component 

be based on the known costs of approved resources and contracts, and the approved Energy Efficiency 

budget, with no true-up. 

Variable Renewable Portfolio Standard Energy Adjustment (VRPSEA) 

The VRPSEA is computed based on the total of the following types of cost: 

 Estimated purchase cost for RPS generation from projects that the Department does not own 

directly or indirectly.  "Indirect ownership" is probably meant for SCPPA projects.  It is not obvious 

how this this item differs from the second component of CRPSEA. 

 Costs associated with RPS generation from projects in which the Department has an indirect 

ownership interest, except for debt service and O&M costs.  We believe this corresponds to 

"above minimum RPS purchases" in Figure 4.1 and Figure 4.3.  

 Gross-up for City Transfer 

 Prior VRPSEA under-collection 

The VRPSEA is designed with an automatic quarterly adjustment no cap on its size or quarterly change. 
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Incremental Reliability Cost Adjustment (IRCA) 

The IRCA is designed to collect the total of the following types of cost: 

 The amount by which PRP O&M costs exceed $290 million 

 The amount by which PRP debt service costs exceed $320 million. 

 Gross-up for City Transfer 

Unlike the previous three factors, the IRCA is not always collected on a cents/kWh basis.  It is allocated 

between who are billed based on energy usage on a cents/kWh basis, and those who are billed based on 

non-coincident maximum demand.  The incremental ordinance describes these as "residential service 

customers" and "general service customers" even though the first category includes more than just 

residential customers; the language is from the Electric Rate Ordinance and there has been no problem to 

date with its application. 

At PA’s suggestion, the IRCA is not explicitly designed as a pass-through.  We expect IRCA rates to be 

stated explicitly in the incremental ordinance.   

4.3.5 Rate decoupling and the Base Rate Target Adjustment (BRTA) 

This section addresses the Base Rate Target Adjustment (BRTA) defined in the incremental ordinance.  

The BRTA is characterized as a revenue decoupling charge.  When it was originally proposed that utilities 

sponsor investments in Energy Efficiency and Demand Side Management advocates quickly realized that 

utilities could see their revenues threatened by load reduction, which would lead the utilities to resist 

Energy Efficiency.  Utility revenues generally recover two types of costs:  fixed investment cost (including 

profit for investor-owned utilities) and variable operating costs (e.g., fuel).  Declining sales will reduce the 

amount of money available to pay for both fixed and variable costs; but the variable costs themselves 

should also decline.  Rates are set to allow utilities to recover all their fixed costs, and sales reductions 

endanger that recovery.  Energy efficiency advocates sought to "decouple" fixed cost recovery from sales, 

in order to remove the incentive for utilities to resist energy efficiency expenditures.  In practice this means 

that rates would rise if Energy Efficiency reduced utility sales. 

When rates are set on a volumetric (per-kWh) basis, expected fixed costs are divided by estimated 

electricity sales to yield "unit fixed cost recovery".  If actual sales are below the estimate, whether because 

of energy efficiency, weather, or other reasons, the shortfall in fixed cost recovery in a given time period 

can be computed by multiplying the change in sales by the unit fixed cost recovery.  A decoupling rate is 

implemented by adding that shortfall to the following time period's revenue requirement (in other words, by 

increasing rates enough that, over the next time period, revenues will exceed cost enough to cancel the 

shortfall).  By the same token, if sales are greater than expected and the utility's revenues exceed its fixed 

costs, the excess revenue (additional sales times unit fixed cost recovery) should be subtracted from the 

next period's revenue requirement. 

The Base Rate Target Adjustment implements decoupling for base rate revenue.  "Base rates" refer to the 

charges defined for each rate schedule in the Electric Rate Ordinance and also the charges defined for 

each rate schedule in the incremental ordinance, except for charges defined by reference to the General 

Provisions in the current ordinance (ECAF, RCAF, ESAF) and in the incremental ordinance (VEAF, 

CRPSEAF, VRPSEAF, IRCA), minus the Base Rate Contribution Factor (1.236 c/kWh).  The Base Rate 

Target is a value that should represent the part of the revenue requirement attributable to Base Rates.  

The actual base rate collection is the total actual revenue collected minus the product of actual kWh sales 

and the sum of ECAF, RCAF, ESAF, BRCF, VEAF, CRPSEAF, VRPSEAF, and IRCA. 
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The Base Rate Target Adjustment (BRTA) rate equals the difference between a period's Base Rate 

Target and actual base rate collection, divided by the estimated kWh sales for the following period.  It is in 

rate units of c/kWh.  The BRTA rate is added to rates in the following period -- specifically to the VEAF.  

To that extent the BRTA is a typical revenue decoupling charge.  It is an automatic true-up of deferred 

revenue, with no limit or cap.  It is reasonable for LADWP rates to include such a charge if the Department 

is to be discouraged from trying to increase sales (or encouraged to reduce them through energy 

efficiency expenditures), or if total sales are out of the Department's control. 

The BRTA trues up revenue to the Target, in other words, it eliminates any discrepancies between actual 

revenue and the revenue target to ensure that, in the long run, the Base Rate Target revenue is fully 

collected but no greater amount.  This is the expected role of a decoupling charge and it does not impair 

cost control as long as the Target is an approved revenue requirement.  By contrast, the other "true-ups" 

discussed in section 4.3 are designed to eliminate discrepancies between actual revenue and actual 

costs.  They can impair cost control if the utility has no other motivation to control actual costs to the level 

of the revenue requirement. 

 PA's Observations and Comments on the Proposed 4.4
Incremental Rate Ordinance 

4.4.1 The Incremental Ordinance should be reviewed in two years 

The City Attorney has given LADWP guidance in structuring its surcharge proposal so as to address 

current legal considerations.  Because the law is in a state of development (there is ongoing litigation over 

Proposition 26 involving another city), greater flexibility in rate structuring could arise as the law becomes 

clearer.  Therefore, PA recommends that this surcharge-based restructuring be considered as an interim 

step.  The rate structure should be revised in two years’ time and preferably be replaced with fully 

restructured permanent rates once legal considerations allow (see Section 4.5).  

The Department expressed concern about an explicit sunset date with no further authorization of these 

rates, and the City Attorney's representatives expressed the opinion that one could not use an ordinance 

to mandate consideration of a later ordinance.  PA therefore has recommended that the incremental 

ordinance direct that after two years a study of the appropriateness of a full restructuring should be 

conducted with a recommendation to the Mayor, City Council and DWP management on whether the need 

for a two-ordinance, surcharge-based rate structure has changed or been eliminated. 

4.4.2 Observations and comments on the rate design 

1. Under the Electric Rate Ordinance, rate factors that are defined by formulas, such as the ECAF, 

contain explicit gross-ups for a City Transfer.  Similar gross-ups have been included in the VEAF, 

CRPSEAF, VRPSEAF and IRCA. 

2. As a matter of public policy, the Electric Rate Ordinance included low income and lifeline discounts to 

residential rates (schedules R-1D and R-1E) as well as low income and lifeline credits to multi-family 

rates for each qualified sub-metered units.  The pass-through factors were not discounted due to 

legal considerations.  The incremental ordinance does not apply to low income or lifeline discounts in 

either the incremental base rates or the new pass-through factors.  

3. The definition of BRTA as originally proposed in the draft incremental ordinance went beyond a 

simple revenue decoupling charge.  The draft included specific base revenue targets fiscal 2013 but 

stated that targets for the following fiscal years would be set by the  Board and communicated to, but 
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not necessarily approved by, the City Council (presumably the Council could have taken jurisdiction 

over a rate increase through a "245" process but that is awkward and post hoc).  PA told the 

Department that the part of the draft incremental ordinance that empowers the Board to set the target 

unilaterally was problematic and should be deleted.  The Department deleted that section. 

4. PA further noted that the BRTA would guarantee collection of the Base Rate target regardless of why 

revenues fell short.  Base revenue under-collection could occur for a number of other reasons beside 

load reduction due to energy efficiency, including load reductions due to reductions in economic 

activity, customer departure, loss of load in outages, or delayed approval of a rate increase.  PA 

objected to the breadth of the BRTA.  In response the Department agreed to eliminate the BRTA 

accounting after two years (in other words, after June 30, 2014 the under- or over-collection of base 

revenues would no longer be accrued although the Department could continue to include under- and 

over-collections through that date in the VEAF until the end of 2015). 

5. As we have noted above and in the past, PA generally believes that "true-ups" of controllable costs, 

costs that can be held to a budget, or costs that are known in advance, have a deleterious effect on 

cost management.  The incremental ordinance was originally drafted to include a balancing account 

associated with the IRCA, with a cap on IRCA increases.  The Department agreed that it was able to 

control PRP spending and accepted PA's recommendation to eliminate both the cap and the 

balancing account, so that under the latest proposed ordinance, the IRCA (and effectively the PRP 

budgets) will be explicitly included in the incremental ordinance.
25

 

6. PA similarly objected to the structure of the CRPSEA, which includes a balancing account and a cap 

on increases.  It was PA's position that the CRPSEA revenue requirement is based on contracts that 

are approved in advance, and even if there are construction cost overruns, those costs will be 

observable prior to the quarterly determination of the CRPSEA rate and therefore could be included 

in it.   

The Department disagreed with PA, taking the position that there could be other reasons why the 

CRPSEA revenue would be less than target,  These included all the types of under-collection cited 

for BRTA (see item 4 in this list) as well as the workings of the cap itself:  the costs associated with 

approved contracts could increase more than the CRPSEAF cap of 0.125c/kWh, and the cap would 

act to prevent their collection even if they had been clearly described when the contracts were 

considered. 

In fact, after PA suggested eliminating the balancing account and cap, the Department returned with 

new language that directed the Department to produce a three-year forecast of the CRPSEA 

balancing account each quarter, and report to the Board and Council if that balance exceeded a set 

amount.  Apparently the Department was motivated by the possibility of approved contract costs that 

exceeded the rate increase cap.  PA responded that (a) this is something the Department ought to do 

as a matter of good management not by ordinance; and (b) the report would not help the Department 

address under-collections since it did not authorize or even propose a rate action.  The Department 

                                                      

25
 The lifting of the CIRCA cap and balancing account caused LADWP to recently revise its Financial Plan (Case 119), which would 

change the rate increase from 4.8% to 4.9% in FY 2013 (see footnote 2).  However, the financial plan that has been presented by 

the Department in its Power System Rate Proposal and on which this report’s financial analysis is based, is Case 89.  There is no 

difference between the revenue requirements and costs of running the system between Cases 89 and 119.   
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agreed to add language mandating that it seek a rate action if the cumulative under-collection 

exceeded a second, larger amount. 

PA continues to believe that a superior formulation of the CRPSEA would include neither a balancing 

account nor a cap on periodic increases in the CRPSEAF.  In that case the new under-collection 

reporting requirement would be unnecessary. 

4.4.3 The universe of possible modifications, or, non-mandated 

components of the rate increase 

In the current macroeconomic environment the Council should strive to minimize cost and rate increases 

to the greatest extent.  Policy choices that involve cost increases should be made explicit.  As the 

Department has noted, much of its added revenue need is attributable to prior regulatory and legislative 

policy mandates.  Those mandates must be observed but added policy choices should be carefully 

considered.  Rates should not be increased due to the ongoing cost of doing business -- those costs 

should be controllable -- and while it may be desirable to increase the pace of reliability-related 

maintenance, that too should be an explicit choice. 

In addition to the recommendation above about BRTA language, PA recommends that the following parts 

of the rate increase be considered explicitly.  PA is not recommending that any of these specific cuts be 

made, but we believe it is incumbent upon us to identify all possible sources of rate reduction. 

Table 4.3.  Possible modifications to the surcharge proposal 

Modification FY2014 impact 

relative to 

FY2012 (c/kWh) 

Keep load reduction target at 8.6% vs. 10% 0.09 

Reduce energy efficiency spending to 2012 levels
 
(value over and above the 

previous line) 

0.17 

Maintain PRP spending at level consistent with 2012 RCAF (eliminate IRCA) 0.22 

Eliminate incremental base rate surcharge, except for the "Rebuilding Local 

Power Plants" and CIS replacement revenue requirements 

0.32 

Additionally eliminate CIS replacement revenue requirement 0.02 

Total 0.82 

In creating Table 4.3 PA sought to identify cost increases relative to the base level that cannot be 

attributed to regulatory or legislative mandates.  PA is not making a recommendation that any or all of 

these reductions should be made to the surcharges.  For example, the reliability improvement attributable 

to increased PRP spending may be very important to LADWP customers, and the replacement CIS may 

be critical to a variety of initiatives (in addition to which if the project were cancelled the Department would 

have to write off the CIS investment to date).  PA's recommendation is that explicit consideration be given 

to these items: 
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 The Department states that the rate surcharges "include an increase in energy efficiency 

investment from prior years" to reach a target load reduction of 8.6% from 2010, as set by the 

Board of Water and Power Commissioners.  The 8.6% target was based on a market potential 

study.  The Department has also proposed an alternative approach to energy efficiency that would 

target a 10% reduction.  There has been no new market potential study supporting the 10% goal.  

AB2021 states that the legislature's goal is to reduce load by 10% state-wide, but does not place 

a specific 10% requirement on any individual municipal utility.  The Financial Plan that LADWP 

provided PA includes Energy Efficiency expenditures consistent with the alternative approach.  PA 

estimates that the policy decision to target a 10% reduction will contribute 0.09c/kWh to the rate 

increase in FY 2014.  Continuing to pursue an 8.6% target would reduce the rate increase by 

those amounts. 

 The RCAF, which funds the PRP, has been limited to 0.3c/kWh by the Electric Rate Ordinance.  

This represents a policy decision on the level of funding for the PRP.  The Department has 

chosen to exceed that level of spending, as evidenced by the cumulative under-collection in the 

RCA Account.  The condition of the LADWP system may well justify increasing the level of PRP 

funding but that should be an explicit choice.  Choosing instead to leave PRP funding at 0.3c/kWh 

would mean that there would be no IRCA surcharge, reducing the rate increase by 0.22c/kWh in 

FY 2014. 

 ECAF and RCAF increases are clearly tied to uncontrollable costs, mandates and reliability; Base 

Rates are not.  The City could consider limiting the base rate surcharges of $0.444c/kWh in FY 

2013 and 0.762c/kWh in FY 2014.  The Department will still have to meet certain external 

mandates, though.  It has negotiated plans to address environmental mandates related to NOx 

emissions and the replacement of ocean cooling, which will involve capital expenses to repower 

Haynes 5-6 and Scattergood 3 over the next few years.  The rate impact of those plans is 

estimated to be 0.42c/kWh in FY 2014.
26

  Eliminating the incremental base rate surcharge, except 

for the "Rebuilding Local Power Plants" revenue requirement will reduce the rate increase by 

0.34c/kWh in FY 2014. 

 The Department is also engaged in a multi-year capital project to replace its Customer Information 

System.  This project involves incremental capital expenditures of $24.0M, $38.3M and $3.7M in 

fiscal 2012, 2013 and 2014 respectively.  PA has estimated the rate impact at $.02/kWh.  

Therefore, eliminating the incremental base rate surcharge, except for the "Rebuilding Local 

Power Plants" and CIS replacement revenue requirements, will reduce the rate increase by 

0.32c/kWh in FY 2014.  Note that this item and the previous are mutually exclusive. 

 Legal Considerations Affecting Rate Design 4.5

A widely held view appears to have formed in recent years that the Department’s current electricity rates 

fail to provide the transparency and simplicity demanded today.  All indications are that the Department 

would prefer to propose, and that the City Council would prefer to receive, a major overhaul of the current 

rate structure to achieve these goals.  The Office of the City Attorney advises, however, that for legal 

reasons the City may wish to avoid making radical changes to the current rate structure at this time. 

                                                      

26
 Ibid., Fig. 16 on p. 25. 



 

 

74 

A question has been raised as to whether Proposition 26, adopted in November 2010, forbids the 

Department’s annual transfer of monies, financial conditions allowing, from the Power Revenue Fund 

ultimately to the City’s General Fund or electricity rates that generate that transfer.  The City Attorney 

advises that the measure does not do so, but notes that no precedential appellate decisions have yet 

been rendered relating to the measure’s application in this context. 

The City Attorney advises, however, that as a safeguard against the absence of judicial interpretation, the 

City may wish to adopt an electrical rate structure that conservatively retains existing rates and layers 

incremental charges on top of them.  Since it is clear enough that Proposition 26 was not meant to be 

retroactive for local government, retention of existing rates most likely would at least shelter from attack 

under that measure the transfer component built into rates existing when the measure took effect, which 

equates to the bulk of the transfer anticipated today and in the near future. 

Therefore, for the time being, electricity rates would derive primarily from two ordinances – the existing 

one and the proposed incremental one.  At some later point, presumably after enough is learned about 

Proposition 26, rates can be redone in the manner desired in one rate ordinance.  Until then, the 

Department advises that should this multiple ordinance approach be taken, it will be prepared to develop a 

summary sheet consolidating rates established by the multiple ordinances in a manner meaningful and 

useful to customers. 
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 LADWP's Rates and Revenues 5
Computations 

 LADWP's Ratemaking Process 5.1

Ratemaking is the process by which utilities set their rates. In the context of public power utilities, the 

ratemaking process should ensure revenue adequacy (i.e. no over or under revenue collection), generate 

the lowest possible rates for customers, and define financial incentives which promote energy efficiency. 

There are three steps involved in utility ratemaking: revenue requirements determination, revenue 

allocation, and rate design.  LADWP's revenue requirements determination is a product of its financial 

plan.  The Department undertook three activities to accomplish its revenue allocation and rate design: 

define revenue targets for each customer class, set pass through charges and finally, given the fixed pass 

through charges previously computed, adjust each customer class Base Rates and Facilities Charges to 

meet the revenue targets defined in the first step. In more detail: 

1. Revenue targets were set for each customer class for FY 2013 and FY 2014: using the estimated FY 

2012 retail revenue (based on the currently approved rates) as a base, LADWP derived projected 

revenue for FY 2013 and FY 2014 by applying the total annual retail revenue requirement increases 

outlined in the financial plan. LADWP assumed total revenue requirement increases of 4.8% and 

6.0% in FY 2013 and FY 2014, respectively. 

2. The ECA and RCA Energy Charges as well as the RCA Demand Charge were set for FY 2013 and 

FY 2014: the average Energy Charges associated with the ECA (VEAF+CRPSEAF+VRPSEAF) and 

RCA (IRCA) accounts (in $/kWh) as well as the average Demand Charge (in $/kW) associated with 

the RCA account (IRCA) were defined for FY 2013 and FY 2014, based on the total power system 

revenue requirements included in the latest financial plan. 

3. Each customer class Base Rates (in $/kWh) and Facilities Charges (in $/kW) were set: given the 

fixed ECA & RCA Energy Charges and RCA Demand Charges computed in step 2, LADWP adjusted 

each customer class Base Rates and Facilities Charges so that each customer class revenues 

matched the targets computed in step 1. 

A commonly used tool in the utility sector for revenue allocation and rate design is the Cost of Service 

Study. A Cost of Service Study effectively and accurately allocates costs to customer classes and 

prevents price discrimination. This is also a useful instrument to justify rate differentials among customer 

classes. To be implemented efficiently, a Cost of Service Study must be supported by load profiling for at 

least a representative sample of customers. LADWP sponsored a full Cost of Service Study and updated it 

in FY2011; the result of that update was a spreadsheet used for rate design rather than a formal study 

document.  PA recommends the Department conduct a new formal cost of service study in order to 

prepare for subsequent rate restructuring. 

 LADWP's Computations of the Pass-Through Factors' Base 5.2
Portion 

As discussed in previous sections, the proposed power rates are broken down into two portions: the first 

portion of the rate (which will be referred as "base portion" in the remainder of this report) is set by the 
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Electric Rate Ordinance at FY 2011 expenditure levels while the second portion (which will be referred as 

the "incremental portion") is set by the proposed incremental ordinance. 

This section of the report presents how the Department deconstructed the FY 2011 ECAF expenditures to 

define the base portion of the VEAF, VRPSEAF and CRPSEAF. 

VEAF, VRPSEAF and CRPSEAF Base Portion Computation 

As shown in Table 5.1, LADWP reallocated the FY 2011 ECA expenditures to the VEA, VRPSEA and 

CRPSEA accounts based on expenditure types: 

 VEA expenditures include: non-RPS fuel and purchased power expense, legal cost, DSM revenue 

loss recovery from FY 2007 to FY 2012 and the corresponding City Transfer portion 

 VRPSEA expenditures include: PPA expense of RPS projects (any prepayment expense) and the 

corresponding City Transfer portion 

 CRPSEA expenditures include: interest, depreciation and O&M expenses of LADWP-owned RPS 

projects, prepayment expense of Indirectly Owned RPS projects, DSM expenses and the 

corresponding City Transfer portion. 

LADWP then computed ratios corresponding to the VEA, VRPSEA and CRPSEA shares of the total FY 

2011 ECA expenses. These ratios were then applied to the sum of the FY 2011 ECA Base rate 

Contribution Factor and Capped ECAF (see Table 5.2) in order to define the base portion of the VEAF, 

VRPSEAF and CRPSEAF. 

Table 5.1: Allocation of the FY 2011 ECA Expenses to the VEA, VRPSEA and CRPSEA Accounts (in $M) 

 

Table 5.2: Computations of the VEAF, VRPSEAF and CRPSEAF (in c/kWh) 
27

 

  

                                                      

27
 The Capped ECAF and ECA Base Rate Contribution Factor have been frozen at 5.69c/kWh (since July 2010) and 1.236 c/kWh, 

respectively. 

FY2011 Total Expenses Share of Total ECA Expenses

ECA $1,587 100%

VEA Allocation $1,202 76%

VRPSEA Allocation $158 10%

CRPSEA Allocation $224 14%

FY2011 Share of Total ECA Expenses

(1) FY2011 ECA Base Rate Contribution Factor $1.236 N/A

(2) FY2011 Capped ECAF $5.690 N/A

FY2011 Total Rate: (1) + (2) $6.926 N/A

VEAF $5.256 76%

VRPSEAF $0.691 10%

CRPSEAF $0.979 14%
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IRCAF Base Portion Computation 

For the IRCAF base portion computations, LADWP simply implemented the current ordinance formulas: it 

is projected to equal $0.30c/kWh for residential customers and $0.96/kW for general service (commercial 

customers). 

 PA's Examination of LADWP's Rates and Revenues 5.3
Computations 

The following review shows that LADWP's rates and revenues computations appear to be accurate but 

may lead to a slight over collection for customer classes which include reactive energy revenues.    Note 

that both LADWP’s computations and PA’s are based on case 89 and do not include the 

elimination of the IRCA balancing account as per case 119. 

PA verified the revenue computations used by LADWP to define the Base Rates and Facilities Charges 

for its four major customer classes: residential, small, medium as well as large commercial and industrial 

customers.  

PA was able to match the Department's revenue computations for these four customer classes: as shown 

in Table 5.3, PA's total revenue calculation only differs by 0.1% (or $4M) relative to the total revenue 

presented by LADWP. This minor difference is due to simplification assumptions used by LADWP in the 

revenue computations Excel spreadsheets which have been provided to PA. Such simplification 

assumptions were needed to approximate the Department's large SAS database. 

Table 5.3: LADWP's vs. PA's Revenue Computations for Residential, Small, Medium as well as Large 

Commercial and Industrial Customers 

 

While LADWP's revenue calculations seem accurate, they do not include reactive energy revenues for 

customer classes for which Reactive Energy Charges apply. Furthermore, the Department inflated these 

Reactive Energy Charges by 4.8% and 6%, in FY 2013 and FY 2014 in the proposed incremental 

ordinance. Inflated Reactive Energy Charges will therefore supplement the proposed Energy and Demand 

Charges, which have already been computed in order to meet the overall revenue target increase of 4.8% 

and 6.0% in FY 2013 and FY 2014. This will ultimately lead to an over collection, but PA believes that it 

will not be material relative to the total revenue requirement. 

Future reactive energy revenues may be challenging to project; however, the Department could have 

estimated these revenues based on previous year's annual averages. 

LADWP's 

Computation

PA's 

Computation

Absolute 

Difference (PA 

minus LADWP)

Difference in % 

(PA/LADWP)

Residential (R1A) $984,445,980 $984,947,257 $501,277 0.1%

Small Commercial (A1A) $399,855,230 $399,855,230 $0 0.0%

Medium Commercial (A2B) $281,825,104 $281,808,443 -$16,661 0.0%

Large Commercial and Industrial (A3A) $968,255,148 $969,154,739 $899,591 0.1%

Residential (R1A) $1,044,116,949 $1,045,248,243 $1,131,294 0.1%

Small Commercial (A1A) $424,812,504 $424,812,504 $0 0.0%

Medium Commercial (A2B) $298,977,585 $298,944,244 -$33,341 0.0%

Large Commercial and Industrial (A3A) $1,026,703,224 $1,028,502,406 $1,799,182 0.2%

TOTAL $5,428,991,723 $5,433,273,065 $4,281,342 0.1%

FY
2

0
1

3
FY

2
0

1
4
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 Impact of the Rate Increase and Rate 6
Restructuring on LADWP's Customers 

This chapter shows the impact of the rate restructuring on customer bills.  It is based on the rate increase 

compatible with LADWP financial case 89.  The rates based on case 119 would be slightly (0.1%) higher 

in FY2013 but the Department’s agreement to that modification came too late for PA to revise all the 

calculations in this section. 

 Impact on Revenues and Monthly Bills 6.1

As discussed previously, LADWP revenue calculations are based on an annual 4.8% and 6.0% total 

revenue increase in FY 2013 and FY 2014. These increases are equally implemented across each 

customer class, as shown in the table below: 

Table 6.1: Revenues by Customer Class
28

 

 

The overall revenue increase is projected to be slightly larger than 11% between FY 2012 and FY 2014. 

The tiered rate structure implemented by the Department for residential customers is meant to motivate 

energy savings by favoring low levels of consumption. As shown in Table 6.1 and Figure 6.1, customers 

with low average electricity consumption
29

 (mainly Tier 1 customers, and which represent 90.4% of the 

residential customers) will be less impacted by the rate increase than customers with large electricity 

consumption (mainly Tier 2 and 3 customers): the low consumption customers' average monthly bill will 

                                                      

28
 Not all customer classes' revenues are included in Table 6.1 as there is no LADWP customer subscribed to customer classes  

CG2, XRT2 and A4A, and PA was not provided with revenues for customer classes LS2, LS3, OAL, XCD2 and XD3. 

29
 In its definition of low consumption customers, PA includes customers which Tier 1 monthly average electricity consumption is 

larger than the sum of their second and third tier monthly average electricity consumption. 

Customer Classes FY2012  FY2013 FY2014
 FY2013/FY2012 

Increase 

FY2014/FY2013 

Increase

FY2014/FY2012 

Increase

Residential Service (R1A)  $           939,200,023  $           984,445,980  $        1,044,116,949 4.8% 6.1% 11.2%

Residential Service - Time-of-Use (R1B)  $                    235,613  $                    247,029  $                    261,936 4.8% 6.0% 11.2%

Small General Service (A1A)  $           393,995,094  $           413,066,320  $           438,027,647 4.8% 6.0% 11.2%

Small General Service - Time-of-Use 

(A1B)
 $                2,011,585  $                2,108,534  $                2,236,701 4.8% 6.1% 11.2%

Primary Service - Time-of-Use (A2B)  $           270,772,268  $           283,840,684  $           300,993,165 4.8% 6.0% 11.2%

Residential Multifamily Service (R3A)  $                      52,219  $                      54,740  $                      58,020 4.8% 6.0% 11.1%

Port of Los Angeles Alternative 

Maritime Power Service (AMP)
 $                      39,899  $                      41,828  $                      44,337 4.8% 6.0% 11.1%

Customer Generation, Subtransmission 

Service (CG3)
 $                5,065,439  $                5,311,069  $                5,628,837 4.8% 6.0% 11.1%

Subtransmission Service (A3A)  $           927,839,899  $           972,565,848  $        1,031,013,924 4.8% 6.0% 11.1%

Experimental Real-Time Pricing 

Service, Subtransmission Service (XRT3)
 $                    421,189  $                    440,807  $                    467,135 4.7% 6.0% 10.9%
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increase by 3.5% and 4.6% in FY 2013 and FY 2014 respectively, while high consumption customers will 

see their bill increase by 7.4% and 8.9%. Applying a larger rate increase to high consumption customers is 

consistent with LADWP's goal to promote energy efficiency. 

Table 6.2: Monthly Bills for Residential Customers 

 

Figure 6.1: Usage Distribution vs. Revenue Increase for Residential Customers (Schedule R1A) 

 

As shown in Table 6.3 and in Table 6.4, high season residential rates will increase by a smaller margin 

than low season rates for high consumption customers (Tier 2 and Tier 3 groups): the low season Total 

Tier 2 rate will increase by 14.3% in FY 2013 while the high season Total Tier 2 rate will increase by 2.6%. 

This is by design.  LADWP aims to extend its energy savings message from the high season to the whole 

year round.  

Customers 

Distribution

Average 

Consumption 

(KWh)

Average Load 

Factor

Average 

Monthly Bill 

FY2012

Average 

Monthly Bill 

FY2013

Average 

Monthly Bill 

FY2014

FY2013/FY20

12 Increase

FY2014/FY20

13 Increase

FY2014/FY20

12 Increase

Residential Service (R1A) - Low 

Consumption Customers
90.4% 352 N/A $44 $46 $48 3.5% 4.6% 8.3%

Residential Service (R1A) - High 

Consumption Customers
9.6% 1487 N/A $205 $220 $240 7.4% 8.9% 17.0%
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Table 6.3: Impact on the Low Season (October - May) Residential Rates (R1A) of LADWP's proposed rate 

increase and restructuring (charges in $/kWh) 

 

Table 6.4: Impact on the High Season (June - September) Residential Rates (R1A) of LADWP's proposed rate 

increase and restructuring (charges in $/kWh) 

 

 

The rate structure for commercial and industrial customers aims at promoting an efficient use of capacity
30

 

by limiting the impact of the rate increase for customers with high load factors. This can be considered as 

a sound strategy for the Department to limit the variability or intermittency of demand on the power 

system, and to spread capital costs as widely as possible. Small commercial customers with an average 

load factor of less than 40% will bear a rate increase larger than their customer class average (as shown 

in Figure 6.2). This also applies to medium and large commercial customers with load factors of less than 

60% and 70% respectively (as shown in Figure 6.3 and Figure 6.4). 

                                                      

30
 In addition of the Energy Charge (which is applied to the quantity of electricity consumed by a customer and expressed in $/KWh), 

a Demand Charge is added to the commercial and industrial customers' bill. The demand charge is applied to the customer's peak 

demand of electricity during a billing period and is expressed in $/kW. An efficient use of capacity (or high load factor) would consist 

of running large machineries and building equipment at a rate close to their maximum load, therefore limiting the variability of 

demand on the power system. In other words, a commercial or industrial customer should seek to use power at a more or less 

constant rate through the billing period rather than using a large amount of power in a short period of time. 

FY2012 FY2013 FY2014
FY2013/FY2012 

Increase

FY2014/FY2013 

Increase

FY2014/FY2012 

Increase

FY2014/FY2012 

Increase

Base Rate Tier 1 0.0702$     0.0718$     0.0712$     2.3% -0.9% 1.4% 0.0010$               

Base Rate Tier 2 0.0702$     0.0877$     0.0992$     24.9% 13.1% 41.3% 0.0290$               

Base Rate Tier 3 0.0702$     0.0877$     0.0992$     24.9% 13.1% 41.3% 0.0290$               

VEA 0.0432$     0.0428$     0.0427$     -0.9% -0.1% -1.0% (0.0004)$             

CRPSEA 0.0080$     0.0082$     0.0103$     1.6% 25.6% 27.6% 0.0022$               

VRPSEA 0.0057$     0.0065$     0.0080$     15.1% 22.5% 41.0% 0.0023$               

ESA 0.0015$     0.0015$     0.0015$     0.0% 0.0% 0.0% -$                     

CIRCA 0.0030$     0.0037$     0.0050$     23.0% 36.3% 67.7% 0.0020$               

Total Rate Tier 1 0.1316$     0.1345$     0.1387$     2.2% 3.1% 5.4% 0.0071$               

Total Rate Tier 2 0.1316$     0.1504$     0.1667$     14.3% 10.8% 26.7% 0.0351$               

Total Rate Tier 3 0.1316$     0.1504$     0.1667$     14.3% 10.8% 26.7% 0.0351$               

FY2012 FY2013 FY2014
FY2013/FY2012 

Increase

FY2014/FY2013 

Increase

FY2014/FY2012 

Increase

FY2014/FY2012 

Increase

Base Rate Tier 1 0.0702$     0.0718$     0.0712$     2.3% -0.9% 1.4% 0.0010$               

Base Rate Tier 2 0.0852$     0.0877$     0.0992$     2.9% 13.1% 16.4% 0.0140$               

Base Rate Tier 3 0.1200$     0.1245$     0.1409$     3.8% 13.1% 17.4% 0.0209$               

VEA 0.0432$     0.0428$     0.0427$     -0.9% -0.1% -1.0% (0.0004)$             

CRPSEA 0.0080$     0.0082$     0.0103$     1.6% 25.6% 27.6% 0.0022$               

VRPSEA 0.0057$     0.0065$     0.0080$     15.1% 22.5% 41.0% 0.0023$               

ESA 0.0015$     0.0015$     0.0015$     0.0% 0.0% 0.0% -$                     

CIRCA 0.0030$     0.0037$     0.0050$     23.0% 36.3% 67.7% 0.0020$               

Total Rate Tier 1 0.1316$     0.1345$     0.1387$     2.2% 3.1% 5.4% 0.0071$               

Total Rate Tier 2 0.1466$     0.1504$     0.1667$     2.6% 10.8% 13.7% 0.0201$               

Total Rate Tier 3 0.1814$     0.1872$     0.2084$     3.2% 11.3% 14.9% 0.0270$               
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Figure 6.2: Load Factor Distribution vs. Revenue Increase for Small Commercial Customers (Schedule A1A) 

 

Figure 6.3: Load Factor Distribution vs. Revenue Increase for Medium Commercial Customers (Schedule A2B) 
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Figure 6.4: Load Factor Distribution vs. Revenue Increase for Large Commercial and Industrial Customers 

(Schedule A3A) 

 

Note that the Energy Charge for small commercial customers will increase more in the low season than in 

the high season: the high season energy charge should increase by 5.5% in FY 2013 as opposed to 8.4% 

for the low season energy charge (see Table 6.5).  Overall, though, the energy charge will still be higher in 

the high season. 

Table 6.5: Changes in low and high season rate increases for small commercial customers (A1A) (FY 2012-

2013 period) 

 

Renewables and reliability expenditures will drive the Tier 1 rate increase over the FY 2012-2014 period 

(as shown in the tables above), as increases of the RPS and IRCA pass through factors will be larger than 

Base Rate increases: the CRPSEAF, VRPSEAF and IRCA will increase by 0.22c/kWh, 0.23c/kWh and 

0.34c/kWh respectively while the Tier 1 base rate increase will be limited to 0.10c/kWh. 

However, for the second and third tiers, the base rate related expenditures will drive the rate increase: 

while the CRPSEAF, VRPSEAF and CIRCA increases will be identical to those observed for the first tier, 

the low season Tier 2 and 3 Base Rates will rise by 2.9c/kWh and the high season Tier 2 and 3 Base 

Rates will increase by 1.4c/kWh and 2.09c/kWh, respectively. 

 

High Season Low Season High Season Low Season

FY2012 FY2013 FY2012 FY2013
FY2013/FY2012 

Increase

FY2013/FY2012 

Increase

Service Charge $6.5000 $6.5000 $6.5000 $6.5000 0.0% 0.0%

Facilities Charge ($/kW) $5.0000 $5.2900 $5.0000 $5.2900 5.8% 5.8%

Energy Charge ($/kWh) $0.0656 $0.0692 $0.0427 $0.0463 5.5% 8.4%

VEA ($/kWh) $0.0432 $0.0428 $0.0432 $0.0428 -0.9% -0.9%

CRPSEA ($/kWh) $0.0080 $0.0082 $0.0080 $0.0082 1.6% 1.6%

VRPSEA ($/kWh) $0.0057 $0.0065 $0.0057 $0.0065 15.1% 15.1%

ESA ($/kW) $0.4600 $0.4600 $0.4600 $0.4600 0.0% 0.0%

CIRCA ($/kW) $0.9600 $1.1700 $0.9600 $1.1700 21.9% 21.9%
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 Rate Proposal Recommendations  7

 Power Rate Increase  7.1

Given the challenges faced by the Department, PA believes that a rate increase is necessary in the short 

term. After comprehensive review of LADWP budgets and financial plans, PA sees no evidence of straight 

forward near-term solutions to reduce costs -- there are no obvious programs to cut or cheaper 

alternatives to pursue.  A short term rate increase will give LADWP the opportunity to remain compliant, 

maintain infrastructure reliability and moderate the increase of its debt level, while the City and 

Department consider renegotiating the labor agreement. Furthermore, it should be noted that the longer 

the rate increase is delayed, the greater the rate shock will be to ratepayers. 

 Power Rate Restructuring 7.2

As in the case of the rate increase, the rate restructuring is necessary but only advisable for a short time 

period.  PA believes there is still room for improvement in terms of maximizing accountability and 

transparency and provides recommendations to that end below.  PA recommends the Department 

conduct a new formal cost of service study in order to prepare for subsequent rate restructuring.  LADWP 

leadership reports that the Department intends to do so in the next two years.  

A "surcharge" would normally be used to collect extraordinary costs, as opposed to "normal" cost growth.  

But the complexity of current legal considerations, as well as the need to ensure sufficient revenue for 

both the Department and the City, drive reasonable parties to endorse the surcharge strategy as an 

interim measure until legal considerations no longer require the surcharge strategy (see Section 4.5).  

Within that context: 

 PA recommends the surcharge-based restructuring approach be revisited in two years’ time, and 

that it be replaced with fully restructured permanent rates once legal considerations allow (see 

Section 4.5).  Their replacement should not be left to chance: specific language calling for a study 

of the appropriateness of a full restructuring and a recommendation to the Mayor, City Council, 

and LADWP management should be written into the proposed ordinance to ensure rates are 

properly redesigned as soon as possible.  

 In particular, the single base rate component is not transparent. Although this can be mitigated by 

limiting the base rate surcharge to mandatory programs.  PA believes the City should carefully 

consider whether it is appropriate to reduce or eliminate the new surcharge for base costs in the 

upcoming rate action.  Most of the components of the other four surcharges represent costs that 

are hard to control (fuel) or attributable to specific budgeted programs (RPS, DSM, PRP).  Base 

costs represent the basic cost of doing business.  Eliminating the incremental base rate 

surcharge, except for the "Rebuilding Local Power Plants" revenue requirement will reduce the 

rate increase by 0.25¢/kWh in FY 2013 and 0.34¢/kWh in FY 2014. 

 The Reliability Cost Adjustment (RCA) factor, which funds the PRP, has been limited to 0.3¢/kWh 

by the Rate Ordinance.  This represents a policy decision on the level of funding for the PRP.  The 

Department has previously chosen to exceed that level, which led to a cumulative under-collection 

in the RCA Account, and plans to continue to spend more on PRP (necessitating the IRCA 

surcharge).  The condition of the LADWP system may well justify increasing the level of PRP 

funding but that should be an explicit choice.   
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The City should strive to minimize cost and rate increases to the greatest extent.  Policy choices that 

involve cost increases should be made explicit and should bear the approval of the City Council.  PA has 

identified items in the rate increase that could be considered explicitly for potential modification, which 

together represent more than half of the rate increase. 
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Part Two – Cost Reduction 
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 Current LADWP-Implemented Cost 8
Cutting Efforts 

To meet growing revenue needs, one has to increase income (in this case, rates) or reduce costs, or a 

combination of the two.  In a difficult political context that made increasing rates challenging, the 

Department has put in place a three-year cost reduction initiative.  Section 8.1 details the components of 

this effort and parses them according to their potential to reduce the revenue requirement to conclude that 

the initiative is likely to have limited impact on reducing the revenue requirements in the long run. Section 

8.2 presents the Department’s accomplishments in its first year of implementing the proposed measures 

and shows it is committed to meeting its goals and has even exceeded some of its cost reduction targets 

for FY 2012. 

 Projected Cost Reductions 8.1

As part of the fiscal year 2011-2012 budget presentation effort in mid-2011, LADWP provided a list of 

proposed cost cutting measures, with savings estimated at $449M over the following three years.  LADWP 

staff has confirmed that there have been no additional cost cutting efforts introduced since that time.  The 

cost reduction measures range from cuts to existing spending to reductions of budgeted future costs or 

cost increases.  In an effort to provide perspective on the nature of the cuts, PA reviewed all proposed 

cost-cutting elements and categorized them as follows: 

 Reduction to Baseline Cost - Cost cutting options that reduce existing spending level.   

 Reduction to Proposed Funding Increase - Cost cutting options that reduce future year budget 

increases. 

 Opportunistic Cost Reductions - Reductions that have no impact on operational activities (which 

should be pursued under normal as well as austerity conditions). 

As indicated in Figure 8.1, nearly half of LADWP's cost cutting under the current financial plan represents 

cuts to projected future expenditures, while an additional $58M represent opportunistic cuts that should be 

made no matter what the financial environment.          
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Figure 8.1: Projected 3-Year Savings by LADWP Cost Reduction Category ($M)                                                                                                                                                                      

(Total = $449M) 

 

 

8.1.1 Reductions to Baseline Cost 

Based on the proposed cost cutting schedule, LADWP will reduce its current baseline (FY 2011) spending 

level by $170M over three years. This is done through the following cost cutting options: 

 Labor savings, achieved through a hiring freeze and reduced overtime costs 

 Non-labor operational savings  

A. Labor Savings - Hiring Freeze ($22M per year) 

Upon release of these cost reduction measures, LADWP had an approved funded budget for 9,604 

positions.  Attrition alone, whereby positions deemed non-essential will be allowed to remain unfilled after 

opening, is projected to reduce LADWP’s workforce by 206 positions over the next three years.   By 

implementing the hiring freeze, LADWP projected to reduce its budget by $66M over three years through 

attrition, or an average of approximately $107,000 per position per year.   

B. Labor Savings - Overtime Reduction ($24M per year) 

LADWP projected to reduce labor costs associated with overtime, estimating savings of $73M over three 

years through this measure. Table 8.1 demonstrates the goals and savings of this reduction.    

Reduction without 
Operational Impact

58.3

Reduction to Future 
Funding Increase

220.7

Non-Labor  Savings
30.9

Hiring Freeze
66

Overtime Reduction
73

Reduction to Base Line 
Spendings

170
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Table 8.1: LADWP Projected Cost Savings from Overtime Reduction 

 

C. Non-Labor Operational Savings ($10M per year) 

LADWP has also proposed non-labor related operational cost reductions -- including both O&M and 

capital savings -- that will reduce the spending level.   As stated previously, while O&M savings will impact 

the revenue requirement on a one-to-one basis in the year the cuts are made, capital expenditure 

reductions will only result in partial reductions to the current year revenue requirement.  Therefore, while 

the savings represented by capital cost cuts are important and will be fully realized over time, the 

immediate benefits will be smaller and the savings will accrue to future customers as well as existing 

ones. 

Proposed cost reductions include: 

 Eliminate all non-field management take home vehicles - $1M savings per year 

 Reduce travel costs - $1.5M savings per year 

 Reduce new computer purchases and increasing life cycle to 5 years - $3M savings per year 

 Reduce office supplies - $0.6M savings per year 

 Reduce training
31

 - $3.2M savings per year 

 Eliminate funding for Holiday Light Festival - $1M savings per year 

8.1.2 Reduction to Proposed Funding Increase  

Nearly half of the Department’s proposed cost-cutting measures represent reductions to future year 

budget increases, not reductions to baseline spending levels.   While they serve to mitigate the need for 

future rate increases, such cuts do not reduce the current revenue requirement.   The reductions that 

serve to limit future budget increases include the elimination of current vacant position and the reduction 

of a proposed non-labor operational funding increase. 

A. Labor Savings – Vacancy Elimination ($47M per year) 

Permanent elimination of existing vacancies represents a reduction to budgeted funding increases, not 

mitigation of current spending, because removing future funding for unoccupied positions has no impact 

                                                      

31
 Funding will be provided for training related to union, safety, regulatory requirements, and software implementation. The saving is 

caused by elimination of discretionary trainings. 

System 

System Actual 

Overall Time% 

(as of Jan 

2011) 

Revised 

Overtime % 

Three Year 

Savings 

Water 12.4% 10.0% $12M 

Power 24.8% 22.0% $34.3M 

Joint 13.0% 10.0% $27.3M 

Total $73M 
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on the existing spending level.   LADWP had an approved funded budget for 9,604 positions at the time of 

the release.  For three years, the Department will eliminate funding for all vacant positions and limit the 

number of new hires. In addition to the attrition discussed previously, the Department will also eliminate 

funding for 419 vacant positions, resulting in a $141M reduction to the proposed budget increase over 

three years which amounts to less than 6% of the Department's labor budget (an average of 

approximately $112,000 per position per year).  

B. Reduction to Proposed Non-Labor Operational Funding Increase ($27M per year) 

In addition to the vacancy elimination, LADWP has other cost cutting options that belong in this category. 

These options are predominantly capital savings, which will not result in a one-to-one reduction in current 

year revenue requirement.  The following is a list of these cost cutting options: 

 Reduce incremental security technology investment - $3M savings per year 

 Suspend office remodels and furniture purchases - $0.5M savings per year 

 Cancel property purchase - $6M savings per year 

 Cut facility refurbishment - $16M savings per year 

 Cancel additional truck purchases - $1M savings per year 

8.1.3 Opportunistic Cost Reductions 

LADWP also planned to pursue certain cost reductions that can be achieved without any impact to day-to-

day operational activities or financial stability.  Opportunistic cost reductions such as those provided by 

refinancing or enhancing revenue collection activities should generally be pursued where available, 

regardless of the circumstances.    

Such opportunities for the Department include: 

 Increase collection (1.5M per year) -- LADWP has targeted multi-residential accounts with total 

overdue payment of more than $7.3M. The Department is expecting to increase collection by 

$1.5M per year over the next three years. 

 Bond refinancing (NPV of savings) - $18M per year 

LADWP has identified potential savings in debt service through bond refinancing. The current low interest 

rate environment allows the Department to gain savings through reduction in interest and principal 

payments over the next eleven years.  As indicated in Table 8.2, the $53.8M refinancing savings specified 

by LADWP are actually savings over the next five years, and the three year savings should be $38.3M (a 

combination of $31.8M principal savings and $6.5M interest savings). Instead of experiencing the full 

refinancing savings, the ratepayers will mostly see the reduction to revenue requirements due to interest 

savings instead of principal reduction.  
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Table 8.2: LADWP’s bond refinancing savings 

 

* $50M of the principal reduction is the result of deployment of Debt Reduction Trust Fund 

 Performance Against Objectives 8.2

In its March 2012 “Power System Rate Proposal” for FYs 2013 and 2014, LADWP discusses its three-year 

Cost Reduction Initiative and notes achievements from implementing last year’s proposed measures.  

Based on the Rate Proposal, the Department appears to be on schedule to meet its cost reduction plan 

set in 2011. While LADWP's cost reduction objectives were not very aggressive, as stated in the previous 

sections, savings from its FY 2012
32

 operating results are a good sign that the Department is committed to 

achieving its stated goal.  

Table 8.3 shows the Department’s projected savings through attrition and vacancy removal for FY 2012 

and compares the results with the presented FY 2012 savings goal required to achieve the Department’s 

2011 cost reduction plan. Based on the operating results in FY 2012, LADWP is exceeding its projections 

regarding labor reduction. 

                                                      

32
 Based on results from the first 8 months of FY2012. 

FYE 

Interest Savings 

($000) 

Principal 

Reduction* 

($000) 

Total Savings 

($000) 

2012 2,555 70,195 72,750 

2013 2,233 5,535 7,768 

2014 1735 6,030 7,765 

2015 1327 6,440 7,767 

2016 813 6,950 7,763 

2017 856 (855) 1 

2018 901 (900) 1 

2019 742 (740) 2 

2020 578 (575) 3 

2021 408 (405) 3 

2022 205 (200) 5 

Total 12,353 91,475 103,828 
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Table 8.3: LADWP Savings through Attrition and Vacancy Removal for FY 2012 

 

Targeted FY 2012 

Savings
33

 

($M) 

Expected Realized Savings 

in FY12 ($M) 

3-yr Target Savings 

($M) 

Attrition - 23.4 24 

Vacancies - 42.4 68 

Total Labor Savings 50.4 65.8 92 

The Rate Proposal also provides savings associated with overtime spending in FY 2012. The Department 

not only achieved its overtime reduction goal set in 2011 but also managed to decrease overtime 

spending by an additional $20M. Table 8.4 documents the comparisons between the FY 2012 overtime 

savings and the Department’s 2011 proposed overtime saving plan. 

Table 8.4: Savings from Overtime Reduction 

 Baseline 

Overtime 

Rates (Jan 

2011) 

Proposed 

Overtime Rates 

in 2011 for 

FY12 

FY2012 

Overtime 

Rates 

Targeted 

FY12 

Savings 

($M) 

Expected 

Realized 

Savings in 

FY12 ($M) 

3-yr 

Target 

Savings 

($M) 

Power 24.8% 22% 17.4% 11.5 30 34.3 

Water 12.4% 10% 8.4% 4 6 12 

Joint 13% 10% 10.1% 9.2 9 27.3 

LADWP    25 45 73.6 

In addition to labor reduction and overtime savings, LADWP also proposed several non-labor operations 

reduction and capital savings measures. Compared to the average of its three-year cost saving plan in 

2011, the Department was able to achieve significant savings in these areas as shown in Table 8.5. 

Table 8.5: Non-Labor and Capital Savings 

 
Targeted FY12 
Savings($M) 

Expected Realized 
Savings in FY12 

($M) 

3-yr Target Savings 
($M) 

Non-Labor Operations Savings 30.2 33.3 104.1 

Capital Savings 20 20 20 

Bond Refinancing 31.6 31.6 55 

 

                                                      

33
 The goals for FY2012 are not in all cases one-third of the 3-year goals. 
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 Future Cost Reduction Considerations 9

As detailed above, the Department has made progress on cost reduction.  It will also have to do a lot more 

to contain costs going forward.  The cost reduction efforts detailed in Section 8 are a start, however, even 

after employing LADWP-devised austerity measures and considering the RPS and repowering plans – all 

of which have been included in the current two year and preliminary five year financial plan – meeting the 

financial needs of the LADWP system will still require $2.9 billion in increased retail revenue over the next 

five years.   

Reducing the revenue requirement in the long run will require significantly more savings than the cost 

cutting measures identified by the Department in 2011; it will necessitate a deep transformation in the way 

LADWP conducts its operations.  To make significant, long-lasting cuts, LADWP will have to target the 

building blocks of its operational costs and seek, for example, system-wide performance improvements as 

well as review its labor costs (salaries but also health care pensions and costs).  

These are long-term commitments however; in the near term (FY 2013 and 2014), there aren’t significant 

additional opportunities to reduce costs.  Whether a commitment to performance improvement or to a 

review of labor costs (assuming all parties involved cooperate in reaching a new labor agreement) these 

changes will take time.  But by focusing on the right areas, the Power System potentially could realize 

significant savings starting in 2015.  To help identify the source of potential cost cutting areas, PA worked 

with the Department to categorize the Power System's financial needs by cost type to help offer some 

insight into the costs that may be reduced and those that may not.   

Capital funding areas will benefit from process improvements and greater fiscal responsibility, but are not 

likely to be the source of major cost reductions over the next five years.  Past investment costs are sunk 

and future investments, whether mandated or not, are important to the compliance and reliability of the 

Power System.  The Power System certainly needs to implement a more fiscally responsible, data-driven 

investment process, as the Water System has done, but PA has seen no evidence of significant programs 

that appear unnecessary and should be cut altogether.  In short, efforts to control capital funding should 

start immediately, but should not be expected to generate immediate revenue requirement savings over 

the next five years.  

The most immediate way to cut revenue requirements and mitigate rate increases will be to address the 

costs of running the system.  And to reduce these costs, the Department needs to focus on the building 

block costs that drive them: labor costs, benefits and productivity.  There appear to be opportunities in 

these areas.  Benchmarking studies completed by LADWP, the City, and PA all indicate that the Power 

System’s salaries are significantly above those of their peers, and the Department’s benefits appear to be 

more generous than industry norms.  Addressing the Department’s outsourcing provisions and engaging 

in a large scale process reengineering initiative may also be sources of significant efficiency gains.   

To address these labor-related costs and rules will likely require adjustment of the labor agreement that 

covers the bulk of LADWP employees and which is not set to expire for two years.  If the labor 

requirements addressing these issues can be readjusted appropriately, the Department should be able to 

reduce 2015-2017 revenue requirements significantly.  Reaching new labor agreements that support a 

reduction in the Department’s revenue requirement will necessitate leadership and cooperation from City 

management, LADWP and its labor unions.  In other words, changing the way LADWP operates and 

lowering its costs is not a problem LADWP alone can undertake successfully.   
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 PA's Analytical Framework: Breakdown of the System's 9.1
Financial Requirements 

To help identify other potential cost cutting areas, PA has worked with the Department to categorize its 

required revenue into the following four categories: 

 Existing Capital Funding Requirement 

 Cost of Running the System 

 Future Capital Funding Requirements from Regulatory Mandates 

 Future Capital Funding Requirements from Non-Mandates 

Figure 9.1 displays the breakdown over the next five years.  The figures have been provided by LADWP 

Financial Planning staff to meet the breakdown requested by PA.  The figures for fiscal years 2015 

through 2017 were only provided on a preliminary basis and are not part of the Department’s 2-year rate 

proposal.  

Figure 9.1: Projected Annual Revenue Requirement by Cost Category (2013-2017) 

 

Figure 9.2: Projected Annual Share of Revenue Requirement Components (2013-2017) 
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As shown in Figure 9.2, the share of capital funding in LADWP’s revenue requirement is projected to 

increase rapidly between 2013 and 2017 while the relative “cost of running the system” declines as a 

result, thereby reducing LADWP’s flexibility as it searches for future cost cutting opportunities.    

Figure 9.3: Projected 5-Year Total Revenue Requirement by Cost Category (2013-2017) ($M) 

 

A. Existing Capital Funding Requirement 

Existing capital funding requirements are expenses associated with depreciation and interest expense 

from past capital investment decisions. Under the Power System's current financial plan, existing capital 

funding requirement will account for approximately 17% of the revenue requirement over the next five 

years. These costs are sunk: aside from simple refinancing of debt, there will be few cost cutting 

opportunities to reduce the magnitude of these costs. 

B. Costs of Operating the System 

Costs associated with operating the electrical system account for almost 68% of LADWP's revenue 

requirement. Fuel, purchased power, and O&M expenses account for the majority of the costs of running 

the system.   

C. Future Capital Funding Requirements from Regulatory Mandates 

Much of the Department's current capital program is devoted to responding to regulatory requirements.  

Due to the nature of the mandates, funding required under this category is not likely to be a significant 

cost cutting candidate.  The regulatory obligations that are expected to have the most significant impact on 

the budget are:  

 SBX1-2, which requires that 33% of the Department’s 2020 energy sales come from renewable 

sources 

 The SCAQMD stipulated order which requires that LADWP reduce local air emissions through 

repowering its less efficient in-basin generating facilities 

 The Once-Through Cooling (OTC) elimination policy, which mandates that the Department's in-

basin fossil generators with a “once-through” cooling system be repowered or shut down.  
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The major capital expenses associated with these three regulations are the installation or repowering of 

power plants and the installation or upgrade of transmission infrastructure.   

As Figure 9.4 shows below, all the spending associated with RPS compliance will result in an average 

annual increase in revenue requirement of $181M over the reference rate during the five year period 

(2013-2017).  Similarly, the repowering of in-basin power plants will result in an average increase in 

revenue requirement of $81M over the reference rate during the five year period (2013-2017). 

Figure 9.4: Average Annual Revenue Requirement Attribution from 2013-2017 

 

*The average annual revenue requirement is based on the two years covered in the proposed rate increase and three years of 

preliminary projections.  

Note: Figures include revenue collected to meet the 2.25x debt service coverage ratio. 

D. Future Capital Funding Requirement from Non-Mandates 

In addition to the future capital funding requirements resulting from regulatory requirements, the 

Department makes material investments each year in capital undertakings that are deemed necessary but 

not obligatory.  Examples include the PRP, infrastructure, and operational support investments such as 

the new AMR and financial information system.  PA has also included energy efficiency in this Non-

Mandated category.  The Department has to date considered its demand-side management or energy 

efficiency investments to be mandatory, but the 10% demand reduction target upon which their latest 

financial plan comes from a Board mandate, not legal obligation.  California Assembly Bill 2021 requires 

publicly owned utilities (POUs) to “identify all potentially achievable cost-effective electricity energy 

savings and establish annual targets for energy efficiency savings and demand reduction for the next 10-

year period,” but does not itself establish a specific target.    

The Future Capital Funding from Non-Mandated Investments category accounts for $1,419M in total 

revenue requirement over the next 5 years, or 8% of LADWP's average annual revenue requirement over 

that time period. 

 Reducing the Revenue Requirement 9.2

Reducing the revenue requirement from the currently forecast levels will not happen overnight.  In fact, it 

is not likely that LADWP will be able to make significant reductions in FY 2013 and FY 2014 without 
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compromising important programs that probably should not be sacrificed.  There will be opportunities to 

reduce costs though, particularly if the Department, with the support of the City and the cooperation of the 

unions, is able to renegotiate its labor agreements to allow greater flexibility to make changes that will help 

the Power System remain viable while still protecting its employees and ensuring they are not asked to 

accept below-market compensation or benefits.  Evidence suggests that Power System employees are 

compensated and receive benefits that are better than those their peers elsewhere receive.  By adjusting 

the labor agreement to bring salaries and benefits more in line with industry standards and removing 

certain constraints that prevent efficient practices such as contracting out, the Department could 

significantly reduce revenue requirements from 2015 to 2017.     

9.2.1 Analyses Show LADWP Salaries Well Above Market 

Any effective cost reduction effort will need to address labor costs, which represent approximately one 

quarter of LADWP's annual revenue requirement for FYs 2013-17.  In an effort to put LADWP's salaries in 

perspective, PA has examined the level of salaries at the Department compared to those of other utilities.  

PA reviewed a 2005 survey of the Department’s compensation scheme and has completed its own salary 

benchmarking effort using its proprietary database.  Both studies reveal that, on average, LADWP salaries 

are materially higher than those of its peers. 

A. 2005 LADWP Wage and Total Cash Compensation Survey 

In 2005, the City of Los Angeles’ City Administrative Officer and LADWP’s Human Resources Department 

oversaw a Dembrowsky and Associates survey of LADWP employees' compensation.   

The survey reviewed wage, salary, and other cash compensation data from 21 companies.  The report 

compared job classifications represented by the IBEW, Local 18; the Management Employee Association 

(MEA), and the Load Dispatcher Association (LDA). The survey participants used to benchmark LADWP 

compensation were made up primarily of investor-owned and municipally-owned energy utilities as well as 

municipal water utilities.  Most utilities were in California, but the list also included a few out-of-state 

entities.  A select group of peers was chosen to provide a “better comparative market perspective” due to 

their geographic proximity. 

In comparing base salary levels, the study analyzed the variance between LADWP's annual base salary 

levels and that of all the survey's participants, as well as that of the Select Group of geographically close 

utilities.  For each group ("All Participants" and the "Select Group"), the study looked at both the variance 

between average salary levels and the variance between LADWP’s average salaries and the peers’ 75th 

percentiles.  The 75th percentile is the salary level that marks the low end of the highest salary quartile (or 

the low end of the 25% highest salary bracket in each category).  Presumably, the survey's intent in 

looking at the variance between LADWP salary levels and other utilities’ highest brackets was to assess 

how widely the Department’s compensation levels differed from industry practices and if the variance of 

averages could be explained by pointing to LADWP employees’ tenure.   

Table 9.1 below shows LADWP's average base salaries were on average 12.7% higher than those of all 

the survey's participants and 11% higher than its geographical peers' average salary levels. When 

comparing to the higher brackets of salary ranges at other utilities (the 75th percentiles), LADWP's 

salaries were still on average 8.5% higher than all participants' top quartiles and 6.4% higher than the 

Select Group's. 



 

 

97 

Table 9.1: 2005 Variance from Market Annual Average Base Salary Data 

Variance from Market Annual Base Salary  

 
All Participants Select Group 

Employee Group From Market 

Average 

From Market's 

75th Percentile  

From Select Group's 

Average 

From Select Group's 

75th Percentile 

IBEW Local 18 +12.6% +8.6% +10.9% +6.5% 

MEA +9.4% -6.0% +6.2% -4.2% 

LDA +26.1% +14.7% +23.1% +7.9% 

OVERALL +12.7% +8.5% +11.0% +6.4% 

 

The 2005 study concluded "LADWP's pay levels noticeably exceed those of the market weighted average 

for its three employee groups for both the all participant group and the select participant group."  It noted 

LADWP's pay levels were "closer to the 75th percentile market", suggesting that LADWP's average 

salaries paralleled the top salary quartiles at other utilities more, yet, "still beyond the plus or minus 5% 

competitive parameter” that may otherwise have justified the higher wages, the study added.   

B. PA's Salary Benchmarking 

As a second means of gauging LADWP’s Power System salaries relative to the market, PA used its 

Polaris database to benchmark LADWP salaries provided in the context of this report.  Polaris offers a 

comprehensive data collection of Transmission, Distribution, and Customer Service spending across a 

large array of utilities, including the three major California investor-owned utilities and local municipal 

utilities included in the 2005 study participant group.   

In terms of employee compensation, the Polaris survey collects Transmission, Distribution and Substation 

(T&D) data separately from Customer Service data.  T&D wages are collected as "Maximum Hourly Rate", 

while Customer Service data are collected as "Average Hourly Rates."  For this reason, PA has compared 

both categories of employees separately and presents results here in different tables. 

PA chose to use 2007 salary data, which allowed the most detailed comparison with LADWP data.  In 

order to adequately compare to LADWP's current salaries, PA inflated the Polaris salaries to 2012 levels 

using the Consumer Price Index cited in the LADWP Memoranda of Understanding (MOU)
34

 and used to 

adjust salary levels annually for every year covered under the MOU.   

LADWP provided the distribution of annual base salaries for each job classification as well as the number 

of employees earning every salary within that range.  Job Descriptions available on LADWP’s Labor 

Relations site
35

 were reviewed for each job classification to ensure job classifications were appropriately 

matched to Polaris' categories.  For positions where there were outstanding questions about the match or 

insufficient data to ensure a reliable comparison, the job category was dropped.  PA ultimately compared 

salary levels for 13 select job categories, 10 in T&D and 3 in customer service.  A detailed list of the 

Polaris job categories and the LADWP matched job classifications is available in Appendix B. 

                                                      

34
  The CPI for Urban Wage Earners and Clerical Workers for U.S. City Average (1982-84=100) 

http://labrel.ladwp.com/MouInfoPage.cfm 

35
 http://labrel.ladwp.com/ClassDdrPage.cfm 
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Similarly to the 2005 survey approach, PA selected a group of peers to include companies operating in 

high cost, urban environments.  In the case of Customer Service positions, the Select Group includes 

many of LADWP's geographical peers that could be construed as competitors in the labor market, such as 

Pasadena Water and Power, Southern California Edison, Southern California Gas, San Diego Gas and 

Electric, and Pacific Gas and Electric. 

For the 10 Distribution categories matched with LADWP positions, PA compared the averages of available 

data (i.e. maximum salaries based on "Maximum Hourly Rates”), for both the "All Participants" group as 

well as the "Select Group".  Results are presented in Table 9.2 in Columns (1) and (3) respectively. 

PA weighted LADWP's Average Salaries by the number of employees in the classification (in order to 

account for the relevance of a given job classification in the overall comparison and ensure a job occupied 

by only 2 people is not given equal weight as one that is staffed with 600 employees).  PA then compared 

this weighted salaries' average against the average of maximum salaries at other utilities.  This 

comparison is motivated by the tenure of the company’s staff and the entire industry’s tendency to develop 

workforces with great seniority in grade (likely to have salaries close to range maxima).  The results of the 

weighted salary averages are displayed in columns (2) and (4).  

While PA tried to ensure the most accurate comparison, this type of exercise typically entails some margin 

of error, whether on the consistency of data across utilities or in the matching process.  Still, as Table 9.2  

indicates, the results appear very convincing: LADWP's maximum salaries exceed those of all participants 

in 9 out of the 10 matched categories.  Even when compared to the Select Group, LADWP's maximum 

salary levels
36

 exceed those
37

 of its closer peers in 7 out of 8 instances.  Analysis of salary levels in 

Customer Service positions confirms this trend: for both the "All Participants" and the "Select Group", 

LADWP average salary levels exceed that of its peers in all instances. 

When comparing maximum salaries by T&D position across all utilities, the analysis indicates LADWP 

maximum salaries by position are on average 26% higher than maximum salaries for the same positions 

at their peer utilities.  When compared to the Select Group of utilities, LADWP maximum salaries for a 

given position are on average 23% higher, as shown in Table 9.2 below.  Even when comparing the 

average of a salary range, weighted for the number of positions in that salary range, the Department's 

compensation levels are on average 16% higher than maximum salary levels in the "All Participants" 

group and 12% in the Select Group.  The data consistently suggest that administrative positions at 

LADWP receive between 5% and 7% less than at other utilities.   

                                                      

36
 Measured as the “Average of the Maximum Salaries” in matched functions (average of: maximum salary for civil engineer, 

maximum salary for electrical engineer, etc.) 

37
 Measured as the Average of the Maximum Salaries given by peers (average of: maximum salary for engineer in companies A, B, 

C, etc…) 
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Table 9.2: Variance between LADWP and Polaris' Maximum Annualized Salaries for Distribution Positions 

 

* ID = Insufficient data in the Select Group (less than 3 data points) 

Table 9.3 below shows the results of the Customer Service average annual salaries comparison.  Again, 

LADWP average salaries were weighted by the number of employees in that category.  In the case of 

Customer Service positions, LADWP pays its employees on average 28% higher than all other utilities in 

the database and 29% more than its closer peer utilities.  

 

(1) (2) (3) (4)

Job Category 

Number 

of 

LADWP 

matched 

positions

LADWP Max 

Salary 

Averages vs. 

Max Salary  

Averages of 

Panel 

Companies

LADWP Average 

Salaries 

Weighted by 

number of 

employees vs.  

Max Salary  

Averages of 

Panel 

Companies

Variance 

between  

Maximum 

Salaries

LADWP 

Weighted 

Average 

Salaries vs. 

Select Panel 

Companies 

Maximum 

Engineer 116 33% 26% 38% 30%

Designer 23 16% 14% 11% 8%

Engineering/Design Technician or Analyst 130 1% -5% 4% -2%

Journeyman lineman 668 38% 20% 35% 17%

Apprentice lineman 139 43% 28% 50% 34%

Groundman/Utility Worker 795 41% 15% 11% -9%

Cable splicer 28 43% 36% 40% 33%

Technician/Shop 112 36% 25% * ID * ID

Tree trimmer 31 19% 12% * ID * ID

Administrative 185 -5% -11% -7% -13%

Average 26% 16% 23% 12%

Variance from Market Salaries in Distribution Positions

All Participants Select Group
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Table 9.3: Variance between LADWP and Polaris' Customer Service Average Annualized Salaries 

Both 2005 and 2012 studies therefore indicate that LADWP salary levels are materially higher than those 

of their utility peers.  This would suggest that one way for the Department to reduce its projected rate 

increases would be to bring its employee compensation more into line with that of its peers.  However, the 

immediate promise of savings from labor cuts may be limited in two ways.  Firstly, and as discussed in 

Section 3.2, labor savings do not result in a dollar-for-dollar reduction to the revenue requirement because 

labor costs are spread across O&M and capital expenditures, with savings on the latter realized in small 

chunks over a number of years.  Secondly, the majority of the Department's salary levels are subject to 

the Memorandum of Understanding between the LADWP and the International Brotherhood of Electrical 

Workers (IBEW), which does not expire until September 2014.  IBEW workers represent about 93% of the 

Department's workforce.
38

  A reduction in salary levels, if it could be negotiated, would therefore only 

impact revenue requirements for 2015 and beyond. 

9.2.2 Cost Reduction Opportunities in Shared Services 

A. Corporate restructuring potential 

In addition to the Power and Water Enterprises, LADWP also operates various corporate and shared 

services. A sample list of LADWP's major shared service departments includes: 

Shared Services Departments 

Customer Service Legal 

Environmental Affairs Public Affairs 

Fleet Services Real Estate 

Facility Management Retirement Planning 

Finance and Accounting Real Estate 

Human Resources Retirement Planning 

Information Technology Security Services 

                                                      

38
 The Management Employee Association (MEA) represents another 3.5% of the LADWP's workforce, while the Service Employees 

International Union (SEIU) and the Load Dispatchers Association (LDA) represent the remaining 2.8% and 0.6% respectively. 

MEA's contract expires in September 2012, LDA's in September 2013, and SEIU’s expired in September 2010. 

Variance from Market Average Range 

  All Participants Select Group 

Job Category  

Number of 
LADWP 
matched 
positions 

LADWP Weighted 
Average Salaries vs. 
Database Average  

Salaries 

LADWP Weighted 
Average Salaries vs. 
Database Average  

Salaries 

Field Service Representative 164 17% 19% 

Contact Center Representative 626 21% 20% 

Meter Reader 176 47% 46% 

Average   28% 29% 
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Labor Relations Supply Chain Management 

Shared Services (or Joint System) is a larger part of the organization at LADWP than at most utilities.  

LADWP's Joint System has 3,625 full-time employees--lead by Customer Service (1,192) and Information 

Technology (453)--accounting for nearly 40% of the Department's full-time staff.  PA's Corporate and 

Shared Service benchmarking indicates that the average across U.S. utilities is 20%.  The allocation of 

shared services costs to the Water and Power Systems is described in Appendix D.  PA recommends a 

review of the cost allocation methodology to ensure that both systems are bearing their appropriate share 

of the costs.  As a general rule of thumb, 70% of the costs are allocated to the Power system and 30% to 

Water, though the actual percentages will vary by expense category.  About 37% of the staff charging to 

the Power System budget and 45% of the staff charging to the Water System budget are from Joint 

Services.   

B. Outsourcing Opportunities in Shared Services 

In order to reduce expenses and limit rate increase to ratepayers, LADWP might consider increasing its 

level of outsourcing.   Firms tend to outsource elements of their operations for one of the following three 

reasons: 

 Strategic – The activity can be outsourced because it is not a core competency of the company.  

Strategic outsourcing allows a business to utilize its own resources and assets more effectively. 

 Operational – The activity can be done more efficiently by a vendor that is highly specialized. 

Operational savings can come from improved efficiency, stronger discipline and potential 

economies of scale. 

 Financial – The activity can be performed more economically by a vendor. Financial savings can 

be obtained through lower wages, higher effectiveness and potential economies of scale. 

Most utilities of LADWP's size have implemented various outsourcing strategies, and similar opportunities 

are worthy of consideration for LADWP.   Some common areas for outsourcing are customer, 

transmission, and distribution and non-core utility services. 

Currently, the Department's primary outsourcing efforts relate to certain transmission and distribution 

services including vegetation management and equipment replacements.  The Department has a contract 

for vegetation maintenance that outsources 78% of the overhead line clearance tasks.  There are a few 

other areas that might work, but representations from LADWP generally indicate the Department has not 

investigated and studied further outsourcing opportunities.   

One prominent example of an area that has been effectively outsourced at other organizations is 

Customer Service, which covers a wide variety of functions and provides substantial outsourcing potential.  

Some of the most commonly outsourced tasks are: 

 Contact Center - 20% to 50% of calls are typically outsourced for general call or for specific call 

types (cut-in or C&C or call overflow).  

 Bill Issuance and Payment Processing - 100% of payment processing and bill issuance (both bill 

printing and electronic delivery) can be outsourced. 

 Meter Reading - Manual meter reading can usually be outsourced to some degree but rarely 

completely. Remote meter reading, however, can be outsourced almost completely and provided 

as service.  LADWP should consider accelerating the installation of AMR meters to reduce meter 

reading staff and using contractors to do the installation instead of its own staff.  
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 CIS - Utility can gain savings by outsourcing either server/mainframe maintenance or CIS 

management.  

 Credit & Collection - Several credit and collections functions including credit evaluations and 

account receivable collections can be outsourced to third-party vendors.  

In FY 2012, 6% of LADWP customer service spending was outsourced, well below the national average 

Based on PA's benchmarking program, the Department's customer service outsourcing effort is lower than 

the median of the benchmarking peer group, as shown in Figure 9.5.  PA believes there are potential cost 

reduction opportunities through outsourcing for the Department in the customer service areas.   

Figure 9.5: LADWP's FY 2010 Customer Service Outsourcing Benchmarking Result (as a percentage of 

spending) 

 

PA recommends investigation of outsourcing potential across all Systems, with the best additional 

opportunities expected to found in Joint Services.  Given that every utility has a unique operating 

environment, PA would suggest a more detailed analysis to determine the overall benefit LADWP can gain 

by pursuing certain outsourcing strategies. Table 9.4 and Table 9.5 show the average annual budgets for 

some business units for the years 2013 thru 2017 in the Joint and Power Systems respectively. The tables 

also include the 5 year average of those budgets’ shares that are allocated to outsourcing contracts.  

Table 9.4 shows for example, that on average, LADWP is only expecting to outsource 1% of its Security 

Services and 3% of it Human Resources’ budgets over the FY 2013-17 period.  Table 9.4 seems to 

suggest there may be outsourcing opportunities in Customer, Fleet, Security and Human Resources 

Services as well as Supply Chain Management functions.  

Similarly on the Power System side, Table 9.5 indicates levels of outsourcing in the Transmission and 

Distribution, Safety and Training, Integrated Support Services and Critical Repair/Fabrication functions are 

very low (under 5% of annual budgets on average).  

Table 9.4: Examples of Contracting Out levels at LADWP by Joint System Business Units 

Joint System Functions/Business Unit Fiscal Years 2013 through 2017 

 Average Annual Budget 

(in $1,000s) 

% of Annual Budget 

Contracted Out 
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Customer Services 263,085 7% 

Fleet Services          133,011 3% 

Human Resources 289,620 3% 

Security Services 44,559 1% 

Supply Chain Management             66,704 1% 

 

Table 9.5 LADWP Power System Outsourcing Levels by Business Unit 

Power System Functions/Business Unit Fiscal Years 2013 through 2017 

 Average Annual Budget 

(in 1,000s) 

% of Annual Budget 

Contracted Out 

Power System Planning & DV* 242,549 75% 

Power System Engineering Services      951,926 31% 

Power System Generation 549,233 18% 

Power System Executive 81,929 10% 

PT&D Transmission and Distribution 241,725 5% 

Safety and Training  70,087 4% 

Integrated Support Services 154,624 1% 

Critical Repair/Fabrication        51,258 1% 

9.2.3 Outsourcing Holds Significant Promise but Labor Rules Prevent 

Effective Outsourcing 

From a cost-cutting perspective, the number of levers available to the Department is limited in the near 

term because of constraints contained in its labor agreements, as embodied in the Memorandums of 

Understanding (MOUs) between LADWP and its labor force.
39

  These contractual obligations are relevant 

from a cost cutting perspective because they limit the Department's flexibility in pursuing the most efficient 

labor resource allocation.  In an institution such as the LADWP with a personnel headcount around 9,000, 

the inability to operate nimbly can come at a high cost.    

Many of the most restrictive clauses were made "in consideration for [the IBEW] Local 18’s agreement" to 

the Focused Separation Program of 1995 (now included as the MOU Appendix D), where in return for the 

terms of a buy-out plan for more than 1,200 LADWP positions, LADWP agreed to prescriptions on 

minimum staffing levels, outsourcing, and layoff-related conditions, among other clauses.  Most 

importantly, these rules prevent the Department from outsourcing effectively by essentially increasing the 

cost of doing so and by limiting any potential efficiency to be gained from a human resource perspective , 

depriving management of an effective tool that can be used to promote efficiency.   

If the Department contracts out bargaining unit work, the Union may request that LADWP offer employees 

that would normally perform the work to be performed by the contractor at least 10% overtime per pay 

                                                      

39
 PA focused its analysis on the IBEW's MOU because this MOU covers 93% of the Department's employees and therefore impacts 

the Department's flexibility most significantly.   
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period during the time the contractor is performing work.  As a case in point, PA found this clause 

discussed in an April 2012 Letter of Agreement regarding a "Substation Automation System" agreement 

with Schweitzer Engineering Laboratories.  The letter states, "Schweitzer will be asked to submit a list of 

job classifications that will be used to perform the contracted work" and that the LADWP will offer 

employees that will be impacted at least 10% overtime per pay period for the duration of the contract.    

There are also limits that prevent against displacement of existing workers as a consequence of 

outsourcing work.  Article 35 of the MOU ("Job Security") specifies that "No regular annual-rated, Civil 

Service bargaining unit employee within the classification and major division affected by the contracting 

out of bargaining unit work will be laid off or placed on a lower level DDR."  [Duties Description Records 

are job descriptions].  This clause does not contain further detail, but seems to prevent the Department 

from laying off any employee in a classification in which any contracting out is taking place.  As an 

example of the impact of article 35, consider the fact that large organizations commonly achieve 

efficiencies by contracting out a portion of their call centers.  LADWP would not currently be in the position 

to do so, as it would appear to be bound to maintain all 600 contact center representatives on the payroll 

at similar levels. 

 Savings Potential of Cost Reduction Measures 9.3

PA cannot estimate the potential savings that could result from wider application of outsourcing where 

appropriate; LADWP will need to study that potential to prepare for labor agreement negotiations and 

position itself to contract out non-core competencies or areas that could be performed more efficiently by 

outside firms.  PA has however sought to evaluate the revenue requirement savings to be garnered from 

addressing the level of other building block costs – such as labor, pension, and healthcare – that 

contribute to the cost of virtually all Department projects or undertakings.  PA has also attempted to 

determine the impact, from a programmatic perspective, of not receiving an increase at all or of having to 

reduce the rate increase by 20%.   

LADWP has completed all scenarios requested based on PA’s requests.  Observations for the three fiscal 

years beyond fiscal years 2013 and 2014 should only be considered preliminary and the scenarios should 

not be considered endorsed or supported by the Department.  In some cases, the results presented are 

less explicit than originally hoped.  However, these scenarios indicate a significant potential for savings if 

the Department has the contractual flexibility to address certain out-of-market costs.   

Results for all scenarios are presented in detail in Appendix C.  Some highlights are below. 

Potential for 2013-2014 cost reductions is limited 

To test the potential for near-term cost reduction, PA requested several separate scenarios designed to 

explore the Department’s priorities and identify near-term cost reduction possibilities.   

 Reducing non-mandated spending could save ratepayers an average of more than 4% per year 

over the next five years, but may lead to problems. 

Freezing non-mandated spending on the PRP, operating support, infrastructure reliability, and 

energy efficiency
40

 at 2012 levels would reduce O&M and capital expenses by $594M and 

                                                      

40
 The current financial plan assumes 10% demand side management reductions, a Board objective that has been set according to 

Assembly Bill 2021, which calls on load-serving entities to “identify all potentially achievable cost-effective electricity energy savings 
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$1,454M respectively over the next five years. The overall impact to the ratepayer is an $802M 

reduction in retail revenue requirement over the same five-year period.  However, doing so 

completely would have major reliability consequences and the demand-side management setback 

could result in fines under AB 2021.  There may be middle ground worth considering if immediate 

reductions are imperative, but such cuts are not without consequences. 

 No Rate Increase Scenario:  PA asked LADWP to produce a financial plan assuming no rate 

increase was approved.  The result showed the Department does not appear to have a viable 

contingency plan to face the eventuality of no rate increase for the next five years. Under this 

scenario, LADWP would not reduce its O&M spending.  Instead it would eliminate capital 

expenditures for non-mandated projects such as PRP and infrastructure improvements; 

investments for IRP and RPS would remain unchanged.  Finally, because LADWP has a limited 

ability to reduce debt service associated with borrowings from previous years, its financial ratios 

would fall below the preferred thresholds quickly, and the Department would not be able to fulfill 

its city transfer obligation. 

 Cost of a Downgrade:  As described in Section 2.2.3, LADWP estimates that a downgrade would 

cumulatively cost the Department and its customers $329 million over the next five years 

 Lower the Energy Efficiency target to the previous 8.6%:  The LADWP Board recently approved a 

10% by 2020 target, in spite of the recommendations of an Energy Efficiency Potential Study’s 

recommendation. Lowering the target to 8.6%, would reduce the overall impact to rate payers by a 

total of $39M over the 2013-2017 period.  

 20% Reduction to Rate Increases:  PA asked the Department to show how it would potentially 

reduce its incremental rate increase by 20% without issuing new borrowing beyond what was 

already assumed in the financial plan and still meet all legally mandated compliance obligations.  

Results showed LADWP would reduce non-PRP O&M expenses by $588M.  LADWP would not 

adjust its capital expenses because capital reductions would not provide a dollar-to-dollar 

reduction to the annual revenue requirement.  Because new capital borrowing is proscribed, the 

Department would be unable to capitalize other O&M expenses.  The overall impact to the 

ratepayer would be a total of $632M decrease in retail revenue requirement over the five year 

period.  The Department has not provided a detailed list of impacted activities and the potential 

effect of the 20% reduction to the incremental rate increase. 

Cutting “building blocks” costs could save millions 

The Department could garner significant savings by adjusting salaries and benefits plans.   

 A 10% cut to labor costs could reduce the outer year retail revenue requirement by 1-2% 

The cuts to labor costs scenario will reduce O&M and capital expenses by more than $223M and $125M 

respectively over the next five years. The overall impact to the ratepayer is a $203M decrease in retail 

revenue requirement over the five year period.
41  

 

 Revenue requirement savings of 0.6% in 2015-2017 could be generated by adjusting the medical 

plan 

                                                                 

and establish annual targets for energy efficiency savings” in the interest of helping the state meet its goal of reducing electricity 

consumption by 10% by 2020.  LADWP does have a Board requirement, but does not technically have a mandated obligation. 

41
 Note: since 55% of regular and overtime labor expenses fall under capital expenditures, which are amortized over time, cuts to 

labor costs will not result in a dollar-for-dollar rate reduction. 
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By shifting to a 20% employee contribution and increasing co-pays, the Department could save more the 

$70 million in O&M spending and $30 million in capital spending over the 2013-2017 time frame.  The vast 

majority of these savings would stem from the increased employee contribution rate and could not accrue 

until renegotiation of the labor agreement. 

 Savings from pension plan reductions are approximately 0.3% per year from 2013-2017 

Through the creation of a tiered system whereby pension benefits of new joiners could be made to be 

more in line with those of City employees, the Department could reduce O&M and capital expenses by 

$38M and $16M respectively from 2013-2017. The overall impact to the ratepayer is a $36M reduction in 

retail revenue requirement over the five-year period. 

 Sensitivities indicate need to protect against downside risk 

The Department must protect itself against downside risk resulting from market forces outside its control.  

Major generation outages, increased interest rates, or rising natural gas costs all stand to impact the 

Department.  To evaluate the downside risk, PA worked with LADWP to run scenarios simulating the 

impact of high natural gas prices, high interest rates, and an extended outage.   The changes assumed 

were enough to be significant but also certainly within the realm of possibility from an historical 

perspective.   

 $6.50/MMBtu natural gas prices from 2015-2017 could cost ratepayers $75 million per year  

$6.50 per MMBtu natural gas prices from 2015-2017, approximately 50% higher than today’s price but not 

an unreasonable high case given historical prices of recent years, would result in cost increases.   Fuel 

and purchased power cost, as collected through the Energy Cost Adjustment, would exceed currently 

projected levels by $225 million over the 2015-2017 time period.   

 With its increased borrowing, the Department will be vulnerable to interest rates moves   

Worst case interest rates, as determined by the Department’s financial advisor, would have major costs 

associated with it.  Interest expense will increase by $215M.  In addition, fuel and purchased power costs 

will increase by almost $58M. The overall impact to the ratepayer would be a total of $255M increase in 

retail revenue requirement over the five year period.  

 A two-year outage at the Palo Verde nuclear facility would create cost increases of nearly $70 

million per year in the 2013-2014. 

Currently, LADWP owns almost 10%
42

 of the power output at the 3,875MW Palo Verde Nuclear Power 

Plant, and the Reference Case assumes Palo Verde will have a capacity factor of 92% for FY 2013 and 

2014. An outage could be costly.   A two-year outage, in this case FY 2013-2014, would have no impact 

on O&M and capital expenses over the next five years. However, in order for the Department to replace 

the capacity at Palo Verde, fuel and purchased power expense will increase by almost $100M. In addition, 

CO2 allowance expenses will increase by $35M. The overall impact to the ratepayer is a total of $138M 

increase in retail revenue requirement over the five year period.  

 

                                                      

42
 LADWP has 5.7% of direct ownership in Palo Verde and also owns 3.96% of power output from Palo Verde through entitlement 

interest from SCPPA. 
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 Cost Reduction Recommendations 10

PA has identified additional cost reduction opportunities, though most will not provide significant savings in 

the FY 2013-2014 two year period.  Transformational change of LADWP labor costs and process 

reengineering are needed but require a new union agreement to be in place.   

To limit annual rate increases now without hamstringing ratepayers later, the Department needs to 

address foundational costs that drive all spending, such as labor-related costs.  These include: 

 Salary levels (“Regular Labor”) 

 Overtime 

 Benefits (health care and pension). 

Most of these costs however are inscribed in labor agreements and cannot be cut until the agreements 

are renegotiated in 2014.  PA makes several recommendations for LADWP to consider as it seeks the 

City’s support and the unions’ cooperation in renegotiating the terms of its labor contracts.  

PA also makes recommendations on: 

 Implementing process improvement initiatives 

 Approaches to control rising capital expenditures 

 Considering the costs and benefits of a ratings downgrade. 

Labor-Related Cost Reduction 

As described in Section 9.1, it is likely that the most significant cost-cutting effort will have to address the 

day-to-day costs of operating the system.  The Department has generally sought to remain compliant with 

regulatory mandates to avoid penalties and political fallout.
43

  There will be occasional opportunities to trim 

compliance-related spending, as mentioned later in this section, but it will not likely be a major source of 

savings.  Significant cuts to non-regulatory capital requirements such as the PRP can significantly 

undermine system viability, and while cuts should be explored to certain non-mandated investment areas, 

the immediate impact of such cuts would be significantly less impactful, from today's ratepayer's 

perspective, than direct cuts to expenses.   

As Figure 10.1 shows, labor-related costs account for 25% of the Power System Revenue Requirement 

for FY 2013 (with an additional 4.6% of past labor costs being accounted for in depreciation)
44

 and 63% of 

the total O&M costs over the next five years. So that needs to be a major focus of LADWP.  Some of the 

options for reducing these figures include reducing headcount, salaries, and/or healthcare and pension 

costs.     

                                                      

43
 Penalties for non-compliance remain uncertain under some regulations.  Although the ultimate penalties may not always be so 

punitive to render non-compliance a non-option, the assumption for the purposes of this review is that LADWP intends to comply 

where possible with all regulatory mandates.  Having already leveraged most of the cost effective technology choices available, it is 

likely that the bulk of the Department's cost cutting will have to take place elsewhere. 

44
 As cited in LADWP’s presentation of its “Final Budget Fiscal Year 2012-2013” to its Board, “approximately 33% of depreciation is 

past labor-related costs”.  These past labor costs are part of past capital projects and are therefore sunk costs.  
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Figure 10.1: Labor Costs in the Allocation of Power Costs, FY 2012-13 

 

The ability to cut labor-related expenses will be constrained in the short term though.  Salary levels, 

benefits and a share of overtime are inscribed in the Memoranda of Understanding (MOU) between 

LADWP and its labor force.  The most significant of these contracts does not expire before September 

2014.  PA believes that in the interim, LADWP and the City should prepare to renegotiate the terms of the 

MOU and makes a few recommendations in that respect:  

 Salaries: PA recommends LADWP consider aligning its employees’ salaries closer to those of 

their peers.    

Regular labor, which accounts for 36% of the O&M budget in FY 2013, is expected to grow at 3.6% 

annually from FY 2013-2017.  Though not increasing as rapidly as other sources of cost, this is by far 

the greatest individual source of controllable cost to LADWP.  PA’s benchmarking of LADWP salaries 

suggested wages at the Department are significantly higher than those of other market participants 

(see Section 9.2.1).  Reducing labor costs by 10% would mean O&M reductions of $74 million 

annually and capital reductions of $42 million annually over the FY 2015-17 period.  

 Staffing levels and outsourcing: PA recommends that LADWP benchmark its staffing and 

outsourcing levels against that of its utility peers.   

The Department has indicated such an analysis has not been conducted.  Another way of reducing 

“Regular Labor” costs is to reduce headcount and increase productivity.  Staffing levels are high at 

LADWP.  Shared Services, for example, is a larger part of the organization at LADWP than at most 

utilities.  LADWP's Joint System has 3,479 full-time employees -- led by Customer Service (1,138) and 

Information Technology (IT) (428) -- accounting for nearly 40% of the Department's full-time staff.  

PA's Corporate and Shared Service benchmarking indicates that the average across U.S. utilities is 

20%.  Both Customer Service and IT functions, or significant parts thereof, are typically outsourced.  

However, given that every utility has a unique operating environment, PA would suggest a more 

detailed analysis to determine the overall benefit LADWP can gain by pursuing certain outsourcing 

strategies.  

 Overtime:  PA recommends a review of overtime expenses allocation, as well as a review of 

LADWP’s contractual requirements that have an impact on overtime (such as premiums for 

odd hour shifts and implications associated with outsourcing), described below.   
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Current overtime levels of 1% of Power Revenue Requirement equate to $31 million annually. 

Overtime costs also represent 4% of total O&M costs for FY 2013, or more than 10% of total labor 

costs.   

– Several functions accumulate a large amount of overtime despite a relatively small regular labor 

bill.  For example, energy control operations account for 3% of the regular labor expenses but 9% 

of the total labor overtime costs. 

– Other functions show the opposite effect -- distribution station O&M requires 7% of the regular 

labor O&M budget, but it only incurs less than 1% of the FY 2012 labor OT costs. These 

inconsistencies may be reasonable in some cases, but should be further examined. 

– PA believes LADWP could potentially reduce its overtime costs through creative scheduling, such 

as by shifting more daily employees to odd hour shifts.  But the MOU limits the appeal of that 

option by enforcing a 4-7% salary premium for odd hour shifts.  

 Benefits: Undertake a benefits review and benchmark LADWP's benefits versus IOUs, other 

munis, cooperatives, City Departments, or public utilities or entities (if not yet completed) 

Benefits account for a significant proportion of the FY 2013 O&M budget and are expected to grow at 

3.2% annually from 2013-2017.  Benefits include health care plan and pensions contributions.   

– At least half of LADWP active employees do not contribute a co-pay when visiting a physicians’ 

office.
45 

 By introducing a $25 office visit co-pay and $15 prescription co-pay, the Department 

could save $5 million annually in 2016 and 2017.   

– Increasing employee contribution premiums to 20% could save $35-40 million per year over the 

same years.   

– PA reviewed LADWP’s pension plan.  LADWP's plan is broadly similar to the City's.  Like most 

public pension plans it is underfunded, but it is less underfunded than the City's.  One major 

difference is that LADWP's plan includes increased benefits for those who retire after reaching 

age 55 and 30 years of service.  The Department's pension plan also suffered a significant cost 

when a large number of City employees were transferred to LADWP in 2010.  By increasing the 

employee contribution from 6% to 7%, the Department could save $5-10 million per year from 

2013-2017. 

Other Costs of Running the System 

The Department could find greater efficiency by pursuing process improvement efforts across a range of 

practices.  PA has seen no evidence that sweeping process improvement programs have been 

considered.  Appropriate studies should be completed to identify the cost reduction potential associated 

with a range of process improvements.   

Capital Investment Controls 

In trying to reduce costs, the Department has focused on reducing its O&M budget or shifted these costs 

to capital, changes that yield the largest near-term rate impacts.  However, as O&M costs growth slows, 

capital spending rates are accelerating, fueled by increased borrowing.  The costs of borrowing are felt for 

                                                      

45
 As explained by LADWP in its response to a PA inquiry on co-pay, “All plans except Kaiser, IBEW Local 18 and UHC Owens 

Valley have a co-pay ranging from $3.00-$25.00 for office physician visits”.  The Department also noted, “Approximately 50% of the 

active employees are enrolled in the IBEW-Local 18 plan which is administered separately by the IBEW-Local 18 Health and 

Welfare Trust.” 
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years and cannot be easily reduced.  If not brought under control, the Department’s debt service 

obligations will seriously hamper the Department’s flexibility in future years.  The Power System capital 

plan calls for over $1 billion in annual capital expenditures over the next five years.  There are limited 

options for reducing capital costs immediately, but there may be options to reduce these costs over time.   

 Minimize the cost of mandated capital expenditures 

Where possible, minimize the cost of mandated capital expenditures through use of the most cost-

effective options or negotiation of less expensive options for compliance with regulatory and legislative 

mandates (unless compelling reasons not to do so can be presented).  The Department appears to 

have well-thought out RPS and OTC compliance plans, but might find opportunities in other areas, 

such as DSM.   

 Minimize the cost and maximize the effectiveness of all capital expenditures by requiring 

comprehensive analyses of any capital investment and benchmarking activities against 

peers   

– PA recommends that the Power System adopt a more methodical approach to assessing and 

communicating the viability of new investments, an important effort that has been practiced more 

effectively in the Water System.  PA has not seen a consistent emphasis on least-cost alternative 

choices, or on rigorous justification of the choice of alternatives that are not least-cost.   All 

evaluations should include the consequences of inaction, alternatives considered, and cost-

benefit analysis.  Any non-mandated projects that cannot be shown to reduce costs or increase 

revenue collection should not be undertaken without further review. 

– Conduct an independent benchmarking assessment of the cost per plant and technology for the 

OTC repowering program to ensure that costs are reasonable on a per MW basis. A similar 

benchmarking effort should be conducted for the Power Reliability Program. 

– Non-mandated capital expenditures, excluding DSM, represent $730 million in capital costs 

annually over the next 5 years.  PA recommends benchmarking non-mandated capital 

expenditure levels, such as the PRP’s, against peer utilities.  Every utility and its infrastructure 

have different needs at different times, so the overall level of spending may not be too informative.  

But benchmarking of individual cost areas will help identify sources of relative overinvestment.   

 Make sure DSM targets are established according to the latest findings on the potential of 

cost effective programs and that savings are verified   

PA recommends that the Department set a firm three-year plan for energy efficiency, similar to that of 

the other large California utilities, that plans expenditure levels at a realistically achievable tempo 

according to cost effectiveness measurements and includes savings verification.  PA believes this to 

be in keeping with the spirit of AB 2021, and believes that attempts to arbitrarily accelerate spending 

would not be in the best economic interest of the Department and its ratepayers.   

Reconsider Cost of Maintaining Financial Metrics 

 Finally, PA recommends considering the costs and benefits of a ratings downgrade.   

During its financial planning process the Department focuses on three main financial metrics, each 

established with the advice of financial advisors to protect the Department's AA- rating: debt service 

coverage ratio of 2.25x, maintaining an unrestricted cash balance (the higher of $300 million 

unrestricted cash or 110 days of operating expenses, including the Debt Reduction Trust Fund); and a 

capitalization ratio of 68% maximum. 
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PA has no reason to question these metrics themselves, but advises that the City work with its 

financial advisor, if it hasn’t already, to perform further analysis into whether the interest expense 

savings facilitated by maintaining the Power System's AA- rating, as well as the magnitude of the 

savings themselves, merit the annual cost of meeting the financial metrics needed to avoid a 

downgrade.  While the current LADWP leadership is committed to maintaining the AA- rating, the 

objective does not appear to drive the financial plan to the extent it did under leadership in past years.  
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 Power System Financial Plan Appendix A:
Summary 
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 Salary Benchmarking Appendix B:

Table B.1: Variance from Market Salaries in Distribution Positions 

Variance from Market Salaries in Distribution Positions 

Database Job 
Categories 

Database 
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      Low High  

Engineer 109,310 147,819 137,433 138,861 142,193 129,469 145,337   116 26% 33% 35% 30% 

Engineer  
- Select Group 

105,654     138,861 142,193         30% 38% 40% 35% 

    138,435 138,435 134,676 142,193 CIVIL ENGINEER 8     

    137,044 142,193 108,242 151,505 ELECTRICAL ENGINEER 57     

    141,824 142,193 134,676 148,603 MECHANICAL 
ENGINEER 

19     

    142,193 142,193 142,193 142,193 STRUCTURAL ENGINEER 2     

    134,808 134,676 127,556 142,193 WATERWORKS 
ENGINEER 

30     

Designer 80,605 92,654 91,538 90,324 91,027 86,412 93,532   23 14% 16% 15% 13% 

Designer  
- Select Group 

84,581     90,324 91,027         8% 11% 10% 8% 

    92,185 92,185 92,185 92,185 ENGINEERING 
DESIGNER 

19     

    88,462 89,868 80,639 94,879 GRAPHICS DESIGNER 4     

Engineering/Design 
Technician or Analyst 

82,145 86,696 78,346 77,976 78,483 71,893 83,005   130 -5% 1% 6% -4% 

Engineering/Design 
Technician or Analyst 
- Select Group 

79,967     77,976 78,483         -2% 4% 8% -2% 

    84,543 84,543 84,543 84,543 ARCHITECTURAL 
DRAFTING TECHNICIAN 

5     

    76,275 77,434 60,489 86,401 CIVIL ENGINEERING 79     
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Variance from Market Salaries in Distribution Positions 

Database Job 
Categories 

Database 
Average of 
Maximum 
Annual 
Salaries  

LADWP 
Weighted 
Average 
of 
Maximum 
Salaries 

LADWP 
Weighted 
Average 
Salaries (by 
number of 
employees) 
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Average 
Annual 
Salaries 
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Annual 
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LADWP Annual 
Salary Range 
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      Low High  

DRAFTING TECHNICIAN 

    62,369 62,369 62,369 62,369 DRAFTING AIDE 3     

    78,166 79,532 71,347 84,543 ELECTRICAL 
ENGINEERING 
DRAFTING TECHNICIAN 

18     

    77,689 77,434 71,347 84,543 MECHANICAL 
ENGINEERING 
DRAFTING TECHNICIAN 

7     

    88,813 89,179 81,265 95,630 OFFICE ENGINEERING 
TECHNICIAN 

18     

Journeyman lineman 78,023 109,266 93,505 92,196 94,602 64,540 107,960   668 20% 38% 40% 21% 

Journeyman lineman  
- Select Group 

80,095     92,196 94,602         17% 35% 36% 18% 

    102,609 104,766 78,008 118,348 ELECTRIC 
DISTRIBUTION 
MECHANIC 

376     

    81,783 84,439 51,072 97,572 ELECTRICAL MECHANIC  292     

Apprentice lineman 62,878 93,177 80,226 77,064 78,154 52,994 89,805   139 28% 43% 48% 24% 

Apprentice lineman  
- Select Group 

59,904     77,064 78,154         34% 50% 56% 30% 

    83,624 81,996 71,744 96,800 ELECTRIC 
DISTRIBUTION 
MECHANIC TRAINEE 

103     

    70,503 74,312 34,243 82,810 LINE MAINTENANCE 
ASSISTANT 

36     

Groundman/utility 
worker 

54,092 76,937 62,421 61,788 62,014 40,447 76,465   795 15% 41% 42% 15% 

Groundman/utility 
worker - Select Group 

68,944     61,788 62,014         -9% 11% 12% -10% 

    56,566 59,759 23,615 73,414 ELECTRICAL CRAFT 291     
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Variance from Market Salaries in Distribution Positions 

Database Job 
Categories 

Database 
Average of 
Maximum 
Annual 
Salaries  
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Weighted 
Average 
of 
Maximum 
Salaries 

LADWP 
Weighted 
Average 
Salaries (by 
number of 
employees) 
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Average 
Annual 
Salaries 
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Annual 
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LADWP Annual 
Salary Range 

LADWP Matched Job 
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      Low High  

HELPER  

    87,613 87,613 84,961 90,264 EQUIPMENT OPERATOR 81     

    73,138 77,987 48,066 88,510 HEAVY DUTY 
EQUIPMENT 
MECHANIC 

96     

    63,426 69,959 44,119 77,068 HEAVY DUTY TRUCK 
OPERATOR 

90     

    58,781 60,395 36,206 73,414 MAINTENANCE 
CONSTRUCTION 
HELPER 

192     

    32,879 29,483 9,745 59,174 MAINTENANCE 
LABORER 

24     

    60,114 62,014 36,415 73,414 MECHANICAL HELPER 21     

Cable splicer 76,694 109,599 104,156 104,156 104,191 98,679 109,599   28 36% 43% 43% 36% 

Cable Splicer  
- Select Group 

78,027     104,156 104,191         33% 40% 40% 34% 

    104,156 104,191 98,679 109,599 UG DISTRIBUTION 
CONSTRUCTION 
SUPERVISOR 

28     

Technician/Shop 67,807 92,352 84,519 83,127 84,795 74,813 92,018   112 25% 36% 36% 24% 

Technician/Shop  
- Select Group 

90,545     83,127 84,795         -7% 2% 2% -8% 

    87,999 87,926 82,956 93,187 ELECTRICAL TESTER 72     

    78,256 79,574 66,670 90,849 LABORATORY 
TECHNICIAN 

40     

Tree trimmer 69,682 82,601 78,314 78,314 78,237 74,103 82,601   31 12% 19% 19% 12% 

Tree Trimer  
- Select Group 

71,599     78,314 78,237         9% 15% 15% 9% 

    78,314 78,237 74,103 82,601 TREE SURGEON 31     
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Variance from Market Salaries in Distribution Positions 

Database Job 
Categories 
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Average of 
Maximum 
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LADWP 
Average 
Annual 
Salaries 

LADWP 
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LADWP Annual 
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      Low High  

Admin 70,562 70,509 63,090 61,106 53,557 56,451 67,144   185 -11% -5% 0% -24% 

Admin - Select Group 72,202     61,106 53,557         -13% -7% -2% -26% 

    45,075 44,955 36,206 54,184 CLERK 24     

    53,656 53,557 50,843 56,668 CLERK TYPIST 83     

    51,205 49,423 47,523 56,668 DELIVERY DRIVER 8     

    43,013 43,013 43,013 43,013 MESSENGER CLERK 2     

    69,008 69,008 69,008 69,008 MANAGEMENT AIDE 1     

    83,558 81,839 73,226 97,134 UTILITY ACCOUNTANT 47     

    82,226 78,008 75,335 93,334 SECRETARY LEGAL 20     
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Table B.2: Variance from Market Salaries in Customer Service Positions 

Variance from Market Salaries in Customer Service Positions 

Database Job Categories Database 
Average 
Annual 
Salaries 

LADWP 
Weighted 
Average 
Annual 

Salaries (by 
number of 

employees) 

LADWP 
Average 
Annual 
Salaries 

LADWP 
Median 
Annual 
Salaries 

LADWP Annual 
Salary Range 

LADWP Matched 
Job Categories 

Number of 
Employees 
in Position 

Variance 
between 
LADWP 
Average 

and 
Database 
Average 
Salaries 

Variance 
between 
LADWP 
Median 

and 
Database 
Average 
Salaries 

Variance 
between 
LADWP 

Weighted 
Average and 

Database 
Average 
Salaries 

Low  High 

Field Service 
Representative 

63,523 74,353 80,758 83,077       164 27% 31% 17% 

Field Service 
Representative  

- Select Group 

62,291   80,758 83,077         30% 33% 19% 

   67,948 72,642 46,771 77,527 COMMERCIAL FIELD 
REPRESENTATIVE 

123    

   93,569 93,511 86,172 101,080 ELECTRIC SERVICE 
REPRESENTATIVE 

41    

Contact Center 
Representative 

45,904 55,519 55,519 59,529       626 21% 30% 21% 

Contact Center 
Representative  

- Select Group 

46,294   55,519 59,529         20% 29% 20% 

   55,519 59,529 32,364 75,335 CUSTOMER SERVICE 
REPRESENTATIVE 

626    

Meter Readers 41,373 61,005 61,005 65,156 38,252 77,736   176 47% 57% 47% 

Meter Readers  

- Select Group 

41,716   61,005 65,156         46% 56% 46% 

   61,005 65,156 38,252 77,736 METER READER 176    
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 Financial Planning Scenarios Appendix C:

PA requested that the Department generate 12 different scenarios to determine the savings from various 

cost cutting activities and the possible impact related to external factors.  These 12 scenarios are listed in 

Table C.1 below.  The analyses provided below are based on five years of financial results provided by 

the Department at PA’s request.  Observations for the three fiscal years beyond Fiscal Years 2013 and 

2014 should only be considered preliminary and the scenarios should not be considered endorsed or 

supported by the Department.   

Table C.1: List of Scenarios 

Scenarios 

System Average Rate Increase 

Increase in 

FY 2013 

Increase in 

FY 2014 

Avg Increase 

(2013-2017) 

Reference Case 4.8% 6.0% 6.4% 

Cost Reduction Considerations 

1.     Cuts to health plan 4.8% 5.9% 6.3% 

2.     10% cut to labor costs 4.8% 6.0% 5.9% 

3.     Cuts to pension plan 4.7% 6.0% 6.4% 

4.     Cuts to health and pension plan 

and 10% labor costs 

4.7% 5.9% 5.7% 

5.     Reduce the incremental rate 

increase by 20% 

3.8% 4.8% 5.1% 

6.     Freeze Non-Mandated Spending 3.5% 4.3% 4.0% 

7.    Stop RPS spending 4.4% 4.8% 5.3% 

8.    Reduce DSM goal to 8.6% 4.5% 5.6% 6.1% 

9.    No Rate Increase 0.3% 0.0% 0.1% 

External Factor Sensitivities 

10.   High natural gas price 4.8% 6.6% 6.9% 

11.   High interest rates 5.0% 6.5% 6.9% 

12.   Extended Palo Verde outage 6.3% 6.3% 6.4% 

Rate impacts for each scenario associated with cost reduction considerations are graphed in Figure C.1.  

Impacts to ratepayers due to external factors are provided in Figure C.2.  The detailed discussion for each 

scenario is provided in the subsequent sections. 



 

 

119 

Figure C.1: System Average Rates - Cost Reduction Considerations Scenarios 

 

Figure C.2: System Average Rates - External Factor Sensitivities 

 

 Cuts to Health Plan C.1

Cuts to Health Plan Scenario   

Description 

Existing: 

0% employee contribution 

Kaiser and IBEW sponsored plans: no co-pay 

Other LADWP sponsored plans: $3-$25 co-pay  

Scenario Assumptions: 

20% employee contribution, co-pays of $25 for office 

visits and $15 for prescription starting in FY 2014 (to 

be consistent with the expected timing of a 

renegotiated labor contract). 
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Key Findings: 

 The majority of the savings will be in effect starting in FY 2016 since the IBEW Local 18 contract does not 

expire until September 2014. 

 More than 88% of the savings are driven by the 20% employee contribution. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) ($M) (0) (3) (4) (22) (26) 

Rate Impact: 

 

The Department incurs all 100% of the contribution costs for its sponsored health plans.  This scenario 

assumes the Department will cut its employees’ health benefit plan by implementing the following new 

policy of 20% employee contribution, co-pays of $25 for office visits and $15 for prescriptions.  However, 

since health benefit-related items are governed under labor contracts, it is assumed that contract 

negotiations are required before these changes can occur.  The following implementation schedule for this 

scenario has been provided by the Department, based on the labor contract negotiation cycle: 

– 20% of all employees and retirees starting on July 1, 2013.  

– 100% of all employees and retirees starting on July 1, 2015. 

Key considerations with respect to this scenario include: 

 The cuts to health benefit costs will not result in a dollar-for-dollar rate reduction.  LADWP’s cost 

structure consists of both O&M and capital expenses -- savings from cuts to the latter accrue over 

a period of many years, not in the year they’re made.   

 The impacts to the Department’s healthcare costs are documented in the following Table C.2. 

Table C.2: Health Plan Cost Savings Breakdown
46

 

 FY2013 FY2014 FY2015 FY2016 FY2017 

20% Employee Contribution Savings 0 6.4 6.9 36.4 39.4 

$25 Office Visit Co-pay Savings 0 0.5 0.5 3.0 3.1 

$15 Prescription Co-pay Savings 0 0.3 0.3 1.9 1.9 

                                                      

46
 Table provided by LADWP as part of the Scenario-Impact on rates of Health Care Plan Revisions write-ups. 
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Total Savings (O&M + Capital) 0 7.3 7.8 41.3 44.3 

The cuts to the health benefits plan will reduce O&M and capital expenses by more than $70M
47

 and 

$30M, respectively, over the next five years. The overall impact to the ratepayer is a total of $54M 

decrease in retail revenue requirement over the five year period. 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

O&M Expenses ($M) 0.0  (5.1) (5.5) (28.9) (31.0) 

Capital Expenditures ($M) 0.0  (2.2) (2.4) (12.4) (13.3) 

System Average Rate (¢/kWh) (0.00) (0.01) (0.02) (0.09) (0.11) 

 10% Cut to Labor Costs C.2

10% Cut to Labor Costs Scenario   

Description 

Existing: 

Currently regular labor and overtime expenses 

account for 25% of Power System O&M and capital 

expenditures. 

Scenario Assumptions: 

A10% cut to labor costs will be implemented starting in 

FY 2014, consistent with the labor contract negotiation 

cycle.  

Key Findings: 

 A 10% cut to labor costs will reduce the retail revenue requirement by 1 to 2%. Since 55% of regular and 

overtime labor expenses fall under capital expenditures, cuts to labor costs will not result in a dollar-for-dollar 

rate reduction. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) ($M) (0) 0 (44) (68) (90) 

Rate Impact: 

                                                      

47
 Cuts to O&M will also not result in dollar-to-dollar savings for the ratepayers on the current year basis. Part of the savings will be 

used to reduce RCA and/or ECA under collection accumulated over the past years. 
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Currently, regular labor and overtime costs account for a quarter of the Department’s O&M and capital 

expenses.  A 10% cut to labor costs will be implemented, with the nature of the cuts left to the 

Department’s discretion.  Potential cost reduction actions include, but are not limited to, salary reduction, 

work force reduction, and increased outsourcing. 

Key considerations with respect to this scenario include: 

 Since the majority of the fuel and purchased power expenses are non-labor related, the rate 

reductions only consists of decreases in i-Base and i-RCA. 

 Since labor costs are governed under labor contracts, it is assumed that contract negotiations are 

required before these changes can occur.  Based on the labor contract negotiation cycle, cuts to 

labor costs will not be in effect until July 2014. 

 Cuts to labor costs will not result in a dollar-for-dollar rate reduction since LADWP’s cost structure 

consists of O&M and capital expenses. 

The cuts to labor costs scenario will reduce O&M and capital expenses by more than $223M and $125M 

respectively over the next five years.  The overall impact to the ratepayer is $203M decrease in retail 

revenue requirement over the five year period. 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

O&M Expenses ($M) 0.0  0.0  (74.2) (74.2) (74.2) 

Capital Expenditures ($M) 0.0  0.0  (41.6) (41.6) (41.6) 

System Average Rate (¢/kWh) (0.00) 0.00  (0.19) (0.30) (0.39) 

 Cuts to Pension Plan C.3

Cuts to Pension Scenario   

Description 

Existing: 

LADWP employees contribute 6% of gross salary 

Scenario Assumptions: 

All new employees contribute 7% of gross salary 

towards pension plan to be consistent with other City’s 
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towards their pension plan. employees. 

Key Findings: 

 Adjusting the current pension plan will allow the Department to reduce its retail revenue requirements by 

approximately 0.3%. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) 

($M) 
(5) (5) (5) (9) (12) 

Rate Impact: 

 

PA reviewed LADWP’s pension plan and compared it with the pension plans for City’s employees. One 

major difference is that LADWP's plan includes increased benefits for those who retire after reaching age 

55 and 30 years of service.  The Department's pension plan also suffered a significant cost when a large 

number of City employees were transferred to LADWP in 2010.  This scenario gauges the financial impact 

to the ratepayer if all new Department employees received pension benefits similar to new employees at 

the City of LA or the Fire Department. 

Cuts to pension plan will reduce O&M and capital expenses by $38M and $16M respectively from 2013-

2017. The overall impact to the ratepayer is a $36M reduction in retail revenue requirement over the five-

year period.  

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

O&M Expenses ($M) (6.5) (6.7) (7.0) (7.3) (10.9) 

Capital Expenditures ($M) (2.8) (2.9) (3.0) (3.1) (4.7) 

System Average Rate (¢/kWh) (0.02) (0.02) (0.02) (0.04) (0.05) 

 Cuts to Health and Pension Plan and 10% Labor Cuts C.4

Cuts to Health and Pension Plan and 10% Labor Cuts Scenario   

Description 
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Existing: 

No additional labor-related cost cutting measures are 

proposed other than those in the 2011 cost reduction 

plan detailed in Section 3. 

Scenario Assumptions: 

LADWP implements all the labor-related cost cutting 

measures in the three scenarios detailed in Appendix 

C.1-C.3 (health plan cuts, 10% labor cost reduction, 

and pension cuts). 

Key Findings: 

 By implementing these three cost cutting measures at the same time, the Department will be able reduce its 

retail revenue requirements by more approximately 3% in FY 2016 and FY 2017. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) 

($M) 
(5) (8) (54) (111) (136) 

Rate 

Impact:

 

The three scenarios detailed in Appendix C.1-C.3 (health plan cuts, 10% labor cost reduction, and pension 

cuts) show that different labor-related cost cutting measures will have significantly different impact to 

ratepayers from magnitude and timing perspectives. This scenario examines the impacts to ratepayers of 

LADWP employing all three cost reduction efforts: 10% labor cut, lower health benefits, and pension cuts. 

Cuts to health and pension plan and labor costs will reduce O&M and capital expenses by $332M and 

$171M respectively for the next five year. Reducing labor costs by 10% contributes more than two-thirds 

of the savings. The overall impact to the ratepayer is a $313M reduction in retail revenue requirement over 

the five year period.  

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

O&M Expenses ($M) (6.5) (11.8) (86.7) (110.4) (116.1) 

Capital Expenditures ($M) (2.8) (5.1) (46.9) (57.1) (59.5) 

System Average Rate (¢/kWh) (0.02) (0.04) (0.23) (0.48) (0.59) 
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 Reduce the Incremental Rate Increase by 20% C.5

Reduce the Incremental Rate Increase by 20% Scenario   

Description 

Existing: 

The Department’s Reference Case will cause an 

average increase of 6.4% per year over the next five 

years, according to preliminary projections. 

Scenario Assumptions: 

The Department will reduce its incremental rate 

increase by 20% without new borrowing and still meet 

all legally mandated compliance obligations. 

Key Findings: 

 The Department will reduce its non-PRP related O&M spending by $588M over five-years. 

 Capital expenses will not be impacted. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) 

($M) 
(28) (67) (122) (182) (233) 

Rate Impact: 

 

The Department proposes an average of 6.4% rate increase per year from FY 2013 to FY 2017. Under 

this scenario, the proposed yearly rate increase in the Reference Case will be reduced by 20% without 

new borrowing, and the Department still needs to meet all legally mandated compliance obligations. The 

outcome of this scenario gauges not only the impact of the cost reduction but also the priority of all the 

non-mandated spending. 

In order for the Department to meet the 20% reduction to the incremental rate increase, O&M expenses 

will be reduced by $588M in the form of reduction in non-PRP expenses.  LADWP will not adjust its capital 

expenses because capital reductions would not provide a dollar-to-dollar reduction to the annual revenue 

requirement.  In addition, new capital borrowing is not allowed, so the Department cannot capitalize other 

O&M expenses.  The overall impact to the ratepayer is a total of $632M decrease in retail revenue 

requirement over the five year period.  The Department has not provided a detailed list of impacted 

activities and the potential effect of the 20% reduction to the incremental rate increase.  The Department 

has expressed its concern that reductions of this scale would severely impact customer service, reliability 

and the attainment of other utility objectives. 
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Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

O&M Expenses ($M) (28.0) (64.0) (116.0) (167.0) (213.0) 

System Average Rate (¢/kWh) (0.12) (0.29) (0.53) (0.79) (1.02) 

 Freeze Non-Mandated Spending  C.6

Freeze Non-Mandated Spending Scenario   

Description 

Existing: 

The Department’s Reference Case includes an 

average increase of 4% per year in non-mandated 

O&M spending -- which includes PRP, operating 

support, infrastructure reliability, and DSM -- over the 

next five years. Non-mandated CapEx will increase by 

an average of 9% per year over the same five year 

period. 

Scenario Assumptions: 

Starting in FY 2013, all non-mandated spending will be 

frozen at the lower of the approved FY 2012 level or 

the projected level in a given year according to Case 

89. 

Key Findings: 

 By freezing non-mandated spending at the FY 2012 level, ratepayers will experience an $802M reduction in 

the revenue requirement over the five-year period. 

 If this scenario were feasible, the yearly system average rate increase would be within the 3.4 to 4.3% range 

over the next five years, well below the 4.8 to 8.0% annual increases projected under the Reference Case.  

 Despite freezing 97% of its O&M spending, the Department will still see 3+% increase per year which 

indicates a significant portion of the rate increase is driven by debt service and depreciation resulting from 

past capital spending. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) ($M) (28) (60) (155) (248) (310) 

Rate Impact: 

 

Non-mandated spending includes PRP, operating support, infrastructure reliability and DSM expenses. 

Under the Reference Case, non-mandated expenses account for 97% of O&M expenses and 60% of total 
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capital expenditures over the next five years. This scenario examines the results assuming the 

Department limited its future spending to only mandated items. The savings for each category are 

documented in Table C.3 below. 

Table C.3: Freeze Non-Mandated Spending Savings by Category 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

PRP O&M ($M) (9) (25) (44) (63) (89) 

PRP CapEx ($M) (67) (152) (179) (207) (230) 

Operating Support O&M ($M) (8) (38) (46) (56) (66) 

Operating Support CapEx ($M) (7) 0  0  0  0  

Infrastructure Reliability O&M ($M) (14) (22) (38) (39) (37) 

Infrastructure Reliability CapEx ($M) (89) (28) (11) (17) 0  

DSM CapEx ($M) (72) (83) (88) (97) (125) 

While the reduction in PRP, operating support, and infrastructure reliability spending may increase the 

maintenance backlog and slow down equipment replacement, detailed impacts to the system have not 

been provided by the Department. The lower level of DSM spending will likely prevent from meeting the 

Board’s objective of 10% energy efficiency by 2020, but no penalty has been set for non-compliance. All 

DSM expenses will be capitalized, and therefore any spending freeze will not result in a dollar-for-dollar 

reduction from the annual revenue requirement perspective. 

Freezing non-mandated spending will reduce O&M and capital expenses by $594M and $1,454M 

respectively for the next five year. The overall impact to the ratepayer is an $802M reduction in retail 

revenue requirement over the five year period.  

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

O&M Expenses ($M) (31.3) (85.9) (127.2) (158.4) (190.9) 

Capital Expenditures ($M) (235.6) (262.4) (278.9) (321.7) (354.9) 

System Average Rate (¢/kWh) (0.16) (0.40) (0.93) (1.48) (1.92) 

 Stop New RPS Spending C.7

Stop New RPS Spending Scenario   

Description 

Existing: 

The Department’s Reference Case includes an 

average increase of 46% per year over the next two 

Scenario Assumptions: 

The Department will stop its new RPS spending 

immediately, and all expiring RPS related contracts will 
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years due to RPS capital expenditure associated with 

new RPS projects increase from $181M in 2012 to 

$388M in 2014.   

not to be replaced or renewed. 

Key Findings: 

 Reduction in RPS spending will have a long lasting effect since capital expenditures will be recouped through 

depreciation and interests over many years. Ratepayers can expect a $540M total reduction in retail revenue 

requirement over the five year period. 

 Electricity generated by RPS projects, which cost approximately $90 to $120/MWh, will be replaced by 

combined cycle units which cost about $30/MWh. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) ($M) (12) (49) (99) (174) (206) 

Rate Impact: 

 

Based on the Reference Case, RPS spending will contribute more than 20% of the total capital spending 

over the next five years. This scenario looks into the financial impact of stopping investments in renewable 

energy going forward.  With this level of RPS spending, the Department claims it will face a shortfall of 

1.3% of its 2011 to 2013 Compliance Period 1 RPS goal requiring that 20% of all energy consumed by its 

customers be generated from renewable resources. The Department will also fail to meet its 2016 RPS 

target of 25% by more than 7% and says it would have to pursue aggressive RPS projects in 2017 and 

2018 to meet its 2020 RPS goal of 33%.  Under the current RPS rules, penalties and fines associated with 

RPS non-compliance are still unspecified. 

Electricity generated by RPS projects which cost approximately $90 to $120/MWh will be replaced by 

electricity from combined cycle units at a cost of about $30/MWh. This results in significant savings in fuel 

and purchased power expenses, a total of $458M over the next five years. Since most of the RPS related 

activities are capitalized, capital expenses will decrease by $1,180M from FY 2013 to FY 2017. The 

overall impact to rate payer is a total of $540M reduction in retail revenue requirement over the five year 

period.  

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Fuel and Purchased Power ($M) (3) (17) (43) (82) (135) 

Capital Expenditures ($M) (66.5) (295.7) (232.6) (111.5) (473.7) 
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System Average Rate (¢/kWh) (0.05) (0.21) (0.43) (0.76) (0.90) 

 Reduce DSM Goal to 8.6% C.8

Reduce DSM Goal to 8.6% Scenario   

Description 

Existing: 

The Department’s Reference Case will achieve a 10% 

DSM by 2020.   

Scenario Assumptions: 

The Department will reduce its DSM spending to 

achieve an 8.6% DSM goal, as recommended in the 

Global Energy Partners 2010 Potential Study. 

Key Findings: 

 Majority of the savings from reduction in DSM capital spending will not be experienced by the ratepayers in 

the near term. 

 Due to lower DSM capacity, additional energy will be required. Higher fuel and purchased power expenses, 

which will increase by an average of $8M per year over the five year period, will offset some of the savings 

from the DSM reduction. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) ($M) (3) (6) (6) (11) (12) 

Rate Impact: 

 

Based on the Reference Case, DSM spending will contribute approximately 10% of the total capital 

spending over the next five years which will allow the Department to achieve a 10% energy efficiency goal 

by 2020. However, the Energy Efficiency and Demand Response Potential Study done by Global Energy 

Partners published in 2011 indicated that cost effective DSM investment will most likely contribute only 

8.6% of the retail electricity by 2020. This scenario looks into the financial impact of reducing DSM related 

expenditures to allow the Department to achieve the 8.6% DSM goal by 2020.   

All of the DSM related activities are capitalized, and therefore, capital expenses will decrease by $184M 

from FY 2013 to FY 2017. Lower DSM capacity will increase the Department’s net retail sales by an 

average of 165GWh per year over the five year period. The higher sales volume will have a positive 

impact on the electricity rates. On the other hand, the increase in fuel and purchased power to 
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compensate for the reduced DSM capacity will offset the savings derived from less DSM investments. The 

overall impact to rate payer is a total of $39M reduction in retail revenue requirement over the five year 

period.  

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Fuel and Purchased Power ($M) 1  4  6  8  11  

Capital Expenditures ($M) (39.7) (38.5) (28.7) (27.9) (49.6) 

System Average Rate (¢/kWh) (0.03) (0.09) (0.14) (0.21) (0.27) 

 No Rate Increase C.9

No Rate Increase Scenario   

Description 

Existing: 

Under the Reference Case, system average rate will 

increase at an average rate of 6.4% per year over the 

next five years, according to preliminary projections. 

Scenario Assumptions: 

The system average rate will remain stable at the FY 

2012 rate of 12.7 ¢/kWh over the five year period. 

Key Findings: 

 The Department has limited ability to reduce debt service associated with borrowings from previous years. In 

addition, there is no reduction in O&M spending. 

 All the financial ratios will fall below the preferred thresholds quickly, and the Department will not be able to 

fulfill its obligation associated with city transfer. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) ($M) (117) (264) (484) (704) (874) 

Rate Impact: 

 

PA requested two scenarios which assume a no rate increase for the five year period. Under the first 

scenario, O&M and capital will remain the same as in the Reference Case. Without the rate increase and 
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additional borrowings, all the financial metrics and city transfer will quickly deteriorate.  Therefore, this 

scenario is not realistic and is excluded from further discussion in this report. The second scenario also 

assumes O&M spending will be the same as in the Reference Case. However, the Department will 

eliminate capital expenditure for non-mandated projects such as PRP and infrastructure improvement, but 

investments for IRP and RPS will remain unchanged. The reduction in capital spending will provide limited 

relief for current year rates. Therefore, without the rate increase to support O&M spending and debt 

services accumulated in the past years, all the financial metrics and city transfer will fall below the 

thresholds. The results for this scenario show that the Department do not appears to have a viable plan to 

achieve zero rate increase for the next five years.  

 High Natural Gas Price C.10

High Natural Gas Price Scenario   

Description 

Existing: 

The natural gas price in LADWP’s forecast model is 

less than $3.40MMBtu for FY 2015-2017. 

Scenario Assumptions: 

The Department’s natural gas price will increase to 

$6.50 per MMBtu from FY 2015-2017.   

Key Findings: 

 In FY 2014, retail revenue requirement will increase by $20M because LADWP uses a 12-month forecast 

based on the high gas prices.  

 Natural gas price at $6.50 per MMBtu is not uncommon based on historical standard, but the rate payers will 

experience a total of $240M increase in rates between FY 2014 and FY 2017. It appears that the Department 

may be able to lower this fuel risk through hedging. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) ($M) 0  20  46  82  93  

Rate Impact: 

 

Currently, LADWP assumes the natural gas prices will be within the $3.00 to $3.50 per MMBtu range from 

FY 2015 to FY 2017.  This scenario assumes the Department’s natural gas price will go up to $6.50 per 

MMBtu starting in FY 2015 and looks at the effect to the revenue requirements.  The higher gas price will 

potentially change the dispatch sequence as natural gas units become less economical.  
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Under the Reference Case, natural gas already accounts for more than 40% ($136M) of the Department's 

fuel costs in FY 2015 and will continue to increase to 62% ($196M) in FY 2017.  The higher gas price will 

significantly increase the ratepayer’s burden if proper fuel prices hedges are not in place.  The high natural 

gas price will have no impact on O&M and capital expenses over the next five years, but costs associated 

with fuel and purchased power will increase by almost $227M.  The overall impact to rate payer is a total 

of $241M increase in retail revenue requirement over the five year period.  The majority of this increase is 

driven by the i-ECA. 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Fuel and Purchased Power ($M) 0.0 0.1 48.3 78.0 100.2 

System Average Rate (¢/kWh) 0.00  0.08  0.20  0.36  0.41  

 High Interest Rates C.11

High Interest Rates Scenario   

Description 

Existing: 

The Reference Case assumes the Department will 

maintain its long-term fixed debt rate at 4.5%. 

Scenario Assumptions: 

The Department’s long-term fixed debt rate will 

increase to 6% starting in FY 2015. 

Key Findings: 

 Both the incremental Base and ECA revenue requirement categories will increase in FY 2013 and FY 2014 

prior to the interest rate increase in FY 2015. 

 In order to maintain the Department’s current credit rating under a high interest environment, the fund net 

assets will increase by $70M. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Retail Revenue Increase/(Savings) ($M) 7  22  38  99  89  

Rate Impact: 
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Under the Reference Case, the Department develops its capital structure with a 4.5% long-term interest 

rate for its fixed debt. This scenario, which seeks to gauge the impact of higher interest rates given the 

Department’s significant borrowing projections, assumes that starting in FY 2015, the Department’s 

interest rate will be the "Worst Case" rates developed by Public Resources Advisory Group (PRAG), 

LADWP’s financial advisor. These “Worst Case” rates are documented in Table C.4 below. 

Table C.4: Projected Worst Case Rates for Debt and Investments Provided by PRAG 

 2013 2014 2015 2016 2017 

Investments 5.0% 5.0% 2.75% 4.5% 6.0% 

Variable Debt 5.0% 5.0% 2.0% 3.5% 5.0% 

Fixed Debt-Power 6.0% 6.0% 6.0% 6.0% 6.0% 

The high interest rate will have no impact on O&M and capital expenses over the next five years. 

However, costs associated with interest expense will increase by $215M.  In addition, fuel and purchased 

power costs will increase by almost $58M.  The overall impact to the ratepayer is a total of $255M 

increase in retail revenue requirement over the five year period.  

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Interest Expenses ($M) 5.5  16.9  42.6  66.0  83.5  

Fuel and Purchased Power ($M) 1.8  5.1  12.5  17.4  21.0  

Increase in Fund Net Assets ($M) (0.0) (0.0) 0.4  46.1  23.6  

System Average Rate (¢/kWh) 0.03  0.10  0.16  0.43  0.39  

 Extended Palo Verde Outage C.12

Extended Palo Verde Outage Scenario   

Description 

Existing: 

Currently, the Department assumes Palo Verde will 

have a capacity factor of 92% for FY 2013 and 2014. 

Scenario Assumptions: 

The entire Palo Verde facility is offline for all of FY 

2013 and FY 2014.  The Department has to shift its 

generation mix. 

Key Findings: 

 Higher fuel and purchased power costs contribute to the majority of the revenue requirement increase. 

Ratepayers will experience a $138M increase in rates compared to the reference case. 

 O&M and capital expenditures will not be impacted. 

Revenue Requirement Savings: 

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 
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Retail Revenue Increase/(Savings) ($M) 45  58  28  6  1  

Rate Impact: 

 

Both units at San Onofre Nuclear Power Plant, a Southern California Edison’s facility, have been off-line 

due to equipment problems.  Several special interest groups have protested the use of nuclear power, and 

San Onofre has significant uncertainty regarding its restart schedule.  Currently, LADWP owns almost 

10% of the power output at the 3,875MW Palo Verde Nuclear Power Plant, and the Reference Case 

assumes Palo Verde will have a capacity factor of 92% for FY 2013 and 2014.  There is a chance that 

Palo Verde will experience extended outage due to problems experienced at San Onofre.  Under this 

scenario, the entire Palo Verde facility is offline for all of FY 2013 and 2014 and the associated effects are 

examined.   

The extended outage at Palo Verde will have no impact on O&M and capital expenses over the next five 

years.  However, in order for the Department to replace the capacity at Palo Verde, fuel and purchased 

power expense will increase by almost $100M.  In addition, CO2 allowance expenses will increase by 

$35M.  The overall impact to rate payer is a total of $138M increase in retail revenue requirement over the 

five year period.  

Compared to Reference Case FY2013 FY2014 FY2015 FY2016 FY2017 

Fuel and Purchased Power ($M) 46.0  50.1  1.1  1.2  1.2  

System Average Rate (¢/kWh) 0.19  0.25  0.12  0.03  0.00  
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 Shared Services Cost Appendix D:
Allocation Methodology 

Shared Service Cost Allocation 

For all the non-directly charged expenses, the Department developed a cost allocation methodology to 

distribute the costs to its Water and Power Funds. Currently, the Department determines cost allocation 

using a number of considerations: 

 Number of Customers on System 

 Number of Employees 

 Number of Users 

 Analysis of Duties 

 Accounts Payable Basis 

 Aggregate of Finance 

 Average  Voucher Process 

LADWP utilizes the following process to update its shared services cost allocation factors yearly: 

 The head of each department determines expenses that can be directly charged to the Water 

and Power Funds. 

 For non-directly charged expenses, the head of each department has to determine the 

appropriate cost allocation factor. 

 The cost allocation factors are calculated. 

As part of a robust cost reduction effort, a hard look at this cost allocation methodology is warranted to 

ensure that both Systems are bearing their appropriate share of the costs. 
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 Table of Recommendations Appendix E:

 

Rate Restructuring Recommendations 

1. The proposed rate ordinances should be adopted on an interim basis. 

2. The surcharge-based restructuring approach should be revisited in two years’ time and replaced 

with fully restructured permanent rates once legal considerations allow. 

3. Conduct a new formal cost of service study in order to prepare for subsequent rate restructuring. 

4. The City should explicitly consider some of the program costs that would be collected in the new 

surcharges. 

Costs Saving Studies 

5. Examine the costs associated with repowering construction through a benchmarking study or 

through a bottom up review of costs and consideration of equipment procurement practices. Review the 

cost per plant and technology for the program to ensure that costs are reasonable on a per MW basis.  

6. Conduct a benchmarking assessment of the PRP’s targets, spending level, and effectiveness to make 

sure the appropriate resources are being brought to bear in this area. 

7. Begin to work with the union to find common ground that allows greater flexibility to contract out 

effectively and bring salaries and benefits closer to market rates, as indicated by LADWP’s utility peers. 

8. Benchmark staffing and outsourcing levels against that of utility peers.  Identify opportunities to 

contract out and explore the potential savings to begin making a case where promising opportunities 

exist.  Investigate the outsourcing potential across all Systems, with the best additional opportunities 

expected to found in Joint Services. 

9. Complete a rigorous review of the hedging plan in the interest of locking in today’s low fuel prices 

and protecting ratepayers from downside risk.   

10. Review overtime expenses allocation, as well as a review of LADWP’s contractual requirements that 

have an impact on overtime. 

11. Evaluate the net impact of increasing the number of odd-hour shifts (at a 4-7% salary premium) as a 

means of limiting overtime. 

12. Set a firm three-year plan for energy efficiency, similar to that of the other large California utilities, 



 

 

138 

that plans expenditure levels at a realistically achievable tempo according to cost effectiveness 

measurements and includes savings verification. 

13. Consider the costs and benefits of a ratings downgrade.   

Processes Reviews 

14. Find greater efficiency by pursuing process improvement efforts across a range of areas and 

practices.  Appropriate studies should be completed to identify the cost reduction potential associated 

with a range of process improvements.   

15. Adopt a more methodical approach to assessing and communicating the viability of new 

investments, an important effort that has been practiced more effectively in the Water System.  All 

evaluations should include the consequences of inaction, alternatives considered, and cost-benefit 

analysis.  Any non-mandated projects that cannot be shown to reduce costs or increase revenue 

collection should not be undertaken without further review. 

16. Review the Joint System cost allocation methodology to ensure that both systems are bearing their 

appropriate share of the costs.  
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At PA Consulting Group, we transform the performance 
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We put together teams from many disciplines and backgrounds to tackle the most 

complex problems facing our clients, working with leaders and their staff to turn around 
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We are an independent, employee-owned firm of talented individuals, operating from 

offices across the world, in Europe, North America, Middle East, Asia and Oceania 

 We have won numerous awards for delivering complex and highly innovative 

assignments, run one of the most successful venture programs in our industry, 

have technology development capability that few firms can match, deep expertise 

across key industries and government, and a unique breadth of skills from strategy 

to IT to HR to applied technology. 
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