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INTERIM OPINION: TRANSITION COST ELIGIBILITY 

1. Summary 

In this decision, we determine the eligibility of various categories of non-nuclear 

costs for transition cost recovery, consistent with the mandates of Assembly Bill 

(AB) 1890 and the Preferred Policy Decision (Decision (D.) 95-12-063, as modified by 

0.96-01-009). We establish the non-nuclear cost categories eligible for transition cost 

recovery and also quantify the net book value of various generation assets currently 

owned by Pacific Gas and Electric Company (PG&E), Southern California Edison 

Company (Edison), and San Diego Gas & Electric Company (SDG&E).' This net book 

value calculation is the appropriate starting point for market valuation, which results in 

a final determination of transition cost recovery for those assets subject to market 

valuation. 

In the Preferred Policy Decision, we defined transition costs as the net above

market costs associated with unffononlic generation assets. Uneconomic assets arc 

those assets whose net book value exceeds their 1l1arket value. \Ve established that each 

utility's net above-market costs would be determined after offsetting the benefits 

associated with economic assets against the excess costs of uneconomic assets. 

(Preferred Policy Decision, mimeo. at 116.) Eligible costs that do not undergo market 

valuation cue compared to the Power Exchange market dearing prict? on an ongoing 

basis in order to determine the uneconomic portion. AB 1890 (Stats. 1996, Ch. 854,) 

affirmed our approach to transition cost rffovery and added §§ 367 - 377 to the Public 

Utilities (PU) Code.! Much of the work in this phase, Phase 2, of this proceeding. 

, The Phase 1 transition ('ost issues were addressed in Decision (D.) 97-06-060, which 
established a transition ('ost balancing account (or each utility and addressed various 
raremaking issues related to the order in which revenues are applied to offset various transition 
('osts. Transition ('osts (or PacifiCorp are addressed in Application (A.) 97-05-011, lor Sierra 
Pacific Power Company in A,97-06-Q..I6, (or Kirk\\°o<xl Gas & Ele<hic Company in A.97-07-005, 
and for Southern California Water Compan)· in A.97-08-064. 

! All statutory references are (0 the Public Utililirs Code', unless otherwise noted. 
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consists of establishing the baseline against which market valuation will later be 

measured and determining which eligible cost categories ,,,,'i11 be rccovered on an a.ctual, 

rccorded basis, and which costs should be captured through the market valuation 

process. Many of the most contentious issues center on whether cerlain costs arc "sunk" 

costs and therefore eligible lor transition cost treatment, or whether such costs arc 

"going forward" costs that should be recoverable (rom the new competitive generation 

market. 

\Vork on Phase 2 began with an independent audit of the figures presented in the 

utilities' transition cost filings. The audit was perfonned by Mitchell Titus, LLP, with 

additional work by the Barrington-Wellesley Group, and was m<1naged b)· the 

Commission's Energy Division. The purpose of the audit was to evaluate each utility's 

estimates of net book value and calculations of transition costs that have yet to be 

incurred. The independent audit was requested by se\'eral parties and ordered by 

Assigned Commissioner Ruling (ACR) dated August 1, 1997. That ruling recognized 

that While the audit is unlikely to resolve an of parties' cOncerns, it would prove a 

use(ul starting pOint for testimony on these issues, and '''''ould likely streamline the 

hearings considerc1bly. 

The utilities have presented the foJlowing amounts as non-nuclear costs eligible 

(ot transition (ost recovery as of January I, 1998. These figures do not include any 

assessment of the actual uneconomic value of such assets: 

PG&E: 

Edison: 

SDG&E: 

Tolal: 

$35,413.351 million 

34,255.878 million 

3A83.777 million 

$73,153.006 million 

\Ve emphasize that these are cslimates of total (osts proposed to be eligible lor 

transition cost recovery.' In most cases, we do not lorecast total transition cost recovery, 

, On a net prescnt v.1lue basis, Ihe utilities estimated the foHowing amounts in Ir,H\sition costs, 
including nuclear assets: 

Fool Holt' (Ol/Jill/utl Olllltxil"lgt 
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which wiJI ultimately be determined by the market valuation process. the Power 

Exchange price, and the limitations of the rate freeze, as discussed more fully below. 

Attachments 1 and 2: delineate the utilities' estimates of the magnitude of the 

unC(onomic costs involved. Again, we emphasize that we are not approving such 

forecasts, but are providing these amounts for informational purposes. Only actual 

uneconomic transition costs wiJI be recovered. 

\Ve do not address capital additions. which are being reviewed in a separate 

procccding, nor do We address employee-related transition costs or restructuring 

implementation costs at this time. PC&E, Edison, and SDG&E shall establish 

subaccounts as placeholders in their transition cost balancing accounts to track recorded 

employee-rdated costs and any generation-related transition tosts displaced due to 

recovery of restructuring implementation costs as defined in § 376. Actual employee 

transition costs will be reviewed in (uture annual transition cost procccdings. 

Restructuring implementation costs will be addressed in a separate proceeding, as will 

the market valuation procedures for retained assets.' 

At the outsel, it is important to note that the majority of (osts eligible (or 

transition cost re(overy are prescribed by law. Costs related to nuclear generating assets 

and above-market contracts with QuaJifying Facilities (QFs) account (or the majority of 

estimated transition costs. Other than those costs related to on-going contractual 

obligations, most of the non-nttclear generation-retated costs eligible for transition cost 

reco\'ccy are plant-reJated/ which \\'ere verified by the transition cost audit. The 

majority of these costs are not challenged by any party. 

I'G&E· $11,300 million; Edison· $13,837 million; and SDG&E· $1,938 million, for a tolal of 
$27.075 million. 

• Throughout these prOC«'dings. we have anticipaled additional phaS('s to consider market 
valuation for retained assets and restructuring implementation ('osts. On January 1, 1998. the 
provisions of Senate Dill (SO) 960 ~omes effective. Among other things. SB 960 establishes 
sp('Cific deadlines for handling proceedings. It is more eHident, therefore, to require PGkE, 
Edison, and SOCkE to file separate applications for each of thesc issues. 
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2. Background and Procedural HlslOry~ 

As defined in the Preferred Policy Decision, transition costs arise (rom generation 

assets, nuclear power plant settlements, power purchase agreements, QF contracts, and 

the reasonable costs of early retirement or retraining programs for employees. \Ve 

defined uneconomic costs for generation assets as those occurring when the market 

value at the time of divestiture, spinoff, or appraisal was less than the net book value of 

the asset, and for ongoing costs, \ .... e defined uneconomic costs as those geeater than the 

dearing price provided by the Power Ex(hange. 

The Preferred Policy Decision stated that these costs \\10uld be colrected through 

a nonbypassable competition transition charge (CfC), applied to all retail customers, 

whether the}' continue to take bundled service from the invester-owned utilities (IOUs) 

or not. We (urther stated that valuation of transition costs would rely on market 

mechanisms 10 the extent possible and would be designed to minimize transition costs. 

As dir('Cted by the Preferred Policy Decision and various rulings, Application (A.) 

96-08-001, A.96-OS-006, and A.96-08-007 were filed on August 1, 1996 by PG&E, Edison, 

and SDG&E, respectively. On August 30, PG&E, Edison, and SDG&E filed A.96-08-070, 

A.96-08-071, and A.96-08-072, respectively. These applications were (onsolidated by 

ruling. 

On September 23,1996, AB 1890 was signed into law by Governor \Vilson. 

AB 1890, in many resp~ts, built on our Preferred PoHcy Decision and confirmed that 

the transition period {or electric restructuring would begin on January I, 1998. On 

OctobN 21, the utilities amended A.96-08-070, A.96-OS-071, and A.96-08-072 to reflect 

the impact of and revisions required by An 1890, specifically the requirements of newly 

added §§ 367,368,369,372,373,374,375, and 376. 

A prehearing conference (PHC) in Phase 2 was held on January 21, 1997. The 

assigned Commissioners issued a ruling on February 4, which clarified the scope of 

s See D.97-06-Q60 for a more complete procoour.ll history. 
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Phase 2 and estabHshed the procedural schedule.' The independent audit report was 

filed and served on March 21, 1997. PG&E, Edison, and SDG&E filed their responses to 

the audit report on April to. Phase 2 testimony was served by the Office of Ratepayer 

Advocates (ORA), jointly by The Utility Reform Network (fURN) and the Utility 

Consumer Action Network (UCAN) (collectively, TURN), jointly by California 

Industrial Users (CIU), CaHfomia l<lrge Energy COl\SUmers Association (CLECA), and 

California Manufacturers Association (CMA) (collectively, CIU), by the Federal 

Executive Agencies (FEA), jointly by the Energy Producers and Users Coalition (EPUC) 

and the California Association of Cogenerators (CAC) (coIrectively, EPUC), and jointly 

by Independent Energy Producers (IEP) and the California Cogeneration Coalition 

(CCe) fjointty, IEP). Rebuttal testimony was served on May 9. An additional PHC was 

held on May 15 and eVidentiary hearings were held front May 19 through June 19. A 

Joint Comparison Exhibit (Exhibit 12:1) was filed onJune30. Concurrent opening briefs 

Were filed by PG&E, Edison, SDG&B, ORA, TURN, CIU, FE A, the California Fani .. 

Bureau Federation (Farm Bureau), EPUC, and IEP on July 2:1. Reply briefs were timely 

filed by PG&E, Edison, SDG&E, ORA, TURN, CIU, FEA, EPUC, and Enron on 

August 1. 

On July 16, 1997, we issued 0.97-07-059 which dirc<ted PG&E, Edison, and 

SDG&E to cstablish mcmorandum accounts to track the differential between the 

au thorizcd rate of return and the reduced transition cost rate of return, pending a 

finding on when the reduced transition cost rate of return should be applied. Pursuant 

to that decision, the administrative law judge (AL» directed interested parties to file 

and serve supplemental bricfs Oil this issue by August 8. Reply briefs were filed and 

served on August 18. 

• In that ruling, the assigned Commissioners cstablished that incremental capital additions 
made after December 20, 1995 would be considered in a separate proceeding. A«ordingly, 
issues related to capital additions arc not addrcSSCtt in this de<ision. 
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In addition to the Phase 2 testimony and fiJings~ we address certain policy issues 

raised in the Phase lA briefs and reply briefs.7 Briefs ","'ere filed on November 8,1996 by 

PG&E, Edison, SDG&E, ORA, TURN (jointly with UCAN and the California 

Department of General Scrvices), CIU, EPUC, the Farm Bureau, CLECA and CMA 

(joint)}'), and the California Energy Commission (CEC).' Reply briefs were filed on 

November 15 by PG&E, Edison, SDG&B, ORA, TURN, CIU, BPUC, CalEnergy 

Company, and the Coalition of California Utility Employees. Finally, we address 

comments by PG&B, Edison, and SDG&E as to factual eligibility issues, which were 

filed on February 14, 1997 in response to a joint Assigned Cornmissioners' and AlJ 

ruling issued on January 17. Responses to these comments were filed by ORA, TURN, 

and jointly by CIU, CLECA, CMA, EPUC, and CAe on February ~8. The utilities filed 

reply cOn\ments to these responses on March 10, 1997. 

3. AS 1890 and TratlsiUon Costs 

As we discussed in 0.97-06-060, AB 1890 adds scveral new sections to the PU 

Code, and endorscs, for the most part, this Commissionis approach to transition costs.' 

\Vith certain exceptions, the l~gislation providcs (or a nonbypassable charge, the 

competition transition charge or eTC, to be levied on aU customers, whether taking 

service as lull service utility customers (or bundled customc~s), procuring their own 

energy as dirC(t acccss customers, or departing the utilities' transmission and 

distribution syst~ms altogether (departing load customers). While the Prcf~rred Policy 

Decision provided (or a rate cap and recov~ry of transition costs through 2003, AD 1890 

provides (or a rate freeze at the June 10, 1996 rate levels and the rccovery of the majority 

1 Phase lA established a bliefing schl'dute to identify threshold policy issues that must be 
considered. 

I EPUC filed a motion (or le.we to late-file its Phase lA brief, which was filed on November 12. 
Th.l! motion is granted. 

'Some of the s('(lions added to the PU Code by AB 1890 haw been subsequently amended by 
S8 477 (Stats. 1997, Ch, 275). 
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of transition costs by December 311 2001. This rate freeze is linked to transition cost 

recovery; i.e' l if generation-related uneconomic costs are recovered prior to 

December 31 1 2001, the rate freeze \"ill end. 

In addition to the general categories of transition costs found eligible for 

recovery in the Preferred Policy Decision (i.e.1 generation assets, nuclear power 

settlements, power purchase contracts, and regulatory obligations), § 367 prOVides for 

transition cost recovery of costs asso<iated with Biennial Resource Planning Update 

(BRPU) settlements, capital additions for units existing as of December 20, 1995 and 

which we find reasonable to maintain facilities until 2002} Edison's fixed fuel and fuel 

transportation contracts, and an expanded definition of employee-related transition 

costs. Section 367 also specifics the period during which particular transition costs may 

be recovered. Costs of generation-related assets and obligations must be collected by 

December 31, 2001, with the exception of certain nuclear settlements. Costs associated 

with power purchase contracts, including those QI~ contracts in place as of 

December 20,1995, may be collected lor the duration of the contract Employee-related 

transition costs arc defined in § 375, which provides that these costs shall be added to 

the uneconomic generation-related costs and that recovery shall extend through 

December 31,2006. In addition, the ltlilities arc permitted to extend the collection 

period though Mar(h 31, 2002 to the extent collection of transition costs is impacted by 

eTC exemptions, the costs of progr.lms promoting renewable energy SOllr(eS, or BRPU 

settlement costs, with certain additional provisions. Finally, § 376 provides that, to the 

extent that Federal Energy Regulatory Commission (FERC) or Commission-approved 

re(overy of the costs of utility-funded programs to accommodate implementation of 

direct access, the Power Exchange, ilnd the ISO reduces the ability of the utilities to 

collect generation-related transition costs, those generation·related costs may be 

coHected after INcember 31, 2001, in an amount equal to the implementation costs that 

arc not recovered from the Power Exchange or ISO. 

Most importantly, in order to determine the transition costs for gener"tion

related assets, we must net the above-market and below-market transition costs of all 

utility-owned generation-related assets. Valuation of these assets must occur by year-
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end 2001.'" Section 368 delineates the criteria for plans for the recovery of tr.lnsition 

costs identified in § 367. Among other criteria, this section requires that utilities 

amortize uneconomic costs such that their recorded rale of return docs not exceed 

authorized rale of return on uneconomic assets and that utilities arc at risk (or transition 

costs not recovered during this period. \Ve addressed the utilities' cost recovery plans in 

D.96-12-077. 

Section 330 expresses the Legislature's findings and declarations regarding 

electric restructuring. Sc~tion 330 has been included in order to provide guidance in 

carrying out the statutory provisions of restructuring. \Ve quote relevant subdivisions 

below; 

"(d)Thc commission has found, after an extensive public review process, 
that the interests of ratepayers and the state as a whole will be best 
served by moving (rom the regulatory framework existing on January 
I, 1997, in which retail electricity service is provided principally by 
eleclrical corporations subject to an obligation to provide ultimate 
consumers in exclusive servke territories with reliable electric servke 
at regulated rates, to a framework under which competition would be 
allowed in the supply of electric power and customers would be 
allowed to have the right to choose their supplier of electric power. 

"(e) Competition in the electric generation market will encourage 
innovationj efficiency, and bcttcr service from all market participants, 
and wHl permit the reduction of costly regulatory oversight." 

"(2) Generation of electricity should be open 10 competition and 
utility generation should be transilioned [rom regulated status to 
unregulated status though means of commission-approved 
market valuation mechanisms. 

"(3) There is a need to ensure that no participant in these new market 
institutions has the ability to exercise significant market power so 
that operlltion of the new market institutions would be distorted. 

1~ For certain assets, market valuation is being addressed in PG&E's and Edison's divestiture 
appJications (A.96·11-{)20 and A.96-11-046, respectively). 

-9-



A.96-03-001 et al. ALJ/ANG/wav/bwg 

"(n) Opportunities to acquire e!eefrie power in the competitive market 
must be available to California consumers as soon as practicable, but 
no later than January 1, 1998, so that all customers can share in the 
benefits of competition." 

"(p) Consistent with federal and state policies, California electrical 
corporations invested in power plants and entered into contractual 
obligations in order to provide reliable electrical service on a 
nondiscriminatory basis to all consumers within their service 
territori('S who requested service. 

"(q) The cost of these investments and contractual obligations arc [sic) 
currently being recovered in electricity rates charged by electrical 
corporations to their consumers." 

"(s) It is proper to allow electrical corporations an opportunity to continue 
to recover, over a reasonable transition period, those Cosis and 
categories of costs for genN.ltion·related assets and obligations, 
induding costs associated with an}' subsequent renegotiation or 
buyout of existing generation-rdated contracts, that the commission, 
prior to December 20, 1995, had authorized for coUection in rates and 
that Ola}' not be recoverable in market prkes in a competitive 
generation market, and appropriate additions incurred after 
December 20, 1995, that the commission determines are reasonable 
and should be recovered, prOVided that the ~osts arc necessary to 
maintain those facilities through fXocember 31,2001. In determining 
the costs to be recovered, it is appropriate to net the negative value of 
abo\'e market assets against the positive value of below market assets. 

"(1) The transition to a competitive gener~ltion market should be orderly, 
protect electric system reliability, provide the investors in these 
electrical corporations with a fair opportunity to fuBy recover the 
costs associated with commission approved generation-related assets 
and obligations, and be completed as expeditiously as possible." 

In order to Jay the fr"mework for our findings in this decision, \\ofe quote 

extensively from § 367, as amended by S8 477: 

"The commission shall identify and determine those costs and categori('s 
of costs for g('neraHon-related assets and obJig<ltions, consisting of 
generation facilities, generation-related regulatory assets, nuclear 
settlements, and power purchase conlr.lcts, including. but not limited to, 
restructurings, renegotiations or terminaHons thereof approved by the 
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commission, that were being collected in commission-approved rates on 
December 20, 1995, and that may bcconle uneconomic as a result of a 
competitive generation market, in that these costs may not be recoverable 
in market prices in a competitive market, and appropriate ('osts incurred 
alter December 20, 1995, for capital additions to generating facilities 
existing as of December 20, 1995, that the commission determines arc 
reasonable and should be recovered., prOVided that these additions are 
necessary to maintain the facilities through Occember 31, 2001. These 
uneconomic costs shall be recovered Iron\ all customers on a 
nonbypassable basis and shall: 

"(a) Be amortized over a reasonable time period., including colle('tion on 
an accelerated basis, consistent with not increasing rates for any rate 
schedule, contract., or tarUI option above the levels in effecl on 
June 10., 1996; provided that, the recovery shall not extend beyond 
DC<'ember 31., 2001, ... (with stated exceptions} 

"(b) Be based on a calculation mechanism that nets the negative value of 
all above market utility~owncd generation-related assets against the 
positive value of all below market uUlity-owned generation related 
as...~ts. I:or those assets subject to valuation, the valuations used for 
the calculation of the uneconomic portion of the net book value shaH 
be determined not later thal\ December 31,2001, and shall be based 
on appraisal, sale., or other divcstiture. The commission's 
deternlination of the costs eligibJe for rffovery and of the valuation 
of those assets at the time the assets arc exposed to market risk or 
retired., in a prO<'ccding under Section 455.5, 851, or othenvise, shall 
be final, and notwithstanding Section 1708 or any other provision of 
law., olay not be rescinded, altered, or amended. 

"(C) Be limited in the case of utHity-owned fossil generation to the 
uneconomic portion of the net book value of the fossil capital 
investment eXisting as of January I, 1998, and appropriate costs 
incurred after December 20, 1995, for capital additions to generating 
facilities existing as of December 20, 1995, Ihatlhe commission 
determines are reasonable and should be recovered, provided that 
these addilions are necessary to maintain Ihe facilities through 
December 31, 2001. An 'going forward costs' of fossil plant operation, 
including operation and maintenance, administr~lthte and general, 
(uel and fuel transportation costs, shall be r('(overed solely (rom the 
independent Power Exchange ReVelHteS or (rom contracts \ .. 'ith the 
Independent System Oper.ltor, provided that for the purposes of this 
chapler, the following costs may be reco\'('(abJe pursuant to this 
section: 
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1/(1) Commission-approved operating costs for particular utilit},
owned fossil powerplants or units, at parlicular times when 
reactive power !voltage support is not yet procurable at market
based rates in locations where it is deemed needed (or the 
reactive power/voltage support by the Independent System 
Operator, provided that the units atc otherwise authorized to 
recover market-based rates and prOVided (urther that (or an 
eleclrical corporation that is also a gas corporation and that 
serves at least four million customers as of December 20, 1995, 
the commission shall aHow the electrical corporation to retain 
any earnings (rom operations of the reactive power Ivoltage 
support plants or units and shall not require the utility to apply 
any portions to offset recovery of transition costs. Cost reCovery 
under the cost recovery mechanism shall end on December 31, 
2001. 

1/(2) An electrical corporation that, as of f)e(ember 20, 1995, served 
at least four million customers, and that was also a gas 
corporation that served less than four thousand customers, may 
recover, pursuant to this section, 100 percent of the uneconomic 
portion of the fixed costs paid under fuel and (uel 
transportation contracts that Were executed prior to December 
20, 1995, and were subsequently determined to be reasonable by 
the commission, or 100 pen.:ent of the buy-down or buy-out 
costs associated with the contracts to the extent the costs arc 
determined to be reasonable by the commission. 

"(d) Be adjusled throughout the period through March 31, 2002, to track 
accrua t and recovery of costs provided (or in this subdivision. 
Recovery o( costs prior to [)('cember 31, 2001, shall include a return 
as provided for in Decision 95-12-063, as modified by Decision 96-01~ 
009, together with associated taxes." 

In building this framework, it is also useful to consider the Preferred Policy 

Decision. A8 1890 reflects sever.1] fundamental con('epts arliculated in the Preferred 

Policy Decision, in particular the concepts of netting economic and uneconomic costs, 

and minimization of tr.1nsition costs: 

"This netting of excess costs and benefits fairly reduces the o\'er,lll level of 
the utility'S tr<1l1silion costs. This netting of economic and uncconmic 
assets is also a parlial W.1Y of compensating r.ltepayers (or the loss o( 
continued dedication to public use of economic assets. 

"Offsetting uneconomic assets with economic assets is fair in another 
sense ... The rate (or electricity is thus an avccage reflecting the costs of 
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both low-cost (economic) and high-cost (uneconomic) assets. It would 
obviously be unfair if, as part of our restructuring. we were to require 
cllstomers to pick up the costs of high-cost generation without at the same 
time accounting for the benefits of low-cost generation. II (Preferred Policy 
Dedsion, mimeo. at 118, 119.) 

Section 367(d) specifically refers to the rate of return adopted in the Preferred 

Policy Decision. In discussing the principles underlying that reduced rate of return, we 

determined that ratepayers should benefit from transition cost recovery and that 

shareholders should recover lower revenues as transition costs than they \'ltoltld under 

traditional regulation. In particular, we determined that 

the assurance of full recovery gives the utility no incenlive to minimize 
transition costs. This is counter to our goal of keeping transition costs as 
low as possible, but it has even worse implications. If the utility is 
indifferent to the level of transition costs, it would in tum have an 
incentive to bid low in offering its generation assets' output to buyers in 
the Power Exchange" with the forseeable effects of depressing the market
dearing price" squeezing the profit margins of competitors, and further 
increasing transition costs. 

4. Need for Forecast of Transition Cost Amounts 

PU Code § 370 provides: 

The commission shall require, as a prerequisite for any consumer in 
CaHfomia to engage in direct transactions permitted in Section 365, that 
beginning with the commencement of these direct transactions, the 
consumer shall have an obligation to pay the costs provided in Sections 
367,368,375, and 376, and subject to the conditions in Sections 371 to 374, 
inclusive, directly to the dectrkal corporation providing deClricity sen'ice 
in the area in which the consumer is located. This obligation shall be sct 
forth in the applicable rate schedule, contract, or tariff option under which 
the customer is receiving service (rom the electrical corpora lion. To the 
extent the Consumer docs not use the electrical corporation's facilities (or 
direct transaction, the obligation to pay shall be confirmed in writing, and 
the customer shaH be advised by any electricity markeler engaged in the 
transaction of the requirement that the customer execute a confirmation. 
The requirement (or marketers to inform customers of the written 
requirement shall ccase on January 1,2002. 
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At the request of the ALJ, parties briefed the impact of this section on the need 

for forecasts of the transition cost obligation. Parties agree that, in general, there is no 

need for a forecast of either the total amount of transilion costs or a particular 

customer's obligation. As discussed in 0.96-12-077,0.96-06-060, and D.97-08-056, the 

rate freeze has created the concept of headroom, which results in the actual rate (the 

eTC) being computed residually. Because this rate is determined on a residual basis, 

there is no need to adopt specified transition cost forecasts or rate levels, as was 

originally conceived in the Preferred Policy Decision. In general, then, the actual 

transition cost amount will be determined from recorded levels, rather than (orecast 

levels. OnJanuary 1, 1998, the recorded transition costs found eligible for transition cost 

recovery by this Commission will be debited, as appropriate, into each utility's 

transilion cost balancing account. Revenues accruing from the erc, the market, and the 

rate reduction bonds will also be tracked. As market valuation ()(curs for generation 

assets, corresponding credits will be booked into the transition cost balancing account. 

Thus, the need for forecasts, always a contenHous process, is avoided. 

The notice requirement of § 370 does not require a spedfic forecast of transition 

costs, but rather the notification that such charges will be made. As the Farm Bureau 

explains, § 370 should be read in conjunction with other components of the cost 

recovery plan set forth in § 368. Because § 368(b) requires that individual cost 

components be separately identified, the eTe must be residually established. Such a 

residual calculation, together with the rale freeze at June 10, 1996 levels, therefore 

precludes specifying particular amounts. If transition cost amounts are forecast and 

then allocated to e.lch rate schedule, contrilct, and tariff option, the slim of eTC and 

other r.lte components, each of which would be allocated independently, based on 

different allocatfon methodologies, may be above or below the frozen r.lle levels. In 

addition, § 367(e)(l) requires that transition costs be allocated among customer classes, 

r.lte schedules, contract r.ltes, and tariff options in substantially the same proportion as 

similar costs are recovered as of June 10, 1996. \Ve concur that the neccssity (or forecasts 

of transition cost amounts is eliminated by the rate freeze and the residual calculation of 

the eTC. \Ve wHf require that cJeh utility implement dear, straighlforward language in 
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its tariffs, which notifies the dire<t access customer of the obligation to pay transition 

costs, consistent with our directi\'es in 0.97-06-060.11 

5. Transition Cost Eligibility and policy Issues 

Generally, the utilities assert that all costs identified in their applications are 

reCoverable as a (Hatter of law under AS 1890. Several intervenors maintain that the 

Preferred Policy Decision spedfically identified the concept of competitive neutrality 

regarding transition cost recovery and assert that costs which must be recovered by 

competitors in the marketplace should not be afforded transition cost recovery. 

PG&E maintains that because every category of costs in its applications is either 

included in rates today or explicitl}' proVided for in AB 1890, the Commission must 

determine that these costs arc eligible for recovery as transition costs as a matter of law. 

Moteo\,('f, PG&E contends that it is not required to prove the {acls associated with its 

claims {or rc<overy to recover these costs, but that other parlles must disprove these 

facts in order to advance their fact-based arguments against recovery of certain 

categories of costs. PG&E believes that if a cost IS a generation-related cost or obligation 

and the cost is not an operating cost of a non-must-run fossil plant, the costs must be 

deemed eligible for transition cost r('(overy. PG&E contends that we do not have the 

authority under AB 1890 to declare that certain costs or cost categories are ineligible for 

transition cost recovery, because all such costs satisfy the test of eligibility described 

above. 

PG&E believes that the concept of competitive neutrality should not enter into 

the determination of transition cost eligibility. PG&E states that transition cost recovery 

is allowed because the utilities arc now required to adjust to a new regulatory 

u D.97..()6-{)60 described two limited exccptions to the need for fortX'.lsts of transition cost 
amounts for departing load customers in order to calculate penalties for failure to pay ere or 
failure to prOVide notice of departure from the system. Forecasts of customer transition cost 
obligatiOns for thesc limited purpOSes will be determined in a later decision. Second, after 2001, 
transition cost obJigations wm decline significantly. D.97-06-060 recognizcs that some 
customers may wish to resolvc further eTC paYnlents at that time. 
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framework, unanticipated when resource investment decisions were contemplated and 

because, until market valuation, the utilities are required to sell their plant output to the 

Power Exchange and arc subject to administratively determined (.ttes of return. 

Furthermore, PG&E declares that many of the competitors expected to 

participate in the new market have various advantages and ways of recovering 

generation-related costs other than through Power Exchange revenues. For example, 

QFs recover costs pursuant to long-term contracts and thus will not have to recOVer all 

at their "going forward costs" from the PO\\'er Exchange. In-state municipal utilities 

have certain tax advantages and franchises under which they recoVer a large part of 

their costs. Out-or-state generators also have franchise custorners from which large 

portions of costs arc recovered. PG&E expects that these g('nerators will not attempt to 

recover all at their sunk costs froIn the California market. 

Edison agrees that the poHcy gUidelines established by the Legislature and this 

Comniission must be adhered to without further requirements being imposed. Edison 

argues that transition cost rerovery was established to aHow for recovery of costs 

associated with investments in plants and contractual obligations incurred in order to 

provide reliable, nondiscriminatory service. Edison explains that the term "competitive 

neutrality" has been used out of context and is used in the Preferred Policy Decision to 

explain only how the collection of CTC will be applied among customers, but do~s not 

refer to the various inte(\'enor proposals that transition cost eligibility must exclude any 

costs that any of a utility's competitors must recover from the market. 

SDG&E, too, agrees that the only relevant standards of eligibility arc those 

expressed in AB 1890, which are consistent with the Preferred Polk)' Decision, and 

states that the cost categories that arc the focus of other parties' concerns are all costs 

that arc reflected in Commission-approved rates as of December 20,1995. SOC&E 

contends that costs that may not have been recovered in r.\(rs arc specifically provided 

for under either AB 1890 ot' the Preferred Policy Decision; e.g. employee-related 

transition costs, restructuring implementation costs, and BRPU buy-out costs. Thus, 

SDG&E contends there arc no (actual issues associated with eligibility, only with 

reasonableness and quantification. 
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As a matter of poHcy, the intervenors dispute the utilities' interpretation of 

eligibility. ORA strongly recommends that our policies be based on the idea that 

competition begins on January I, 1998, rather than at the end of the transition period. 

ORA explains that the primary goals of its policy regarding restructuril1g are to ensure 

that the new electric n\arkets work properly and that market forces operate to discipline 

and minimize the utilities' expenditures for transition costs. ORA therefore 

recommends that cost recovery for must-run plants should come from the must-run 

agreements with the ISO ahd any relevant Power Exchange revenues, rather than ftom 

transition cost recovery, and that the "going fonvard costs" of rton-must-nlll plants 

must be recovered front competltion in the market. 

ORA asserts that determination of eligibility is not guaranteed, but is a multi-

step process. ORA recommends that We consider the (()I1owing threshold questions! 

1. Is the cost category identified as eJigihle for transiti()n (ost recovery? 
2. If eligible, are the costs in this category un('(onon\ic? 
3. Should these costs be dassified as going (orward costs for which 

recovery must coine only through market revenues? 
4. I( a cost category is eligible and uneconomic, should recovery of this 

(:ost be accelerated? 
5. What return should be authorized on the unamortized portion of the 

cost? 
6. Does a spedfic (ost item (as opposed to a cost category) meet the 

criteria required by AB 1890 or by the Commission? 
7. \Vould inclusion oE a category 0( dasses exacerbate horizontal or 

verlical market power issues? 

ORA agrees that several (ost categories ate dearly eligible for recovery as 

Iranstion costs. These include ongoing QF contract costs, sunk nuclear costs and 

incremental cost incentive pricing (ICIP) costs, tr.msaction costs of divesting power 

plants, and transmission assets deemed generation plant (i.e., step-up transformers and 

generation radial tie-lines) by the Federal Energy Regu1atory Commission (FERC). 

TURN asserts that there are important policy issues that must be deternlined by 

this Commission, despite the guidance provided by AB 1890. TURN contends that the 

broad introductory language of § 367 must be interpreted consistent with the specific 

lintit"tions provided in later portions of that section, particularly th(' prohibition in 
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§ 367{c) against recovering "going forward costs" from other than market revenucs. 

Secondly, TURN recommends that the Commission consider the issue of economic or 

uneconomic assets on an overall basis; tha t is, if a generation facility is likely to be 

economic on an overall basis, specific costs associated \\'ilh that plant should not be 

eligible for treatment as transition costs. 

FHA recommends that several guidelines be adopted to determine eligibility 

criteria, including that the costs eJigible for transition cost recovery must be prudent, 

that the basic purpose of such recovery is to mitigate the utilities' potential losses, that 

sunk transition costs must be supported by Commission decisions, that the utilities 

must mitigate their stranded costs wherever possible, and that competitive neutrality 

should be an impOItant consideration. 

CIU r('Commends structuring our policy regarding transition cost recovery to 

ensure that recovery is closely examined according to the underlying principle of 

competitive neutralit},. CIU further explains that the limitations placed on transition 

cost recovery may lead to seYer,,1 costs claimed by the utilities that will not be 

rcc:overoo either in transition costs or in distribution rates, and that this ouh:ome is 

consistent with the mandates of the Jaw. 

EPUC ad\toc.ltes that § 367 must be interpreted strictly and that the broad 

re(overy a1luded to in the first subdivision of § 367 is then limited by additional 

provisions regarding transition cost recovery, particularly in terms of fossil generation 

and net book value, as discussed more funy below. EPUC agrees with PG&E that where 

the Rate Restructuring Settlement (referred to in § 368(h» conflicts with AD 1890, 

AB 1890 controls, but argues that the Rate Restructuring Settlement can provide 

guidance if there is ambiguity O\'er what was intended by the statutory language. 

Enron believes that the provisions of AU 1890 arc intended to reflect a balance 

between the competing interests of r,'tepayers and shareholders and agrees that the 

central policy issue in Phase 2 is how the limitations expressed in An 1890 will be 

applied to restrict the utilities' recovery of transition costs. Enron agrees with CIU that 

the concept of (ompetitive neutrality is (entral to the principles delineated in the 

Preferred Policy Decision regarding tr~'nsition (ost recovery. 
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5.1. Discussion 

lVe are mindful of the role of these proceedings: the Preferred Policy 

Decision has been issued; AB 1890 has been signed into law. The purpose of these 

proceedings is to implement the mandates of the various code sections, and where 

applicable, the requirements of the Preferred PoHcy Decision. lVe fully agree with 

Edison that this decision must execute Legislature's intent as expressed throughout the 

many PU Code sections added by AB 1890. However, we strongly disagree with the 

general assumption, as expressed by SDG&E that: 

In both the Preferred Polity Decision and An 1890, the Commission 
and the Legislature expressed their unequivocal intent that it is 
both appropriate and necessary that utilities should recover all of 
their uneconomic costs associated with the transition to a 
competitive market. (SDG&E opening brief, p. 4) 

In actuality, the utilities are merely allowed the oppor/unity to recover such 

costs, which are identified and determined by this Commission. The Legislature did not 

intend that We abrogate our authority in making such determinations. \Vhile we 

acknowledge the underlying principle that utili lies should be allowed a fair 

opportunity to fully recover the uneconomic costs associated with generation-related 

assets and obJigations, we n\lIst also recognize the Legislature's stated goals of 

implemenling competition in the gener.llion market and thereby aHowing customer 

choice. 

Our policy determinations are based on the tenets of the law and our 

preference for moving towards a competiHve market as quickly as pOSSible. As a 

general matter of public policy, we will balancc thc inter('sts of both ratepayers and 

shareholders, while at the same time ensuring the viability of the nascent competitive 

markelplace. Our goal is to provide the utilities with a (air opportunity for (ull recovery 

of transition costs and to enslire that recovery of "going fOT\vard costs" is appropriately 

limited, consistent with the law. In this way, we wilt provide the utilities a fair 

opportunity to rcuwer uneconomic costs, as required by law and policy, without 
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impacting the competitive market and thereby insuring that recovery of transition costs, 

to the extent possible, will not decrease the competitive options available to customers. 

\Ve do not agree with Edison's contention that it is reasonable to 

aggregate (ossil generation costs and revenues, in terms of tracking transition cost 

recovery. Instead, the assessment of whether assets and costs are economic or 

uneconomic must be made on an asset-specific basis. This methodology is required in 

order to carry out the netting principlei therefore, if a generation facility is likely to be 

economic on an overall basis, specific costs associated with that plant will not be eligible 

(or treatment as transition costs. This principle has been debated thoroughly; indeed, 

we expressed our intent in this regard in 0.97-06-060. A careful tracking of eligible 

transition costs and accrued revenues is neCessary to ensure that We can confidently 

track recovery on an asset-specific basis. In order to apply the guidelines delineated in 

D.97-06-060, such detailed tracking is required. While § 367(b) requires a netting 

calculation, this certainly does not preclude asset-by-asset transition cost tracking, as 

Edison assumes. The expeditious, orderly rcc(wer}' of transition costs, described in 

§ 330(t) requires this approach. 

6. Definitions 

There is some argument as to basic definitions to be applied in this proceeding. 

Net book value has been defined in the Preferred Policy Decision and is used, but not 

defined, in All 1890, spedficall}' § 367(c). The term "sunk costs" is not defined in the 

Preferred Policy Decision, and is used only peripherally. It is neither used nor defined 

in An 1890. PG&E suggests that defining such ternlS is not necessary at this time. \Ve 

disagree. In such a (onlpJic.lted proceedin~ it is pr.lgmatic to ensure that all parties usc 

the same terminology and understand such terms with particularity. By defining critical 

terms, we ensure that we arc correctly applying the policy principles and foundation 

established in An 1890 and the Preferred Policy Decision and at the same time, dispose 

of several contentious issues. 
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6.1. Net Book Value 

Section 367(c) provides that uneconomic costs shall be "limited in the case 

of uHlity·owned fossil gener,\lion to the uneconomic portion of the net book value of 

the (ossil capital investment existing as of January 1, 1998." Net book value was defined 

in the Preferred Policy Decision as follows: 

By "net book value," we mean the original cost retorded in the 
company's books (or a particular asset less any accumulated 
depreciation and adjusted for deferred taxes, and any other asset or 
liabilit}, account which relates to the asset. (Preferred Policy 
Dedsion~ min\co. at 114, (ootnole 41.) 

\Vhile PG&E does not believe it is necessary to adopt common definitions 

of these accounting terms, PG&E, Edison. SDG&E, and FHA recommend that this 

definition be lIsed in determining transition costs. PG&E believes that this definition is 

consistent with § 367, but states that net book value does not encompass aU of the costs 

that are eligible (or tr.msition cost recovery. In its J>hase lA policy brief, Edison clarifies 

that the phrase "any other asset or liability account which reJates to the asset" would 

include all pJant·related regulatory assets and liabilities, decommissioning, and 

deferred tax assets and liabilities. WhHe Edison used the term "net book value" in 

A.96-08-006 in the more narrow sense as it is commonly defined, Edison now 

recommends that this definition be used only with the explicit recognition that costs 

included in the broader definition were eligible (or recovery. 

I:EA recommends that the term include related decommissioning cosfs 

and costs o( remov.ll, as well as capital additions to generating facilities existing as of 

December 20, 1995, that the Comrnission determines are reasonable and should be 

recovered. ORA recommends that net book value be defined as the fully audited 

original costs recorded in each company's books for particular generation and 

generation-related p1ant, less any accumulated depredation and adjusted for deferred 

taxes. 

EPUC recommends that net book value be defined according to its 

common usage, i.e., as the original plant·in-scrvice accounts costs less accumulated 
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reservcs for depredation and amortization. EPUC believes that net book value is only a 

porlion of "sunk" costs and is the definilion underlying the language used in § 367(c}.ln 

its Phase IA brief, EPUC explains that for purposes of AS 1890, net book value should 

not result in an amount that exceeds the original cost of an asset less depreciation and 

amortization. EPUC states that this counterintuitive result could occur if the o\+erly

broad definition used in the Preferred Policy Decision is applied. For example, 

including other assets or liabilities associated with the plant (e.g" regulatory assets) or 

including going forward costs could lead to a higher value used to determine liet book 

value. EPUC argues that the statute must govern and therefore the use of broad terms 

such as liany other asset or liability account which retates to the asset" would remOVe 

any meaning from § 367. EPUC further maintains that language in the Rate 

Restructuring Settlement can be used to darify the Legislature's intent and that because 

the Rate Restructuring Settlement specifically distinguish('s between the "net book 

value of fossil capital im'estment" and that of I/fossil generation-related regulatory 

assets/' the fact that § 367(c)(1) omits the latter phrase demonstrates the intent to limit 

fossil generation recovery to solely the net book value. 

As discussed ill the Phase lA policy briefs, CEC rc<:onlmends that we 

adhere to the definition of net book valuel adopted in the Preferred Policy Decision and 

states that this definition is (uHy consistent with § 367. CEC also recommends that 

unless explicitly authorized in AU 1890 or eligible for recovery as an obligation or 

regulatory obligation, no going forward generaHon-related (osts should be eBgible for 

transHion cost recovery. CLECA and CMA caution that adopting a definition does not 

eliminate the need to apply informed judgnlcnt to various cost categories, and 

furthermore, that this should be done on a ci\sc-by-c"se basis. \Vhile CLECA and eMA 

agree with the Preferred rolicy Decision's definition of net book value, they believe that 

judgment must be applied to distinguish assets that arc directly related to the 

gcner.'tion asset (rom those that are indiredly or remotely related. 

\Ve will adopt a definition of net book value, but agree \vilh CLECA and 

CMA's recommendations; i.e., we will apply informed judgment to the various cosl 

c"legories for which the utilities seck transition cost recovery. \Ve agree with Edison 
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that the legislature has forged California's electric restructuring policy in the context of 

the Commission's work in this regard, as acknowledged in § 330(d). \Vhere specific 

terms are not defined, we must apply our broad knowledge of ratemaking principles 

and policy to interpret the statute in our administrative role to "supervise and regulate 

every public utility in the State and ... do all things, whether specifically designated in 

this part or in addition thereto, which are necessary and convenient in the exercise of 

such power and jurisdiction." (§ 701.) In this instance, it is reasonable to assume that the 

legislature's intent in using the term "net book value" was based on the more narrow 

definition, because it refers specifically to the net book value of fossil capital im'eslmenl. 

Howe\'er, because § 367 begins with a recitation of our duties in 

determining those costs and categories of costs (or "generation-rdated assets and 

obligations, consisting of generation fadlities, generation-related regulatory assets, 

nuclear settlements, and power purchase contracts .. . ," it is unambiguous that such 

assets were intended to be eligible for transition cost te<overy. \Ve will apply the 

definition of net book value as original cost less accumulated depreciation and 

amortization in determining eligibility of various costs and (ost categories for transition 

cost r~overy, but wiJ1 do so using the informed judgment and careful review 

recommended by CLECA. In order to implement this policYI we will fu11y and 

appropriately account (or the impact of deferred taxes on the net book value 

quantification. 

8.2. Sunk Costs 

PG&E defincs sunk costs to include generation-related costs that have 

occurred in the past, such as im'estments in gener~ltion-related plant and regulatory 

as...-.ets, or are fixed gener.1Uon-reJated fulure obligations, such as fuel transportation 

costs and decommissioning costs. Edison thinks that sunk costs and net book value are 

equivalent terms, as proVided in the Preferred Policy [A""<:ision; furthermorc, Edison 

states that because AB 1890 does not use this term and because thestalute governs 

which categories of costs should be recover"ble as transition costs, it is not necessary to 

define this term for purposes of this proceeding. SDG&E believes that sunk costs 
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include not only the net book value of non-nuclear generation and generation-related 

assets, but also obligations such as the unavoidable expenditure of fund~ for purchase 

power contracts and for other commitments related to generation operations. 

ORA states that sunk costs arc costs incurred in the past, which are non

rccurring and best reflected by the net book value of utility assets. FEA asserts that sunk 

costs are generation-related costs that are fixed and unavoidable, but arc not necessarily 

synonymous with transition costs that are to be re<:orded through the transition cost 

balancing account. FHA cites examples of sunk costs, including the original costs of 

generation facilities less depreciation, regulatory assets and liabilities which represent 

costs or obligations incurred in the past but which have not yet been fully recovered in 

rates, and generation-related costs associated with existing plant investments that will 

be incurred in the future, stich as non-nuclear d('Commissioning costs. 

CIU re<:ommends that sunk costs in this context should be defined as 

capital costs only, llsing the net book value as of Oe<:emher 31, 1995, brought fonvard to 

January 1, 1998, and cites D.89-12-016 as defining sunk costs as those that have already 

been invested in plant. (34 CPUC 2d 55, 62.) Thus, CIU beJieves that PG&E's ddinition 

of sunk costs is too broad and that, allhough certain (uture costs are recoverable as 

transition costs pursuant to AB 1890, those costs cannot be considered sunk costs since 

they have not yet bccn invested in plant. EPUC states that sunk costs are those non· 

recurring generation facility, generation-related regulatory asset, nuclear settlement, or 

purchase power contract costs that were incurred and authorized for recovery in rates 

prior to December 20, 1995 and which were reflected in rates effective on June 10, 1996, 

with the ca,'eat that none of these costs may be classified as "going (orward tJ costs. 

EPUC believes that sunk costs and net book value arc not synonymous and moreover, 

this definition is not relevant (or transition cost eligibility purposes. EPUC re<:ommends 

that we reject SDG&E's proposed definition of sunk costs because it is so broad as to 

render § 361 meaningless. 

As addressed in the Phase IA policy briefs, CEC defines sunk costs as 

those costs incurred in the past, in contr(lst to incremental and imputed costs. Such costs 

appear in accounting records, but arc irrelevant for (uture operating decisions of the 
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company. CEC agrees with ORA that sunk costs and net book value should be used 

synonymously. CLECA and CMA think that adopting a definition (or sunk costs is not 

useful in this context, particularly because it is not used in AB 1890 and appears to be 

used synonymously with net book value in the Preferted Policy Decision. CLECA and 

CMA stress that just because a cost is categorized as sunk docs not automatically mean 

that it is eligible for ere recovery. 

\Ve agree that, in this case, it is not particularly advantageous to adopt a 

definition of sunk costs. This ternt was used only peripherally in the Preferred Policy 

Decision and was not used at all in AB 1890. It is more useful simply to define the terms 

that are actually used in the statute, but in order to establish a commonality of terms in 

this proceeding, we will define sunk costs as those which have already been expended 

for capital investment purposes. In 0.97-05-088, we implicitly defined sunk costs when 

we stated, lithe sunk costs for which PG&E now seeks re<overy represent its 

undepreciated capital costs in the plant/' (D.97-05-088, mimco. at p. 31.) We explicitly 

defined sunk costs as "costs which ate already incurred that can no longer be avoided 

or reduced through a curtailment or reduction of output or by providing other means o( 

(urnishing the service." (Id., p. 41.) 

6.3. Going Forward Costs 

In general, recovery of going (onvard costs must be achieved by means of 

market revenues. The ternl "going fonvard costs" is used in § 367, but is not defined by 

the legislation, which states that"[aJII 'going (orward costs' of (ossil pJant operation, 

including operation and maintenance, administrative and general, (uel and fuel 

transportation costs" must be recovered through market revenuC's or ISO contracts, 

with certain important exceptions. Section 390(g) addresses short-run avoided costs and 

also uses the term "going forward costs:" 

The term "going forward costs" shall include, but not be limited to, 
all costs associated with fuel transportation and (uel suppl)', 
administrative and generaJ, and oper.ltion and maintenance; 
provided that, (or purposes of this section, the (ollowing shall not 
be considered "going fonvard costs": (I) commission-approved 
capital costs for capital additions to fossil·fueled power pJants, 
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provided that such additions arc necessary for the continued 
operalion of the power plants utilized to meet load and such 
additions ate not undertaken primarily to expand, repower or 
enhance the efficiency of plant operations; or, (2) commission
approved Operi\ting costs for particular utility-owned pm, .. Cf plant 
units and at particular times when reactive power Ivoltage support 
is not yet procurable at market-based rates in locations where it is 
needed, provided that the recovery shall end on December 31, 2001. 

Edison points out that going fonvard costs can only be incurred by 

investor-owned utilities when those utilities are proViding fossil-fired electric 

generation, beginning on January I, 1998. Edison also slates, however, that the utilities 

will incur certain fossil generation-related costs on and after January 1, 1998, regardless 

of whether they arc still providing fossil generation to the market, including 

environmental compliance costs, pensions, and certain post-retirement benefits which 

must be proVided even if all gas-fired generation were to cease. 

EPUC argues that going forward costs are not limited to only increfi)entat 

variable costs or expense-related, non-capital costs, but that the statule implies that all 

going fonvard costs, both fixed and variable, are to be exduded from transition cost 

recoveryi i.e., all costs that arc necessary for the continued or future operation, 

maintenance or termination of the facility must be recovered from Power Exchange or 

ISO re"enues. 

Again, we must define going fonvard costs for purposes of ensuring that 

transition cost recovery is in compliance with the law. As in our discussion of net book 

value, we will use the (on text of the Preferred Policy Decision to inform our 

understanding and interpretation of AB 1890. \Ve define going forward costs as all costs 

necessary to continue to operate the plant or unit. Going forward costs may include 

both fixed and variable costs. This interpretation most closely matches the standards 

articulated in the statute and our own preference for market recovery of such (osts. 

In D.97·08-056, our unbundling decision, we found that the definition of 

"going fonvard costs" was not limited to incremental costs and we recognized that, 

over time, aU successful competitors must recover aU costs, including fixed costs. It is 

for those reasons that we declined to allocate all fixed costs to distribution customers, 
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which would then create a competitive advantage for the IOUs. (0.97·08-056, mimro. at 

pp. 22-23.) Therefore, going forward costs will be defined as all costs that are necessary 

for the continued or future operation of the plant or unit, and include, but are not 

limircd to, all costs associated with fuel transportation and fuel supply, administrative 

and general., and operation and maintenance, with the statutory exceptions established 

in § 367(c){1) and (c)(2).11 

6.4. Must-run Generating Plants 

As CIU explains, "must-runll has been used as a general term to 

distinguish generating plants (or units within plants) that must be available to provide 

energy or ancillary services (in particular, reactive power/voltage support, one of a 

number of ancillary services) on a localized basis in order to maintain grid reliability.n 

Several aspects to the nlust-run determination must be considered. First, units rna}' be 

deemed must-run for locational purposes; i.e., these units are within an area 

constrained due to transmission congestion and must be run to provide energy within 

the constrained area because sources of generation outside the constrained area do not 

have access to that area, bC<'ause of transmission congestion. 

Second, units may be deemed must· run (or reliability purposes. These 

units prOVide voJtage control and reactive power. These units af(~ designated must·rttn 

for reliability purposes due to the requirements of the grid system lor voltage and 

stability. To add to the complexity, units may serve dual functions. FERC has confirmed 

that the ISO should determine which plants are needed to provide rC<lCtive 

power/voltage support and when, because the ISO "wm have the necessary 

information and technical expertise to make the determinations, and it will have no 

Illn D. 97·09-048, our decision on capital additions, we determined that (""pilal additions 
occurring "rler January I, 1998 to must·run plants should be rcco\'('roo (rom paYn\(,nts und('r 
the ISO f('HabiJity contracts or Power Exchange f(,\'enu('s. 

U We distinguish here between must-run and must·take resources. Must-take resources were 
defined In the Preferred Policy Decision and ioclude QFs, nuclear, hydro-spill, and preexisting 
power purchase contracts with minimum Mke rcquirer1\('nts. 
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incentive to discriminate among generators." (Pacific Gas and Electric CompallY, 77 FERC 

11 61.265, December 18, 1996}}t 

On March 31, 1997, the ISO Trustee submitted descriplions of three types 

of Pro Forma Master t\·fust-Run Agreements as part of its Phase II filing at FERC. lhe 

agreements atc identical (or PG&E, Edison, and SDG&E. As stated above, the ISO will 

deternline which plants are must-run. According to the Phase II filing, the ISO intends 

for the must-run agreements to be temporary measures to be replaced as soon as 

possible by purchases either by solicitation or through the open market. The ISO 

recommends that it be authorized to terminate any must-run agreement upon 90 days' 

notice if it finds a less expensive soutee to supply this reliability power. It is important 

to emphasize that FERC may, of course, reject or modify these recommended 

agreements. However, it is pertinent to consider the interaction of such contracts and 

transition cost recovery. As a general rule, if the ISO agreements allow costs to be 

recovered as an ISO expense, they should obviously not be rccoverable as transition 

costs. 

Under all three agreements, the designated must-run units receive 

pa.yments for start-up, fixed, and variable costs. Fixed costs include both a portion of 

existing rate base and incremental capital costs deemed acceptable by the ISO. \Ve 

described these proposals in 0.97-09-048: 

It FERC included the following discussion in its Dc<:cmber 18, 1996 order: 

"Must-run gen~r.lling units: Thesc are units that must be dispatched during 
certain hours for reliability purposes, regardles...co of the units' bids. As a result 
of ... physicallimitalions, during thosc hoursl molrkels are sub-divided and 
isolated. Must-run units could be considered an extreme case of horizontal 
market power where, due to system conditions, the geographic m.uket is so 
reduced that the system operator must run the unils in order to satisfy demand 
that is assumed to be unresponsive to price. The operJ.lors of these units would 
have market power because there are no other alternatives. Therefore, if they 
had market-based rates, they C()uid bid very high prices and the ISO would have 
to dispatch them at those prices." (ftl. at pp. 62,076-77.) 
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To summarize, the ISO proposes three types of reliability contr.lcts. 
identified as Agreements A, B, and C. Agreement A assumes that 
the plant is economic and the ISO simply purchases needed 
resources at market prices. The owner can sell additional resources 
o\'er and above the needs of the ISO (e.g., spinning reserves, 
voltage support, energy) into the Power Exchange. Agreement B 
provides for negotiated terms whereby the owner may have the 
right to collect revenues above what it might otherwise get above a 
market-based rate. In particular, Agreement B provides for a fixed 
cost payment and operating cost payment up to 100% of the cost of 
providing the needed must-run ~rvices to the ISO. Agreement B 
allows the plant to operate during hours when not needed by the 
ISO, but ((edits most of the profits from such operations to the 
fixed cost conlponent. Agreement C is a cost-of-servile contract for 
uneconomic units that must run for reliability reasons and arc not 
likely to run during other hours. The units under this agreement 
are prohibited fronl supplying power during hours when the ISO 
does not need them. {D.97-09-048, mimeo. at p. 14.)'s 

As proposed, with a 90-day notice period, a plant owner may request a 

transfer to Agreement B or Agreement C. In addition, the ISO may transfer a plant to 

Agreement B or a negotiated version of that contract, on its own initiative, with 90 days 

notice. If the ISO refuses the owner's request, the existing agreement ends and the unit 

is no longer must-run. If the owner wishes to switch to Agreement B, the ISO can 

require that the owner negotiate to be paid any share of fixed costs that would be larger 

than would have been paid under Agrccment A. 

On October 30, 1997, FERC issued its "Order Conditionally Authorizing 

Limited Operation Of An Independent System Operator And Power Exchange, 

Conditionally Authorizing Transfer of Control Of Facilities On An Interim Basis To An 

Independent System Operator, Granting Heoonsideration, Addressing Rehearings, 

Establishing Procedures and Providing Guidance," Pacific Gas and Electric Company. 

U We note that an application for rehearing of 0.97-09-048 has been filed by PG&E. The 
determinations of this opinion do not prejudge the issues raised in that application (or 
rehearing. 
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San Diego Gas & Electric Com~ny and Soulhern California Edison Company, Docket 

Nos. EC-96-19-001 et al., 81 FERC "61,122, 1997). In this order, FERC provides interim 

and conditional authorization under sections 203 and 205 of the Federal Power Act to 

the ISO and the Power Exchange to commence their operations, including interim 

conditional authorization of market-based rates (or the Power Exchange. 

FERC has accepted the pro forma Must-Run Agreements for the interim 

period, subject to certain modifications. FERC has required that the ISO file changes to 

the Agreements, as the ISO has proposed to do, by October 31, 1998, at which time 

FERC will re-evaluate the Agreements." 

For our purposes, we need only define must-run units in terms of which 

operating costs of which plants arc eligible (Or transition cost recovery, pursuant to 

§ 367(c) (I). Non-must-run plants are those generating plants which are not required to 

be available by the ISO (or reliability purposes. The specific language of § 367(c)( I) 

makes it dear that the only units to which the statute refers are those units providing 

reactive power/voltage support, i.e., those units which must be run to support the 

reliability of the grid. \Ve note that the precise language used in § 367(c)(I) confirms the 

wording of the Preferred Policy Decision, in which we determined that it is necessary to 

"severely limit ... utilities' ability to obtain operating costs through the transition cost 

balancing account (or their nonnuclear units" and determined that "[t]he only operating 

costs eligible (or that ac(ount must be demonstrably ne(essary (or reactive power/ 

voltage controL" (Preferred Policy Decision, mimoo. at p. 100.) In addition, we 

determined that it was necessary to limit transition cost recovery of operating expenses 

in order to mitigate cross-subsidization and prevent utilities (rom exploiting regulated 

U FERC has not )'et ruled on the sde<tion of must-run units because the selection and criteria 
used for sdc<ling units for must·run status has not ret bC'<'n filed by the ISO. When this is fired, 
FERC will ('\'aluate the selection of must-run units based on(ertain ((iteria, induding an 
agrt:'Cn\ent in principle that the ISO should considl.'r all costs when sdc<ting units for must-run 
status, Including stranded costs. (/d.) 
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markets to obtain leverage in compeliti\'e markets. (Preferred PoHc)' Decision, mimeo. 

at p. 102.) 

6.5. Obligations 

Both AB 1890 and the Preferred Policy Decision refer to "generation

related assets and obligations." Although not addressed to any extent in Phase 2, this 

ternl was defined by "adous parties in Phase lAo Again, defining this term with 

spedfidty will assist us in our policy determinations. The Preferred PoHcy Decision 

specifically cites tegulaforyobligations as a category eligible for transition cost 

recovery. Regulatory obligations are 

"primarily related to various deferred (osts and outstanding 
balancing account balances the utility has accrued under cosl-of
service regulation. In most cases, we have aheady approved 
recovery of these (osts, and they are reflected in outstanding 
balances ofbalandng acrounts. Examples of these types of (osts 
include deferred operating expenses, deferred taxes, unamortized 
loss from sale of assets, unamortized debt expense, costs associated 
with issuing or reacquiring debt, and nuclear decommissioning 
expenses .... \Ve plan to evaluate specific account balances and 
determine the amounts that will be included as part of transition 
costs ... but tlr($e amoullts SI'Ollld rtlale only to ",e gillimliolJ assets 
a/fiYlrtl by lflis usirucIllrillg. " (Preferred Policy Decision, mimeo. at 
pp. 133 - 134, emphasis added.) 

Contractual obligations are also defined in the Preferred Policy Decision 

in conjunction with QF (ontracts and other power purchase agreements. Section 367 

refers to generation-related assets and obligations. Although "obligations" is not 

defined in § 367, again, we refer to the Preferred Policy Decision to frame the context in 

which legislative disclIssions were held and to enlighten our determinations. \Vhile AB 

1890 discusses contractual obligations specifically, we ('annot infer that regulatory 

obligations were intended to be excluded (rom transition cost recovery. In interpreting 

the statute, we will follow the California Supreme Court's guidance that: 

"Pursuant to established principles, our first task in construing a 
statute is to ascertain the intent of the Legis1ature so as to effectuate 
the purposes of the law. In determining such intent, a court must 
look first to the \\lords of the statute themselves, giving to the 
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language its usual, ordinary import and according significance, if 
possible, to every word, phr.lse, and scntence in pursuance of the 
legislative purpose. A construction making some words surplusage 
is to be avoided." (Dyna-Metf, Illc. \'. Fair EruploYlIlelll atld Housing 
Commissioll (1987) 43 Ca1.3d 1379, 1386-1387,241 Cal.Rptr. 67, 70.) 

Furthermore, '\r'e have stated in 0.97-06-060 that because there is no 

specific reference to accounting methodology in AB 1890, we rely on our knowledge of 

current ratemaking practices, common sense and our duty to further the public interest 

in carrying out the mandates of the law. \Ve find that both regulatory obligations and 

contractual obligations are eligible (or transition cost recovery, in conformance with 

§ 367. However, we will carefully review each claim for transition cost recovery in this 

category to determine whether such assets and obligations are, in (act, generation

related, unavoidable, and uneconomic. 

7. 150 Basis Points Mechanism 

The Preferred Policy Dedsion considered the recovery of transition costs, 

including operating costs: 

"All other costs of running (fossil (ueled) units. including capital costs not 
yet incurred, will be subject to recovery through the prices received (rom 
the Exchange, with one limited exception. For those units that arc 
primarily needed (or reactive power/voltage controt if the costs of 
running thesc units (including capital costs not yet incurred) exceed the 
Exchange dearing price, utilities may seek partial recovery of operating 
costs up to the year 2003. subject to per!ornlance-based ratemaking, until 
or unless market based prices lor reactive power/voltage control are set 
by the FERC. Further, if no recovery for reactive power/voltage control is 
sought and the Exchange dearing price exceeds the costs of running thesc 
units (including capital costs not yet incurred), utilities may retain profits 
providing up to ISO basis points above their authorized return (or 
distribution r.,te baS('. Any further profits will be used to reduce eTC:' 
(Preferred PoJicy Decision, mimco. at p. 135.) 

\Ve determined in D.94-o.t-042 that the ISO basis point mechanism does not apply 

to non·must-run units: 

"AD 1890 addrcsses capital additionsJ but is silent on the 150 basis points 
allowance described above, other than (or PG&E. Section 367(c)(1) 
provides that earnings from PG&E's reactive power/vohagesllpport 
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plants or units will be retained by PG&E and not used to offset transition 
cost recovery. A question that arises is whether fossil units which arc not 
deemed needed (or reactive power/voltage support. .. areeligible for the 
150 basis points allowance. Edison's and PG&E's applications reflect the 
position that these units are eligible. \Ve hold, however, that they ate not. 
(D.97-04-0-I2, mimco. p. 17.) 

••• 
"\Ve intend that the 150 basis points allowance which was adopted in the 
Preferred Policy Decision will be applied only to fossil units which arc 
primarily needed (or reactive power/voltage conttol.lI (/d., Conclusion of 
law 3, p. 22.) 

PG&E filed a petition in A,96-07-009 tl al. (the PBR proceeding related to 

generation assets) for rC(onsideration of this issue. \Ve a(firffied our previous findings 

in D.97-07-037. \Ve have previously stated that we would not address the merits of this 

issue in this proceeding, but we will consider the calculation of the 150 basis points 

mechanism and the interaction of this mechanisn\ with transition cost recovery. 

7.1. The Utilities 

PG&E, Edison, and SDG&E arc not claiming the 150 basis point 

mechanism for their n\ust-run plants at this time. As discussed above, the development 

of this incentive or a similar incentive which ""Ollld apply to non-must-run plants is to 

be deterrnined in another proceeding. To the extent that such an incentive is applicable, 

PG&E recommends that thc amount be determined at the lime of market valuation 

based on costs tracked in plant-specific mC'nlorandum accounts. Edison and SDG&E 

recommend that the incentive be c.lkulated annualJy if market revenues exceed 

incremental costs. Edison wourd include the calculation of an incremental capital cost 

credit prior to the application of the 150 basis point mechanism. 

7.2. Intefllenors 

ORA recommends that any portion of the 150 basis point mechanism 

ultimately authorized in the PBR procC'Cding should be applied only after accounting 

for all going (orward costs. TURN supports ORA's position and particularly 

emphasizes that the 150 basis points should be applied only after the utility rccOVers an 

of its operations and maintenance and fuel costs. TURN further recommends that no 
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ISO basis point allowance should be paid (or any plant asset if the utility is recovering 

any (uel-related costs (or that pJant in the transition cost balancing account. CIU 

believes that developing an implementation procedure here is premature, since it is 

unknown whether the substantive mechanism (as proposed by the utilities) will be 

approved in the generation PBR proceeding. EPUC recommends that this mechanism 

not be aUO\\'ed (or either must-run or non-inust-run pJants. To the extent that such a 

mechanism is developed, EPUC recommends that the applicable amounts be 

determined at the time of market valuation based On costs tracked in pJant-spedfic 

memorandum accounts. 

7.3. Discussion 
\Ve have previously determined that the ISO basis point mechanisln 

applies only to must-run units. \Vhile the utilities dispute this approach, the merits of 

applying this incentive to the non· must-run units is not being considered here. \Ve 

agree with ORA and CIU that it is premature to develop an implementation 

methodology at this time. If we reconsidO?T this issue h\ the generation PBR proceeding, 

we can address implementation and interaction with transition cost recovery at that 

time. However, we provide some guidance in this area and find that should such an 

incentive mechanism be developed and adopted, all going fonvard costs must be 

accounted (or with market revenues before any type of incenll\'e mechanism should be 

applied. 

8. Ratemaklng treatment of gain or loss On sale 

PG&E expJains that the gain or loss on sale of depreciable assets has traditionally 

been flowed back to ratepayers through the depreciation reserve, while gains or losses 

related to non-depreciable property have been aUoci\ted to shareholders. PG&E believes 

that land must now be treated as depreciable properly because of the Janguage adopted 

in the Preferred Policy Decision and AD 1890. Therefore, PG&E proposes that all gains 

and 10sS('s reaHzed through &lle, spinoff, or appraisal of gencriltion assets, including 

land, should flow back to ratepayers by way of the transition cost balancing account. 
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At thc time of divcstiturc, Edison proposes to deduct the transaction costs of the 

sale from the sale procecds. Edison would thcn compare this net sales revcnue amount 

to the unamortized sunk cost of the asset at the timc of sale to detern'\ine the net gain or 

loss on sale. Edison proposes to amortize this gain or loss on sale in the transition cost 

balancing account over the remaining months from the time of sale to Decco'\ber 31 1 

2001. Edison proposes that the unamortized portion of the gain or loss would be subject 

to the reduced rate of return and that the an\ortization \vould be accelerated according 

to the gUidclines of D.97-06-060. Edison believes this approach is consistent with the 

requirements of §367(b), which states in relevant part that uneconomic costs shall "be 

based on a calculation mechanism that nets the negative value of all above market 

utility-owned generation·related assets against the positive value of all below market 

utility-owned generation related assets." SDG&n agrees that the transition cost 

balancing account will provide the proper mechanisTn for netting the undepreciatcd 

book value against the market value. 

Conccptually, we agrcc that the gain or loss resulting (rom sale of assets, 

including land, should now flow through the transition cost balancing account, but we 

see no reason to adopt Edison's approach of amortizing any gain over the remaining 

months of the transition period. The gain should simply be credited to the transition 

cost balancing account and the appropriate subac(ount closed out. 

\Ve are currently authorizing auctions for assets undergoing divestiture. 

Pursuant to § 367(b), the valuation of these assets, in proceedings under §§ 455.5, 851, or 

otherwise, is final. As we move forward with these auctions, we must carefuHy review 

the transactions to ensure that the- maximum amount reasonable under the 

circumstanccs of the sale is obtained to offset tr.lnsition cost recovcry, as is our duty 

under of AB 1890. For those assets which are retained by the- utilities, we will develop 

market valuation procedures for appraisal, as discussed above. 

9. Transition Cost Ratemaklng and Market Power 

In D.97-06-060, we adopted a transition cost balancing account for cach utility 

and described in gencral terms how the recovery of various costs would be tracked in 
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that account. In this decision, \'!r'C discuss this rcco\'eIY more specifically, particularly in 

terms of tracking the costs and rcvenu('S related to plants designated by the ISO as 

necessary for reactive power/voltagc support and the non-must-run plants. As we have 

sumrnarized, at least initially, the utilities are expected to have some locational market 

power, and this expectation has resulted in three call contracts being proposed to FERC. 

Agrccments A, 0, and C were d('Scribed in Sedion 6. According to the proposals made 

at FERCJ the ISO could terminate any eXisting ISO contract with 90 days' notice. 

The actual tracking and accounting for transition costs and revenues associated 

with must-run units and non-nlUst-rufi units is compJicated; similarly, the issues raised 

in this arca arc complex and interrelated. First, we discuss transition cost ratemaking in 

terms of tracking and recording costs and revenues, rccording net book value and 

deprcciation, and applying variolls revenue crediting nlechanisms. Next, We address 

the interaction of transition cost recovery and market pon'er concerns in the context of 

transitioll cost ratemaking. \Ve will explain the parties' positions in each of these areas 

and then discuss our determinations concerning transition cost ratemaking as a whole. 

9.1. TrackIng aiJd Recording Costs and Revenues 

PG&E proposes that prior to market valuation, all market revenues less 

oper.lting costs be trilcked in plant-specifiC' memorandum accolmts. At the time of 

market valuation, any credit balances resulting (rom operating profits would be 

credited to the transition cost balancing account. PG&E slates that it reserves the right 

to seek recovery of debit balances (or the must·run plants and would ask that we 

review the rNsonablelless of such recovery. 

PG&E contends that based on the fun context of § 367(c)(l), for fossil 

gener.lting plants, it is the uneconomic portion of the net book value of the capital 

investment as of January 1, 1998" and necessary capital additions to maintain the 

facilities through Dtxember 31, 2001 found reasonable by this Commission, which are 

recoverabJe from a11 customers on a nonbypassabJe basis. In addition, PG&E asserts that 

operating costs stich as operation and maintenance (O&M), administrative and gener.,l, 

and (uel and fuel tr.lIlsportalion costs arc recoverable as tr.lnsition cosls if they arc 
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incurred while providing must-run services (or the ISO and the plant is otherwise 

authorized to recovery market-based rates. PG&E thus believes that the implication is 

that if ISO contracts do not adequately cover the fixed and operating costs, such 

recovery may be sought elsewhere, including through the transition cost balancing 

account. 

PG&E states that it has not created any subaccount in the transition cost 

balancing account to recover the operating expenses for non-must-run plants. PG&E 

intends to track fixed and variable operating costs and revenues for both must-run and 

nOI\-must-tun plants in separate memorandunl accounts until market varuation occurs 

for each pJant. PG&E proposes to track operating expenses for both non-l1\ust-run and 

must-run plants based on adual, recorded fuel costs and to track other expenses 

according to allocations adopted in A.96-12-009 el al. Tracking these costs and revenues 

\\'ill altow PG&E to compute the credit amountl if any, to account for reVenues in eXcess 

of operating expenses for both the nlust-tun and non-must-run plants. PG&E proposes 

that the resulting credit, if anYI accrue to the transition cost balancing account, but 

PG&E recognizes that it is at risk for costs to the extent that operating expenses exceed 

revenues (or non-n\ust-run plants. 

PG&E disputes CIU's contention that all capital costs associated with 

must-run plants with contracts with the ISO should be recovered only (rom the ISO 

revenues. PG&E contends that this would be contrary to § 367(c) unless it was assumed 

that such costs were C(onon,ic. PG&E maintains that CIU's (oncen1S arc based on 

whether the mixture of transition cost recovcry and ISO revenues could lead to double 

recovery of these costs, which PG&E asserts are ameliorated by its tr.leking proposal, 

since the ISO revenues would be credited back to tr.lIlsition cost recovery. 

Edison recommends tracking all costs and rcvenues in (ossil subaccounts 

of the transition cost ba'ancing account, based on recorded amounts. These entries 

would include all plant-related capital costs, O&M costs, fuel costs, dispatch costs for 

gas, and ISO and Power Exchange rc"enues. Edison proposes to use recorded costs 

even for those cost categories that arc subject to separate reasonablcncss reviews and 

that may be subject to pending reviews when the entries to the transition cost balancing 
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account arc being determined. Edison belie.'es this is nec('SSary because costs must be 

recovered prior to December 31, 1997 and such reasonableness reviews can be lengthy. 

Howe\'er, Edison states that the costs to be recovered through the 

balancing ac(ount would not exceed the sum of costs eligible (or rC(overy. Edison 

explains that its proposal includes the relevant costs associated with must-run units as 

part of the costs eligible for recovery through the transition (ost balancing ac(ount and 

establishes a crediting mechanism which includes the reVenues from the ISO for the 

must-run services. Edison reCommends this approach because this methodology would 

not require modification if the structure of the proposed ISO agreements should be 

modified by FERC. Edison contends that this proposal provides the 0ppoltunity to 

recover costs eligible for transition (ost reCovery, but there is no double rC(o\'cry. 

Edison has proposed a complicated reVenue crediting mechanism to 

ensure that all costs and revcnues are debited and credited (orrectly. First, Edison 

defines net eligible transition costs (i.e., costs eligible (or transition cost recovery) as 

plant-related sunk costs, incremental capital (osts necessary to maintain the facility 

through 2001, fixed fuel and fue1 trc'tnsportation costs (or contracts signed prior to 

December 20. 1995. and Commission-approved operating costs (or must-run generation, 

net of the market value of emissions allocations and revenues from gas sales. Oncc this 

determination is made, Edison proposes calculating three different credits: 1) for both 

must-nm and non-must-run units, a gas pun:hase credit, which is defined as the market 

(or dispatch) costs of gas less the actual variable costs of gas; 2) ,1n incremental capital 

cost credit to be applied to the non-mllst run units, and 3) a Power ExchangelISO 

revenue credit to be applied to the must-nm and non·must-nm units. Edison proposes 

allocating the Power Exchange/ISO rcvenues net of going forward costs (or the non

must-run units first to the incremental capital cost credit, the 150 basis points earnings 

mechanism, and then to the Power Exchange/ISO revenue credit (non-must-run). For 

the must-run units, Edison proposes that Power Exchange/ISO revenues net of going 

forward costs not found eligible for recovery through the transition cost balancing 

account be allocated to the Power Exchange/ISO revenue credit (must-run). The gas 

purchase credit. increment,1) c.1pital cost credit, and Power Exchange/ISO r('\'Cnue 
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credits arc then added together. If this result is positivc, the amount is credited to offset 

costs eligible (or transition cost recovery. 

Edison contends that ORA's proposal to exclude sunk costs associated 

with must-run generating units from the transition cost balancing account has no 

applicability to must-run generation undergoing dh'cstilute. In addition, Edison 

contends that it is only the (uture avoidable costs of a unit rather than the sunk costs, 

that arc relevant in dedding whether it is eifident to replace that unit with a new 

entrant; therefore sunk costs ate irrelevant in making economically efficient decisions. 

Edison agrees with CIU that § 367(c)(J) does not apply to Agreement C, bC<'ause under 

this agreement, owners ate not allowed to participate in the competitive market. Edison 

also agrees that the utili lies should not have the opportunity to double recover costs, 

but beJieves this problem is averted by separately identifying the costs reawerable 

through the transition cost balancing account and then including the revenues received 

under the ISO must-run contract as a (orot o( revenue in determining the Power 

Exchange/ISO revenue credit. 

SDG&E proposes to record must-run costs and revenues in the transition 

cost balancing account while under Agreement A or until such time as Agreements B or 

C bccome available options. At that tifne, the accounting treatment would change to a 

memorandum account to be trued-up as part of the market valuation process. SDG&E 

proposes that the costs be audited and the revenue tn'atment be reviewed annually (or 

those costs and revenues receiving balancing account treatment. SDG&E states that 

must-run costs should indude those fixed costs required (or maintaining plant 

a\'ailability requirt:'menfs and the variable costs incurred as the units are dispatched. 

SDG&E contends that the proposed must-run agrccntcnts do not change the language 

of § 367(c)(1),which specifically allows (or transitiOll cost recovery of Commission

approved operating costs of those plants deemed by the ISO as needed (or reactive 

power Ivoltage support. 

For non-must-run units, ORA fC('ommends that crediting Power Exchange 

re\'cnu('S in excess o( going forward costs to the transition cost balancing account. 

Consistent with its preferred methodology, ORA contends that going forward costs 
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include all fuel, O&M costs, administrati\'e and gener,ll costs, and depreciation and 

return on off-site common and general p1ant and capital additions. In contrast to PG&E 

and Edison, ORA proposes that no fuel or (uel transportation contract costs be included 

in the transition cost balancing account. These costs should be rC('overed from the 

Power Exchange and ISO to the extent po.."Sible. For Edison, i( Power Exchange 

revenues are insufficient to cover all fuel, O&M, and capital additions costs, ORA 

recommends that only the fuel costs associated with fixed demand charge or take-or

pay provisions should be r~overable thtough the transition cost balancing account, and 

then, only to the extent that such fuel costs are ur\C('onomic. This amount would be 

linlited to the difference between Power Exchange reVenues and all going forward 

costs, including capital additions. IE the Power Exchange revenues exceed all these 

costs, no fuel costs could be added to the transition cost balancing account and a 

revenue credit would be available. 

For must-run units, ORA tC('ommends that the ISO revenues in excess of 

going forward costs should accrue to the utility and should not be credited to the 

transition cost balancing account unless the unit's must-run contract is terminated. Any 

profits should be tracked in a memorandum account should this event occur. ORA 

asserts that placing the fixed costs of must-run units in the transition cost balancing 

account would create a locational market power problem and inhibit the development 

of competitive markets (or must-run reliability power. If the plant owner knows that 

fixed costs are covered in the balancing account, the owner may be inclined to accept 

less than full recovery of fixed costs through a n\ust-run agreement. This, in turn, could 

create a locational market power problem by inhibiting market entry by new units in 

the same geographic are.l. ORA argues that because proposed Agrccments Band C 

provide the plant owner with the opportunity to rccover all fixed capital costs, 

including sunk costs, the sunk costs o( must-run units should not be included in the 

transition cost balancing account. Once the agreement is terminated, the fixed capital 

costs aSS()('iated with that plant should be calculated as the net book value as of 

January 1, 1998Ie55 the fixed capHal costs recovered under the reliability contract (rom 

must-mIl payments or fronl market revenues. This amount would then be booked to 
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the tr .. 'nsition cost balancing account. ORA thus recommends that while Agreement A 

may not cover all capital costs, any shortfall should be remedied by negotiating a 

transfer to Agreements B or C, rather than by guaranteeing recovery through the 

transition cost balancing account. ORA recommends that costs and revenues used to 

calculate profits should be tracked separately in memorandum accounts for non-must

run units and must-run units, which would then fadlitate reasonableness reviews. 

TURN states that operating costs o( the must-run and non-must-run units 

are not eligible (or transition cost recovery, but are going forward costs. To the extent 

that costs in excess of the Power Exchange prices are recovered through the ISO, they 

should be recovered (rom customers in transmission rates, rather than through 

transition cost reco\'ery. 

CIU asserts that there is no utility right to reserve the option to seck 

recovery of debit balances (or must-run plants, unless that plant is actually catted upon 

for reactive power/voltage support (and not any other "must-nm" purpose) and the 

ISO (ails to fully compensate the utility for such use. CIU states that § 367(c)(1) prOVides 

only limited options for transition cost recovery for must-run plants and contends that 

the utilities do not distinguish particular reasons for a plant being must-run, which 

could include purposes other than ('eactive power/vollage support, as described in the 

statute. CIU further maintains that to the extent the ISO limits payments to plants or 

units prOViding reliability support, it is not cerhlin lhat the utiHties have the right to 

seek recovery of additional costs through the transition cost balancing account. CIU 

believes that what is paid according to the ISO agrcements must be considered 

suUicient to prOVide [or the availabilily of resources to meet must-run needs related to 

reactive power and voltage support; therdore, there should be no additional recovcry 

of operating costs through the tr,U\sitiol\ cost balancing account. In addition, CIU 

asserts that because j\greement C does not allow for market-based rates and is cost-of

service based, § 367(c}{1) would not allow r('('overy of operating costs (or plants covered 

by Agreement C. 

EPUC recommends that generath\g units designated [or reactive 

power/voltage support should not receive <my transition cost recovery for any costs 
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incurred during particular hours when the ISO did not require the unit to operate in 

order 10 provide this support. Thus, ErUC recommends that the accounting for these 

must-run units must ensure that all going fonvard costs arc ineligible for transition cost 

recovery during the particular hours these units arc not needed by the ISO for local 

reliability/voltage support. ErUC suggests that for purposes of transition cost 

accounting. revenues sufficient 10 cover costs should be imputed to each utility, thus 

ensuring that the daily net revenues arc always greater than zero. EPUC believes that 

over a daily period, this approach is more likely to ensure that there is nosystematk 

bidding below cost into the Power Exchange. 

IJ.2. Recording net book value and depreciation 

PG&H plans to track monthly recorded rate base for its lo.."Sil generation 

power plants, beginning January 1, 1998. These recorded rate base amounts wiB be 

based on eligible rC<'orded plant, net of accumulated depredation and rerorded 

inventory balances, adjusted for accumulated deferred taxes. PG&E also proposes to 

ratably amortize generation-related assets and obligations, PG&E proposes that the 

recorded rate base balances reflect the amortization of uneconomic plant and plant

related costs, based on the 48-monih schedule adopted in 0.97-06-060. 

Edison suggests basing the January 1, 1998 entries to the transition cost 

balancing account on recorded plant, depreciation reserve, and deferred tax balances as 

of that date, in order to maintain consistency among entries and related accounts. 

Edison proposes this approach for post-1995 capital additions, despite the fact that such 

additions will be reviewed in a separate proceeding, and recommends making 

adjustments, if necessary, to true-up the balancing account once final determinations 

have been made in that proceeding. Edison agrees that it i5 reasonable to llSC the 1995 

year-end net book value amounts to begin the amortization schedule, as proposed by 

ORA, but recommends th"t the associated depredation and deferred tax computations 

must also reflect year-end 1995. 

SDG&E explains th.,t it will reflect the amortization of the uneconomic 

portion of eligible plant using the 48-month amortization period adopted in Phase 1 and 
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clarifies that as transition rcvenues arc applied against these costs, generation rate basc 

will be reduced on a comparable basis. 

ORA docs not agree with utility proposals to record and amortizc the 

economic or uneconomic sunk costs of both must-run and non-must-run plants in the 

trans lion cost balancing account. ORA recommends that only non-tnust-run sunk costs 

should be amortized in the transition cost balancing account. For must-run plants, ORA 

proposes that these sunk costs be amortized in the transition cost balancing account 

only until Agreements B or C be<:ome available and after such contracts arc terminated 

for a particular unit 

9.3. Revenue Crediting MechanIsms 

Revenue crediting mechanisms address how to appl}' each utility's 

revenues from the sales of cledricity and ancillary services to its variOUS costs. Neither 

PG&E nor SDG&E proposes any revenue crediting mechanisins. PG&E explains that its 

approad\ of using memorandum accounts to track the difference between operating 

expenses and re\'enues for both must-run plants and non-must-run plants, and to credit 

the rcvenues in eXcess of expenses and any allowed ISO-basis point proVision will 

eliminate the need for any re\'cnue crediting mechanisms. PG&E is not claiming the 150 

basis point mechanism for its must-run units, nor is PG&E planning on rctaining any 

earnings from the oper.,tions of the reactive power/voltage support plants or units, 

although § 367(c)(1) allows those carnings for PG&E. As part of PG&E's proposal both 

in this proceeding and before FERC, that any cxccss reVenues above oper.lting costs 

would be credited to offset transilion cost recover),. PG&E proposes to tra<:k costs and 

revenues through appropriate phmt-specific memorandum accounts and then to do a 

one-time accounting at the time of market valuation of that plant to determine if there 

arc any eligible costs that PG&E wishes to recover in the transition cost balancing 

account. PG&E recognizes that it must apply revcnucs (rom fossil plants which arc in 

excess of costs to offset transition costs and proposes 10 do SO in a memorandum 

account. PG&E also recognizcs that operating costs and going forward costs of non-
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Ilmst-run plants cannot be included in the transition cost balancing accounts for 

recovery. 

Edison explains that in general market revenues will be allocated to its 

revenue requirements, with any balance applied to reduce transition costs. Edison 

explains its approach to calculation of eligible transition costs as a series of interrelated 

steps. Edison goes through a multi-step process to derive its proposed reVenue credit 

(or non-must-run plants (with revenues deriving from both non-must-rUI\ gas plants 

and coal plants (a1l of which are non-must-run). Edison essentia1ly would (Jow all its 

costs and revenues through the transition cost balancing account. Market revenues ate 

first allocated to recover all going (onvard costs, then to incremental capital additions, 

then to its proposed ISO basis point earnback mechanism and finally to calculating a 

credit (rom the excess market revenues, i( any, to he applied as a credit to the transition 

cost balancing account. Edison's proposal is similar (or its must-run plants, except that 

no ISO basis point eamback is proposed. 

Edison also states that because, in its filing at FERC, it has committed to a 

variable cost floor c.'tlculated OVer a two-week period on the revenues it can receive 

from its gas gener.'ttion prior to divestiture, it is precluded (rom bidding below variable 

cost into the Power Exchange. Edison therefore disagrees with EPUC's contention that 

the revenue crediting mechanism never be permitted to go negative in any single day. 

Edison states that the reason the variable cost floor is defined OVer a h ... ·o-wcek period is 

to consider the impact of the costs o( starting and stopping a generating unit, which arc 

generally committed to participate in a market over a multi-day period. In other words, 

Edison maint.'tins that EPUC's proposed daily calculation provides too short a time 

fr.mle for c.'tJculating the net re\'Cllue credit, because the utility may not recover its no

load and start-up costs on a daily basis. 

Because we have not adopted a 150 basis point inccntive mechanism for 

non-nlust-run units, ORA states that its proposed revenue crediting mechanisms and 

those of Edison are now not very different. ORA proposes a reVCllue crediting 

mechanism (or all three utilitics and wants to be certain that proper accounting o( thl'se 

mechanisms is established in the event the 150 basis point nle<hanism is adopted (or 
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non-must-run plants, such that all going forward costs arc covEu'd before any profits 

accrue to shareholders. ORA further wants to ensure that such mechanisms require that 

the utilities recover all going foo\'ard costs from market reVenues in order to have the 

utilities bidding into the Power Exchange at fair levels. ORA proposes that its revenue 

crediting mcchanism apply to non-must-run units and former must-run units whose 

contracts with the ISO have been terminated. Thus, for must-run units under 

Agreements B or C, ORA recommends that the utilities track costs and revenues in 

memorandum accounts to result in fulure revenue crediting if the lInit terminates its 

ISO must-run contract during the transition period. 

ORA explains that (or a market to be sustainable, the market dearing prke 

must be set high enough to allow economically eifident non-utility generators to 

reCover all economic capital costs and operating expenses as..<:.OCiated with Q\\'ning and 

operating the unit OVer its lifetime. ORA fears that if the utilities can coVer these costs 

through transition cost revenues and various re\'enue crediting mechanisnls, this could 

result in the utilities bidding into the Power Exchange at an artificially low price. Thus, 

competitors would be disadvantagedl increasing the utilities' market power. Excess 

reVenues result (rom the difference between bid prices and the market-dearing price 

and it is through this surplus that fixed capital costs and fixed expenses are covered. 

ORA explains that excess revenues remaining after paying operi'ting costs are available 

to pay capital costs, including depreciation first, and then return on the asset. Therefore, 

ORA recommends that we should not allow transition cost recovery of economk costs, 

Le., those costs that can be recovered through the market. 

ORA maintains that these costs must be nelted out of market revenues 

prior to crediting any cxc('Ss reVenuC's to the transition cost baJancing account. 

Consistent with its position on these issues, as discussed more fully below, ORA 

ad\'ocates that economic fixed fuel costs and the depreciation and return on off-site 

common and gener,ll plant and capital additions also be subtracted (rom market 

revcnues prior to any revenue crediting. For sunk generating plant, ORA maintains that 

as the unit ages, the market value dccreases, thus increasing transition (osts. The 
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depredation on the economic portion of the plant, thenl should be recoverable from 

market revenues, which ORA believes will parallel the decrease in market value. 

ORA explains that another reason for crediting excess market revenues to 

offset transition cost recovery is that prior to market valuation, the uneconomic portion 

of the plant is not known. lhusl the reduced rate of return can be applied only to the 

entire plant and charged to ratepayers through the CTC. The market revenue credit 

would compensate (or this so that ratepayers would pay a return only on the 

uneconomic portion of the plantl white the market paid (or the return on the economic 

portion. The reVenue credit implicitly includes this return on the economic portion and 

would then offset the retun\ on the total plantl because this is part of the transition cost 

reVenue requirement. 

EPUC recommends spedfie n'looifications to Edison's revenue crediting 

proposal. As discussed in $c(tion 131 regarding fuel and fuel transportation contracts, 

EPUC maintains that Edison's gas purchase credit should have a safeguard and never 

be recorded as less than zero. \Vithout this safeguard, EPUC believes Edison would 

recover more than the statute allows for the uneconomic portion of the fixed gas costs. 

9.4. Market P()wer and Transition Cost Rec()very 

The Assigned Comn\issioners issued a nlling on February 41 1997, which 

established, among other things, that transition cost recovery raises fundamental 

questions related to competition and the interaction of transition costs with the 

operation of the Power Exchange: 

"\Vhile it is FERC which will decide the particular horizontal and 
verlic.ll market power issues and appropriate mitigalion measures, 
this Commission has stated dearly in several forums that it will be 
activel}' concerned with market power in its own proceedings. 
(Preferred Policy Decision, mimeo. at 20; Roadmap 2 decision, 
mimco. at 9.) Therefore, as we begin Phase 2 of the transition cost 
proceedings, we wilt ask parties to consider and respond to issues 
related to tr.lnsition cost recovery, market power and incentives 
which may be opertlting in the short term and the long term. For 
example, one such issue we wish to consider is whether recovery of 
transition costs under the r.lle freeze creates any pervccse eHects in 
the Power Exchangej i.e., docs the existence of headrooIl\ lead to 
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predatory pricin1Y and if so, how can this effect be mitigated." 
Uoint Assigned Commissioners' Ruling. February 4, 1997, at p. 9.) 

Several pages of written testimony addressed this issue. In consultation 

with the Assigned Commissioners. the ALJ struck much of the testimony which related 

to specific findings that must be made by FERC or which would require findings that 

were not relevant to this proceeding. (RT: 1319-1320.) 

PG&E maintains that there arc no market power issues to address 

regarding transition cost recovery, because aU such issues arc being considered at 

FERC. PG&E also states that because Edison plans to divest all of its gas-fired plants 

and PG&E has now pledged to divest 100% of its fossil plants. market power COncerns 

would be short tern\ in nature. 

Edison disputes CIU's assertion that must-run units receiving fixed-cost 

recovery through call contracts with the ISO will have a competitive advantage over 

other generators bidding into the Power Exchange. Edison believes that this allegation 

is not relevant to this proceeding because these issues arc being considered at FERC and 

because any cOncerns would be short-lived, due to its agreement to divest its gas-fired 

plants. Edison argues that in a cOJ1tpetitive market, the recovery ollixed costs should 

not influence short-term pricing dedsions. Edison agrees with SOC&E that, because 

FERC will only grant market-based pricing (\uthority if the utility demonstrates that 

market power has been adequately mitigated, utilities will not have the markC't po\'r'er 

to depress market prkes. Edison explains that the transition cost mechanism will not 

provide for the recovery of operating losses, because going forward costs (other than 

for must-run units) must be recovered from the market. 

Edison disputes ORA's proposal to ('xdude sunk costs associated with 

must-run generation from the tr.lnsition cost balancing account, because this proposal 

d()('s not recognize that sunk costs are irrelevant in making economically efficient 

decisions and bC<'.lUSC it should havc no applicability to .. nust-run generation 

undergoing divestiture. 

SDG&E maintains that nothing in the transition cost recovery mechanism 

would influencc its market power posilion. SDG&E explains that while during the rate 
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freeze, SrX:;&E prefers that Power Exchange prices be lower in order to maximize its 

available headroom, this should not be construed as predatory pricing. SDG&E 

recommends that any policy regarding competition must exist to protect competition 

and consumers, rather than particular competitors. SDG&B observes that the rate freeze 

should eliminate concerns regarding predatory pricing. Predatory pricing is defined in 

this context as a market power concern arising from a hypothetical possibility that a 

seller with large market share would sell below variable cost in order to drive 

compelitors (rom the market. At that point, the seller would recoup its losses by 

charging exploitative high prices. If there is no ability to re(oup lost profits by 

subsequent high prkes, consumers would not be damaged and would benefit from the 

period of low bidding into the Power Exchange. Furthermore, SDG&E contends that, 

because of its small sizc, it lacks market power, other than local n'larket power in the 

San Diego Basin which would be mitigated by the proposed must-run contracts. 

ORA asserts that market power can result when costs that should be 

r('(overed in the marketplace arc in fact recovered through the transition cost 

mechanism. This ('ould lead to depressed bidding prices into the Power Exchange, 

leading to deflated market dearing prkes, which could then disadvantage other 

competitors. ORA believes that this potential also exists in the ISO market (or reliability 

services. Given that fewer producers will likely ('ompete in loca] areas (or reHability 

services, ORA contends that this is the more critical area. ORA recognizes that 

divestiture will mitigate many market power concerns in this area, but asks that the 

policy (or transition ('ost recovery for must-run units (most of which arc fossil) be 

established so as not to create or exacerbate any market power concerns. 

ORA suggests that to mitig.lle such market power ('onCerns in the ISO 

reliability market, no transition cost recovery should be allowed (or must-run units. 

ORA explains that the proposed Agreements Band C arc intended to grant (ull cost-of

service recovery, including sunk capital costs. lIence, if recovery of these costs is then 

permitted in the transition cost balancing account, there would be Hille incentive for the 

utilities to negotiate properly with the ISO. However, to conform to the requirements of 
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§ 367(c)(I), ORA would al10w transition cost recovery for must-run plants during the 

first 90 days on Agreement A while a switch to Agreement B is being sought. 

ORA urges us to require all non·must-run units to recover their going 

forward costs from the Power Exchange, as required by § 367(c). ORA recommends that 

while this is required by Jaw only for (ossil units, market power concerns prescribe that 

the going lonvard costs of hydroelectric and geothermal units which arc retained 

should also be recovered lrom the market. ORA also recommends allowing fransition 

cost recovery for Edison's uneconomic and reasonable fixed fuel and fuel transportation 

costs only to the extent that Power Exchange revenues do not cover an fixed and 

variable fuel, O&M costs, and administrative and general costs. 

FEA urges us to ensure that the transition cost balancing account not 

it\clude any costs which arc not spctifiCally required under AB 1890. Similarly, EPUC 

recommends that the proper standard to bear in mind in considering market power 

issues is that the market should be equal for all new market competitors, which cannot 

occur if utility assets are not at risk (or going forward costs consistent with the 

requirements of § 367(c). EPUC maintains that the utilities' proposed accounting 

mechanisll1s and safeguards with regard to must-run operating cost recovery would 

lead to market distortions. EPUC strongly [e<:ommends that we ensure tr.,nsition cost 

recovery for must-fun units only at the particular hours when the unit is providing 

local reliability h'oltage support and that othenvise such units not be permitted to 

distort the competitive market by bidding into the Power Exchange during non· 

constrained-on hours. EPUC "sserts that the utilities' (ossilunits represent marginal 

generation muth of the time and thercCore, if the units bid their actual operating costs 

these units would establish the Power Exchange dearing price. EPUC (ears that if must

run units can receive (ost reco\'ery through (r.lnsition cost recovery, this would result in 

the market dearing price being set by a lower-cost producer and recommends that these 

distortions be avoided by ensuring that the cosls o( those must·run units which the 

utility chooses to place at market risk should be barred (rom transition cost recovery. 

IEP explains that the rate freeze, the residual CTC calculationl and the 

existence of headroom all combine to create a strong incentive for the utilities to deflate 
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Power Exchange prices, which would then lead to dampened competition. 

Consequently, although the rate freeze protects consumers from high prices, IEP 

contends that they arc still harmed because if competitors arc drh'en from the market 

and new entry is discouraged, then~ wiJI be no choice among energy service providers 

after the transition period. This lack of compelition could then result in higher prices 

after the ratc freeze, because there will not be competition to ensure that energy prices 

are driven down to marginal costs.IEP asserts that despite the fad that FERC has 

jurisdiction over the market pm',leT issues brought before that agency in regard to 

establishment of the ISO and Power Exchange, we arc also obligated to consider these 

issues and their impact on competition. 

IEP asks that we consider its proposals (or market power mitigation in 

this proceeding, despite the tact that its prepared testinlony regarding divestiture and 

the establishment of a total cost bidding floor \, .. as stricken. IEP is not necessarily 

suggesting we adopt its proposed solutions in this proceeding; rather we could order 

divestiture or adopt a bid floor in a separate proceeding. We affirm that the AL] 

properly struck this testimony and we will not address IEP's proposed mitigation 

me.1sures in this proceeding. This procC'Cding is COIHplicated enough without 

considering additional complex issues that arc being addressed eJsc\\r'here and will be 

decided in other forums. Furthermore, on July 30, FERC issued an order providing 

guidance to the ISO tlnd Power Exchange governing boards and required the 

restructuring proposal to be refiled on August 15, 1997, along with various additional 

submissions, including various monitoring and mitigation proposals regarding market 

pO\\ter. (PERC' 61,128, mimco. at p. 1.) It would be premature to address these issues in 

this proceeding. 

9.5. DIscussIon 

\Ve fully support the idea that the linchpin of competition policy must be 

to proted competition and consumers, r.1ther than individual competitors. In order to 

ensure that competition exists and to proted the incipient competitive generation 

market, we mllst ensure that no greater competitive advantage is afforded the 
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incumbent utilities than any other competitor in the new market. As discllssed in the 

Preferred Policy Decision, we have adopted transition cost recovery for several vital 

reasons, including acknowledging the regulatory compact in existence at the time 

investment decisions were made, and this policy has now been mandated by law. In 

implementing this policy, however, we atc also compelled to ensure that we fostet 

conlpetition as the new competitive marketplace begins to function. It is (or these 

reasons that we address the interaction of transition ('ost ratemaking and market power 

conCerns. 

We arc disturbed by the idea of tracking all costs related to non-must-run 

and must-run units through the transition cost balancing account, whether various 

revenue credits arc applied to those costs or not. Our concern centers on the possibility 

of allowing recovery of going forward costs through transition cost (c<:overy, when that 

is conttary to the concept of fostering a competitive il\arkelplace and is specifically 

prohibited by law, with only limited exceptions. Although accounting (or such costs 

and revenues in men\orandull\ accounts is cutl\bersoJ'}\e, we ate pteparecl to require 

such tracking. The interaction of transition cost teCovery and market prices is significant 

and may be crilical to the successful operatiol\ of the marketplace. 

We have stated many limes that we wish to avoid administralive 

calculations of transition costs to the extent possible and prefer to rely on market 

mechanisms. We arc spurred in this regard by the legislature's affirmations that 

competition in electric generation is prefer ted to regulation because it will encourage 

innovation, efficiency, and better service from all market participants. (§ 33O(e).) ORA's 

discussion regarding the treahnent of excess revenues is important, although we 

disagree with its recommendations. \Ve agree that market revenues from all sources, 

that are in excess of costs should ultimately offsct transition costs. These revenue 
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sources include all revenues from the Power Exchange and the ISO, but may also 

include re\'enues from other markets, Of sources as may be determined in the future." 

On the whole, we agree with 1'G&E's approach, with certain 

modifications. \Ve direct the utilities to establish separate memorandum accounts for 

non-I)\ust·run and for must·run plants. For the non-must-run plants, we will track the 

difference between costs and market revenues on a monthly basis. Any excess revenUes 

will be credited to offset transition costs on an annual basis, in the foHowing fashion. 

The revenues will be tracked in the memorandum account on a monthly basis and will 

be available to appl)t to costs incurred in other months. Any excess revenues accruing in 

a particular month will earn the reduced transition cost rate of return, fdthet than the 

comn\ercial paper rate. \Ve recognize the utilities' concerns that monthly postings of 

excess revenues to the transition cost balancing account could impact the recovery of 

costs incurred during plant outages when there may not be revenues to offset these 

costs. An annual crediting to the transition cost baJancing account of any excess 

revenues addresses such concerns. At the same time, applying the reduced rate of 

return to these revenues is appropriate because this higher interest rate compensates 

ratepayers fOf carrying costs associated with transition costs that would otherwise have 

been tcdth~ed through ntonthly postings. No interest rate Of rate of return \\o'j)l be 

applied to an}' debit balances in that aC(Ollilt. 

PG&E, Edison, and SOG&E should establish a Power Exchange Revenue 

Memorandum Account to track actual going lonvard costs on a pJant·spedfic basis. 

PG&E has proposed to use this approach [or fuel costs, but to base olher operating cosls 

on revenue requirements adopted in 0.97·08-056. \"e prefer a more accurate approach. 

Information regarding oper.ltions should be readily available. lhe utilities should then 

17 FOr exampJ(', currentJy pending before FERC arc proposed ISO and Power Exchange tariffs 
for various markets, which wi1l produce rc\,enucs from SuppJementary Energy Bids, Ancillary 
Service Bids, Adjustment Bids «(or (ongestion management), .loti Imbalance Bids. If approved 
b)' FERC, thesc rcvenucs, or rcvcnues (rom any other such as ISO or Power Exchange auctions 
approved by FERC, must be tracked (or purposes o( transition (ost rC(ovNY. 
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credit the transition cost balancing account (or any excess market (evenues greater 

costs, including revenues from the ISO, Power Exchange and other retirement sources, 

as described above. If revenues are less than costs, no additional transition cost rcco\'ery 

is allowed .. consistent with § 367(c), not will any interest be al10wed on debit balances in 

this tracking account. 

In 0.97·09·048, we determined that the costs of capital additions incurred 

after January 11 1998 should be recovered from market revenues, rathec than through 

transition cost rccovery. \Ve have an owed limited ex post facto reasonableness reviews 

of these expenditures for transition cost recovery if and only if the (olIowing four 

conditions arc met: I) the capital additions were made to ISO-designated must-run 

units and were necessary to continue operating the must-run unit during the transition 

(through December 31 .. 2001), 2) the capital additions were cost-e((edive con\pared to 

other options (or maintaining plant operations through the transition and compared to 

other resOurces available to the ISO for system reliability, 3) the final ISO contracting 

options approved by FERC did not include provisions that would allow utilities to 

negotiate recovery of these costs and 4) the costs of capital additions could not be 

recovered in market prices for energy or ancillary services. Furthermore, we have 

determined that the ISO contracts aJford the utilities the opportunity to recover the 

costs of capital additions nC('ded to maintain system reliability. EstabHshing a 

procedure (or this recovery at this Commission would be inefficient and could also give 

the utilities a competitive advantage over other providers of must-TUn units and thwart 

our objective of creat ing a level playing field. 

Similar principles apply to recovery of operating costs. These contracts 

did not exist when AB 1890 was Signed into law. The contracts have been proposed to 

FERC to ensure that the reliabilit)' of the grid will not be compromised. To the extent 

the ISO limits payments to plants or units providing reliability support, we do not agree 

that the utilities have the right to seck r('('overy o( additional costs through the 

transition cost balancing account. Given the jurisdiction of FERC over the ISO, and the 

fact that FERC has allowed the ISO to make these determinations .. the amounts paid 

according to the ISO agreements should be considered sufficient to provide for the 
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availability of resources to meet must-run needs related to reactive power and voltage 

support; therefore, in genera., there should be no additional recovery of operating costs 

through the transition cost balancing account. 

\Ve do not think that Agreement A should necessarily be subject to the 

§ 367(c)(1) exception. Rather, we are persuaded that under the proposed Contract A, the 

ISO is paying for a pro rata share of the fixed costs of a competitive plant, as well as (or 

its variable costs when the plant is called upon by the ISO [or must-run purposes. This 

merchant plant is expected to recover its other costs in the marketplace. \Ve must 

presume that the variable costs paid by the ISO for these purposes must be suUicient to 

recover the operating costs for those units nceded for reactive power/voltage support 

at particular times. It is possible that under Agreement A, the utilities will not recover 

all operating costs related to reactive power/voltage support. Rather than seeking 

transition cost reco\'ery, however, one solution is for the utility to negotiate ,\·ith the 

ISO to move to Contract B. Agreement B provides specifically for recovery of fixed 

costs, which include sunk costs; thcre(ore, to the extent that sunk costs are recovered 

through ISO rcvcnues, there should certainly be no duplicate recovery through 

transition cost recovery. We agree with CIU that because Agreement C does not altow 

for market-based rates and is cost-of-service based, § 367(c)(1) would not allow recovery 

of operating costs (or plants covered by Agreement c. 
Certainly, the onl)' instance in which we would even consider transition 

cost recovery (or must-run plants is (or those particular units operating at those 

particular times when the p)ant is actually called upon (or reactive power/voltage 

support (and not any other "must-lUn" purpose), and the ISO contract has not provided 

recovery of operating costs, and the units are otherwise authorized to recover market

based rates. Therefore, while the task may be complicated, we must ensure that we can 

dearly track and distinguish the costs for those units designated by the ISO as necessary 

to operate at particular hours (or reactive power/voltage support (rom lInits designated 

as must-run for any other purposes, in order to allow operating cost recovery for those 

units the guidelines of § 367(c)(1). The utilities will have the burden of dearly 

dislinguishing and demonstr.lling particular reasons for a plant being operated (or only 
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reaclivc power/voltage support, consistent with the other criteria described in the 

statute. \Ve will consider such recovery only for these units on Agreement A during the 

first 90 days of the transition period. 

\Ve are reluctant to flow these costs and revenues through the transition 

cost balancing account, because of the potential for double counting, despite Edison's 

assurances to the contrary. Instead, we prefer PG&E's proposal and direct each utility to 

establish an ISO Revenue Memorandum Account (or its must-run plants and to track 

market revenues, as described for the non-must-run plants. \Ve will review the 

memorandum accounts and their ultimate transfer to the transition cost balancing 

account, if appropriate, in the annual transition cost proceedings. This review process 

will provide the utilities with the assurance that, to the extent that uneconomic costs 

and operating costs of must-run units on Agreement A are not covered by ISO and 

other market revenues, they will have the opportunity to present and clearly prove the 

reasonableness of these costs to this Commissioll. 

However, \\'e do not agrcc with ORA that transition cost recovery of sunk 

costs for must-run units should be precluded. It is not dear that the ISO Agreements 

will provide lor recovery of all sunk costs, although certainly a portion of sunk cost 

recovery will occur. In essence, the proposed contracts will alJow for the "c(onomic" 

depredation and return on investment of these plants. \Ve will account for this by 

crediting excess revenues to the transition cost balancing account. 

FERC has accepted the pro forma Must-Run Agreements on an interim 

basis, but requires the ISO to file revised Agreements by October 31, 1998. These 

revisions include clarifications and modifications to Agreements A, B, and C. (Pacific 

Gas and Electric Company el al., 81 FERC ~ 61,122, 1997, mimeo. at p. 257.) These 

memorandum accounts will allow the necessary tracking to occur so that any required 

modifications to our procedures can be exccuted eHiciently and easily. 

One purpose of the memorandum accounts is to tr.lck the going fonvard 

costs and market revenues for particular assets and to verify that market revenues 

which are greater than costs are credited appropriately to the transition cost balancing 

account. Pursuant to the guidelines established in 0.97-06-060, the transition cost 
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balancing account will track current costs eligible for transition cost recovery, including 

scheduled amortization. The transition cost balancing account also tracks eTC 

revenues, the market revenues related to a particular asset less going forward costs, as 

discussed above, and market valuation credits. 

In addition, we will estabJish procedures to complete the market valuation 

process as early in the transition period as possible. All generation assets owned by the 

utilities must be market valued by December 31,2001, consistent with § 367(b), by 

divestiture, appraisal, or other form of sale. Nothing in the legislation, however, 

precludes us from requiring that this market valuation occur be(orc that date. Early 

market valuation will ensure that the transition to a competitive generation market is 

completed as expeditiously as possible. 

Initiating the market valuation procedures early in the transition has at 

least two important advantages. First, n'arket valuation gh>cs us the necessary 

information regarding economic and uneconomic costs for these assets and will assist 

us in ultimately determining both the final amount of transition costs allowed for 

generation plant assets and when the rate freeze can end. Second, once market 

valuation occurs and the rate freeze ends, it will no longer be necessary to track eXcess 

revenues accruing (rom market revenues. 

Divestiture proceedings are well undenvay (or PG&E and Edison. Edison 

plans to divest 100% of its gas-fired fossil plants and will retain its hydroelectric and 

coal plants. PG&E has now pledged to divest 100% of its fossil and geothermal plants. It 

is equally imporlc'tnt to develop apprais.11 procedures (or those plants which are 

retained by the utilities. \Ve will initiate this proct.'-Cding by requiring PG&E, Edison, 

and SDG&E to lite appliccltions by March 2, 1998 which identify the plants they plan to 

relain, proposed guidelines for apprclisal, .lnd a proposed procedural schedule (or 

addressing these issues. 

The January 1, 1998 entries to the tr,msHion cost balancing account should 

be based on recorded plant, depredation reserve, and deferred tax balances as of 

December 31, 1995, to maintain consistency among entries and related accounts. In 

other words, the net book value as of December 31, 1995, of eligible plant categories will 
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be amortized over the 48-month transition period according to the gUideJines 

established in D.97-06-060. These amounts will then be trued-up for 1996 and 1997 

capital additions, because such additions will be reviewed in a separate proceeding. 

Adjustments and true-ups for depredation will occur in the annual transition ~ost 

proceeding. These recorded rate base amounts will be based on eligible recorded plant, 

net of accumulated depreciation and recorded inventory balances, adjusted for 

accumulated deferted taxes. The initial recorded rate base balances will reflect the 

amortization of uIlC(onomic plant, based on the 4S-month schedule adopted in 

0.97-06-060. As proVided {or in that decision, assets should not be depredated below 

market value, which will aCCOUl\t for recovery of the economic portion of the 

depreciation in the marketplace. Amortization schedules should be recalibrated, as 

necessary. As the divestiture procccdings progress, many of our concerns regarding 

must-run plants will be eliminated through the market valuation pr()(ess. The utilities 

may adjust the transition cost balandng account when assets are sold or market-valued 

to reflect the actual costs on the books. It dC(isions regarding capital additions are 

issued after the sale of a plant, the transition cost balancing account will be adjusted to 

reflect the outcome of those proceedings. 

Because we have prescribed various guidelines in D.97-06-060 regMding 

order of recovery and acceleration, we arc not as concerned about capturing the 

economic value of depreciation through the market. \\'hile we have determined that the 

net book value is eligible (or recovery at the beginning of the transition period, we have 

also stated that each asset should be depreciated to its market value, but not below, and 

that recalibration of the amorlization may then be necessary. 

10. Transition Cost Audit 

In response to an Assigned Commissioner Ruling issued August I, 1996, the 

Commission Advisory and Compliance Division (predecessor to the Energy Division) 

coordinated the selection of an independent auditor to establish the net book value of 

the non-nuclear generation assets and other transition costs, as a starling point in 

determining the tr.msition cost estimates. Mitchell & Titus, LLP and the Barrington-
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\Velles]ey Group, Inc. were engaged to per(orm the audit and produce a report, 

II Agreed-Upon Spedal Procedurcs Review of Unrecorded Sunk Costs and Futurc Costs 

(or PG&E, Edison, and SDG&E. This report was filed and served on March 21,1997. Thc 

auditors issued an audit opinion on the recorded sunk cost balances of transition costs 

reported by the com panics as of December 31, 1995. The audit opinion (or each utility 

was qualified with respect 10 inventory balances, because of the auditors' inability to 

observe physical inventories on December 31,1995. In addition, for PG&E, the audit 

opinion as of December 31, 1995 was qualified (or the Westem Area Power 

Administration (\VAPA) regulatory asset balance of $137.1 million bccause of a scope 

limitation due to insufficient supporting information being provided by PG&E. The 

audil opinion for PG&E was also qualified for the QF Buyout regulatory asset account 

balance of $165.1 million, because approval is pending before the Commission. Other 

than these exceptions, the audit opinion for the recorded sunk cost balances as of 

December 31, 1995 was unqualified. Certain inlmaterial errors were identified al PG&E 

and Edison which did not result in a qualifkation of the audit opinion. 

The auditors also reviewed unrccorded sunk costs as of December 31, 1995 and 

(uture cost balances projected as of January 1, t 998 and presented a report on these 

balances. The auditors questioned various costs of each utility in the (ollowing 

c<ltegories: 

1. J\8 1890 definition: The category includes costs questioned by the auditors 
because thcy arc not in strict compliance with AB 1890. 

2. Con'mission approval: The category indudes costs incurred prior to 
December 20, 1995 that arc not included in rates and havc otherwise not been 
approvcd by the Commission. 

3. Estimates and Assumptions: This C<ltCgOry relates primarily to future costs, 
which were questioned because they were either based upon spC<'ulati\'c 
assumptions or bec.lUse the auditors could nol adequately tcst the company's 
estimates. 

4. Inadequate support: These costs arc questioned because the company did not 
supply the in(ormation necessary to test the amounts included in the 
transition cost filing. 
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5. Company adjustments: This category reflects adjustments proposed by the 

company based upon information which became available after the date of 
the transition cost filing. 

6. Accounting problems: lhis category represents (osts which are questioned 
becau5C of accounting errors or other reporting problems. 

The (ollowing table shows the results of the auditor's re\'iew: 

Summary of Questioned Costs by Category 

(Dollars in Mi1lions) 

DrsuipUon PG&E Edison SDG&E Toill 

Amolll1l Flcotdtd ol111rt 
TransitiM COSI Statiml111 $ }S,193 $ H.B9 $ 3.S21 $ B,IS3 

{ttm. 1101 olll1roriud IpaijicoltJ 
ill A8 /390 S 91 $ M $ 19 $ 19 .. 

Ittl'U Laclil1! Commiuion 
ApPTlH'al $ 81 $ 632 $ $ 713 

IttM. ,"al uid qlllSliona6tt 
EllimaUs .{ AUwl1tpli"ns $ 1.516 $ 2.3U $ 24 $ l.SSl 

tums latlillt tldtqllall $lIppoII 
$ 1.917 $ ...... $ 10 $ 2,l11 

Adjustmulls hfadl 6,1111 Utili/its 
$ $ $ (}) $ (}) 

AccoulII Probltms $ 496 $ $ $ 496 

Total QlltstiOllat./t /ltm. $ 4.102 $ 3.4S3 $ 10 $ 1.625 

Adjusltd Trallsitioll Cosl 
Stalimtlll AmoulIl $ 31.291 $ 30.786 $ 3.451 $ 6S.S28 

The auditors question $7.6 billion, or apprOXimately 10%, of the utilities' total 

transition cost cstin'at('s. As a whole, the audit report has served its purpose of 

providing the audited net book value for transition (ost recovery as of De<ember 31, 

1995 and we accept these balanc('s as the starting point for transition (ost recovery, 

recognizing that as proceedings arc completed (or capital additions (or 1996, 19'97, and 

the first three months of 1998, these net book value amounts will be adjusted. lVe 

address particular (ost categories (or starting points as of January I, 1998 in relcvant 

sections throughout this decision. lVhilc the auditors questioned the eligibility of 

certain cost categories and accepted the eligibility of others, It is up to this Commission 

to make those determinations. The audit report addressed certain cost categories which 

will not be considered in this decision, including capital additions, QF contract 
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restructurings and buyouts, employee-related transition costs" and reslructuring 

implementation costs. 

The utilities responded to the audit report on April 101 1997. In generall PG&E1 

Edison, and SDG&E find the audit findings thorough, accurate, and reasonable. To the 

extent that costs arc questioned because eslimates have been used, the utilities explain 

that it is the actual cosls which arc relevant. The auditors' findings regarding 

questioned cost categories are discussed in the pertinent topic area throughout this 

decision. Edison recommends that, in the future, any similar audits allow (or the 

opportunity (or a factual review prior to the issuance of the audit report. \Ve agree that 

this is a desirable step which should be undertaken to the extent possible, gh'en the 

time constraints involved in various proceedings. 

PG&E requested that a supplemental report be issued regarding its \VAPA 

regulatory assets, QF buyout regulatory asset, and hydroelectric negative net salvage. 

This request was granted and the supplemental exhibit was filed on June 27, 1997. 

PG&E filed comments on this supplemental report on July 7,1997. These audit findings 

and PG&E's responses arc addressed in the relevant sections below. 

ORA recommends that a regulatory audit be performed for non-nuclear 

generation sunk costs being considered lor transition cost recovery. \Ve are satisfied 

with the audit procedures, which W('Ie performed in accordance with the directives of 

the ACR issued on August 1,1996, and with the scope o( the audit as outlined in the 

auditors' workplan in Exhibit 44. No additional regulatory audit is necessary. 

11. Fossil Gen~ratlon Transition Costs 

11.1. Fossil Generation Rate Base and Net Book Value 

Each utility has presented an estimate of net book value 01 its various 

generation plant assetsl as of January I, 1998. The estimatc'S of net book value or net 

plant in service include amounts which have been verificd as 01 December 31, 1995 and 

lorecast for January 1, 1998. \Vc are not addressing capital additions in this proceeding; 

therefore, Ihe final net book value amounts as 01 January I, 1998 will be trued-up upon 

completion of reasonablen('ss revicw 01 the capital additions (or 1996 and 1997. The 
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majority of thes(' costs are uncontested. Parlies generally do not dispute capital 

investments related to net plant in service, but disagree regarding the treatment of 

certain rate base items and regulatory assets that must be categorized either as sunk 

costs or as going lorward costs. 

11.2. MaterIals and SupplIes InlJentory 

Each utility has included a request lor transition cost recovery related to 

its investment in materials and supplies inventories associated with the generation 

function, which PG&EJ Edisorli and SDG&E categorize as an clement of sunk costs. 

Generally I n\aterials and supplies inventories include stores of materials and supplies, 

such as spare parts at power plant sites and storage facilities. Materials and supplies 

inventories are a component of rate base, and the utilities earn the authorized rate of 

return on their net investment in this inventory. As individual inventory parts are USed, 

they are either expensed or capitalized and depredated, depending on the particular 

usc and dollar aMount involved, and the utility rec'OVets its investment. 

The utilities request the following amounts as of January 1, 1998: 

PG&E $13.947 million 

Edison 

SDG&H 

11.2.1.Thl) UtlllUes 

$39.387 million 

$10.635 n,HUon 

PG&E classifies materials inventory by material classes, of which 

certain classes are specifically related to generation and which PG&E has assigned to 

(ossil power plants. Hydroelectric materials were assigned to watersheds based on 

inventory location, which were mapped to FERC licenses. In A.96-08-001, PG&E 

requested tr"nsilion cost recoyery of$14.214 milJion as of {)c(ember 31, 1995. In A.96-

08-072, PG&E requested transition cost recovery of $13.947 million as of January 1,1998. 

As stated in Exhibit 35, the cnd-of-year 1995 and eyen the forecast January I, 1998 

materials and supplies inventory balances are not relevant, because the amount that 

PG&R will seek to rCCoyer as transition costs Is the above-market costs associated with 

materials and supplies invcntory (or a given plant at the time of its market valuation. In 
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other words, PG&E propoS('s that the market valuation process determine both the 

level and value of above-market materials and supplies inventory, if any. PG&E states 

that such above-market costs arc uneconomic by definition and therefore eligible for 

transition cost recovery. 

Edison explains that materials and supplies inventories are 

maintained for operation and maintenance of the company. Included in Edison's 

request arc a combination of materials and supplies inventories that can be specifically 

identified with non-nuclear generating units and a portion of those inventories not 

spedficcllly assigned, but supporting all of Edison's (unctions. Materials and suppJjes 

inventories may be stored at individual plant sites or at central locations. Edison 

requested transition cost recovery of $39.387 million as of December 31, 1995 and has 

not estimated any change in its request Cor transition cost recovery as of January I, 

1998." 

Edison agrees that any difference between the net book value and 

market value should be recoverable through the erc as a generation·telated asset. 

Edison proposes that recovery of the net above-market costs of materials and supplies 

inventories should be reflected in the market value on the datc o( divestiture or other 

market valuation. Edison therefore agrees that recorded amounts as of December 31, 

1995 and estimates as of January I, ]998 arc irrelevant for these purposes, as arc the 

audit findings. Edison contends that because shareholders fund the initial im'estment in 

materials and supplies inventories, these costs are no dUferent than any other 

gener.ltion·related costs addressed in § 367. Edison emphasizes that once market 

valuation occurs, replenishment of materials and supplies inventories is a going 

forward ('ost, i.e., a component of oper.'tion and maintenancc costs _,s addressed in 

AD 1890. 

It Exhibit 115 clarifies that in its February, 1997 update to 1\.96-08-071, Edison revised its request 
for transition cost rccovery for materials and supplies inventories by approximately $1 million, 
to $40.3-19 miJIion. I {owevcr, excluding .1996 and 1997 capital additions and rdated ifcn\s, the 
January 1,1998 amount requested is $39.387 million. 
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SDG& E sla tes that the materials and supplies inventory balances 

address the cost of materials and supplies currently in inventory, purchased (or use in 

the generation business (or construction, operation, and maintenance purposes. SOC&E 

requests rc<:overy of materials and supplies inventories as recorded on December 31, 

1995 of $10.635 million. SDG&E has not changed its request (or recovery as o( January I, 

1998, and explains that this amount wiJI be updated to reflect the recorded balance as of 

December 31,1997. Contrary to PG&E's and Edison's proposals, SDG&E recommends 

that amortization of the December 31, 1997 recorded book balance of materials and 

supplies inventories should be completed by way of the 4S-moJ\th straighllirte 

amortization described in D.97-06-060, beginning January 1,1998. \Vhether materials 

and supplies inventories are uneconomic or not should be addressed in the market 

valuation process, with an appropriate true-up to the transitiOn cost balancing account. 

SDG&E bcliev('s that materials and supplies inventories will be accounted (or as part of 

the market valuation process, but likely not as separate items. In addition, SDG&E 

believes that the likely market value of these inventories is closer to zero than to the liet 

book valuc, because each o( these components is relatively unique and not readily 

available. SDG&E does not oppose the auditors' recommendation to use the verified 

December 31, 1997 balances as a starting point (or transition (ost recovery and 

amortization, beginning January 1,1998. 

11.2.2.Audlt Report Recommendations 

As stated in Exhibits 45,46, and 47, the auditors found that a 

qua1ified opinion was necessary for the requested transition C05ts as of De<:ember 31, 

1995, for I'G&E, Edison, and SDG&E, be<:ause the auditors were necessarily unable to 

observe the physical invcntorics of that date. The auditors question the costs as of 

January I, 1998 because of the qualification as of December 31, 1995. The auditors were 

unable to salisfy themselves as to the viability and realizability of these balances 

through altemativc auditing procedures; however, the auditors also state that they arc 

not aware of anything that would cause them to believc that these amounts are 

materially misstated. TIle auditors recommend performing additional verification of the 
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materials and supplies ilwentories balances prior to their acceptance as transition costs 

eligible for recovel)' through the CTC. The auditors believe that since § 367 provides {or 

the recovery of generation-related assets that were in rates as of December 20, 1995, the 

verified uneconomic costs of materials and supplies inventories are eligible for 

transition cost recovery. 

11.2.3.lntervenors 

ORA rtxommends postponing the decision on eligibility of 

materials and supplies inventories pending divestiture. While ORA is inclined to 

recommend excluding these inventories from transition cost recovery as going fonvard 

costs, it recognizes the possibly uneven treatment inherent in divestiture. 

TURN recomnlends not allowing recovery of materials and 

supplies inventories not be allowed through the transition cost balancing account. By 

allowing recovery of the inventory balances as of December 31, 1997 (i.e., ensuring that 

these amounts are amOrtized over the transition period, even if trued up for market 

valuation), TURN believcs, the Commission \,,'ould require ratepayers to pay {or assets 

which are being expensed or capitalized when used and then allow the utilities to 

replenish these inventories at ratepayer expense wilh no review. TURN believcs that 

inventory book and market values will be dose to idenHcal. Furthermore, TURN 

contends that decisions to replenish in\'entories made after January 1, 1998 arc going 

forward costs. If transition cost recovery is allowed, market valuation should be 

required on January 1, 1998. Any unamortized uneconomic costs should recei\'e the 

reduced rate of retum the Preferred Policy Decision adopted for generation assets 

eligible (or transition cost reco\'ery. Alternatively, TURN proposes that the verified 

December 31, 1997 unamortized balance should receive the authorized rate of return, 

with subtractions to that balance as components are used, or as plants are sold with 

their inventories, with no additions for replenishment or amortization of unused 

balances. 

FEA recommends that materials and S\lppJi~ inventories are going 

forward costs and therefore, should not be recoverable as tr,lnsition costs. To allow such 
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recovery (or the January I, 1998 balances (or the investor-owned utilities raises 

competitive ad\tantage concerns, because competing generators must recover these 

costs through the market. I~EA states that § 367 provides (or the recovery of the 

uneconomic costs of all generation-related assets that were in Commission-approved 

rates; therefore, materials and supplies inventories represent a cost category that is 

eligible (or transilion cost recovery. PEA further states that while the cost category may 

be eligible for trdnsition cost recovery, it is premature to allow recovery. FEA doubts 

that sunk inventory costs are uneconomic, since it anticipates that when market 

valuation OCcurs, the market value wm equal the net book value of these assets. FEA 

agr~s with the auditors' recommendation to exclude that the December 31,1997 

balances (rom transitton cost re(overy until they are verified. 

FEA also questions Edison's esHmates of materials and supplies 

inventories as of December 31, 1995, asserting that this balance represents a 170% 

increase from 1994, and recommends that the Commission require Edison to explain 

and justify this large increase. 

CIU recommends that the non-fossil plants' materials and supplies 

inventory balances be verified and market valued as of December 31, 1997. The 

unc<onomic portions should be recoverable as transition costs. Thereafter, all materials 

and supplies in hwentory that are used must be replenished at each utility's costs and 

treated as going forward costs, with rccovery only from the market. 

Becausc § 367(c) specifically excludes the cost of operating and 

maintaining the fossil generation units as a going (onvard cost, EPUC recommends that 

fossil materials and supplies im'entories should not be recovered as transition costs. 

Because these costs would be the shareholders' responsibility, the proceeds from 

divcstiture or market valuation should also flow to the sharehOlders. Similarly, EPUC 

recommends the carrying costs on the unamortized balance of materials and supplies 

inventory is a going forward cosl which must be recovered solely from the market 

re\'enues. 
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11.2.4.Dlscussfon 

As of January 1, 1998, the materials and suppJies inventories are 

going fo(\vard costs and reflect one component of doing business in the competitive 

generation market. It is not appropriate to aUow the utilities to carry forward existing 

materials and supplies inventories into the new market, which would confer 

unnecessary competitive advantages on the utilities and could arguably raise market 

power concerns. There is no reason that materials and supplies inventori('s should earn 

a ratepayer-funded rate of return until market valuation occurs. In 0.97-05-0881 we 

determined that there was substantial potential for double rccovery for materials and 

supplies inventories related to Diablo Canyon. Our concerns have not been allayed. As 

mat('rials and supplies inventories arc consumed, such components arc either expensed 

or become part of capital expenditures. We pr('(er not to establish compJicated tracking 

mechanisms to distinguish between materials and supplies inventories and capital 

expenditures. 

All parties agree that materials and supplies inventories should be 

accounted for as part of the market valuation process; the question is when that 

valuation should occur. PG&E agrees that replenishment of materials and supplies 

inventories after January I, 1998 is a going forward cost. Edison states that 

replenishment of materials and supplies after market valuation is a going fonvard (ost. 

The fact that Edison and PG&E have proposed to divest such inventories atong with 

associated plant is reasonable and fulfills our intent to ensure that the highest possible 

market valuation can be obtained. To the extent that such components will be divcsted 

with the associated plant, the auction price should account for this. In general., we 

expect that market and book v.,lue should be VNy dOSC'1 although it may be difficult to 

distinguish the overaJt bid into various components. 

\Ve witl not defer our dedsion on eligibility as ORA suggests. If 

dh'estiture is not completed by December 31, 1997, which we recognize is likel)" we 

find that the materials and supplies inventories should be market valued as of 

December 31,1997, or as dose (0 that dale as pOSSible, i.e., a physical inventory shall be 

undertaken with an assessment of the fair market valuc of the inventory components. 
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Appraising the materials and supplies inventories as of December 31, 1997, to the extent 

these components are not yet divested, is reasonable because we expect that market and 

book value should be reasonably close and that an uneconomic component is unlikely. 

However, '\'e will allow the difference between market and book costs for materials and 

supplies inventories to either be debited or credited to the transition cost balancing 

account. This approach allows market valuation pr~edures for divestiture and 

transition cost recovery to be cohesive. It is a far different and simpler undertaking to 

appraise the market value of various pi('('es of equipment, than to appraise a power 

plant. The utilities should report the market value of the materials and supplies 

inventories in the appraisal applications, due on March 2,1998, which is subject to 

scrutiny by parties and this Commission. As of January I, 1998, materials and supplies 

inventories for fossil plant assets are going forward costs, which should be excluded 

from transilion cost recovery, consistent with the intent of AB 1890. 

Alternatively, the utilities may deem the book value of the 

De('ember 31, 1997 materials and supplies balances to equal their market value. In this 

case, the utilities should track the difference between the physical inventories existing 

as of December 31, 1997 and the physical inventories existing as of the date of actual 

market valuation. Changes in inventory levels are going forward costs and are not 

eligible for transition cost recovery. 

11.3. Fuellnvent()rles and Fuel Olllnvent()fles 

Fuel oil inventories are maintained in tanks at eath power plant site, as a 

back-up fuel source in the event that natural gas becomes unavailable. Each of the 

utilities seeks transition cost treatment of fuel oj) inventories, as either sunk costs or as 

generation-related assets which were being colkctcd in Commission-approved r.ltes as 

on December 20,1995. In addition, Edison maintains fuel gas inventories, associated 

with specific units, as needed (or winter reliability, load balancing, and to prOVide 

portfolio fleXibility. Edison also maintains coal supplies at the Mohave and Four 

Corners generating stations as active working inventories and emergency on-site 

inventories to maintain system reliability. 
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The utilities estimate the following amounts to be eligible for recovery as 

of January I, 1998: 

PG&E 

Edison 

SDG&E 

11.3.1. The Utilities 

$28.9 million: fuel oil inventory 

$68.8 million: fuel oil ilwentory 

$34.7 million: gas invcntorics 

$9.6 million: coal invcntories 

$13.3 million: fuel oil inventory 

PG&E requests $40.734 million to be recovered as transition costs as 

of December 31, 1995 and forecasts $28.493 million to be eligible for ('('overy as of 

January I, 1998. PG&E recommends recovering only the uneconomic portion of the fuel 

oil inventory balances, as determined at the time of market valuation. PG&E believes its 

forecast of (uel oil inventories is reasonable, as it has been reviewed by the Commission 

in D.96-12-080, which adopted a Dt?<ember 31, 1997 (orec~lst of fuel oil inventory. PG&E 

believes it would be imprudent to bum these inventories down to lero or to sell them 

(or other uses, although PG&E rccognizes that it is likely to burn some of Us current 

inventory. Furthermore, PG&E contends that it is the actual balanc('s recorded during 

the transition period which will be used to determine the amount to be recovered as 

tr.losition costs. PG&E recommends verHying the actual balances as part of the market 

valuation process. 

Edison requests transition cost recovery related to fuel inventories 

of $1 13 million as o( ()c(ember 31,1995 and January I, 1998. Of this amount, $68.8 

million is for fuel oil, $34.7 million is (or gas inventories, and $9.6 million is (or coal 

inventories. Edison recommends postponing that any decision on the disposition of fuel 

oil inventory (or at least 18 months, to enable the Commission or the ISO to conduct a 

study on the ne('d for continued back·up (uel oil inventory. In the interim, Edison 

proposes to retain ownership of the (uel oil inventory and make such inventory 

available for sale at book value to neW pJant owners on an as-needed basis. Edison 

contends that the uneconomic portion of gas and coal inventories should be recoverable 
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through the tr.lnsition (ost balancing account on thc date of market valuation. 

Furthermore, Edisol\ has stated that as of January 1,1998, carrying (osts on fuel 

invcntories are going forward costs and therefore it is not proposing to recover these 

through transition cost treatment. 

SDG&E requests that $13.321 million be found eligible for 

transition cost recovery related to fuel oil inventorics, as of December 31, 1995 and 

December 31, 1997, and states that this amount will be updated to reflect actual 

numbers recorded as of December 31, 1997. SDG&E agrees that the economic or 

uneconomic determination of these assets should be made as part o( the market 

valuation process. Pursuant to the current ratemaking process, SDG&E recommends no 

amortization ()f these assets as sunk costs, but rather that the recorded monthl}' balances 

cam the 3-month commercial paper rate as carrying costs. 

11.3.2.Audit Report Recommendatrons 

Similar to its rCCOIl1nlendations for materials and supplies 

inventories, the auditors have issued a qualified opinion for PG&E, Edison, and SDG&E 

as of December 31, 1995, because they agree with the eslimates in theory, but obviously 

could not participate in a physical inventory count and assessment of realizability. 

Again, nothing came to the auditors' attention that would cause them to believe that 

these estimates are materially misstated. The auditors recommend making a physical 

count and assessment of realizability be made at year-end 1997 to verity actual 

amounts. The auditors believe that since § 367 provides for the re<:overy of generation

related assets that were in rates as of De<en\ber 20, 1995, the verified uneconomic costs 

of fuel inventories and fuel oil inventories arc eligible (or transition cost recovery. 

11.3.3.1ntervenors 

ORA supports PG&E's proposal to determine both the book and 

market value of its fuel oil inventories at the Hme of divestiture. ORA also supports 

SDG&E's proposal to record the carrying charges associated with current inventory 

levels at the 3-month <:ommercial paper rate until the plant undergoes market 

valualion, rather than amortizing its fuel oil inventory balances over the 48·monlh 
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transition period. ORA recommends that unl('ss needed (or reliability purposes, which 

will be confirmed by the ISO, fuel inventory levels should be verified by physical 

observation at the same time these assets are market valued, and that the difference 

between market value and book value be included in the transition cost balanchlg 

account. ORA has clarified its position that carrying charges will be aHowed for 1998 

only, which will allow the ISO time to make this assessment. 

ORA re<ommends allowing Edison's requested recovery (or gas 

and coal inventories, based on a market valuation of these inventories as of 

December 31,1997, which ORA claims will be relath-ely sin\ple (ompared to market 

valuing power plants, at least for gas inventories. Replenishn\ent o( inventory levels 

after January I, 1998 would not be eligible for transition cost re<overy. ORA declares 

that deferring n\arket valuatioI'\ of these inventories until the associated plant is either 

market valued or sold would allow changes in inventory levels after January I, 1998 to 

receive transition cost treatment. ORA contends that for gas inventories, unit prkes are 

available and easily determined on the open market. 

\Vhile admittili.g that valuing the coal inventory is mOre complex, 

because there is )\0 easily determined market price, ORA disagrees that its market value 

is zero just because of the diffi(lilty of transporting it to another site. ORA agrees with 

TURN's overall policy principle that if a plant is ~onomic, none of its components 

should be found uneconomic on a piecemeal basis. Therefore, only if the coal plants arc 

found uneconomic in comparison with the Power Exchange, and ultimately, upon 

market vahtation, could the coal inventory be found uneconomic. ORA asserts that the 

value of this inventory will be reflected in its fair market value; i.e., if inventory is 

larger, the new owner should be wiUing to pay n,ore since acquisition of the inventory 

reduces future fuel costs. Thus, the regulatory appraisal proposed by ORA should 

reflect an arms-length transaction, rather than what might occur if the coal cannot be 

moved. 

TURN states that fuel oil inventory recovery is an exception to its 

proposal that all costs associated with fuel inventories should be excluded from 

trimsition cost eligibility. TURN agrees that, for 1998 only, the decision on recovery of 
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fuel oil inventories should be deferred and that the utilities should be aUowN recovery 

of carrying costs in the transition cost balancing account at the commercial paper rate, 

pending an ISO decision on the need for fuel oil inventory. TURN further recommends 

that gas inventories and coal jn\'cntorics should not be eligible for transition cost 

recovery, because market and book values should be very close, and because 

replenishment of inventori('s after January I, 1998 is a going forward costs. 

Alternatively, TURN recommends that if eligibility is allowed, these assets should be 

market valued 01\ January I, 1998, subject to a review of prudencel with the commel'cial 

paper rate applied to any difference between market and book values which is booked 

to the transition cost balancing account. This is the current approach under the Energy 

Cost Adjustment Clause (ECAC). 

FEA maintains that fuel inventories should not be allowed 

transition cost recovery until the Con\mission is satisfied that the December 31 1 1997 

balances are reasonable, are urtffonomic, are not going forward costs and that allowing 

recovery of these costs would not ~onfer a competitive advantage on the utilities. In 

generat FHA asserts that such costs are going forward costs and recovery would 

therefore violate the standard of con\petilive neutrality. 

CIU recommends excluding fuel and fuel oil inventories from 

transition cost recovery as of January I, 1998, because these costs are not part of fossil 

capital investment, therefore, these costs are going forward costs. In Exhibit 100, CIUts 

witnrss Barkovich testifies that the "most important consideration seems to be whether 

these fuel oil inventories arc part of the 'fossil capital investment,' and thus a sunk cost 

to be recovered or whether they arc '(uel and (uel transportation costs.'" CIU believes 

that these inventories are related to (ud alld fuel transportation costs and arc exduded 

from recovery by § 367(c) as going fonvard costs. CIU asserts tha t if § 367(c){2) is found 

to apply to Edison's future fuel oil costs, Edison may be allowed to recover such costs. 

EPUC states that § 367(c) spedfically excludes thr cost of fuel and 

fuel transportation for fossil generation (rom transition cost eligibility. Therefore, EPUC 

rc<ommcnds that fuel inventories arc not permitted to be recovered through the 

transition cost balancing account, nor arc carrying costs recoverable. Because fuel 
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inventories arc the soJe responsibility of the utilities' shareholders, the gain on any sale 

at divestiture or market valuation should flow to the shareholders. Enron agr('('S with 

CIU's and EPUCs assessment of this isslle. 

11.3.4.Dlscusslon 

It is appropriate to defer consideration of the transition cost 

recovery of fuel oil inventory pending the determination of the ISO as to whether those 

inventories are needed (or system reliability. However, We are not convinced that this is 

an issue which FERC is considering. Fuel oil inventory issues m.ay remain in this 

Con\mlssion's jurisdiction. The utilities should indicate with specificity the (orum in 

which they exped these issues to be considered and the timing of this consideration. 

The utilities should include this information in the March 1998 appraisal application. 

\Ve will defer ruling on the eligibility of transition cost tecovery {or (uel oil inventories 

for 1998. The uWilles m.ay apply the 3·n\onth commetdal paper rate to the unan\ortized 

balance of the fuel oil inventory level. 

0.94-10-0-14 adopted a sharing me<:hanism {or Edison's fuel oil 

pipelines and authorized Edison to enter into third-party contracts to transport fuel oil 

over its pipeline systems, proVided this lise did not interfere with the system's back-up 

capability. (56 CPUC2D, &12, 648.) This sharing mechanisn\ allocated 87.5% of gross 

revenues to shareholders and 12.5% to ratepa}'ers. \Ve do not have the record to 

determine how this sharing me<:hanism interacts ,"·lith the fuel oil inventory levels 

maintained by Edison. \Ve direct Edison to file a proposal (or the treatment of (ud oil 

inventory which is consistent with the guidelines established 01\ this decision and which 

ensures lhat r.ltcpa}'ers continue to benefit from the gross revenue mechanism. Edison 

shan include this proposal in its appraisal application, to be filed on l\.·farch 2, 1998. 

For gas and coal inventories, it is reasonable to market value these 

components as of December 31,1997 or as dose to that date as possible. To the extent 

that divestihuc occurs prior to year-end 1997, we will have that information. Again, we 

wish to ('Stablish a bright line (or determining uneconomic costs up to January 1,1998 

and going forward costs after that date. Deferring market valuation of these invcntories 
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until the associated plant is either market valued or sold would allow changes in 

inventory levels after January 1, 1998 to receive transition cost treatment. 

If divestiture is not complete, and for those assets retained by the 

utility, it will be relatively simple to compare the market price of gas with the book 

value of Edison's gas inventory. While coal may be more difficult, the value of the coal 

inventory is not based on transporting it to a different po\\'er plant, but on its intrinsic 

market value. Once the applications initiating market valuation by appraisal are filed, 

we will direct the Energy Division to hold a technical workshop devoted to these very 

specific appraisal issues (or coal in advance o( the generic issues of market valuing 

plants retained by the utilities. In this way, We can establish a bright line between 

inventory costs eJigible for transition cost recovery and those that will be classified as 

going forward costs as of January I, 1998. Replenishment of inventory levels after 

January 1,1998 will not be eligible for transition cost recovery. Carrying costs should 

not be allowed on any unamortiled diffetence between market and book value. Because 

the transition cost balancing account itself will be subject to the commercial paper rate 

of interest, there is no need to apply an additional interest rate calculation. In the 

alternativel Edison may deem. the book value of the [)e(ember 31, 1997 gas and coal 

inventories balances to equal their market value. In this casc, Edison should track the 

difference between the physical inventories eXisting as of ~ember 31,1997 and the 

physical iIwentories existing as of the date of actual market valualion. Changes in 

inventory levels are going fonvard costs and arc not eligible (or transition cost recovery. 

1 t.4. Non·nuclear Dec~mmlsslonlng 

Non-nuclear decommissioning refers to the obligation to ren'love a major 

utility facility, lIsuaJly a power plant. Under (r"ditional cost-of service regulation, it is 

the ulility'sobJigalion to remove retired plant and to mitigate environmental and other 

effects associated with that retired plant. Decommissioning costs arc estimated as a 

specific dollar amount of the costs involved in dismantling the facUity and are 

amortized through the annual depreciation accrual. In other words, non-nuclear 

dC(ommissioning costs are a component of each utility's depreciation expense, based on 
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each lItility1s most recent general rate case (GRC). PG&E, Edison, and SOC&E contend 

that since generation facilities were constructed to serve ratepayers, who would then 

receive the benefits of these facilities over their usefllllin's, these costs should be 

recoverable as eJigihle transition costs. The intervenors do not dispute the eligibility of 

this category, but question how the costs are calculated and what anlount, if any, 

should be included in the transition cost balancing a~count (ot amortization beginning 

January 1, 1998, as opposed to the amount that should be determined through market 

valuation. 

The utilities estimate the (ollowing amounts as o( January 1, 1998: 

PG&E: $596.168 million (net nOiltinal amount, to 1/1/98 to 
determine that amount amortized through transition cost 
balancing account) 

Edison: $365.266 million 

SDG&E: $ 70.749 milJion 

PG&E has no estimates of decommissioning costs for its hydroelectric 

(acilities, but cstintates negative net salvage an\ounts (or these (acUities of $273.6 

million. 

11.4.1.Utllitles 

PG&E believes it will retain the environn\entalliability for 

generating plant, whether plant is divested, retained, or retired, and that this liability 

should be recovered as an eligible transition cost. As 01 January 1, 1998, PG&E ptoposes 

to begin to recover decommissioning cost estimates based on its most recent GRC

authorized amounts. At the time of mJrket valuation or retirement, PGkE recommends 

truing·up the tr.lllsition (ost balancing account to reflect any revised amounts. 

PG&E also anticipates that it will retain the non-environmental 

liability for retired plant, which it proposes 10 recover through the transition cost 

balancing account, but predicts that it is likely that the non-environmental 

decommissioning obJigation will be transferred 10 the buyer upon di\testiture o( the 

plant. If plant is retained by the utilitYJ PG&E expects that the appraisal value would 

consider and reflect these costs. As of January I, 1998, PG&E proposes to begin to 
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recover decommissioning cost estimates based on the amounts authorized in its most 

recent GRC. As the time of market valuation or retirement, PG&E proposes to true-up 

the transilion cost balancing account to reflect any revised amounts. 

Edison thinks that non-nuclear decommissioning, including any 

environmental requirements, should be the responsibility of the owner of the 

generating station. The estimated costs should be determined at the time of market 

valuation, whether by appraisal or divestiture. Edison maintains that this position is 

supported by ORA, TURN, and CIU. Edison agtees with ORA's proposal to continue to 

recoVer decommissioning costs at the leVel currently included in authorized rates. 

Assuming that decommissioning costs win be determined through 

the market valuation process, Edison proposes to continue the accounting (or 

accumulated decommissioning amortization as an o[(set to rate base. This is in contrast 

to PG&E's proposal to remove the decommissioning reserve from rate base, which 

Edison asserts would require determining the present value of the pre-2oo1 obligations 

and applying intetest calculations on the unpaid decommissioning funds. 

Edison contends that because D.97-08-056 precludes the utilities 

from r('(overing the costs of environmental remediation at its fossil sites through the 

Hazardous \Vaste l\.fechanism, Edison must seek recovery of these costs through either 

the Environmental Compliance regulatory asset or through environmental 

decommissioning. Edison explains that environmental remediation generally cannot be 

performed until nnal decommissioningJ so it agrees with PG&E that it is necessary to 

estimate this obligation. Edison agrees \\-'ith ORA's recommendation to base these costs 

on actual work performed for divested plants and on costs estimated through soil 

studies (or plants not divested, with the (,we.\t that such work must occur prior to 200l. 

Otherwise, Edison claims that an environn\ental remediation costs would nced to be 

based on soil studies, rather than actual costs, and included in the four-year tr,msilion 

period. 

SDG&E recommends amortizing the forec.lsted decommissioning 

expense «(or both environmental and non-environmental decommissioning) ratab1y 

over the transition period. The economic or uneconomic treatment should be 
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determined in the market valuation process, with the transition cost balancing account 
• 

trued-up appropriately. SDG&E states that the ORA and TURN proposal to continue 

the current depreciation expense levels to include decommissioning until market 

valuation occurs and to allow CTC recovery (or environmental costs is an acceptable 

alternative. 

11.4.2.Audit R&port A~commendatlons 

The auditors explain that PG&E was authorized to collect (ossil 

decommissioning costs in its 1996 GRC decision (D.95-12-055). The company was 

allowed to collect decommissioning (unds based on cslinlated decommissioning costs, 

with the expectation that actual costs would be trued-up with coJlcclions at the lime of 

actual decomn\issioning. The auditors questioned PG&E/s estimates of 

dccommissioning costs, because PG&E escalated the estimate (or each plant to nominal 

(or current) dollars as of the expected date of decommissioning or 20011 whichever is 

sooner, using the same Consumer Price Index (CPI) intlator (actors used to escalate 

decommissioning costs to the 1996 test year in the 1996 GRC. This escalatcd cost was 

then discounted to January 1, 1998 net present value amounts using a discount rate of 

7.17% (the reduced return 01\ transition cost assets (or PGt.cE, as discussed in 

Section 18). In D.95-12-055, we specifically denied PG&E's request to base 

decommissioning costs on nominal dollars and instead required that costs be based on 

constant 1996 dollars. The auditors believe that the net present value calculation is 

ac~eptable (or these purposes. TIle auditors also recommend reviewing ~ontingendes 

and labor overheads, since there may not be a true-up to actual ~osts in the transtion 

cost recover)' process (or plants that are decommissioned after the transition period. 

Negative net salvage results when the cost of removing a facility 

exceeds the amount that is expected to be received from the sale or other disposition of 

the reUred unit. &1lvage and removal costs reflect actual amounts recorded at the time 

of the retirement, and retirellu:nt costs reflect original cost. Depreciation reSCf\'es arc 

trued-up (or revised net salvage cstimat('s and adjusted (or revised remaining Jives 

based on updated depreciation studies. PG&E relied on published depredation 
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statistics for other utilities to determine net salvage percentages with respect to 

retirement of its hydroelectric facilities, because it did not have sufficient data (0 

develop its cmm statistics. The auditors determined that these amounts were estimated 

correctly and that the negative net salvage amount is appropriate to include in PG&E's 

estimate of transition costs. The auditors note that because net salvage [actors are 

embedded in depreciation rates, it is difficult to identify the an\ount of net salvage 

included in the reserVe for depreciation at anyone time. The auditors explain that this is 

nOI nec:essary because the proper approach is to assume that classes of plant assets will 

be fully depredated before salvage (adors produce additional accruals. The auditors 

recommend recovering this cost through I'narket valuation rather than as a charge to the 

transition cost balancing account. PG&E agrees with this recommendation and states 

that this cost category will not be recovered as a separate itenl in the transition (ost 

baJancing account, but will be factored into the market valuation of PG&E's 

hydroelectric (acilities as part o( the depredation reserve. FEA agrees and retonunends 

that we carduHy review these amounts. 

The auditors explain that Edison recovers fossil decommissioning 

costs in its depreciation rates and the coHeeled decomn\issioning ~osts are included in 

the depreciation reserve balance (whkh is an offset to rate base). The auditors have not 

questioned decommissioning (osts [or Edison, because Edison explail\s that the future 

owners of these plants will assume the dec:omn\issioning obligation. Edison explains 

that any amounts collected through depreciation or future net salvage will be deducted 

Irom the unamortized investment upon market valuation. The auditors have not 

questioned any ofSDG&E's decommissioning costs. 

11.4.3.rntervenOrs 

On a polic)' Je\'eJ, ORA asserts that decommissioning expenses (or 

fossil plants do not create the same kind of public safety concerns posed by nuclear 

decommissioning, which costs arc to be recovered through a separate nonhypassabJe 

rate. ORA contends that non-)'lUclear decommissioning is not a past investment by 

shareholders, but a future obligation of the utilities. ORA recommends that non-nuclear 
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decommissioning costs should not be estimated at this time. ORA agrees that 

environmental decommissioning costs should be directly recoverable through the 

transition cost balancing account, based on actual work performed (or divested plants 

and based on soil studies lor plants which arc not dh'ested. For non-environmental 

decommissioning, ORA recommends that (or divested assets or assets retained but not 

retired during the transition period, any unfunded non-environmental 

decommissioning costs at the time of market valuation should be reflected through the 

market prke of the asset. 

Prior to market valuation, amortization of the non-environmental 

decommissioning costs should be permitted at the most recent GRe-authorized level 

over the 48-month amortization period, on a straight-line basis, according to ORA. 

Upon market valuation" future decommissioning obligations would be translerred 

either to the new owners or to shareholders, and further transition cost recovery (or 

these costs would cease. This approach reflects ORA's preference (or market 

n\echanisms and eliminates the need for separate accounting for decommissioning 

costs. In addition, ORA maintains that separate recovery of unfunded decommissioning 

expenses through the transition cost balancing account would be anticompetitive. Non

environmental decommissioning costs of assets retired during the transition period 

should be recoverable through the transition cost balancing account. 

TURN agrees that the utility retains the environmental liability 

whether the plant is divested, retained, or retired and should reco\'er this cost through 

the transition cost balancing account. The timing of environmental decommissioning 

should be accounted for in a net present value ci,lculation to the extent it occllrs arter 

2002. TURN also recommends that the utility should ret.lin the non-environmental 

decommissioning obligation of retired plants. 

TURN belie\'cs that the non-environmental decommissioning 

obligation should tr,lns(er to the buyer if the plant is sold. If the plant is retained, the 

appraisal price ""ill account for and reflect these costs. Again, TURN recommends that 

the appraisal take into ,lCcount the timing of decommissioning after 2001 through a net 

present v"ltue calculation. 
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For both environmental and non·environmental dccommissiontng, 

to the extent any decommissioning costs are recovered prior to being spent, thcse costs 

should be accounted (or as a rate base offset. As o( January 1, 1995, TURN recomm('nds 

that the most rec('nt GRC-authorized amounts should be included as a current 

transition cost (i.e., amortized over the 48-month transition period). Th('se costs should 

then be trued-up as plants are divested and de~ommissioning obligations bc<:ome 

clearer. 

FEA has not distinguished between environmcntal and nOn

environmental non-nuclear decommissioning. FEA recommends that decommissioning 

should be stated in present value amounts, not nominal dollar amounts, and is 

concerned that contingency funds may be collected for contingencies which will not 

arise. FEA agrees with the auditors that PG&E's negative net salvage for hydroelectric 

facilities should not be eligible for transition cost r('(overy, but rather should be 

reflected in the market valuation pr()(ess. 

CIU agrees with Edison's proposal and finds it preferable and more 

accurate to usc the market mechanisn\ of divestiture or other market valuation to 

transfer this responsibility either to a new o\\'ner or to utility shareholders through the 

appraisal process. The amount of d('(ommissioning to be recovered should be 

determined in conjunction with the market valuation of all non-nuclear generation. CIU 

recommends that estimates should be avoided if possible and that contingencies should 

be excluded. 

EPUC agrees with Edison's proposal to include both the 

environm('ntal and non-environmental decommissioning obligation in the transition 

cost balancing account through the market valuation of the gen('rating plants, which 

shifts the responsibility for decommissioning to the future owner. EPUC recommends 

that accumulated decommissioning amortization should continue as an offset to rate 

base. 
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11.4.4.DlscussJon 

It is important to distinguish between the recovery of gcneration-

related environmental decommissioning costs and costs recovered in the Hazardous 

Substance Mechanism (HSM). The 115M recovers costs that are not already recovered in 

rales, whereas environmentaldecomrnissioning is re<:overed in current rates through 

the decommissioning expense. (RT: 918,2974.) 0.97-08-056 prohibits the utilities from 

entering any costs associated with generation into their HSM accounts. (D.97-08-056, 

mimoo. at 10.) 

\Ve are persuaded by PG&E's argument thatl in accordance with 

stale and (ederallaw, the utilities remain liable for contao,ination on power plant 

property. Because it is not probable that the environmental decommissioning 

responsibility can be transferred to new owners, we will aHow the uncovered portion of 

the costs in rates to be amortized as a current cost in the transition cost balancing 

account. Amortization of these costs ate eligible for acceleration. \Ve will treat these 

costs as a current rate base offset} as they are accumulated prior to being spent. The 

timing of environmental decon'unissioning costs after 2001 should be accounted for in a 

net present value calculation. 

To the extent that the environmental non-nudear decommissioning 

can be transferred to new owners and is reflected in the purchase price, we will require 

appropriate true-ups and c[,edits to the transition cost balancing account. [n addition, 

the utilities arc required to true·up the transition cost balancing account according to 

updated studies and actual costs incurred. Assuming plants are retired before the end 

of the transition period, a study should be completed of the costs of decommissioning 

and appropriate true-ups should be made to the t r.msil ion cost balancing account (or 

costs of actual decomn\issioning work (both environmental and nonenvironmental) and 

revised decommissioning studies. A review of this methodology wiJl occur in the 

annual transition cost proceeding. 

Consistent with Our preference to use market mechanisms when 

possiblel we concur that the market valuation process for both divested and retained 

plants will yield more accurate and useful values of non-nuclear non-environment.,) 
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decommissioning costs than wiH an estimate of what these expenditures are likely to be. 

\Ve will adopt Edison's recommendalion that non-nuclear non-environmental 

decommissioning should be the responsibility of the owner of the generating station. 

\Ve will not estimate these costs now, but will determine them at the time of market 

valuation, whether by appraisal or divestiture. 

Both environmental and non-environmental non-nuclear 

decommissioning costs should continue to be recovered at the level currently included 

in authorized rates and amortized beginning January I, 1998. As both Edison and 

TURN recommend, the accumulated decommissioning amortization should be 

accounted {or as an o((sel to rate base. There is no need {or accelerated depreciation of 

the non-nuclear decommissioning expense, beCause the non-environrnental amounts 

will be reflected in the market valuation process. \Ve agree with ORA that any 

unfunded amounts are going forward costs and as such} should not be included in the 

transition cost balancing account. Accelerating the depreciation of these costs would 

merely blur this bright-line test. 

\Ve cannot predict when these costs will be incurred, but we arc 

convinced that it docs not make sense to treat all of thrse costs as if they will be 

incurred by 2001. We will allow recovery of non·nudear decommissioning costs in the 

transition cost balancing ac('cmnt to the extent they arc allowed in current rates. This is a 

reasonable approach which allows some of these costs to be coHecled prior to market 

valuation} but will then adjust for market valuation. As we ha\'e previously declared} it 

is important that market valuation occur sooner rather than later. Divestiture is 

pr()('ccding; we are initiating appraisal of retained assets in early 1998. Thete should 

certainly be additional information available to make these adjustments wen before 

2001. Costs recovered in rates should conlinue to be treated as a rale base offset. 

\Ve concur with the approach to hydroelectric negative net salvage 

recommended by the auditors and agreed to by PG&E: the $273.6 million estimated in 

this cost category will not be recovered as a separate item in the transition (ost 

balandng accoul}t, but will be factored into the market valuation of PG&E's 

hydroelectric {acilities as part of the depreciation reserve. 
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11.6. Construction Work III Progress and Retirement Work In Progress 

The Construction \Vork In Progress (C\VIP) ac('ount includes costs for 

projects that were under construction as of December 31,1995. Under traditional 

ratemaking; C\VIP costs arc either charged to future plant additions or to abandoned 

plant accounts. Future plant additions will be evaluated for reasonableness in the 

appropriate capital additions proceeding using the requirements delineated in § 367 

and specified in D.97-09-048. CWfP costs include, for example, costs for plant additions, 

major equipment modific-ations, hydroelectric plant telicensing; and replacement of 

equipment. For purposes of market valuation, PG&E and Edison rctommend that 

CWfP be considered a sunk cost which will be reflected in the net book value of the 

plant at the time of divestiture or other market valuation. The utilities also presented 

CWfP balances for 1996 and 1997, which represent projects for which construction is not 

yet complete and costs are not yet transferred to plant in service. These balances will be 

addressed in the appropriate capital additions procccding. Parties generally agree that 

CWfP balances should be recovered as capital additions when the projects are 

transferred to plant in service and not separately. 

Retirement \Vork in Progress (RWIP) are the costs involved with 

retirement of plant assets, such as the cost of removal and salvage. \Vhile CWIP is not 

part of rate base, R\VIP is a('counted for as part of the accumulated depredation reserve; 

Le., accumulated depredation reserve is an offset to rate base and RWIP decreases that 

reserve. Edison recommends that R\VIP should not be excluded (rom transition ~ost 

recovery, b~ause R\VIP is not associated with CWJP, nor willihesc costs be dealt with 

in the capital additions proceeding. 

11.5.1.UtllltJes 

PG&E presented a balance of $35.3 million in CWIP as of 

D.xember 31, 1995. In general, PG&E recommends recovering CWIP balances in capHal 

additions when those projeds arc transferred to plant in service. However, PG&E 

recommends reco\'ering CWfP balances (or projects started prior to December 31, 1995 

in the transition cost balancing account, if the corresponding capital additions arc not 
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approved. PG&E contends that costs that arc not eligible for capital addition treatment, 

but were incurred prior to the effective date of AB 1890 .,nd were approved in the GRC 

should be eligible for transition cost rC('overy as abandoned projects. PG&E also 

recommends that C\VIP be considered a sunk cost in the market valua.tion proccss; e.g., 

for divcstcd plants, C\VIP would be transferred to the new owners and reflected in the 

net book value of that pJant. The audit report did not question costs related to the 

December 31,1995 balance, but did question certain costs included as CWJP as of 

January I, 1998. 

Edison has a balance of $74.3 million in CWIP as of De<:ember 31, 

1995. Edison states that C\VIP recovery has not been proposed in this proceeding, with 

the understanding that C\VIP assets identified on December 20, 1995 which cloSe to 

capital additions between 1996 and 2001 will be reviewed and recovered as capital 

additions in future years. Ho\\tever, Edison states that an}' C\VIP existing as of 

December 31, 1995 should be eligible (or rcCovery through the transition cost balancing 

account, if it is not rc<:overed as a capital addition. Edison agrees that CWIP should be 

included in the market valuation process, i.e'l to the extent there is any CWIP remaining 

on the date a generation. plant is sold to a new owner, it should be tefleded in both the 

book and market values o( that station. Edison recommends including R\VIP as part of 

the depredation reserve and states that ORA now agrees with this trcatmcnt. The audit 

report questions two projects which the auditors believe were improperly included in 

Edison/s CWIP balance as of December 311 1995, the total o( which is $3.5 million. 

SDG&E presents a CWIP balance 0($20.2 million as of 

December 31, 1995 and a RWIP balance of $290.000. SDG&E recommends considering 

C\VIP issues in the c,'pilat additions proceeding; howc\'cr, CWIP amounts booked prior 

to [)c(ember 20, 1995 should be viewed dif(erently. SDG&E notes that some CWIP will 

become abandoned plant and will be addressed in the capital additions proceeding. 

SDG&E maintains that it is premature to adopt TURN's recommendation to exclude 

C\VIP (rom transition cost recovery. 

The audit report notes that SDC&E ceased construction and 

reversed charges totaling $143.000 which SDG&E expects will not be eligible for 
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transition cost treatment under the requirements of AD 1890. The auditors concur with 

this treatment. 

11.5.2.1ntervenors 

ORA recommends that CWIP balances should only receive 

transition cost treatment when the related capital addition is approved and moved to a 

plant account. ORA shares TURN's concerns regarding the potential for double 

recovery. If the related capita) addition is not approved, the associated CWIP should 

not be recoverable through the transition cost balancing account. However, ORA also 

recommends that spe<ific projeds which were reasonable when initiated, but which do 

not meet the criteria established in AB 1890, should be reviewed in the appropriate 

capital additions proceeding. ORA explains that the Commission rarely apprm'es 

specific projects in GRC decisions, but approves only a forecasted rate base. ORA agrees 

that abandoned plant treatment for these projects may be appropriate, but, again, 

suggests that this be determined in the capital additions proceedings. ORA nO longer 

questions transition cost treatn\ent (or R\VIP accounts for Edison. 

TURN recommends that C\VIP be ineligible (or transition cost 

recovery, becduse of the potential for double counting. TURN recommends recovering 

that CWIP balances in capital additions when projects are transferred to plant in 

service. J( C\VII' balances are not d('('med eligible (or transition cost recovery through 

capital additions, these balances should be addressed on a case-by-case basis. 1URN 

ad\'ocates that C\VIP investments imprudently incurred should not be recovered at all 

and that expenditures incurred in 1996 and 1997 are of particular concern, given that 

such investments may have b('('n undertaken to enhance the utilities' competitive 

positions while continuing to be assured of tr.msition cost recovery. TURN 

recommends that r,lthee than the effecth'e date of AS 1890 or December 31, 1995 being 

earmarked as the milestone for decision-making regarding capital investments,the 

issuance of Rulemaking (R.) 9.J-M-031 /Investigation (I.) 9.J-(}J-032 on April 20, 1994 is 

more appropriate. 
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FEA recommends addressing CWIP in the capital additions 

proceeding and contends that the audited CWIP balances as of December 31, 1995 are 

the appropriate balances to be reflected in C\VIP accounts until 1996 and 1997 plant 

additions are approved. 

EPUC recommends recovering CWIP in capital additions when the 

projects are transferred to plant in service, provided the capitat addilions have been 

determined to be eligible pursuant to AS 1890, including those costs incurred prior to 

December 31,1995. EPUC states that cost recovery for RWIP is currently reflected in 

depredation and amortization accounts in rates approved by the Commission and that 

these costs should be treated similarly to non-environmental decommissioning costs. 

11.5.3.Dlscusslon 

IE CWIP costs are not allowed in the capital additions procccdings, 

the utiJities, in cUed, are requesting to recover these costs as abandoned projects. 

Parties have briefed the traditional ratemaking approach to abandoned plant. Under 

cost-o(-servke ratemaking, the utilities request recovery for abandoned projects in the 

GRC immediatdy following abandonment. If r('(overy is authorized, the utility is 

allowed to amortize the recorded costs in CWIP, less any accrued Allowance for Funds 

Used During Construction (AFUOC) over a spC<'ified number of years, without any 

interest. The criteria for abandoned project recovery are delineated in 0.83-12-068, as 

modified by 0.84-05-100 and 0.89-12-057, and include the following: 1) the project was 

initiated and completed during a period of unusual uncertainty and dramatic and 

unanticipated change; 2) the project was found reasonable, both in terms of undertaking 

and proceeding with the projecti and 3) projects were canceled promptly when 

conditions warr.lnted: 

"The general rule of ratemaking has been that a utility is not 
allowed to recover the costs of a plant which is not used or 
useful. But we have created an eX(eption during periods of 
great uncertainty: 'The exception is the product of the period 
of dramatic and unanticipated change, initiated most 
notably {or utility plann{'fs by the oil embargo of 1973, and 
extending for almost a decade. the period was characterized 
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by great uncertainty in the cnergy indushy, both as to 
demand growth and availability of supply .... During such a 
period, the ratepayer should participate in the increased risk 
confronting the utiHty. 

'''But the ratepayet does not become the utility's 
underwriter in a pertod of high risk. At aU times, the 
shareholder will bear some of the risks of abandoned 
projects. The utility should bear ~ major part of the risk in 
order to provide proper, nl3l\agement incentives. Also, the 
ratepayer's participation is limited to those abandoned 
projccts ... (or which the utility demonsh".ltes to us that it has 
exerdsed reaS6nable managerial skill.\Ve eo\phasize that 
the utility bears the burden of proof of reasonablenesS, not 
only with resp~t to the planning and conduct of a given 
proje<:t, but also regarding the cancellation, which must have 
occurred promptly when (onditions warranted. Finally, a 
perception merely of generalized and ill-defined riskwill not 
suiCice to invoke this exc::eption to the 'used and usefu1' 
principl('s. The utility will have to demonstrate that the 
proje<:t which it ultimately abandoned was reasonable 
throughout the project's duration in light both of the 
relevant unc:crtainties that then existed and of the 
alternatives (or meeting the service nreds of its 
customers .... ' «(quoting (rom) D.84-05--1oo, ruimeo. pp.3-4}." 
(D.89-12-057,34 CPUC 2d 268-269.) 

According to PG&E, abandoned project treatment has been 

typically extended to projects that were no longer economic or necessary. PG&E 

contends that while these particular proj('(ts arc economic and necessary, they n'ay not 

be recoverable due to criteria yet to be identified by the Commission. Further, PG&E 

contends that rcstructuring is a period of protrac:ted uncertainty and that because these 

projects were approved in PG&E's GRe, it would have been imprudent not to continue 

those projects ne<:-essary to maintain g~l\eration-related plants. Furthermore, PC&E 

states that all of thesc projeds were commenced and many were completed before the 

enactment of All 1890 and that several were so dose to being complete as o( 

Deccmbe( 31, 1995, it would have not been wise to c.lncel them. PG&E expJains that 

abandoned projccts arc often cancded in the early phases beCore physical construction 

begins. 

-86-



A,96-08-001 et al. AL]/ ANG/wav Ibwg )(-

\Ve do not believe that there was such uncertainty in the electric 

utility industry due to restructuring as to relieve the utilities of the risk of recovering 

CWW costs incurred prior to 1995 which arc not found eligib!e (or transition cost 

recovery in the capital additions proceeding. Indeed~ we are concerned that ensuring 

transilion cost recovery (or such items could not only lead to double counting, but 

could confer significant competilive advantages on the incumbents. There(ore~ we will 

exdude transition cost recovery (or CWIP for now. Those projects approved in the 

relevant capital additions proceedings will receive transition cost recovery, because the 

net book value and assOciated depredation amounts are tflled-Up as it result of those 

pro<eedlngs. Those costs incurred prior to December 31, 1995 \, .. hich are not approved 

in the capital addiHons proceedings do not meet our established criteria for abandoned 

plant and therefore are not approved (or transition cost recovery. To the extent that 

there is remaining C\VJP on the date a generation station is sold~ that amount should be 

reflected in both the book and market values of that station. We will adopt a dilferent 

treatment (or past hydroelectric relicensing costs, as explained in Section 14. 

Edison explains that the FERC Uniform System of Accounts 

requires that when depredable ele(tric utility plant is retired, the book cost of the 

retired plant be entered into Account lOS, the Accumulated Provision (or Depreciation. 

\Vhilc the retirement work is in progress, the removal and salvage costs are accounted 

for in work orders that arc also entered into Account 108. If plant is retired before the 

end of its estimated llsefulHfe, traditiona1 rate making has provided that shareholders 

arc able to recover their remaining in\'~tment in the plant, but not cam any return on 

the remaining undcpreciated plant balance. (D.8S-08-046, 18 CPUC 2d 592.) Edison 

belic\'es that under restructuring, this approach to accounting and ralcmaking should 

not change significantly. As plants arc retired \'tr'ith appropriate adjustments to the 

depreciation resen'e and capital additions arc added to rate basc, the uneconomic 

portion of the net generation plant will be subject to transition cost recovery. 

PG&:E adds that under traditional ratemaking (or utility plant, 

assets are depreciated using group depredation at the asset class or FERC plant account 

level. Under this approach, assets are depreciated based on average life and when a 
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plant is retired l it is considered to be fully depreciated; i.e. its original cost amount is 

removed from plant in SCI vicc and from the accumulated depredation reserve, with no 

net change in total book value. Any undepredated value associated with the asset on 

retirement is spread to all other assets in a given class or account. PG&E agrees that any 

remaining net book value will be amortized through the transition cost balancing 

account over the (en\aining months of the transition period. For plants that have been 

retired prior to the beginning of the transition period, there is no impact on transition 

cost recovery, other than decommissioning funds. 

ORA does not propose any changes to traditional ratemaking for 

retired plant for purposes of transition cost recovery. After market valuation, ORA 

reCommends that ratepayers should no longer be responsible (or any additional costs 

associated with retiring a power plant, including decommissioning. 

\Ve agree that R\VIP costs should continue to be accounted for as 

an in(rease to the accumulated depredation reserve. As discussed under 

decommissioning, after market valuationl ratepayers should nO longer be responsible 

for any additional costs associated with retiring a power plant" including 

decommissioning. 

11.6. Common and General Plant 

Common plant is defined in the FERC Uniform System of Accounts as 

thosc assets assodated with morc than one utility service, 5u(h as electric, gasl and 

water. (TR: 2454; 18 CPR, Part 101, p. 280, April I, 1996.) Gener,ll plant is not defined in 

the FERC Uniform System of Accounts, but the foHowing accounts are desnibcd under 

the he.lding of "Geneml Plant:" land and land rights, stw(turcs and improvcments, 

office (umiture and cquipment, tr.lOsportation equipment, storcs equipmcnt, tools, 

shop and gar.lgc equipment, laboratory equipment, power operated equipment, 

commllllic.ltion equipment, miscellaneous equipment, and other tangible property. 

Each of these accounts is then charaderized as including items not properly induded in 

more specific accounts, in conformance with FERC instructions. (Ibid, Accounts 389-399, 

pp. 329 - 331.) The issue in this proceeding is how to define MId tre.lt generation-related 
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common and general plant for PG&E and SDG&E, and general plant for Edison." A 

certain amount of common and general plant has been allocated to the generation 

function for each utility in the cost separalion proceeding (A.96-12-009 it 01.) The 

utilities assert that generation-related common and general plant costs arc eligible for 

transition cost recovery, because they are generation-related costs th?t were in 

Commission-approved rates on December 20, 1995 and claim the foHowing estimates as 

of January 1, 1998: 

PG&E: $80.050 million 

Edison: $42.929 million 

SDG&E: $4.388 million 

11.6.1.Utilitlt!s 

PG&E proposes to recover the uneconomic portion of common and 

genera) plant, which the COrllmission has determined to be generation-related, in the 

transition cost balancing account, whether such plant is on-site or o{l-site. PG&E states 

that it has included onl)' costs associated with common and general plant that had been 

dirtXtly assigned to generation in its accounting records and that this plant is associated 

with land, buildings, communications, and other equipment located at the generation 

plants that ate immobile and essential to the generation function. PG&E believes this 

on-site plant should be market valued with the generating plant. 

PG&E has not allocated any shared common plant costs, such as 

those associated with its gcner.lI office, to gcncr.,tion in this proceeding. PG&E 

proposes that the amount of sh.ued common plant ultimately determined to be 

generation-related in Ihe unbundling proceeding should be assigned to gencf.,Uon and 

therefore be eligible lor transition cost recovery, if found to be uneconomic. PG&E 

asserts that these costs arc generation-related 'hat arc unavoidable until PG&E's 

generation has been completely dh'ested. PG&E recommends that off-site assets which 

It lkx'au5C Edison is (In cJcdric utility only (other than the smaU gas and water operations it 
maintains on Santa Catalina Island), there is no common plant at issue. 
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are determined to be generation-related in the unbundling proceeding should also be 

market valued, but this issue should be considered in another phase of this proceeding. 

PG&E contends that ORA's position in this proceeding is 

inconsistent with its position in the unbundling pro<:ccding. In that pr()(ccding, ORA 

has agreed that both the directly-assigned and indirect allocated costs assigned to 

generation are appropriate, and (urthermore, ORA argued that additional shared 

comnlon costs should be allocated to generation. 

Edison asserts that all generation-related general plant should be 

eligible (Or recovery in the transition cost balandng account, which will then be 

adjusted (or market valuation. Edison has no common plant, but prOVides an analysis of 

two types of generation-related general plant: 1) site-specific, Le., which is situated at 

the generating site and 2) non-sHe-specific, i.e., assets which are not nccessarily 

physically located at the generating site. Edison contends that both types of assets 

represent plant invested in specifically to serve the generation {unction. Edison belie\tes 

that if the Comn\ission allows recovery only of site-specific general plant in the 

transition cost balancing a((otmtl the remainder of non-sHe-specific plant should be 

rc(overed in non-generation rates. Edison states that site-sped fie general plant assets 

were purchased and have bccn used solely for the operation of generating plant and do 

not have other uses within the utilitYi these assets have been included in its divestiture 

proposals. 

Edison disputes ORAls proposal to deier resolving the eligibility of 

on-site gener.ll plant assets until it can be determined which assets will be divested. 

Edison believes that this violates the Preferred Policy Decision, which orders recovery 

of lip to }OO% of the net book v.due of fossil gencr.ltion prior to market valuation. 

Edison further disputes ORA's and TURN's recommendations that no transition (ost 

recovery be allowed (or of(·site gcner,llion-related general plant assets which are eHher 

allocated or directly assigned to generation and involve activities that could be 

reassigned to other utility functions. 

SOC&E states that all ot its common and general generation-related 

plant assets are site-specific and should be recovered as gener"Uon-rclated transition 
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costs. SOC&E recommends that the booked amounts should be amortized over the 48-

month transition period and that the determination of which portion is uneconomic or 

economic should be reflected in the market valuation process. 

11.6.2.fntarvenors 

ORA asserts that we must determine whether these assets are 

directly related to generation, whether the cost is llIlavoidable, and whether the cost is 

uneconomic. ORA states that on-site plant which is immobile and essential to the 

generation function is n\ore directly related to generation than is oft-site plant, and that 

items which are dicectl}t assigned to generation are dedicated to the generation 

function, while items which are indirc<tly assigned though various allocation methods 

serve multiple functions. ORA believes that common and general plant assets vary in 

the degree to which they are unavoidable and recommends that the cost of assets which 

can be sold, leased, or reassigned to other utilit), functions is avoidable and therefore 

not eligible for transition cost rc<overy. ORA r~ommel\ds that determining the 

eligibility of on-site common and general plant should be postponed pending 

divestiture of the related plants. ORA believes that the off-site common and general 

plant should not be eligible (or transition cost recovery, because the rc1at~d assets have 

altemati\'e uses and would be VNy difficult to market value. Alternatively, ORA 

recommends that if off-site common and general plant is allowed to be recovcred, it 

should be eligible for inclusion in the transition cost balancing account only if its market 

value exceeds its book ,·alue. 

TURN agrccs that the uneconomic portion of the on-site common 

and general plant should be recoverable in the tr.lnsition cost balancing account and 

that the on-site assets should be market valued with the related plant gcncr.lting plant. 

TURN argues that the off-site common and general plant should not be eligible for 

transition cost reco\'ery, because th('sc costs arc likely to have other uses and are 

therefore not str.lnded. TURN recommends that comn\on and gCller.lI plant which is 

directly assigned to gener.1Uon and shared plant which is allocated to gencration be 

deemed ineligible [or transition cost reco\'ccy. In particular, TURN recommends that 
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shared corporate general plant should not be eligible for transition cost recovery, 

because these assets arc very likely to have alternative uses. TURN also asserts that 

including off-site common and general plant as eligible for recovery creates perverse 

incentives influencing the choice between owning and leasing property. 

FHA recommends that, unless the utilities can demonstrate that 

these assets cannot be transferred to other operations or sold at a price equal to or above 

net book value, these costs should be ineligible for transition cost recovery. FEA asserts 

that assets, such as vehicles or land, whether on-site or off-sHe, that may have been used 

in generation functions in the past nlay well be usable in the utiJity's other operations. 

l'EA questions whether such assets arc indeed generation-related. FEA contends that 

divestiture will aid us in our determination of whether an asset claimed by the utility as 

eligible (or transition cost recovery is truly generation-related or not. FEA thus agrees 

with ORA's ptoposal that recovery of these assets be deferred until market valuation. 

EPUC agrees that the unecononlic portion of the on-site common 

and general plant should be determined through market valuation and that the 

uneconomic portion should be eligible for transition cost recovery to the extent it is 

included in the net book value of ('apital investment existing as of January J, 1998. 

EPUC recommends deferring the market valuation and treatment of off-site common 

and general plant to Phase 3 or other Commission proceeding.. and states that the 

treatn\ent of these items depends on the proper assignment or allocation of the off-site 

(acilities to various generation plants; e.g., properly allocated off-site common and 

general plant costs that were part of the net book value may receive transition cost 

recovery. However, EPUC recommends that if such costs arc not part of the net book 

value, then the costs should be recoveTed from the Power Exchange or the market. 

11.6.3.Dlscusslon 

\Ve will distinguish between on-site and off-site common and 

general plant in our discussion. On-site common and gem.'cal plant arc generation

related assets which appear to be integral to the operation of the corresponding power 

plants. It would be inconsistent with our effOrts to ('ncoUfi\ge divestiture and to 
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maximize the fair market value of these assets to either not allow recovery of an}' 

transition costs associated wilh the.;e assets or to defer the determination of their 

eligibility for transition cost recovery. lVe will altow transition cost recovery via 

amortization of the on-site common and general plant estimates at the beginning of the 

transition period and it is our expectation that market valuation will capture the value 

of such assets. In order to be consistent in our ratemaking approach, the anlounl of on

sHe common and general plant assets as of December 31, 1995, which has been verified 

by the auditors, should be amortized OVer the transition period. We will true-up the 

transition cost balancing account once market valuation occurs and will review any 

assets not acquired by buyers to determine whether the), remain eligible for transition 

cost treatment. 

Off-site generation-related coenmon and general plant is more 

problematic, \Ve will exclude such costs from traruition cost r~overy at this linte, 

beca.use we expect that the majority of items in this category may wen be usable in other 

unregulated areas of the utilities' or their affiliates or subsidiaries' functions.l!> \Ve agree 

with ORA that such assets should have many uses; indc-cd, PG&E has indicated that of 

its 20,000 accounting records, 19,000 relate to vehides and another 25 relate to 

buildings. \Ve believe that there are many opportunities to minimize transition costs in 

the area of off-site common and general plant. \Ve adopt PG&E's proposal that off-site 

generation-rcla(~d common and general plant not be recovered initially in the transition 

cost balancing account pending e((orts by the utilities to mitigate such costs. 

To the extent these off-site common and general plant costs cannot 

be fully mitigated, the uneconomic costs of off-site generation-related (OOlnlOn and 

general plant may be recoverable through transition cost treatment. Howeverl we put 

the utilities on notice that such mitigation efforts will be thoroughly reviewed and 

20 Such transactions must be Underf.1ken in conformance with Our affiliate Ir.\nsaclion rules 
being developed in Ihe affiliate transaction rulemaking, R.W·().l-01 1/1.97·04-(U2. 
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scrutinized in the annual transition cost proceedings and that we expect the utilities to 

use their best efforts to find alternative uses (or these assets. 

11.7. EmIssions Trading Credits 

Emission trading credits are used by the utilitirs to offset certain air 

pollution emissions under a program established by (ederi\l statute. Excess emission 

trading credits not needed by the utilities can be bought and sold in a sec=ondary 

market. \Ve have generally (ound that 100% o( the total net value of these credits (less 

only the sales costs) should be returned to ratepayers. These policies wete adopted in 

0.95-12-051 ({or PG&E) ,u\d in 0.95-04-076 «(or SDG&E). Both PG&E and SDG&E are 

subje<t to the Environmental Pr'otedion Agency's sulfur dioxide (S02) emissions 

program. Edison's fossil-fired plants are subje<t to the South Coast Air Quality 

Management District's nitrogen oxide (NOx) emissions program through its Regional 

Clean Air Incentives Market (RECLAIM). 

In terms of raten\aking, we have used the ECAC (or PG&E and SDG&E to 

ensure that ratepayers receive this credit. Edison uses its Electric Revenue Adjustment 

Mechanism (ERAM) account for this pll cpose and has proposed to contiI\Ue doing so in 

A.95-05-049, its 1995 ECAC proceedin~ in which a Commission decision is pending. 

The r<'temaking treatment of these credits is now in dispute, since it is likely that the 

ECAC and ERAM accounts will be eliminated or substantially modified. 

11.7.1. The Utllitles 

PG&E recommends that, if sold, the economic portion of net excess 

emissions Cr'edifs should be credited to the transition cost balancing account. Edison 

recommends that cr{'dies of r«ord as of January I, 1998 be market valued according to 

current year market prices and included as a credit against costs eligible (or recovery 

through the transition cost balancing account. Edison proposes that when plants are 

market valued, the excess credits which have not yet been sold and are attributable to 

each (acility could either be bundled with the plant or market valued ~eparately. 

SDG&E recommends that if excess credits are sold prior to market valuation, the net 

proceeds should be credited to the transition cost balancing ac(ount, but believes that 

- 94-



1\.96-08-001 et al. ALJ/ ANG/wav /bwg * 

these values should be included in the market value of the plant unless they arc sold 

prior to market valuation. 

11.7.2.0RA and TURN 
ORA recoJllmends that any profit earned by the utilities (rom the 

sale 01 excess emissions credits which are not transferred to new owners through 

divestiture should be refunded directly to ratepayers, rather than being (redited to the 

transition cost balancing account. TURN supports ORA's position. 

ORA believes that simply crediHngthc value of these credits to the 

transition cost balancing a~count would defeat the Commission's stated purpose: to 

give the ratepayers the benefitolthese sates. If these credits are USed to offset transition 

costs, ORA believes that only shareholders \vould benefit, because such credits would 

serve to reduce the risk of tranSition cost recovery. Alternatively, ORA recommends 

that such prCKeeds be aedited to along·lived account, such as the account which will 

be established to track nuclear decommissioning expenses and revenues (as required by 

§ 379), which would accomplish the Commission's intent by offsetting ratepayer costs. 

11.7.3.Dlscusslon 

We will not adopt ORA's recommendation on this issue. 'llie 

emissions credits do not fit the criteria listed in 0.96--12·025, which established the 

Electric Deferred Refund Account lor each utility. The sate of ernissions credits results 

in a gain (rom a sale of utility property, rather than ftom utility overcolledion or 

imprudent conduct. We agree with I'G&E's assessment that sales of these assets atc 

similar to sates of utility property, in which the gain on sale accrues to ratepayers. In 

D.97-04·024 and D.96-09-044, we determined that the appropriate way to Itow a gain of 

sale of utility property to ratepayers is by crediting the proceeds to the transition cost 

balancing ac(ount. Similarly, ('rediting alter·tax proceeds resulting from sales of 

emissions credits to the transition cost balancing account will help to ensure that the 

transition costobligalion can be recovered more quickly and the rate freeze ends more 

quickly. 
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By crediting such gains to the transition cost balancing account, we 

comply with § 367(b), which requires netting both above-market and below-market 

assets to determine the uneconomic piece of transition costs. Finany, crediting the 

transition cost balancing account rather than refunding these credits directly to 

ratepayers is consistent with our preference for the use of markel-based mechanisms, in 

which the emissions credits arc addressed during the market valuation process. To the 

extent that generating plant is ret~ined, this credit should continue afrer the end of the 

transition period and will apply to offset post-2001 transition costs, as PG&E proposes. 

11.8. Treatment a/land at Power Plant Sites for Divestiture 

11.S.1.Utilities 

PG&E states that it intends to package the relevant plant and 

associated generation assets, including land, in its divestiture offerings. This market 

valuation process would then result in a net credit or debit to the transition cost 

balancing account. As described abovel PG&E believes that land must now be treated as 

depreciable properly and proposes that all gains and losses realized through sale, 

spinoff, or appraisal of generation assets, including land, should flow back to ratepa}'ers 

by way of the transition cost balancing account. PG&E believes this approach is 

consistent with TURN's proposal and states that to the extent the package is projected 

to be above-market, PG&E wHl accelerate amortizatiOl\ of the land, consistent with 

0.97-06-060. 

11\ its divestiture application (A.96-11-046), Edison proposes to 

separate th~ land at its gas-fired fossil fuel sites as (oHows: 1) land necessary to operate 

the generating plant; 2) land to be sold separately; and 3) land to be retained by Edison 

for other purposes. Edison asserts that it has not yet determined the exact portion of 

land in ('ach category and has therefore included all land at the generating stations as 

eligible for tr.,nsition cost recovery. At market valuation or divestiture, Edison states 

that it will determine the appropriate disp()sition of the land and will then make the 

corresponding adjustments to the transition cost balancing account. Edison states that it 

has also identified a "proposal that would also allow the bidders for the plants to 
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inspect the proposed property boundaries (or themselves and propose minor boundary 

adjustments that may ease potential plant upgrade or repowering projects." (Edison's 

opening brief, p. 93.) 

Edison recommends that land associated with transmission 

facilities should receive a full rate of return and should not be amortized on an 

accelerated basis. Edison explains that this land has been traditionally classified as 

generation assets in the vertically integrated utility. Edison proposes to retain land 

associated with fuel oil facilities until the ISO makes a determination as to the need for 

this dual fuel capability in the future. Edison recommends that if it is to retain these 

facilities for reliability purposes .. they should be treated in the same manner as 

transmission assets; i.e., not subject to market valuation or accelerated depreciation. 

Edison recommends that all other land at its generating stations, whether proposed to 

be included in the divestiture transaclion or not, should be classified as generation 

assets. Edison contends that no party, in any prior proceedings, has contended that it 

was improper to hold this land as generation assets. Edison agrees that this land 

eventually will be market valued and that the market valuation process will likely 

result ia\ a credit to offset transition costs; however, Edison asserts that this 

determination cannot be made until divestiture is completed, at which time, Edison will 

know that boundaries of the divested land and any adjustments that might be required 

by various municipalities. 

11.8.2.1ntervonors 

TURN argues that any land which is not included in the divestiture 

package must therefore not be required (or the operation of the generating plants, by 

definition. 111is land should then be removed from rille base and treated as non-utility 

properly. TURN recommends that such land should undergo market valuation as soon 

as possible and any net gains should accrue to ratepayers, who have been paying 

carrying costs on this investment (or many years. TURN contends that this land should 

not be amortized al the beginning of the transition period and should not earn a rate of 

return prior to market valuation, because it is not needed for power plant operation or 
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repowering and is therefore not utility properly, a conclusion which TURN states is 

derived from Edison's position in the divestiture proceedings. TURN agrees that land 

related to transmission assets should not be market valued, but contends that land 

associated with fuel pipelines should be market valued and amortized at the reduced 

rate of return. 

TURN maintains that none of the proposals for assigning differing 

rates of return to the various pieces of land can be implemented until Edison performs 

the necessary analysis of how much land should be assigned to each function or use at 

each plant. TURN recommends, therefore, allowing Edison to amortize only the book 

value of the land proposed to be divested until that analysis is completed. TURN 

recommends that Edison receive a reduced rate of return on all land until this analysis 

is complete. Upon completion, ratepayers would be refunded the return paid on land 

later found to be non-utility property and EdisOn would resume collecting a full rate of 

return on transmission-related land. In other words, TURN recommends that 1) land 

not needed for utility purposes would be removed from rate base on January I, 1998,2) 

the fair market value should be determined as quickly as possible, and 3) all net gains 

from increases in the land's value should accrue to Edison's ratepayers. 

ORA supports TURN's recommendation to allow Edison to 

amortize only the book value of the land to be divested until further analysis is 

performed to accurately divide the land into pipeline-related land, transmission-related 

land, and other. Farm Bureau also supports TURN's recommendation to restrict 

Edison's recovery on the land it intends to retain. H1A rccommends that any assets 

which have been used for genec.llion functions in the past may be usable in other utility 

oper.ltions. Therefore, I'I!A maintains that it is quC'stionable whether these assets arc 

gener,Uion-rclatecl, and, in the case of land, whether these assets can be considered 

uneconomic. Enron also supports TURN's proposal. 

11.8.3.0Iscusslon 

\Ve have encouraged the divestiture of alleast 50% of PG&E/s and 

Edison's gener.ltion f.lcilities in order to attempt to "resolve many, if not most, of the 
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market power problems identified by the Department of Justice and FERC, and allow 

for a compeliti\'e market." (Preferred Policy Decision, mimeo. at p. 101.) To provide an 

incentive for these transactions, we allowed an increase in the reduced rate of return 

applicable to the uliJities' non-nuclear and non-hydroelectric equity components of up 

to to basis points for each 10% of fossil generating capacity divested. These approaches 

were affirmed in D.96-12-088 and D.97-02-021. The Preferred PoJicy Decision provides 

this incentive only for the non-nuclear and l\on-hydtoelectric equity components. PG&B 

and Edison should include proposals (or computing and applying this incentive in their 

respective divestiture proceedings. PG&E and Edison should estabJish tracking 

accounts to track the di((etential in the rate of return as each 10% of fossil generating 

capacity is divested, which would then be applied to the reduced rate base. 

Section 33O(e) confirms the state's intent to reap the benefits of 

competition in the generalion of electricity and § 330(1)(3) documents the Legislature's 

concern regarding market power. Furthern\ore,§ 367(b) requires market valuation "for 

those assets subjtXt to valuationu by the end of 2001. It is indisputable, therefore, that 

market valuation and, in this particular casc, divestiture, accomplishes two goals: 1) to 

ensure that "no participant in these new market institutions has the ability to exercise 

significant market power so that operation of the new market inslitutions would be 

distorted;" and 2) to transition the utilities (rom regulated st.,tus to unregulated status 

(§ 330(1){2». Both §§ 330 and 367 require that a netting calculation of all "above-market" 

and "below·market" transition cost assets be performed to determine the costs to be 

recovered. Section 330 requires that the transition to a competitive market be orderly, 

allow the utilities a fair opportunit}' to (ully tcc:over the (osts associated with 

commission-approved gcner.ltion-rc1alcd assets and obJig.llions, and be completed as 

expeditiously as possible. These two mandates demonstrate our duty to ensure that the 

market valuation process is structured as to obtain maximum value of the property. 

In D.97·06-060, we found that the interests of both ratepayers and 

shareholders would be aligned in developing a n\ethodology to collect transition costs 

as expeditiously as possible. Similarly, obtaining the maximum assessment o( fair 

market ""tue in an arms-length transaction benefits both the ratepayers and 
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shareholders. Shareholders arc not at risk for recovery of as many uneconomic costs 

and ratepayers may benefit by an carly end to the rate freeze. 

Edison indicates that it plans to divest only the "footprint" of land 

that its generation facilities occupy, but would give bidders the option of requesting 

more land as needed. The lands that Edison intends to retain are similar in nature to 

property that the utiliw previously held as Plant Held for Future Use (PHFU). \Ve 

belie\'e the principles underlying PHFU treatment apply cqually to the generating 

plant-related land that Edison does not propose to divest with its generating plants. 

Edison believes that TURN's proposal should be dismissed as retroactive ratemaking 

and alleges that it is appropriate to retain the PHFU land until a favorable market arises 

for the land. At that point, Edison says, the utility witl sell the land and apply proceeds 

from the sale to offset transition costs. 

PHFU property may be included in a utility's rate basc, as 

established in gUidelines adopted as Appendix B in 0.87-12-066, in Edison's 1988 

general rate case. These gUidelines darify that, under certain circumstances, we will 

include PHFU in rate base. We have also determined that "[n]othing in this exhibit 

should be interpreted as precluding the ability of the ratepayers to r('(over gains on 

sales of plant that has at some HOlt' earned a return as PHFU." (D.87-12-066, mimeo. 

Appt'l\dix B at p. 4.) 

In addition, § 7iS.I(c) sets (orth standards for returning to 

ratepayers funds re.llized from a gain on sate of PIIFU property. It requires that gains 

on sale of PlIFU property that was included in rate base be allocated to customers in a 

manner consistent with Account 105 of the Uniform System of Accounts. It then dirC4::ts 

that 

"the portion of the gains aUocated to customers shall not be 
less than the amount the corporal ion has recovered through 
r.ltt's (or the carrying costs and other expenses of the 
property during the period it was carried in the plant held 
for future uSt', and shall not ex(('Cd the gain on the sale, net 
of any tax, resulting (rom the sale," 
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It is reasonable to adopt TURN's proposal with certain 

modifications. By valuing a property right after it is taken out of rate base, the 

Commission could eliminate future uncertainty as to dividing the property's value 

pursuant to § 728.1 (c). Assuming that the properly had been in rate base since purchase, 

all gain in value since then would be attributable to ratepayers. Assigning value 

immediately might also immunize ratepayers from any spc<:ulation by the utility (e.g., if 

the utility waited until after the real estate market plunged to sell the properly). Most 

importantly, calculating the gain in value of the land upon divestiture allows us to 

derive the necessary information to determine whether assets are or are not economic. 

\Vhile Edison argues that retroactive ratemaking bars us from 

implementing TURN's proposal, We do not agree with this conclusion. \Ve have 

previously concluded that an allocation of gain does not constitute retroactive 

rate making.. since no adjustment is made to previously collected rates results. (56 CPUC 

2d 4, 16.) Rather, we have imposed corrective actions to remedy past overcollections 

based on a utility's failure to comply with established accounting rules. 

\Ve dirtXt Edison to allocate its land according to its function; i.e., 

transmission-related, fuel oil pipeline-related, and generating plant-related land, using 

a pro-rata analysis. The transmission-related land will receive the full rate of return and 

will not impact transition cost recovery. Edison's pro rata approach should be filed on 

March 2, 1998, in its appraisal application. Consistent with our approach toward fuel oil 

inventory, Edison should amortize the pro-r,'\ta portion of the land associated with fuel

oil pipeline and should include its propo&'ll for the treatment of this land in the 

proposal for fuel oil invcntory, to be Wed on March 2, 1998, as discussed previously. All 

other land, tr<lditionally classified as gener,'ltion, but not divested with the plant, will be 

removed from rate base as of January I, 1998. Only the book value of the land which is 

proposed to be divested and which is attributable to fuel oil pipelines will be amortized 

in the transition cost balancing account at the reduced rate of return until further 

analysis confirming these pro-rata approaches is complete and appraisal of the land is 

completed. Thus, other than land which is allocated to the transmission function and 

fuel oil pipelines, all generation-related land attributable to plant which is proposed to 
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be din'sted should be removed (rom rate base as of January I, 1998. \\'e will order 

Edison to adjust its transition (ost balancing account once the land is fully analyzed 

according to its various functions and undergoes market valuation. In this way, any 

gains can be quickly applied to offset transaction costs. 

Ii not sold or market valued prior to divestiture, the date of 

dhtestiture is a reasonable date (or this valuation to occur. At that point, we will know 

exactly what property the winning bidder requires and any adjustments that arc 

required by various municipalities. The land can then be appraised and valued and the 

appropriate credits can be recorded in the transition cost balancing account. We are not 

convinced that thete are such unique qualities to this land which would argue that we 

should wait until market valuation procedures {or retained assets are in place. As with 

our prior examples, land is very di({erent from power plants. We will review such 

assessments in the annual transition cost proceedings for reasonableness. This is a 

simple, uniform policy 10 apply, particularly because PG&E has already stated that it 

intends to include the land surrounding its power plants for divestiture} other than land 

needed (or other utility purposes. 

11.9. Step-up Transformers and Gen~ratlon Radial Tie-LInes 

On April 29, 1996, PG&E, Edison} and SDG&E filed a jOint Petition {or 

Declaratory Order (Docket No. EL96-48) with FERC, which asked for confirmation of a 

proposed delineation of certain facilities as either local distribution or transmission 

facilities. Edison proposed that all generation step-up facilities, except those at the San 

Onofre Nuclear Generating St.ltion (SONGS), be reclassified (or ratemaking purposes as 

generation. Edison also proposed that the SONGS step-up transformers and generation 

r.ldialtie-lines connecting gener.ltors to the transmission grid remain classified as 

tr.lIlsmission for ratemaking purposes. In its comments, this Commission supported 

this proposed delineation, but recommended classifying the SONGS step-up 

transformers and gcncc.ltion radial tie-lines as generation. On October 30, 1996, FERC 

issued its Order in Docket No. EL96-48, which adopted the proposed delineation of 

facilities with this Commission's lltodifications. In D.97-05-053, we granted Edison's 
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petition to modify 0.96-01-011 and 0.96-04-059, and allowed Edison to add 

approximately $18.7 million of sunk costs associated with SONGS' step-up transformers 

to SONGS sunk costs. (0.97-05-053, mimco. Conclusion of Law 3 at pp. 9 -10.) 

No party disputes this issue. Since FERC has already reclassified 

generator step-up transformers and generation radial tie·Jines as generation, it is 

reasonable to use that classification for transition cost ratemaking purposes. These 

assets should be added to the net book value of associated plant. 

12. Nuclear Generation Transition Costs 

Generally, the revenue requirement associated with nuclear facilities is not an 

issue to be determined in this proceeding. The amount of sunk costs and JCIP treatment 

(or Diablo Canyon was considered in 0.97-0.5-088; the treatment of Palo Verde Nuclear 

Generating Station was determined in 0.96-12-083; and the treatment of SONGS was 

considered in 0.96-01-011 and 0.96-04-059. However, certain issues related to nuclear 

generation lr,msition costs have been raised in Phase 2, including whether transition 

cost rEXovery for differences between ICll' costs and Power Exchange tevenues is 

allowed for PekE. We do not address issues previously addressed in 0.97-08-056. 

Nuclear sunk costs are already being amortized at an acceferated rate, consisfenf with 

the respective decisions. 

12.1. DIablo Canyon 

In A.96-12-009, PGkE proposed to recover ICIP costs by way of a separate 

nonbypassable charge.PGkE has also expressed, in this proceeding, its willingness to 

recover these costs in the transition cost balancing account (RT: 2241; 2964-2965). 

0.97-08-056 prEXludes the use of a separ.lte, nonbypassable charge lor this cost. 

PGkH explains that in 0.97-05-088, we adopted a fixed ICIP amount 

which reflects the cost fa r.ltepayers of kilowatt hours received from the plant. Power 

Exchange revenues from Diablo's output would be lIsed to o(lset this fixed ICIP price, 

but to the extent Power Exchange revenues arc greater or less than ICIP, the difference 

would result in a debit or credit to the transition cost balancing account. PGkE asserts 

that this relationship is consistent with and authorized b}' the Rate Restructuring 
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Settlement, " .. hieh provides that if PG&E's actual incremental costs exceed the fixed 

ICIP prices, this difference (between actual and IClr) would not be recoverable in the 

transition cost balancing account. PG&E does not believe that the Rate Restructuring 

Seltlement precludes either the recovery or the crediting of the difference between ICIP 

and Power Exchange Revenues, as TURN contends. 

TURN maintains that because the Rate Restructuring Settlement reads, in 

relevant part, that "[nJone of DiabloCan}lon's incremental costs would be eligible for 

recovery through the erc," sllch recovCfY should, in fact, be banned. ORA does not 

believe that the Rate Restructuring Settlement is a document which binds this 

Commission in any way. 

\Ve agree with PG&E. As contemplated in both AB 1890 and the Preferred 

Policy Decision, it is the ongoing ICIP costs which are compared to the Power 

Exchange, and di((erences in revenues Or costs are either credited or debited to the 

transition cost balancing aCcount. Actual costs are not compared to the market dearing 

price for purposes of determining these ongoing transition costs. J( the market-dearing 

price is bc10w ICIP costs, this difference is debited to the tr.'nsition cost balancing 

account. PG&E is at risk for an}' actual, incremental costs which are greater than ICIP. 

Similarly, if the market dearing price is greater than ICIP costs, this difference is 

credited to the transition cost balancing account. If actual costs arc below ICIP costs, 

PG&E may retain the difference. 

12.2. San Onofre Nuclear Generating Station (SONGS 2&3) 

Edison states that it is making various necessary repairs to low-pressure 

steam tum rotors and exhaust hoods, which it asserts are necessary to maintain the safe 

and reliable oper.,tion of SONGS 2&3. Edison contends that shareholders made this 

investment with no guarantee of recovery and furthermore that there is no guarantee 

that Edison ,,,,'i11 realize any improvements in the capacity and output of SONGS. 

Edison asserts that any improvements which do occur would offset efficiency losses due 

to the units' aging. Edison notes that SONGS 2&3 have historically operated above and 

below their rated <'<'pacity during the last 10 y~ars of operalion. SDC&E agrees with 
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Edison's position that "the rated capacity of the unit is simply the vendor's guarantee 

that given a set of variabJesl their guarantee to the purchaser of the plant is that it will 

perform at least at this level." (RT at 1546.) 

As a general proposal, TURN recommends that no ICIP costs be 

recoverabJe in the transition cost balancing account for any output significantly above 

current nameplate capacity due to plant retrofits. TURN makes this recommendation 

specifically for SONGS, because it believes that the repairs arc likely to increase the 

capacity above nameplate capacity. ORA supports TURN's position. 

EPUC recommends that the recovery of ICIP should be consistent with the 

requirements of the SONGS seUlen\ent, but notes that the limit for SONGS recovery is 

the ICIP compensation. EPUC therefore proposes that in the event that Power Exchange 

or other revenues exceed the ICIP, the transition cost balancing account be credited 

with the excess amount, which would then reduce tr<lnsition costs. Sinlilarly, in Ihe 

event that there is a short(all in revenues below the eJigible lCIP level, EPUC 

recommends recovering this shOlIf<lll through the transition cost balancing account. 

Under the terms ildopted in D.96-04-059, Edison and SDG&E will recover 

the forecasted costs of operating the plant if SONGS 2&3 operate at a capacity (actor of 

78%. Actual costs above ICIP (i.e., il c<lpacit)' is less) arc not recover<lble from 

ratepayers, whHe actual costs below JCIf> (i.e.1 i( the pJant operates at a higher capacity 

(<lefor) do not benefit rcltepayers. Thus, if the pJant's capacity were increased by these 

repairs, it would produce more kilowatt hours than it would have compared to the 

capadl)' factor adopted in D.96-M-059. Depending on the PO'\'cr Exchange price, an 

increase in produced kilowatt hours has the potential to increase the trcll1sition costs 

claimed if the Power Exchange price is less than the forecasted ICIP price. Similarly, if 

the Power Exchange price is greater than forecasted ICIP pricesl the increase in capacity 

has the potential to offset transition costs. 

\Ve do not choose to interfere, in this dcdsion, with the balancc of risk and 

rewards that was adopted concerning the ratemaking treatment of SONGS 2&3. These 

retrofits were undertaken (or purposes of plant safety and reliability,lIot to increase 

plant capacity per se. 1{C('overy of the differenccs belwC'CJ\ lelP prices and Power 
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Exchange clearing prices was intended by the Preferred Policy Decision and provided 

for in A8 1890. Therefore, we will rely on the ICIP prices adopted in D.96-04-059 to 

compute any necessary transition cost recovery or offsets. 

Comparison of ICIP costs with the market-clearing price is different for 

purposes of computing ongoing transition costs, if any, related to the Pato Verde 

Nuclear Generating Station. In 0.96-12-083, we established balancing account treatment 

for these ICIP costs, consistent with the settlement agreement proposed by the parties 

and adopted in that decision. Because of this balancing account treatment, we wm 

compare Pato VCr'de's incremental operating ~osts as billed by the Arizona Public 

Service, the plant's operator, with the market-dearing price, rather than the fixed ICIP 

costs approach which we have implemented for Diablo Canyon and SONGS 2&3. 

13. Fuel and Fuel Transportation Contract Transition Costs 

Se(tion 367(c) includes fuel and fuel transportation costs as going fonvard costs, 

which n\ust be recovered from market reVenues and which arc specifically excluded 

from transition ~ost recovery, with two limited exceptions identified in § 367(c)(1) and 

(c)(2), Despite this guidance, these issues have generated great controversy. 

13.1. PG&E 

For generating faciHties that arc designated as must-run by the ISO, PG&ll 

asks for the opportunity to seck r('(overy of all fixed fuel and fuel transportation costs 

through the transition cost balancing ac(ount if these costs arc ~ot r('(overed through 

the ISO contracts. PG&E explains that it would reserve a placeholder for these (osts and 

recovery of any costs not covered by ISO revenues should be considered by the 

Commission if and when PG&E actually seeks such recovery. As discussed previously, 

we deny this request. 

For non-must-rUl\ generating fadlities, PG&E is not seeking tr.lnsition cost 

treatment of any uneconomic costs of the demand charge, customer access charge and 

Transwestem reservation charge associated with these facilities, consistent with its 

agreements in the Rate Restructuring Settlement. However, PG&E is sceking a 

placeholder to allow r('(overy of the uneconomic costs of the Interstate Transition Cost 
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Surcharge (lTCS) and geothermal minimum take-or-pay ohligations associated with the 

non-must-run facilities. PG&E identified these costs as $255.7 million (Geysers steam 

purchases of $215.2 million and lTes costs of $40.5 million). PG&E does not seck 

recovery of these costs as of January I, 1998, but instead proposes to seek Commission 

approval if they ate actually incurred during the transition period, to the extent these 

costs are not otherwise nxovered from. Power Exchange or ISO reVenues. 

The audit report accepted these costs as eHgibJe for transition cost 

recovery, but proposed to increase the Geysers contracts by $53.8 million, which arc 

year 2000 costs {or this contract which were omitted fronl the filing. The auditors also 

questioned the ITCS amount, because We have not previously approved this amount. 

PG&:E asscrt~ that AB 1890 gives the Commission the option to determine 

that categories of fuel costs that are going {onvard costs and fixed obligations are 

eligihle for transition cost recovery for non-must-run plants, particularly in light 01 the 

use of the term, IIgeneration-reiated assets and obligatioIls" in § 367. PG&E also asserts 

that this language reflects the Preferred Policy Decision, which allows rccovery of 

"fixed obligations directly relatedil to the generation asset. (Preferred Policy Decision, 

mimco. at p. lIS.) 

PG&E maintains that ITCS costs arc comparable to a generation-related 

regulatory asset and should be eligible for transition cost recovery. These costs are a 

result oII'G&E entering into various interstate gas transportation contracts prior to the 

unbundling of the gas industry. PG&E explains that it entered into these contracts to 

ensure that it could prOVide services nc-cdcd for its gas users, including its O\\'n fossil

generation {acilities (or Utility mectrk Generator, UEG). Bcc.\lIsc it entered into these 

contrclcts (0 provide bundled service to its own electric gener .. ,tion, a portion of the 

capacity under these gas contracts was expected to be allocated to PG&E's UEG. 

Capacity brokering and the lTCS balancing account delayed the payment of these costs 

and PG&E now asserts that these gas transportation contr.l.cts should be categorized as 

a generation-related asset and cannot be considered a going-forward cost. PG&H asserts 

that these costs arc given balancing aCCollllt treatment and an}' undercollection of lIes 
(rom noncore customers will be allocated to the noncore customers in the next Biennial 
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Cost Allocation Proceeding (BeAP); therefore, these costs represent a fixed obligation of 

noncore customers. PG&E admits that its UEG pays these costs through a volumetric 

charge, but states that it is possible these costs could be included in the demand charge 

(or the next BCAP cycle. 

PG&E explains that the auditors questioned $40.5 million related to ITCS 

only because this amount has not received Commission approval for 1998 and 1999. 

PG&E expects an allocation of lIes costs in the next neAP similar to the $40.5 million 

aJlocated to PG&E's UEG in the 1996-97 cycle. 

PG&E also belie\'cs that fixed geothermal sleam fuel-related obligaHons 

are eligibJe (or recovery in the transition cost balancing account, as discussed in 

Section 16. PG&E seeks authorization to request recovery of these costs if they are not 

recovered in the market. PG&E believes that to the extent operations of its geothermal 

facilities arc suspended, it ' .... ould incur take-or-pay costs, which would be a fixed 

obligation. SecondlYI PG&E explains that § 367(c) applies spedfkally to fossil fuel 

facilities and not to geothermalladlities. PG&E states that from a policy perspective 

going-forward costs of geothermal fadlities should be treated differently from going 

forward (ossil costs, and explains that geothermal steam contracts arc unique in that 

there is no other use for this steam. 

13.2. Edison 

Section 367(c)(2) allows Edison to r('(over 100% of the uneconomic portion 

of the fixed costs paid under fuel and fuel transportation contracts, with the following 

requirements: I) the fuel and fuel transportation contracts had to be executed prior to 

Dtxember 20, 1995 and 2) these contracts must be determined to be reasonable by this 

Commission. As of January I, 1998, Edison cstimates that it will incur $840.5 million in 

cumulatlve, unavoidable fixed costs under (uel and (uel transportation contracts for the 

transition period ($389.9 million in gas contracts and $450.7 million in coal contracts). 

These costs would be netted against the market value of the (uel to obtain the 

uneconomic portion, or the amount to be coHecred through transition cost recovery. 

Edison states that it captures the market value of the g.,s contracts, which arc credited 
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against transition costs and thereby reduce the total amount to be collected. Edison docs 

not beJieve that there is a ready market for coal which would allow similar calculations 

to be made. 

Similar to the position of several intervenors, Edison maintains that lIes 
gas costs are a going fon\'ard cost, and therefore should be recovered through market 

prkes. Howcver, Edison states that if we find that PG&E's ITCS costs can be recovered 

through the transition cost balancing account, the same treatment should be afforded to 

Edison. 

Edison explains that its fuel and fuel transportation contracts are eligible 

for recovery under the exception granted in § 367(c)(2). Edison proposes to determine 

its unavoidable gas costs monthl}' and to book costs associated with contracts pending 

reasonableness review to the transition cost balancing account, subject to later true-up. 

Edison contends that this approach is reasonable be<;ause it is consistent with current 

ECAC procedures, it will not impact Edison's ability to reCOver such costs during llie 

transition period, and ratepayers will be unaUected because of the rate freeze. Edison 

states that a settlement agreement related to Canadian gas reasonableness issues has 

been reached \ .... ith ORA and submitted to the Commission in A.93-05-044 tl al., which 

would make the necessary reasonableness findings, if adopted by the Commission. 

Edison asserts that all unavoidable fuel contract costs found reasonable by 

this Commission must be e1igible for transition costs ltxovery. Edison explains that 

many of its long-term gas contracts include terms which require Edison to pay the 

supplier regardless of the quantity of gas which is actually scheduled. Edison considers 

these costs unavoidable. Edison also explains that contracts which do not require 

Edison to schedule minimum quantities or make fixed payments regardless of the 

quantity of gas taken arc not considered unavoidable or fixed obligations, and therefore 

does not request transition cost recovery (or these costs. 

Edison entered into long-term coal contracts to supply its Four Comers 

and Mohavc generating stations. Edison states that certain costs related to these 

contracts arc unavoidable or fixed and furthermore, certain costs may arise in the future 

which become unavoidable. Por example, Edison has entered into contracts to supply 
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coal to the Mohave generating station, which requires Edison to pay certain costs 

regardless of the qUimtity of coal taken. Variable costs are costs that depcnd on the 

quantity scheduled and can be avoided if Edison docs not schedule any coal under its 

contracts. 

As we have previously explaine<t Edison takes three steps in determining 

fossil-related transition costs. First, Edison determines eligible tr~lnsition costs 

(including fuel and fucl transportation contracts) and then nets out benefits associated 

,vHh emissions credits and allowances and gas market revenues. Second, Edison 

calculates offscts to the net eligible transition costs, which includes credits such as its 

proposed gas purchase credit. The gas purchase credits are designed to equal the 

market value of Edison's gas contracts that are lIsed to provide gas (or electric 

generation. Edison proposes to determine credits separately lor must-run and non· 

must-run units. Finally, these offsets arc deducted (rom the net eligible transition costs 

to arrive at the uneconomic costs which Edison believes it should have the opportunity 

to coUcet through transition cost recovery. 

Under Edison's proposal, the market value of gas is used to determine the 

going (onvard costs recoverable (rom market revenues, which help to o((sct the 

unavoidable costs of Edison's long-term gas supply and gas transportation contracts. 

Edison states that this credit is designed to approximate the amount of net revenue that 

Edison would have received if it sold its gas at market prices rather than using the gas 

for generation. 

Edison explains that to determine whether there wilt be an offset to 

eligibJe transition costs, the variable costs of fuel must be estimated (or both gas-fired 

and coal-fired gcner.,tion. In addition, if Edison resells to third parties any gas 

transportation Of g_1S that it n\ust pUfchase, this results in a benefit that offscts these 

eligibJe tr.Ulsition costs. The net eligible transition cost determination is a result o( 

offsetting eligible transition costs with the appropriate benefits (including cmissions 

credits). \Ve have already disposed of Edison's proposed incremental capital (ost credit, 

its proposed 150 basis point equity carnback, and its Power Exchange/ISO revenue 

credit, ilnd ",ill no\\' address its proposed gas purchase credit. 
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The gas purchase credit is an offset to the calculation of net eligible 

transition costs and reflects the fact that Edison's actual variable costs may differ from 

the costs Edison would have paid if it had purchased its gas and gas-related services in 

the gas market (also ca][ed the gas dispatch price).ll The dispatch cost is defined as the 

torecast market value of the gas and gas transportation consumed in order to g('ncrate 

the forecast gigawatt hours. Edison believes that this gas purchase credit is necessary 

for two reasons: I) Edison has entered into gas and gas transportation contracts under 

which it pays an unavoidable (fixed) cost and a variable cost, and this variable cost may 

be below the market clearing prke (or the same commodity or service; and 2) Edison 

also uses gas and gas transportation purchased under must-take contracts with very 

low variable costs. Edison states that whether or not it earns market revenues to cOver 

its incremental costs, the gas purchase credit would be used to offset eligible transition 

costs so that Edison's distribution customers would receive the economic value of these 

contracts that were entered into on their behalf. 

Edison explains that the gas purchase credit represents the portion of its 

unavoidable gas contract costs which arc recoverable from the marketj in other words, 

these costs are economic and so are credited back to offset transition costs. Edison 

believes that the gas purchase credit must be calculated differently for must·run and 

non-must-fun plants. \Ve note that Edison has an application pending to divest all of its 

gas-fired plants; OnCe divestiture occurs, it is only the coal-fired plants that wiJI be the 

subject of this recovery requirement. 

For must-run plants, Edison proposes to calculate its gas purchase credit 

differently, because it has proposed a Power Exchange revenue crediting ",echanism 

based on different variable costs. The actual \\torkings of the proposed gas purchase 

credit appear to be the same for both must·run and non-must-run plants, however, 

21 This wou1d be an important step in Edison's rewnue crediting proposal, because as Edison 
explains further, in calculating its incremental costs to determine the Power Exchange/ISO 
rcvenue credit, the gdS burned is \'alued at thc gas market price or dispatch price of gas. We 
havc rC'jC'dcd this proposal. 
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except for an adjustment \vhich Edison states is necessary because the gas dispatch cost 

is based on a deemed quantity of gas from the unit heat rate curves, whereas the 

variable cost of gas is based on the actual quantity of gas consumed at the unit. Edison 

states that whether or not there is a Power Exchange/lSO revenue credit available for 

must-run units, the gas purchase credit must o(fset eligible transition costs so that the 

economic value associated with these long-term fuel contracts is passed on to 

ratepayers. 

Edison forecasts its 1998 variable gas costs, based on the 1998 forecast gas 

burn, the California border price forecast, the forecast gas supply basin prkes, and the 

forecast interstate and intrastate transportation rates. Edison sequences the available 

gas supplies based on incremental cost to ml!et its total (ortXast gas demand, which is 

the methodology used in its most recent ECAC forecast. Edison then calculates its 

forecast of 1998 Gas Dispatch Costs based on the California border gas price torecast. 

For units served by Southern California Gas Company (SoCaIGas), the (orecast border 

prke plus the (orecast SoCalGas tariff rate (intrastate transportation rate) plus the 

municipal surd\arge equals the (orecast gas dispatch price. For Manda1ay Generating 

station, which is under a bypass deferr.,J agreement with SoCalGas, the (orecast 

contract rate plus the municipal surcharge is added to the forecast border prke to 

obtain the gas dispatch price. For Cool \Vater generating station, which is served 

dinxtt}t by the Kem River and Mojave interstate pipelines, the (orecast gas dispatch 

price assumes gas will be transpOIted to Cool \Vater on the Mojave pjpe1in~. The 

(orecast gas dispatch cost (or 1998 is obtained by multiplying the monthly gas dispatch 

price at each station by the (orecast gas bum at that station. 

For variable coal costs, Edison l'Stimates its forecast lIsing the same 

methodology that Edison uses in ECAC proceedings. lhis methodology begins with 

recorded coal costs and (orec .. ,sts future coal costs based on forecast inflation rates (or 

the variolls cost components. Edison does not believe there is any portion of the 

unavoidable costs of the coal contr.lcts which is economic, because there is no market 

available (or the &11e of coal received under these contracts. Edison asserts that there 
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cannot be a market because the coal mines and the coal plants arc remote and lack 

access to coal markets. 

Two major issues have been raised regarding the gas purchase credit. 

EPUC and CIU argue that this credit should always be equal to or greater than zero. 

CIU is concemed that under Edison's gas purchase credit proposal, if the variable cost 

of gas were to exceed its estimate of the market price, it appears that Edison would seek 

transition cost recovery for certain gas costs. EPUC also questions the use of the 

intrastate transportation cost in calculating the gas purchase credit and maintains that it 

it is used in establishing thedispatch price, it should never be lower than Edison's 

actual intrastate transportation cost. Edison counters these concerns by stating that 

because the dispatch prke is based on the Califomia border price and actual intrastate 

transportation rates, the actual variable gas costs are not likely to exceed the gas 

dispatch price on a monthly basis, if Edison continues to use gas under its existing long

terrn contracts. Edison also asserts that a negative crroit is unlikely because Edison's 

incentive is to reduce the level of transition costs. 

Because Edison sequences the purchase ot available gas supplies based on 

incremental cost to n'cets its forecasted gas demand, it would not utilize its long-term 

contracts if the variable costs incurred under these contracts exceeded the gas dispatch 

price, because it would be Inore economical for Edison to purchase gas at current 

market prices. Howcver, Edison objects to limiting the gas purchase credit to be at least 

equal to zero. Edison maintains that it is possiblc (or the gas purchase credit to decline 

as Edison divests its plants, buys out or buys down to market its long-term gas 

contracts, or eJects to sell its gas supplies and gas transportation capacity on a shorter

term basis. Edison states that the gas purchase credit is just one of the offsets to (ossil 

net eligible transition costs. Edison has testified that, in the aggregate, such offsets 

cannot be less than zero; thus, a negative gas purchase credit cannot result in a recovery 

of more than the net eligible transilion costs. (RT: 2249-2250.) 

The gas dispatch price used in the above calculations is based on 

published tariffs al\d market indices and is a proxy for actual market price of gas. In 

general, Edison agrees with EPUC that the "deemed" intr,lstiltc transportation cost and 
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the actual intrastate transportation costs will be idenlical, but would like to allow for 

the possibility of differences. Edison expects that it is possible to negotiate a rate with its 

supplier that is less than tariff rates, which would then increase the gas purchase credit. 

EPUC contemplates a situation which would result in rates higher than tariff rates, 

which have the potential of inCl'easing transition costs. \Vhile Edison expects that this is 

an unlikely outcome, it objects to EPUC's recommendation that the cost used in the 

benchmark (i.e., the gas dispatch prke) should never be lower than Edison's actual 

infrastate transportation costs. 

Edison believes that its coal supply and coal transportation have unique 

characteristics a(fecting the determination of uneconomic costs. Because there is not an 

active competitive market for coal supplies, unlike gas generation, Edison assets that it 

is impossible to detern\ine the uneconomic or economic portion of the coal contract 

costs in isolation. Edison therefore proposes to usc the economics of the entire coal plant 

and its output as the best proxy (or determining the uneconomic portion of the fixed 

costs of the coal contracts. Edison recommends that aU fixed, unavoidable costs of the 

coal contracts be considered eligible for transition cost recovery and that the market 

value o( the generation assodated with Four Comers and Mohave be credited to olfset 

these costs; this would result in only the uneconomic generation (osts being recovered 

as transition costs. Edison believes this approach would be (onsislent with market 

valuation of these (acilities, in that it expects the coal contracts would be included with 

the plants and the bid price would reflect any uneconomic features of the coal contracts. 

Edison asserts that the take-or-pay obligations of the Four Corners coal 

contract represcnt a fixed cost eligible for recover}', because payments (or the minimum 

quantity arc required and unavoidable. Edison disputcs TURN's contention that the 

take-or-pay obligation is not eligible for transition cost recovery unless the take-or-pay 

limit is reached. Edison also disputes TURN's contention that the costs that Edison may 

incur under its existing coa] supply contr,,,(s for mine closings and reclamation arc 

speculative and should be excluded. Edison believes that to the extent it has any 

liability (or mine closing and reclamation costs, which arc in dispute, and actuaUy 

incurs costs, those costs should be rccover.lble as transition costs. Edison also explains 
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(hat any rccovery of employec retirement costs will be based on actual costs, rather than 

estimates. 

The auditors questioned various contracts, because they have not yet been 

approved by the Commission, and proposed other adjustments related to calculation 

errors. These adjustments would reduce unavoidable gas contract costs from $389.9 

million to $70.7 million. Similar adjustments for coal contracts would reducc the 

amounts from $450.7 million to $419.1 mil1ion. The auditors include adjustments to the 

coal contracts to reflect the tact that Edison is not spedficall}' responsible for certain 

retirement costs and mine dosing costs under the Peabody and BHP coal mine 

contracts. The auditors acknowledge that Edison is disputing these items with the 

suppJiers and may ultimately be responsible for some or all of these costs. 

The auditors also question the allocation of fixed unaVOidable costs under 

the Peabody contract, because they believe this aHocation overstates Edison's long· run 

unavoidable obligations. The audit report explains that Edison's methodology is only 

accurate assuming normal operation of the Mohave power plant and recommends that 

we review Edison's assumptions regarding this contract's fixed and variable costs. 

Edison assumes that unavoidable labor and material costs are independent of delivered 

coal tonnage over the life of the contract. TIlC auditors clarify that while this assumption 

may be reliable for shorHerm variations in tonnage, it may not bc true for long·term 

tonnage change. The auditors believe an adjustment may be necessary, but cannot 

quantify ii, becausc Edison's (ontract cosl forecasting model assumes Jabor and material 

costs are independent of tonnage. 

13.3. SDG&E 

SDG&E seeks reco\'ery of fixed transportation costs allocated to its UEC, 

pursuant to its BeAP. SDG&E estimates these costs at $38.7 million, excluding natural 

gas sforage costs. SDG&E concurs with the audit adjustment in removing the storage 

costs. The auditors question the remaining UEC costs, which the}' explain might not be 

recoverable if SDG&E's plants arc not (onsidered reliability plants and because the 

regulatory foundation for their inclusion is unclear. 
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SDG&E asserts that these costs represent a regulatory obligation which 

SDG&E will incur whether or not its units are designated must-run by the ISO. SDG&E 

has proposed that all of its non-nuclear generating units arc needed for reliability 

purposes and therefore expects to enter into must-run agreements with the ISO, which 

will include the BCAP fixed transportation expense. To the extent that must-run 

agreements are not executed (or certain units by the ISO, SDG&E WQuid then dedde 

whether to operate those plants or shut them down. SDG&E acknowledges that if it 

chooses to operate these plants, SDG&E would be at risk (or the BCAP fixed 

transportation costs as a going forward cost. 

However, SOC&E states that if it decides to shut down these units, the 

BCAP fixed transportation costs would then be a regulatory obligation recoverable as a 

transition cost. Furthermore, SOO&E concurs with PG&E's position and states that to 

the extent a plant is designated as must-run and all costs are not luHy recovered by the 

ISO or Power Exchange revenues, Commission-approved costs should be eligible for 

rc<:overy in the transition cost balancing account. 

13.4. ORA 

ORA r~onl.mends that for non-must-run units, fixed costs related to fuel 

and fuel transportation contracts should be eligible for transition cost nxovery Ol\ly (or 

Edison and then only to the extent that these costs are reasonable and uneconomic. 

ORA states that Edison's fixed fuel <:ontract costs can be considered uneconomic only if 

Powet Exchange re\'enues are less than all going fonvard costs, and the un~onomic 

amount is the difference between the Power Exchange revenues and an going forward 

costs. 

OR~ agrC('s the proposed settlement agreement if adopted in A.93-OS-().l4 

it al., would resolve the issues of reasonableness of Edison's gas supply and gas 

transportation contracts and \"muld describe the aspects of the contracts which we 

should consider reasonable for tr,ulSition cost purposes. ORA explains that the portion 

of the reasonable costs that are uneconomic would be determined through the 

opcr.ltion of the re\'Clllie credUing m~hanism. According to ORA, the proposed 
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settlement would r('Soh'e cost allocation issues associated with any buy-downs or buy

outs of these contracts. If the settlement is not adopted, reasonableJi,ess revie,\'s would 

be necessary in the annual transition cost proceedings. 

ORA is parlicularIy concerned regarding the treatment of fixed 

uneconomic coal contract costs, because Edison is planning to divest all of its gas-fired 

fossil plants. Edison has identified these fixed costs as approXimately $108 millioll in 

1998. ORA considers only that portion ot fixed fuel and fuel transportation costs which 

cannot be recovered from the Power Exchange to be uneconomic, while Edison defines 

all fixed fuel and fuel transportation costs associated with coal take-or-pay 

arrangements to be uneconon\i~. Using its methOdology and Edison's estimates (Or 

1998, ORA estimates that Power Exchange revenues compared with all going [onvard 

costs, including the fixed coal contract costs, will recoVer aU but $2.3 million of the fixed 

coal contract costs. 

ORA asserts that PG&E and SDG&E should not be allowed to recover any 

fixed costs associated with gas supply or transportation, because it is possible to 

manipulate fixed costs by converting variable to fixed charges. ORA maintains that if 

PG&E does not generate electricity [rom its gas-fired plants after January I, 1998, it wiU 

not incur lIes costs, which ORA maiIHains PG&E's electric department has no 

obligation to pay. ORA expJains that thesc costs are not caused by electric restructuring, 

but were the result of gas industry restructuring and arc costs faced by all competitors 

in the generation market. ORA thinks that PG&E's fixed take-or-pay costs associated 

with geothermal fuel arc analogous to fixed (uel costs o[ fossil plants, and asserts that 

these costs should not be recovec(lbJe through the tr.1flsition cost baJancing account; 

r.1the[, these costs should become part of the geothermal revenue requirement, to be 

C'stablished in A.96-07-009. As discussed in Section 16, ORA recommends that only 

credits (esulting from the difference between Power Exchange r('venues and the 

geothermal revenue requirement should flow through the transition cost balancing 

account. 
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13.6. TURN 

TURN believes that our determination of fuel contract costs and their 

ultimate recovery is one of the most critical issues in this proceeding. TURN agrees with 

ORA that Edison may recover fuel and Cuel tr,msportation charges through transition 

cost recovery only to the extent that the Power Exchange price does not (over all going 

forward costs, including fuel and O&t\1 costs. TURN asserts that Edison's take-or-pay 

(osts arc not stranded costs unless the take-Dr-pay obligation is actually incurred. In 

addition, TURN maintains that Edison's (oal plants produce electricity at per kilowatt· 

hour costs that are below the expected Power Exchange price, even when the take-or

pay costs are included. TURN therefore asserts that it is unreasonable that Edison 

receive funding through transition (ost re<:overy (or a plant that is actually economic. 

TURN also asserts that the appropriate cUI-off date for considering the 

contracts reasonable is April 20, 1994, the date the electric restructuring IlIlemaking was 

issued. TURN observes that Edison's gas service with South\""cst Gas was renegotiated 

on November 29,1995. Prior to this time, Edison took tariffed service (rom Southwest 

Gas, which included a fuel price based entirely on volumetric usage. The new contract 

includes a fixed charge rate component" \ .... hich now may be eligible for transition (ost 

r~over)'. TURN looks askance at these (ads and asks that the Commission consider the 

datcs of contract execution in its determination of reasonableness. 

TURN recommends excluding the potential charge Cor reclamation and 

closure costs associated with Edison's coal contracts from transition cost reco\·ery. 

\Vhile TURN acknowledges that Edison is seeking a placeholder in the transition cost 

balancing account for th('se costs, should they be incurred during the transition period, 

TURN recommends that they be deemed presumptively unreasonable. TURN 

maintains that Edison should be required to make a dctailed showing of any actual 

costs incurfed in Ihis regard. TURN explains that this higher standard is reasonable is 

bc<'ause this category of risk is the product of Edison's choice to invest in (oal plants. 

TURN explains that l wilh few exceptions, every fossil fuel generation 

plant opcr.1tor must pay to tr.lnsport fuel to its power plants and contends that I'G&E 

and SDG&E are not allowed to rc<:over fuel costs under AB 1890, but must recover them 
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from the market. TURN asscrts that the dispatch cost assigned to a plant under 

regulation is not useful in terms of determining what is variable and fixed in the 

competitive generation market after January 1, 1998. Rather, TURN recommends that 

the bid price is the relevant information to consider and that recovery of nes costs 

through the transition cost balandng account would allow PG&E and SDG&E to make 

lower bids into the Power Exchange than they would otherwise be able to make if they 

had to recover all their (osts from the Power Exchange price. Furthermore, TURN notes 

that PG&E has acknowledged that the Gas Accord's provisions {adopted in 

D.97-08-05S} dispose of the lIes cost issue. 

13.6. FEA 

FEA agrCl's that certain of Edison's fuel and fuel transportatlon costs are 

eligible for transition cost treatment under § 367(c)(2), but PG&E and SDG&E must 

recover these costs through the market as going (onvard costs. FEA asserts that the 

utilities have a dUly to mitigate such costs, which cannot be considered an obligation (or 

purposes of transition cost recovery. FEA maintains that the specific provisions of 

§ 367«(') override the broad definition of costs eligible for transition cost recovery in 

§367. FEA recommends excluding from transition cost tecovery any costs whose 

eligibility for transition cost recovery depends on the need (or plant reliability until that 

need has been finally determined. 

FHA agrees that until costs arc determined to be reasonable, Edison's (uel 

and fuel contr~1cts are not eligible (or tr.lnsition cost recovery. FEA also rc<ommends 

that cerfain coal mine dosing and reclamation costs, as well as associated employee 

retirement costs, be ineligible for tr~lnsitiol\ cost recovery at this time, because Edison is 

disputing whether it is liable for these costs. 

13.7. CIU 

CIU agrees with FEA lhat only Edison's fuel and fuel transportation costs 

are eligible (or recovery, pursuant to § 367{c)(2). CIU concurs that PC&E's and SOC&E's 

fuel (osls are excluded as going (on\'ard costs, because the gen~ral Janguage of §367 is 

expressly limited by the more spC('ific language of § 367(c)(2). CIU disputcs PG&E's 
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contention that take-or-pay costs associated with geothermal steam contracts arc 

eligihle for transition <ost recovery. These costs do not fan under § 367(c}, because they 

arc not (ossilunits; nor can they be considered eligible (or rcco\'ery under § 367, CIU 

contends, because these are contractual obligations, rather than a generation facility, 

nuclear settlement, purchased power contract, or regulatory asset. 

CIU agrees that ITCS costs are a going forward cost. CIU explains that 

demand charges paid to SoCalGas and PG&E (or intrastate transportation pipelines arc 

not eligible for transition cost recovery except under certain limited circumstances. FOr 

Edison, CIU contends that these demand charges may be eligible only if the)' are part of 

a fixed transportation contract entered into prior to December 20, 1995 and cause the 

cost of electricity generated by the facility to be uneconomic. For PG&E and SDG&E, 

even if such demand charges arc "akinll to genera.tion-related obligations, CIU contends 

the}' cannot be included in the uneconomic portion o( net book value of (ossil plants, as 

provided (or in § 367(c). 

CIU concurs with other intervenors that Edison's proposed treatment of 

coal and gas contracts is inappropriate and has the potential of increasing transition cost 

recovery. (IU rccOlnmends a very limited application of § 367«:)(2) regarding Edison's 

coal contracts: if Power Exchange revenues (including revenues derived (ron't sales of 

ancillary services and other products to the ISO) exceed Edison's costs o( producing 

power (rom these plants (including net book value, return, going fonvard costs, and 

fixed fuel costs), no costs associated with these plants would be added to the transition 

cost balancing account; thus, these contracts would be eligible for r(,(overy onl}' to the 

extent that Power Exchange revenues derived from all fossj)·fuel facilities are 

insu((jcienl to recover the costs associated with these facilities. After market valuation, 

the positi\'c or negative net value of the plants would be credited or debited to the 

tr"nsition cost balancing a«ount. 

13.8. EPUC 

EPUC agttX's with ORA that our review of Edison's gas costs must (ocus 

on determining \\'hich costs are fixed, which of those fixed costs are uneconomic, and 
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which costs are reasonable. EPUC also agrees that our acceptance of the settlement 

pending in A.93-OS-044 el al. will ultimately determine the reasonableness of the subject 

contracts; however, there may be certain accounting issues which must rcceive further 

consideration in the annual transition cost proceeding. EPUC maintains that Edison's 

gas purchase credit should have a safeguard and never be recorded as less than zero. 

\Vithoul this safeguard, EPUC believes Edison would recover mOre than the statute 

allows for the uneconomic portion of the fixed gas costs. The intrastate gas 

transportation rate is a component of both the gas purchase credit calculation and the 

Power Exchange/ISO revenue credit calculation. EPUC recommends llsing identical 

rates in the dispatch gas price (to calculate the gas purchase credit) and the actual gas 

prke (to cakulate the Power Exchange/ISO revenue credit). EPUC believes this 

approach will ensure consistenC}' and avoiding any mismatching between booked costs 

and re\tenttes. 

13.9. IEP 

IEI' recommends that (or those units classified as must·run by the ISO, the 

only going forward costs eligible for recovery in the transition cost balancing account, 

including fuel and (uel transportation costs, are those costs incurred in the hours when 

the ISO aCluaHy calls upon the plants to provide the relevant services, not for the 

duration of the contracts. This recommendation is further limited to the uneconomic 

costs, i.e., those costs not recovered through market (evenues. 

For I'G&E's and SDG&E's non-must·run plants, IEI' contends that no fuel 

and fuel transportation costs are eligible for transition cost recovery, because these arc 

going forward costs. For Edison's non-must-Iun plants, only those costs that Edison 

demonstrates arc within § 367(c)(2) arc eligible for transition cost treatment; i.e., such 

costs must be uneconomic and must be found reasonable by this Commission. IEI' 

asserts that Edison's proposed Mohave and Four Comers coal costs arc not necessarily 

uneconomic, that the Canadian gas purchase and transportation contracts have not 

been found reasonable, and that the \Vhceler Ridge Access charges are not uneconomici 

these costs therefore arc not eligible for transition cost treatment. 
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IEP slates that IreS costs arc transition costs PG&E incurred as part of gas 

unbundling. and therefore are an obligation of its gas department. JEP argues that these 

costs calUlot be regulatory obligations, as both PG&E and SDG&E assert, which would 

contravene the intentions of § 367. 

IEP endorses ORA's and EPUC's criteria for determining whether 

Edison's fuel and fuel transporlation costs are recoverable under § 367(c)(2). IEP is 

specifically concerned with Edison's proposal to recover all of its Canadian gdS contract 

cosls, at issue in A,93-05-044 et al" pending Commission review, subject to later 

adjustment. IEP objects to this treatment because it could protong the rate (r~ze, has 

the potential of allowing Edison the opportunil)' to over-recover costs and thus prke its 

electricity 100" .. er and drive down market prices, and is contrary to the recently filed 

settlement agr~ment in A.93-05-044 cI al. IEP suggests that, pending approval of this 

settlement, Edison be allowed to tecover only 50% of its gas contract costs in the 

transition cost balancing account, subject to further true-up. 

IEP also asserts that Edison's request to recover Wheeler Ridge access 

charges should be denied. Edison is seeking recovery of charges incurred to transport 

gas on the SoCalGas system. IEP believes that this contract docs not meet the criteria of 

§ 367(c) (2), because the charges Edison pays under this contract arc the same as the 

SoCalGas tariff charges for usc of the same \Vheeler Ridge facilitl('s. lEP maintains that 

this contract cannot be determined to be uneconomic, because Edison is paying the 

equivalent of market rates {or \Vheeler Ridge access service. 

IEP disagrees with Edison's contention that it is impossible to measure the 

belO\\t-market pOltion of its coal contracts, and disputes Edison's contention that 

crediting any exccss Power Exchange/ISO revenues to the transition cost balancing 

account is an appropriate remedy. JEP declares that the burden of proof is on Edison to 

demonstrate that these contracts are uneconomic. IEP recommends that it would be 

preferclble to obtain a measure of the value of these contr.1cts using the price of coal at 

other sources. 
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13.10. Discussion 

\Ve agree that fuel and fuel transportation costs are plainly delineated in 

§ 367(c) as "going fon\'ard costs" of fossil planls, with the exceptions identified in 

§ 367(c)(I) and § 367(c){2). \Ve do not agree with SDG&E's strained distinclion between 

long· term contrdcts which Edison enters into and costs which we allocate to SDG&E's 

UEG customers in the BCAP. On this particular issue, the statutory language is plain 

and unambiguous: fuel and fuel transportation costs arc going fonvard costs, with the 

exception of Edison's fuel and fuel transportation costs and operating costs for 

"particular utility-owned fossil power plants or units at particular limes when reactive 

power/voltage support is not );et procurable at market-based rates." All other fuel costs 

must be recovered through market prices. We have stated our preference to use market 

mechanisms to determine transition costs to the extent possible. It is not necessary to 

provide transition cost treatment for units deemed necessary lor reactive 

power/voltage support by the ISO. As previously discussed, We expect the utilities to 

negotiate vigorously with the ISO to develop appropriate contracts to cover costs. 

Certainly, il the ISO does not deem the operation o( these units necessary and the 

utilities shut them down, as SDG&E alleges might occur, there is no reason ratepayers 

should continue to pay for UEG fixed gas transportation costs while receiving no 

benefits of the unit's operation. \Ve find such a proposal troubling. We will not 

guarantee ratepayer recovery (or these costs; to do so would not only increase transition 

costs in a manner that is not in compliance with the law. 

We.do not agree with TURN that the fuel contracts signed after the 

electric restntcturing rulemaking was issued should receive additional scrutiny. As 

established by law, Dt."Cember 20, 1995 is the (ut-of( dale to which we must adhere. 

Because certain of these contr.lcls are being r('viewed for reasonableness in other 

proceedings (e.g., A.93-05-044 el al.), Edison proposes to track these costs in the 

transition cost balancing account and then adjust them after the fact if any amounts are 

disallowed by this Commission. \Ve will not aUow this treatment. In the noted 

proccc-dings, a settlement was filed at this Commission on July 16, 1997. \Ve expect to 

adopt a decision on this settlement by )'ear·end. Until that time, hO\\'ever, such contract 
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costs should be tracked in a memorandum account and transferred to the transition cost 

balancing account upon our determination of reasonableness. Again, we disagree with 

Edison's forced reading of the relevant code sections: it is not that reasonableness must 

be determined subsequent to transition cost recovery, but that reasonableness must be 

determined subsequent to execution, which nlust have occurred no later than 

~ember 20, 1995. 

Edison's gas purchase credit proposal is needlessly complicated. Fuel 

costs should be excluded from the transition ('ost balancing account and recovered from 

Power Exchange revenues, ISO reVemtes, and any other market sources, to the extent 

possible. The same principles hold true for Edison, however, AB 1890 provides for 

recovery of the unecononlic fixed portion of these fuel and fuel transportation contracts. 

\Ve prefer to avoid complicated regulatory approaches based on debatable assumptions 

and to focus on the market. \Ve remain concerned that Edison's proposed treatment 

may result in ineligible costs being added to the transition cost balancing account, 

which is not only contrary to our stated policy, but unlawful. Edison's fuel and fuel 

transportation contracts must first be found reasonable by this Commission. Once that 

hurdle is cleared, it is the uneconomic fixed costs that may be eligible for transition cost 

treatment. To the extent Edison ('amiot re<:eive these costs from market revenues, 

including the take-or-pay proVisions of fuel contracts, Edison may seek transition costs 

recovery of the demonstrably une<:onomic fixed portion of these costs. 

Only if market revenues are not sufficient to cover all going forward costs 

will we allow that portion of the fixed costs which exceeds these revenues to be added 

to the transition cost balancing account. This market·based approach has the distinct 

advantage of being relati\'ely simple to implement and intuitively easy to grasp. By 

using the market to determine the uneconomic fixed costs, we avoid complicated, short

Ii\'ed mechanisms which only serve to make transition cost recovery more confusing. 

and more importantly, we ensure that the Iransition cost recovery process can pr()('eed 

expeditiously. \Ve agree with ORA that proper accounting is essential so that utilities 

arc required to recover all going forward costs (rom market revenues, to the extent 

lawful. \Ve nOfe that under Edison's approach, had its proposed 150 basis point 
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mechanism been adopted, the utility would have greatly benefited because it would 

have recovered aU coal and coal transportation contract costs from the transition cost 

balancing account before any revenue crediting mechanism was applied, including the 

ISO basis point eamback. 

\Ve discuss PG&E' s geothermal contracts in Section 16. 

14. TransitIon Costs and POwer Purchase Contracts with QFs 

PU Code §367 3Uirms the Preferred PoJicy Decision's finding that the utilities arc 

authorized to collect the ongoing transition costs resulting from the difference betweell 

contract prices \vith QFs and the Power Exchange market dearing price. In addition, 

transition cost recovery (or QF-telated costs continues for the duration of the contract 

and is not limited by the rate freeze period. \Vhile We Hnd that such costs are eligible for 

recovery, we need not approve the forecasts of the costs included in the various utility 

filings. Transition cost rccovery will be based on actual costs incurred compared to the 

PO\',o'er Exchange revenues resulting (rom the market-dearing price. 

PG&E recommends including costs related to QF contract litigation, settlements, 

and administration when comparing contract costs with market revenues. PG&E 

believes that this is legitimate, because these costs are in effect part of the cost PG&E 

pays (or energy and capacity under these power purchase agreements. PG&E also 

contends that the Commission has issued contract administration guidelines that 

require the utilities to aggressively administer these contracts in order to control costs 

and protect ratepayers. Edison also included these costs in its assessment o( QF contract 

costs. 

ORA recommends that reasonableness reviews of the utilities' QF contract 

management conlinue to OCCllr annually, but in the annual transition cost proceedings, 

rather than in the [CAC proceedings. ORA believcs that it is essential that the utilities 

manag(> these contracts in a prudent manner. SDG&E contends that there is no reason 

(or such a review in the transition cost proceedings, blX'ause we have expressed our 

intent to review this matter for SDG&H on an interim basis in D.97-07-0&1. SDG&E 

recommends that the purpose of the annual review regarding both QF and interutility 
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contracts should be limited to an audit of costs, rather than a general reasonableness 

review, because it believes that this limited review should occur in the distribution PBR 

proceedings. Enron recommends that we consider requiring the utilities to forecast the 

annual QF stranded costs and interutility contract costs o\'er the anticipated contract 

lives. 

Por PG&E, the auditors question all non-standard contr.lcts, because they were 

unable to verily that they have bccn approved by the Commission. TIle auditors also 

recommend that any contracts induded in the forecast of transition costs and in.volved 

in litigation should be considered questionable costs, since resolution of these issues 

may either increase or decrease projected costs. In addition, the auditors questioned 

contracts that do not conform with insurance verification requirements and contracts 

with QPs On probation (or not mccting their contractual firm capacity requirements. 

The auditors presented similar concerns (or Edison. 

Por each of the utilities, the auditors recommend that since ttaJ,sition costs 

associated wilh QF contracts depend on actual costs, a verification of these costs wiU be 

required, either in the ECAC or the annual transition cost proceedings. 

Both AB 1890 and the Preferred Policy Decision state that the actual abo\'e

market costs o( QF contracts are eligible (or tr.msition cost treatment. No forecast of the 

actual amount is necessary at this time. We will require that the utiHties establish 

placeholders in their final balancing account tariffs to account (or these (OS(S when they 

arc incurred. \Ve accept Edison's and PG&E's responses to the audit report, regarding 

the questioned QF contr.lct costs. No adjustments to these estimated costs arc necessary, 

given that recovery of QF contr.lCt costs will be based 01\ amounts actually incurred, 

r.tther than the estimated amounts. Costs related to Commission-approved contracts to 

settle issues associated with the BRPU arc also eligible (or tr.msition cost treatment} 

pursuant to § 367(a)(3), although no amount need be (orecast at this time. These costs 

arc the (ocus o( other proceedings. The utililies should establish placeholders in the 

tr.lnsition cost balancing account to account (or these costs, when and if they arc 

approved. 
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SDG&E is currentl}' under a Generation and Dispatch mechanism, which has 

eliminated the need for many aspects of traditional ECAC reasonableness reviews, 

including QF contract terms, because the contracts are standard oUers or approved non

standard contracts. This mechanism will remain in place, with certain modifications, 

until the end of 1997. In 0.97-07-064, we determined that reasonableness reviews for QF 

contract administration were appropriate and should take prace "according to existing 

rate case processing procedures, as those procedures may be modified from time to 

time./I (0.97-07-064, mimeo. at p. 15.) \Ve have previously determined that "(t]he utility 

will retain its obligation to administer its QF contracts in the best interests of its 

customers and in a manner that maximizes systemwide benefits and minimizes 

transition (ost accrual." (Preferred Policy DeciSIon, min\oo. at p. 130.) 

Consistent with 0.97-07-042 and a joint ruling issued on June 25,1997, by the 

assigned Commissioner and ALJ, generation PBRs will not be adopted prior to the 

beginning of the transition period. In the absence of generation PBRs, costs associated 

with QF and interutmty contracts should continue to undergo reasonableness reviews, 

and these reviews should be undertaken as part of the annual transition cost 

proceedings, to the extent that such reviews are not eliminated by standard offers and 

approved contracts. Annual reviews will include a review ot contract administration 

and litigation costs. 

In 0.96-04-034, which modified 0.95-12-051, we prOVided that PG&E could 

recover the costs of QF litigation settlements and judgo\ents if prudently incurred, but 

noted that reasonableness review of these costs was essential: 

"In future reasonableness reviews of settlement and judgment costs, we 
intend to inspe<t cMefully the sources of the costs. If a settlement or 
judgment flows from the terms of a QF contract approved by the 
Commission, we may find that ratepayer support of associated payments 
is {air and reasonable. On the other hand, if a settlement or judgment is 
the result of imprudent contr.,ct administration by PG&E or in some way 
compensates a fuel or energy supplier (or PG&E actions not approved by 
the Comn1isslon, then we nlay deny ratepayer support. In particular, 
judgments in tort actions - which generally eXclude contract disputes
shou!d not be recovcred from r.\lepayers." (0.96-04·034, mimco. at p. 3.) 
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This same rationale should apply to the litigation costs and QF administration 

costs (or all utilities. \Ve order this verification and showing 10 occur in the annual 

transition cost proceeding. This approach will a1l0\\' us to transition out of the 

traditional ECAC proceedings. \Ve make no findings at this lime regarding the QF 

shareholder incentive mechanism, nor regarding QF contract rcslructurings and 

buyouts, which are being addressed in a separate proceeding. 

15. Transition Costs and Interutility Contracts 

PG&E, Edison, and SDG&E have various purchased power contracts with other 

utilities, irrigation districts, or water agendcs. Similar to the treatment of QF contracts, 

both AB 1890 and the Preferted Polic}' Decision provided (or the recovery of the 

di((erence between actual payments under those contracts and the cost of comparable 

energy purchases (rom the Power Exchange. Again, we emphasize that it is this 

difference that wilt be booked to the transition cost balancing account, not the forecast 

costs. Any revenues n.~eived from interutility sales contracts offset the transition costs. 

These costs will be reviewed in the annual transition cost procccding. 

ORA has agreed that PG&E1s discretion in managing its eight purchased power 

contr.lets is minimal and therefore recommends that the review of these contract costs 

should be a simple audit of how the transition cost credit is calculated. ORA encourages 

SOC&E to renegotiate its 1\ ... ·0 purchased power contracts and that the annual transition 

cost proceeding should be used to review the administration of these contracts. We 

concur and order such review to OCcur in the annual tr<1nsition cost proceedings. 

Edison has entered into 17 interutility power contracts, with prices that may be 

higher or lower than the market price. Transition costs or credits arising from these 

contracts arc determined by comparing the costs associated with each contract to the 

corresponding market value 01 an equivalent amount of energy. In the Celse of energy 

exchange, transition costs arc determined by comparing Edison's avoided cost and the 

contrelct price associated with energy tab's and return. The actual transition costs 

associated with these contracts will be evaluated in the annllal transition cost 

proceeding. Edison has agreed to various audit adjustments of its estimated costs, 

- 128-



A.96-08-QOl et al. ALJ/ ANG/\,,'3\'/bwg * 

which relate to reclassifications and revised estimates. Edison objects to ORA's 

recommendation that the Commission should review purchases to ensure that 

purchases are maximized when incremental costs are lower than the Power Exchange 

price and minimized when incremental costs are greater than Power Exchange price. In 

contrast, Edison recommends that ORAls review process be amended to include 

verification of benefits associated with interulility purchaS('s, exchanges, or sales made 

through the Power Exchange. We will review both costs and benefits of such purchases, 

sales, and exchanges in the annual transition cost proceedings and will review each 

utility'S showing carefully in this regard, consistent with our desire to ensure that 

transition costs arc minimized to the extent possible. 

16. Hydroelectric and Geothermal Transition Costs 

In addition to its fossil-fired generation assets, PG&E owns both hydroelectric 

and geothermal generating assets. Edison owns hydroelectric assets, but no geothermal 

assets. SDG&E Owns only (ossil assets. Section 367{b) states that (or al1 assets subject to 

market valuation, such valuation must occur b)' December 31, 2001. Because the 

Preferred Policy Decision required that hydroelectric assets and geothermal assets be 

retained by the utilities (Preferred Policy Decision, mimoo. at p. 135), and AB 1890 was 

silent on this issuc, there has been some dispute as to whether hydroelectric and 

geothermal assets arc indeed subject to § 367(b). Parries have also raised issues 

regarding the correct rate of return to apply to these assets and whether the 

depredation of these assets should be accelerated or not. 

The generation PBR proceeding (A.96-07-009 it al.) has been modified to defer 

development of PBR mechanisms and instead will determine 1998 revenue 

requirements for PG&fi's hydroelectric and geothermal gel\Crating units and Edison's 

hydroele<:tric unils.ln this transition cost proceeding, we address the following issues 

aSSOCiated with hydroelectric and geothermal assets: the net book value as of 

December 1, 1995, the applicable rate of return, whether depreciation should be 

accelerated or not, and how to properl}' track hydroelectric and geolhernlal costs and 

revenues in the transilion cost balancing account. 
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Certain issues associated with the r"temaking treatment of hydroele<:tric plants 

that are categorized as must-run by FERC and the reasonableness of pumped storage 

plant costs will be more (ully considered in A.96-07-009 ct al. 

16.1. PG&E 

PG&E states that it plal\s to market value all of its non-nuclear gcneration 

assets (RT:1281), h\cluding its hydroelectric and geothermal facilities. PG&E believes 

that the reduced rate of return applies only to unc<:onomic assets. PG&E asserts that 

when an individual hydroelectric or geothermal asset is identified as having a book 

value greater than its m.arket value, depredation on that asset should be accelerated and 

the rate of retun\ should then be the reduced rate of return. However, PG&E contends 

that if r~overy of the asset is not accelerated, it should continue to carn at the 

authorized rate of relurn. I'G&E states that it intends to accelerate depredation of these 

assets so that book value equals expected market valuc, and intends to modify the 

forecast of net salvage used in detenlllning the proper levels of acceJerafE:'d depredation 

as beUcr forecasts become available. 

PG&E proposes to debit that the entire hydroelectric and gcothermal 

revenue requirement to the trtmsition cost balancing accollnt. Any ISO or Power 

Exchange revenues earned by thcse plants would then be credited to the balancing 

aC(Olmt. Thus, any net credit would be used to offset other transition costs and any net 

debit would be recovered through the CTC or other offsets. PG&E recommends 

establishing the revenue requirement (or hydrodedric and geothermal assets in 

A.96-07-009 tl al., but addressing the reco\'ery of those costs in this proceeding. 

\Vhile PG&E acknowledges that the Preferred Policy Decision provides 

that surplus revenues (rom hydroelectric and geothermal assets will be crcclited to 

offset transition costs, PG&E contends the Commission has overlooked the possibility 

that some of these plants could, in the short run, r('sult in a net debit to the transition 

cost balancing account; e.g., in the event of a dry year. \Vhile PG&E expects that these 

plants as a whole will be economic over the long run, to the extent that timing issues 
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result in a net debit (that is, costs exceed revenues), PG&E asserts that we should allow 

recovery of these uneconomic costs via the transition cost balancing account. 

PG&E explains that until the end of 1992, its hydroelectric relicensing 

costs were recorded in rate base as these costs Were incurred. In D.92·12-057, we 

determined that these costs should be treated as C\VIP, earning an AI1O\ .... ance for Funds 

Used During Construction (AI+UDC) unlil the new licenses Wete granted by FERC, at 

which time the relicensing costs \\'ould be transferred to rale base. (47 CPUC2d, 143, 

218.) PG&E now requests that we reverse this approach and transler the December 31, 

1997 C\VIP balance related to hydroelectric relicensing costs to rate base e((('(live 

January 1,1998 for transition cost recovery. PG&E would accept TURN's alternate 

approach in which the relkensing costs , ... ·ould continue to accrue AFUDC unlit the time 

of market valuation and then be recovered in the market valuation process. PG&E 

explains that the value of a hydroelectric plant is in its license and that the relicensing 

process is lengthy and subject to certain requirements at precise times. If relicensing 

efforts were stopped, the value of the hydroelectric facilities would be only the net book 

value of the historical costs; alternatively, PG&E recommends that if shateholders 

continue the relicensing efforts, the value of the licensed plant above book value should 

accrue to shareholders. 

16.2. Edison 

Edison recommends that hydroelectric generation should earn the ful1 rate 

of return prior to market valuation. Edison defines costs recoverable through the 

transition cost balancing account as the difference between the authorized revenue 

requirement and market revenues. \Vhile Edison was unsure initially whether or when 

it would seek to market value its hydroelectric assets, Edison now (1grees that market 

valuation should occur. (Exhibit 99.) 

Edison explicitly states that its agreement to market value its hydroelectric 

assets is predicated on continuing to cam a full rate of return on those assets until they 

are market valued. In A.96-07-009 tI al., Edison has proposed to derive its hydroelectric 

revenue requirement from its test year 1995 GRC decision, with certain adjustments. 
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Edison states that because its development of its hydroelectric revenue requirement is 

based on 1995 test year levels, it is assuming additional risks in the operation of these 

assets, which requires a full rate of return, rather than the reduced transition cost rate of 

return. 

Edison states that it does not plan to accelerate [('(overy of its 

hydroelectric sunk costs prior to market valuation and argues that there is no reason to 

reduce the return to reflect the reduced risk associated with accelerated recovery until it 

occurs. 

Edison disputes FEA's and ORA's condusion that the Preferred Policy 

Decision limits the transition cost calculation to net credits resulting (rom hydroelectric 

assets and belie\'es that such a conclusion would violate § 67{b), which requires the 

netting of aU above-market and below-market assets. 

The auditors explain that Edison removed its hyd rocle<t ric sunk costs 

from Edison's Statement of Eligible Transition Costs, which also identified $525.7 

million in future hydroclectric PBR costs, as of January I 1998. \Vhen the auditors raised 

co[u:ems regarding double counting, Edison elected to remo\'e the sunk cost amounts. 

The auditors prefer that Edison remove its h}'droclcctric PBR costs ftom its statement of 

eligible transition costs, because these amounts arc based on speculative estimates that 

cannot be evaluated. 

16.3. ORA 

Contr,uy to PG&n and Edison's proposal that any difference between the 

frozen revenue requirement and market revenues be credited or debited to the 

tr.msition cost balancing a(Ollnt, ORA asserts that the Preferred Policy Decision 

provides only (or offsets to the tr.lIlsilion cost recovery when the hydrocleclric Power 

Exchange revcnues exceed the revenue requiremcnt. ORA believes that allowing debits 

to flow through the transition cost balancing account could make it difficult to limit 

transition cost recovery of operating costs and suggests that allowing the utilities to 

recover costs through transition (ost recovery could lead to manipulation of the market, 

because utilities would have an inc('ntivc to bid low (or their hydrO<'lcctric generation. 

- 132-



A.96-08-001 ct al. ALJ/ ANG/wav Ibwg * 

ORA (cars that this bidding behavior could impact the de\'elopment of the competitive 

market by preventing market entry, prolonging transition cost recovery, and driving 

out competitors. 

ORA rC<.'ommends that hydroelectric and geothermal assets should not 

rC<.'eive accelerated amortization prior to market valuation because they arc likely to 

have market values exceeding book values. ORA recommends accepting the net book 

values confirmed by the audit report, provided that capital addilions prior to 

Dccember I, 1995 arc reviewed and audited. Furthermore, ORA recommends that the 

issue of how di((erences betwccn an established revenue requirement and market 

revenues should be tracked in the transition cost balancing account should be 

determined in A.96-07-009 t'I al., because that proceeding contains the most 

comprehensive disclission o( ratemaking issues. 

ORA agrees that § 367(b) requires market valuation of all assets and rC(ommends 

that such market valuation occur soon so that any value in excess of net book v.'tlue can 

be used effectively to o((sel transition costs. 

ORA generally agrees with PG&E's proposals regarding geothermal assets, but 

recommends that geothermal steam costs be subject to reasonableness review in either 

the annual transition cos 1 proceeding or the Revenue Adjustment Proceeding. ORA 

recommends booking a credit to the transition cost balancing account only if Power 

Exchange revenues exceed the applicable costs, including non-accelerated depredation 

of capital costs for non-must-run units. For must-run units, all costs should be 

negotiated with the ISO and would not impact transition costs. 

16.4. TURN 

TURN recommends denying authorization to acccler.lle the r('(overy of 

sunk costs of hydroeleclrk generation facilities, with two exceptions. TURN asserts that 

because these assets are likely to have a market value above book value and arc likely to 

genera Ie electricity at costs less than market prices, these assets are the "crown jewels" 

of the utilities' portfolios. Since hydr()('ledric assets have a market value above book, 

there should be no need to accelcr,lle depreciationi indeed, TURN rccomm('nds thtlt 
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doing so would violate the principles articulated in D.97-Q6-.60. TURN maintains that 

market valuation can occur in compliance with § 67(b), without triggering accelerated 

depredation. 

TURN recommends that pumped storage facilities, which are likely to 

have book values in eXCess of market values, and other individual plants sold at less 

than book value should be allowed transition (ost treatment. TURN recommends that 

past hydroelectric relicensing costs should be recovered consistent with the ratemaking 

treatment allorded the underlying plant. If the hydrodectric plant is market valued 

during the transition period, the relicensing costs should be recovered as an o((set to the 

market value. If the Commission determines that these assets should continue to be 

owned by the utilities, TURN states that it could support Edison's proposal to accrue 

AFUDC on these (osts and recover them in the PBR n\cchanism.u TURN re(ommencls 

that no accelerated recovery be afforded past relicensing costs with the exception of 

those plants already sold or those that arc sold before 2001. TURN (urther recommends 

that hydroelectric and geothermal assets should cam the lower rate of return if market 

valuation is proposed (or these assets. The full rate of return should apply if the utility 

holds them in regulated service and market values them on an annual basis through 

credits against other rate components afrer 2001. 

16.5. FEA 

FEA recommends that to the extent hydroelectric and geothermal assets 

are retained by the utilities, only the surplus of hydroeJe<:trk revenues over associated 

costs should be permitted to reduce transition costs; any deficit should not b(' permitted 

to increase transition costs. FEA supports the auditors' proposed adjusln,cnt to remove 

Edison's $525.7 million in h)'drocJeclric I)BR costs (rom the tr~lnsition cost balancing 

account. 

U In its July I, 1997 compliance filing in A.96-07-fXY) (I al., Edison states th,lt it will commit to 
(<<o\,er these costs out or the ((oz('n 1('\,(') of currently authorized J('\'cnu('S and thaI any 
hydroelectric rc1iccnsing costs should be recovered through the market valuation process. 
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16.6. CIU 

CIU contends that market valuation is required for all facilities to calculate 

the complete transition cost formula and is not a matter of utility choice. CIU agrees 

that accelerated depredation is not appropriate for hydroelectric and geothermal assets 

prior to market valuation. CIU recommends waiting until after the new competitive 

market begins operation to consider the market valuation of hydroelectric assets, 

although CIU recognizes that valuation before the end of the transition period is 

important. 

16.7. DiscussIon 

\Ve agree that careful treatment regarding the hydroelC<lric and 

geothermal assets is in order. \Ve accept the auditors! determination of the net book 

value as of December 31, 1995 as the starting pOint for determining whether assets will 

ultimately be economic or uneconomic. 

AB 1890 is silent tegarding the treatment of these particular categories o( 

assets, although market valuation is required "for those assets subject to valuation." in 

§ 367(b). Section 367 requires that We determine the cost categories that may become 

uneconomic as a result of the competitive generation market. While we are not 

convinced that hydroelectric and geothermal assets, wilh the possible exception of 

pumped storage facilities, arc likely to be uneconomic, we believe that ratepayers will 

benefit by ensuring that these assets earn the reduced ratC' of return and that C'xcess 

revenues are credited to offsel transition costs. \Ve find that it is appropriate to include 

the amortization of any current costs of hydroelectric and geothermal assets in the 

transition cost balancing account. PG&E wilt recover geothermal steam contract costs in 

the revC'J\ue requirements set in A.96-07·009 et al. 

A separate proceeding is underway to determine the revenue 

requirements associated with these assets. This revenue requirement will be developed 

based on a cost-of·service approach, and will include amounts to offset fixed costs, 

nonfuel variable ~osts, depreciation, t.lxes, and a return on investment. Calculations of 
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the revenue requirement should begin with the net book value adopted in these 

proceedings. 

Revenues earned through the Power Exchange and ISO (or hydroelectric 

and geothermal assets should be tracked in a memorandum account and compared to 

the revenue requirements established (or these assets in A.96-07-009 et al. Market 

revenues in excess of revenue requirements should be credited to the transition ('ost 

balancing account on an annual basis. Similar to the memorandum accounts established 

for the fossil must-run and non-must-run plants~ any excess revenu('s accruing in a 

particular month will earn the reduced transition cost rate of return, rather than the 
commercial paper rate. Applying the reduced rate of r('turn to these revenues is 

appropriate because this higher interest rate compensates ratepayers for carrying costs 

associated with transition costs that would otherwise have been reduced through 

monthly postings. No interest rate or rate of return will be applied 10 any debit balances 

in that memOrandUt11 account. This approach is consistent with ensuring that transition 

cost recovery occurs as expeditiously as possible. Because these assets are afforded 

transition cost treatment} the reduced rate of return should be earned. 

Pumped storage plants arc also likely to be uneconomic in the new 

competitive generation market. \Ve will thert:'fore aHow re<:overy of costs associated 

with pumped storage assets in the transition cost balancing account; however} complete 

ratemaking determinations cannot be made pending the outcome of the treatment of 

nmst-run and non-nlust-run hydroelectric plants, including pumped storage assets, in 

A.96-07-009 d al. Once we have issued our dedsion in that proceeding, we ,vill allow 

PG&E and Edison to modify their balancing account tariffs to more (ully delineate the 

b.lIancing account treatment of pumped stor.lg(' facilities. 

Section 367(b) requires basing the determination of uneconomic costs on a 

comparison of market value to book value for ulilit}'-owned generation assets. The 

Legislature has provided expJidt aUirmalion of the benefits of comp('lition, as well as 

directions that transition cost recovery should be orderly} expeditious and that the 

transition from regulated status to unregulated status must occur through means of 

Commission-approved market valuations. \Ve conclude that hydroelectric and 
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geothermal assets arc subject to market valuation and that we must approve all market 

valuation mechanisms, including the timing of these mechanisms. Market valuation 

must occur well before 2001 so that the nelling process can occur as required by 

§367(b). 

Past relicensing costs should be accounted for in market valuaHon process, 

as PG&E, Edison, and TURN now agree. These amounts will continue to be recorded in 

. CWIP and accrue AFUOC. This approach is consistent with our preference to usc 

market mechanisms to determine transition cost recovery. 

17. Regulatory Assets, Liabilities and Transition Obllgatfons and Balancing 
Accounts 

In the Preferred Policy Decision, the Commission recognized that regulatory 

assets and liabilities have arisen (rom various deferred costs and outstanding balancing 

account balances which each utility has accrued under traditional cost-of-service 

regulation. Regulatory assets results in the ratepayers O\\'ing money to the utilitYi 

regulatory liabilities result in the utility owing money to ratepayers. Regulatory assets 

and liabilities are ddincd in the PERC Uniform System of Accounts as fo)Jows: 

"Regulatory Assets and Liabilities are assets and liabilities that result from 
rate actions of regulatory agencies. Regulatory assets and liabilities arise 
from specific revenues, expenS('S, gains, or losses that would have been 
included in net income determination in one period under the general 
rcquir~ments of the Uniform system of A(counts but (or it being probable: 

"A. that such items \"iIl be included in a different period(s) (or purposes 
of devcloping the rates the utility is authorized to charge for its utility 
services; or 

"B. in the case of regulatory liabilitics, that refunds to customers, not 
provided (or in other accounts will be requir~d." (18 CFR, Part 101, p. 
259, April I, 1996.) 

As we explained in Section 6.5, we find that both regulatory obligations and 

contr,,,lual obligations arc eligible for transition (ost recovery, in (on(ormance with § 

367.llowever, we will review each claim for transition cost recovery in this category to 
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determine whether such assets and obligations are generation-related, unavoidable, and 

uneconomic. 

In D.92-12-015, we accepted the (ollowing definition in terms of post-retirement 

benefits other than pensions (PBOPs) and the applicability of Statement of Financial 

Account Standards (SFAS) No. 106: 

"A regulatory asset is the recording of the utilities' costs not currently 
recoverable (or ratemaking purpose(s). To qualify as a regulatory asset, it 
must be probable that future revenue in the amount at least equal to the 
asset will result from inclusion of that (ost in aHowable (osts for 
ratemaking purposes and must be based on available evidence that future 
re\'enue will be provided to permit recovery of the previously incurred 
cost rather than to provide for expected levels of similar future costs." (46 
CPUC2d 499,536.) 

Pursuant to § 367, the Commission must make final determinations of the 

uneconomic costs associated with generation-related regulatory assets and obligations. 

It is useful to put the ratemaking approach to regulatory assets in perspccti\'e as 

we proceed. First, it is important to distinguish between uaccrual" accounting and the 

"pay as you go" method. Accrual accounting ()(curs when the utility recognizes the 

costs of benefits as they are earned or attributed to an employee, as services are 

provided. For financial reporting purposes, utilities account for PBOPS, pensions. 

workNs' compensation, and 10ng-tNm disability benefits on an accrual basis (i.e., an 

actuary determines the total expected obligation for benefits owned to emplo}'ees and 

the utility recognizes a portion of the accrual each year as the employee ~ontinues to 

provide service). In contrast, under "pay as you go" ac~ounting, a utility recognizes an 

employee benefit cost when it actually pays such a benefit to the employee. 

ORA explains that there is no disagreement regarding financial reporling of 

regulatory assets, which is a management decision. ORA states that this Commission 

must determine whether these costs should be treated similarly (or ratemaking 

purposes. In gencr.,I, ORA belie\'cs that benefit obligations associated with future 

generation-related activilil'S of the utilities after divestiture can be funded from (uture 

market revenues. In other words, ORA believes that these obligations should be 
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recoverable through pre-I998 ratepayer funding of accruals towards active employees, 

because these obligations will be eliminated or decreased due to divestiture. 

ORA suggests that several issues must be resolved before we determine that 

particular regulatory assets are eligible for transition cost recovery. ORA believes that 

the record is insuHicient to answer these key questions and recommends workshops to 

determine: 1) whether regulatory assets should be eligible for recovery at all .. i.e ... by AB 

1890 criteria or by previous Commission decision; 2) when it is appropriate [or the 

utilities to establish a regulatory assetj 3) whether particular regulatory assets are 

related to historic operations or whether these assets include going forward costs; 4) 

whether such costs could be mitigated in some way and whether transition cost 

recovery may encroach upon that mitigation; and 5) if found eligible .. what portion of 

these regulatory assets should be subject to transition cost recovery. 

As previously discussed, EPUC and CIU contend that regulatory assets 

associated with fossil plants are not erigible (or recovery. This narrow approach is 

inconsistent with the law .. and we find that generation-related regulatory assets arc 

eligible for recovery as a cost category. We will consider the disputed issues of the 

various regulatory assets in question. As a threshold maUer, we are addressing the 

eligibility of various employee benefits for recovery in the transitiOI\ cost balancing 

account that have been canted or attributed to employee service rendered prior to 

January 1, 1998 for generation emplo}'ees. After January I, 1998, these costs must be 

included in current operating costs and recovered from market revenues. 

In general .. ORA also recommends denying regulatory assets tor transition cost 

recovery. ORA states that this is true bc<'au5C either the utilities did not lite to have past 

benefit oblig.ltions rcco\'ered in future time periods or the utilities arc not in compliance 

with D.92-12-015, in tNnlS of PBOPs. ORA's position is that divestiture and subsequent 

termination of maintenance contracts will lead to reduced payroll expenses and lower 

PEOP expenses than were assumed in the actuarial calculations. PG&E asserts that 

amortization should begin on January 1, 1998, a position which PG&E states is 

consistent with the requirements of D.97-06-060. ORA also recommends establishing 

accounting safeguards to prohibit non-generation operations from subsidizing 
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generation and the diversion of ratepayer funding of employee benefits to non-pension 

and benefits usages. 

ORA proposes that all other regulatory assets be eJigihle for transilion cost 

recovery, with the following conditions. Regulatory assets related to deferred taxes 

should be treated according to the provisions of the joint recommendation contained in 

Exhibit 101. In addition, ORA recommends that certain PG&E ECAC balancing account 

amounts related to disallowances should be refunded to customers, rather than being 

credited to the transition cost balancing account. 

17.1. Workers' Compensation 

PG&E proposes to recover the workers' compensation regulatory asset in 

the transition cost balancing account, based on the December 31, 1997 balance, to be 

amortized over the 48-month transition period. PG&E explains that if an employee has 

a claim under workers' compensation, then PG&E is legally obligated to prOVide the 

required level of benefits. PG&E believes that the proper rate of return to apply to this 

balance is PG&E's discount rate at December 31, 1997. \Vorkers' compensation costs are 

re<:ognized 01\ an accrual basis for financial reporting purposes, but are recovered on a 

pay-as-you-go basis for ratemaking. Assun\ing no new entrants are afforded workers' 

compensation benefits, the differences resulting (rom these two accounting methods 

would zero out over time under traditional ratemaking, be<:ause the regulatory asset is 

reduced as rates are received each year. PG&E contends that there is a reasonable 

expectation that it would recover all of its workers' compensation accruals in rates over 

time. PG&E plans to avoid any double counting, an issue that concems TURN, by 

reducing the current cost revenue requirement (or any costs provided by recovery of 

this regulator)' asset. These costs would be subject to review in the annual transition 

cost proceeding. 

Edison has identified a generic regulatory asset (or post-employment 

benefits, including workers' compensation and long-term disability. This proposal is 

discussed in Section 17.2, Long-term Disability. 
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ORA states that because PG&E funds workers' compensation obligations 

on a pay-as-you-go basis, PG&E is collecting current costs through rates; i.e., the fact 

that PG&E's workers' compensation obligations arc recognized on its financial 

statements in atcotJance with SPAS 112 (Employers Accounting for Postemployment 

benefits) is irrelevant. ORA concurs with TURN's objedion to transition cost recovery 

of these costs because it is impossible to distinguish between pre-I998 and post-I998 

liabilities. 

TURN contends that this regulatory asset is not eligible for transition cost 

recovery, because PG&E has not borne its burden of proving the appropriate level of 

the costs to be recovered, has not demonstrated that going forward costs arc excluded 

from recovery, and has not established that double counting will not occur. TURN 

recommends that if recovery is allowed, no rate of return should apply. 

17.1.1. Dlscusston 

In 0.95·12-055, we determined that PG&E's requested increase in 

revenue requirements for workers' compensation and other casualty payments would 

be mitigated to some extent by employee roouctions, and we reduced the adopted 

revenue requirements. These costs are r('(overed on a pay-as-you go basis; therefore, 

the rates include costs that would also have been included in the actuarial calculation 

(or post-1998 obligations of the workers' compensation regulatory asset. This is quite 

different from the methodology PG&E uses to address its long-term disability 

obligation. In this case, PG&E has not adequately distinguished costs which represcnt 

past obligations from costs which represent future obligations. The Commission has 

never established a regulatory asset for workers' compensation obligations. Because 

rates arc frozen throughout the transition period, we cxpC(t that the forecasted revenue 

requirement will be adequate to co\'er PG&ll's generation-related \vorkers' 

compensation obligation related to pre-I998 claims. There is significant potential for 

double recovery, as well as a mingling of pre· 1998 and post·1998 costs that is 

inappropriate in the new generation markel; therefore, we will exclude PG&E's 

workers' compensation regulatory asset from transition cost recovery at this time. 
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PG&E may demonstr.lte in the annual transition cost proceeding that its actual 

payments in 1996 and 1997 for workers' compensation claims exceed what had been 

previously approved in r.1t(>s for g(>n(>ration (>mploy(>cs. 

t 7.2. L()ng-term Disability 

PG&E and Edison propose to recover the long-term disability regulatory 

asset in the transition cost balancing account, based on the Decemb(>( 31, 1997 balance, 

to be amortized over the 48-month transition period. Again, PG&E explains that if an 

employee has a legitimate long-telill disability claim, the utility is legally obligated to 

provide the required benefits. Long-ternl disability costs are recognized on an accrual 

basis for financia1 reporting purposes and are recovered on a funding/accrual basis for 

rate making. Prior to its 1996 GRe, PG&E ~ol1ected these expenses on a pay-as-you-go 

basis. In 0.95-12-055, we authorized a $17 million increase in PG&E's revenue 

requirements to fund the accounting change for long-term disability obligations from a 

cash basis to all accrual basis. 

PG&E contends that authorized rate recovery for long-term disability 

costs compared to projected levels of future expenses arc not equal and a regulatory 

asset has been created to account for th(>sc differences. Under traditional raten'aking, 

PG&E expected that it would eventually recover these generation-related costs 

recorded on an accrual basis prior to January t, t 998 relating to past employee service. 

PG&E believes that the proper ntle of return to apply to this balance is PG&E's discount 

r.lle at December 31, 1997. PG&E recommends that it is the unfunded obligation, not the 

initial unlmortized obligation, as of Decembcr 31,1997, which should be amortized in 

the transition cost balancing account, because the long·term disability obligation is 

revalued each rear. 

ORA believes that PG&E's request should be denied, bccause this amount 

reflects the difference between what was authorized in D.95· t 2-055 and what the 

utilities have booked or will book in the future. ORA belie\'es that this obligation is 

applies to active employees and will be eliminated as divestiture occurs. The p.lst 
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funding of active employees who will leave the utilities' employment should provide 

sufficient funding (or obligations fesulting from claims of remaining employees. 

TURN fecommends r('(overing PG&E's long-term disability obligation as 

a transition cost, because TURN agrees with PG&E's proposed treatment of this 

obligation (i.e., establish a trust lund (Of long-term disability costs, set up an initial 

obligation, and to change to the accrual basis for cost recovery). TURN does not agree 

that the long-term disability obligation should be revalued each year, and slates that 

this amount rnus! be fixed and amortized as of the time the obligation was identified to 

prevent any inappropriate indusion of going-fon"'ard costs in the regulatory asset 

collected through transition cost recovery. TURN recommends that the initial obligation 

should be that established in PG&E's 1996 GRe. lORN believes that there should be no 

rate of return applied to this asset and that there should be a rate base offset with 

normalization of deferred taxes, if these costs are not immediately deposited in a trust. 

Edison and TURN now agree on Edison's approach to post-employment 

benefits and have agreed to the (oHowing criteria: 1) Edison requests rlXovery of costs 

associated with post-employment benefits for liability associated with claims made pre-

1998 and plans to amortize the amount as of December 31, 1997 over the 48-month 

amortization period as established in 0.97-06-060; 2) Edison is not requesting a rate of 

return on regulatory assets associated with post-employment benefits; and 3) the 

regulatory asset associated with post-employment benefits associated with emp)oye('s 

of non-must-run fossil stalions made subsequent to December 31, 1997 will be 

considered going forward costs rather than unavoidable costs and is proposed to be 

reflected in the operation of the 1SO basis point incentive computation. 

17.2.1. DIscussIon 

Because we have approved accrual accounting treatment for this 

obligation and we ('an ('stablish a cut-of( point for going forward costs, the long-term 

disability obligation is eligible (or transilion ('ost recovery. For Edison, we adopt th(' 

post-('mploymcnt b('nefils ratcmaking treatment jointly proposed by Edison and TURN: 

1) benefits will (ollow labor dollars and the rate recovery depends on which business 

- 143-



A.96-08-001 et al. ALJI ANG/wav/bwg * * 
unit the labor is associated with, i.e., for generation-related nuclear obligations, 

recovery will occur through SONGS ICIP and Palo Verde incremental cost mechanisms; 

for fossil assets, recovery \""i11 occur through the transition cost balancing account 

regulatory asset subaccount. For hydroelectric assets, TURN and Edison have jointly 

proposed that recovery ~cur through the hydroelectric PUR. The generation PBR has 

been deferred; however, the Commission is establishing a re\'enue requirement (or 

hydroelectric assets. Transition cost recovery is authorized only for the regulatory asset 

associated with claims made prior to 1998. Edison sha]) not use the pay-as-you-go 

methodology and shall recover the amount recorded as of December 31, 1997, which 

will then be amortized ratably over the 48-month transition period. No rate of return 

will be applied to this regulatory asset subaccount, nor will any of the regulatory asset 

balances earn any interest, consistent with our prior ratemaking approach to these 

assets. 

In 0.95-12-055, we adopted the Division of Ratepayer Advocates' 

(ORA's predecessor) recommendations regarding long-term disability obligations. Prior 

to collecting any funds for this purpose, PG&E was required to establish a trust which 

provides that PG&E ma}' not divert any trust assets to uses other than post

employment bcnefits. In that decision, we also dctermined that"(ulltimatcly, PG&E 

shaH refund any amounts included in rates that are not contributed to the fund." 

(0.95-12-055, mimeo. at p. 29.) PG&E's post-cmploymcnt benefits should be accounted 

for similarly to Edison's. The initial obligation as established in the 1996 GRe decision 

should be amortized over the 48·month transition period. This amount equates to the 

Ic\'el established by actuarial assumptions as reflected in current rates and is an 

approach consistent with § 367. Wc see no nced to revilll1c this amount, which has thc 

potential of increasing this obligation. No rate of return or interest shall be appJied to 

this regulatory asset subaccount. These costs shall be subject to review in the alUmal 

tr.lnsition cost proceedings. 
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17.3. Post-Retirement Benefits Other than Pensions (PBOPs) and PBOPs 

Transition Obligation 

The PBOP regulatory asset represents estimated costs for medical and life 

insurance benefits accrued since 1993~ which arc not yet r«overed in rates. PG&E and 

SOC&E propose to recOVer the PBOP regulatory asset in the transition cost balancing 

account, based on the December 311 1997 balan(e, to be amortized over the 48-month 

transition period. SDG&H explains that this asset represents costs obligated prior to 

December 20, 1995, all of which Were approved for re(overy in SDG&E/s 1993 GRC. 

PG&E recommends that amortization of the amount as of December 31 1 1997 should be 

spread over the four-year transition period and f(x:on'mends that the proper rate of 

retum to apply to the unamortized balance is PG&E'sdiscount rate at Oc(ember 31, 

1997. 

The PBOP transition obligation represents the cost of medical and life 

insurance benefits attributed to enlployee servke which occurred prior to 1993. The 

transition obligation was adopted in 0.95-12-015 and the utilities wete authorized to 

amortize its balance OVer 20 years. This amortization amount has been included in the 

revenue requirements for each utility. There will be 15 years left on the tnmsition 

obligation amortization schedule as of January I, 1998. PG&E, Edisonl and SDG&E 

propose that the balance in PHOP Transition Obligations as of January 1, 1998 

(calculated according to the Commission-approved 20 year amortization schcdule) be 

recovered in the transition cost balancing account over the 48-month trilllsition period. 

Edison points out that if the amount collected in rates and funded is not 

completely tax-deductiblc, it would have to be grossed-up for income taxes. Edison has 

estimated the amount attrihutable to non-nuclear gener.ltion by calculating the r.ltio of 

non-nuclear to total 1995 dollars and then applying that ratio to the actuarially 

de(emi.ined (r.lnsition benelit obligation as of 1995; however, Edison explain that 

amounts actually recovered will vary. 0.97-06-060 requires that regulatory assets be 

amortized over the 48-monlh transition period, and because § 367(d) requires that 

transition costs be adjusted throughout the Ira.lsition period, the transition benefit 

obligation must be updated annually. 
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Consistent with its overa1l recommendations on these regulatory assctSI 

ORA insists that PBOPs regulatory assets and transition obligations are not eligible for 

transition cost recovery. ORA continues to recommend that the obligation associated 

with this benefit will be reduced or eliminated as the work (orce is reduced; hence, the 

past funding of active employees who leave the utility's employn\ent should provide 

suffident funding for future obligations of remaining employees. ORA is also 

concemed that the utilities would receive funding in excess of what can be contributed 

to the trusts on a tax-deductible basis. 

TURN recommends that a uniform polic}' be established for PBOPs for all 

three utilities: 1) all eligible PBOP amounts must be ~ollected in transition costs by the 

end of 2001; 2) any uncollected POOP amounts or unamortized PBOP transition 

obligation should not earn interest, consistent with the provisions of D.92-12-015; 3) any 

PBOP amounts not deposited in the trust fund should be a rate base offset net of 

deferred taxes; and 4) if any utility reduces its post-retirement benefits in the fulure, 

which in turn reduces the actuarial basis of its PBOP transition obligation, any eXcess 

doUars collected for generation should be refunded to ratepayers. 

TURN recommends rejecting PG&E's request to e.un interest on PBOP 

costs and Edison's request to collect generation-related PBOPs after 2001. TURN states 

that PG&E has accrued a regulatory asset relat('(t to PBOPs because of a di(ic[coce in 

applying the (orrect discount rate. TURN explains that PG&E used a different dis('ount 

r.lte for evaluating its PBOPs obligation than the discount r.lte of 9% adopted in 

0.95-12·055. TURN beJieves that no rate of return should be applied to this asset and 

that there should be a rate base offset with normalization of deferred taxes if these costs 

are not immediatc1}' deposited in .1 trust. 

TURN recommends that the ulilHit'S should be eligible to coned the 

generation-related PBOPs tr.lnsition ob1igalion as of December 31 / 1997, becausc these 

transition obligations were incurred as a result o( past service by generclUon empJoyees. 

TURN maintains that to the extent that Edison wants transition cost recovery for 

PBOPs1 it should be required to reco\'er its generation·related transition obligation by 

the end of the (r,ll\sition period and should not be allowed to defer generation-related 
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transition costs for recovery in non-generation rates, which TURN asserts is prohibited 

by § 368(a). TURN agrees with the amortization approach, but recommends that no rate 

of return be applied, consistent with D.92-12-015. TURN also recommends a rate base 

offsct, which will produce credits to the transition cost balancing account, if this 

obligation is not immediately deposited in the trust. 

CIU thinks that Edison should not daim PBOPs related to Mohave 

employees, bccause this obligation is related to the coal mine's employees, rather than 

Edison's employees. 

17.3.1. Discussion 

It is helpful to understand the historical framework underlying 

ratcmaking treatmcnt of PBOPs and the PBOP transition obligation. The Financial 

Accounting Standards Board (PASB) has defined PBOPs as those benefits other than 

pensions that employees would receive upon their retirement from the active work 

force .. including medical and dental carc,life insurance, and legal services. The 

Commission opened 1.90-07-037 in 1990 to determine the Jatemaking impact of 

changing accounting (or PBOPs (rom a cash to an acccual basis and to address the 

ramifications of SF AS 106. In 0.91-07-006, we determined that the change from cash to 

ac<:cual accounting (or these obligations was reasonable and that the utilities should 

pre-fund PBOPs with tax-deductible trust plans prior to January 1993, the effective date 

of SFAS 106. We also established safeguards (or these trusts. In D.92-12-015, we 

deternlined that PBOP costs consist of a service cost, an interest ('ost, the actual retum 

on plant assets, and the amortization of the transition benefit obligation. We also found 

that the substantial increase in PBOP costs under accrual accounting was due primarily 

to the transition benefit obligation .. which recognizes alll'BOP benefit obligations at 

January 1, 1993 less any pJan assets at that date. \Ve determined that the transition 

benefit obligation should be amortized o\'er 20 years, which would mitigate inter

generational inequities, and that water, energy, and telecommunication utilities should 

"recover their PBOP costs in rates to the extent that they are able to make tax-deductible 

contributions to tax-deductible plans" and should also establish a regulatory asset for 
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ratemaking purpo~es which would reflect the annual differences between PBOP 

expense determined in accordance with SFAS 106 and the tax-deductible contributions 

recovered in rates. 111e decision also established that the PBOP regulatory assets \\'ould 

not be a component of rate base and therefore would not cam a rate of return. 

\Ve are not persuaded by ORA's arguments. These regulatory 

assets have been established with our authorization and fit the criteria established by 

§ 367. The PBOP regulatory assets, including the PBOP transition obligation, ate eligible 

for recovery through the transition cost balancing accounts and should be amortized 

ratably over the transition period, with no recovery beyond 2001. These amounts 

should be amortized based on the December 31,1997 estimates, which represent 

actuarial determinations of past obligations, with no rate of return or interest appJied to 

the unamortized balances. J( post-retirement benefit plans are modified to reduce 

benefits during the transition period, which then reduces the actuarial basis of the 

transition obligations, these tlUe-ups should be accounted for as credits to the transition 

cost balancing aaount. \Ve agree with Edison that sllch adjustments should be made 

during the transition period only. For PG&E, it is reasonable to apply the discount rate 

of 9% adopted in D.95-12-055. If rG& E believes this discount rate was adopted in error, 

PG&E must file a petition for modification in the relevant proceeding. lbese accelerated 

amounts are to be placed in the appropriate trust funds for each utility; to the extent 

they are not so deposited, these amounts will be treated as a rate base of(set with a 

corresponding credit to the tr.lnsition cost balancing account. 

Edison acknowledges that it docs not yet have any obligations 

related to the Mohave coal mine employees for POOP expenses. \Ve will exclude these 

amounts (rom tr.lI\silion cost reco\'ery at this lime. \Ve will not allow a tax gross-up to 

the extent these contributions to the trust arc not tax-deductible. Instead, we adopt 

TURN's recommendation not to be contributed these dollars to the trusts untit they are 

tax-deductible. Any money which is collected but not yet (ontribuled then becomes a 

rate base offset, which is reduced by deferred taxes associated with the asset for the 

taxes due when the money is collected. This approach will address necessary tax 
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requirements, but avoids imposing an additional cost on the r.,tepayers. This is an 

example of an approach which aligns both shareholders and ratepayers interests. 

17.4. PensIOns 

Pensions can glve risc to either a regulatory asset or liability and to a 

transition benefit obligation, similar to PBOPs. The utilities state that a regulatory asset 

or liability can arise with respect to pensions because of different methods for 

calculating the pension expense (or ratemaking purposes and financial reporting 

purposes. SPAS 81 addresses accounting (or pensions for financial reporting purpose>. 

In 0.88-03-072, We declined to adopt SPAS 87 for ratemaking purposes. This decision 

applied to telephone carriers, but has been broadly applied to energy utilities {e.g., 

0.89-12-051; 0.91-12-076}. In 0.88·03·072, we determined that the aggregate cost 

method of accounting (or pension expense was appropriate (or ratemaking purposes. 

Under this method, the estimated total benefit due at retirement is forecasted and an 

amount is calculated to provide this benefit, discounted to net present value and spread 

over future years on a leveJized basis. SPAS 87 proposed a unit credit method, based on 

the yearly pension costs of an employee (i.e., lower in the beginning of an employee'S 

years of service and rising as the employee ages). \Ve found that i( the yearly benefits 

approach were adopted for pension expense, it would be inconsistent with other 

ratemaking policies and would result in a mismatch of the amount expensed (or 

ratemaking purposes and the amount actually required to be contributed to the pension 

(unds. 

PG&E asserts that the regulatory asset Or liability arises (rom the SFAS 87, 

which require a change (rom the (ash basis to the accrual basis of accounting and 

allowed the transition adjustments to be amortized over sever.,l years. PG&E explains 

that based on accrual accounting, rather than c.lsh accounting, a regulatory liability 

related to pensions is expected as of January ), 1998, \, .. hich it proposes to credit to the 

transition cost balancing account. PG&E observes that over lime there would be no 

difference between accounting by SPAS 87 or by the aggregate cost method. I'G&E 

maintains that because of electric restructuring, these differences cannot be evened out 

- 149-



A.96-08-001 et .11. ALJ/ ANG/wav/bwg * * 
and these costs become equivalent to sunk costs. PG&E states that fuJi recovery of the 

pension transition obligation (to address the change from cash basis to accrual basis) 

will not occur by the end of the restructuring transition period and this amount should 

therefore be recovered as a sunk cost. PG&E proposes to net the tr.msition obligation 

with the regulatory liability and to credit the transition cost balancing account for this 

amount. 

Edison proposes that either the debit or credit balance as of January 1, 

1998 should flow through the transition (ost balancing account over the 48-ni.onth 

amortization period. Edison explains that the difference between book and ratemaking 

pension expense created a regulatory liability of $1.8 million by year-end 1995, but 

Edison did not include this amount as an offset to transition costs because it expected 

that this amount would either zero out or revert to a dt l1li"imflS regulatory asset 

balance by year-end 1997. 

ORA believes that pensions and benefit obligations differ (ron\ other 

assets for which the utilities seek transition cost recovery, because rate base items have 

been reviewed for reasonableness, which ORA asserts is not the case for these 

regulatory assets. ORA maintains that there is not a straightforward relationship 

between past Commission dedsions and particular amounts requested for transition 

cost recovery. ORA recommends that the generation-related obligations to retirees 

which remain with the utility can be funded without transition cost recovery and that 

many of these obligalions will be eliminated with divestiture. ORA explains that 

pension obligations are governed under various sections of the (ntema} Revenue Code 

and the Employee Retiree Income Security Act, which require pension benefits to be 

funded as earn.ed and to vest with the individual en\ploy~. Furthern\ore, because 

r<ltemaking is based on the tax-deductible con.tribution amounts, ORA contends that 

there is no basis for extending recovery beyond what has already been funded and the 

employees have earned. 

TURN demonstrated that this liability has grown from $1.8 million to $4.7 

million by year-end 1996. Edison agrees with TURN that any regulatory liability related 

to pension expense should be credited to the transition cost baJancing account, but only 
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if it receives symmetrical treatment for any similar debit balances. Subsequent to its 

rebuttal testimony, Edison discovered that this calculation had (ailed to account for the 

pension transition obligation, which is estimated to equal $5.6 million (or non-nuclear 

generation pension expense. Edison proposes that this amount be nelted with the 

regulatory liability and the difference as of December 31, 1997 (either liability or asset) 

should be amortized over the transition period. Edison thus proposes that the fossil

related pension transition obligation balance left to be amortized as o( January I, 1998 

(calculated under the Commission-approved 17-year amortization schedule) should be 

r('<oVered through transition costs over the 48-month period. SDG&E agrees that the 

regulatory asset should be amortized over the 48-month period. 

Por PG&E and Edison, TURN r~ommends that if the regulatory asset 

resulting from the transition obligation is offset by larger regulatory liabilities resulting 

(rom ratemaking pension costs exceeding financial reporting pension costs, the net 

regulatory liability balance as of January 1, 1998 should be credited to reduce transition 

costs. TURN assumes that any net regulatory asset is a result of amOltizing the 

transition obligation and TURN recommends that this asset should be reduced to zero 

for transition cost recovery purposes. TURN asserts that the utilHies' pension funds 

have significant amounts of excess reserves relative to the amounts needed to pay the 

claims of future retirees, even after repaying the transition obJigation; therefore, no 

additional recovery should be available through transition costs. TURN explains that 

PG&E has been able to pay this transition obligation at no expense to the ratepayer~, 

because the pension fund has been a source of income to PG&E. TURN expects that ;,!lS 

scenario will continue, at least through the transition period. 

TURN recommends establishing the loHowing safeguards, if these costs 

are included in transition cost recovery: 1) if PG&E's pension expense in any year is less 

than the amount of the aggregate annual transition obligation, PG&E should be 

required to reduce its transition costs by the amount of the generation-related annual 

transition obligation which is paid by income gerterated internally by the pension fund 

and 2) PG&E's request for interest should be denic<l because PG&E has invested no 

money to create this regulatory asset. Similar to PBOPs, this regulatory asset is merely 
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an accounting convention; therefore, no interest should be earned, morcover, PG&E 

docs not earn interest on this amortization under current ratemaking procedures. 

For SDG&E, TURN recommends disalloWing the regulatory asset balance. 

TURt'J observes that for ratemaking purposes, pension payments are reCognized to the 

extent that they arc tax-deductible under Federal lutes, while expenses are calculated 

on an actuarial basis. Contributions are deductible for tax purposes only if money 

actually needs to be contributed to the pension funds to ensure that adequate funds are 

available to pay benefits. Because the actuarial definitions of adequate funding are often 

mote conservative than tax requirements, the difference between the pension cost for 

book purposes and ratcmaking purposes (based OJl the maximum tax-deductible cash 

contribution to the fund) has increased. PensiOn funds have also had large increases in 

the value of their assets, as the stock market has riscn in r('(ent years. TURN explains 

that white these (acts rnay c::reate larger regulatory assets, they should not lead to 

corresponding increases in transition cost recover)'. 

17.4.1. DiscussiOn 

\Ve are troubled by the utilities' requests {or transition cost 

recovery for regulatory assets associated with pension expenses and the pension 

tri1nsition obligation. \Ve have dearly never authorized a regulatory asset associated 

with the diflercnce in accounting required by SFAS 87 and that adopted for ratemaking 

purposes. The pension transition obligation is not a recorded regulatory asset, but is 

amortized in rates, and acknowledged in footnotes to the financial statel'llents, as is the 

PBOP transition obligation. (RT: 1071i 1891), The unrecognized pension transition 

obligation was established in the past to correct prior pension under-funding through 

equal annual payments, without interest, PG&E, Edison, and TURN essentially agree on 

the methodology, if a net regulatory liability exists; i.e" the regulatory asset consisting 

of the pensiol\ transition obligation should be o{fset by the regulatory liabilities 

stemming from the amount by which ratemaking pension expense has exceeded 

financial reporting pension expense. If this calculation, as of January I, 1998, results in a 

net regulatory liability, this amount should be credited to the tr.msition cost balancing 
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account (i.e., to reduce tr'lnsition (ost recovery). This would have the e((ect of using the 

existing regulatory liability to fund the existing transition obligation. \Ve prefer this 

approach, rather than debiting the transition obligation regulatory asset through the 

transition cost balancing account, for the (ollowing reasons. 

TURN demonstrtlted that the pensions are over-funded and no tax

deductible contributions have been made recently, nor are they expected in the ncar 

term. In D.95-12-055, we adopted PG&Eis proposal to set pension costs according to the 

benefits accruing to current employees, but acknowledged that this funding level could 

result in contributions that are too high if J>G&E reduces its work (orce. \Ve determined 

that we would review these assun\plions when PG&E has a genera) review of its rates, 

or PG&E should file an advice letter no later than De<entber 31, 1999 proposing 

ratepayer refunds, if required. Absent the amorlization of the pension transition 

obligation, both PG&E and Edison acknowledge that it is likely that a regulatory 

liability will result from the difference between ratemaking and finandal reporting, Le., 

tax-deductible contributions arc limited because of over-funding. It is reasonable to 

require PG&E and Edison to offset this accounting obligation with the over-funded 

amounts, rather than increasing transition costs unnecessarily. 

SDG&E's claim to $5.3 million stems from the dif(erence in 

mtemaking and financial reporting, but docs not appear to be related to its transition 

obligation. SDG&E d(){'S not agree that its pension fund is over-funded. \Ve will apply 

the same treatment at this time, but will allow SDG&E to come (orward in the annual 

transition cost procccding to establish that the pension fund is under-funded, the 

derivation of the under-funding. if an}', the interaction with its PBR1 and why these 

amounts are eligible (or transition cost recovery. 

17.5. Environmental Compliance 

PG&E explains that its I fazardous Substance Mechanism (H5M) balancing 

account and the environmental compliance regulatory asset work together in that the 

115M represents costs already incurred for hazardous waste dean-up activities for 

environmental cleanup of specific sites, net of insurance proceeds or other recoveries. 
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The environmental compJiance regulatory asset is a forecast of costs to be incurred for 

the same activities induded in the IIS~'f. These costs are in addition to those reco\'erro 

in r,ltes for decommissioning. These activities do not include dean-up activities 

associated with generating pJant.1J The sites covered by the 115M are manufactured gas 

plants or off-site disposal facilities. Thus, the environmental compliance regulatory 

asset reflects costs that PG&E is likely to incur in the future; recovery of such costs 

typically occurs in the HSM. PG&E wants to ensure that it has a fair opportunity to 

recover future costs associated with already-incurred environmental liabilities. 

Ratepayers bear 90% of these costs; shareholders, 10010. The 

corresponding regulatory asset is the Environmental Compliance l-.1echanism (ECM), 

which reflects 90% of the costs PG&E forecasts to be incurred to complete PG&E's 

responsibility to clean up the sites covered by the HSM. TIle HSM aUocates 70% of these 

costs to gas ratepayers and 30% to electric ratepayers. In the current ratemaking regime, 

that 30% would have been collected through bundled eleclric rates. PG&E now 

proposes to recover the gener.ltion portion through transition cost recovery. 

PG&E has allocated 28% of the ECM regulatory asset to transition cost 

recovery. PG&E asserts that this calculation results in transition cost recovery (or less 

than 10% of its overall estimate of the cleanup costs reflected in the ECM. PG&E 

explains that the remainder of the ratepayer obligations represented by the ECM (i.e., 

costs reJated to transmission and distribution) will continue to he conected through the 

115M based on actual costs. 

Edison r('(ords projected environmental remediation costs as regulatory 

assets if it is probable both that the obligation to expend funds has attached and that 

these costs would be recovered. in rates. Edison expJai!\s that this approach is required 

by SFAS 105, Accounting [or Contingencies, which requires that an estimated loss from 

11 PG&E explains in Exhibit 37 that "because environmental clNn-up was part of the eslimates 
of non-nuclear decommissioning in the GRe and because of lhe normal workings within rate 
b.,sc 01 cost of rcn\oval in the GRe process. recovery of environmental decommissioning 
through the HSM was not necessary." (Exhibit 37, p. 2·3.) 
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a contingency should be accrued if it is probable that a liability has occurred and the 

amount of the loss can be reasonably estimated. Edison records its projected 

environmental remediation costs as regulatory as...c;ets because, as they are paid out over 

time, it is assumed that they will be rc<:oY('(ed in rates, as has occurred in the past. 

\Vhile Edison states that is was not planning to estimate any recovery of these costs 

through the transition cost balancing account, since D.97-06-060 requires amortization 

of its generation-related regulatory assets by 2001, Edison is now requesting that this 

amortization be based on the estimated 1998 balance, which it asserts is also PG&E's 

position. The auditors question the entire estimated amount of $9.6 million, stating that 

there is nO spedfic authorization for recovery of these costs in AB 1890. Edison 

maintains that such costs arc properly recorded and that recording costs as a regulatory 

asset does not require that the Commission pre-approve that classification. Edison 

maintains that whether a cost is recorded as a regulatory asset is based on criteria set 

(orth in FASB 71. Edison disputes FEA's contention that this spedfic regulatory asset 

had not been identified as being collected in rates as of December 20,1995, and 

contends that this is a category of costs clearly covered by § 367. 

SDG&E has no environmental compliance costs (or which it seeks 

transition cost reco\'ery. SDG&E asserts, however, that if the unbundling ptocCt.."<ling 

results in the elimination of the hazardous waste balancing account for generation 

operations, SDG&E should then be able to seek transition cost recovery (or these costs 

in the annual transition cost proceedings. 

In general, ORA would not hlke issue with the transition cost re<:overy of 

the en\'ironmental compliance regulatory asset, so long as provisions (or a true-up ilre 

included in the accounting mechanisms. However, ORA concurs with the auditors that 

PG&E's estimating and allocation methodologies arc not dear, and thus these costs 

should not be eligible (or transition cost recovery until the independent auditors are 

satisfied \vith the reasonableness of this methodology. ORA recommends that if these 

costs are afforded transition cost reco\'ery, PG&E's estirnates should be made subjcd to 

refund unlil ORA has reviewed this account in PG&E's upcoming GRC. 
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TURN and FEA propose to exclude these costs from transition cost 

recovery. TURN recommends excluding PG&E1s estimates of environmental 

compliance costs because they are nollinked to any specific environmental projC<'ts at 

generating plants. Moreo\'er~ PG&E did not determine with any specificity which, if 

any, sites were generation-related. PG&E states that costs at specific generating plants 

arc excluded (rom the HSM and the ECl\f; howe\'er, TURN explains that PG&E 

allocated costs to generation based on an allocation factor that includes all generation 

sites. TURN concludes that such costs are based on speculative estimates and also 

belie\'E.'S that there is great potential lor double-counting with d~ommissioning costs or 

capital additions. TURN prefers Edison's methodology lor estimating these costs, but 

insists that the timing of the spending is not definite, nor is it dear whether or not these 

costs may be reflected in plant divestiture. TURN recommends that if any of these costs 

are eligible for transition cost recovery, the funds caHceted should be treated as rate 

base offsets until the money is actually spent on generation-related projects. 

FEA agrees with the auditors that PG&E was unable to substantiate its 

methodology for determining that the dean-up costs equal 28% of its plant assets and 

how these Were allocated to the generation (unction. FHA is concerned about PG&E's 

proposal to collect generation environmental compliance costs (rom electric and gas 

transmission and distribution customers. FHA contends that these costs should be 

r('covered in prices charged (or electric generation; collection of these costs through 

trilnsmission and distribution rates would confer a competitive advantage on the 

utilities. I~EA recommends that becilliSC Edison has not been authorized to recover these 

costs as a regulatory asset and Edison has not substantiated the reasonableness of these 

estimated costs, this amount should be excluded from transition cost recovery. 

\Ve agree with the auditors that the nature of the costs recorded in the 

EeM account is speculative. PG&E's methodology underscor{'s the unc(,Jlain nature of 

determining these costs. In D.97-06-06O, we stated, "We will adopt a 48-month r'ltable 

approach to amortizing specific regulatory assets, which may be at risk (or write-oU 

bec,mse of accounling rules. The determination of which regulatory assets to which this 

amortization will be applied will be determined after Phasc 2 eligibility is established." 
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(0.97-06-060, mimoo. at p. 44.) \Ve decline to grant transition cost recovery for this 

regulatory asset over the 48-month transition period because of the uncertain and 

indefinite nature of these costs. \Ve see no reason to increase transition costs because of 

"phantom" costs that mayor may not occur in the future. Indeed, the development of 

the cost estimates does not appear to fit the criteria established by SPAS 71. We find that 

recovery of these uncertain (uture costs is not allowed under § 367: these may be 

generation-related regulatory assets, but the (osts were not being collected in rates as of 

December 20, 1995. We will not allow any costs to be charged to the transition cost 

balancing account at this time. If environmental compliance costs are actually incurred 

and spent on generation-related projects, the utilities may request recovery in the 

annual transition cost proceedings. It is not reasonable to allow these sorts of 

speculative (osts to add to the already large transition cost bill. This approach is 

consistent with our findings in 0.97-08·056, in: whkh We determined that as of January 

I, 1998, allowing entries into PG&E's and Edison's Hazardous Substance Clean-up and 

Litigation Cost Accounts (also called HSM a<:<."ounts) (or additional generation-related 

costs would (onfet a competitive advantage on these utilities. 

17.6. Gain or Loss on ReacquIred Debt and Pre/erred Stock 

As Edison explains, this issue encompasses not only the (osts of 

reacquiring debt and preferred stock, but also the debt and preferred stock premium or 

discount associated \\'ith each issuance. Edison's regulatory assets and obligations 

include costs and discounts associated with debt issuances pJus costs associated with 

reacquiring and reissuing preferred stock. Under current ratemaking, these costs ate 

recovered through the embedded cost of debt. Future costs ma}' arise as a result of the 

utilities' reducing debt and preferred stock levels in their c.'pitat structures. 

PG&E has reported future cost estimates (or the amortization of the 

recorded loss on reacquired debt account, which is categorized as a regu)atolY asset, 

and docs not ask (or recovClY of the unamortized debt discount. PG&E is Sl"Cking 

recovery (or both past unamortized losses On debt costs and (or any future losses that 

may be incurred. The amortized loss balance, net 01 any gains, was updated tor 
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Decembe( 31, 1997, to reflect changes in the 1995 balance, taking into account normal 

amorliza tion of the loss. The loss on reacquired debt is amortized over the remaining 

life of the original debt reacquired and retired. The auditors tested the December 31, 

1995 balance and believe that this amortization is reasonable. The auditors, however, 

question as speculative and unreasonable the additional costs related to the forecasted 

losses in 1997. The auditors state that PG&E's assumptions associated with the 1997 

recallable bonds mayor may not materialize depending on the economic benefit at the 

time of recaU in 1997. The auditors recommends that we establish criteria (or allowing 

the utilities to retire debt and to recover any associated losses in the trallsition cost 

balancing account. If the 1997 callable debt does meet this established criteria, the 

auditors recommend that the calculation of any loss be determined at the time the debt 

is retired. 

PG&E contends that the retirement of debt in 1997, including any loss on 

reacquired debt, is consistent with anticipated reacquisitions or refinancings of debt. 

PG&E maintains that true-ups will be made when actual information is available. PG&E 

states that the actual recorded value of the regulatory asset as of December 31, 1997 will 

be the basis (or transition cost nxovery. 

Edison recommends that all recorded unamortized debt costs that arc 

currentJ)' being recovered through the embedded cost of debt clement in the rate of 

rctum continue to be recovered in this fashion. Edison expJains that this is necessary 

because it is not possible to separate debt and preferred stock costs rdated to the part of 

the capital investment that is being reduced. 11\\1s, the tlnamNlized cosls will dcdine as 

restructuring continues and issues mature without being replaced. As capital 

investment associated with generation is reduced, the remaining unamortized debt and 

preferred stock expenses will be supported by transmissiol\ and distribution plant. 

Edison and TURN agree that these costs are not stranded. Edison recommends that any 

future costs incurred to reacquire debt and preferred stock, which would be identifiable 

as transition-related, should be collected through the transition cost balancing account, 

rather than through the embedded cost of debt. 
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SDG&E proposes to recover both losscs on reacquired debt and 

unamortized debt discount by way of transition cost fc<overy. The auditors do not 

question the amortization of either the December 31,1995 balances (or SDG&E or the 

additional amounts as of January I, 1998. 

FEA asserts that only actual incurred losses should be aUo\\'ed (or 

transition cost recovery. TURN, as noted above, agrees with Edison that costs 

associated with past transactions should not be eligible (or transition cost recovery 

because they are not stranded. Unamortized costs will (ollow the existing debt issues to 

non-generation uses. TURN concurs with Edison's expectation that most of the bonds 

would not be called but would shift from generation to distribution. 

TURN recommends that the allowance of future costs related. to losses on 

reacquired debt as a result of calling debt because o( the iSSuance of rate reduction 

honds or other transition cost rc<overy must be read very narrowly. TURN urges that 

costs and benefits must be aligned and believes that it would not be equitable to collect 

ere front ratepayers for the costs of ('ailing in mOie expensive debt, only to allow the 

utilities to keep the savings resulting (rom the reduced. embedded cost of debt. TURN 

maintains that a distribution utility has much less risk than a generating utility and 

could operate with a more leverJged capital structure, and that furthermore we must 

evaluate prudence issues with regard to debt issuances made in the 1995-97 time period 

when restructuring efforts wete pending. TURN recommends that if either of the 

requested debt cost ('omponents arc deemed. eligible (or recovery, we must adjust 

ratemaking to prevent double-counting, becausc the embedded cost of debt already 

contains a component to pay (Of losses on reacquired debt and unamortized. debt 

discounts. 

\Ve agree with Edison and TURN that past unamortized debt costs 

included in the embedded cost of debt and should not be accounted (or in the transilion 

cost balancing account. Such an accounting would be complicated and has the potential 

to lead 10 double-counting. Howe\'er, we arc not similarly convinced regarding (uture 

losses. Section 840(0 reads: 
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'''Tr.lnsition costs' means the costs, and categories of costs, of an 
electrical corporation (or generation-related assets and obligations, 
consisting of generation facilities, generation-related regulatory 
assets, nuclear settlements, and power purchase contracts, 
including, but not limited to, \'oltmtar}' restructuring. 
renegotiations, or terminations thereof approved by the 
commission, that Were being collected in commission-approved 
rates on Dt..-x-ember 20, 1995, and that may beconle uneconomic as a 
resurt of a competiti\'e generation market in that those costs may 
not be recoverable in market prices in a competitive market, and 
appropriate costs incurred after December 20, 1995, for capital 
additions to facilities existing as of Dc<:ember 20, 1995, that the 
commission determines are reasonable and should be recovered, 
provided that these costs arc necessary to maintain the facilili('s 
through December 31, 2001. Transition costs shall also include the 
costs of refinancing or retiring of debt or equity capital of the 
electrical corporation, and associated federal and state tax 
liabilities!' 

On August 15, 1997,58477 was signed into law by Governor \Vilson. 

Among other things, 5B 477 amends § 367 by adding the fo))owing sentence: 

§ 840(&). 

"These uneconomic costs shall include transition costs as defined in 
subdivision (0 of Section 840, and shall be recovered (rom all 
customers or in the case of fixed transition amounts, from the 
customers specified in subdivision (a) of Section 841, on a 
nonbypassable basis .... " 

\Vhile 5B 477 also an\('nds § 840, it does not modify the language of 

Pursuant to the law, we will aIJow the recovery of future costs associatoo 

with fulure losses incurred to reacquire debt and preferred stock as of January II 1998. 

\Vhile we arc swayed by Edison's argull\ent that the utilities have incenti\'('s to 

maintain an optimal c<'pital structur(', we will allow only those costs actually incurred, 

net of any gains, and carefully review such costs in the annual transition cost 

proceedings. \Ve will require the utilities to make a sho\\.'ing at that time to demonstr.'te 

that adequate r.'tema'dng safeguards arc in place to ensure that the savings in the 

embedded cost of debt arc adequately accounted for and that no double-counting has 

o<:curred. 
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17.7. Deferred Taxes 

During informal workshops announced at evidentiary hearings and open 

to all parties, PG&E, Edison, SDG&E, ORA, and TURN were able fo achieve consensus 

on properly-related tax issues, PG&E's vacation pay deferred tax asset, and Edison's ad 

valorem lien date tax asset and presented a joint proposal addressing these issues 

(Exhibit 101). The parties sponsoring Exhibit 101 were available for cross-examination 

as a panel. These parties agree that transition cost taxes (also known as regulatory fax 

receivables) ate fully eligible for recovery dUrlng the transition period. Parlies have also 

agreed that all property-related regulatory tax receivables or payables will be amortized 

to zero by the end of the transition period, which will seUle alJ property·reJated tax 

benefits or obligations between ratepayers and utilities, except as provided (or in the 

decisions reJated to Diablo Canyon (D.97-05~088), Palo Verde (D.96-12-083), and SONGS 

(D.96-01-011 and 0.96-04-059). Thus, the parties to this stipulation believe thaf the goals 

of the Preferred Policy Decision and AB 1890 are met and that this tre<Hn\ent fairly 

shares the benefits and costs during the transition period, concludes the obligations 

between ratepayers and utilities at the end of the tr"nsition period, and ac(ommodates 

the requirements imposed by taXing authorilies. 

Although choosil\g not to participate in the tax workshops, EPUC now 

asserts that ]\0 tax regulatory assets are eligible for approval, because of the spedfic 

language of § 367(c). 

\Ve do not agree with EPUC. This joint proposallairly addresses the 

property-related tax issues raised by parties to this proceeding. with reg.lrd to deferred 

tax liabilities, deferred tax assets, and deferred tax reserves. \Ve adopt this stipulation, 

included in this decision as Attachment 5, and (om mend the parties (or working 

through these complex issues. We particularly appreciate the dear, (mcise definitions 

and explanation of the raten\aking tax algorithm included in Appendix 0 to Exhibit 

101. 
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17.8. Balancing Accounts 

In compHance with the requirements of AB 1890 and 0.96-12-077, PG&E, 

Edison, and SDG&E established Interim Trilnsition Cost Balancing Accounts (ITCBA), 

effective January I, 1997. PG&E recommends transforming any balance in the CAC 

account and the ERAM account as of IA~ember 31,1997 to the nCBA first, then to the 

Transition Cost Balancing Account (TCBA). PG&E proposes to eJin\inate ECAC and 

ERAM during the transition period and recover the ~ost categories addressed in these 

ac~ounts through its proposed Transition Revenue Account (raised in the workshops 

addressing streamlining in the electric restructuring rulemaking, R.94-04-031/ 

J.94-0J-032). For aU costs incurred a (ter December 31,1997, PG&E agrees with CIU that 

costs which are not eligible for transition cost recovery and which are currently 

recovered in the ECAC or ERAM (for example, going forward costs for non-must-run 

fossil plants) should not be recovered in the transition cost balancing account. PG&E 

states that it does not propose to debit such ineligible costs to its transition cost 

balancing account. However, PG&E disputes FEA's proposal to remoVe such ineligible 

costs before December 31,1997, because these costs Were incurred under the current 

regulatory framework and, for ECAC costs, are subject to reasonableness review. If we 

find that thesc costs are not reasonable, PG&E states its intent to remove those costs at 

that time. The lJe<:embec 31, 1997 ERAM balance is not subject to reasonableness 

review, but is based on authoriled GRe base revenue amounts with changes to reflect 

sales fluctuations. 

Edison explains that the HCBA was established to hold any 

overcollections in the ECAC and ERAM balancing accounts as of December 31,1996, 

(see § 368 (a» to receive the ba lances in the EC AC and ERAM balandng accounts on 

Dccember 31, 1997, and to accrue any intcrim transition costs that the Commission may 

approve for recovery. Edison will transfer the balances in the ITCBA when the final 

tr.msition cost balancing accounts are approved. Edison proposes to transfer the 

Deccmber 31, 1997 balances in the ITC8A, the SONGS 2&3 [CIP balancing accounl, and 

the Palo Verde Incremental Costs balancing account to the TCBA as 5ubaccounts. 

Edison disputes CIU's and FHA's contention that we must take care to remove any costs 
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not eligible for transition cost recovery from the ECAC and ERAM balancing accounts 

before those accounts are transferred to the TCBA. Edison explains that any balance 

remaining in the ECAC or ERAM balancing accounts as of December 31, 1997 will have 

ariSen from diUercnccs between authorized and recorded costs and revenues since the 

date of the last true-up of those accounts, and therefore, cannot be considered going 

forward <0515. Aside from our policy that t)\'ercollections resulting from disallowances 

should be directly refunded to ratepayers rather than credited against transition costs, 

Edison asserts that there is no rt.~triction to crediting overcoHections or debitlng 

undeft~oJlections in the ECAC and ERAM balancing accounts as of December 31 / 1997 

against transition costs. 

SOG&E states its intent to record any o\'ercollcctions in the ECAC and 

ERAM balancing accounts as of December 31,1997 to the TCBA, which it believes is 

consistent with the mandates of AB 1890 and the requirements of D.96--12-077. ORA 

recommends that it is the recorded balancing account balances as of January I, 1998 

which should be the basis (or transitlon cost recovery. 

\Ve concur that it is equitable to allow transition cost recovery (or both 

undercol1ections and overco)[edions accrued in the ECAC balancing accounts as of 

Oe<:ember 31,1997. This finding was addressed in D.96-12-077: 

For 1997, authorized ECAC revenues will continue to be a part of 
the authorized revenue requir~n\ent. The balancing (unction of 
ECAC will operate somewhat differently as a result o( the rate 
freeze. If ECAC costs are higher than forecasted, then authorized 
revenu('$ will be insufficient to cover these costs, and the resulting 
"undercollection" will eventually result in a higher authorized 
revenue requirement (assuming the costs arc reasonable and 
subject to the r,lle frt.'('ze). Since r.lIes ma}' not rise to amortize the 
undercoUection, however, the e(fect is to reduce the headroom 
revenues available (or crediting to the inlerim TCIlA. Similarly, if 
ECAC costs arc lower than forecasted, a larger headroom and 
greater credit to the interim TCBA will result. 

Balances in PG&E's, Edison's, and SDG&E's ECAC and ERAM accounts 

should be transferred 10 the lTCBAs or the TCRAs, if established, as of lA"'Cember 31, 

1997, as part of the "closing" of those accounts. The nCIlA, in turn, should be closed 
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out to the TCBA established (or each utility. \Ve emphasize that reasonableness reviews 

will continue (or these amounts. To the extent headroom is insuHident to address any 

ECAC or ERAM undercolleclions, these amounts may not be carried over to later years 

(or transition cost recovery, nor are such costs to be accumulated for later collection. 

The rate (reeze is just that - a freeze, rather than a dcCeccal.1c 

The auditors have confirmed the amounts included as credits in the 

neBA to account (or the 1996 ECAC and ERAM overcoHections for each utility: 

PG&E: $ 51.6 million 

Edison: $220.4 miHion 

SDG&E: $ 98.1 million 

\Ve intend to carefully oversee and review the transfer of balances into the 

TCBA, including verifying the balances in the ECAC and ERAM balancing accounts. In 

addition, we will ensure that all headroom revenues, which may have been recovered 

in various utility accounts under the rate freeze, arc properly credited to the TCBA. \Ve 

direct the Energy Division to OVersee an audit of the balances transferred to the TeBA 

and the headroom revenues. The Energy Division may select independent auditors to 

undertake this audit, it necessary. The audit report should be issued by Dccember 31, 

1998. If independent consultants arc hired, we will require the utilities to pay (or the 

audit, in proportion to the audit expense incurred. The utilities should file an advice 

}ettN on December 12, 1997 which details the costs and revenues to be transferred to the 

TCBA. 

17.9. PG&E's YIAPA Regulatory Asset 

I'G&E has a long-standing contract, terminating January 1,2005, with the 

Department of the Interior, Bureau of Reclamation, \Vestern Area Power 

:4 As proVided (or in the proposed streamlining dedsion~ ERAM accounts should be eliminated 
as o( January I, 1998. Edison no longer has an ERAM account. SDG&E's ERAM account no 
longer ser\'es its original, intended purpose. PG&E's TransiHon Revcnue Account will 
substitute for ERAM, to a certain extent. 
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Administration (\VAPA) which is an exchange of power that includes requirements to 

coordinate the PG&E and \\lAPA electrical systems. \Vhen \VAPA has excess power, the 

power is supplied to PG& E. PG& E then incurs an obligation to send power to WAPA at 

an unspecified future time. Power received from \VAPA generally costs less than power 

supplied by PG&E. To account for these transactions~ PG&E records a regulatory 

liability from \VAPA with a corresponding regulatory asset which represents a 

receivable from ratepayers, which is then recoverable in a subsequent ECAC 

procccding. 

The auditors had not received enough information from the company to 

verify the \VAPA reguJatory asset balance. PG&E requested and Was allowed to update 

its data by presenting additional information to the auditors. \VhHe the auditors 

continue to believe that the \VAPA regulatory asset is eligible for transition cost 

recovery, they also recommend that this balance remain in the category of a questioned 

cost ~ause PG&E has not presented detailed estimates in a maImer whkh they can 

review adequately. The auditors explain that PG&E anticipated a FERC filing inJuly or 

August 1997 which would true-up the transactions through December 1995. This filing 

can be relied upon to substantiate the \VAPA Jiability and regulatory asset balance as of 

Decenlber 31, 1995.u 

The auditors recommend that PG&E prepare a reconciliation of the 

settlement amounts and provide documentation showing that accounts have been 

properly adjustedi this scttJement amount should then become the basis for the eligible 

transition cost balance as of December 31, 1995. The auditors also recommend that 

PG&E show the ncccssary calculations to enable parties to discern how monthly dollar 

values arc devdoped and added together to produce estimated account activity for the 

"On Septen\bcr IS, 1997, I'G&E servoo on all p.lfties to this pr()C('ooing the August 30 filing 
submiUcd Co FERC which proposes true-up rates lor the WAPA·PG&E exchange Clgrccment. 
This filing proposes true-up rares (or 1994 and 1995 energy and capacity rates Clnd based on 
these proposed revisions, WAPA owes PG&H approximately $6.2 million. 
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two years ended IA"'Cember 31, 1997, but believe that additional testing of PG&E's work 

in regard to these data clements is not necessary. 

PG&E agrees with this recommendation and proposes that the 

Commission review these calculations in the first annual transition cost proceeding. 

PG&E proposes to amortize the \VAPA regulatory asset based upon actual recorded 

levels beginning January 1, 1998, with any differences from estimates subject to review 

in the annual transition cost proceedings. ORA supports the recovery of the \VAPA 

regulatory asset. FEA recommends excluding this regulatory asset from transition cost 

recovery until PG&E provides the necessary support and required calculations. 

\Ve will adopt the auditors' recommendations and will require PG&E to 

support the calculations for the December 31,1997 \VAPA regulatory asset balance in 

the tirst annual transition cost proceeding by providing a detailed explanation of the 

monthly dollar amounts and how these amounts result in the regulatory asset balance. 

\Ve will allow PG&E to amortize the \VAPA regulatory asset or liability based on the 

substantiated December 31, 1995 balances. 

17.10. PG&E's OF Buyout Regulatory Asset 

PG&E has identified fivc QF contracts that were restrudured or bought 

out prior to D~ember 31, 1995. In accordance with generally accepted accounting 

principles, PG&E recorded the present value of this buyout liability and recorded a 

corresponding regulatory assets, anticipating Commission approval of recovery of these 

costs. Following the audit report, PG&E disclosed that it had discovered certain errors 

in the net present value calculations and re\'ised them accordingly. The auditors 

performed additional analysis to verify these amounts. 111e auditors have confirmed 

that the adjusted balances for the QF Buyout regulatory asset arc $173.2 million and 

$40.6 million as of December 31, 1995 and January 11 1998, respcctivel}'. The auditors 

explain that these arc still questioned costs b('('au5C the Commission has not yet issued 

its d('('ision in the ECAC procccding in which PG&E seeks approval of the agreements 

and recovery of the related costs. PC&E states that it will adjust the balance of this 

regulatory asset to reflect any adjustment made by the Commission. 
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FHA accepts the restated amounts, but recommends that this regulatory 

asset would represent a cost eligible (or transition cost recovery only when it is 

approved by the Commission. 

Similar to our treatn\ent of Edison's fuel and fuel transportation contracts 

which arc not yet approved, We provide that the QF Buyout Regulatory Asset amounts 

for costs incurred prior to December 31,1995 shoufd be tracked in a memorandum 

acCount and transferred to the transition cost balancing account upon our determination 

of reasonableness. 

18. Rate of Return Issu~s 

In this proceeding, we must determine two important issues related to rate of 

return. First, we must decide when and to which assets the reduced return applies to 

non·nudear transition cost assets; (or example, plant assets are traditionaJly subject to 

the return on rate base, white other assets, such as (uel inventories, balancing account 

over- and undercollections, or regulatory assets, either cam the commercial paper 

interest rate Or no rate of r<'lurn.H Second, We must detern\ine the appropriate 

embedded cost of debt rate to use in calculating the lower return. 

In the Preferred Policy Decisionl we found that a reduced return on equit}' was 

appropriate (or those utility assets afforded transition cost recovery to reflect the 

reduced business risk associated with the recovery of the remaining net investment due 

to the imposition of a nonbypassable charge on distribution customers. (Preferred 

PoJicy Decision} mimco, p. 124.} \Ve have affirmed that the reduced return on equity set 

forth in the Preferred Policy Decision needs no adjustment at this time and that AB 1890 

confirms this treatment: 

"Further, we agree that AD 1890 confirms the rate of return on equity we 
adopted in the Prclerred Policy Decision. PU (Public Utilities) Code 
Section 367(d) st"tes, in pertinent part: 'Recovery of costs prior to 

n The applicabJe rcduCt'd rates of relurn have bee" considNoo previously for nuclear 
gcncfdtion assets in D.96-04-059, D.96-12-083, and D.97-05-OSS. 
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December 31, 2001, shall include a return as provided (or in Decision 
95·12·063, as modified by Decision 96-01·009, together with assodated 
taxes." (D.97-07-059, mimeo. at p. 2 quoting 0.96-12-088, mimeo. at 33.) 

On February 24, 1997, ORA filed a motion in R.94-04-031/1.9·l-().J-032 requesting 

an immediate ruling ordering PG&E, Edison, and SDG&E to implement the provisions 

regarding the reduced return on equity. Timely responses to ORA's motion were filed 

by PG&E, Edison, SDG&E, and TURN. 

\Ve responded to this motion in D.97-07-059 by directing PG&E, Edison, and 

SDG&E to establish men\orandum accounts to track the difference in revenue 

requirements between the authorized revenue requirement and the maximun\ 

reduction in re\'enue requirements. \Ve also stated that we would not decide the merits 

of ORA's proposal without a (ull consideration of the interaction of the rate of return 

and transition cost recovery. BC('ausc this motion was filed and served in the electric 

restructuring rulemaking, but rate of return issues associated with transition cost 

recovery ate being addressed in the transition cost proceedings, we allowed 

supplemental testimony or briefs to be submitted in Phase 2 of this proceeding. By 

ruling of July 25, 1997, the ALJ established that supplen\ental opening briefs would be 

filed on August 8 and suppJen\ental reply briefs would be filed on August 18. \Ve will 

summarize the positions of parties on these issues, either as artkulated in the briefs. 

ORA and TURN submit that the reduction in the return on equity should be 

implemented now because the utilities' risk of recovering their investments has already 

been reduced. ORA and TURN beJieve that several aspects of the st<1tute have 

combined to substantially reduce the risk of recovery of eligible transition costs, 

including the est.1blishment of the nonbypassable ere, the implementation of the rate 

freeze, and the imminent issuance of the rate reduction bonds. ORA and TURN contend 

that beginning the rate freeze on JaJ\uary I, 1997 creates headroom which in turn allows 

the utilities to begin collecting revenues to apply to tr<Ulsition costs prior to the 

beginning of the transition period. ORA argues that this increased headroom would 

increase the likelihood that utilities would be able to r('(over their transition costs 
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within the specified time period and could result in earl}' recovery of those costs, so that 

the rate (reeze could end early. 

ORA believes that this reduction in authorized revenue requirements would 

have been most appropriately applied beginning on Jal\tlary I, 1997, when the rate 

freeze began, pllrStlant to D.96-] 2-077. In that decision, we also established interim 

balancing accounts to ensure that excess revenues collected under the rate (reeze would 

be allocated to reducing transition costs. (D.96-12·077, mimro. at pp. 12-13.) ORA 

recommends that a corresponding ratepayer benefit should be adopted. TURN 

supports ORA's proposal and emphasiles that the reduction in the return on equity 

portion of assets eligible (or transition cost recovery will increase the likelihood o( the 

utilities achieving full recovery of their stranded inv<'Stment during the transition 

period. TURN also believes that this proposal will make recovery of transition costs 

more orderly, as required by § 33O(t), because the reduced rate of return would be 

implemented at approxin\ately the san\e time as the risk-reducil\g measures go into 

effect. 

Furthermore .. ORA and TURN argue that the reduced return should be applied 

to all utility generation rate base, not merely to those assets which are recovered on an 

accelerated basis. ORA and TURN explain that it is the opportunity to accelerate 

recovery o( these asses, not the actual accderation, which reduces the risk of recovery 

and thereby justifies the reduced rate of return. ORA and TURN arc concerned that 

applying the reduced rate of return only to accelerated assets, rather than to all assets 

eligible for acceleration, would encourage gaming of this pro<css. ORA and TURN 

contend that the utilitics could have the incentive to forestall accel<>calion of as many 

assets as possible consistent with achieving futl recovery during the rate frccze period, 

in order to maximize the return earned on those assets; therefore, the c.lle of re.urn on 

various plant assets would vary not because of any difference in risk of recovcry, but 

merely because of the acccleration decision. ORA and TURN recommend applying that 

reduced rate of return immediately to all assets eligible (or transition cost recovery. 

ORA and TURN also argue that D.97-07-059 is in error in prescribing USe of 1995 

cost of debt figures to compute the reduced return on equity for PG&E, Edison, and 
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SDG&E. ORA and TURN assert that 0.96-04·059, which slated the fixed 1995 cost of 

debt should be broadly applicable, can apply only to SONGS assets only. ORA contends 

that these issues werc not properly before the Commission in the SONGS settlement 

addressed in the Edison Test Year 1995 GRe (in which procccding 0.96-04-059 was 

issued), nor should the broad applicability have been addressed in 0.97-07-059. ORA 

explains that the embedded cost of debt is traditionally determined in the annual cost of 

capital proceedings and the most recent determination of this component should be 

used to compute the reduced rate of return. ORA recommends that to the extent par lies 

have negotiated a spe<ifk cost of debt as part of a settlement which has been approved 

by the Commission, it is that embedded cost of debt which should be the basis for the 

reduced return on those particular assets. For aU other assets eligible for transition cost 

recovery, ORA recommends using the embedded cost of debt adopted in 0.96-11-060 

(the most nxent cost of capital decision) to compute the reduced return on equity for 

each utility. 

PG&E, Edison, and SDG&E recommend that we reject ORA's motion, because 

transition cost recovery will not begin until January I, 1998; i.e., the non-nuclear 

generation assets will not recci\'e accelerated depredation treabnent until that date. 

SDG&E states that 0.96-11-060, the 1997 cost of capital decision, adopts an all-party 

settlement, to which ORA was a signatory. SDG&E believes that by seeking a reduction 

to the return on equity on assets which are eligible for transition cost recovery, ORA 

undermines its position in the cost of capital proceeding, and essentially seeks a 

rehearing of 0.96~11-060, which is out of timC'. 

PG&n also agrees that accelerated recovery of the uneconomic generation assets 

must be authorized before the reduced return component applies and that ORA's 

proposal is premature because the essential clements of the transition cost recovery 

framework are not yet (ully implemented. I'G&E states that a reduced return is 

appropriate only when an asset is determined to be uneconomic and the utility sccks to 

accelerate the reco\'ery of that asset. Furthermore, rG&E states that the reduced return 

can apply only to fossil·{ueled generation, pursuant to the Preferred Policy Decision, 

which PG&H beHe\'es clearly distinguishes between the tre.ltment of fossil and 
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hydriX'lectric assets. I'G&E also claims that § 368(a} requires a distinction between 

returns applicable to C('onomic and uneconomic assets, because it requires that "each 

utility shall amortize its total uneconomic costs, to the extent possible, such that each 

year during the transition period its recorded rate of return on the remaining 

uneconomic assets docs not exceed its authorized rate of return for those assets." 

While PG&E acknowledges that the rate freeze has begun and makes revenues 

available to offset transition costs, it does not make any eXCess reVenul'S available to 

those assets which are not accelerated. I'G&E claims that neither the establishment of 

the ITCBA, the implementation of interim transition charges, not the statutory 

authorization of the eTC reduces the utilities' risk of recovery of these assets; only the 

accelerated amortization of assets reduces the risk of recovery. Moreover, PG&E 

contends that it is not appropriate to reduce the rate of return applicable to economic 

assets, since these assets will not be accelerated or recovered in the transition cost 

balancing account. PG&E had used its 1996 cost of debt in calculating the reduced 

return on equity in its prepared testimony in this proceeding, but states that it would 

not be opposed to using the 1995 cost of debt. 

Edison agrees that the reduced rate of return is tied to the accelerated recovery of 

generation assets and argues that neither the rate freeze, the nonb}'passabJe eTC, nor 

implementation of the interim erc justifies applying a reduced return to generation 

assets. ~ Edison concurs with PG&E that because in the Preferred Policy Dcdsion, we 

established that the utilities would retain ownership of their hydroelectric assets, which 

would remain subject to traditional regulation, the reduced rate of return should not be 

applied to these assets. Edison recommends that the reduced rate of return should 

apply to Edison's fossil gell(,f<ltioIl, once that genef.1tion has been market-valued and 

suggests that strict application of the principles articulated in the Preferred Policy 

:. Edison moo a molion on August 11 to request that we accept its supplemental opening brief 
onc day latc, due to proo!ents with its messenger ser"ice and the UPS strike. We grant that 
nlotion and Edison's supplemental opening brief is accepted (or filing as of August l1., 1997. 
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Decision would mean that any generation assets not divested would not be subject to 

accelerafed recovery until market valuation takes pJace. Edison explains that this 

approach is consistent with its position in Phase 1, in which it proposed to apply the 

reduced rate of retum to assets that are being recovered on an accelerated basis, but a 

fun rate of return would apply until that accelerated recovery begins. 

SDG&E contends that ORA's motion to apply the reduced rate of return as of 

January 1., 1997 or February 7, 1997 (the date the motion was filed) should be dismissed, 

because retroactively implementing the reduced rate of return would constitute 

retroactive ratemaking. SDG&E also thinks the reduced rate of return is inextricably 

linked to the accelerafed depredation of the non-nuclear generation-related assets, and 

ORA's request directly contradicts 0.96-11-060, the most recent cost of capital decision, 

and 0.96-12-088, the H.oadmap 2 decision. SDG&E disputes ORA and TURN's 

allegation regarding gaming, because SDG&E belie\'es that the guidelines established in 

D.97-06-060 will preclude such gaming. 

18. 1. Discussion 

In the Preferred Policy Decision, we found that it was appropriate to 

reduce the cost of capital for generation assets eligible for transition cost recovery by 

setting the retum on the percentage of the undepreciated asset financed by equity at 

10% below the long-term cost of debt. \Vc also found that this reduced return was the 

appropriate measure of the reduced risk associated with these assets as the utilities 

reco\'ered the net book value of such assets through accelerated depreciatton. At the 

same time, we recognized that this 10% reduction could be eliminated by the utility 

divesting at least 50% of its fossil generation and stated that \\re would provide for a 10-

basis point increase in return on equity for each 10% of fossil plants divestoo. 

Furthermore, we found that ratepayers should benefit to some degree 

from our treatment of Ir,ll'lsition costs and that it would be inappropriate to require 

ratepayers during the transition to bear the same costs they would have borne in the 

absence of moving toward a compelit[\'e framework. \Ve also found that it was 

equitable that shMeholders recover somewhat lower revenues for transition cost assets 
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than they would under traditional cost-of-service regulation and that assurance of (ull 

recovery \,,'ould have the potential of providing perverse incentives to utilit), market 

behavior. The assurance of full recovery would allow the utility to remain indifferent to 

the level of transition costs and could even result in incentives to bid low in offering 

output to the Power Exchangel which could then depress the market-dearing prke and 

further increase transition costs. Finally, we found that adopting a reduced return on 

equity was appropriate in light of the reduced risk of recovery and WQuld not adversely 

impact the utilities' finandal stability. 

As stated in 0.96-12-088, AB 1890 conCirn\s the return on equity adopted 

in the PrefelCed Policy Oedsion. Although accelerated amortization of certain transition 

cost assets has not yet begun, the rate freeze commenced on January I, 1997, pursuant 

to 0.96-12-077. The utilities may be using this interim period to accrlle revenues to 

offset transition costs. 

We do not agree with the utilities that the application of the reduced rate 

of return is inextricably linked to the accelerated amortization of generation assets. In 

the Preferred Policy Decision, we established that we are not required to guarantee fu1l 

transition cost recovery, and this has been ,,(firmed in AD 1890. \Ve also clarified that in 

allowing the utilities the opportunity to recover generation plant-based transition costs, 

we were also establishing an ilppropriate risk-based rate of return. \Ve explained some 

of the genesis of our decision-making process and provided background information on 

Humboldt Bay Unit III and SONGS I, for which we prOVided shareholders less than (ull 

recovery of the combination of sunk costs and rate of TelUnl at the weighted cost of 

capital. (45 CPUC2d 274; 11 CPUC2d 532.) Neither of these decisions linked these 

outcomes with accelerated depreciation, although accelerated depreciation was allowed 

(or SONGS I at the authorized rate of return. Furthermore, in 0.85-08-046, we 

specifically established that while PG&E should reco\'er the remaining net plant 

hwestment of lIurnholdt Bay 3 over a four-year period, no return was allo\\'ed on the 

unamortized balance: 

"\Vith respect to PG&E's equity argument, we observe that plants 
which ha\'e exceeded their cstimated useful livcs have been (ully 
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depreciated. Thus, the shareholder has already recovered his entire 
investment and a fair return on that investment from the ratepayer. 
The ratepayer who has paid for the entire plant is entitled to 
receive any additional benefit from the plant's continued operation. 
In the case of premature retirement, the r.ltepayer typically stiJl 
pays for all of the plant's direct cost even though the plant did not 
operate as long as was expected. The shareholder recovers his 
investment hut should not receive any return on the undepredated 
plant. This is a fair division of risks and benefits." (0.85-08-046, 18 
CPUC2d 592, 599.) 

In a)lowing the recover}' of generation plant-related transition costs, We 

have, in effcct, allowed the utilities to recover costs of plants that may no longer be used 

and useful in the ne\ ... • competitive marketplace. In the Preferred Policy Decision, we 

stated: 

"\Ve exped that some utility plants will no longer be used and 
useful in the future restructured energy marketplace. Allowing 
recovery of remaining net investment associated with the SONGS I 
plant at the embedded cost of debt was reasonable at the time, 
given the then-current regulatory structure. However, today's 
decision decreases the risk associated with recovery of remaining 
net investment (now part of transition costs), due to the imposilion 
of a nonbypassable charge on distribution customers ... which 
decreases utility business risk." (Preferred Policy Decision, mimeo. 
at 124.) 

\\'e agree with ORA and TURN that this decreased business risk trigger 

the reduced rdte of return. We tic the application of the reduced rate of return, not to 

acceler.lted depreciation, bur rather to the reduced risk because transition cost recovery 

was allowed in the first place. The nccessary components of this decreased risk cUe in 

place, contr.uy to PG&E's and Edison's contentions. Indeed, these clements were (irmly 

established when An 1890 was signed into law and established that the utilities would 

have a reasonable opportunity to collect uneconomic costs and affirmed the 

nonbypassable competition transition charge. In addition, by starting the r.lte freeze on 

January 1, 1997, we have allowed the utilities the opportunity to accnte revenues that 

will serve to offset transition costs. The r.1tepayers might otherwise have enjoyed the 

benefits of lower r.ltes. It is therdore equitable thai the reduced r,lte of return apply to 
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those generation plant assets that arc currentl}' in rale base and that arc eligible for 

transition cost recovery. Furthermore, this reduced rate of return should have been 

applied as of January 1, 1997; we agree with SDG&E, however, that we cannot apply 

this reduced r~'te of return before the date on which the utilities estabJished the 

memorandum accounts ordered in D.97-07~059. 

Furthermore, we are persuaded that, (or non-nuclear generation plant, the 

relevant cost of debt to be used in the calculation of the reduced return on equity is that 

adopted in 0.96-11-060, in the 1997 cost of capital proceeding. \Vhile 0.96-04-059 

addressed the broad applicability of the concept of a fixed cost of debt, pioper notice 

was not provided to aU parlies to the electric restructuring rulemaking that this 

decision, issued in Edison's 1995 Test Year GRC, had applicability beyond the SONGS 

2&3 settlement. Fixing the reduced return on equity at 90% of the 1995 cost of debt for 

all utilili('S could impact parties' rights. \Ve have carefully considered the reduced 

return on equity adopted in D.96-04~059 and 0.97-07-059. Based upon the briefs and 

comments in this proceeding. the record developed in this procccding now persuades 

us to reconsider fixing the reduced return on equit)' at 90% of the 1995 embedded cost 

of debt. It is nlore reasonable to establish the reduced return on equity at 90% of the 

1997 embedded cost of debt adopted in 0.96-11-060, which reflects the most recent 

information regtuding risk and reward as reflected in the cost of capital. D.97·05~088 

adopted a reduced rate of return for Diablo Canyon based on the 1996 cost of capital 

decision (D.97-05~088, mimco., Finding of Fact 41 at p. 79; PG&E Opening Brief, p. 136.) 

\Ve agree with the concept that the measure of the embedded cost of debt should 

remain fixed (or the entire term of the tr.lnsition period or the relevant amortization 

period, irrespective of changes in the actual utility embedded cost o( debt.l-lowever, as 

a benchmark, PG&E, Edison, and SDG&E shaH usc the embedded cost of debt adopted 

in D.96-11-060 to calculate the reduced relurn on equity (or tr.lIlsition ('ost recovery of 

generation-related plant assets. The reduced f,lle of return is 7.13% (or PG&E, 7.22% (or 

Edison, and 6.'l5% (or SDG&E. For the nuclear generating plants, the reduced rate of 

return should be that established in 0.96-04-059, D.96-12-083, and D.97-05-088 for 

SONGS 2&3, Palo Verde, and Diablo Canyon, respectively. 

- 175· 



A.96-08-OO1 et at. AlJ/ ANG/wav Ibwg * ~ 

19. Issues for Transitron Cost Annual RevIews 

PG&E recommends that the filing date of June 1, 1998, as established for the first 

annual transition cost proceeding in D.97-06-060, is not consistent with recovery of 1999 

transition costs on an ex post basis. Inste.1d, PG&E recommends changing this date to 

require a filing by early 1999 (no later than l\fay 1) for review of transition costs 

recorded in 1998. PG&E intends to prOVide a report of all entries to the transition cost 

balancing account, as wen as the balances and returns used to develop transition cost 

rC\'cnuc requirements, the assumptions used in estimating market value, the results of 

any atlual market valuations, any changes in revenue requirements resulting (rom 

capital additions proceedings, changes in amortization schedules due to changes in 

market value estimates or actual market valuations; and any additional acceleration 

beyond the 48-month amortization schedule. PG&E also recommends a review of the 

entries to the must-run and non-mltst-run fossil memorandum accounts. 

rG&E recommends that the annual proceeding should be an ex post review to 

determine that the transition <:ost balancing account entries ate correct, based on 

recorded amounts, subject to any constraints adopted in this proceeding, the capital 

additions proceedings or generation PBR prO<'ccdings. PG&E strongly cautions against 

a prudence review of costs, other than QF buyout costs, although PGkE recognizes that 

certain costs must be reviewed (or reasonableness by the Commission, including 

employee-related transition costs, WAPA true-ups, and must-run operating costs if not 

recovered though the ISO (because this is consistent with PGkE's placeholder proposal 

in this regard). PG&E agrees with ORA that there should continue to be reasonableness 

revie\\' of QF, purchased power, and geothermal steam contr.1ct administration costs, as 

well as of its water purchases. PG&E disagrees with OHA's recommendation to review 

Helms pumped stor.1ge costs, because PG&E believes that since power purchased for 

pumping purposes would be at the market-dearing price, reasonableness reviews arc 

\I nnccessa ry. 

PG&E recommends that these prO<'ccdings also audit the costs associated with 

oper.lUons and fe\'enues rcceived from the ISO and the Power Exch:Ulge. However, 

because scheduling of must-take resources, QP generation, and PG&E's own gencr.1tion 
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resources will be under FERC jurisdiction, PC&E recommends that no review of 

PC&E's bidding strategy occur in the annual transition cost proceedings. Thus, PG&E 

believes that the creation of the PO\\'cr Exchange and the ISO transfers to FERC the 

oversight for ensuring that PC&E matches load and resources to provide least-cost, 

reliable service. 

Edison proposes to file monthly and annual reports which address the recorded 

fr.lnsition cost balancing account entries, similar to the monthly ECAC balancing 

atcount reports currently submitted to th~ Commission. Edison agrces with the timing 

of the first annual transition cost pr<Xceding and cecommends that this prO(ceding 

address forecast issues, estimated transition cost rtXovery in the follOWing year, forecast 

capital additions, and estimated market value of assets subject 10 market valuation. 

Edison also recommends that this proceeding address reasonableness issues, induding 

accelerated rccovef}' of transition costs, review of recorded transition cost balancing 

account entries (induding any rc<:ordcd capital additions), contract administration, and 

the results of any plant valuations. 

Edison recommcnds that since the annual transition (ost application will be filed 

on June I of each year, the recorded information proVided for review should co\'er tht! 

rC(ord period of April through March, similar to its current ECAC record period. For 

example, the June 1998 application would (ontain transition cost balancing account 

cntries for January· March 1998. The June 1999 application would contain entries for 

April 1998 through March 1999. 

ORA supports PC&H's suggestion to report recorded costs to date and (ocus in 

the first proceeding on reviewing future amortization schedules. ORA recommends that 

the utilities' management of power purchase contracts and QF (Ontritcts, PG&E's 

gcothernlal steam (ontracts, and PG&E's and Edison's water purchases and pumped 

stoc.lge operation costs all be addressed (or reasonableness in the annual proceedings, 

which should also be used to address the determination of the uneconomic portion of 

Edison's coal (ontracts. 

SOC&E succinctly recommends that the Commission address two groups of 

costs in the annual proceedings: an accounting of the previous year's expenditures and 
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re"enues and a review of any new costs which should be recovered as transition costs; 

e.g., employee-related transition costs. The amount of currently authorized generation

related operating expenses included in base rates should be confirmed as an upper limit 

as to how much can be recovered for going forward operating costs when an individual 

unit is required for reactive power/voltage support. 

FEA recommends requiring the utilities to mitigate their transition costs and that 

these mitigation efforts should be the subject of annual Commission tevic\,,'. 

19.1. DIscussIon 

\Ve have previously determined that all transition cost balancing account 

entries shall be subject to review in the aI'muallransHion cost proceedings. For now, we 

will retain the filing date of June I, 1998 for the first annual transition cost proceeding. 

\VhiJe there will only be three or four months of recorded data, we should have 

additional infonllation regarding market valuation and recalibrated amortization 

schedules. This first proceeding may be sontewhat attenuated, but by addressing these 

issues earl)', we will be able to implement any required changes to our approach in a 

timely fashion. Thereafter, the annual transition cost pr<xccdings should review 

recorded data on a c,llendar-ycar basis. 

PG&E, Edison, and SDG&E should provide monthly reports of all entries 

to the transition cost balancing account, as well as the balances and tetun's used to 

develop transition cost revenue requirements, the assumptions used in estimating 

market value, the results of any actual market valuations, any changes in revenue 

requirements resulting from c<lpital additions pr<xccdings, changes in amortization 

schedules due to changes in market value estimates or actual market valuations, and 

any additional accder.ltion beyond the 48-month amortization schedule. \Ve will also 

require a review of the entries to the must-run and non-must-run fossil memorandum 

accounts. 

\Ve will require that all cost and revenues related to Power Exchange and 

ISO revenues be justified and subject to an audit. \Ve will review various (os(s which 

have been determined to be eligible for transition cost recovery, consistent with our 
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findings in D.97-06-060 and this dedsion. For example, we will address the 

reasonableness of employee-related transition costs, purchased power contract 

administration, QF contract administration, geothermal contract administration, water 

purchases, and PG&E's \VAPA true-up. In addition, we will consider the utilities' 

mitigation efforts regarding off-site common and general plant and will review the 

assessments of Edison's land assets surrounding its gas-fired fossil pJants. \Ve will also 

review such reCorded costs as the losses associated with reacquired debt and other 

actual costs the utilities present (or transition cost r~()very. ECAC costs recotded 

through Oe<:ember 31, 1997· will continue to be considered in traditional reasonableness 

reviews. Finally, we reiterate our instructions to the utilities to seek authority for 

recovery of transition costs not considered in this decision by filing new applications, 

rather than advice letters. The advice letter process is inappropriate (or requesting this 

sort of recovery. 

20. Conclusion 
\Ve have reviewed the utilities' requests for a transition cost recovery (or various 

assets, costs, and cost categories. Because we have discussed several complex issues in 

this decision, we summarize our findings here and in Attachments 3 and 4. 

The utilities should track actual costs and revenues on a plant-specific basis for both 

must-run and non-must-run plants. Any excess revenues should be credited to the 

transition cost balancing account annually. The revenues accrued in the memorandum 

account will earn the reduced transHion cost rate of return. No interest rate or rale of 

return will be applied to any debit balances in that account. The only instances in which 

we wi\) consider tr;msition cost reco\'ery for must-run plants are (or those particular 

units operating at particular times that plant is actually caned upon tor reaclive 

power/voltage support (and not any other "must-run" purpose) and for which the ISO 

contract has not provided recovery of oper,lUng cosls, and the units are othenvise 

authorized to recover market-based rales. It is possible that under proposed Agreement 

A, the utilities will not recover a11 operating costs from ISO revenues; however, the 

desired solullon is (or Ihe utilities to negotiate to move to Agreement B, rather than 
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receiving assured transition cost treatment. The utilities must dearly demonstrate that 

the units are necessary lor reactive power/voltage support and that transition cost 

recovery is only lor that period during which contract terms are adjusted 

approximately at the ISO. Proposed Agreement C does not allow for market-based rates 

and is based 01\ cost-ol-service; thereCore, no transition cost rc<overy is permitted lor 

units under this proposed contract. TIle memorandum accounts will allow the 

ne<:essary tracking to occur so that any modifications to our procedures can be executed 

effici('ntly and easily. 

\Ve accept the auditors' findings regarding the net book value of plant assets as 

of De<:ember 31, 1995. As of January 1, 1998, the net book value as of December 31, 1995 

should be amortized over the 48-month transition period, consistent with the 

requirenlents established in 0.97-06-060. The net book value should account 

appropriately for accumulated depreciation and deferred taxes. As the capital additions 

proceedings are completed, we will allow adjllstments to net book value to reflect our 

findings in these proceedings and to account (or depredation for 1996 and 1997. 

The gain or loss resuhing from sale of assets, including land, should flow 

through the transition cost balancing account. Any loss associated with sate of assets 

should be amortized over the transition period~ but any gain should be (('edited to 

of (set transition costs and dose out the appropriate subaccount. 

As of January I, 1998, n'aterials and supplies inventories arc going forward costs. 

Unamortized materials and supplies balances should not cam a rate of return. A 

physical inventory of matcrials and supplies inventories should be undertaken as of 

December 31, 1997, or as dose to that date as possible, and the fair market value 01 the 

inventory components should be assessed. 'n the alternativc, the utilities may deem the 

book value of the December 31,1997 materials and supplies inventories balances to 

equal their market value. The utilities should file these market value assessments in the 

applications (0 market value their retained assets, which shall be filed on March 2, 1998. 

\Ve will defer consideration of the transition cost recovccy of fuel oil inventory 

pending the ISO's determination as to whether these inventories are necessary (or 

system reliability. Por 1998 only, the utilities may apply the 3·month commercial paper 
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rate to the unamortized balance of the level of fuel oil inventories. In addition, Edison 

shall file a proposal to account for the revenue-sharing mechani5m for revenues 

aC(fuing from third-party transportation on its fuel oil inventory pipelines, consistent 

with 0.94-10-044. This proposal shall be filed on March 2, 1998 as part of Edison's 

application to approve retained assets. Edison's gas inventories and coal inventories 

should be market valued as of December 31,1997, similar to our findings for materials 

and supplies inventori('s. Replenishment of inventory levels after January 1, 1998 will 

not be eligible for transition cost recovery. Carrying costs should not be allowed on any 

unamortized difference between market and book value. In the alternati\'e, Edison may 

deem the book value of the December 31,1997 gas and coal inventories balances to 

equal their market value. 

Environmental and non-environmental non-nuclear decommissioning costs 

should continue to be recovered at the level currently included in authorized rates. The 

accumulated decommissioning amortization should be accounted (or as an o((sel to rate 

basc, at least until such time as the generating plants are market valued l and should not 

be accelerated. The timing of environmental decommissioning should be accounted (or 

in a net present value calculationl to the extent that environmental decommissioning is 

expected to occur after 2001. Hydroelectric negative net salvage should not be 

recovered as a separ.lte item in the tr.lnsition cost balandng account, but should be 

factored into PG&E's depredation reserve. 

C\VIP costs incurred prior to December 31,1995, which arc not approved (or 

recovery in sepafclte capital additions proceedings for 1996 and 1997, and are not 

included in divestiture arc not eligible (or transition cost recovery. R\VIP costs should 

continue to be treated as an increase to the accumulated depreciation reserve. After 

market valuation, r.ltepayers will no longer be responSible for additional costs 

associated with retiring a plant, including decommissioning. C\VIP costs associated 

with past hydroelectric r('licensing costs will be considered in the market valuation of 

hydroelectric assets. 

111(' on-site common and general plant estimates should be amortized o\'er the 

transition period, using the DC(ember 31,1995 amounts which have been verilied by 
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the auditors. O(f-site common and generaJ plant assets are excluded (rom transition cost 

recovery at this time. 

The sale of excess emissions credits results in a gain on sate of utility property 

which should be credited to the TCBA to offset transition costs. 

Edison shourd prorate land according to its functions and should remove aU land 

associated with generating assets to be divested (rom rate base upon the date of 

divestiture. Only the book value of land classified as generation and which Edison has 

proposed to divest with the underlying generating assets and land allocated to fuel oil 

pipelines shall be amortited through the transition cost balancing account at the 

reduced late of return. \Ve will defer ruling on land associated with fuel-oil pipelines 

until the ISO has made its determination regarding these assets, but EdiSon should 

address this land in its proposal to ensure that ratepayers continue to benefit (rom the 

revenue-sharing me<hanisn\ adopted in 0.94-10-044. \Vhen Edison has compleled its 

analysis confirming the pro-rata assignment of land to (unctions and the appraisal of 

land is completed, the transition cost balancing account shall be trued-up as 

appropriate. This analysis should be included in the March 2,1998 filing. Land should 

be valued as o( the date of divestiture, if not before, and the transition cost balancing 

account should be credited appropriately. 

In conformance with FERC's classification o( step-up tr.lIlsformers and 

generation radial-tie Jines as generation assetsl these assets should be eligible (or 

transition cost recovery. 

The fixed ICIP prices adopted for Diablo Canyon and SONGS 2&3 will be 

compared to the Power Exchange market-clearing price to determine ongoing transition 

cost rccovery. BcCimse of the balandng account tre.ltment adopted in 0.96-12-083, we 

will compare Palo Verde's incremental operating costs as billed by Arizona Public 

Service with .he market-clearing price, rather than the fixed lelP cost approach which 

we have implel'llented (or Diablo Canyon ad SONGS 2&3. \Ve will rely on the ICIP 

prices adopted in 0.96-04-059 to compute any necessary h.msition cost recovery or 

offsets. 
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PG&E's and SDG&E's requests for fixed costs related to fuel and fuel 

transportation contracts arc deniro. Other than the exceptions provided EdisOlll fuel 

and fucllransportation costs arc going forward costs not eligible for recovery in the 

transition cost balancing account. Edison's fuel costs should be recovered from market 

reyentlCs, to the extent possible. The uneconomic portion of Edison's fixed costs of its 

fuel and fuel transportation contracts must be ca1cuJated by comparing fixed costs to the 

market-clearing ~rice for natural gas fuel and transportation. 

Transition cost recovery of QF contract costs and interutility contract costs will 

be based on actual per-kilowatt-hour costs incurred compared to the PoWer Exchange 

market-dearing price. Each utility should establish subaccounts in its transition cost 

balancing account to track QF contract costs, interutiJity contract costs, BRPU settlement 

costs, and QF contract restntdurings and buyouts. 

The revenue requirements established for hydroelectric and geothermal assets 

should be based on the net book value adopted in these proceedings. Market reVenues 

earned for hydroeledric and geothermal assets should be tracked in a memorandum 

account and compared to the revenue requirements estabJished (or these assets, and 

excess re\'enlleS should be credited to o((sct tr.msition cost recovery. The reduced rate 

of return should apply to hydroelectric and geothermal assets, which should be 

recovered in the transition cost balancing account. Market revenues in excess of revenue 

requirements should be credited to the transition cost balancing account on an annual 

basis. Similar to the memorandum accounts established for the fossil must-run and nOJl

must-run plants, any excess revenu('$ accruing in a particular month will cam the 

reduced transition cost rate of return, rather than the commercial paper r.lte. No interest 

r.lle or rate of reluCli. will be applied to any debit balances in that memorandum 

account. 

Costs associated with employee bendits must be included in current operating 

costs and recovered from market revenues for all such generation-related expenses 

accrued a(ter January I, 1998. l3ecause PG&E accounts (or workers' compensation on a 

"pay-as-you-go" basis, rates include costs that would have also b~n included in the 

actuarial ca\eulation (or post-1998 obligations of the workers' compensation regulatory 
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asset. PG&E's request for transition cost recovery of workers' compensation costs is 

denied. 

Because we have approved accrual accounting treatment for the tong-term 

disability obligation and we can establish a cut-off point for going forward costs, this 

obligation is eligible (or transition cost recovery. Transition cost reCovery is authorized 

for Edison's post-employment benefits associated with claims prior to 1998. No rate of 

return should apply to the unan\orlized balance. PG&E's post-employment benefits 

should be accounted (or similarly to Ed ison's and the initial obligation as established in 

D.95-12-055 should be amortized over the transition period. No rate of (eturn should be 

applied to the unamortized balance. 

The PBOP regulatory assets and transition obligations are eligible for transition 

cost r~overy and should be amortized ratably over the transition period, based on the 

December 31, 1997 estimates which represent actuarial determinations with no rate of 

return applied to the unamortized balance. For PG&E, it is reasonable to apply the 

discount rate 0(9% that was adopted in D.95-12-055. These accelerated amounts arc to 

be placed in the appropriate trust funds for each utility; to the extent they arc not so 

deposited, these amounts will be treated as a rate base olfset with a corresponding 

credit to the transition cost balancing account. \Ve will allow a tax gross-up only to the 

extent these contributions to the trust are tax deductible. PBOP amounts should not be 

contributed to the trusts until they are tax-deductible. Any money which is collected but 

not yet contributed then becomes a rate base offset, which is reduced by deferred taxes 

associated with the asset for the taxes due when the money is colteded. Edison's 

estimates of costs related to Mohave coal mine employees for PBOP expenses are 

denied transition cost recovery at this time. 

For pensions, the regulatory asset, consisting of the pension h.msition obligation, 

should be offset by the pension regulatory liabilities. The net regulatory liability should 

then be credited to offset transition cost recovery. For PG&R, pensions arc overfunded 

and no tax-deductible contributions have been made recently. It is reasonable to require 

PG&E to repay the pension transition obligation with theo\'er(unded amounts, rather 

than increasing transition cost recovery unnecessarily. \Ve will exclude SDG&E's clain\ 
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for its pension regulatory asset from transition cost recovery, but it is reasonable to 

allow SDG&E to demonstrate that its pension is under-funded in the annual transition 

cost proceeding. 

The environmental compJiance regulatory asset is a forecast of costs to be 

incurred on the same activities included in the HSM. These activities do not include 

those associated with generating plant. The costs recorded in the environmental 

compliance regulatory asset arc speculative and should be excluded (rom transition cos~ 

recovery unless actually incurred during the transition period. If the utilities incur 

environmental compliance costs for generation-related projects, PG&E, Edison, and 

SDG&E may seck recovery in the annual transition cost procccdings. 

\Ve will allow transition cost recovery for actual losses incurred to reacquire debt 

and preferred stockl net of gainsl and will review these costs in the annual transition 

cost proceedings. \Ve will require the utilities to make a shOWing in the annual 

transition cost proceedings to demonstrate that adequate ratemaking safeguards have 

been implemented to ensure that the savings in the embedded cost of debt are 

adequately accounted lor and that no double-counting has occurred. 

Transition cost taxes (regulatory tax receivables) are (ully eligible for recovery 

during the transition period. All property-related regulatory tax assets and payables 

will be amortized to zero h)t the end of the transition period, which will settle aU 

property-related tax benefits or obligations, except as provided lor the nuclear 

generating facilities in 0.97·05-088, 0.96-12-083, and 0.96-01-011 and 0.96-04-059. 

1997 ECAC and ERAM balances should be transferred to the transition cost 

balancing account, in conformance with 0.96·12-077. 

PG&E may amortize its WAPA regulatory asset or liability based on trued-up 

Oecember 31, 1995 amounts. PG&E must support its December 31, 1997 calculations in 

the annual transilion cost proceeding. PG&E's QF buyout regulatory asset should not 

receive tr<lnsition cost reco\'ery until these amounts arc determined to be reasonable. 

The reduced rate of return should apply to non-nuclear generation assets 

currently in rate base and eligible for transition cost recovery, except as described in this 

decisionl beginning on the delte on which the utilities established the memorandum 
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accounts provided for in 0.97-07-059. The reduced r'lte of return for non-nuclear 

gener.,ting assets shall be calculated based on the embedded cost of debt adopted in 

0.96-11-060. PG&E's reduced rate of return for transition cost purposes is 7.13%; 

Edison's reduced rate of return is 7.22%; and SDG&E's reduced rate of return is 6.75%. 

The embedded cost of debt shall remain fixed for the entire term of the transition period 

or relevant amortization period, irrespective of whether the utility's cost of debt 

changes. 

Using a market-based approach to transition cost recovery is consistent with the 

law and preferable from our poJicy standpoint. The next step, and the most important 

step for purposes of determining the ~on()mic or uneconomic portion of these 

categories, is market valuation. Ensuring that market valuation occurs soon in the 

transition period is essential to the final determination of transition cost recovery (or 

those assets subject to market valuation, will ensure that transition cost recovery is 

expeditious and orderly, and witt eliminate the burdensome tracking requirernents that 

must exist until this occurs. To expedite this process, we order PG&E, Edison, and 

SDG&E to file applications no later than March 2,1998 to establish the principles 

n~essary to appraise their retained assets. PG&E, Edison, and SDG&E should file 

separate applications no later than March 311 1998, to provide (or review of the 

restmcturing implementation costs, addressed in § 376. Although we have previollsly 

considered the possibility that these issues \"ould be consolidated in Phase 3 of these 

proceedings, we will now require separate applications. This approach will facilitate 

our decision-making process and lead to morc cWeient resolution of these issues. 

To implement the findings in this decision, PG&E, Edison, and SDG&E arc 

directed to finalize their tr.,nsition cost balancing account tariffs. )G&E, Edison, and 

SDG&E shall file compliance advice letters by December 12,19971 which shall be 

effective as of January 1, 1998, unless the Energy Division determines that these tariffs 

arc not in compliance with this decision. 111esc final tariffs shall incorpor.lte the findings 

addressed in this decision, including the elimination of various categories (or transition 

cost rcco\'ery, the implement<ltion of pJaceholdCls for others, and, depending on the 
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category, identifying the applicablc rate of return, commercial paper ratc, or no interest 

rate as appropriate. 

Transition cost balancing account pro (orma tari((s have been the subject of 

various workshops convened by the Energy Division. The most recent round of 

workshops was held on August 26, 27, and 28, 1997. The Energy Division issued its 

workshop report on September 16. Comments on the workshop report were (iled on 

September 25. Several issues were raised in the workshop report which arc not 

addressed herein, and will be addressed in a separate decision issued before the end of 

the year. Parties will be afforded the opportunity to comment on that decision. 

21. Comments On PrOposed Decision 

PG&E, Edison, SDG&E, ORA, TURN, DOD, EPUC, and Enron fiJed timely 

comments on the proposed dedsion.v PG&E, Edison, SDG&E, CIU (jointly with 

CLECA, CMA, and Farm Bureau), ORA, TURN, and Enron filed reply comments. 

We have incorporated these comments throughout the decision as appropriate. 

\Ve emphasize that in accordance with Rule 77.3, comments which merely reargue 

positions taken in briefs are accorded no weight. Furthennor~, Rule 77.4 provides that 

comments are not to include new (actual information which has not been tested by 

cross-examination. Such comments will not be relied on as the basis (or assertions made 

in post publication comments. 

Findings of Fact 

1. The need (or (orecasts of transition cost amounts is eliminated by the rate freeze 

and the residual calculation of the CTC. 

11 Gortion Allot, Esquire also filed comments. Mr. Allot is not a palty to this procC1.."<Iing, nor 
di{1 he request to participate in Ihese proceedings, in a('('ordancc with eithcr Rule 53 Or Rule 54 
of our Rules of Practite and Procedure. \Vc will therefore not consider Mr. Altot's comments. 
1~U[thcrmore, we note that one of Mr. Allot's argumcnts appt'ars to be a broad challenge to the 
statute itseH and arc thus not rdc\'ant to thc particulars of the inst(\nl proceeding. 
Administrative agencies, including this Commission, cannot determine the constitutional 
validity of any statue. (Constitution of the State of California, Arlidc Ill, § 3.5.) 
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2. The assessment of whether assets and costs arc economic or uneconomic must be 

made on an asset·specific basis. 

3. If a generation facility is likely to be economic on an overall basis, specific costs 

associated with that plant will not be eligible for treatment as transition costs. 

4. A carefullracking of eligible transition costs and accrued revenues is necessary 

to ensure that we can confidently track recovery on an asset-specific basis. 

5. Net book value is defined as original cost less accumulated depreciation and 

amortization in determining eligibility of various costs and cost categories for transition 

cost recoveryl including an appropriate accounting of the impact of deferred taxes on 

the net book value quantification. 

6. Sunk costs are defined as undepredatcd capital costs and costs which have 

already been incurred and cannot be avoided or reduced. 

7. Going forward costs arc defined as an costs necessary for the continued 

operation of the plant or unitl both variable and fixed. 

8. It is premature to adopt an implemcntation methodology for the 150 basis point 

me<:hanism at this tinle, since no utility is claiming this incentive (or its nlust-run plants. 

9. AU going fonvard costs must be recovered from market rcvenues before such 

incentive otcchanisms as the 150 basis point me<:hanism may be applied. 

10. Market mechanisms are preferable to administrative calculations of transition 

costs. 

11. The utilities should establish memorandum accounts to track on a monthly basis 

actual going (onvard costs and market revenues on a plant-spedfic basis (or both Olust

run and non-must· run plants. Any excess revenues should be credited to the Iransition 

cost balancing account on an annual basis. The revenues accrued in the memor.1ndum 

account will c.1m the reduced transition cost rate of return. No interest rate or r.,te of 

return will be applied to any debit balances in that account. 

12. The only instances in which we will consider transition cost reco\'cry for must

run plants arc for those particular units operating at particular tin\es when the ISO calls 

on the plant for reactive power/voltage support (and not any other "must·run" 
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purpose) and for which the ISO contract has not provided r('(overy of operating costs, 

and the units are otherwise authorized to recover market-based rates. 

13. It is possible that under proposed Agreenlent AI the utilities will not recover all 

operating costs from ISO revenues for the first 90 days of the transition period. 

14. Proposed Agreement C docs not anow for market-based rates and is based on 

cost-of-scn'icc; therefore, no transition cost recovery is perrnitted for units under this 

proposed contract. 

15. The memorandum accounts we order will allow the necessary tracking to Occur 

so that any modifications to ollr procedures can be executed efficiently and easily. 

16. \Ve have prescribed various guidelines in 0.97-06-060 regarding order of 

recovery and acceleration, and have also stated that each asset should be depredated to 

its market value, but not below, and that recalibration of the amortization may then be 

necessary. These guidelines will adequately capture the economic value of depredation. 

17. Market valuation alJows us to obtain important information regarding economic 

and uneconomic costs for generating assets and assists us in determining if the rate 

freeze may end prior to March 31, 2002. 

18. \Ve accept the auditors' findings regarding the net book value of plant assets as 

of December 31,1995. 

19. As of January 1, 1998, the net book value of the fossil generating plants as of 

December 31, 1995 should be amortized over the 48-month tr.lnsition period. The net 

book value should account appropriately for accumulated depredation and deferred 

taxes. As the capital additions proceed ings arc completed, we will allow adjuslments to 

net book value to refled our findings in these proceedings and account for depredation 

accrued in 1996 and 1997. The utilities may adjust the transition cost balancing account 

when assets are sold or market-valued to (efled the actual costs on the books. If 

decisions regarding capital additions are issued after the sale of a plant, the transition 

cost balancing account will be adjusted to reflect the outcome of those proceedings. 

20. The gain or loss resulting [ron\ sale of assets, including land, should flow 

through the transition cost balancing account. 
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21. Any loss associated with sale of assets should be amortized over the tr.1nsition 

period, but any gain should be credited to offset transition cost recovery and dose out 

the appropriate subaccount. 

22. The audit was conducted according to the directives of the August I, 1996, 

assigned Commissioner Ruling and the audit procedures outlined in the auditors' 

workplan. 

23. As of January I, 1998, materials and supplies inventories arc going fonvard 

~osts. 

24. Unamortized materials and supplies baJances should not earn a rate of return. 

25. A physical inventory of materials and supplies inventories should be 

undertaken as of December 31, 1997 or as dose to that date as possible, and the fair 

market value of the inventory components should be assessed. In the alternative, the 

utilities n'lay deem the book value of the Dc<ember 31, 1997 materials and suppJies 

inventories balances to equal their market value. 

26. AllOWing the difference between market value and cost of nlaterials and 

supplies inventories as of December 31, 1997 to be eligible for transition cost treatment 

allows for a cohesive treatn,ent of divestiture and transition cost recovery. 

27. If the utilities deem the book value of the DC<'ember 31, 1997 n'\aterials and 

supplies balances to equal their market value, the utilities should track the difference 

between the physical inventories eXisting as of December 31, 1997 and the physical 

inventories eXisting as of the date of actual market valuation. Changes in inventory 

levels are going forward costs and arc not eligible for transition cost recovery. 

28. It is appropriate to defer consideration of the transition cost recovery of fuel oil 

inventory pending the ISO's determination as to whether these inventories are 

necessary for system reliability. 

29. For 1998 only, the utilities may apply the 3-nlOnth commercial paper fate to the 

unamortized balance of the JC\'c! of fuel on inventories. 

30. For gas and coal inventories, it is reasonable to establish a bright line fOf 

detennining uneconomic costs up to January I, 1998 and going forward costs after that 

date. Thus, Edison should undertake a physical inventory of its gas and coal inventories 
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as of December 31, 1997, or as close to that date as possiblej and the fair market value of 

the im'entories should be assessed. Alternatively, Edison may deem the book value 

equal to the market value (or gas and coal inventories. 

31. It will be relatively simple to compare the market price of gas with the net book 

vaJue of Edison's gas inventory. 

32. The value of coal is not based on transporting it to a differenl site, but ralher on 

its intrinsic market value. 

33. If Edison deems the book value of the December 31, 1997 gas and coal inventory 

balances to equal their market value, Edison should track the difference between the 

physical inventories existing as of December 31, 1997 and the physical inventories 

existing as of the date of actual market valuation. Changes in im'entory levels arc going 

forward costs and are not eligible (or transition cost recovery. 

34. Replenishment of inventory levcls after January 1, 1998 will not be eligible for 

transition cost recovery. Carrying costs should not be allowed on any unamortized 

difference betwCt?n market and book value. 

35. The HSM recovers costs that are not already recovered in rates, whereas 

environmental decommissioning is recovered in current rates through the 

decommissioning expense. 

36. Because it is not prObable that the environmental decommissioning 

responsibility can be transferred to new owners, we will allow the unrecovered portion 

of these costs, as cUlCenlly authorized in rales, to be amortized as a current cost in the 

transition cost balancing account. 

37. Environmental decommissioning costs will be accounted for as a rate base 

offset, as these costs are accumulated prior to being spent. 

38. We wil) require 'lppropriate true-ups and credits to the transition cost balancing 

account to reflect updated studies of environmental decommissioning costs, actual costs 

incurred, any transfer of this obligalion to new owners, and any change in the method 

of recovery of these costs deemed appropriate by this Commission at the time of market 

valuation. 
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39. The market valuation pr()(ess (or both divested and retained plants will yi~ld 

more accurate and useful values of non-nuclear non-environmental decommissioning 

costs than will an estimate of what these expendilures are likely to be. 

40. Non-environmental non-nuclear decommissioning costs should continue to be 

recovered at the annual level currently included in authorized rates and amortized 

beginning January I, 1998. 

41. The accumulated decommissioning amortization should be accounted {or as an 

ofiset to rate base, at least until such time as the generating plants are rnarket valued. 

42. There is no need (or accelerated depredation of the non-nuclear 

deeonln\issioning expense, because the non-environmental amounts wiJI be reflected in 

the market valuation pr~ess. 

43. At the time of market valuation, amounts collected. for both environmental and 

non-environmental decommissioning may be credited against liabilities {or either 

decommissioning category. 

44. It is not teasonabl(' to treat fossil decommissioning costs as if all such costs will 

be incurred by 2001. 

45. For plants retired before or during the transition period, true-ups should be 

made to the transition cost balancing account {or actual decommissioning work (both 

environmental and non-environmental) and reviS('d decommissioning studies. These 

costs will be reviewed in the am1lla) transition cost proc~ing. 

46. The timing of decommissioning should be accounted (or in a net present value 

calculation, to the extent that environmental decommiSSioning is expected to occur after 

2001. 

47. Hydroclcclric negativc net salvagc should not be recovered as a separate item in 

the transition cost balancing account, but should be factored into PG&E's depreciation 

rcs('(ve. 

48. The C\VIP account includes costs (or projects which were under construction 

prior to December 31, 1995. 

49. C\VIP costs incurred prior to December 31,1995, which are not approved (or 

recovery in separate c,'pita) additions procecdings arc not eligible for transition (ost 
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recovery. However, any C\VIP remaining on the date a generation station is sold to a 

new owner should be reflected in both the book and market values of that station. 

SO. R\VIP costs should continue to be treated as an increase to the accunlulated 

depreciation reserVe. 

51. After market valuation is finalized for each plant, ratepayers will no longer be 

responsible for any additional costs associated with retiring a plant, including 

de<:ommissioning costs not addressed in the market valuation process. 

52. Common plant is defined as those assets associated with more than one utility 

service, such as gas and electricity. 

53. General plant includes several categories of costs not assignable to more specific 

accounts. 

54. On-site common and general plant is generation-related assets that are integrl1 

to the operation of the generating plant. 

55. It is reasonable to allow arllorlization of the on-site common and general plant 

te<:orded amounts at the December 31, 1995 levels which have been verified by the 

auditors. 

56. The market valuation process should capture the value of on·site common and 

general plant assets. 

57. The majority of Hen\s in the category of of(·site common and general plant 

assets wi1llikely be usable in other [unctions and shou1d be excluded [rom transiHon 

cost recovery. 

58. Emission trading credits are used by the utilities to offset certain air pollution 

emissions under a program established by federal statute. 

59. Excess emission trading credits are those not needed by the utilities and can be 

bought and sold in a secondary market. 

60. The sale of excess emissions credits results in a gain on utility property which 

should be refunded to ratepayers either through credits to the transition cost balancing 

account or as an offset to net eligible transiHon costs. 

61. PG&E and Edison should include proposals in the divestiture piocccdings (or 

computing and applying the increase in the reduced rate 01 return applicabJe to the 
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non-nuclear and non-hydroelectric equity components, of up to 10 basis points for each 

10% of fossil generating capacity divested. 

62. PC&E and Edison should establish tr<lcking accounts to track the differential in 

the non-nuclear and non·hydr<X'tectric equity component of the reduced rate of return 

as each 10% of fossil generating capacity is divested, which would then be applied to 

the reduced rafe base. 

63. Edison should prorate land according to its functions and should remove all 

land associated with divested generating assets (rom rafe base upon the dale of 

d ivcstitute. 

64. Only the book value of land which has been classified as generation and which 

Edison has proposed to divest with the underlying generating assets should be 

amortiled through the transition cost balancing account at the reduced rate of return. 

65. Land associated with transmission-related plant should not impact transition 

cost recovery and should continue to earn the authorized rate of return. 

66. Land which is not included with divestiture and which is not allocated to fuel 

oil pipelines should be excluded from transition cost recovery at this time. 

67. When Edison has completed its analysis confirming the pro-rata assignmel\t of 

land to functions and the appraisal of land is completed, the transition cost balancing 

account should be trued-up as appropriate. Edison should present its pro-rata analysis 

to this Commission in the March 2/ 1998 appraisal application. 

68. It is reasonable to calculate the lair market value of all land associated with 

generation assets upon the date of divestiture, if not before, other thall land associated 

with transmission plant and fuel-oil pipelines. The transition cost balancing account 

should be «edited appropriately. 

69. FERC has classified step-up transformers and generation radial-tic lines as 

generation assets and these assets should be eligible for transition cost recovery. 

70. Edison's retrofHs to SONGS' low pressure turbines incre.lscd pJant safelY and 

reliabililY and were not undertaken to increase capacily per se. 

71. An increase in produced kilowatt hours has the potential to increase claimed 

transition costs if the Power Exchange price is less than the forecasted IelP price. 
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Similarly, if the Power Exchange plice is greater than forecasted ICIP prices, the 

increase in production has the potential to offset transition costs. 

72. lVe will rely on the IelP prices adopted in 0.96-04-059 to compute any 

necessary transition (ost recovery or o{(sels. Each kilowatt hour will continue to receive 

the lelP prke and will be (ompMed with the Power Exchange market clearing price. 

Edison should incorporate this methodology in its final transition cost balancing 

account tari((s. 

73. \Ve will not allow Edison to track fuel contract and transportation costs that we 

have not yet determined to be reasonable through the transition cost balancing account. 

74. Other than [or the exceptions provided Edison, fuel and fuel transportation 

costs arc going fonvard costs that are not eligible (or recovery in the transition cost 

balancing account. 

75. Edison's fuel costs, including coal reclamation and closure costs, should be 

recovered from market re\'enues, to the extent possible. 

76. The uneconomic portion of Edison's costs of its fuel artd fuel transportation 

contracts must be calculated by comparing costs to market revenues. 

77. Edison's luel and luel transportation contract costs should be tracked in a 

memorandum account, until they afe determined to be reasonable by this Commission. 

78. Tr.1nsilion cost recovery of QF contr.tct costs and intcmtility contract costs will 

be based on aclual incurred costs compared to the Power Exchange market dearing 

price. As used in this context, the Power Exchange mMket-clearing price is equal to the 

day-ahead energy price and/or the price of ancillary services which can be 

economically provided through the contract. 

79. The annual transition cost proceedings should indude a review 01 QF contract 

administration and litigation costs. 

80. Each utility should establish placeholder subaccounts in its transition cost 

balancing account to track QI< contract costs, interutilily conlract (osts, BRPU settlement 

costs, and Qll contract reslructurings and buyouts. 

-195 -



A.96-08-001 et a1. ALJ/ ANG/wav /bwg * * 
81. The generation PBR proceeding (A.96-07-009 eI al.) has been modified to 

establish revenue requirements (or PG&E's hydroelectric and geothermal assets and 

Edison's hydroelectric assets. 

82. Certain issues associated with must-lUn hydroelectric plants and reasonableness 

o( pumped storage (osts will be considered in A.96-07-009 et a'. 

83. The revenue requirements established (or hydroelectric and geothermal assets 

should be based on the net book value adopted in these proceedings. 

84. Market revenues earned for hydroelectric and geothermal assets should be 

tracked in a n'lcmorandum account and compared to the revenue requirements 

established (or these assets. Market reVenues in eXcess of reVenue requirements should 

be credited to the transition cost balancing account on an annual basis. Similar to the 

memorandum accounts established (or the (ossil must-tun and non-Il\ust-run plants, 

any excess revenues accruing in a particular month will earn the reduced transition (ost 

rate of retun\. No interest rate or ratc of return will be applied to any debit balances in 

that memorandum account. 

85. The reduced rate of return should appl}· to hydroelectric and geothermal assets, 

which will be recovered in the transition cost balancing account. 

86. Costs associated with pumped storage assets should be recovered in the 

tr.msition cost balancing account. 

87. Employee benefits are tracked either by accrual accounting or the "pay as you 

goll n'l.ethod. 

88. Accrual accounting occurs when the utility recognizes the costs of benefits as 

they are earned or attributed to an employee, as services are provided. For financial 

reporting purposes, utilities account (or PBOPS, pension, ' ... ·orkers compensation, and 

long-tefm disability benefits on an accrual basis. 

89. Under "pay as you go" accounting, a utility recognizes an employee benefit cost 

when it actually pays such a benefit to the employee. 

90. Costs associated with employee benefits must be included in current operating 

(osts and recovered from market revenues (or all such generation-related expenses 

accrued after January 1, 1998. 
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91. Because PGkE accounts for workers' compensation on a "pay·as-you-go" basis, 

rates include costs that would have also been included in the actuarial calculation for 

post-1998 obligations of the workers' compensation regulatory asset. 

92. It is not reasonable to allow PG&E's workers' compensation regulatory asset 10 

receive transition cost treatment at this time because of the potelltial (or double 

recovery and the commingling of prc-1998 and post-I998 costs. 

93. Because We have approved accrual accounting treatment for this obligation and 

' .... e can establish a cut-off point for going forward costs, the long-term disability 

obligation is eligible for transition cost recovery. 

94. It is reasonable to adopt the joint proposal by Edison and TURN regarding 

Edison's post-employment benefits. 

95. Transition cost recovery is authorized for Edison's post·employment benefits 

associated with claims prior to 1998. No rate of return should apply to the unamortized 

balance. 

96. PG&E's long-term disability obligation should be accounted (or similarly to 

Edison's, and the initial obligation as established in 0.95·12·055 should be amortized 

over the transition period. No rate of return should be applied to the unamortized 

balance. 

97. The PBOP regu)atqry asset represents estimated costs for medical and life 

insurance benefits attributed to employee service which has accrued since 1993. 

98. The PBOP transition obligation represents costs (or benefits atlributed to 

employee service which occurred prior to 1993. 

99. The POOP regulatory assets and transition obligations are eligible (or transition 

cost recovery and should be amortized ratably over the transition period. 

100. The POOP regulatory assets and transition obligations should be amortized 

based on the December 3t 1997, estimates which represent actuarial determinations 

with no rate of return applied to the unamortized balance. 

lOt. If post-retirement benefit plans arc modified to reduce benefits during the 

transition period, which then reduces the actuarial basis of the transition obligations, 
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these true-ups should be accounted (or as crroits to the transition cost balancing 

account during the transition period. 

102. For PG&E, it is reasonable to apply the discount rate of 9% which was adopted 

in 0.95-12-055. 

103. PBOP amounts should not be contributed to the trusts until they arc tax

deductible. Any money which is collected but not yet contributed then ~omes a rate 

base offset, which is reduced by deferred taxes aSSOCiated with the asset (or the taxes 

due when the money is coJ)cctcd. 

10·1. Edison's estin1atcs o( costs related to Mohave coal mine employees for PBOP 

expenses are precluded (rom transition cost recovery at this time. 

105. Under cost-of-service ratcmaking, pension payments arc re~ognized to the 

extent they are tax·deductible under Federal rufes, while, under financial reporting, 

expenses ate cakulated on an actuarial basis. 

106. Pension contributions are deductible only fot tax purposes if amounts must be 

contributed to pension funds to ensure that adequate funds are available to pay 

benefits. 

107. The pension transition obligation is an\ortized in rates, but is not a recorded 

regulatory asset. 

108. The unrecognized pension transition obligation is an obligation established in 

the past to correct prior pension \It\der{\lndin~ in equal amounts, without interest. 

109. The regulatory assel, conSisting of the pension transition obligation, should be 

offset by the pension regulatory liabilities. The net regulatory liability should then be 

credited to offset transition cost recovccy. 

110. 110r PG&E, pensions arc o\'er-(unded and no tax-deductible contributions have 

been made recently. 

Ill. It is reasonable to require PG&E to repay the pension transition obligation with 

the over-funded amounts, rather than increasing transition cost recovery unnecessarily. 

112. \Ve wm exclude SDG&E's claim (or its pension regulatory asset from transition 

cost recovery, but it is reasonable to allow SDG&E to demonstrate that its pension is 

under-funded in the annual transition cost pr<xceding. 
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113. The environmental compliance regulatory asset is a forecast of costs to be 

incurred on the same activities included in the }-ISM. These activities do not include 

those associated with generating plant. 

) 14. The costs recorded in the enVironmental con\pJiance regulatory asset are 

speculative and should be excluded from transition cost recovery unless actually 

incurred during the transition period. 

115. If the utilities incur environmental compliance costs for generation-related 

projects during the transition period, PG&E, Edison, and SDG&E may seck recovery in 

the annual transition cost proceedings. 

116. Future costs related to reacquired debt and preferred stock may arise as a result 

of the utilities' reducing debt and preferred stock le\'cls in their respective capital 

structutes. 

117. The embedded cost of debt includes a component to pay for unamortized debt 

discounts and these costs should not be eJigible for tr;msition cost re<:overy. 

118. \Ve will allow transition cost recovery (or actuallo~ incurred to reacquire debt 

and preferred stock, net of gains, and will review these costs in the annual transition 

cost pr<xccdings. 

119. \Vc will require the utilities to make a showing in the annual transition cost 

proceedings to demonslr.lte that adequate ratemaking saCegu:uds have bC<'ll 

implemented to ensure that the savings in the en\bedded cost of debt are adequately 

accounted lor and that no double-counting has occurred. 

120. Transition cost taxes (regulatory tax receivables) arc fully eligibJe for recovery 

during the hansition period. 

121. All property-related regulator}, tax assets and paY.lbJes will be amortized to zero 

by the end of the transition period, which will settle all property-rela.ted tax benefits or 

obligations, except as provided (or the nuclear genec.lting (acilities in 0.97-05-088, D.96--

12-08.3, and 0.96-01-011 and 0.96-Q.t-059. 

122. ECAC and ERAM balances as of December 31, 1997 may be transferred to 

ITeBA or to the transition cost balancing account. The HCBA should then be 

transferred to the TCBA. 
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123. An audit is nlX'essary to verify the transfer of balances in the TCBA, to review 

the balances in the ECAC and ERAM balancing accounts, and to ensure that aU 

headroom revenues are properly credited to the TCBA. 

124. It is reasonable to allow »G&n to amortize its \VAPA regulatory asset or liability 

based on trued-up December 31, 1995 amounts. PG&E must support its December 31, 

1997 calculations in the annual transition (ost proceeding. 

125. PG&E's QF buyout regulatory asset should not receive transition cost recovery 

until these amounts are determined to be reasonable. 

126. SDG&E's abandoned projects regulatory asset and AMAX coal contract buyout 

regulatory asset arc eligible (or transition (ost recovery. 

127. The necessary components of transition cost recovery are tn place and the 

utilities' risk o( recovery is decreased commensurately. 

128. By beginning the rale freeze on January 1, 1997, we have allowed the utilities to 

accrue revenues that may serve to offset transition costs. 

129. If the rate freeze had not begun on January I, 1997, the ratepayers may have 

enjoyed the benefits of decreased rates. 

130. The calcutation o( the reduced rate of return (or non·nudear generating assets 

should be based on the cost of debt adopted for each utility in the 1997 cost of capital 

decision, D.96-1 1-060. 

131. For the nuclear gener.lting plants, the reduced r.lte of return should be (onsistent 

with that adopted in D.96-01-011 and 0.96-04-059 for SONGS 2&3, D.96-12-083 for Palo 

Verde, and 0.97-05-088 for Diablo Canyon. 

132. \Ve will retain the filing date of June 1, 1998 for the first annual transition cost 

proceeding. 

COl'lcluslons of Law 

1. The notice requirement of § 370 docs not require a specific forecast of transition 

costs, but rather the notification that such charges will be assessed. 

2. PU Code § 367 ghtes utilities the opportunity to re('over transition costs that are 

identified and determined by this Commission. 
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3. Our goal is to provide the utilities with a fair opportunity for full recovery of 

transition costs and to ensure that recovery of going forward costs is appropriately 

limited, consistent with the taw. 

4. The netting calculation required by § 367(b) does not preclude asset-by~asset 

transition cost tracking. The expeditious" orderly recovery of transition costs, as 

required by § 330 (t), requires this approach. 

5. Section 367 includes generation-related regulatory assets and obligations as cost 

categories eligible lor transition cost recovery. These costs cannot be excluded from 

such recovery, based on the definition of net book value for fossil assets. 

6. Section 367(c){l) refers specifically to particular plants or units proViding 

reactive power/voltage support at particular times; we use this meaning in referring to 

must~run plants. 

7. In 0.97-04-042 and 0.97-07-037, we determined that the ISO basis point incentive 

mechanisn\ referred to in the Preferred Policy Decision applies only to must-run plants. 

8. It is unlawful under § 367(c) to allow recovery of going (orward costs through 

the transition cosi balancing account. 

9. The Legislature has slated that competition in elcctric generation is preferred to 

regulation, because it encourages innovation, efficiency, and hetler service from aU 

market participants. 

10. Market re\'entles (rom all sour<.":('s which arc in eXc('ss of costs should offset 

tr~lnsition costs, as required by the Preferred Policy I.kcision and AB 1890. 

11. It is not r('asonabte for the utilities to seek additional recovery through the 

transHion cost balancing account for oper~1ting costs related to must·run units, to the 

extenllhe ISO limits payments to plclilts or units providing r('aclive power /voJt'1ge 

support. 

12. Unils and plants that operate under proposed Agreement C will not be eligible 

for transition cost treatment under § 367(c)(I). 

13. The utilities must clearly justify transition cost rc<o\'ery (or operating costs for 

plants being operated for reactive power/voltage control purpose's under Agreement A 

for the first 90 days of the transition period. 
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14. All non-nuclear generating assets arc subje<:t to markel valuation by the end of 

2001, as required by § 367{b). Nothing in AB 1890 prevents us from requiring market 

valuation to occur before the end 0(2001. 

15. It is reasonable to allow recovery of sunk costs associated with must-run units, 

because it is unlikely that any ISO call contract will recOver all previously expended 

capital costs. 

16. This Commission must make the final determinations regarding the eligibility of 

assets and cost categories for transition cost r('(overy. 

17. It is not appropriate to allow the utilities to carry forward existing materials and 

supplies inventory into the new markel, which CQuld confer a competitive advantage on 

the utilities. 

18. It is reasonable to appraise the market value of the materials and supplies 

inventories prior to divestiture and prior to our enactment of rules and procedures 

rdated to appraisal of retained generating assets, such as fossil-fired plants. 

19. Deferring market valuation of inventories until the associated plant is either 

market valued or sold would allow changes in fuel inventory levels after January 1, 

1998 to receive transition cost tre'ltment. 

20. Because the transition cost balancing account itself \ ... ill be subject to the 

commercial paper rate of interest, there is no need to apply an additional interest rate 

calculation on those elements which would earn such a rate. 

21. 0.97-08-056 prohibits the utilities from entering any costs associated with 

generation into their HSM accounts. 

22. In accordance with state and (ederallaw, the utilities remain liable for 

contamination on power plant property. 

23. CWIP costs incurred prior to December 31, 1995 which are not approved in 

separate capital additions proceedings do not meet the guidelines established (or 

abandoned plant recovery. 

24. Tr.tditional rate making has provided that plant which is retired before the end 

of its useful life may continue to be depredated l but docs not earn a rate of return. 
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25. In 0.95-12-051 and 0.95-04-076, we gener.lIl}' found that the total net value of 

exc('SS emissions credits should be returned to ratepayers. 

26. Excess emissions credits do not fit the criteria established in 0.96-12-025 

regarding refunds made directly to ratepayers. 

27. Accounting for excess emission credits through offsets to transition cost 

recovery conforms to the netting process cstablished by § 367(b) and is consistent with 

our preference (or market-based mechanisms. 

28. Divestiture and other forms of market valuation are required by §§ 330(1)(2) and 

367(b), to mitigate market power concerns and to transition utilities from regulated to 

unregulated status. 

29. Sections 330 and 367 require a netting of aU"above-market" and "belo\\'

market" transition cost assets to determine the costs to be recovered. Section 330 also 

requires that the transition to a competitive market be orderly, allow a fair opportunity 

to full}' reCover the costs associated with commission-approved generation-related 

assets and obligations, and be completed as expeditiously as possiblc. lhese two 

mandates demonstrate our dul}' to ensure that the markct valuation process is 

structured to obtain maximum value of the propcrty. 

30. Pursuant to the Preferred Policy Decision and AB 1890, the ongoing ICIP costs, 

arc compared to the li.larket clearing price, and the difference between revenues and 

costs arc either credited or debited, as appropriate, to the transition cost balancing 

account. 

31. Because of the balancing account treatment adopted in 0.96-12-0831 we will 

compare Palo Verde's incremental operating costs as billed by Arizona Public Service 

with the Power Exchange market-clearing price. 

32. It is not reasonable to interfere, in this decision, with the balance of risk and 

rewards that was adopted for the ratemaking treatment of SONGS 2&3. 

33. Pursuant to § 367(c)(2), Edison may recover 100% of the uneconomic fixed costs 

of fuel and fuel transportation contracts, if these contracts Were executed prior to 

December 20,1995 and if the costs are determined to be re.lsonabJe by this Commission. 
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34. PG&E's and SDG&E's requests for transition cost recovery (or fuel and fuel 

transportation costs should be denied, because they arc not consistent with the 

exceptions delineated in § 367(c)(I) and 367(c)(2). 

35. Section 367 affirms the Preferred Policy Decision's finding that the utilities are 

authorized to coHect the ongoing transition costs resulting (rom the diUeeences between 

QF contract prices and the Power Exchange market-dearing price and between 

interutility contract pekes and the Power Exchange "\arket-cJearing price. 

36. It is reasonable to track exceSs revenues resulting (rom comparing the 

hydroelectric and geothermal costs with Power Exchange prices and assets to use these 

revenues to offset transition cost (,(overy. 

37. HydrOelectric and geothermal assets are subject to market valuatim), pursuant 

to §367(b). 

38. Pursuant to § 367, the Comm.ission must make final detero\inations of the 

uneconomic costs associated with generation-related regulatory assets and obligations. 

39. We established regulatory asSet treatment (or PBOPs in 0.91-07-006 and 

0.92·12-015. 

40. In 0.88-03-072; we dedined to adopt SFAS 87 (or ratemaking purposes. This 

decision applied to telephone carriers, but has been broadly applied to energy utilities. 

41. It is not reasonable to increase transition costs because of phantom costs which 

mayor nlay not occur in the future; the recovery of uncertain future costs is not allowed 

under § 367. 

42. Pursuant to § 367, as an\ended by Senate Bill 477, and § 840(0, transition cost 

reco\'ery should be allowed (or (uture losses incurred to reacquire debt and preferred 

stock as of January I, 1998. 

43. The joint exhibit by PG&E, Edison, SDG&E, ORA, and TURN fairly resol\'es 

property·related tax issues, PG&E's vacation pay deferred tax asset, and Edison's ad 

valorem lien date tax asset. 

44. It is equitable (0 allow transition cost treatment (or both undercolledions and 

o\'erco)Jections accmed in the ECAC and ERAM balancing accounts as of December 31, 

1997. 
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45. To the extent headroom is insufficienl to address ECAC or ERAM 

undercollections, these amounts may not be carried over to later years (or transition 

cost recovery, nor may such amounts be accumulated (or later deferred collection. 

46. In the Preferred Policy Decision, we established that it was reasonable to reduce 

the return on generation assets eligible (or transition cost recovery by setting the return 

on equity at 90% of the embedded cost of debt. 

47. The reduced rate of return is the appropriate measure of the reduced risk 

associated with these assets. 

48. The Preferred Policy Decision provided (or a to-basis point increase in return on 

equity (or each 10% of fossil plant divested. 

49. With the recovery. of generation plant-related transition costs, the utilities 

recover costs of plants that may no longer be used and useful in the new competitive 

marketplace. 

SO. It is the decreased business risk which triggers the application of the reduced 

rate of return, rather than acce!erated depredation. 

51. The elements of transition cost recovery and the concofnitant reduced fisk were 

established when AB 1890 was signed into Jaw and established that the utilities would 

have a reasonable opportunity collect uneconomic costs through the nonbypassable 

ere. 
52. It is reasonable to apply the reduced rate of return to generation assets curn t~ty 

in r.lte base and eligible (or transition cost recovery, except as described in this deci,·· ."(1, 

as of the date on which the utilities cstablished the memorandum accounts provided for 

in 0.97-07·059. 

53. While 0.96-04-059 addressed the broad applicability of the fixed 1995 cost of 

debt (or purposes of the reduced retum on equit)', proper notice of this action was not 

provided and the parties' rights were impacted. 

54. \Ve adopted the 1996 embedded cost of debt for purposes of the reduced retum 

calculation for Diablo Canyon in 0.97-05-088. 
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55. The embedded cost of debt should remain fixed for the entire term of the 

transition period or relevant amortization period, irrespective of changes to each 

utility's cost of debt. 

56. All transition cost balancing account entries arc subject to review in the annual 

transition cost proceedings. 

57. It is reasonable to review various costs that are eligible for transition cost 

reCovery. 

58. It is reasonable to consider the utilities' mitigaHon efforts regarding off-site 

common and general plant in the annual transition cost proceedings. 

59. It is reasonable to review the assessments of Edison's land assets surrounding its 

gas-fired fossil plants. 

60. This order should be effective today so that final transition cost balancing 

account tariffs may be implemented before january I, 1998. 

INTERIM ORDER 

IT IS ORDERED that: 

1. PacifiC Gas and Electric Company (PG&E), Southern California Edison Company 

(Edison), and San Diego Gas & Electric Company (SDG&E) shall implement dear, 

straightforward language, which notifies the direct access customer of the obligation to 

pay transition costs in their respective tariffs. 

2. PG&E, Edison, and SOG&E shall each establish a Power Exchange Revcnue 

memorandum account and an Independent System Operator (ISO) Revenue 

memorandum account to track costs and revenues (rom an market sources for the non

must·run and must-Illn plants, respectively, as described in this decision. These 

memorandum accounts shaH be reviewed in the annual transilion cost procccdings and 

excess revenues shall be credited to offset tr.msition costs on an annual basis. The 

revenues acc:rued in the mcmor.lndum account will cam the reduced tr,lnsition cost rate 

of return. No interest rate or fate of return will be applied to any debit balances in those 

accounts. 
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3. PG&E, Edison, and SDG&E shall market value their respective materials and 

supplies inventories as of December 31,1997 or as close to that date as possible. 

Transilion cost recovery for materials and supplies inventory shall be allowed once that 

market valuation is completed according to the guidelines established in this decision, 

or by deeming the Deccmber 31, 1997 book value equal to market value for thcse 

inventorics. PG&E, Edison, and SDG&E shall include these assessments in their March 

2, 1998 applications for appraisal of retained asscts. 

4. Edison shall market value its gas and coal im'cntories as of December 31,1997, 

or as dose to that date as possible. For its gas inventories, Edison shall include this 

assessment in its appraisal application, as described in Ordering Paragraph 3. For its 

coal inventories, workshops will be held in the near future in the docket rclating to 

Edison's application initiating market valuation by appraisal. Alternatively, Edison may 

deem the December 31, 1997 book value of its gas inventory balances and coal 

invcntor}' balances equal to market vatue. In its appraisal application, Edison shall 

include a proposal (or the treatment of fuel oil inventory which ensures that ratepayers 

continue to benefit from the revenue-sharing mechanism adopted in D.94-1O-044. 

5. \Vith the exccption of hydroelectric relicensing costs, to the extcnt that 

Construction \Vork in Progress (CWIP) costs incurred prior to December 31,1995 arc 

not approved in separate capital additions proceedings, or arc not included in the plant 

balances being divcsted, PG&E's, Edison's, and SDG&E's requests for rC(overy of these 

costs arc denied. Hydroelectric relicensing costs incurred prior to December 31, 1995 

will be addressed in market valuation. 

6. PG&E and Edison shall establish tracking accounts to track the differential in the 

non-nll~lcar and non·hydroelectric equity components of the reduced rate of return, as 

each 10% of fossil generating capacity is divcsted. 

7. PG&E's and SDG&E's requests for transition cost recovery for fue] and fuel 

transportation costs arc denied. 

8. PG&E's request for transition cost recovery of the workers' compensation 

regulatory asset is denied at this time. 
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9. SDG&E's request for tr.msiHon cost recovery for the pension regulatory asset is 

denied at this time. 

10. Transition cost recovery of the environmental compliance regulatory asset is 

denied at this time. 

11. The reduced rate of return shall be applied to generation assets currently in rate 

base and eligible for transition cost recovery, except as described in this decision, as of 

the date on which the utilities established the memorandum accounts provided for in 

Decision (0).97·07·059. 

12. The reduced rate of return for non·nuclear generating assets shall be based on 

the embedded (ost of debt adopted in 0.96-11-060. For transition cost purposes, PG&E's 

reduced rate of return is 7.13%; Edison's reduced rate of return is 7.22%; and SDG&EJs 

reduced r.,te of return is 6.75%. 

13. The embedded cost of debt shall remain fixed fOr the entire transition period or 

relevant amortization period, irresp('(tive of whether each utility's cost of debt changes. 

14. PG&E, Edison, and SDG&E shall establish Transition Cost Balancing Accounts 

in compliance with the guidelines established in this decision, according to the 

following procedures: 

a. PG&E, Edison, and SDG&E shall file compliance advice letters by 
December 12, 1997, which shall be e((eclive as of January I, 1998, unless the 
Energy Division determines lhat these tariffs arc not in compliance with this 
decision. 

b. Thc tariffs shall incorporate the findings addressed in this decision, including 
the elimination of various categories for tr"nsition cost r('(overy, thc 
implementation of pla~eholders for others, and, depending on the category, 
identif}'ing the applicable rate of return, commercial paper ratc, or no interest 
r.lte, as appropriate. 

c. PG&E, Edison" and SDG&E shall file separate advice letters that dctail the 
costs and re\'cnues to be transferred to the tr.,nsition cost balancing account 
as of January 1, 1998. 

14. For the duration of the transition period, PG&E, Edison, and SDG&E shaH 

provide monthly reports of "It entries to the transition cost balancing account, as well as 
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the balances and returns uscd to develop transition cost revenue requirements, the 

assumptions used in estimating market value, the results of any actual market 

valuations, any changes in revenue requirements resulting from capital additions 

proceedings, changes in amortization schedules due to changes in market value 

estimates or actual market valuations, and any additional acceleration beyond the 48-

month amortization schedule. Thesc (eports shall be submitted to the Energy Division 

and sen'cd on the parties to this proceeding. PG&E, Edison and SDG&E shall provide 

the Energy Division with three hard copies of each monthly report and an electronic 

version (on computer disk or via electronic mail) which contains each report and the 

underlying data, in either Word, Excel, or other format as specified by the Energy 

Division. 

15. PG&E, Edison, and SDG&E shall file applications no later than June I, 1998 to 

request recovery of transition costs in 1999. Annual transition cost proceedings shall be 

used to establish the reasonableness of PG&E, Edison, and SDG&E in accelerating 

recovery of transition costs and in estimating the market value of their assets subject to 

market valuation. All cost and revenues related to Power Exchange, ISO and other 

pertinent revenues must be justified and shall be subject 10 an audit. 

16. As directed in 0.97-06-060, the Energy Division shall conVene workshops no 

later than 45 days following the filing of the applications for 1999 transition cost 

recovery to address the implementation of these proceedings, including how to 

streamline such proceedings. 

17. In order to (ully comply with Public Utilities Code § 367(b), PG&E, Edison, and 

SDG&Eshall file applic.ltions no later than March 2, 1998 to establish the principles 

nffessary to appr.lise their retained assets and to report assessments of the materials 

and supplies inventoriesJ and, (or Edison, the (uel inventories. As described in this 

decision, Edison shall include a proposal to ensure that ratepayers continue to benefit 

{rom the revenue-sharing mechanism (or fuel oil inventory, adopted in 0.94-10-044. 

Edison shall also include, in this applkation, its pro-r.lla analysiS of its land, according 

to its (unction, i.e., transmission-related, {uel oil pipeline-related, and gener.lting plant-
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related, as wen as Edison's proposal for treatment of fuel-oil pipeline land that is 

consistent with 0.94-10-044. 

18. In order to address restructuring implementation costs, pursuant to Public 

Utilities Code § 376, PG&E, Edison, and SDG&E shaH file separate applications no later 

than March 31, 1998 to identify these costs. 

19. The Energy Division shall oversee an audit of the balances transferrt..'rl to the 

transition cost balancing account and the headroom revenues. The Energy Division may 

select independent auditors to undertake this audit, as described in this dcdsion. The 

audit report shall be filed by December 31,1998 and served on the service list to the first 

annual transition (ost proceeding. 

This order is effective today. 

Dated November 19, 1997, at San Francisco, Califomia. 

I will file a concurring opinion. 

/s/ JESSIEJ. KNIGHT,JR. 
Commissioner 
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BEFORE THE PUDLIC UTILITIES COMMISSION 
OF THE STATE OF CALIFORNIA 

Application of Pacific Gas And Electric 
Company (or Approval of Valuation and 
Categorization of Non-Nuclear Generation
Related Sunk Costs Eligible (or Recovery in 
the Competition Transition Charge. 

(U 39 E) 

And Consolidated Proceedings 

) 
) 
) 

Application No. 96-08-001 
. (Filed August I, 1996) 

A. 96-08-006 
A. 96-08-001 

------------------------------) 
Application of Pacific Gas and Electric 
Company To Establish the Competition 
Transition Cbarge 

(U 39 E) 

And Consolidated PrO(eedings 

) 
) Application 96-08-070 
) (Supplemented October 21,1996) 
) 
) 
) 
) 
) 

A. 96-08·071 
A.96-08-012 

-------------------------------) 

crCPHASEl 
JOINT PROPOSAL AND EXHIBIT 

ON TAX RELATED ISSUES 
SPONSORED BY ORA. TURN, SeE, SDG&E AND PG&E 

Purpose 

Owing Phase 2 of the eTC proceeding, it became apparent that many of 

the percei\'ed ta.\: disputes raised by parties in their testimony were in fact due 10 

misinterpretations brought about by complex and lechnicallax jargon used 
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differently by the ditTerent parties, rather than arising from any fundamental 

dispute. 

Thus, the participants in this workshop have set out to produce this joint 

exhibit to highlight areas ofagreernent. and to draw from each utility·s 

Competition TransitiOn Charge (CTC) tllingl to provide deat and (ondse numeric 

presentationsl that demohstrate how. and to whom (ratepayers Or utilities). tax 

costs or benefits should flow during the crc period. 

All involved hope that trus exhJbit ",ill help to avoid time-tonsuming. 

expensi'r'e. and counterproductive litigation ofta.x issues in the CTC he.anngs. 

where other important issues exist to occupy the parties. 

2 Workshop Record 

Representatives from Pacific Gas & Eleclric (PG&E), Southern California 

Edison (SeE), and San Diego Gas & Electric (SDG&E) met \\ith representatives 

from the Ofi1ce of Ratepayer Advocates (ORA) and The Utility Reform Network 

(TURN). Meetings were held on May 16th, May 28th, lune 4th. and June 9th of 

this year. In addition, phone conferences were held between various parties. 

While not e\'e!)' repres.cntath'e participated in eve!)' session. the participanls have 

all reached consensus on how ta.xes should be aC'counte-d for in the CTC process. 

That accord is manifested solely in this document. 

I A96'()S'()70. fikd Ocloo.:r ) J, 1996 (or rolE; A.96'()8-07 I, filed ().;lot>cr 21, 1996, auC\ised 
ftbrulQ. 1997 (or SeE; AC)6-OS-07l. filed <Xtobcr ll, 1996 (or SDO&E. 
~ from eTC \\orkJ\J,pcIS; (stimalcd bJJ.1IlC(S as o( January I, 1998; these amounts 'o\e(e audil(d during the 
Sunk Cost Audit 

2 
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3 Consensus Regarding eTe Accounting for Taxes 

Goals 

3.1 One of the goals inherent in the Preferred Policy Decision (PPD) atId AD 

1890 is the fun satisfaction of all obligations beh\'een ratepayers and 

investor owned utilities during the eTe period. unless the obligation is 

specifically excluded, or recovery is statutorily limited. 

3.2 To this end, the PPO and AB 1890 accelerate the r«overy of remaining 

above market plant costs and other generation-related costs, including 

regulatory assets, during the (our year eTC transition peri6d, subject to the 

statutory limitations of a rate freeze and fixed recovery periOd. There 

should be an appropriate sharing of bene tits and costs between ratepayers 

and utilities during the eTC period resulting in full satisfaction of non· 

excluded obligation~. and a "dean slate" between ratepayers and utilities 

thereafter as utility generation competes in the competitive market. 

Guidan(t 

3.3 As noted above, tbe PPD and AB J8~ are the principal sources of 

authority to determine the industry restructuring goals and limitations that 

pro\ide a backdrop for sharing tax benefits and tax costs between 

ratepayers and utilities. DecisiOns adopted by the Commission during the 

course o(the ere proceedings \\ill implement the AD J890 goals and 

limitations. 

) 
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1.4 In addition. Internal Revenue SeJYice (IRS) normalization roles contained 

in the Internal Revenue Code (IRC) should not be disregarded because the 

severe penalties that would be imposed by the IRS due to a violation would 

significantly increase ratepayer costs during the transition period. Similarly. 

other IRe provisions and stale tax laws are governing 

3.5 finally. Financial Accounting Standards Board (FASB) pronOuncements 

also provide guidan(e. Although the Commission is riot bound by these 

accounting standards, the standards provide valuable direction because they 

represent the consensus conclusion ora panel of accounting experts 

reached after thorough and Optn debate. These conclusions provide a 

useful framework for recognizing costs and matching costs \\ith benefits. 

In addition. the same tax-related FASB pronouncements bind flOn-

regulated generatOrs today and \\;11 bind the utilities in the same manner 

after the eTC transition period. 

Stipulations 

3.6 This agreement addresses property-related taxes (including "ta.x-on-ta.x" 

glOSS-UpS), PO&E's vacation pay deferred tax asset, and SeE's ad valorem 

lien date lax asset. This agreement does not address or govern any tax or 

accounling issues arising from olher non-property related la'Calion. such as 

Post Retirement Benefits other than Pensions (PBOP's) or Pensions. 

3.1 The parties agree that eTC Tax Costs (Regulatory Tax Receivables) are 

fully eligible for recovery during the CTe transition period. Thus, the 
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utilities will have the opportunity to receh'e full fundiJ1g for eTC Tax Costs 

subject only to the statutory limitations (rate freeze and a fixed recovery 

period) imposed b)' AB 1890. CTe Tax Costs (or property telated items 

are determined as (onows): 

A. ( + Net Book Value of generation-related plant 

- Net Tax Value) 

• Applicable Statutory Tax Rate (federal and state) 

• Net to Gross Muhiplier (or Taxes 

B. - (Deferred Tax Reserve (or nonnalized property·, 

• Net to GroSs Multiplier (or Taxes). 

3.8 The eTC Revenue Requirement \'.ill continue to be adjusted by the amount 

of revenue requirement associated \\;th a returnS computed on the Deferred 

Tax ReseNe balance (before gross up) related to taxes on normalized 

propert)· until the end of the eTC transition period. 

3.9 As the eTC Tax Costs related to flow-through property are (unded6 during 

the CTe transition period. the eTC Revenue Requirement ,,;11 be adjusted 

for the amount of revenue requirement associated \\ilh a return on the 

, This computation is demonstrated in the Appendiccs allaclK-d (or tacb utility. and is incorporated herdn 
by this refw;ncc. 
• This pro\i&s ratcp3)trs \\itb a crroit (or Deferred Ta\es prniously (unded b)· them. 
S Return is determined b)' the appropriate ra1e of return times the rose amount. The approprilte rate of 
return is either the utility's authoriled rale o( rdum, or the reducoo rale of return pro\ided rOt in AB 1890 
\\h(n a ulility aC(clU3tes le«MI)' Ofun«<>nomic costs. as applicable. 
6 The Minkin Prop¢scd (k"(ision pro\i&s tor ordering of rro)\"et)' based on the lale~(-rclum earned by 
the \arioos assets. "hile lhe Conlon ProposcJ [h"(isiOn requires k\"et amortil.aliOn eyel 4S months, In 
either casc. the Deferred Tax Resene related to flow-through u~es \\iII i~rease or d«rease as a (unction 
of the pattern cl amortil.alion of the rcgutalot)· assel or liability and the Icvet o( current13.\t$ paid to 
tJ,ing authorities. 

s 



A.96-08-001 et all ATTACHMENT 5 
Page 6 

funded Deferred Tax ReseNe balance (related to ta'l(es on flow· through 

property) until the end of the CTC transition period1
. 

3.10 AJI property·related regulatory tax receivables and/or payables wiU be 

amortized t6 zero by the end of the CTC transition period. This \\;11 settle 

all property·related tax benefits or obligations between ratepayers and 

utilities. No further sharing of bene fits or obligations ",ill occur beyond the 

end of the CTC transition period. except as provided for in the decisions 

relating to the DiabJo Canyon. Palo Verde. and San Onofre nuclear plants. 

3.11 PG& E ratepayers \"ill continue to receive a credit against the CTC 

Revenue Requirement for the amOunt of revenue requirement assO(iated 

\\ith a return on the Unamortized Investment Tax Credit (IT C) balance. as 

permitted by IRe Section 46(0(1). during the CTC period. 

3.12 SCE and SDG&E ratepayers \\ill continue to receive a credit against the 

CTC Revenue Requirement for the amount of the revenue requirement 

associated \"ith the amortization ofnC. as ptnnitted by IRC Section 

46(f){2). during the eTC period. 

3.13 SeE"s Regulatory Tax Asset related (0 the Ad Valorem Lien Date 

Adjustment will be treated as follows: 

• During the first three years of the eTC period, or until the property 
generating the ad valorem lien date adjustment is sold, whiche ... ·er 
comes first, the ad valorem lien date regulatory recei .... able will be 

, Tradiliorully. the Regulatory Asset and the (Xrmoo Tax Liability h.ive bo.."'Cn (If t<lual but opposite 
amounts, l>uring the eTC p(riod, this relationship will be d«ouplcd as the RegulatOr)· Rt\."'(iubJe ",iJ) be 
r~"'O\ertd oyer lilt erc p(riod, but the Dt(med Tn Liability \\iII un"ind naturally. This \\ill h.1,'e the 
dfccl offunJing the dderred lax OHf Ill( eTC p(riod This funded 30l0'Jnt (RtguJatory Re«i\'abte • 
Deferred Tn Liabilil}') \\ill tarn tit pa)' a return "hkh \\il1l'¢ irKJudcd in tbe eTC Revenue 
Rcquirertl(nl. 

6 
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adjusted annually using the method contained in SeE's eTe 
workpapers. That is, tax benefits (or ad \,alorem taxes "'ill continue 
to be flowed through to ratepayers in advance of payment of the 
ta.'<. The cumulative amount of this benefit, which is reflected in the 
tax regulatory asset. \'.ill change annually based upon the property 
ta.'" due and the benefits provided to ratepayers. 
Ira plant is sold or divested. the ad valorem lien date regulatory tax 
asset related to that plant '\lill be included in the gain on sale 
computation and will be fulJy teco\'erable (rom ratepayers at that 
time. 
To the extent the ad valorem lien date regulatory lax asset has nOt 
been recovered on Or before January 1.2001, it will be recoverable 
in fun from ratepayers in that year Or in the last year of the eTC 
period iCthat occurs earlier. 

3.14 PG&E's Vacation Pay Deterred Ta"( Asset \\ill not be amortized during the 

eTe transition period. However, PG&E \\ill continue to increase the eTe 

Revenue Requirement for the amount of the revenue requirement 

associated with a return on the Vacation Pay Deferred Tax Asset. as 

adjusted for the impact ofassel sales or market valuations. 

3.15 This agreement Comlallyand \\ith finality concludes and resolves aU 

property-related tax issues raised by and between the workshop 

participants'. The participants ask the Conlmission to give this document 

favorable weight in determining the outcome of these issues. 

4 Accounting Presentation from Each Utilit), 

Attached are summariesofthe plant and tax amounts. as of January 1. 

1998. that \\ill be recovered by each utility or credited to ratepayers. subject to 

Commission approval. Note that the~e are estimated amounts from each utility's 

• The \\orkshop p.1ltkip.mts included all \\ h6 raised property-related tax issues during the eTe 
prOC\.~ding to date In addition, AU Minkin announced the start ofthe "orkshop. and c:\tcndcd an 
imitation to all interested parties to attend. 

7 
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eTC filing; actual amounts as of January I, 1 ~8. ""ill be based on the books or 

account of each utility and provisions of Commission decisions rerolling disputed 

issues tdated to the eTC treatment o(underlying property. and will likely be 

different from the forecast amounts. Also attached is an appendix: containing 

definitions agreed upon by the participants. 

5 Conclusion 

Theparticipants believe that the goals of the PPD and AB 1890 ate met 

through the tax ac(ounting detailed above. The accounting fairly shares benefits 

and costs during the cte transition periOd. concludes obligations between 

ratep3)·ersand utilities at .the end oflhe CTe period, and at an times 

accommodates requirements imposed by taxing authorities and others. 

8 
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eTC Tax WOrkshop 
Pacifie Gas 3. Electric Company 

Non-Nuclear Generation Regulatory Receivable for Taxes· Property Related 

Total Non·Nuef~ar 
Net B06~ Value at Januaty 1, 1998 

Net Boo~ Value Tax GrOss tJP: 
Net Bo6k Value 
Remaining State Tax Basis • 

Net Excess Includable In Taxabl'e Income 
Stat~ Tax Rate 
State Tax Differences Before GroSS Up 
Net to GrOSS Multipfier fOt Taxes 

DefetTed Tax Uabilit)' (due from rat~p3yers) 

Net BOOk. Value Tax Gross up: 
Net BOOk Value 
Remail.lll.lg Federal Tax BaSis 
Stale Tax DiUetentes SefOte GrOss Up 

Net Excess Includable tl'l Taxabl'e InCOme 
Federal Tax Rate 
Netto GrOSs MultipHct (or Taxes 

DefetTed Tax Uabilit)' (due from ratepayers) 

NOrmalized Defetred Tax Reserve: 
ACRSlMACR$ Deferred Tax .. 
Netto Gross Multipliet for Taxes 

Total (Cledit to ratepayers) 

Deferted ITC: 
Ul'I3mortized ITC 
Return on Unamortized ITC balance (per IRe 46(Q(I» 
Net to Gross Multiplier for Taxes 

Total (Cledit to ratepayers) 

eTC Revenue Requirement before Valuation 
less Valuation m 

Net eTC Revenue Requirement 

Net BooJl Value 

Nel CTC Revenue Requirement for Taxes 

2,629,525,000 
(1,064,441.000) 
1.505,078.000 

8.8.(0% 
138.352,895 

1.&a76S 

2,629,525.000 
(1.06-4.441.660) 

(138,352.8951 
1.426.125.105 

3S.~ 
1.68765 

213.10&,000 
1.&a765 

• PG&E used a oombined lax rate In its forecast 10 estimate the stale lax liability . 

$ 2.629.525.000 

2~3.491.26~ 

(460.910.116) 

See page 6 
See page 6 
See page 6 

(28.2tO,064) 

3.216,629.901 
o 

3,216,629.901 

(2,629.525,000) 

587.104,901 

.. Amount intfudes AMM. If the plant was sold or va!ued at an amounl othellhan zero. a portion of 
this .... -ould be retained by PG&E 11'1 accordance with Inlernal Revenue COde nonnalizatiOn rules. 

... For purposes of this computation. pendi~ actual valuation or sale, the valuation has been assumed 
to be zero. 

Appendix A • Page 1 
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eTC Tax Workshop 
Pacific Gas & Electric company 

Non-Nucleat Generation Regulatory Receivable fot Taxes· P(operty Retated 

Fossil 
Net Book Value at January 1. 1998 

Net Book Value Tax Gloss up: 
Net BoOk Value 
Remaining Stare Tax Basis • 

Net Excess 'ndudabfe in Taxabfe 'Ot6me 
State Tax Rare 
State Tax Ditfetences Before GrOSS Up 
Net to' Gross MultiPlier for Taxes 

Deferred Tax Liability (due fr6m ratepayers) 

Net BOOk Value Tax Gross up: 
Nel BOok Value 
Remaining Federal Tax Basis 
State Tax Oiffefences Befofe Gross Up 

Net ExCess Includabfe rn Taxabfe Income 
Federal Tax Rate 
Net to' Gross Multiplier fOf Taxes 

Deferred Tax liability (due from ratepayers) 

Normalized Defetted Tax Resel'Ve: 
ACRSIMACRS Deterred Tax" 
Net to GrOss Multiplier fot Taxes 

Tolal (etedit to ratepayers) 

Deferred lTe: 
Unamortized ITe 
Relum on Unamortized ITe balance ~r IRe 46{Q(1» 
Net 16 Gross Multiplier (ot Taxes 

Tolal (etedit to ratepayers) 

eTe Revenue Requiremenl before Valuation 
less Valuation ... 
Net eTC Revenue Requi(ement 

Net Book Value 

Nel eTC Revenue RequltemenllOt Taxes 

$ 

827.131.000 
(4~,441.000) 
330.690,000 

8.84M4 
29.232.996 

1.68765 

8~1,137.000 
(496,"47.(00) 
(29.2~2.996) 
31)1,457.004 

35.000% 
1.68765 

29,110,000 
1.66165 

= 
• PG&E used a COmbined lax rate In its forecast to estimate the stale tax liability . 

821.1~7.000 

49,335,066 

11 $),063,8&9 

(49,127.492) 

See pageS 
See ~age 6 
See page 6 

(10.299,893) 

995,108,550 
0 

995,108,550 

(821,131.000) 

161.911,550 

.. Amount includes ARAM. If the plant was sold or valued al an amounl other than zero, a portion or 
this would be retained by PG&E In attOrdance with 'nlema' Revenue COde normalization rules. 

Hi fO( purposes of thls «>mp4Jtalion, pending actual valuation Or sale, (he valualiOn has been assumed 
to be zeeo. 

Appendix A • Page 2 
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eTe Tax WOrkshop 
Pacific Gas & Electric Company 

Non-Nuc/ear Generation Regulatory Receivable for Taxes· Property Related 

Geothermal 
Net Book Value at Jar'lual'y 1. 1998 

Net Book Value Tax GrOss up: 
Net BoOk. Value 
Remaining State Tax Basis· 

Net Excess Includabfe in Taxable Income 
Stale Tax Rate 
Stale Tax Differences Before Gross Up 
Net to GrOss Multiplier for Taxes 

O<:ferred Tax Uabilit)' (due from ralepayefS) 

Net BOOk. Value Tax Gross up: 
Net BOOk Value 
Remaining Fooefal Tax Basis 
State Tax Differences BefOte Gross Up 

Net Excess Includable in Taxabte Inc,ome 
Fooeral Tax Rate 
Nel to Gross Multiplier for Taxes 

Deferred Tax liability (due from ratepayers) 

Normalized Deferred Tax Reserve: 
ACRSfMACRS Deferred Tax .. 
Net 10 Gross Multipliet for Taxes 

Tolal (tredit to ratepayers) 

Deferred ITC: 
Unamortized ITC 
Return on Unamortized ITC balance (per IRe 46{f)(1» 
Net to Gross Multiplier for Taxes 

Total (ctedit (0 ratepayers) 

CTC Revenue Requirement before Valuation 
less Valuation ... 
Net eTC Revenue Requirement 

Net Book Value 

Net CTC Revenue R~uifeOlent (or Taxes 

341.890.000 
~07.765,OOO) 

234,125.000 
8.MO% 

20,600,650 
1.68165 

341,800,000 
(101,765.000) 

(20,696,650) 
213,426,350 

35.000% 
1.68765 

43,216,000 
1.68165 

$ 341.690,000 

34,928.101 

126,067.324 

(13,033,054) 

See page 6 
See page 6 
See page 6 
(4,610,790) 

425,242.181 
o 

"25,242,181 

(l41.890,OOO) 

83,3S2.131 

• PG&E used a combined lax rate in its forecast to estimate the state tax liability . 

.. Amount inctudes ARAM. If the pfant was sold or valued at an amount Other than zero, a portion or 
this would be retained by PG&E in accordance with Inlema) Revenue COde normalization rules. 

... For purposes of this ~mputation. pending actual valuatiOn or sate, the valuation has been assumed 
to be zero. 

Appendix A • Page 3 
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CTC Tax Workshop 
Pacific Gas & Electric Company 

Non-Nucfear GeneratiOn R~gulatory Receivable for Taxes· Property Related 

Hydro 
Net BOOk. Value at January 1. 1998 

Net BOOk Value Tax Gross up: 
Nel BOOk Value 
Remaining Stale Tax Basis • 

Net Excess Includable in Taxabre InCOme 
State Tax Rate 
Stale Tax Oiffefences Before Gross Up 
Net to Gross Multip'ier tot 'Taxes 

Deferred Tax liability (due from ratepayers) 

Net BOok Value Tax Gross up: 
Net BOOk Vafue 
Remaining Federal Tax Basis 
State Tax Diffetent.es 8efore GrOss Up 

Net EXcess tneludabte in Taxable Income 
Federal Tax Rate 
Net to Gross Multiplier tot Taxes 

Deferred Tax liability (due from ratepayers) 

N~rmalited Oererred Tax ReSeI'Ve: 
ACRSfMACRS Dererred Tax .. 
Nella GroSS Multiplier tot Taxes 

Tolal (Cledit to ratepayers) 

Deferred ITC: 
Unamortized lTe 
Relum on Unamortized ITC balance (per IRe 46(f}{t» 
Net to Gross Mu!ti~jet for Taxts 

Total (Cledit to tatepavers) 

eTC Revenue Requirement belole Valuation 
less ValuatiOn ... 
Net CTe Revenue Requitement 

Nel BoOk Value 

Nel CTC Revenue Requirement for Taxes 

822.270.000 
(407.736.000) 
414,534,000 

$.840% 
36,644,806 

1.6316S 

822,270,000 
(407.736,OO6) 
(36.644.806) 
377.889.19-4 

35.000% 
1.6316S 

64.233,000 
1.6S76S 

$ 82l,210,OOO 

61.84l.601 

223.2tO,644 

(108,402,&22) 

See pa{1e 6 
See p~e6 
See page 6 
(9.046.645) 

989.874,784 
o 

989,874.784 

(822.270,OOO) 

167.604.184 

PO&E used a combined la)( rale in its forecast (0 estimate the stale lax liability. For HydrO, a lale 
Of 9.3% was used in the filing. Here, the tale has been correded 10 8.84%. lowering lax COsls. 

•• Amount includes ARAM. If the plant was sold or valued at an amOunt other thal'lzero, a portion of 
(his would be retained by PO&E in aCC()cdance with Internal Revenue COde normalization rules. 

... Fat purpOses Of this computation. pending actual valuation or sale, the valuation has been assumed 
to be zerO. 

Appel'ldix A • Page .. 
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CTC Tax WOrkshop 
Pacific Gas & Electric Company 

Non-Nuclear Generation RegulatoJ'y Receivable for Taxes· PrOperty Related 

Helms 
Net BOOk Value at Janual)' 1,1998 

Net BOOk Value Tax Gross up: 
Net Book Value 
Remaining State Tax Basis • 

Net Excess Includable In Taxable InCOrne 
Stale Tax Rate 
Stale Tax Differences Before Gross Up 
Net to Gross Multipfiet (ot Tax~s 

Deferred Tax Uab1\ity (due from ratepayers) 

Net Book Value Tax Gt6ss up: 
Net Book Value 
Rem3inilXl Fedetal Tax Basis 
State Tax DifferenCeS serota Gross Up 

Net Excess Jncludable I ... Taxable InCOme 
Federal Tax Rate 
Nello GrosS Multiplier for Taxes 

Deferred Tax Uability (due (rom ratepayefs) 

NOrmalited Deferred Tax Resel'Ve: 
ACRS/MACRS Oeferred Tax .. 
Net to G(oss Multiplier for Taxes 

Tolal (credit to tatepayers) 

Deferred ITC: 
Unamortized frc 
Retum on Unamortized ITC balance (per IRC 46(1)(1» 
Net to GrOss Multiplier for Taxes 

Tolal (ctedit to ratepayers) 

CTC Revenue Requirement befote Vall!aliOn 
Less ValuatiOn ... 
Net eTe Revenue Requirement 

Net Book Value 
. 

Net eTe Revenue Requirement for Taxes 

63$.228,000 
(52.499,006) 
585,129,000 

8.S40% 
5.1,118,4« 

1.6876S 

6~.2i8,OOO 
(52,499,000) 
(51,718.444) 
5l3,9SO,SS& 

3S.000% 
1.68765 

116,490.000 
1.68765 

$ 6~.228.000 

87.383.891 

315,392.580 

(230,341,3-49) 

See page 6 
See page 6 
See page 6 
(4,2S2.1~) 

606,404,386 
o 

606.404,386 

(638,228,000) 

168.176.386 

PG&E used a combined lax rale in its fOrecast 10 estimate the slale lax liability. 

.. Amount fncludes ARAM. If (he plant was SOld or valued at an amount other than zeto. a portion or 
this would be retalned by PG&E in 3e«>rdance v.ith Internal Revenue COde normalizatiOn rules. 

... FOr purposes of this computation. pending actual valuation or $ale, the valuation has been assumed 
to be zero. 

AppendiX A • Page 5 
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eTe Tax Workshop 
Pacific Gas & Electric Company 

Non-Nuclear GeneratiOn Regulatory Reeervable for Taxes· Ptoperty Related 

WeIghted Average lTe 

FromCTCWP 1998 19~ 2000 200! Tota1 

Fossil $ 23,421,000 22,272,000 21.122.000 19,973.000 
Geothermal 10,466,000 9,971.000 9,45$,000 &,939.000 
Hydro 20,567,000 19,560,000 18,~S3,OOO 17,548,000 
Helms 9,365.000 9,094,000 8,823,000 8,552,000 

63,839,000 60.897,000 57.953,000 55,012,000 

4SiD(1} CalculatiOn 
FOssil $ 23.421.000 $ 22,272.000 $ 21.122,000 $ 19,913,000 
Rate of Return • 9.45% 9.45% 9.45% 9.45% 
Return Net-tO-Gross Multipfier •• 1.25586 1.25586 1.25586 1.25586 

2,370,371 J 10,299.8931 Credit to Return H. 

Geothennar 
Rat(!, of Return 
Return Net-to-Gro$s Multiplier 
Credit to Return 

Hydro 
Rate of Return 
Relurn Net·to·Gross Multiplier 
Credit to Relurn 

Helms 
Rate of Return 
Return Net-to-Gross Multiplier 
Credit to Return 

2.119.575 2,643,214 2,506,733 

$ 10.486.000 $ 9,971,000 $ 9.455,000 $ 8,939.000 
9.45% 9.45% 9.4S~ 9A5% 

1.2S586 1.25586 1.25586 1.25566 
1.244,466 1,183,3-46 1.12~.108 1.060,870 I 4.610,790 I 

S 20,567.000 $ 19,560,000 $ 18,553,000 $ 17,548.000 
9.45% 9.4$% 9.45% 9.45% 

1.25SU 1.25586 1.25566 1.25586 
2.440,866 2.321,357 2,201.847 2.082.5751 9,046.645 I 

$ 9,365,000 $ 9,094,000 $ 8,823.000 $ 8.552,000 
9.45% 9.45% 9.45% 9.015% 

1.2SSS6 1.25586 1.2556& 1.25586 
1.111.421 1.019.265 1,()'47.103 1.0101,941 I 4,252,730 I 

Tota1 28,2W,004 1 
• Estimated Rate of Return; the actual rale used during the eTC periOd will be 

different. and Il¢rmaHy is stated with the equity grossup included. 

.. Only the equity componenl in the rate of return requires a gross-up. Here. 
current statutory lax rales are used With an assumed debt/equity ratio of 
50% to develOp this estimate; the actual gross up rale will vary. 

... For purposes of this exhibit. return is nOI inchJded, and onty this ne 
adjustmenl to return Is shoYm. 

Appendix A • Page 6 
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eTC Tax Workshop 
Southem California Edison 

Non·Nuclear Generation Regulatory Receivable for Taxes· Sull\mW 

Regulatory Tax Receivable • Non·nuclear Generation 

Property Related 

Ad Valorem Uen Date 

Investment Tax Credit 

Total 

Deferred Investment Tax Credit 

AppendiX B. page 1 

$9,003 

3,738 

(14.776) 

($2,034) 

($25,096) 
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eye lax Workshop 
Southern CalifornIa Edison 

Non-Nuelear Oentratlon Regulatory Receivable for Taxes • P(o"~liIDL 

Net BOOk Value at January 1, 1 ~a 

Net BOOk Value tax Gross up: 
Net Book Value 
Remaining Slate Tax Sasis 

Net 
AllS)Oitioned Stale Tax Rate 
Net to Gross Multiplier for Taxes 

Total 

Net Book Value 
Remaining Federal Tax Basis 
State Tax Diffetenus before Gross Up • 

Nel 
Federal Tax Rate 
Net to Gross Multipliet fot Taxes 

lolal 

Normalized Deferred Tax Reserve: 
ACRS/ MACRS OMe(fed Tax H 

Unltap Deferred lax 
Norinalized Taxes 
Net to Gross Multiplier fot Taxes 

TOlal 

eTC Revenue Requirement before Valuation 
Less Valuation ... 
Net eTC Revenue Re<tuiremen' 

Net Book Value 

Net eTC Revenue Requirement fot Taxes 

This sclledufe does n<>IlncJlJde amvunls related to Hydro. 

• AtrYJui is ~ as $162,918,000· 8.5300% 

1,104.487.000 
(9~1,569.000) 
182,918.000 
8.53~80% 
1.6S~11 

1.104,487,000 
(141,602.000) 
(15.6~O.e31) 
341.264.169 

35% 
1.68211 

1 M.592,OOO 
(4.e81.000) 

129.711.000 
1.68211 

.. ~ i'Ic~$ AAAV.. If ~ plan( was soJd 01 va"..oed It ~ amxri 0ItM Vlan zefO • 
• portion of INs ~ not W lvabble &0 "!epa,., h~.at'lC4 ~ 1ht ntemar Rtvenue 
Codt ~'zatiot'l ruIe$ . 

... fOt ~$ of fis ~tion. pendtIg .ctuaI' vWa50ra (It u~. 1ht \laloatiot'l hal 
been lS$OO'l6d &0 bt zero. 

Appendix B, page2 

1,104.-467,000 

~.275.957 

200.915.355 

(218,188.170) 

1.113.490.142 
o 

1.113,49().142 

(',104,487,000) 

9.003.142 
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eTC TaX Workshop 
Southern CalifornIa EdIson 

NOn·Nuclear Generatfon Reg~ab(e for Taxes • Ad Valorem LIen pate 

Timing Difference· Ad Valorem Taxes 
Uen Date Adjustment· Non·Nudcar 
Apportioned Tax Rate 
Net to Gross Multiplier for Taxes 

Total 

Normalized Deferred Tax Res&rve: 
Normalized Taxes 
Net to Gross Multiplier for Taxes 

Total 

eTC Revenue Requirement 

ThIs sch&dule does nOf include amounts related to Hydro. 

AppendiX B. pag(J 3 

5.480.000 
40.55087% 

1.68211 

o 
1.68211 

3,737.964 

o 

3.737.964 
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eTC Tax WOrkshOp 
Southern California Edison 

Non·Nuclear GelleraUOn Regulitory Receivable for Taxe$ ·Inyestment Tax Credit 

Investment Tax Ctedit 
D~feffed lTe -Non·Nudear a(1(1198 
Federal Tax Rat& 

(25.096.000) 
35% 

1.68211. Net to Gross Multiplier for Taxes 
Total (14.774.981) 

NOrmtllized Deferred Tax Reserve: 
Normalized Taxes 
Net to GtosS Muttiplier for TaXes 

Total 

() 
1.68211 

o 

eTC R~vef\ue Requirement • (14,774,981) 

This schedule does nol inClude a(1)()unls related to Hydro. 

• 0rIi the goS$-llp related to ITO is mloded wi"" lIle Rego-latcxy Assets (0( Taxes; the Oertrred ITO itself was 
separately isted. If the pta'll is sold Oils vakJed at an amount other than zero, a! p«tion of this YIOtAd not be 
avaiabfe to ratepayers in eompianee with the Internal Rev~nue Code J')O(mailatK>o rues. 

Appendix B, page 4 
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d Balancing Accounts 

Before the 
PubUo Utilities Commission of the State of Callfornla 

Rosemead, CaUfornia 
February 1~7 



l~~ 
I"IIM~OAIM.O"N:&'IXIl. 
UNII~AaI&Ul. 
I....,._T STNm.PCOtn 
1Tc.n~WATIft 
AC.1,IIMIftO INMIMHCIt 
AOV~OftU,t I.JIH DATr.oAs 
AOVAl,OMM 1.1111 OAftoWATaJIt 
ACCMMDVACAnC* 

m AOVN.CIQMu.NOo\n-a.lc:nuc 
• ~MO&.DINOo.u.M.OUO 
~ 1N\r'UTIICMT" OCCUOl' coaT 
~~""'LOHD 
CIAC.~~ 

OCCOMM COtt'T"*,,ION-MOHoOUM. 
OCc:oMNlNtC)MHO'ntUaTWNUWta-ool( 
NOf" 
MAZMOOUaW.uft 
UNCOI,&,Ic::nM.a ACCTa.OM 
DOC DCCONTAMIICAnoH 
DC~TRWT~TAX 

UNCOc.LICT*Jr ACC:OUHTa 
~OfOTYQLATDITI~ 

OUIMC ITC ITINS 

/Ic~ 11%.3'" AIItAM klAC"*,, lot ___ 4lef_'-_ 

RGAS1.WK4 

,2IJ ..... . 

REGULATORY ASSETs-NUCLEAR GENERA nON 
DECEMBER31, 1997 THROUGH 2001 

>
-.3 
t-3 

""d> 
g)C':I 

0'Q::t: 
~2: 
~ 

1\)2: 
0-9 

."" 

> .. 
...0 

'" I 
o 
CXl 
I 
o 
o -
CD 
~ 

I» 
I-' 

~O .. t4F ..... . 
IAI!I..:n1III:-I' .'C-, 11'" '~I' .:,--;:-111111 ':' \"') ~; ~'f""" ,,1,-: . ~I' t,; Atlll •• ';."" "I.. ,_,,:.,' ......... ,'. ",: ~ ~i'¥~· 

,. 121»,," .......,. . . 
... ._ '.. ~,.." ... o •.• '.00 .... ..-.... .... ... ..... ' .... .... ..• .... .. 
.... .... '.. .... •. .,.. ..00 .... '.01 • .-.... .... .... .... .,.. '.01 .... ',01 • .-.... .... .... .... .... ..ot .... .... .... .... ..ot .... .... .... t," ..... .... •• '.ot .... .... .... .... t.. .... ... 0.00 
.... .... '.... .... .... ..00 .... '.01 ... 

17,1'77',2toUt P .... ......" '''''''.-us CM,I'DMI ........ at,12 .,,'N.I7I.7:1) '2, ...... tM (2,.1IT)'U,'S) 1 ....... 1'..,. (1'''''''''''' cez.....,........ (7 ...... 4ft t.'u,:II7M f72.M'....... .... (72.Mt........ .... (72,.»t ...... ., 
,'.,....... a2,nt,MtAa 74, .... ".. 44 Po''''''''''' 72"IOt...... .... n.-t....... .... ,1%,)01 ...... . 

•• 00 .... .... 'M ' '.. .... ..00 .... 0.00 ..• .... .... .... ... .... .... .... .... 
C' ...... ,Jn • .., 2.<170...... ~.., ,,,,,,,,'AZ (l1 ........ N) 12.tT ..... .I7) (71,Jt7......... c:r.m ..... .I7) rre .. ,.t,DU7) 
.... .."... ~ • ....,..."... ~. ur.t.I2UI , ~t ".I7I.,7't2.47 2, .... 17U4 1~ .... .... .... .... .... .... .... .... '.00 

.... .... .... • .. ,. .M .... .... .... 0.00 .... ._ .... .... .... .... '.00 .... .... 
U' .... 0." .M' .... .... ..00 ..... 0.. 

P.tu,""'" CI •• .......", (f2,t7t,2lUl) 'MoZ2tM, (fl."'.m"" (I.m." .. ,?) ., •• on.......,.,. "'''''UJ't) CZ • .GI,IOUI) 
' .. ", ..... 1M , ..... .... .... .... ...0 ••• 

"',JOI,OOI." ....", .... ., ... ' ....... ' C2A ...... ...,; .. 7'11,.111' ......... C217.nt ... ..., ................ (Mf,-._"" J,2, •• -," 
1107,",.,!!) I,"'."'''' I!!A ....... .., "'pu.· ,!!,7.,J1'.1Ot ' ' .... ' •• m,.. 5'2'I.o'l.!!!) le.m,?!!... ,. ...... '17..., 

!!t.7JWli1! Clf.ffl-!I'-m 11!.m.nut P!M'-: + tD.DWfM .' l2OI:!lL"UIl m.llU 11n !2!..m.tJf.m ny&!!!.!! 

.... 
.. ',.' 



~ ~~ 

t:' 
e." 

,.%.221 ","I'u.&.aao(J.lJNll,osa AC:&G~ 
• n.m ",",,~OSSACIIIX& 
,Il2.)00 ~T.T.MNrCOS'" 
,~,. n~WATaft 
• ft,l,. ACCUMIttO~ 
,~" AD VALOftiM UIH DAft.4AS 

'~'l /lS>VAI.~ UCH DAft,.WAftR 
,~,~ ACClllual>V.u.TtON 

'~'4 /IoDVAl.OI'lIM~" DA~JUC: 
,r.uto ~HO&,DINOOAINM.oaa 
,,-:r.,t" INVIITMDtT 1M uc:ua ~ COST 
'12.11. INSUMNCC~UALTY'LOUP 

'12.»'1 C&AC' .00000000MVIWC 
,n,nz DeCOMM MCf~AI. 
112",. OICOMMISStOfINO nnlSToHQ IOQtC 

11'UJ' f'IOf" 

'1'UJ% ~w.uTE 
,12.).U UNCOU.ICTI8UACc:n·OM 
,r,z,JI' 00II DCCOHTNIIINA'nOM 
,12.KI OICOMM/SSIOfCINO TftVSToHQ IXI'IHU 
,n.JM UNeOU.ec:TlIUACCOVNTS 

~,.., Rl1.,AftOlTIMS 
OII'~rrc trCMS 

AccMHlt ,ft,ln /oAAMh ~ 1ft 

1M _"* tWeffed '-11_ 

RGAS1.WK4 

.. _ ..... -.............. 

REGULATORY ASSETS- NON-NUCLEARGENERATlON 
DECEMBER 31, 1997 THROUGH 2001 

1211,." .-~:,~:; "'r:·\ ......... ":..": 

. . .. : .... U. .... '." .' ~ .. eo .. " •• 00 .... ... .... .... .... .... '.-
'.00 .... .... .... .... •. - '.00 .... .... .... .... .... .... .. -.... .... .... .... '." .... .... .... .... .... . ... .. .... .... .... .... .... .... .... ' ..... .... . ... .... '." .... .... . .... .... •• eo 

,,211,22e .... ., .... '.1. ' I •• "'" <" ....... " 1, .......... (tI,oII2.M) 1.7'1" ..... 1' .... .... .... ..... .... .... •• 00 .... .... .... ..... .... '.00 '.00 
.. - .... .... , . .... .... .... .... .... ..... : .... ." 

..... .... . ... .... 
'.- .. .... .... ..... .f~~ .... • •• .... .... .... .... .... ! .... .... .... 
I." .... .... .... .... .... .... 
'.00 .... ' .. .... ' .. ' .. '.00 
'.00 '.00 '.00 .... ~ .. 00 '.00 •• 00 

•• 00 ..... '. '.00 0 .... .... '." .... 
•• 00 ..... •. 00 0_ . ... '.00 '.00 
'.00 ..... .... .... .... '.00 .... 

~ .... -... ........... .., , •• u ........ (1."" .... ..., ''' ........... CO."'.OOO.'" •• 00:1 ....... 

s:!"2!',ns.!!!!I '.'''',47'0 ... I.:! •• ..,. .... !!l 'V." .... 1".IA,ao.!!!l ",7'1 ....... 1.:!4,T14,"'.!!J 

11.91U1f.1~ !4.la .JII.!a t..aIJlJ~ ~JJ~.III.ln :c.m.!1t.l1 If.ttr.m.lfl a.UU~I.m 

.... 

> > 
0-3 . 
0.3 ..0 

~> 0' 
g,~ I 
0'Q:r 0 

CD 3: co 
i:'j I 

1\)2: 0 
-0.3 0 

-" 
Vt 

CD 
~ 

g, 
to-' 

::' ,t2IItIM " 
:j~~": 

O.eo •• 00 

.." .M ..- ..00 
0 •• .. .. . ... . ... 
.." ..00 
.." . ... . ... . ... 

::I.1Ot." '.71O.m." . ... .... . ... ..-• •• '.00 .... ..00 . ... '.00 .... '.00 . .. .. '.00 .... 0.00 
uo '.00 
'.00 •• 01 

'.00 '.01 •. 00 
(41012.000 • .., 

2, .... &t' .• 

2!.Jn.t'J.Utl 14Ur..nt.2' 



3,,' --' .... ~ 
~ 
m --> .... 

~ 
a; 
c} 
--of 
Gl 
~ 
::to' 

g' 
~ 
'" r.; 

::~ 
,",,' 
;:,;0 

~cg 
., ~ O-j ~~ 
~~ 
;;J(t> 

.~ 

~ co 
~ 

~' 

! 
Q) 
II) 

rs 
?! 
i' 
> 
§ 
:;, 

~ 
~ 

8-

~I 

Fl~ 'l'X_It'rFUT.WX4 

Califomia 
Arizon. (1'fbIc) 
New Mexic» 
TOfar St.Ies 
Federal StatutOI)' RAte 

Fcder.l8cnetitorSt.ccTaxes 

'. Total 

J??50RC Ratloor 
1991 Apponionrnc:nt St.te Income 

_St.l\1toryR.lc FlClor Toc.liromia 

1(8-400% 
3.2$69% 
7.6000% 

".0762-1. 
2.9B7S% 
t.I776% 

I 

JOO.OOOO'I. 1.2279% 
9S.26SS-r. O.23SO-;' 
SS.!768% 0.0769"4 

U391r.t. 
35.()()()()t;. 

2.98!93% 

(Note) Ralc for Ari:I:ona 10 ,iYC c!Tcct to.dcdUCIion or Arizona II'ICOInCI T.lC 
(A) SlIcurocy Rate 9.0000% 
(8) 1 Mus StaMocy Rate 109.9900% 

Arizona E1f«five Rare - (A). (B) 8.2~ 

. -_ .... +. - .. c,.,,;.~.' 

Ratc:makin, 
T-xR.'n 

B.2279% 
O.23SO-.r. 
0,0769% 

35.0000% 

-U!8?3% 

-40S~ 

• 
> 
-.D 
0-
I 
o 
CO 
I 
o 
o 
~ 

~ 
<+ 

~ 
~ 

> ..; 
"'7 

--cI> 
p, ~ 
(jQ::t: 
~ X 

i:":l 
1\,)Z 
11.)-3 

VI 

... 



2 W~per. SWhem CaJifomia EOISOlYFebruary 1997 eTC Update ~ • 

A.96-08-001 et al. /tTTACHMENT 5 
• Page 23 

• i i ~ ~ ~ I 5 . 0\ 

c"! 

~~ 
'$. 

i :l ~ 

.. . 

~ .... 
---

i. 
,-
'J .40! -. -

• ~ '1 

~ 
• ~ t • 

I 

S- f .... 
~ ~ • 

.!! a 0 c 
~ • ~ &! "0 -

11'1 f 0 

~ ~I eo. 

. ~ ~~ J J ... 1 ~.~ 0 

• 
hibit No. seE 11A I Updahl To Transition Costs For RegulalOf)' Assels, Obigalions, And Balancing AcoountslAppelldiX B 

WJfness: D. J. Klun 



A.96-08-001 et all 
eTO TAX WORKSHOP 

SAN DIEGO OAS & ELECTRIO 

A'l'TACHMENT 5 
Page 24 

Nml-NUClEAR GENERATION REGULATORY RECEIVABLE FOR TAXES· PROPERTY RELATED 

Tola' Non-NlKltar 

Net Book Va'ue .lJanuary 1.1998 

Net Book Value Tat Gross up: 
Net8ook. Value 
Remlining Slate Tax 8uls 

Net 
Apportioned Slate Tax Rate 
Net to Gross Multiplier for Taxes 

Total 

Net Book. Value 
Rem,ining Federal TalC 8,sis 
Slate Tu Differences before Gross Up (1) 

Net 
federal Tax Rate 
Net to Gross Multiplier fot Tues 

Total 

Normaliud Deferred Teu: Reserve: 
ACRSIMACRS Deferred Tax (2) 
Unicap Defened Tax 
Normalized Tues 
Net to Gtoss Multiplier fot Tues 

Total 

Deferred ITO: 
UnamOrliud ITO (3) 
Net to Gross Multiplier for lues 

Total 

CTC Revenue ReQuirement before Valuation 
less Valuation (4) 
Net CTC Revenue ReQuirement 

Net800k Value 

Net CTC Revenue Requiremel'lt for Tales 

(1) Amounlls COmputed as $50,631,914 • 9.3% 

151,866,600 
(101,2304,686) 

50,631.914 
8.M% 

1_68765 

151,86&,000 
(90.964.&25) 

(4,47$,861) 
S6,·U5,314 

35% 
1.6&765 

5.265,000 
(i ,06 7.(00) 
4,198.000 

1.68765 

2,SSO.592 
1.&8765 

151,866,000 

7,S53,6M 

33,329.15~ 

(7,084,75-4) 

(4,304,506) 

181.359,585 
o 

181,359,585 

(151,866.060) 

(2) AmOuntincludes ARAM. If the plant was sold or valued al an arn-otlnlother than zero,. portion of this would 1'10\ 
be available to tate payers in compliance With the Interna' Revtnue Code normalization rulu. 

(3) If tile plant Is sold or Is valued at an amount other than uro. a portiOn of Deferred ITO would not be .v.ilabl. to 
ratepayers 11\ COmpliance with the Internal Revenue Cod, normaliution IU!es. 

(4) For purposes of this computation. pending .-;tual valuation or uTe. the va'uation has been usumed to be zero. 
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1 Definitions 

ere TAX \\'ORKSIIOP 
APPENDIX TO 

JOINT PROPOSAL AND EXHIBIT 

The participants have agreed upOn the follO\ving definitions: 

1.1 DEFERRED TAX LIABILITY (D1L) 

Taxes owed by the utilities to ta.xing authorities. The liability is 

based on the difference between book and tax basis, after accounting foc 

accumulated book depreciation and accumulated tax depreciation to date. 

The difference times the applicable tax rate establishes the nominal amount 

of the liability. The liabitity generally \\111 not come due immediately, but 

will be paid over time. 

1.2 DEFERRED TAX ASSET (DTA) 

Income ta.xes due from taxing authorities to the utilities. A DTA 

\\111 usually come about because book treatment is more favorable than the 

corresponding tax treatment. For example, PG&E's treatment ofvacation 

pay gives rise to a DTA because PG&E funds the taxes due. When a DTA 

is created, the utilities have paid more in tax today, but will receive future 

tax deductions that yield a tax benefit later. 

1.3 FLOW-THROUGH TAX ACCOUNTING 

Under this method of ratemaking, tax expense is included in the test 

year revenue requirement based on actual cash taxes paid to taxing 

Appendix D • Page I 
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authorities. Thus, the benefit of accelerated tax depredation is passed 

through to ratepayers in the early years of an asset's life, but is repaid in the 

fonn of JUg her rates in the later years of the asset's life. The Commission 

has adopted flow-through tax accounting for pre-1981 additions to plant, 

post-l 980 differences between book and tax basis, and state taxes. 

1.4 NORMALIZED TAX ACCOUNTING' 

This method of rate making sets rates based on tax expense 

computed as if book depreciation (which is not accelerated) wete 

deductible on tax returns. In effect. ratepayers reimburse utilities for total 

ta'( expense, including curtent and deferred taxes. This increases 

ratemaking tax expense initially. and gives utilities cash for deferred tax 

expense in excess of amounts actually paid to ta'( authorities in the early 

years of the asset's life. However, in the later years of an asset's lite, 

ratepayers benefit from lower rates because the total tax expense is lower, 

and the Deferred Ta'( Reserve is used to pay current ta.,<es due to taxing 

authorities in excess of the total tax expense recovered in rates. 

I.S DEFERRED TAX RESERVE 

For assets subject to normalized tax accounting. ratepaytrs will pay 

for a level of tax expense in rates. in the carly years of the asset's life. that 

is higher than the tax expense paid by the utilities to taxing authorities. 

This extra amount funds a Deferred Tax Reserve that reverses in later years 

to pa}' tax expense to taxing authorities that is higher than that collected in 

I Applies predominantty to life and method timing differcnces on plant placOO·in·seoice after 1980. 

Appendix 0 - Page 2 
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rates. During the existence of the reserve, it is used to lower rate base, 

thus providing a benefit to ratepayers by lowering the return component of 

rates. 

1.6 REGULATORY ASSET OR RECEIVABLE 

Amounts owed by the ratepayers to utilities. As defined above. a 

DTL Can be computed for any asset based on the relative amounts of book 

and ta.x depreciation taken to date. If the asset was subject to flow-through 

tax accounting. the utilities have a regulatory receivable that r«ognizes 

that ratepayers have benefited from lower rates in the early years of the 

asset·s life. with the expectation of paying higher rates in the future in 

order to pay the DTL. ((the asset was subject to nonnatization tax 

accounting. the ratepayers have funded the DTL; thus, there \.,ill not 

generally be a regulator), asset in conjunction with normalized aSsets. 

1.7 REGULATORY LIABILITY OR PAYABLE 

Amounts owed by the utilities to ratepayers. 

2 The Ratemaking Tax Algorithm 

This complex issue offixed asset taxation can be clarified Ihrough 

understanding the following principles: 

2.1 Depreciation is beneficial to ratepayers and utilities because it is deductible. 

and therefore lowers tax expense. 

2.2 Book and tax depreciation at the end of life for any given asset will be 

exactly the same. 

Appendix D - Page 3 
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2.3 (fbook and tax depreciation during the life of the asset is the same. taxes 

do not present an issue because there is conformity between the book and 

tax expense leyels. The ratemaking tevenue requirement would be based 

solei)' on recovery of the plant investment. 

2.4 However. tax depreciation is generally accelerated compared to book 

depreciation, creating a "gap" between book and tax during the life ofthe 

asset. 

2.S As this gap is dosed (via reimbursement in rates for book deprecation that 

is treated as income (or tax purposes because accelerated tax depreciation 

has already reduced taxable income in prior periods), taxes will be due to 

the taxing authorities. 

2.6 (fratepayers reimbursed utilities for tax expense based on attual ta" 

depreciation ("flow·through"). then ratepayers will benefit (rom lower rates 

as the gap builds UP. bUI must pay rugher rates to close the gap in the later 

years of the asset's life. because utilities will pay taxes on the gap. 

2.7 Ifratepayers reimbursed utilities for tax expense as ifbook depreciation 

were deductible, then they have funded ("norma1iled") the taxes due on the 

gap. Ratepayer funding vt'ill be used on behalf of ratepayers to pay taxes 

due 10 taxing authorities as the gap is closed. 

3 Complications Raised by the eTC 

3.1 As noted above, either the flow·through or normaliled methods ofta'C 

accounting will generally yield the same revenue requirement over the life 

of the asset. (The normalization method \\ill produce a somewhat lower 

Appendix D • Page 4 
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revenue requirement in nominal dollars. since the Deferred Tax Resel'\'e 

lowers rate base, and thus the return component of rates). 

3,2 Under CTC, the regulated status of the assets \"in (orne to a dose at the 

end of the transition period; this is generally before the assets \\;11 have 

fully depreciated. This book depreciation is now being accelerated; thus 

there is a need 10 fund faxes on the "gap" under CTC that would nonnaJly 

uO\\;nd in due (Ourse under cost-of-service regulation. but which will now 

be accelerated. 

3.3 In effect, the Preferred policy Decision and AB 1890 requite utilities to 

credit ratepayers (or the re .... ersal of the Deferred Ta.x Reserve in computing 

the CTC revenue requirement. In addition. ratepayers must now make a 

"catch up" payment over the transition period to repay the benefits 

pre\;ously received by ratepayers on the flow-through assets and to fund 

the Deferred Tax Reserve. Once funded, the Deferred Tax Rescl'\'e "ill be 

used to pay taxes due to taxing authorities. 

(END OF ATTACHMENT 5) 
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COM~flSS(ONERJESSIE J. KNIGIIT, JR •• CONCURRING: 

The estimated eligible transition costs are latge, but I Am confident that they been reduced 
to the artatest practkal extent undtr the I ....... More imporUntJ)·, Ws reiteratu the key poJicy 
principle that gOoing forward cO-'ls must be c«()vered Crom the market. I (oncur with this polity 
prindple. Once a generation plant has been given its mAlket vaJUAtion, that plant must make 
economic sense to operate on a going. forward basis. The utility will ha\'e to make the business 
dc(isioD IS to \\bether the plant should (ontinue to operate. It is imptrath'e that utilities n<>t have 
(ompctith'e advantage through transition cost subsidiz.ati~n of assets that are un«onomic on a 
going forward basis. Ifa plAnt cannot compete On a goinS-forward basis it has no place in a 
competitive market and no place in California's future. 

I take thls oppoa1Unity to express my «munitment that the Commission will thoroughly 
review amounts pOsted to the transition cost balancing AC«Iunt in this proceedina. and 
partitularly the monthly postma to the plant·spteific accounts, to ensure that transition cosll Ite 
minimiztd and to prevent any competitive advantaae to utiUty pbntJ that couJd ante by 
transition cost subsidiz.aLiOD of plant operatina COltS. 

This d«isiOt1 C'Stimates the total (ON eJiaihlt (Of b1IftIi~ COtb 1'CCOVtr)'. We mow 
that the actual amoW)t of transition wsts will be less thao thls *-* th1s ntUnadoa will be 
otrxt by the m&lket valuation of the pJam. and odaet.... WhM we ~ MY wi1h certa!at)' ls 
that theM ate not new costs and that these COm would haw bNa recowrod from n"",., 
UDder the tr8d.itionaJ ftJUJatory framework. In faclw aNent rtICrutturi.na thete COICJ would have 
been hlabet t«1u.te they would have b«n subjected to the biPer c.ryina «-Its ren.ct.d by the 
utilities ~ of "pitat. FW'thennore. we ~ onJy beam to poocIet whet the Mxt ,eneudoa of 
~c invmments would have looked like bad cbt diJtipliDe Oof competitive markctpl~ 
not been jntroduc~d 10 the el«tricicy industry and lh<»e who rtaulate it. 

It is not com~tition ~c resulted in tM~ costs. Rathct. it is competition that brouaht 
lightlo th~ fact that the traditional (ost-of·strvict ttiulatory model had rtsulted in un«onOmic 
iO\'estments. The exact magnitude of thest untconomic investments is not kno'wlln. but toda)' we 
han estimated w~t the Up~t limits are, 

This dedsion tackles \'elY tough issues. It sub to implement the various provision of 
state Jaw that govern the ftcOVtry ofuncconomic costs of the utilities. AB 1890 did not leave 
this Commission \\ith much polk)' discretion V.ilh rcsp«t to so caHed transilion costs. Thjs 
d(cision applies the law to the facts. 

Dated NovclT1~t 19, J 991 in San francisco, California. 

!s.' Itlsi.e J b ni~bl. JI ... _ 
Jessie J. Knight. Jr. 

Commissioner 
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Recovery in the Competition Transition Charge. 

Application of San Diego Gas &. Electric Company to 
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Generation Assets. 

Application of Southern California Edison Company 
to Identify and Value the Sunk Costs of its Non
Nuclear Generation Assets, in Compliance with 
Ordering Paragraph No. 25 of 0.95-12-063 (as 
modified by 0.96-01-009 and 0.96-03-022). 

Application of Pacific Gas and Electric Company To 
Establish the Competition Transition Charge. 

In the Matter of the Application of Southern 
California Edison Company to estimate its Transition 
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Ordering Paragraph 26 of 0.95-12-063 (as modified 
by D.96-01-009 and 0.96-03-022), and related changes. 
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INTERIM OPINlON: TRANSITION COST ELIGIBILITY 

1. Summary 

In this decision, we determine the eligibility of various categories of non-nuclear 

costs for tf<lnsition cost tecovery I consistent with the mandates of Assembly Bill 

(AB) 1890 and the Prderred PoHcy Decision (Decision (D.) 95-12-063, as modified by 

0.96-01-0(9). We establish the non-nuclear cost categories eligible fot transition cost 

recovery and also quanli(y the net book value of various generation assets currently 

owned by Pacific Gas and Electric Company (PG&E), Southern California Edison 

Company (Edison), and San Diego Gas & Electric COmpal\y (SDG&E).' This net book 

value calculation is the appropriate starting point for market valuation, which results in 

a final determination of transition cost recovery for those assets subject to market 

valuation. 

In the Preferred Policy Decision, we deHned transition costs as the net above

market costs associated with uneconomic generation assets. Uneconomic assets are 

those assets whose net book value exceeds their market value. \Ve established that each 

utility's net above-market costs would be determined after offsetting the benefits 

associated with economic assets against the eXcess (osts of uneconomic assets. 

(Preferred Policy Decision, mimco. at 116.) Eligible costs that do not undergo market 

valuation are compared to the Power Exchange n,arket clearing price on an ongOing 

basis in order to determine the uneconomic portion. AB 1890 (Stats. 1996~ Ch. 854,) 

affirmed our approach to transition cost recovery and added §§ 367 • 377 to the Public 

Utilities (PU) Code.' Much of the work in this phase, Phase 2,. of this proceeding, 

1 The Phase 1 transition (ost issu('S were addressed in lA'Cision (D.) 97-06-060, which 
established a transition cost balancing ac(ount (or each utility and addressed various 
ratcmaking issues related to the order jn which re\'cnu('S are applied to offset various transition 
(osts. Transition costs for PadfiCorp are addressed in Application (A.) 97-05-011, (or Sierra 
Pacific Power Company in A.97-06-046, (or Kirkwood Gas &. Electric Compan)' in A.97.()7..()()5, 
and (or Southern California Water Company in A.97-08-()64. 

2 All statutory rdercn((>S are to the Public UUlities Code, unl('SS otherwise nored. 
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consists of establishing the baseline against which market valuation will later be 

measured and delelmining which eligible cost categories will be recovered on an actual, 

recorded basis, and which costs should be captured through the market valuation 

process. Many of the most contentious issues center on whether certain costs are "sunk" 

costs and therefore eligible (or transition cost treatment, or whether such costs are 

"going (orward" costs that should be recoverable from the new competitive generation 

market. 

Work On Phase 2 began with an independent audit of the figures presented in the 

utilities' transition cost filings. The audit was performed by Mitchell Titus, LLP1 with 

additional work by the Barrington·Wellesley Group, and was managed by the 

Commission's Energy Division. The purpose of the audit was to evaluate each utility's 

estimates of net book value and calculations of transition costs that have yet to be 

incurred. 111e independent audit was requested by several parties and ordered by 

Assigned Commissioner Ruling (ACR) dated August I, 1997. That ruling recognized 

that whHe the audit is unlikely to resolve all of parties' concerns, it would prove a 

useful stal ting point (or testimony on these issues, and would likely streamline the 

hearings considerably. 

The utilities have presented the following amounts as non·nuclear costs eligible 

for transition cost recovery as of January I, 1998. These figures do not include any 

assessn\ent of the actual uneconomic value of such assets: 

PG&E: 

Edison: 

SDG&E: 

Tot.ll: 

$35,413.351 million 

34/255.878 million 

3,483.777 million 

$73,153.006 million 

\Ve emphasize that these are estimates of total costs proposed to be eligible for 

transition cost recovery.' In most cases, we do not forecast total transition cost recovery, 

) On a net prescnt vatue basis, the utilities estimated the (ollowing amounts in transition (osts, 
including nuclear assets: 

FOc)ltlole COlllilllltd Ollllt.d pagt 
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which will ultimately be determined by the market valuation process. the Power 

Exchange price, and the limitations of the rate freeze, as discussed more fully below. 

Attachments 1 and 2 delineate the utilities' estimates of the magnitude of the 

uneconomic losts involved. Again, we emphasize that we arc not approving such 

forecasts, but arc providing these amounts (or informational purposes. Only actual 

uneconomic transition costs will be rccovered. 

\Ve do not address capital additions, which are being reviewed in a separate 

proceeding.. nor do \\'e address employee-reJated trdnsition losts or restructuring 

implementation costs at this tiole. PG&E, Edison, and SI.X;&E shall establish 

subauounfs as placeholders in their transition cost balancing accounts to track recorded 

employee-related costs and any generation-related transition costs displaced due to 

recovery of restructuring implementation costs as defined in § 376. Actual employee 

trdnsilion costs will be reviewed in (uture annual transition cost proceedings. 

Restructuring implementation costs will be addressed in a separate proceeding, as will 

the market valuation procedures for retained assets.1 

At the outset, it is important to note that the majority of costs eligible for 

transition cost reco\'ery arc prescribed by law. Costs related (0 nudear generating assets 

and above-market contracts with Qualifying Facilities (QFs) account for the majority of 

estimated transition costs. Other than those costs related to on-going contractual 

obligations, most of the non-nuclear generation-related costs eligible for transition cost 

recovery arc plant-related, which were verified by the transition cost audit. The 

majority of these costs arc not challenged by any party. 

I)G&B· $11,300 million; Edison· $13,837 million; and SDG&E· $1,938 million, for a tot.1' of 
$27,075 million. 

• Tluoughoul these proceooings, we have anticipated additional phases to «Insider market 
valuation for retained assets and restructuring implementation costs. On January 1, 1998. the 
provisions of Senate Bill (5B) 960 becomes ('((cdive. Among other things, SO 960 establishes 
specific deadlines tor handling proceedings. It is more efficient, therefore, to require PG&E, 
Edison, and SDG&E to file separate applications for each of these issues. 
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2. Background and Procedural History~ 

As defined in the Preferred Policy Decision, transition costs arise from generation 

assets, nuclear power plant settlements, power purchase agreements, QF contracts, and 

the reasonable costs of e<uly retirement or retraining programs fot employees. \Ve 

defined uneconomic costs for generation assets as those occurring when the market 

value at the time of divestiture, spinoff, or appraisal was less than the net book value of 

the asset, and for ongoing costs, We defined uneconomic costs as those greater than the 

clearing price provided by the Power Exchange. 

The Preferred Policy Decision stated that these costs would be collected through 

a nonbypassab!e competition transition charge (CTC), applied to all retail customers, 

whether they continue to take bundled service from the invester-owned utilities (IOUs) 

or not \Ve further stated that valuation of transition costs would rely on market 

m~hanisms to the extent possible and would be designed to minimize transition costs. 

As directed by the Preferred Policy Decision and variolls mlings, Application (A.) 

96-08-001, A.96-08-006, and A.96--08-007 were filed On August I, 1996 by PG&E, Edison, 

and SDG&E, respectively. On August 30, PG&E, Edison, and SDG&E tiled A.96--08-070, 

A.96-08-071, and A.96-OS-072, respectively. 1l1ese applications were conso1idated by 

ruling. 

On September 23, 1996, AB 1890 was signed into law by Governor \Vilson. 

AB 1890, in nlany respeds, built on our Preferred Policy Decision and confirmed that 

the transition period for electric restructuring would begin on January I, 1998. On 

October 21, the utilities amended A.96-08-070, A.96-08-07t, and A.96-08-0n to reflect 

the impact of and revisions required by AB 1890, spedfi("ally the requirements of newly 

added §§ 367,368,369, 372,373,374,375, and 376. 

A prehearing conference (PIIC) in Phase 2 was held on January 21,1997. The 

assigned Commissioners issued a ruling on February 4, which clarified the scope of 

s Sec D.97-06-060 (or a more complete proccdur.l1 history. 
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Phase 2 and established the procedural schedule.' The independent audit report was 

tiled and served on March 21, 1997. PG&E, Edison, and SDG&E filed their responses to 

the audit report on April 10. Phase 2 testimony was served by the Office of Ratepayer 

Advocates (ORA), jointly by The Utility Reform Network (TURN) and the Utility 

Consumer Action Network (UCAN) (collectively, TURN), jointly by California 

Industria) Users (CIU), Cali(ornia Large Energy Consumers Association (CLECA), and 

California Manufacturers Association (CMA) (collectively; CIU), by the Federal 

Executive Agencies (FEA), jointly by the Energ}' Producers and Users Coalition (EPUC) 

and the CaliComia Association o( Cogenerators (CAC) (collectively, EPUC), and jointly 

by Independent Energy Producers (IEP) and the California Cogeneration Coalition 

(CCC) OOintly, IEP). Rebuttal testimony was served on May 9. An additional PHC was 

held on May 15 and evidentiary hearings were held (rom May 19 through June 19. A 

Joint Comparison Exhibit (Exhibit 121) was filed on June 30. Concurrent opening briefs 

Were filed by PG&E, Edison, SDG&E, ORA, TURN, CIU, FEA, the California Farm 

Bureau Federation (Farm Bureau), EPUC, and IEP on July 21. Reply briefs were timely 

filed by PG&E, Edison, SDG&E, ORA, TURN, CIU, FHA, EPUC, and Enron on 

August 1. 

On July 16, 1997, We issued 0.97-07-059 which directed PG& E, Edison, and 

SDG&E to establish memorandum accounts to track the differential between the 

authorized rate of return and the reduced transition cost rate 01 return, pending a 

finding on when the reduced transition cost ralc of return should be applied. Pursuant 

to that decision, the administrative law judge (AL}) directed interested parHes to fife 

and serve supplemental briefs on this issue by August 8. Reply briefs were filed and 

selvCti on August 18. 

, In that ruling, the assigned CommissionNs established that incremental capital additions 
made after Dc«-mber 20, 1995 would be considered in a scpar.1te proceeding. Accordingly, 
issues related to capitat additions Me not addr~ in this decision. 
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In addition to the Phase 2 testimony and filings, we address certain policy issues 

raised in the Phase 1A briefs and reply briefs.' Briefs were filed on November 8, 1996 by 

PG&E, Edison, SOC&E, ORA, TURN (jointly with UeAN and the CalHomia 

Department of General Services), CIU, EPUC, the Farm Bureau, CLECA and CMA 

(jointly), and the California Energy Commission (CEC).' Reply briefs were Wed on 

November 15 by PG&E, Edison, SDG&EJ ORA, TURN, CIU, EPUC, CalEnergy 

Company, and the Coalition of CaHfornia Utility Employees. Finally, we address 

comments by PG&EJ Edison, and SDG&E as to factual eligibility issues, which Were 

filed on February 14, 1997 in response to a joint Assigned Commissioners' and ALJ 

ruling issued on January 17. Responses to these comments were filed by ORA, TURt"JJ 

and jointly by CIU, CLECA, CMAJ EPUC, and CAC on Febmary 28. The utiHlies filed 

reply comments to these responses on March 10, 1997. 

3. AS 1890 and Transition Costs 

As We discussed in 0.97-06-060, AB 1890 adds sc\'eral new sections to the PU 

Code, and endorses, [or the most part, this Commission's approach to transition costs! 

\Vith certain exceptions~ the legislation provides for a nonbypassable charge, the 

competition transition (harge or CTC, to be levied on all customers, whether taking 

service as full service utility cllstomers (or bundled custome~s), procuring their own 

energy as direct access customers, or departing the utilities' transmission and 

distribution systems altogether (departing load cllstomers). \VhHe the Preferred Policy 

Decision prOVided for a r.lle cap and recovery of transiHon costs through 2003, AB 1890 

provides for a rate freeze at the June 10,1996 rale levcls and the recovery of the majority 

1 Phase lA established a briding schC'tlule to identify threshold policy issues that n,ust Ix
considC'Ccd. 

• EPUC moo a moHon for 1('<'1\'(' to Jate-file its Phase lA brief, \o;hich was med on November 12. 
That morion is granted. 

• Some of the se<lions added 10 the PU Code by AB 1890 have been subsequently amended by 
5B 477 (Slats. 1997, Ch. 275). 
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of transition costs by December 31, 2001. This rate freeze is linked to transition cost 

recovery; i.e., if generation-related uneconomic costs arc recovered prior to 

December 31, 2001, the rate freeze will end. 

In addition to the general categories of transition costs found eligible for 

recovery in the Preferred Policy Decision (i.e., generation assets, nuclear power 

settlements, power purchase <:ontracts, and regulatory obligations), § 367 provides (or 

transition cost recovery of costs associated with Biennial Resoul'<:e Planning Update 

(BRPU) settlements, capital additions for units existing as of De<:ember 20, 1995 and 

which we find reasonable to maintain facilities until 2002, Edison's fixed fuel and fuel 

transportation contracts, and an expanded definition of employee-related transition 

costs. Section 367 also specifies the period during which particular transition costs may 

be re<:overed. Costs of generation-related assets and obligations o\ust be <:ollected by 

December 31,2001, with the exception of certain nuclear setllements. Costs associated 

with power purchase contracts, including those QF contracts in pla<:e as of 

December 20, 1995, may be colleded for the duration of the <:ontract. Employee-related 

transition costs are defined in § 375, which provides that these costs shall be added to 

the uneconomic generation-related costs and that recovery shall extend through 

December 31, 2006. In addition, the utilities are permitted to extend the <:o)lcction 

period though March 31, 2002 to the extent collection of transition costs is impacted by 

CTC exemptions, the costs of programs promoting renewable energy sources, or BRPU 

settlement costs, with certain additional provisions. Finally, § 376 prOVides that, to the 

extent that Federal Energy Regulatory Commission (FERC) or Comn'ission-approved 

recovery of the costs of utility-funded programs to accommodate implementation of 

direct access, the Po\\'er Exchange, and the ISO reduces the ability of the utilities to 

collect generation-related transition costs, those generation-related costs may be 

collected after December 31, 2001, in an amount equal to the implementation costs that 

are not recovered (rom the Power Exchange or ISO. 

Most importantly, in order to determine the transition costs (or generation

related assets, we must net the above-market and below-market transition costs of all 

utility-owned generation-related assets. Valuation of these assets must occur by year-
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end 2001.'" Section 368 delineates the criteria for plans for the recovery of transition 

costs identified in § 367. Among other criteria, this section requires that utilities 

amortize uneconomic costs such that their recorded rate of retum does not exceed 

authorized rate of retum on uneconomic assets and that utilities are at risk for transition 

costs nol recovered during this period. \Ve addressed the utilities' cost recovery plans in 

0.96-12-077. 

Section 330 expresses the Legislature's findings and declarations regarding 

electric restructuring. Section 330 has been included in order to provide guidance in 

carrying out the statutory provisions of restructuring. \Ve quote relevant subdivisions 

below; 

"(d)The commission has found, ancr an extensive public review process, 
that the interests of ratepa)'ers and the state as a whole wi1l be best 
served by moving from the regulatory framework ex.isting on January 
I, 1997, in which retail electricity service is provided principally by 
electrical corporations subject 10 an obligation to provide ultimate 
consumers in exclusive service territories with reliable electric service 
at regulated rates, to a framework under which competition would be 
allowed in the supply of electric power and customers would be 
allowed to have the right to chooS(' their supplier of electric power. 

"(e) Competition in the electric generation market will encourage 
innovation, effidency, and better service from all market participants, 
and will permit the reduction of costly regulatory oversight." 

f f f 

"(2) Generation of electricity should be open to competition and 
utility generation should be transitioned from regulated status to 
unregulated status though means of commission-approved 
market valuation mechanisms. 

"(3) There is a need to ensure that no participant in these new market 
institutions has the ability to exercise significant market power so 
that operation of the new market institutions would be distorted. 

I~ For celtain assets, market valuation is being addressed in PG&E's and Edison's divestiture 
applications (A.96-11-020 and A.96-11-O-t6, respectively). 
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"(n)Opporhmities to acquire electric power in the competitive market 
must be available to California consumers as soon as practicable, but 
no later than January I, 1998, so that all customers can share in the 
benefits of competition." 

••• 
"(p)Consistent with federal and state policies, California electrical 

corporations invested in power plants and entered into contractual 
obligations in order to prOVide reliable electrical service on a 
nondiscriminatory basis to an consumers within their service 
territories who requested service. 

"(q) The (os\ of these investments and contractual obligations are [sic] 
currently being recovered in electricity rates charged by electrical 
corporations to their consumers." 

• • • 

"(S) It is proper to allow electrical corporations an opportunity to continue 
to recover, over a reasonable transition period, those costs and 
categories of costs for generation-related assets and obligations, 
including costs associated with any subsequent renegotiation or 
buyout of existing generation-related contracts. that the commission, 
prior to December 20.1995, had authorized (or colIection in rates at\d 
that ma}' not be recoverable in market prkes in a competitive 
generation market, and appropriate additions incurred after 
Dc<:ember 20, 1995, that the (:ommission determines are reasonable 
and should be recovered, provided that the costs are necessary to 
maintain those facilities through December 31, 2001. In determining 
the costs to be recovered, it is appropriate to net the negative value of 
above market assets against the positive value ofbelo\\' market assets. 

"(I) The transition to a competitive generation market should be orderly, 
protect electric system reliability, provide the investors in these 
electrical corporations with a fair opportunity to fully recover the 
costs associated with commission approved generation-related assets 
and obligations, and be completed as expeditiously as possible." 

In order (0 lay the lr.mlework (or our findings in this decision, we quote 

extensively from § 367, as amended by SB 477: 

"The commission shall identify and determine those costs and categories 
of costs (or generation-related assets and obligations, consisting of 
generation facilities, generation-related regulatory assets, nuclear 
settlements, and power purchase contrMts, including, but not limited to, 
reslructurings, renegotiations or terminations thereof approved by the 
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commission, that were being coHected in commission-approved rates en 
December 20,1995, and that may become uneconomic as a result of a 
competitive generation market, in that these costs may not be recoverable 
in market prices in a competitive market, and appropriate costs incurred 
after December 20, 1995, for capital additions to generating facilities 
existing as of December 20, 1995, that the commission deternlines are 
reasonable and should be recovered, provided that these additions are 
necessary to maintain the facilities through Occember 31, 2001. These 
unc<:onomic costs shall be recovered from all customers on a 
nonbypassabJe basis and shall: 

"(a) Be amortized over a reasonable time period, including coUcction on 
an accelerated basis, consistent with not increasing rates (or any rate 
schedule, contract, or tariff option above the levels in effect on 
June 10, 1996; provided that, the recovery shall not extend beyond 
December 31, 2001, ... [with stated exceptions) 

I/(b) Be based on a calculation mcchanism that nets the negative value of 
all above market utility-owned generation-related assets against the 
positive value of all below n\arket utility-owned generation related 
assets. For those assets subject to \'aluatiotl, the valuations lIsed for 
the calculation of the uneconomic portion of the net book value shall 
be determined not later than December 31,2001, and shall be based 
on appraisal, sale, or other divestiture. The commission's 
determination of the costs eligible for recovery and of the valuation 
of those assets at the time the asscls are exposed to market risk or 
letired, in a proc:eeding under Section 455.5, 851, or othen\'ise, shall 
be final, and notwithstanding Sc<:tion 1708 or any other provision of 
law, may not be rescinded, altered, or amended. 

"(C) Be limited in the < .. ,se of utility-owned fossil generation to the 
uneconomic portion of the net book value of the fossil c"pital 
investment existing as of January I, 1998, and appropriate costs 
incurred after December 20, 1995, for capital additions to generating 
facilities existing as of December 20, 1995, that the commission 
determines arC reasonable and should be recovered, provided that 
these additions are nccessary to maintain the facilities through 
December 31,2001. All 'going forward costs' of fossil plant operation, 
including operation and maintenance, administr.,ti\'e and general, 
fuel and fuel transportation costs, shall be rccovered solely from the 
independent Power Exchange Revenues or (rom contracts with the 
Independent System Oper.llor, provided that for the purposes of this 
chapter, the foHowing costs may be rccov('fabJe pursuant to this 
section: 
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"(1) Commission-approved operating costs (or particular utility
owned fossil powerplants 01' units, at particular limes when 
reactive power/voltage support is not yet procurable at market
based rates in locations where it is decrned needed (or the 
reactive power/voltage support by the Independent System 
Operator, pl'()vided that the units ate otherwise authorized to 
recover market-baSed rates arid provided (urther that (or an 
electrical ~()rporatioIl that is also a gas ~orporatioJ\ and that 
serves at least (our nHlJion custotl\ers as of [)e(ember 20,1995, 
the comnlisston shall allow the elet: trica I corpOration to retain 
any earnings (rom operations of the reactiVe power/voltage 
support plants or units and shalll\ot tequirethe utility to apply 
any portiol\s to offset recovery of transition costs. COst recovery 
under the cost recovery mechanism shall end on December 31, 
2001. 

"(2) An el~tricat corporation that, as of l)e(embet 10, 1995, served 
at least (our million customers, and that was also a gas 
corporation that served leSs than (our thousand customers, may 
recover, pursuant to this section, 100 percent of the uneconomic 
portion of the (ixed costs paid under fuel and fuel 
transportation contracts that \vere executed prior to December 
20, 1995, and were subsequently determined to be reasonable by 
the commission, or 100 percent of the buy-down or buy-out 
costs assOciated with the contracts to the extent the costs are 
determined to be reasonable by the commissIon. 

"(d) Be adjusted throughout the period through March 31, 2002} to track 
<lc('(ua} and re~overy 01 costs provided {or in this subdivision. 
Recovery of costs prior to December 31, 2001, shall include a retum 
as provided (or in Decision 95·12-063, as modified by Decision 96-01-
009, together with associated taxes." 

In building this framework, it is also useful to consider the Preferred Policy 

Decision. AB 1890 reflects several fundamental concepts articulated in the Preferred 

Policy Decision~ in particular the concepts of nelling economic and uneconomic costs, 

and minimization of transition costs: 

"This netting 01 excess costs and benefits fairly reduces the overall level o( 
the utility's transition costs. This netting 01 economic and uneconmic 
assets is also a partial way of compensating ratepayers for the loss of 
continued dedication to public use 01 economic assets. 

"Offsetting uneconomic assets with economic assets is fair in another 
sense .•. The- rate (or electricity is thus an average reflecting the costs of 
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both low-cost (economic) and high-cost (uneconomic) assets. It would 
obviously be unfair if, as part of our restructuring, we were to require 
customers to pick up the costs of high-cost generation without at the same 
time accounting for the benefits of low-cost generation. " (Preferred Policy 
Decision, mimeo. at 118, 119.) 

Section 367(d) spedficaHy refers to the rate of return adopted in the Preferred 

Policy Decision. In discussing the principles underlying that reduced rate of relurn, we 

determined that ratepayers should benefit (rom transition cost recovery and that 

shareholders should r«over lower revenues as transition costs than they would under 

traditional regulation. In particurar, we determined that 

the assurance of full recovery gives the utility no incentive to minimize 
transition costs. This is counter to our goal of keeping transition costs as 
low as possible, but it has even Worse implications. If the utility is 
indi(ferent to the level of transition costs, it would in tum have an 
incentive to bid low in offering its generation assets' output to buyers in 
the Power Exchange, with the forseeable e((eels of depr('ssing the market
dearing price, squ('ezing the profit margins of COn'lp('titors, and further 
increasing transition costs. 

4. Need for Forecast of Transition Cost Amounts 

PU Code § 370 provides: 

The commission shall require, as a pr('requisite (or any consumer in 
California to engage in direct transactions permitted in Section 365, that 
beginning with the commencement of these direct transactions, the 
consumer shan have an obligation to pay the costs provided in &ctions 
367,3681 375, and 376, and subject to the conditions in Sections 371 to 374, 
inclusive, directly to the electrical corporation providing electricity scn'ice 
in the area in which the consumer is toe.lled. This obligation shall be set 
forth in the applicable rale schedule, contrad, or tariff option under which 
the cllstomer is receiving service from the electrical corporation. To the 
extent the consumer does not use the electrical corporation's (acilities for 
direct transaction/-the obligation to pay shall be confirn\ed in writing, and 
the customer shall be advised by any clcctridty marketer engaged in the 
transaction of the requirement that the customer execute a confirmation. 
The requirement for marketers to inform customers of the written 
requirement shall ('case on January 1,2002. 
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At the request of the ALJ, parties briefed the impact of this section on the need 

for forecasts of the transition cost obligation. Parties agree that, in general, there is no 

need for a forecast of either the total amount of transition costs or a particular 

customer's obligation. As discussed in D.96-12-077, D.96-06-060, and 0.97-08-056, the 

rate freeze has created the concept of headroom, which results in the actual rate (the 

CTC) being computed residually. Because this rate is determined on a residual basis, 

there is no need to adopt specified transition cost forecasts or rate levels, as was 

originally conceived in the Preferred Policy Decision. In general, then, the actual 

transition cost amount will be determined from recorded levels, rather than forecast 

levels. On January I, 1998, the recorded transition costs (ound eligible for transition cost 

recovery by this Commission will be debited, as appropriate, into each utility's 

transition cost balancing account. Revenues accruing (rom the erc, the market, and the 

rate reduction bonds will also be tracked. As market valuation occurs for generation 

assets, corresponding credits will be booked into the transition cost balancing account. 

Thus, the need (or forecasts, ah,tays a contentious process, is avoided. 

The notice requirement of § 370 does not require a specific forecast of transition 

costs, but rather the notification that such charges will be made. As the Farm Bureau 

explains, § 370 should be read in conjunction with other components of the cost 

recovery plan set forth in § 368. Becallse § 368(b) requires that individual cost 

components be separately identiried, the erc mllst be residually established. Such a 

residual calculation, together with the rate freeze at June 10, 1996 Ic\'els, therefore 

precludes specifying particular amounts. If transition cost amounts are forecast and 

then aHocated to each rate schedule, contract, and tariff option, the sum of CTC and 

other rate components, each of which would be allocated independently, based on 

different a1location melhodologies, may be above or belO\",' the frozen rate levels. In 

addition, § 367(e)(I) requires that transition costs be alJoc.lted among customer classes, 

r.lte schedules, contract rates, and tarift options in substantially the samc proportion as 

similar costs arc 1"l."Covered as of June 10, 1996. We concur that the necessity (or (orecasts 

o( transition cost amounts is eliminated by the rate freeze and the residual calculation of 

the eTc. \Ve will require that each utility implement dear, siraighifon .. ·ard language in 
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its tariffs, which notifies the direct access customer of the obligation to pay transition 

costs, consistent with our directives in D.97-06-060.1! 

5. Transition Cost Eligibility and Policy Issues 

Generally, the utilities assert that all costs identified in their applications are 

recoverable as a matter of law under AB 1890. Several intervenors maintain that the 

Preferred Policy Decision specifically identified the cOIi.cept of cOJl:lpetitive neutrality 

regarding transition cost recovery and assert that costs which must be recovered by 

competitors in the marketplace should not be aHorded transition cost recovery. 

PG&E maintains that because every category o( costs in its applications is either 

included in rates today or explicitly provided (or in AD 1890, the Commission must 

determine that these costs are eligible (or recovery as transition costs as a matter 01 law. 

MoreOVer, PG&E contends that it is not required to prove the lacts assodated with its 

claims for recovery to recOVer these costs, but that other parties must disprove these 

facts in order to advance their fact-b3sed arguments against recovery of certain 

categories of costs. PG&E believes that if a cost is a generation-related cost Or obligation 

and the cost is not an operating cost of a non-must-run fossil plant, the costs must be 

dccn\ed eligible for transition cost recovery. PG&E contends that we do not have the 

authority under AD 1890 to declare that certain costs or cost categories are ineligible (or 

transition cost recovery, because all such costs satisfy the test of eligibility described 

above. 

PGkE believes that the concept of competitive neutrality should not enter into 

the determination of Iransition cost eligibility. PGkE states that transition cost recovery 

is allowed because the utilities are now required to adjust to a new regulatory 

11 D.97-06-060 d('SCribcd two limited exceptions to the need lor 10rtX'asts 01 transition cost 
amounts 10f deparling load customers in order to c.lkulate penalties lor failure to pay ere Of 
lailure to provide notice of dep,ulurc Irom the system. FOftX'asls of customer transition cost 
obligations fOf these limited purpo5('S will be determined in a later decision. Second, after 2001, 
transition cost obligations will decline significantly. D.97-06-060 recognizes that son\e 
customers may wish to resolve further ere payments at that time. 
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framework, unanticipated when resource investment decisions "'ere contemplated and 

because, until market valuation, the utilities are required to sell their plant output to the 

Power Exchange and are subject to administratively determined mtes of return. 

Furthermore, PG&E declares that many of the competitors expected to 

participate in the new market have various advantages and ways of recovering 

generation-related costs other than through Power Exchange reVenues. For example, 

QFs recover costs pursuant to long-term contracts and thus will not have to recover all 

of their "going lonvard costs" from the Power Exchange. In-state municipal utilities 

have certain tax advantages and franchises under which they recover a large part of 

their costs. Out-oE-state generators also have franchise custon\ers trom which large 

porlions of costs arc recovered. PG&E expects that these generators will not attempt to 

recover all of their sunk costs from the California market. 

Edison agrees that the policy guidelines established by the Legislature and this 

Commission must be adhered to without turther requirements being imposed. Edison 

argues that transition cost recovery was established to aHow (or recovery of costs 

associated with investmcnts in pJants and contractual Obligations incurred in order to 

provide reliable, nondiscriminatory service. Edison cxplains that the term "competitive 

neutrality" has been used out of context and is used in the Preferred Policy Decision to 

expJain only how the (oJleclion of ere will be applied among cllstomers, but does not 

refer to the various intervenor proposals that transition ~ost eligibility must exdude any 

costs that any of a utility'S competitors must recover (rom the market. 

SDG&E, too, agrees that the only relevant standards of eligibility are those 

expressed in AB 1890, which arc consistent with the Preferred Policy Decision, and 

states that the cost categories that are the (OCliS of other parties' concerns are all costs 

that are reflected in Commission-approved rates as of December 20, 1995. Srx:;&E 

contends that costs that may not have been recovered in rates are spedfically provided 

for under either AD 1890 Or the Preferred Policy Decision; e.g. employee-related 

transition costs, restructuring implementation costs, and BRPU buy-out costs. Thus, 

SDG&E contends there arc no factual issues associated with eligibility, only with 

reasonabfcness and quantification. 
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As a matter of poHcy, the intervenors dispute the utilities' interpretation of 

eligibility. ORA strongly recommends that our policies be based on the idea that 

competition begins on January 1, 1998, rather than at the end of the transition period. 

ORA explains that the primary goals of its policy regarding restructuring are to ensure 

that the new electric markets work properly and that market forces operate to discipline 

and minimize the utilities' expenditures for transition costs. ORA therefore 

recommends that cost recovery [or must-run plants should come [rom the must-run 

agreements wHh the ISO and any relevant Power Exchange revenues, rather than from 

transitioJ'l cost recovery, and that the "going fon\'ard costs" of non-must-run plants 

must be recovered from competition in the market. 

ORA asserts that determination of eligibility is not guaranteed, but is a multi-

step process. ORA recommends that we consider the follOWing threshold questions: 

1. Is the cost category identified as eligible (or transition cost recovery? 
2. If eligible, arc the costs in this category uncconon\ic? 
3. Should these costs be classified as going fonvard costs (or which 

recovery must come only through market revenues? 
4. If a cost category is eligible and uneconomic, should recovery of this 

cost be accelerated? 
5. What return should be authorized on the unamortized portion of the 

cost? 
6. Does a specific cost item (as opposed to a cost category) meet the 

criteria required by AB 1890 or by the Commission? 
7. \Vould inclusion o[ a c.ltegory of classes exacNbate horizontal or 

vertica I market power issues? 

ORA agrees that several cost categories are clearly eligible [or recovery as 

tr.mslion costs. These include ongoing QF contract costs, sunk nuclear costs and 

incremental cost incentive pricing (lCIP) costs, transaction costs of di\'esting power 

plants, and transmission assets deemed generation plant (i.e., step+up transformers and 

generation radial tie-lines) by the Feder.,l Energy Regulatory Commission (FERC), 

TURN asserts that there are important policy issues that must be determined by 

this Commission, despite the guidance provided by All 1890. TURN contends that the 

broad introductory language of § 367 must be interpreted consistent with the specific 

Jimil.ltions prOVided in later portions of that section, particularly the prohibition in 
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§ 367(c) against recovering "going forward costs" from other than market revenues. 

Secondly, TURN recommends that the Commission consider the issue of economic or 

uneconomic assets on an overall basis; that is, if a generation facility is likely to be 

economic on an overall basis, specific costs associated with that plant should not be 

eligible for treatment as transition costs. 

FHA recommends that several guidelines be adopted to determine eligibility 

criteria, including that the costs eligihle (or transition cost recovery must be prudent, 

that the basic purpose o( such recovery is to mitigate the utilities' potential losses, that 

sunk transition costs nlust be supported by Commission decisions, that the utilities 

must mitigate their stranded costs wherever possible, and that competitive neutrality 

should be an important consideration. 

CIU recommends structuring our policy regarding transition cost recovery to 

ensure that recovery is closely examined acoording to the underlying principle o( 

competitive neutrality. CIU (urther explains that the limitations placed on transition 

cost recovery may lead to several costs claimed by the utilities that will not be 

recovered either in transilion costs or in distribution rates, and that this outcome is 

consistent with the mandates of the law. 

EPUC advocates that § 367 must be interpreted strictly and that the broad 

recovery alluded to in the first subdivision of § 367 is then limited by additional 

provisions regarding transition cost recovery, particularly in terms o( fossil generation 

al\d net book value, as discussed more fully below. EPUC agrees with PG&B that where 

the Rate Restructuring Settlement (referred to in § 368(h» conflicts with AS 1890, 

AD 1890 controls, but argues that the Rate Restructuring Settlement can provide 

guidance if there is ambiguil}' over what was intended by the statutory language. 

Enron believes that the prOVisions o( AD 1890 are intended to reflect a balance 

between the competing interests of ratepayers and shareholders and agrees that the 

(entral policy issue in Phase 2 is how the limitations expressed in AD 1890 wiJ] be 

applied to restrict the utilities' recovery of transition costs. Enron agrees with CIU that 

the concept of competitive neutrality is central to the principles delineated in the 

Preferred l>olicy Decision regarding transition cost recovery. 
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5.1. Dlscussloll 

\Ve arc mindful of the rote of these proceedings: the Preferred Policy 

Decision has been issued; AB 1890 has been signed into law. The purpose of tht'Se 

proceedings is to implement the mandates of the various code sections, and where 

applicable, the requirements of the Preferred Policy Decision. We fully agree with 

Edison that this decision must execute legislature's intent as expressed throughout the 

many PU Code sections added by AB 1890. However, we strongly disagree with the 

general assumption, as expressed by SDG&E that: 

In both the Preferred Policy Decision and AB 1890, the Commission 
and the Legislature expressed their unequivocal intent that it is 
both appropriate and necessary that utilities should recover all o( 
their uneconomic costs associated with the transition to a 
competitive market. (SIX.;&E opening brief, p. 4) 

h\ actuality, the utilities ate merely allowed the opporltlllity (0 recover stich 

costs, which ate identified and determined by this Commission. The Legislature did not 

intend that we abrogate our authority in making such determinations. \Vhile we 

acknowledge the underlying principle that utilities should be allowed a (air 

opportunity to fully recover the uneconomic costs associated with generation-related 

assets and obligations, we must aJso recognize the Legislature's stated goats of 

implementing competition in the generation market and thereby allowing customer 

choke. 

Our policy determinations are based on the tenets of the law and our 

preference for moving towards a competitive market as quickly as possible. As a 

general matter of public policy, we will balance the interests of both ratepayers and 

shareholders, whUe at the same lime ('nsuring the viability of the nascent competitive 

marketplace. Our goal is to provide the utilities with a fair opportunity (or (ull reco\'cry 

of transition costs and to ensure that recovery of "going fon\'ard costs" is appropriately 

limited, consistent with the law. In this way, we will provide the utilities a (air 

opportunity to ('cO\'e( uneconomic costs, as required by law and policy, without 
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impacting the competitive market and thereby insuring that recovery of transition costs, 

to the extent possible, will not decrease the competitive options available to customers. 

\Ve do not agree with Edison's contention that it is reasonable to 

aggregate fossil generation costs and revenues, in terms of tracking transition cost 

re(overy. Instead, the assessment of whether assets and costs arc economic or 

uneconomic must be made on an asset-specific basis. This methodology is required in 

order to carry out the netting prindplei therefore, if a generation facility is likely to be 

economic on an overall basis, specific costs associated with that plant will not be eligible 

lor treatment as transition costs. This principle has been debated thoroughly; indeed, 

we expressed our intent in this regard in 0.97~06-060. A careful tracking of eligible 

transition costs and accrued revenues is necessary to ensure that we can confidently 

track recovery on an asset-specifk basis. In order to apply the guidelines delineated in 

0.97-06-060, such detailed tracking is required. \Vhile § 367(b) requites a netting 

calculation, this certainty does not preclude asset-by-a5.-"Ct transition cost tracking, as 

Edison assumes. The expeditiousl orderly recovery of transition costs, described in 

§ 33O(t) requites this approach. 

6. DEtffnltlons 

There is some argument as to basic definilions to be applied in this proceeding. 

Net book value has been defined in the Preferred Policy Decision and is uscd l but not 

dcfimxt in AB 1890, specifi('ally § 367(c). The term "sunk costs" is not defined in the 

Preferred Policy Decision, and is used only peripherally. It is neither used nor defined 

in AB 1890. PG&E suggests that defining such terms is not necessary at this time. \Ve 

disagree. In such a ~ontpJicated proceeding, it is pr~'gmatic to ensure that all parties usc 

the same terminology and understand such terms with particularity. By defining critical 

terms, we ensure that we are cOfCtXtly applying the policy principles and foundation 

established in AB 1890 and the Preferred Policy Decision and at the same lintel dispose 

of several ~ontenliolls issues. 
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6.1. Net Book Value 

Section 367(c) provides that uneconomic costs shall be "limited in the case 

of utility-owned fossil generation to the uneconomic portion of the net book value of 

the fossil capital investment exisling as of January I, 1998./1 Net book value was defined 

in the Preferred Policy Decision as fonows~ 

By "net book value,'" we mean the original cost recorded in the 
company's books for a particular asset less any accumulated 
depreciation and adjusted for deferred ta:(es, and any other asset or 
liability account which relates to the asset. (Preferred Policy 
Decision, mimeo. at 114, footnote 41.) 

While PG&E does not believe it is necessary to adopt common definitions 

of these accounting terms, PG&E, Edison, SDG&E, and FEA recommend that this 

definition be used in determining transition costs. PG&E beJieves that this definition is 

consistent with § 367, but states that net book value does not encompass all of the costs 

that are eligible for tr.lllsition cost recovery. In its Phase fA poHcy briel, Edison clarifies 

that the phrase "any other asset or liability account which relates to the asset" would 

include all plant-related regulatory assets and liabilities, decommissioning, and 

deferred tax assets and liabilities. \Vhile Edison llsed the term "net book value" in 

A.96-08-006 in the more narrow sense as it is (omn\only defined, Edison now 

recommends that this definition be used only with the explicit recognition that costs 

included in the broader definition were eligible for rc<:overy. 

I'EA recommends that the term include related decommissioning costs 

and costs of remova1, as well as capital additions to gel\erating facilities existing as of 

December 20,1995, that the Commission determines arc reasonable and should be 

recovered. ORA recommends that net book value be defined as the Cuny audited 

original costs recorded in each company's books for particular generation and 

generation-related plant, tess any accumulated depreciation and adjusted for deferred 

taxes. 

UPUC recommends that net book value be defined according to its 

common usage, i.e., as the origin.:lI p1ant-in-service accounts cos.ts less accumulated 
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reserves for depreciation and amortization. EPUC believes that net book value is only a 

portion of "sunk" costs and is the definition underlying the language used in § 367(c). In 

its Phase lA brief, EPUC explains that for purposes of AB 1890, net book value should 

not result in an amount that exceeds the original cost of an asset less depreciation and 

amortization. EPUC states that this ~ounterintuitive result could occur if the overly

broad definition used in the Preferred Policy Decision is applied. For example, 

including other assets or liabilities associated with the plant (e.g., regulatory assets) or 

including gOing forward costs could lead to a higher value used to determine net book 

value. EPUC argues that the statute nlust govern and therefore the use of broad terms 

such as "any other asset or liability ac<'ount which relates to the asset" would remove 

any meaning from § 367. EPUC further maintains that language in the Rate 

Restructuring Settlement can be used to clarify the Legislature's intent and that because 

the Rate Restructuring Settlement specifically distinguishes beh, .. een the "net book 

value of fossil capital investment i
} and that of "fossil gencration~related regulatory 

assets," the fact that § 367(c) (I) omits the latter phrase demonstrates the intent to limit 

fossil generation recovery to solely the net book value. 

As discussed in the Phase lA policy bricls, CEC rc<:ommends that we 

adhere to the definition of net book value, adopted in the Preferred Policy Decision and 

states that this definition is fully consistent with § 367. CEC also recommends that 

unless explicitly authorized in AB 1890 or eligible for rc<:o\'cry as an obligation Or 

regulatory obligation, no going forward generation-related costs should be eligible for 

transition cost recovery. CLECA and CMA caution that adopting a definition does not 

eliminate the need to apply informed judgment to various cost catcgories, and 

furthermore, that this should be done on a ~asc-by-case basis. While CLECA and CMA 

agree with the Preferred Policy [A"'Cision's definition of net book value, they belie\'e that 

judgment must be applied to distinguish assets that arc dired]y related to the 

generation asset (rom those that are indirectly or remotely rdated. 

\Ve will adopt a definition of net book valuc, but agree with CLECA and 

CMA's recommendations; i.e., we wiJ] apply informed judgment to the various cost 

categories for which the utilities seek transition cost recovery. \Ve agree with Edison 
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that the Legislature has forged California's electric r~Slr\lcturing policy in the context of 

the Commission's work in this regard, as acknowledged in § 330(d). lVhef(' specific 

terms are not defined, we must appl}' our broad knowledge of ratemaking principles 

and policy to interpret the statute in our administrative role to "supervise and regulate 

every public utility in the State and ... do all things, whether specifically designated in 

this part or in addition thereto, which are necessary and con\'enient in the exercise of 

such power and jurisdiction.1I (§ 701.) In this instance} it is reasonable to assume that the 

legislature's intent in using the term "net book value" was based on the more narrow 

definition, because it refers specifically to the net book value of fossil capital itwt'sfmellt. 

However, because § 367 begins with a (ecitation of our duties in 

determining those costs and categories of costs for "generation-related assets and 

obligations, consisting of generation (acilities, generation-related regulatory assets, 

nuclear settlements, and power purchase contracts ... ," it is unambiguous that such 

assets \ ... erc intended to be eligible for transition cost (ecovery_ \Ve will apply the 

definition of net book value as original cost less accumulated depredation and 

amortization in determining eligibility of various costs and cost categories for transition 

cost recovery, but will do so using the informed judgment and careful review 

recommended by CLECA. In order to implement this policy, we will fully and 

appropriately account for the impact of deferred taxes on the net book value 

qua nti (iea t ion. 

6.~. Sunk Costs 

PG&E defines sunk costs to include gener.llion-related costs that have 

occurred in the past, such as investm.ents in generation-related plant and regulatory 

assets, or cue fixed gener.ltion·related future obligations, such as fuel transportation 

costs and decommissioning costs. Edison thinks that sunk costs and net book value are 

equivalent terms, as provided in the Preferred Policy Decision; furthermore, Edison 

states that becausc AB 1890 docs not usc this term and because the statute governs 

which c(llegori('s of costs should be recovccable as transition costs, it is not necessary to 

define this term for purposes of this proceeding. SDG&E believes that sunk costs 
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include not only the net book value of non-nuclear generation and generation-related 

assets, but also obligations such as the unavoidable expenditure of funds for purchase 

power contracts and for other commitments related to generation operations. 

ORA slates that sunk costs are costs incurred in the past, which are non

recurring and best reflected by the net book value of utility assets. FEA asser's that sunk 

costs arc generation-related costs that are fixed and unavoidable, but arc not necessarily 

synonymous with transition costs that arc to be rctorded through the transition (ost 

balancing account. FEA cites examples of sunk costs, including the original costs of 

generation facilities Jess depredation, regulatory aSsets and liabilities which represent 

(osts or obJigations incurred in the past but which have not yet been fully re(Qveroo in 

rates, and generation-related costs associated with existing plant investments that will 

be incurred in the future, such as non-nuclear decommissioning costs. 

CIU recommends that sunk costs in this context should be defined as 

capHal costs only, using the net book value as of December 31, 1995, brought fonvard to 

January 1, 1998, and cites 0.89-12-016 as defining sunk costs as those that have atready 

been invested in plant. (34 CPUC 2d 55~ 62.) Thus, CIU believes that PG&E's definition 

of sunk costs is too broad and that, although certain (uture costs arc recoverable as 

transition costs pursuant to AS 1890, those costs cannot be considered sunk costs since 

they have not yet been invested in plant. EPUC states that sunk costs arc those non

recurring generation facility, generation-related regulatory asset, nuclear settlement, or 

purchase power contract costs that were incurred and avf.horized for recovery in ratcs 

prior to December 20, 1995 and which were reflected in rates cCfective on June 10, 1996, 

with the caveat that none of these costs may be classified as "going forward" costs. 

EPUC believes that sunk costs and net book value are not synonymous and morcover, 

this definition is 110t relevant (or transition cost eligibility purposes. EPUC recommcnds 

that we rejed SDG&E's proposed definition of sunk costs because it is so broad as to 

render § 367 meaningless. 

As addressed in the Phase lA policy briefs, CEC defines sunk costs as 

those costs incllrred in the past, in contr.lst to incremental "nd imputed costs. Such costs 

appear in accounting records, but are irrelevant for future oper,lting decisions of the 
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company. CEC agrccs with ORA that sunk costs and net book value should be uscd 

synonymously. CLECA and CMA think that aclopling a definition for sunk costs is not 

useful in this context, particularly because it is not used in AB 1890 and appears to be 

used synonymously with net book value in the Preferred Policy Decision. CLECA and 

CMA stress that just because a cost is categorized as sunk does not automatically mean 

that it is eligible for CTC recovery. 

\Ve agree that, in this casc, it is not particularly advantageous to adopt a 

definilion of sunk costs. This term Was used only peripherally in the Preferred Policy 

Decision and was not used at all in AS 1890. It is more useful simply to define the terms 

that are actually used in the statute, but in order to establish a commonality of terms in 

this procccding, we will define sunk costs as those which have already been expended 

(or capital investment purposes. In D.97-05-088, we implicitly defined sunk cosfs when 

we stated, lithe sunk costs for which PG&H now seeks recovery represent its 

undeprcciated capital costs in the plant.'J (D.97-05-088, mimeo. at p. 31.) We explidtty 

defined sunk costs as "costs which are already incurred that can no longer be avoided 

or reduced through a curtailment or reduction of output or by providing other means of 

furnishing the service." (fd., p. 41.) 

6.3. GOing F()rward Costs 

In general, recovery of going forward costs must be achieved by means of 

market re\'cnues. The term "going forward costs" is used in § 367, but is not defined by 

the legislation, which states that I/(allt/going forward costs' of fossil plant operation, 

including operation and maintenane~, administrative and general, (uel and fuel 

transportation costs" must be recovercd through market revenues or ISO contracts, 

with cerlain import<,nt exceptions. Seelion 390(g) addresses short-run avoided costs and 

also uses the term "going (orw.ud costs:" 

The term "going (orward costs" shall include, but not be limited to, 
all costs associated "'ith (uel transportation and fuel supply, 
administrative and general, and operation and maintenancej 
provided that, for purposes 01 this section, the foUowing shall not 
be considered "going forward costs": (I) commission-approved 
capital costs (or <'<'pit<') additions to fossil-fueled power plants, 
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provided that such additions are necessary for the continued 
operation of the power plants utilized to meet load and such 
additions are not undertaken primarily to expand, repo\\ter or 
enhance the efficiency of plant operations; or, (2) commission
approved operating costs {or particular utility-owned power plant 
units and at particular times when reactive power/voltage support 
is not yet procurable at market-based rates in locations where it is 
needed, provided that the recovery shall end on December 31, 2001. 

Edison points out that going fon\tard costs can only be incurred by 

investor-owned utilities when those utilities are proViding fossil-fired electric 

generation, beginning on January 1, 1998. Edison also states, however, that the utilities 

will incur certain fossil generation-related cosls on and after January 1, 1998, regardless 

of whether they are still providing fossil generation to the market, including 

environmental compliance costs. pensions, and ('crtain post-retirement benefits which 

must be proVided even if all gas-fired generation were to ('case. 

EPUC argues that going forward ('osts ate not limited to only incremental, 

variable costs or expense-related, non-capital cosls, but thai the statute implies that all 

going forward costs, both fixed and variable, arc to be excluded from transition cost 

rtXoveryi i.e., all tosts that arc nC(cssary (or the continued or (uture operation, 

maintenance or termination of the (acility must be rtXovered (rom Power Exchange or 

ISO revenues. 

Again, we must define going (onvard costs for purposes of ensuring that 

transition cost recovery is in compliance with the law. As in our discussion of net book 

value, We will usc the context of the Prderred Policy Decision to inform our 

understanding and interpretation of AB 1890. \Ve define going lorward costs as all costs 

necessary to conHnue to oper"te the plant or unit. Going forward costs may include 

both fixed and variable costs. This interpretation most closely matches the standards 

articulated in the statute and our own preference for market r«overy of such costs. 

In D.97-08-056, our unbundling decision, we found that the definition of 

"going (onvard costs" was not limited to incremental costs and We recognized that. 

over time, all suc(,essful competitors must recOVer all costs, including fixed costs. It is 

(or those re,lsons that we declined to allocate an fixed costs to distribution cHstomers, 
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which would then create a competitive advantage for the IOUs. (D.97-08-056, mimeo. at 

pp. 22-23.) Therefore, going forward costs will be defined as all costs that are necessary 

for the continued or future operation of the pJant or unit, and include, but are not 

limited to, aU costs associated with fuel transportation and fuel supply, administrdtive 

and genera], and operation and maintenance, with the statutory exceptions established 

in § 367(c)(l) and (c)(2).u 

6.4. Must·run Generating Plants 

As CIU explains, Umust-runll has been uscd as a general (erm to 

distinguish generating plants (or units within plants) that must be available to provide 

energy 01 ancilJary services (in particular, reactive power/voltage support, one of a 

number of ancillary services) on a localized basis in order to maintain grid reliability.u 

Several aspects to the must-run determination must be considered. First, units [nay be 

deemed must-run for locational purposes; i.e., these units are within an area 

constrained due to transmission congestion and must be run to provide energy within 

the constrdined area because sources of generation outside the constrained area do not 

have access to that area, bccause of transmission congestion. 

Second, units may be deemed must-run for reliability purposes. These 

units provide voltage control and reactive power. These unils are designated must-run 

for reli.,bHity purposes due (0 the requirements of the grid system (or voHage and 

stability. To add to the con'pJexity, units may serve dual functions. FERC has confirmed 

that the ISO should determine which plants are needed to provide reaclive 

power/voHage support and when, because the ISO "will have the necessary 

information and technical expertise to make the determinations, and it will have no 

U In D. 97-09-048, our dC'Cision on ~apital additions, we determinoo that capital additions 
o<xurring after J.muary I, 1998 to must-run plants shou1d be recovered from payments under 
the ISO reliability contracts or Power Exchange revenues. 

U We distinguish here bctwccn must-run and must-take resources. Must-take resources were 
defined in the Preferred PoJicy Decision and include QFs, nuclcar, hydro-spj)), and preexisting 
power purchase contracts with minimum take requirements. 
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incentive to discriminate among generators." (Pacific Gas aud Electric CompauYI 77 I~ERC 

1161,265, D('('ernbcr 18, 1996).14 

On March 31, 1997, the ISO Trustee submiUed descriptions of three types 

of Pro Forma Master ~fust-Rlln Agreements as part of its Phase II filing at FERC. Thc 

agreements atc identical (or PG&E, Edison, and SDG&E. As stated above, the ISO will 

determine which plants arc r\lust-run. According to the Phase II filing, the ISO intends 

for the must-iun agreements to bc temporary measures to be replaced as soon as 

pOSSible by purchases either by sOlicitation or through the open market. The ISO 

recommends that it be authorized to tcrminate any must-run agtcen\ent upon 90 days' 

notice if it finds a less expensivc source to supply this reliability power. It is important 

to emphasize that FERC may, of courSe, reject or modify these recommended 

agreements. However, it is pertinent to (onsider the interaction of Stich contracts and 

transition cost recovery. As a general rulc, j( the ISO agreements allow (osts to be 

recovered as an ISO expense, they should obViously not be recoverable as transition 

costs. 

Under all three agreemcnts, the designated must-run units reCeive 

payments for start-up, fixed, and variable costs. Fixed costs include both a portion of 

existing rate base and incremental capital costs deemed acceptable by the ISO. \Vc 

described these proposals in 0.97--09-048: 

It FERC included the following dis<:ussion in its D\Xemb<'r 18, 1996 order: 

"Must·tun generating units: These are units that must be dispatched during 
(('rtain hours for rdiabilily purposes, regardless of the units' bids. As a result 
of. .. physical limitations, during those hours, markets are sub-divided and 
isolated. Must·run units could be considered an exlren'te case of horizontal 
market power where, due 10 system conditions, the geographic market is so 
rEXluccd that the system operator must run the units in order to satisfy demand 
that is assumed to be unresponsive to peke. The operators of these units would 
have market power bc<'ause there arc no other atrernaHves. Therefore, if they 
hJd n\Jekel-baS('() r.lles, they could bid vcry high prices and the ISO would have 
to dispatch them at those prices." (M. at pp. 62,076-77.) 

- 28-



A.96-08-001 ct at ALJ/ ANG/wav Ibwg * 

To summarize, the ISO proposes three lypes of reliability contracts, 
identified as Agreements A, B, and C. Agreement A assumes that 
the plant is economic and the ISO simply purchases needed 
resources at market prices. The owner can sell additional resources 
over and above the needs of the ISO (e.g., spinning reserves, 
voltage support, energy) into the Power Exchange. Agreement B 
provides for negotiated terms whereby the owner may have the 
right to collect reVenues above what it might otherwise get above a 
market-based rate. In particular, Agreement B provides for a fixed 
cost payment and operating cost payment up to 100% of the cost of 
providing the needed must-run services to the ISO. Agreement B 
allows the plant to operate during hours when not needed by the 
ISO, but credits most of the profits frOm such operations to the 
fixed cost component. Agreement C is a cost-oE-service contract for 
uneconomic units that must run (or reliability reasons and are not 
likely to run during other hours. The units under this agreement 
are prohibited from supplying power during hours when the ISO 
does not need them. (0.97-09-048, mimco. at p. 14.)'S 

As proposed, with a 90-day notice period, a plant owner may request a 

transfer to Agreement B or Agreement C. In addition, the ISO may transfer a plant to 

Agreement B or a negotiated version of that contract, on its own initiative, with 90 days 

notice. J( the ISO rcluses the owner's request, the existing agreement ends and the unit 

is no longer must-run. If the owner \"r'ishes to switch to Agreement B, the ISO can 

require that the owner negotiate to be paid any share of fixed costs that would be larger 

than would have been paid under Agreement A. 

On October 3D, 1997, FERC issued its "Order Conditionally Authorizing 

LimHed Operation Of An Independent System Operator And Power Exchange, 

Conditionally Authorizing Transfer of Control Of Facilities On An Interim Basis To An 

Independent System Operittor, Granting Reconsideration, Addressing Rehearings, 

Establishing Procedures and Providit\g Guidance," Pacific Gas and Ete<:tric Company, 

U We not£' that.m application (or r£'h£'aring of D.97·09-<»8 has 1>£'('n moo by PG&E. The 
determinations of this opinion do not prejudg£' the issues raised in that application for 
rehearing. 
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San Diego Gas & ElC'Ctric Company and Southern California Edison Company, Docket 

Nos. EC-96~19-001 et at, 81 FERC ~ 61,122, 1997). In this ordef, FERC provides interim 

and conditional authorization under sections 203 and 205 of the Federal Power Act to 

the ISO and the Power Exchange to commence their operations, including interim 

conditional authorization of markel-based rates (or the Power Exchange. 

FERC has accepted the pro (orma Must-Run Agreements (or the interim 

period, subject to certain modifications. I~ERC has required that the ISO (ile changes to 

the Agreen\cnts, as the ISO has proposed to do, by October 31, 1998, at which time 

FERC will fe-evaluate the Agrcements.u 

For our purposes, we need only define must-run units in terms of which 

operating costs of which plants are eligible for transition cost recovery, pursuant to 

§ 367{c)(I). Non-must-run plants ate those generating plants which are not required to 

be available by the ISO for reliability purposes. The specific language of § 367(c)(l) 

makes it dear that the only units to \ .. :hich the statute re(ers arc those units proViding 

reactive power/voltage support, i.e., those units whkh must be run to support the 

reJiability of the grid. \Ve note that the precise language used in § 367(c)(1) confirms the 

wording of the Preferred Policy Decision, in which \"le determined that it is necessary to 

"severely limit ... utilities' ability to obtain operating costs through the transition cost 

balancing account (or their nonnuclear units" and determined that "[t1he only operating 

costs eligible (or that account must be demonstrably necessary (or reactive powerl 

voltage conlro)," (Preferred Policy Decision, mimco. at p. 100.) In addition, we 

determined that it was necessary to limit tr,1nsition cost recovery of operating expenses 

in order to mitigate cross-subsidization and prevent ulilities (rom exploiting regulated 

U FERC has not yet ruled on the sc1cclion of must-run unils because the selection and criteria 
used fOf selecting units (or must-run Sl.ltus has not }'et been filed b}' the ISO. When this is filed, 
FERC will evaluate the seJection o( must-fUn units based on certain criteria, including an 
agreement in principle that the ISO should consider all costs when selecting units for must-fun 
status, including stranded costs. (Id.) 
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markets to obtain leverage in competitive markets. (Preferred Polic), Decision, mimco. 

at p. 102.) 

6.5. Obligations 

Both An 1890 and the Preferred Policy Decision reCer to "gcncration

related assets and obligations." Although not addressed to any extent in Phase 2, this 

term was defined by various parlies in Phase lAo Again, defining this term with 

specificity will assist us in our policy determinations. The Preferred Policy Decision 

specifically cites regulatory obligations as a category eligible for transition cost 

recovery. Regulatory oLHgations are 

"primarily related to various deferred costs and outstanding 
balancing account balances the utility has accrued under cost-of
service regulation. In most cases, We have already approved 
recovery of these costs, and they arc reflC(ted in outstanding 
balances of balancing accounts. Examples of these types of costs 
include deferred operating expenses, deferred taxes, unanlOrtized 
loss from sale of assets, unamortized debt expense, costs associated 
with issuing or reacquiring debt, and nuclear decommissioning 
expenses .... \Ve plan to evaluate specific account balances and 
determine the amounts that will be included as part of transition 
costs ... but Iltt'se amotllJls Sllould rclalt' ollly 10 "'f' generation as...(fls 
nIfty/ttl by this Ttslmclllr;ng. #I (Preferred Policy Decision, mimco. at 
pp. 133 - 134, emphasis added.) 

Contr.1ctual obJigations arc also defined in the Preferred Poticy Decision 

in conjunction with QF contracts and other power purchase agr~m~nts. Section 367 

refers to generation-related assets and obligations. Although "obligations" is not 

defined in § 367, again, we refer to the Preferred Policy IA-'<:ision to frame the context in 

which legislative discussions were held and to enlighten Ollr determinations. While AD 

1890 discusses contr.lctual Obligations specifically, we cannot infer that regulatory 

obJig,llions were intended to be excluded from transition cost recovery. In interpreting 

the statute, n'e will follow the California Supreme Court's guidance that: 

"Pursuant to established principles, our first task in construing a 
statute is to ascertain the intent of the legislature so as to cCfectuate 
the purposes of the law. In determining stich intent, a court must 
look first to the words of the statute themselves, giving to the 
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language Us usual, ordinary import and according significance, if 
possible, to every word, phrase; and sentence in pursuance oC the 
legislath'e purpose. A construction making some words surplusage 
is to be avoided." (Dy"a-Mt'd, Inc. v. Fair Employmelll and Housing 
CommissioJl (1987) 43 Ca1.3d 1379, 1386-1387,241 Cal.Rptr. 67, 70.) 

Furthermore, we have stated in 0.97-06-060 that because there is no 

specific reference to a(counting methodology in AB 1890, we rely on our knowledge of 

current raremaking practices, common sense and our duty to further the public interest 

in carrying out the mandates of the law. We Clnd that both regulatory obligations and 

contractual obJigations are eligible for transition cost recovery, in conformance with 

§ 367. However, we will carefully review each claim (or transition (ost recovery in this 

category to determine whether such assets and obligations are, in fact, generation

reJated, unavoidable, and uneconomic. 

7. 150 BasIs POints Mechanism 

The Pre(en'ed Policy Decision considered the recovery oi transition costs, 

including operating costs: 

II All other costs of running (fossil fueled] units, including capital costs not 
yet incurred, wi11 be subject to recovery through the prices received from 
the Exchange, with one limited exception. For those units that are 
primarily nceded for reactive power/voltage control, ilthe costs of 
running these units (including capital costs not yet incurred) excccd the 
Exchange dearing price, utilities may seek partial recovery of operating 
costs up to the year 2003, subject to performance-based ratemaking. until 
or unless market based prices (or reactive power/voltage control are set 
by the FERC. Further, if no recover}t for reactive power /voltage control is 
sought and the Exchange dearing price exceeds the costs of running these 
units (including capital costs not yet incurred), utilities may retain profits 
providing up to ISO basis points above their authorized return lor 
distribution rMe base. Any lurther profits will be used to reduce CTC." 
([,referred Policy Decision, mimeo. at p. 135.) 

\Ve determined in D.94-04-042 that the ISO basis point mechanism does not apply 

to non-must-cun units: 

"AD 1890 addresses capital additions, but is silent on the 150 basis points 
allowance described above, other than (or PG&E. Section 367{c)(I) 
provides that earnings from PG&E's re"ctive power/voltage support 
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plants or units will be retained by PG&H and not used to offset transition 
cost recovery. A question that arises is whether fossil units which arc not 
deemed needed for reactive power /voHage support. .. are eligible for the 
ISO basis points allowallce. Edison's and PG&E's applications reflect the 
position that these units are eligible. \Ve hold, however, that they arc not. 
(D.97-04-042, mimeo. p. 17.) 

• • • 
"\Ve intend that the ISO basis points allowance which was adopted in the 
Preferred Policy Decision will be applied only to fossil units which are 
primarily nceded for reactive power/voltage contro)." (/d" Conclusion of 
Law 3, p. 22.) 

PG&E filed a petition in A.96-07-009 el al. (the PBR proceeding related to 

generation assets) for re<:onsideration of this issue. \Ve affirmed oUr previous findings 

in D.97-07-037. \Ve have previously stated that we would not address the merits of this 

issue in this proceeding, but We will consider the calculation of the ISO basis points 

mC<'hanism and the interMtion of this nlechanism with transition cost rC('overy. 

7.1. The Utilities 

PG&E, Edison, and SDG&B are not claiming the ISO basis point 

mechanist'll for their must-tun plants at this time. As discussed above, the devc!opment 

of this incentive or a similar incentive which ",·ould apply to I'Ion-must-run plants is to 

be determined in another proceeding. To the extent that such an incentive is applicable, 

PG&E recommends that the amount be determined at the time of market valuation 

based on costs tracked in plant-specific memorandum accounts. Edison and SDG&E 

recommend that the incenH\'e be c"kulated annually if market revenues exceed 

incremental costs. Edison would include the calculation of an incremental capital cost 

credit prior to the applk'ltion of the 150 basis point mechanism. 

7.2. Intervenors 

ORA recolllmends that any portion of the 150 basis point mechanism 

ullimately authorized in the PBR proceeding should be applied only after accounting 

(or all going fonvard costs. TURN supports ORAls position and particularly 

emphasizes that the ISO basis points should be applic'd only after the uti1ity recovers all 

of its operations and maintenance al)d fuel costs. TURN further recommends that no 
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150 basis point allowance should be paid (or any plant asset if the utility is recovering 

any {uel-related costs (or that plant in the transition cost balancing account. CIU 

believes that developing an implementation procedure here is prematurel since it is 

unknown whether the substantive mechanism (as proposed by the utiHties) will be 

approved in the generation PBR procccding. EPUC recommends that this mechanism 

not be allowed (or either must-run or non-must-run plants. To the extent that such a 

mechanisn\ is developed l EPUC recornmends that the applicable amounts be 

determined at the time of market valuation based on costs tracked in plant-sIX·dfic 

memorandum accounts. 

7.3. Discussion 

\Ve have previously determined that the 150 basis point mechanism 

applies only to must-run units. While the utilities dispute this approachl the merits of 

applying this incentive to the non-must-run units is not being considered here. We 

agree with ORA and CIU that it is premature to develop an implementation 

otethodo!ogy at this time. If we reconsider this issue in the generation PBR proceeding, 

we can address implementation and interaction with transition cost recovery at that 

time. Howevcrl we provide some guidance in this area and find that should such an 

incentive mechanism be developed and adoptedl all going forward costs must be 

accounted {or with market revenues before any lype of incentive mechanism should be 

applied. 

8. Ratemaklng treatn'lent of gain Or loss on sale 

PG& E explains that the gain or loss on sale of depreciable assets has traditionally 

been flowed back to ratepayers through the depredation ccsen-e, while gains or losses 

related to non-depreciable properly havc been allocated to shareholders. PG&E believes 

that land must now be treated as deprcciable properly because of the language adopted 

in the Preferred Policy Decision and AB 1890. Thcreforc1 PG&E proposes that all gains 

and losses realized through 5<11('1 spinoffl or appraisal o{ generation assets, including 

Jandl should flow back to rdtcpayers by way of the tr.1nsition ('05t balancing account. 
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At the time of divcstiture, Edison proposes to deduct the transaction costs of the 

sale (rom the sale proceeds. Edison would then compare this net sales revenue amount 

to the unamortized sunk cost of the asset at the lime of sale to determine the net gain or 

loss on sale. Edison proposes to amortize this gain or loss on sale in the transition cost 

balancing account over the remaining months (ronl the time of sale to December 31, 

2001. Edison proposes that the unamortized portion of the gain or toss would be subject 

to the reduced rate of return and that the amortization would be accelerated according 

to the guidelines of 0.97-06-060. Edison believes this approach is consistent with the 

requirements of § 367(b), which states in relevant part that uneconomic costs shall "be 

based on a calculation mechanism that nets the negative value of aU above market 

utility-owned generation-related assets against the positive value of all below market 

utility-owned generation related assets." SOG&E agrees that the transition cost 

balancing account will prOVide the proper mechanism for netting the undcpreciated 

book value against the market value. 

Conceptually, we agree that the gain or Joss resulting (rom sale of assets, 

including land, should now flow through the transition cost balancing account, but we 

see no reason to adopt Edison's approach of amortizing any gain over the remaining 

months of the transition period. The gain should simply be credited to the transition 

cost balancing account and the appropriate subaccount closed out. 

\Ve arc currently authorizing auctions for assets undergoing dh'estlture. 

Pursuant to § 367(b), the valuation of these assets, in proceedings under §§ 455.5, SSI, or 

othenvise, is final. As we move forward with these auctions, ,\tc must carefully review 

the transactions to ensure that the maximum amount reasonable under the 

circumstances of the sale is obtained to o{(set transition cost recovery, as is our duty 

under of AB 1890. For those assets which arc retained by the utilitiesl we will develop 

market valuation procedures for appraisal, as discussed above. 

9. Transition Cost Ratemaklng and Market Power 

In 0.97-06-0601 wc adopted a transition cost balancing account for each utility 

and described ill general terms ho,v the recovery of various costs would be tracked in 



A.96-08-001 et al. ALJ/ ANG/wavlbwg * 

that account. In this decision~ wc discuss this recovcry morc spedfi('any~ particularly in 

terms of tracking the costs and rcvcnues rclated to plants designated by the ISO as 

necessary (or reacCi\'c power/voltage support and the non-must-run plants. As we have 

summarized, alleast initially, the utilities are expected to have some locational market 

power, and this expectation has resulted in three caU contracts being proposed to FERC. 

Agreements A, B, and C wete described in Section 6. According to the proposals made 

at FERC, the ISO could terminate an}' existing ISO contract with 90 days' nolice. 

The actual tracking and accounting for transition costs and re\'~nues associated 

with must-run units and non· must-run units is con'tplicatedj similarly, the issues raised 

in this area arc complex and interrelated. First .. we discuss transition cost ratemaking in 

tern\s of tracking and recording costs and revenues, recording net book value and 

depreciation, and applying various revenue crediting mechanisIi.\s. Next, we address 

the interaction of transition cost recovery and market power concerns in the context of 

transition cost ratemaking. We will explain the parties# positions in each of these areas 

and then discuss OUt deterrninations concerning transition cost ratemaking as a whole. 

9.1. Tracking and Recording Costs aiJd Revenues 

PG&E proposes that prior to market valuation, all market revenues tess 

operating costs be tracked in plant-spedfic memorandum accounts. At the time of 

market valuation, any credit balances resulting from operating profits ,,,,'ould be 

credited to the transition cost balancing account. PG&E states that it reserves the right 

to seek recovery of debit balances (or the must-run plants and would ask thai we 

review the reasonableness of such r('(overy. 

PG&E contends that based on the (ull context of § 367(c)(I), for fossil 

gener,lting plants, it is the uneconomic portion of the net book value of the capital 

inv~stment as of January 1, 1998i1 and necessary capital additions to maintain the 

facilities through December 31, 2001 found reasonable by this Commission, which arc 

recoverabre (rom all customers on a nonbypassablc basis. In addition, PG&E asserts that 

operating costs such as operation and maintenance (O&M), administrative and general, 

and fuel and (uel lr.msporti\lion costs are recoverable as transition costs if they are 
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incurred while providing must·run services for the ISO and the plant is otherwise 

authorized to recovery market·based rates. PG&E thus believes that the implication is 

that if ISO contracts do not adequately cover the fixed and operating costs, such 

recovery may be sought elsewhere, including through the transition cost balancing 

account. 

PG&E states that it has not created any subaccount in the transition cost 

balancing account to recover the operating expenses for non-must·run plants. PG&E 

intends to track fixed and variabJe operating costs and revenues for both must·run and 

non·must·run plants in separate memorandum accounts until market valuati01\ (Xcurs 

(or each plant. PG&:E proposes to track operating expenses for both non·ffiust·run and 

must-run plants based on actual, recorded fuel costs and to track other expenses 

according to allocations adopted in A.96-12·009 tI al. Trackhlg these costs and revenues 

will allow I'G&E to compute the credit amount, if any, to account (or revenues in eXcess 

of operating expenses (or both the must·run and non-must-run plants. PG&E proposes 

that the resulting credit, if any, accnle to the transition cost balancing account, but 

PG&E recognizes that it is at risk for costs to the extent that operating expenses exceed 

revenues for non-nlUst-run plants. 

PG&:E disputes CIU's contention that all capital costs associated with 

must·run plants with contracts with the ISO should be recovered only (rom the ISO 

revenues. PG&E contends that this would be contr.uy to § 367(c) unless it was assumed 

that such costs were C(onomic. PG&E maintains that CIU's concerns are based on 

whether the mixture of transition cost recovery and ISO revenues could lead to double 

recovery of these costs, which PG&E asserts arc ameliorated by its tracking proposal, 

since the ISO revcnues would be credited back to transition cost recover}'. 

Edison recon\n\ends hacking all costs and revenues in fossil subaccounts 

of the transition cost balancing account, based on rC(orded amounts. These entries 

,,,,'ould include all plant-related capital costs, O&M costs, fuel costs, dispatch costs for 

gas, and ISO and Power Exchangc revenues. Edison proposes to use recorded costs 

even (or those cost categories that arc subject to separ.lte reasonableness reviews and 

that may be subject to pending reviews when the entries to the tCclnsition cost balancing 
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account arc being determined. Edison believes this is necessary because costs must be 

recovered prior to December 31,1997 and such reasonableness reviews can be lengthy. 

However, Edison states that the costs to be recovered through the 

balancing account would not exceed the sum of costs eligible for recovery. Edison 

explains that its proposal includes the relevant costs associated with must-run units as 

part of the costs eligible for recovery through the transition cost balancing account and 

establishes a crediting mechanisn\ which includes the revenues (rom the ISO (or the 

must-run services. Edison recommends this approach because this methodology would 

not require modification i( the structure of the proposed ISO agreements should be 

modified by PERC. Edison contends that this proposal provides the opportunity to 

recover costs eligible lor transition cost rc<:overy, but there is no double recovery. 

Edis6n has proposed. a complicated revenue crediting mech3nism to 

ensure that all costs and revenues are debited and credited correctly. First, Edison 

defines net eligible transition costs {i.e., costs eligible (or tr;msition cost recovery) as 

plant-related sunk costs, incren\ental capital costs necessary to maintain the (acility 

through 2001, flxed fuel and (uel transportation costs (or contracts signed prior to 

December 20,1995, and Commission-approved operating costs (or must-run generation, 

net of the market value of emissions allocations and rC\'enues (ron\ gas sales. Once this 

determination is made, Edison proposes calculating three different credits: 1) (or both 

must-run and non-must-run units, a gas purchase credit, which is defined as the market 

(or dispatch) costs of gas less the actual variable costs of gas; 2) an incremental capital 

cost credit to be applied to the non-must run units, and 3) a PO\\'er Exchange/ISO 

revenue credit to be applied to the must-run and non-must-nm units. Edison proposes 

allocating the Powcr Exchange/ISO re"enues net o( going forward costs (or the non

must-run units first to the incremental capital cost credit, the ISO basis points earnings 

mechanism .. and then to the Po\\'er Exchange/ISO rc"enuc credit (non-must-run). For 

the mllst-run units, Edison proposes that Power Exch3nge/ISO revcnues net of going 

forward costs not found eligible for recovery through the transition cost balancing 

account be allocated to the Power Exchange/ISO revenue credit (must-run). The gas 

purchase credit, incremental c~lpital cost crcdit, and Power Exchange/ISO revenuc 
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credits are then added togelher. If this result is positive, the amount is credited to offset 

costs eligible for transition cost recovery. 

Edison contends that ORA's proposal to exclude sunk costs associated 

with must-run generating units (rom the transition cost balancing account has no 

applicabilit), to must-run generation undergoing divestiture. In addition, Edison 

contends that it is only the future avoidable costs of a unit rather than the sunk costs, 

that are relevant in deciding whether it is efficient to replace that unit with a new 

entrant; therefore sunk costs arc irrelevant in making economically efficient decisions. 

Edison agrees with CIU that § 367(c)(1) does not apply to Agreement C, because under 

this agreement, owners arc not aUowed to participate in the (ompetitive nlarket. Edison 

also agrees that the utilities should not have the opportunity to double recover costs, 

but believes this problem is averted by separately identifying the costs recoverable 

through the transition cost balancing account and then including the reVenues received 

under the ISO must-run contract as a form of revenue in determining the Power 

Exchange/ISO revenue credit. 

SDG&E proposes to record must-nm costs and revenues in the transition 

cost balancing account while under Agreen\ent A or until such time as Agreenlcnts B 01' 

C become available options. At that time, the ac(ounling treatment would change to a 

memorandum account to be trued·up as part of the market valuation process. SDG&E 

proposes that the (osts be audited and the revenue treatment be reviewed annually for 

those costs and revenues receiving balancing account treatm.ent. SDG&E states that 

must·run costs should include those fixed costs required for maintaining plant 

availability requirements and the variable costs incurred as the units are dispatched. 

SDG&E contends that the proposed must-run agrccments do not change the language 

of § 367(c)(J),which specifically allows for transition (ost recovery of Commission

approved operating costs of those plants deemed by the ISO as needed for reclclive 

pO\\'er Ivoltage support. 

roc non·must-run units, ORA recommends that crediting I~ower Exch.mge 

revenues in excess of going forward costs to the transition cost balancing account. 

Consistent with its preferred methodology, OI{A contends that going forward costs 
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include all fuel, O&M costs, administrative and general costs, and depreciation and 

return on off-site common and general plant and capital additions. [n contrast to PG&E 

and Edison, ORA proposes that no fuel or fuel transportation (ontr.let costs be included 

in the transition cost balancing account. These costs should be recovered (rom the 

Power Exchange and ISO to the extent possible. For Edison., if Power Exchange 

revenues are insufficient to cover all (uel, O&M, and capital additions (osls, ORA 

recommends that only the fuel costs associated with fixed demand charge or take-or

pay provisions should be recoverable through the transition cost balancing account, and 

then, only to the extent that such fuel costs are uneconomic. This amount would be 

limited to the difference beh ... een Power Exchange revenues and all going fon ... ard 

costs, including capital additions. J( the Power Exchange revenues exceed all these 

costs, no fuel costs could be added to the transition cost balancing aCCollllt and a 

revenue credit would be available. 

For must-run units, ORA recommends that the ISO revenues in excess of 

going (onvard costs should accrue to the utility and should not be credited to the 

transition cost balancing account unless the unit's must-run contract is terminated. Any 

profits should be lr.lCked in a memorandum account should this event occur. ORA 

asserts that placing the fixed costs of must-run units in the transition cost balancing 

account would ceeate a locational market power problem and inhibit the development 

of competitive markets for must-run reliability power. If the plant owner knows that 

fixed costs are covered in the balancing account, the owner may be inclined to accept 

Jess than full recovery of fixed costs through a must-run agrccment. This, in turn, could 

create a I()('ationalmarket power problem by inhibiting market entry by new units in 

the same gcogrdphic area. ORA argues that because proposed Agreements 11 and C 

provide the plant owner with the opportunity to recover all fixed capital costs, 

including sunk costs, the sunk costs of must-run units should not be included in the 

tr"nsition cost balancing account. Once the agreement is terminated, the fixed (','pitat 

costs associated with that plant should be calculated as the net book value as of 

January I, 1998 less the fixed capital costs recovered under the reliability contract from 

must-run payments or [rom markct rcvenu('s. This amount would thcn be booked to 
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the transition cost balancing account. ORA thus recommends that while Agreement A 

may not cover all capital costs, any shortfall should be remedied by negotiating a 

transfer to Agreements B or C, rather than by guaranteeing recovery through the 

tmnsition cost balancing account. ORA recommends that costs and revenues used to 

calculate profits should be tracked separately in memorandum accounts (or non-must

run units and must-run units, which would then (acilitate reasonableness reviews. 

TURN states that operating costs o( the must-run and non-musl-run units 

arc not eligible (or transition cost recovery, but are going (orward costs. To the extent 

that costs in excess of the Power Exchange prices arc recovered through the ISO, they 

should be recovered from customers in transmission rates, rather than through 

transition cost recovery. 

CIU asserts that there is no utility right to reserve the option to seek 

recovery of debit balances for must-run plants, unless that plant is actually called upon 

for reactive power/voltage support (and not any other "must-nm" purpose) and the 

ISO (ails to fully compensate the utility (or such usc. CIU states that § 367(c)(1) provides 

only limited options (or transition cost rccovery (or must-run plants and contends that 

the utilities do not distinguish particular reasons (or a plant being must-run, which 

could include purposes other than reactive power/voltage support, as described in the 

statute. CIU (urther maintains that to the extent the ISO limits payments to plants or 

units providing reliability support, it is not certain that the utilities have the right to 

seek recover}' of additional costs through the transition cost balancing account. CIU 

bcHeves that what is paid according to the ISO agreements must be consjder~d 

sufficient to provide (or the availability o( resources to meet must-run needs related to 

re,tctive power and voltage support; therefore, there should be no additional recovery 

of operating costs through the transition cost balancing account. In additionl CIU 

asserts that because Agreement C does not allow for market-based rates and is cost-o{

service based, § 367(c)(1) would not allow recovery of operating costs for plants covered 

by Agreement c. 
EPUC recommends that gener.lUng units designated for reactive 

power/voltage support should not receive any transition cost recovery for any costs 
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incurred during particular hours when the ISO did not require the unit to operate in 

order to pro\'ide this support. Thus, EPUC recommends that the accounting for these 

must-run units must ensure that all going fonvard costs are ineligible for transition cost 

reco\'ery during the particular hours these units are not needed by the ISO (or local 

reliability Ivoltage support. EPUC suggests that for purposes of transition (ost 

accounting, revenues suUident to (Over costs should be imputed to each utility, thus 

ensuring that the daily net revenues are always greater than zero. EPUC believes that 

ovcr a daily period, this approach is more likely to ensure that there is nO systematic 

bidding below (ost into the Power Exchange. 

9.2. Recording net book value and depreciation 

PG&E plans to track monthly recorded ratc base tor its fossil generation 

power plants, beginning January I, 1998. These recorded rate base amounts will be 

based on eligible recorded plant, net of accumulated depteciation and recorded 

invcntory balances, adjusted for accumulated deferred taxes. PG&E also proposes to 

ratably amortize generation-related assets and obligations. PG&E proposes that the 

recorded rate base balances reflect the amortization of uneconomic plant and plant

related costs, based on the 48-month schedule adopted in D.97-06-06O. 

Edison suggests basing the January I, 1998 entries to the transition cost 

balancing account on recorded plant, depredation reserve, and deferred tax balances as 

of that date, in order to maintain consistency among entries and rdated accounts. 

Edison proposes this approach (or post-I995 capital additions, despite the fact that such 

additions will be reviewed in a separate proceeding, and recommends making 

adjustments, if necessary, to true-up the balancing account once final determinations 

have been made in that proceeding. Edison agrees that it is reasonable to usc the 1995 

year-end net book value amounts to begin the amortization schedule, as proposed by 

ORAl but recommends that the associated depredation and deferred tax computations 

must also reflect year-end 1995. 

SDG&E explains that it wiJ) reflect the amortization of the uneconomic 

portion of eligible plant using lhe 48-month amortization period adopted in Phase 1 and 
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clarifies that as transition revenues arc applied against these costs, generation rate base 

will be reduced on a comparable basis. 

ORA d(){'s not agree with utility proposals to record and amortize the 

economic or uneconomic sunk costs of both must-run and non-must-run plants in the 

tr.mslion cost balancing account. ORA recommends that onl}' n.')n-must-run sunk costs 

should be amortized in the transition cost balancing account. For must-run plants, ORA 

proposes that these sunk costs be amortized in the transition cost balancing account 

only until Agreements B or C become a\'ailable and after such contracts arc terminated 

(or a particular unit. 

9.3. Revenue Crediting Mechanisms 

Revenue crediting mechanisms address how to apply each utility's 

re\tenues from the sales of electricity and ancillary services to its various costs. Neither 

PG&E nor SDG&E proposes any revenue crediting mechanisms. PG&E explains that its 

approach of using memorandum ac('ounts to track the difference between oper.lling 

expenses and re\'enues for both must-fun plants and non-must-run plants, and to credit 

the re\'enl1es in excess of expenses and any allowed ISO-basis point provision will 

eliminate the need for any revenue crediting mechanisms. PG&E is not claiming the ISO 

basis point mechanism for its must-run units, nor is PG&E planning on retaining any 

earnings (com the operations of the reactive power/voltage support plants or units, 

although § 367{c)(1) allows those earnings (or PG&E. As part of PG&E's proposal both 

in this proceeding and before FERC, that any excess revenues above oper~lting (osts 

would be credited to offset transition cost recovery. PG&E proposes to track costs and 

revenues through appropriate plant-specific mcmor.lndum accounts and then to do a 

one-Urne accounting at the time of market valuation of that plant to determine if there 

are any eligible costs that PG&E wishes to recover in the transition cost balancing 

account. PG&E recognizes that it must apply revenues from fossil plants which are in 

excess of costs to offset transition costs and proposes to do so in a memorandum 

account. PG&E also recognizes that operating costs and going forward costs of non-
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lllust-run pJanls cannot be included in the transition cost balancing accounts (or 

recovery. 

Edison explains that in general market revenues will be allocated to its 

revenue requirements, with any balance applied to, reduce transition costs. Edison 

explains its approach to calculation of eligible transition costs as a series of interrelated 

steps. Edison gOes through a multi-step process to derive its proposed revenue credit 

for non-must-run plants (with revenues deriving (rom both non-must-run gas plants 

and coal plants (all of which ate non-must-nm). Edison essentially would flow all its 

costs and revenues through the transition cost balancing account. Market revenues acc 

first allocated to recovet all going fonvard costs, then to incremental capital additions, 

thell to its ptoposed 150 basis point earnback mechanism and finally to calculating a 

credit from the eXcess inarket revenues, if an}", to be applied as a credit to the transition 

cost balancing account. Edison's proposal is similar (or its must-run plants, except that 

no 150 basis point eamback is propoSC'd. 

Edison also states that because, in its filing at PERC, it has (ommitted to a 

variable cost floor calculated over a two-week period on the revenues it can cC<.'eive 

from its gas generation ~rior to divestiture, it is precluded from bidding below variable 

cost into the Power Exchange. Edison therefore disagrees with EPUC's contention that 

the rC\'enue crediting mechanism never be permitted to go negative in any single day. 

Edison states that the reason the variable cost floor is defined over a two-week period is 

to consider the impact of the costs of starting and stopping a generating unit, which arc 

generally commilted to participate in a market over a multi-day period. In other words, 

Edison maintains that IWUC's proposed daily calculation provides too short a time 

frame (Of calculating the net re\'cnue credit, because the utility may not fC<.'OVcr its no

load and start-up costs on a daily basis. 

Because we have not adopted a 150 basis point incentive m('(hanism (or 

nOfl-lllust-run units, ORA statcs that its proposed revenue crediting mechanisms and 

those of Edison arc now not very di((erent. ORA proposes a revenue crediting 

mechanism (or all thrce utilities and wants to be (ertain that proper accounting o( these 

mechanisms is established in the e\'cnt the 150 basis point mechanism is adopted for 
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non-must-run plants, such that all going fonvard costs are covered before any profits 

accrue to shareholders. ORA further wants to ensure that such mechanisms require that 

the utilities recover all going forward costs from market re\'enues in order to have the 

utilities bidding into the Power Exchange at fair levels. ORA proposes that its revenue 

crediting mechanism apply to non-must-run units and former must-run units whose 

contracts with the ISO have been terminated. Thus, {or must-run units under 

Agreements B or C, ORA recommends that the utilities track costs and revenues in 

memorandum accounts to result in future revenue ((editing if the unit terminates its 

ISO must-run contract during the transition period. 

ORA explains that for a market to be sustainable, the market dearing price 

must be set high enough to allow economically eUicient non-utility generators to 

recover all economic capital costs and operating expenses associated with owning and 

operating the unit over its lifetime. ORA fears that if the utilities can cover these costs 

through transition cost revenues and various revenue crediting mechanisms, this could 

result in the ulililies bidding into the Power Exchange at an artificially low price. Thus, 

competitors would be disadvantaged, increasing the utilities' markel power. Excess 

revenues result from the dUference between bid prices and the markel-clearing price 

and it is through this surplus thai fixed capital costs and fixed expenses are covered. 

ORA explains that excess revenues remaining after paying operating costs are available 

to pay capital costs, including depredation first, and then return on the asset. Therefore, 

ORA recommends that we should not allow transition cost recovery of C(onom.ic costs, 

i.e., those costs that can be recovered through the market. 

ORA maintains that these costs must be netted out of market re\'enues 

prior to crediting any excess revenues to the transition cost balancing account. 

Consistent with its position on these issues, as discussed more (ully below, ORA 

advocates that economic fixed {uel costs and the depreciation and return on off-site 

common and general plant and capital additions also be subtracted (rom market 

revenues prior to any revenue cred iting. For sunk generating plant, ORA maintains that 

as the unit ages, the market value decreases, thus increasing transition costs. The 
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depredation on the economic portion of the plant, then, should be recoverable from 

market revenues, which ORA believes will parallel the decrease in market value. 

ORA explains that another reason for crediting excess market revenues to 

offset transition cost recovery is that prior to market valuation, the uneconomic portion 

of the plant is not known. Thus, the reduced rate of relurn can be applied only to the 

entire planl and charged to ratepayers through the crc. The market revenue credit 

would compensate (or this so that ratepayers ""'ould pay a relurn only On the 

uneconomic portion of the plant, while the market paid (or the return on the economic 

portion. The revenue credit implicitly includes this return on the economic portion and 

would then offset the return on the tolal plant, because this is part of the traltsition cost 

revenue requirement. 

EPUC recommends specific modifications to Edison's revenue lrediting 

proposal. As discussed in Section 13, regarding fuel and fuel transportation contracts, 

EPUC maintains that Edison's gas purchase credit should have a safeguard and never 

be recorded as less than zerO. \Vithoul this safeguard, EPUC believes Edison would 

recover more than the statute allows for the uneconomic portion of the fixed gas costs. 

9.4. Market Power and Transition Cost Recovery 

The Assigned Commissioners issued a ruling on February 4, 1997, which 

established, among other things, that transition cost recoverr raises fundamental 

questions related to competition and the interaction of transition costs with the 

operation of the Power Exchange: 

"While it is FERC which will decide the particular horizontal and 
vertkal market power issues and appropriate mitigation n\easures, 
this Commission has stated dearly in several forums that it will be 
activel)' concerned with markel power in its own proceedings. 
(Preferred Policy Decision, mimco. at 20; Roadmap 2 decision, 
mimco. at 9.) Therefore, as we begin Phase 2 of t11e transition cost 
proceedings, we will ask parties to consider and respond to issues 
related to transition (ost recovery, market power and incentives 
which may be operating in the short terIll and the tong term. For 
example, one such issue we wish to consider is whether recovery of 
transition costs under the rate frC('zc creates any pervCTse effects in 
the Power Exchange; i.e., docs the existence of headroom lead to 
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predatory pricing, and if so, how can this ef(ect be mitigated./I 
Ooint Assigned Commissioners' Ruling, February 4, 1997, at p. 9.} 

$c\'cral pages of written testimony addressed this issue. In consultation 

with the Assigned Commissioners, the ALJ struck much of the testimony which related 

to specific findings that must be made by FERC or which would require findings that 

were not relevant to this proceeding. (RT: 1319-1320.) 

I'G&E nlaintains that there arc no market power issues to address 

regarding transition cost recovery, bccause all such issues arc being considered at 

FERC. PG&E also states that because Edison plans to divest all of its gas-fired plants 

and PG&E has now pledged to dive'St 100% of its fossil plants, market power coilcen\s 

\vould be short term in nature. 

Edison disputes CIU's assertion that must-nUl units rcceiving fixed-cost 

reco\'ery through call contracts with the ISO will have a competitive advantage over 

other generators bidding info the Power Exchange. Edison believes that this aUegation 

is not relevant to this proceeding bC('ause these issues arc being considered at FERC and 

because any concerns would be short-lived, due to its agreement to divest its gas-fired 

plaI\ts. Edison argut's that in a competitive market, the recovery of fixed costs should 

not influence short-term pricing decisions. Edison agrees with SDG&E that, because 

I-ERe will onl}' grant market-based pricing authority if the utility demonstrates that 

Inarket power has been adequatel)' mitigated, utilities will not have the market power 

to depress n\arket prices. Edison explains that the transition cost mechanism will not 

provide for the recovery of operating losses, because going forward costs (other than 

for must-run units) must be recovered from the market. 

Edison disputes OR/Vs proposal to exclude sunk costs associated with 

lllust-run generation (rom the transition cost balancing account, becausc this proposal 

d()('s not nxognize that sunk costs are irrelevant in making economically efficient 

decisions and because it should ha\'e no applicability to must-run generation 

undergoing divestiture. 

Srx;&E maintains that nothing in the transition cost recovery mechanism 

would influence its market power position. SDG&E explains that while during the rate 
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freeze, SDG&E prefers that Power Exchange prices be lower in order to maximize its 

available headroom, this should not be construed as predatory pricing. SDG&E 

recommends that any poticy regarding competition must exist to protect competition 

and consumers, rather than particular competitors. SDG&E observes that the rate freeze 

should eliminate concerns regarding predatory pricing. Predatory pricing is defined in 

this context as a market power concern arising (roO\ a hypothetical possibility that a 

seHer with large market share would sell below variable cost in order to drive 

competitors (rom the market. At that point, the seller would recoup its losses by 

charging exploitative high prices. f( there is no ability to reCoup lost profits by 

subsequent high prices, consumers would not be damaged and would benefit (rom the 

period of low bidding into the Power Exchange. Furthermore, SDG&B contends that, 

because of its small size, it lacks market power, other than local market power in the 

San Diego Basin which would be mitigated by the proposed n\Ust·run contracts. 

ORA asserls that market power can result when costs that should be 

recovered in the marketplace arc in fact rc<:overed through the transition cost 

mechanism. This could lead to depressed bidding prices into the Power Exchange, 

leading to deflated market dearing priccs~ which could then disadvantage other 

competitors. ORA believes that this potential also exists in the ISO market (or reliability 

services. Given that (ewer producers will likely compete in local areas for reliability 

ser\'ices~ ORA contends that this is the more critical area. ORA recognizes that 

divestiture will mitigate many market power concerns in this area, but asks that the 

policy for transition cost recovery for must-run units (most of which arc (ossil) be 

established so as not to (reate or exacerbate any market power concerns. 

ORA suggests that to mitigate such market power concerns in the ISO 

reliability market, no transilion cost recovery should be allowed for must-run units. 

ORA explains that the proposed Agreements Band C arc intended to gr<1nt full cost-of· 

service recovery, including sunk capital costs. Hence, if recovery of these costs is then 

permitted in the transition cost balancing account, there would be little incentive for the 

utilities to negotiate properly with the ISO. However, to conform to the requirements of 
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§ 367(c)(1), ORA would allow tr.,nsition cost recovery for must-run plants during the 

first 90 days on Agreement A while a switch to Agreement B is being sought 

ORA urges us to require all non-must-run units to recover their going 

forward costs from the Power Exchange, as required by § 367(c). ORA recommends that 

while this is required by law only for fossil units, market power concerns prescribe that 

the going forward costs of hydroclC'<:tric and geothermal units which arc retained 

should also be recovered from the market. ORA also recommends allowing transition 

cost recovery (or Edison/s uneconomic and reasonable fixed fuel and fuel transportation 

costs only to the extent that Power Exchange re"enues do not cover all fixed and 

variable fuel, O&:M costs, and administrative and general costs_ 

FEA urges us to ensure that the transition cost balancing account not 

include any costs which are not specifically requited under AB 1890. Similarly, EPUe 

recommends that the proper standard to bear in mind in considering market power 

issues is that the market should be equal for aU new market competitors, which car\not 

occur if utility assets arc not at risk for going forward costs consistent with the 

requirements of § 367(c). EPUe maintains that the utilities' proposed accounting 

mechanisms and safeguards with regard to must-run operating cost recovery ",'ould 

lead to market distortions. EPUC strongly recommends that we ensure transition cost 

recovery (or must-run units only at the particular hours when the unit is providing 

local reliability/voltage support and that othenvisc such units not be permitted to 

distort the compelitive n\arkel by bidding into the Power Exchange during non

constrained-on hours. EPUC asserts that the utilities' fossil units represent marginal 

generation much of the time and therefore, if the units bid their actual operating costs 

these units would establish the Power Exchange dearing price. EPue (ears that if must

run units C.U1 receive cost recovery through transition cost recovery, this would result in 

the market dearing price being sct by a 'ower-cost producer and recommends that these 

distortions be avoided by ensuring that the costs of those must-run units which the 

utility chooses to place at market risk should be barred from transition cost recovery. 

IEP explains that the rate freeze, the residual ere calculation, and the 

existence of I\(~ad(oom all combine to create a strong incentive (or the utilities to deflate 
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Power Exchange prices; which would then lead to dampened competition. 

Consequently, although the rate freeze protects consumers from high prices, lEI> 

contends that they arc still harmed because if competitors arc driven from the market 

and new entry is discouraged, there \\'ilI be no choice among energy service providers 

after the transition period. This lack of competition couM then result in higher prkes 

after the tate freeze, because there will not be competition to ensure that energy prkes 

are driven down to marginal costs. lEI> asserts that despite the fact that FERC has 

jurisdiction oVer the market power issues brought before that agency in regard to 

establishment of the ISO and Power Exchange, we arc also obligated to consider these 

issues and their impact On competition. 

IEP asks that We consider its proposals for market power mitigation in 

this proceeding, despite the fact that its prepared testimony regarding divestiture and 

the establishment of a total cost bidding floor was stricken.IEP is not necessaril}' 

suggesting we adopt its proposed solutions in this proceeding; rather \\'e could order 

divestiture Or adopt a bid floor in a separate proceeding. We aiiirm that the AlJ 

properly struck this teslin\ony and we will not address IEP's proposed mitigation 

measures in this pnxecding. This proceeding is complicated enough without 

considering "dditional complex issues that are being addressed elsewhere and will be 

decided in other (orums. Furthermore, on July 30, FERC issued an order providing 

guidance to the ISO and Power Exchange governing boards and required the 

restructuring propos.11 to be refiled on August 15, 1997, along with various additional 

submissions, including various monitoring and mitigation proposals regarding market 

power. (FERC ~ 61,128, mimeo. at p. 1.) It would be premature to address these issues in 

this proceeding. 

9.5. DiscussIon 

We fully support the idea that the linchpin of competition policy must be 

to protect competition and (onsum('fS, rather than individual competitors. In order to 

ensure that competition exists and to protect the indpient competitive generation 

market, we must ensure that no grealer competitive advantage is aiiorded the 
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incumbent utililies than any other competitor in the new market. As discussed in the 

Preferred Policy lA"X'isionl we ha\'e adopted transition cost recovery for scveral vital 

reasons, including acknowledging the regulatory compact in existence at the lime 

investment decisions were made, and this policy has now been mandated by law. In 

implementing this policy, ho\ ... ·evcr, we are also compeJled to ensure that we foster 

competition as the new competitive marketplace begins to function. It is for these 

reasons that we address the interaction of transition cost ratemaking and market power 

concen\s. 

\Ve arc disturbed by the idea of tracking all costs related to non-must-run 

and must-run units through the transition cost balancing account, whether various 

revenue credits are applied to those costs or not. Our concern centers on the possibility 

of allOWing recovery of going fonvard costs through transition cost recovery, when that 

is contrary to the concept of fostering a competiti\'e marketplace and is specifically 

prohibited by law, with only limited exceptions. Although accounting for such costs 

and revenues in men'lof,lndum accounts is cumbersomel we are prepared to require 

such tracking. The interaction of transition cost recovery and market prices is significant 

and ma}' be critical to the successful operation of the marketplace. 

We have stated many times that we wish to avoid administrative 

calculations of transition costs to the extent possible and prefer to rely on market 

mechanisms. \Ve arc spurred in this regard by the Legislature's affirmations that 

competition in electric generation is preferred to regulation because it will encourage 

innovation, efficiency, and better service from all market participants_ (§ 330(e).) ORA's 

discussion regarding the treatment of excess revenues is important, although we 

disagree with its recommendations_ We agree that market revenues from all SOUl'ceSI 

that arc in excess of costs should ultimately offset transition costs. These revenue 
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sourccs include all revenues from the Power Exchange and the ISO, but may also 

include revenues from other markets, or sourCes as may be determined in the future.'7 

On the whole, we agree with PG&E's approach, with certain 

modifications. \Ve direct the utilities to establish separate memorandum accounts for 

non-must-run and for must-run plants. For the non-nlust-iun plants, we witt track the 

difference between costs and market revenues on a monthly basis. Any excess revenues 

will be c::reditcd to offset transition costs on an annual basis, in the foHowing fashion. 

The reVenues will be tracked in the memorandum account on a monthly basis and wiB 

be available to apply to «(\SIs incurred in other n\onths. An}t excess revenues accruing in 

a particular month will earn the reduced transition cost rate of return, rather than the 

commerdal paper ratc. \Ve recognize the utilities' concerns that monthly poslings of 

excess revenues to the transition cost balancing account could impact the recovery of 

costs incurred during plant outages when there may not be revenues to offset these 

costs. An annual crediting to the transition cost balancing account of any excess 

revenues addresses such conCerns. At the same tin\e, applying the redilced rate of 

return to these revenues is appropriate ~ausc this higher interest rate compensates 

ratepayers for carrying costs ass()(iated with transition costs that would otherwise have 

been reduced through monthly postings. No interest rate or rate of return will be 

applied to any debit balances in that account. 

PG&E, Edison, and SDG&E should establish a Power Exchange Revenue 

Memorandum Account to track actual going fonvard costs on a plant-specific basis. 

PG&E has proposed to use this approach (or fuel costs, but to base other operating costs 

on revenue requirements adopted in D.97-08-056. \Ve prefer a more accurate approach. 

Information reg.uding operations shou1d be readily available. The utilities should then 

11 For example, currently pending before FERC are proposed ISO and Power Exchange tariffs 
(or various markets, which will produce revenues from Supplementary Energy Bids, Ancillary 
Scrvi~ Bids, Adjustment Bids (for congestion management), Clnd Imbalance Bids. If approyoo 
by FERC, UlCSC rcv('nuc-s, or rcvenucslrom any other such as ISO or Power Exchange auctions 
approved by FERC, must be tlacked for purposes ollransition cost r«overy. 
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credit the transition cost balancing account for any excess market revcnues greater 

costs, including revcnues (rom the ISO, Power Exchange and other retirement sources, 

as described above. If revenues are less than costs, no additional transition cost recovcry 

is allowed, consistent with § 367«'), nor will any interest be allowed on debit balances in 

this tracking account. 

In 0.97·09-048, we determined that the costs of capital additions incurred 

after January 1, 1998 should be recovered from market revenues, rather than through 

lramilion cost recovery. \Ve have attowcd limited ex post facto reasonableness reviews 

of these expenditures for transition cost recovery if and only if the following four 

conditions are mel: 1) the capitat addilions Were made to ISO-designated must-run 

units and were necessary to con.tinue operating the must-run unit during the transition 

(through December 31, 2001), 2) the capital additions were cost·effective compared to 

other options for maintaining plant oper.ltion.s through the transition and compared to 

other resources available to the ISO for system rcliability,3) the final ISO a)fltrading 

options approved by FERC did not include provisions that would aHow utilities to 

ncgotiate recovery of these costs and 4) the costs of capital additions could not be 

recovered in market prices for energy or ancilJary services. Furthermore, we have 

determined that the ISO contracts afford the utilities the opportunity to recover the 

costs of capital additions needed to maintain system reliability. Establishing a 

procedure (or this reco\'ery at this Commission would be inefficient and could also give 

the utiHties a competitive advantage over other providers of must-run units and thwart 

our objective of creating a level playing field. 

Similar principles apply to reco\'ery of operating costs. lllCse contracts 

did not exist when All 1890 was signed into law. TIle contr.lcts have been proposed to 

FERC to ensure that the reliability of the grid will not be compromised. To the extent 

the ISO limits payments to plants or units providing reliability support, we do not agree 

Ih<1t Ihe utilities have the right to seck recovery of additional costs through the 

transition cost balancing account. Given the jurisdiction of FERC over the 150, and the 

fact that FERC has allowed the ISO to make these determinations, the amounts paid 

according to the ISO agreements should be considered sufficient to provide lor the 
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availability o( resources 10 meet must-run needs related to reactive po\\'er and voltage 

supporti therefore, in general, there should be no additional recovery of operating costs 

through the transition cost balancing account. 

\Ve do not think that Agreement A should necessarily be subject to the 

§ 367(c)(t) exception. Rather, we are persuaded that under the proposed Contract A, the 

ISO is paying for a pro rata share of the fixed costs of a con'petiHve plant, as well as for 

its variable costs when the plant is called upon by the ISO for must-tun purposes. This 

merchant plant is expected to recover its other costs in the marketplace. \Ve must 

presume that the varirlble costs paid by the ISO for these purposes n\ust be sufficient to 

recover the operating costs (or those units needed (or reactive power Ivoltage support 

at particular tinles. It is possible that under Agreement A, the utilities will not recover 

all operating costs related to reactiVe power/voltage support. Rather than seeking 

transition cost (eco\'elY, however, one solution is for the utility to negotiate with the 

ISO to move to Contract B. Agreement B provides spedfically for recovery of fixed 

costs, which include sunk costs; therefore, to the extent that sunk costs are tffoVcrcd 

through ISO revenues, there should certainly be )\0 duplicate l'eCovety through 

transition cost recovery. \Vc agree with CIU that because AgrEX'ntent C docs not aHow 

for market~based rates and is cost-of-service based, § 367(c)(1) would not allow tccO\'ery 

of operating costs (or plants covered by Agreement c. 
Certainly, the only instance in which we would even consider transition 

cost recovery (or must·run plants is (or those particular units operating at those 

particular times when the plant is actually called upon (or reactive power/voltage 

support (and )\ot any other "must· run" purpose), and the ISO contract has not provided 

recovery of opetating costs, and the units are otherwise authorizcd to recover market· 

based rates. Therefore, while the task may be complicated, \ ... ·c must ensure that we can 

dearly track and distinguish the costs for those units designated by the ISO as necessary 

to operate at particular hours tor reacti\'e power/voltage support (rom units designated 

as must·run for any other purposes, in order to a1l0w operating cost recovery for those 

units the gUidelines of § 367(c)(1). The utilities will have the burden o( dearly 

distinguishing and demonstrating particular re.1sons (or a plant being operated for only 
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reactive power /voJtage support, consistent with the other criteria described in the 

statute. \Ve wiJl consider such recovery only for these units on Agreement A during the 

first 90 days of the transition period. 

lVe are reluctant to flow these costs and revenues through the transition 

cost balancing aCcount, because of the potential (or double counting, despite Edison's 

assurances to the contrary. Instead, we prefer PG&E's proposal and direct each utility to 

establish an ISO Revenue Memorandum Account (or its must-run plants and to tr<lck 

market revenues, as described (or the non-must-run plants. lVe will review the 

memorandum accounts and their ultimate transfer to the transition cost balancing 

account, if appropriate, in the annual transition cost pr<Keedings. This review pr()(ess 

will provide the utilities with the assurance that, to the extent that uneconomic costs 

and operating costs of n\ust-run units on Agreement A are not coveted by ISO and 

other market revenucs, they will have the opportunity to present and dearly prove the 

reasonableness of these costs to this Commission. 

However, we do not agree with ORA that transition cost recovery o( sunk 

costs (or must-fun units should be precluded. It is not dear that the ISO Agreements 

\\,'m provide for recovery of all sunk costs, although certainly a portion of sunk cost 

recovery will occur. In essence, the proposed contracts will allow for the "~onomic" 

depredation and return on investment of these plants. \Ve will account for this by 

crediting excess revenues to the transition cost balancing account. 

)'ERC has accepted the pro forma Must-Run Agreements on an interim 

basis, but requires the ISO to file revised Agreements by October 31, 1998. lhcsc 

revisions include clarifications and modifications to Agreements A, 8, and C. (Pacific 

Gas and Electric Companyil ((I •• 81 FERC ~ 61,122, 1997, mim('o. at p. 257.) These 

memorandum accounts \ ... ·ilI allow the necessary tracking to occur so that any required 

modific<ltions to our procedures can be ex~uted efficiently and easily. 

One purpose of the memor.mdum accounts is to track the going fonvard 

costs and market re"enues for particular assets and to verify that market re"enues 

which are greater th"t\ costs MC credited appropriately to the Ir.lnsilion cost balancing 

account. Pursuant to the guidelines established in D.97-06-060, the transition cost 
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balancing account will track current costs eligible for transition cost recovery, including 

scheduled amortization. The transition cost balancing account also tracks CTC 

revenues, the market revenues related to a particular asset less going fonvard costs, as 

discussed above, and market valuation credits. 

In addition, we will establish procedures to complete the market valuation 

pr()(ess as early in the transition period as possible. All generation assets owned by the 

utilities must be market valued by December 31, 2001, consistent with § 367(b), by 

divestiture, appraisal, or other form o( sale. Nothing in the legislation, however, 

precludes us (rom requiring that this market valuation occur before that date. Early 

market valuation will ensure that the transition to a competitive generation market is 

completed as expeditiousty'as possible. 

Initiating the market valuatioll. procedures early in the transition has at 

least two important advantages. First, market valuation gives us the rtecessar)' 

information regarding economic and uneconoJllic costs (or these assets and will assist 

us in ultimately determining both the final amount o( transition costs allowed (or 

generation plant assets and when the tate freeze can end. Second, once market 

valuation OCcurs and the rate (reeze ends, it will no longer be necessar}' to track excess 

revenues accruing from market revenurs. 

Divestiture proceedings are \vell underw,,}' (or PG&E and Edison. Edison 

plans to divest 100% of its gas·fired fossil plants and wiH retain lis hydroelectric and 

coal plants. PG&E has now pledged to divest 100% of its fossil and geothermal plants. It 

is equally important to de\'clop appraisal procedures for those plants which are 

retained by the utilities. \Ve will initiate this proceeding by requiring PG&E, Edison, 

and SDG&E to file appJic.'tions by Man:'h 2, 1998 which identify the plants they plan to 

retain, proposed guidelines for appraisal, and a proposed procedural schedule for 

addressing these issues. 

The January 1, 1998 entries to the transition cost balancing account should 

be based on recorded plant, depreciation reserve, and deferred tax balances as of 

Dc<:cmber 31, 1995, to maintain consistency among entries and related accounts. In 

other words, the net book value as of December 31, 1995, of eligible plant categories will 
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be amortized over the 48-month transition period according to the guidelines 

established in D.97-06-060. These amounts will then be trued-up for 1996 and 1997 

capital additions, because such additions will be reviewed in a separate proceeding. 

Adjustments and true-ups for depreciation will occlir in the annual transition cost 

proceeding. These recorded rate base amounts will be based on eligible recorded plant, 

net of accumulated depreciation and recorded inventory balances, adjusted (or 

accumulated deferred taxes. The initial recorded rate base balances will reflect the 

amortization of uneconomic plant, based on the 48-month schedule adopted in 

0.97-06-060. As provided for in that decision, assets should not be depredated below 

market value, which will account (or re<:overy of the economic portion of the 

depreciation in the marketplace. Amortization schedules should be recalibrated, as 

necessary. As the divestiture proceedings progress, many o( our concerns regarding 

must-run plants will be eliminated through the market valuation process. The utilities 

may adjust the transition cost balancing account when assets are sold or market-valued 

to reflect the aclual costs on the books. If decisions regarding capital additions are 

issued after the sale of a plant, the transition cost balancing account \",iIl be adjusted to 

reflect the outcome of those prOCeedings. 

Because We have prescribed various guidelines in 0.97-06-060 regarding 

order of recovery and acceleration, we are not as concerned about capturing the 

~onomic value of depreciation through the market. \Vhile we have determined that the 

net book value is eligible (or recovery at the beginning of the transition period, we have 

also stated that each asset should be depreciated to its market value, but not below, and 

that recalibration o( the amortization may then be necessary. 

10. Transition Cost Audit 

In response to an Assigned Commissioner Ruling issued August 1, 1996, the 

Commission Advisory and Compliance Division (predecessor to the Energy Division) 

coordinated the selection of an independent auditor to establish the net book value of 

the non-nudear gener"tion assets and other transition costs, as a starting point in 

determining the transition cost estimates. Mitchell & TitllS, LLP and the Barrington-
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\Vellesley Group, Inc. were engaged to perform the audit and produce a report, 

U Agreed-Upon Special Procedures Review of Unrecorded Sunk Costs and Future Costs 

(or PG&E, Edison, and SDG&E. This report was filed and served on March 21,1997. The 

auditors issued an audit opinion on the recorded sunk cost balances of transition costs 

reported by the companies as of December 31# 1995. The audit opinion for each utility 

was qualified with respect to inventory balances, because of the auditors' inability to 

observe physical inventories on Decenlber 31, 1995. In addition, (or PG&E, the audit 

opinion as of December 31, 1995 was qualified (or the Western Area Power 

Administration (WAPA) regulatory asset balance of $137.1 million because of a scope 

limitation due to insufficient supporting information being provided by PG&E. 111e 

audit opinion for PG&E was also qualified for the QF Buyout regulatory asset account 

balance of $165.1 million, bc<'ause approval is pending before the Commission. Other 

than these exceptions, the audit opinion for the recorded stink cost balances as of 

December 31, 1995 was unqualified. Certain immaterial errors Were identified at PG&E 

and Edison which did not result in a qualification of the audit opinion. 

The auditors also reviewed unr<X'orded SUI\k costs as of Dt."'Cember 31, 1995 and 

future cost balances projected as of January 1, 1998 and presented a report on these 

balances. The auditors questioned various costs of each utility in the following 

categories: 

1. AS 1890 definition: The category includes costs questioned by the auditors 
because they arc not in strict compliance with AS 1890. 

2. Commission approval: The category includes costs incurred prior to 
December 20,1995 that are not included in rat('S and have otherwise not been 
approved by the Commission. 

3. Estimates and Assumptions: This category relates primarily to future ('osts, 
which \"'ere questioned because they were either based upon spcculative 
assumptions or because the auditors ('ould not adequately test the company's 
estimates. 

4. Inadequate support: These costs arc questioned because the company did not 
supply the information necessary to test the amounts included in the 
transition cost filing. 
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5. Company adjustments: This category reflects adjustments proposed by the 
company based upon information which became available after the date of 
the transition cost filing. 

6. Accounting problems: This category represents costs which are questioned 
because of accounting errors or other reporting problems. 

The (ollowing table shows the results of the auditor's review: 

Sunlmary of Questioned Costs by Category 

(Dollars in Millions) 

Ducriptlon PG&E .:dlson SDG&E 1'0111 

Amollll' UlOtJtJ onl~t 
TUHuirion Cost Stattmtlll S 3S.193 S Jt.B9 $ J.n) $ 13.1S3 

lUlu 1101 oltl~otjud 'l'ui/icoU,. 
ill A8 1890 S 91 S 6t $ 39 S 194 

luI'I' Lodint COl'llflliuion 
Apptorat S 81 S 632 S S 113 

IUnt,,"a' Mud qlluliollablt 
EJlimattJ .{ .4 u II 11Iplio III $ I.S 16 $ 1.313 $ 24 $ .l.8.S} 

IUI'I,'aclilll aJt41latt S"ppCII 
$ 1.911 $ 4H $ 10 $ 2.l11 

.J.Jjllflmtt:l, madt 6,. tilt Utili';t. 
S $ S (l) $ (3) 

ACC",IInl PICb/t"" S 496 $ $ S 496 

TolalQlltlliMablt lu",. S 4.102 S 1.4SJ S 10 S 1.62S 

AJjllJltJ Tlo/uiti,,!! COli 
StdltMtll/ AIIIOIIIII S 31.291 $ 30.186 S 3.4$1 S 6S.S28 

The auditors question $7.6 billion, or approximately lO%, of the utilities' total 

transition cost estimates. As a whole, the audit report has served its purpose of 

providing the auditelf net book value (or transition cost recovery as of December 31, 

1995 and We accept these balances as the starting point (or transition cost recovery, 

recognizing that as pr()(eooings are completed (or capital additions (or 1996, 1997, and 

the first three months of 1998, these net book value amounts will be adjusted. \Ve 

address particular (ost categories (or starting points as of January I, 1998 in relevant 

sections throughout this decision. While the auditors questioned the eligibility of 

cer(<lin cost categories and accepted the eligibility of others, it is up to this Comrnission 

to make those detern\inatioJ\S. The audit report addressed certain cost categories which 

will not be considered in this decision, including capital additions, QF contract 
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cestnu:lucings and buyouts, employee-related transition costs, and restructuring 

implementation costs. 

The utilities responded to the audit report on April 10, 1997. In general, PG&E, 

Edison, and SOC&E find the audit findings thorough, accurate, and reasonable. To the 

extent that costs arc questioned beCause estimates have been used, the utilities explain 

that it is the actual costs which are relevant. The auditors' findings regarding 

questioned cost categories are discussed in the perlinent topic area throughout this 

decision. Edison recommends that, in the future, any similar audits anow for the 

opportunity for a factual review prior to the issuance of the audit report. \Ve agree that 

this is a desirable step which should be undertaken to the extent possible, given the 

time constraints involw:xl in variolls proceedings. 

PG&E requested that a supplementa) report be issued regarding its \VAPA 

regulatory assets, QF buyout (egulatory asset, and hydroelectric negalive net salvage. 

This request was granted and the supplemental exhibit was filed on June 27, 1997. 

PG&E filed con\ments on this supplemental report on July 7, 1997. These audit findings 

and PG&E's responses are addressed in the relevant sections below. 

ORA recommends that a regulatory audit be performed for non-nuclear 

generation sunk costs being considered for transition cost recovery. \Ve are satisfied 

with the audit procedures, which were performed in accordance with the directives of 

the ACR issued on August I, 1996, and with the scope of the audit as outlined in the 

auditors' workplan in Exhibit 44. No additional regulatory audit is necessary. 

11. Fossil Generation Transition Costs 

11.1. Fossil Generation Ratt) Base and Net Book Value 

Each utility has presented an estimate of net book v.1lue of its various 

generdtion plant assets, as of January I, 1998. The estimates of net book value or net 

plant in service include amounts which have been verified as of December 31, 1995 and 

forecast for January 1, 1998. \Ve are not addressing capital additions in this proceeding; 

therefore, the final net book value arnounts as of January I, 1998 will be trued-up upon 

completion of reasonableness review of the capital additions for 1996 and 1997. 111e 
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majority of these costs are uncontested. Parlies generally do not dispute capital 

investments related to net plant in service, but disagree regarding the treatment of 

certain rate base items and regulatory assets that must be categorized either as sunk 

costs or as going forward costs. 

11.2. Materials and Supplies Inventory 

Each utility has included a request for transition cost recovery related to 

its investment in materials and supplies inventories associated with the generation 

(unction, which PG&E, Edison, and SDG&H categorize as ail element of sunk costs. 

Generally, materials and supplies inventories include stores of nlaterials and supplies, 

such as spare parts at power plant sites and storage fadlities. Materials and supplies 

inventories are a componentof rate base, and the utilities cam the authorized rate of 

return on their net investment in this inventory. As individual inventory parts are used, 

they are either expensed or capitalized and depreciated, depending OJ\ the particular 

use and doHar amount involved, and the utility recovers its investment. 

The utilities re<lu~t the following amounts as of January I, 1998: 

PG&E $13.947 million 

Edison 

SDG&E 

11.2.1.The Utilities 

$39.387 million 

$10.635 million 

PG&E classifies materials inventory by material classes, of which 

certain classes are specifically related to generation and which PG&E has assigned to 

fossil power plants. Hydroelectrk materials were assigned to watersheds based on 

inventory location, which were mapped to FERC licenses. In A.96-08-001, PG&E 

requested transition cost recovery of $14.214 million as of December 31, 1995. In A.96· 

08-072, PG&E requested transition cost recovery of $13.947 million as of January I, 1998. 

As stated in Exhibit 35, the end-of-year 1995 and even the (orecast January 1,1998 

materials and supplies inventory balances are not relevant, because the amount that 

PG&E will seck to recover as transition costs is the above-market costs associated with 

materials and supplies inventory for a given plant at the time of its market valuation. In 
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other words, PG&E proposes that the market valuation process determine both the 

level and value of above-market materials and supplies inventory, if any. PG&E states 

that such above-market costs arc uneconomic by definition and therefore eligible for 

transition cost recovery. 

Edison explains that materials and supplies inventories are 

maintained (or operation and maintenance of the company. Included in Edison's 

request arc a combination of materials and supplies inventories that can be specifically 

identified with non-nuclear generating units and a portion of those inventories not 

specifically assigned, but supporting all of Edison's (unctions. Materials and supplies 

inventories may be stored at individual plant sites Or at central locations. Edison 

requested transition cost recovery of $39.387 million as of December 31, 1995 and has 

not estimated any change in its request for transition cost recovery as of January I, 

1998.15 

Edison agrees that any difference between the net book value and 

market value should be recoverable through the CIC as a generation-related asset. 

Edi.son proposes that recovery of the net above-market costs of materials and supplies 

inventories should be reflected in the market value on the date of divestiture or other 

. market valuation. Edison therefore agrccs that recorded amounts as of December 31, 

1995 and estimates as of January I, 1998 arc irrelevant (or these purposes, as are the 

audit findings. Edison contends that because shareholders fund the initial investment in 

materials and supplies inventories, these costs arc no different than any other 

generation-related costs addressed in § 367. Edison emphasizes that once market 

valuation occurs, replenishment of materials and supplies inventories is a going 

forward cost, i.e., a component of opel.ltion and maintenance costs as addressed in 

AB 1890. 

u Exhibit 115 clarifies th<\t in its february, 1997 update to A.96-OS-071, Edison revised its request 
for transition cost r('("over}' for materials and suppHes inventories by apprOXimately $1 million, 
to $40.349 million. However, excluding 1996 and 1997 capital additions and related items, the 
January 1, 1998 amount requested is $39.387 million. 
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SDG&E states that the materials and supplies inventory balances 

address the cost of materials and supplies currently in inventory, purchased for use in 

the generation business for construction, operation, and maintenance purposes. SDG&E 

requests recm'ery of materials and suppJies inventories as recorded on December 31, 

1995 of $10.635 miHion. SDG&E has not changed its request for recovery as of January I, 

1998, and explains that this antount will be updated to reflect the recorded balance as of 

December 31,1997. Contrary to PG&E's and Edison's proposals, SDG&E recommends 

that amortization of the December 31,1997 recorded book balance of materials and 

supplies inventories should be completed by way 01 the 48·month straight line 

amortization described in 0.97-06-060, beginning January I, 1998. Whether materials 

and supplies inventories are un('(onomic Or not should be addressed in the market 

valuation pr<xess, with an appropriate true-up to the transition cost balancing account. 

SDG&E believes that materials and supplies inventories will be accounted for as part 01 

the market valuation process, but likely not as separate items. In addition, SDG&E 

believes that the likely market value of these inventories is closer to zero than to the net 

book value, because each of these components is relatively unique and not readily 

available. SDG&E does not oppose the auditors' recommendation to use the verified 

December 31, 1997 balances as a starting point for transition cost r('(overy and 

amortization, beginning January I, 1998. 

11.2.2.Audit Report Recomm~ndaUons 

As stated in Exhibits 45, 46, and 47, the auditors found that a 

qualified opinion was necessary (or the requested tnmsition costs as of December 31, 

1995, for PG&E, Edison, and SDG&E, b('(ause the auditors were necessarily unable to 

observe the physic.ll inventories of that date. The auditors question the costs as of 

January I, 1998 bec(lllse of the qualification as of December 31,1995. The auditors were 

unable to satisfy themselves as to the viability and realizability of these balanc('S 

through alternative auditing procedures; ho\\,e\'er, the auditors also state that they are 

not aware of anything that would cause them to believe that these amounts are 

materially misstated. The auditors recommend performing additional VerifiCation of the 
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materials and supplies inventories balances prior to their acceptance as transition costs 

eligible for recovery through the crc. The auditors believe that since § 367 provides for 

the recovery of generation-related assets that were in rates as of December 20, 1995, the 

verified uneconomic costs of materials and supplies inventories are eligib1e (or 

transition cost rc<overy. 

11.~.3.lnt~rvenors 

ORA recommends postponing the decision on eligibility of 

materials and suppJies inventories pending divestiture. \Vhile ORA is inclined to 

reconlm.end excluding these inventories from transition cost recovery as going lonvard 

costs, it recognizes the pOssibly uneVen treatment inherent in divestiture. 

TURN recommends not allowing recovery of n\ateri~ls and 

supplies inventories not be allowed through the transition. cost balancing aCCOunt. By 

aHowing rtXo\'ery of the inventory balances as of I>etember 31,1997 (i.e., ensuring that 

these amounts arc amortized over the transition period, even if trued up (or market 

valuation), TURN beJievcs, the Commission would require ratepayers to pay (or assets 

which are being expensed or capitalized when USN and then allow the utilities to 

replenish these inventories at ratepayer expense with no review. TURN believes that 

inventory book and nlarket values will be dose to identical. Furthermore, TURN 

contends that decisions to replenish inventories made a(ter January I, 1998 are going 

forward (osls. If transition cost recovery is allowed, market valuation should be 

required on January I, 1998. Any unamortized uneconomic costs should receive the 

reduced rate of return the Preferred Policy Decision adopted (or generation assets 

digible for transition ('ost recovery. Alternatively, TURN proposes that the verified 

December 31, 1997 unamortized balance should receive the authorized rate 01 return, 

with subtractions to that balance as components are uscd, or as plants are sold with 

their inventories, with no additions for replenishment or amortization or unused 

balances. 

FEA recommends that materials and supplies inventories are going 

forward costs and therefore, should not be recoverable as Ir.msilion (osts. To altow such 
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recovery for the January I, 1998 balances for the im'estor-owned utilities raises 

competitive advantage concerns~ because competing generators must recover these 

costs through the market. FEA stales that § 367 provides for the recovery of the 

uneconomic costs of a1l generation-related assets that were in Commission-approved 

rates; therefore, materials and supplies inventories represent a cost category that is 

eligible for transition cost recovery. FEA further states that while the cost category may 

be eligible for transition cost recovery, it is premature to allow recovery. FEA doubts 

that sunk inventory costs are uncConomic, since it anticipates that when market 

valuation occurs, the market value will equal the net book value of these assets. FEA 

agrees with the auditors' recommendation to exclude that the December 31, 1997 

balances from transition cost recovery until they are verified. 

FEA also questions Edison's estimates of materials and supplies 

inventories as of f)ccember 31, 1995, a~"Crting that this balance represents a 170% 

increase from 1994, and rccomn\ends that the Commission require Edison to explain 

and justify this large increase. 

CIU recommends that the non·fossil plants' materials and supplies 

inventory balances be verified and market valued as of December 31,1997. The 

uneconomic portions should be recoverable as transition costs. Thereafter, all materials 

and supplies in inventory that are used must be replenished at each utility's costs and 

treated as going forward costs, with recovery only from the market. 

Because § 367(c) specifically excludes the cost of operating and 

maintaining the fossil generation units as a going fonvard cost, EPUC recommends that 

fossil materials and supplies inventories should not be recovered as transition costs. 

lJc(ausc theS{' costs would be the shareholders' responsibility, the proceeds from 

dh'estilure or market valuation should also flow to the shareholders. Similarly, EPUC 

recommends the carrying costs on the unamortized balance of materials and supplies 

inventory is a going forward cost which must be recovered solely from the market 

revenues. 
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11.2.4.0Iscusslon 

As of January 1, 1998, the materials and suppJics invcntories are 

going forward costs and reflect one component of doing business in the competilive 

gcneration market. It is not appropriate to allow the utilities to carry forward cxisting 

materials and supplies inventories into the new market, which would ronfer 

unnecessary competitive advantages on the utilities and could arguably raise market 

power concerns. There is no reason that materials and supplies inventories should earn 

a ratepayer-funded rate of return until market valuation occurs. In D.97-OS-088, we 

determined that there was substantial potential for double recovery for materials and 

supplies inventories related to Diablo Canyon. Our concerns have not been allayed. As 

materials and supplies inventories are consumed, such conlponents are either expensed 

or bC<onle part of capital expenditures. \Ve prefer not to establish complicated tracking 

mechanisms to distinguish between materials and supplies invcntories and capital 

expend it u res. 

AU parties agree that materials and supplies inventories should be 

accounted for as part of the market valuation pr~ess; the qucstion is when that 

valuation should occur. PGkE agrees that rcplenishment of materials and supplies 

invcntories after January I, 1998 is a going forward cost. Edison states that 

replenishment of materials and supplies after market valuation is a going lonvard cost. 

The fact that Edison and PG&E have proposed to divest such invcntories along with 

associated plant is rcasonable and fulfills our intent to ensure that the highest possib1e 

market valuation can be obtained. To the extcnt that such components will be divcsted 

with the associa ted plant, the auction price should account for this. In general, we 

expect that markct and book value should be vcry dose, although it may be difficult to 

distinguish the ovcrall bid into various components. 

\Vc will not ddcr our dccision on eligibility as ORA suggests. If 

divestiture is not completed by December 31, 1997, which we recognize is likely, we 

find that the materials and supplies inventorics should be markct valued as of 

December 31, 1997, or as close to that date as possible, i.e., a physical inventory shall be 

undertaken with an assessment of the f.lir market value of the inventory components. 
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Appraising the materials and supplies im'enfories as of December 31, 1997, to the extent 

these components are not yet divested, is reasonable because we expect that market and 

book value should be reasonably dose and that an uneconomic component is unlikely. 

However, we will allow the difference between market and book costs lor materials and 

supplies inventories to either be debited or credited to the transition cost balancing 

account. This approach allows market valuation procedures for divestiture and 

transition cost recovery to be cohesive. It is a (ar different and simpler undertaking to 

appraise the market value of various pi~es of equipment, than to appraise a power 

plant. The utilities should report the market value 01 the materials and supplies 

inventories in the appraisal applications, due on March 2,1998, which is subject to 

scrutiny by parties and this Commission. As of January I, 1998, materials and supplies 

inventories for fossil plant assets are going forward costs, which should be excluded 

from transition cost recoverYI consistent with the intent of AB 1890. 

Alternatively, the utilities may deem the book value 01 the 

December 31, 1997 materials and supplies balances to equal their market value. In this 

case, the utilities should track the difference between the physical inventories eXisting 

as of December 31, 1997 and the physic.\l inventories existing as of the date of actual 

market valuation. Changes in inventory levels are going forward costs and are not 

eligible lor Iransition cost recovery. 

11.3. Fuel Inventories and Fuel Ol/Inventorles 

Fuel oil inventories are maintained in tanks at each power plant site, as a 

back-up (uel source in the event that natural gas becomes unavailable. Each 01 the 

utilities seeks transition cost treatment of fuel oil inventories, as either sunk (osts or as 

generation-related assets which were being coJlected in Commission·approved r.ltes as 

on Dc<:ember 20 .. 1995. In addition, Edison maintains luel gas inventories, associated 

with specific units, as needed (or winter reliability, load balancing, and to provide 

portfolio fleXibility. Edison also maint.lins coal supplies at the Mohave and Four 

Corners generating stations as aclive workiflg inventories and emergency on-site 

inventories to maintain system reliability. 
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The utilities estimate the fonowing amounts to be eligibJe for recovery as 

of January I, 1998: 

PG&E 

Edison 

SDG&E 

11.3.1.The Utilities 

$28.9 million: fuel oil inventory 

$68.8 million: fuel oil inventory 

$34.7 million: gas inventories 

$9.6 million: coal inventories 

$13.3 million: (uel oil inventory 

PG&E requests $40.734 million te) be recovered as transition costs as 

of De<:ember 31,1995 and for~asts $28.493 million to be eligible for rccovery as of 

January I, 1998. PG&E rccommends recovering only the uneconomic portion of the (uel 

oil inventory balancesl as determined at the time of nlarket valuation. PG&H believes its 

forecast o[ fuel oil inventories is reasonabtt:', as it has been reviewed by the Commission 

in 0.96-12-080, which adopted a December 31, 1997 (orctast of fuel oil inventory. PG&B 

believes it would be imprudent to burn these inventories down to zero or to sell them 

[Or other usesl although PG&B recognizes that it is likely to burn some of its current 

inventory. Furthermore, PG&E contends that it is the actual balances recorded during 

the transition period which will be used to determine the amount to be recovered as 

transition costs. PG&E recommends verifying the actual balances as part of the market 

valuation process. 

Edison requests transition cost recovery related to fucl inventories 

of $113 million as of December 31, 1995 and January 1, 1998. Of this amount, $68.8 

million is (or fueJ oH, $34.7 million is for gils inventories, and $9.6 million is for coal 

inventories. Edison recommends postponing that any decision on the dispositio~\ of fuel 

oil inventory for at least 18 months, to enable the Commission or the ISO to conduct a 

study on the need for continued back-up (uel oil inventory. In the interim, Edison 

proposes to retain ownership of the fuel oil inventory and make such inventory 

available for sale at book villue to new plant OWn('fS on an as-needed basis. Edison 

contends that the uneconomic porlion of gas and coal hwentories should be recover.lble 
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through the lr.lnsition cost balancing account on the date of market valuation. 

Furthermore, Edison has stated that as of January I, 1998, carrying costs on fuel 

inventories are going forward costs and therefore it is not proposing to recover these 

through transition cost treatment. 

SDG&E requests that $13.321 million be found eligibJe for 

transition cost recovery related to (uel oil inventories, as of December 31, 1995 and 

December 31,1997, and states that this amount will be updated to refled actual 

numbers recorded as of December 31, 1997. SOC&E agrees that the economic or 

uneconomic determination of these assets should be made as part of the market 

valuation process. Pursuant to the current ratemaking process, SDG&E (C(ommends no 

amortization of these assets as sunk costs, but rather that the recorded monthl}' balances 

earn the 3-month commercial paper rate as carrying costs. 

11.3.2.Audlt Report Recommendatlons 

Similar to its rC(ommendations for materials and supplies 

inventories, the auditors have issued a qualified opinion for PG&E, Edison, and SDG&E 

as of December 31, 1995, because they agree with the estimates in theory, but obviously 

could not participate in a physical inventory count and assessment of realizability. 

Again, nothing came to the auditors' attention that would cause them to believe that 

these estimates arc materially misstated. The auditors recommend making a physical 

count and assessment of realizability be made at year-end 1997 to verify actual 

amounts. The auditors believe that since § 367 provides (or the recovery of generation

related assets that were in r.ltes as of December 20, 1995, the verified unC(onomic costs 

of (uel inventories and fuel oil invcntories are eligible (or transition (osl r«overy. 

11.3.3.rntervenors 

ORA supports PG&E's proposal to determine both the book and 

market value of its (uel oil inventories at the lime of divestiture. ORA also supports 

SDG&E's proposal to r«ord the carrying charges associated with current invcntory 

le\'cJs at the 3·month commercial paper rate until the plant undergoes market 

valuation, r.,ther than amortizing its fuel oil inventory balances over the 48·month 
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transition period. ORA recommends that unless needed (or reliability purposl's, which 

will be confirmed by the ISO, fuel inventory levels should be verified by physical 

observation at the same time these assets arc market valued, and that the diifcrencc 

between market value and book value be included in the trMlsition (ost balancing 

account. ORA has clarified its position that carrying charges will be allowed (or 1998 

only, which will allow the ISO time to make this assessment. 

ORA reCommends allowing Edison's requested recovery (or gas 

and coal inventories, based on a market valuation of these inventories as of 

December 31, 1997, lvhich ORA claims will be relatively simple compared to market 

valuing po .. \ .. er plants, at least for gas inventories. Replenishment of inventory )eVc)s 

after January 1, 1998 would not be eligible (or transition cost r«overy. ORA declares 

that deterring market valuation of these inventories until the associated plant is either 

market valued or sold would allow changes in inventory levels after January I, 1998 to 

receive transition cost treatment. ORA contends that (or gas inventori~s" unit prices are 

available and easily determined ontheopen market. 

\Vhile admitting that valuing the coal inventory is more complex, 

because there is no easily determined market price, ORA disagrees that its market value 

is zero just because of the difficulty of transporting it (0 another site. ORA agr~ with 

TURN"s overall policy principle that i( a plant is cconomic, none of its components 

should be found uneconomic on a piecemeal basis. Therefore, only if the coal plants arc 

found uneconomic in comparison with the Power Exchange, and ultimately, upon 

market valuation, could the coal inventory be found uneconomic. ORA asserts that the 

value of (his inventory will be reflected in its fair market value; i.e., if hwentory is 

larger, the new owner should be willing to pay more sillce acquisition of the inventory 

reduces (uture (uel costs. Thus, the regulatory appraisal proposed. by ORA should 

reflect an arms-length transaction, rather than what might occur i( the coal cannot be 

moved. 

TURN states that fucl oil inventory r('(overy is an exception to its 

proposal that all costs associated with (uel inventories should be excluded from 

transition cost eligibility. TURN agrees that, for 1998 only, the decision on recovery of 
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fuel oil inventories should be deferred and that the utililil'S should be allowed recovery 

of carrying costs in the transition cost balancing account at the commercial paper rate, 

pending an ISO decision on the need for (uel oil im'entory. TURN further recommends 

that gas inventories and coal inventories should not be eligible (or transition cost 

recovery, because market and book values should be very dosc, and because 

replenishment of im'entories after January 1, 1998 is a going forward costs. 

Alternatively, TURN recommends that if eligibility is allowed, these assets should be 

market valued on January I, 1998, subject to a review of prudence, with the commercial 

paper ratc applied to any di((erence between n\arket and book values which is booked 

to the transition cost balancing account. This is the current approach under the Energy 

Cost Adjustment Clause (ECAC). 

FEA maintains that fuel inventoril'S should not be allowed 

transition cost recovery until the Commission is satisfied that the December 31, 1997 

balances ate reasonable, arc uneconomic, are not going for\\'aI'd costs and that allowing 

recovery of these costs would not confer a competitive advantage on the utilities. In 

generat FEA asserts that such costs arc going fonvard costs and recovery would 

therefore violate the standard of competitive neutrality. 

CIU recon\mends excluding fuel and fuel oil inventories from 

Iral\Silion ~ost recovery as of January 1, 1998, because these costs arc not part of fossil 

capital investment, therefore, these costs are going (onyard costs. In Exhibit 100, CIU's 

witness Barkovich testifies that the "most important consideration seems to be whether 

these fuel oil inventories are part of the 'fossil capital invcstment/ and thus a sunk (ost 

to be recovered or whether they are 'fuel and (uellransportation costs.'" CIU believes 

that Ih('se inventories arc related to fuel and fuel tr.msportation costs and are excluded 

from recovery b)' § 367{c) as going forward cosls. CIU asserts that if § 367(c)(2) is (ound 

to apply 10 Edison's future fuel oil costs, Edison may be allowed to recover such costs. 

EPUC states that § 367(c) specifically cxcludes the cost of fuel and 

(uel transportation for fossil gcner,ltion from transition cost eligibility. Therefore, nruc 
recommends that fuel invcntories arc not pcrmitled to be recovered through the 

tr,lnsition cost balancing account, nor arc carrying costs recoverable. Because fuel 
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inventories arc the sole responsibility of the ulililies' shareholders, the gain on any sa)e 

at divestiture or market valuation should (Jow to the shareholders. Enron agrees with 

CIU's and EPUC's assessment of this issue. 

11.3.4.Dlscusslon 

It is appropriate to defer consideration of the transition cost 

recovery of (ue) oil inventory pending the determination of the ISO as to whether those 

inventories are needed lor system reliability. However, we are not convinced that this is 

an issue which FERC is considering. Fuel oil inventory issues may remain in this 

Commission's jurisdiction. The utilities should indicate with specificity the forum in 

which they expect these issues to be considered and the timing of this consideration. 

The utilities should include this information in the March 1998 appraisal application. 

\Ve will defer ruling on the eligibiJity of transition ('ost r«overy for fuel oil inventories 

for 1998. 111e utilities may apply the 3-month commercial paper rate to the unamortized 

balance of the fuel oil inventory level. 

0.94-10-044 adopted a sharing mechanism [or Edison's fuel oil 

pipelines and authorized Edison to enter into third-party ~ontracts to transport fuel oil 

over its pipeline systems, provided this use did not interfere with the system's back-up 

capability. (56 CPUCiO, 642, 64S.) This sharing mechanism allocated 87.5% of gross 

revenu('s to shareholders and 12.5% to ratepayers. \Ve do not have the record to 

determine how this sharing mechanism inter.lets with the fuel oil inventory levels 

maintained by Edison. \Ve dired Edison to file a proposal for the treatment of fuel oil 

inventory which is consist('nt with the guidelines established. on this decision and which 

ensures that ratepayers continue to benefit {rom the gross revenue me<:hanism. Edison 

shall include this proposal in its appraisal applicalfon, to be filed on March 2, 1998. 

For gas and coal inventories, it is reasonable to market value these 

con\ponents as o( December 31, 1997 or as dose to that date as possible. To the extent 

that divestiture occurs prior to year-end 1997, we wilt have that inrormation. Again, we 

wish to establish a bright line {or detern\ining uneconomic costs up to January I, 1998 

and going forward costs after that date. De(erring market valuation o[ these inventories 
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until the aS5O{'iated plant is either market valued or sold would allow changes in 

inventory levels after January I, 1998 to receive transition cost treatment. 

H divestiture is not complete, and for those assets retained by the 

utility, it will be relatively simple to compare the market prke of gas with the book 

value of Edison's gas inventory. \Vhile coal may be more diificult, the value of the coal 

inventory is not based on transporting it to a different power plant, but on its intrinsic 

market value. Once the applications initiating market valuation by appraisal ate filed, 

we will direct the Energy Division to hold a technical workshop devoted to these very 

specific appraisal issues (or coal in advance of the generic issues of market valuing 

plants retained by the utilities. In this way, we can establish a bright line between 

inventory costs eligible for transition cost recovery and those that will be classified as 

going forward costs as of January I, 1998. Replenishment of inventory levels after 

January I, 1998 will not be eligible (or transition cost recovery. Carrying costs should 

not be allowed on any unamortized difference between market and book value. Because 

the transition cost balancing account itself will be subject to the commercial paper rate 

of interest, there is no need to apply an additional interest rate calculation. In the 

alternative, Edison n'ay deem the book value of the December 31, 1997 gas and coal 

inventories balances to equal their market value. In this case, Edison should track the 

difference between the physical inventories existing as of December 31, 1997 and the 

physical inventories existing as of the date of actual market valuation. Changes in 

inventory levels arc going forward costs and arc not eligible for transition cost recovery. 

11.4. Non-nuclear DecommIssIoning 

Non·nuclear decommissioning refers to the obligation to remove a major 

utility (aciHty, usually a power plant. Under traditional cost-of scrvi<:e regulation, it is 

the utilily's obligation to remove retired plant and to mitigate environmental and other 

effects assodatcd with that retired plant. De(ommissioning costs are estimated as a 

spedfic dollar amount of the costs im'olved in dismantling the (acility and are 

amortized through the annual depreciation accrual. In other words, non·nuclear 

decommissioning costs are a component of each utility's depredation expense, based on 
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each utility's most recent genera) rate case (GRC). PG&E, Edison, and SDG&E contend 

that since generation facUities were constructed to serve ratepayers, who would then 

re<:eive the benefits of these facilities over thelt usctullives~ these costs should be 

recoverable as eligible transition costs. The intervenors do not dispute the eHgibility of 

this category, but question how the costs arc calculated and what amount; if any, 

should be included in the transition cost balancing account for an10rtization beginning 

January I, 1998, as opposed to the amount that should be determined through market 

valuation. 

The utilities cstimatcthe (oJ1owing amounts as o( January I, 1998: 

PG&E: $596.168 million (net nominal amount, to 1/1/98 to 
determine that amount amortized through transition cost 
balancing account) 

Edison: $365.266 million 

SDG&E: $ 70.749 million 

PG&E has no estimates of decommissioning costs (or its hydroelectric 

facilities, but estimates negative net salvage amounts for these facilities of $273.6 

million. 

11.4.1.Utilittes 

PG&E believes it will retain the environmenlal1iabiHty for 

generating plant, whether plant is divested, retained, or retired, and that this liability 

should be recovered as an eligible transition cost. As of January I, 1998, PG&E proposes 

to begin to rcco\ter decommissioning cost estimates based on its most recent GRC· 

authorized amounts. At the time of market valuation or retirement, PG&:E recommends 

truing-up the transition cost balancing account to reflect any revised amounts. 

PG&E also anticipates that it will retain the non-environmental 

liability (or retired plant, which it proposes to recover through the transition cost 

balancing account, but predicts that it is likely that the non-environmental 

dC(ommissioning obligation will be transferred to the buyer upon divestiture of the 

plant-If plant is retained by the utility, PG&Eexpecls that the appraisal value would 

consider and reflect these costs. As of January 1,1998, PG&E proposes to begin to 
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recover decommissioning cost estimates based on the amounts authorized in its most 

recent GRC. As the time of market valuation or retirement, PG&E proposes to tmc-up 

the transition cost balancing account to reflect any revised amounts. 

Edison thinks that non-nuclear decomniissioningl including any 

environmental requirements, should be the responsibility of the owner of the 

generating station. The estimated costs should be determined at the time of market 

valuation, whether by appraisal or divestiture. Edison maintains that this position is 

supported by ORA, TURN, and CIU. Edison agrees with ORA's proposal to <:ontinue to 

recover decommissioning costs at the le\'el currently included in authorized ratcs. 

Assuming that decommissioning costs will be determined through 

the market valuation process, Edison proposes to continue the accounting for 

accumulated de<:ommissioning amortization as an offset to rate base. This is in contrast 

to PG&E's proposal 10 remove the decommissioning reserve from rate base, which 

Edison asserts ,,,,ould require determining the present value of the pre-200l obligations 

and applying interest calculations on the unpaid decommissioning funds. 

Edison <:ontends that because 0.97-08-056 precludes the utilities 

from rC(overing the costs of environmental rcmediation at its fossil sites through the 

Hazardous \Vaste Mechanism, Edison must seek recovery of these costs through either 

the Enyironm('nta) Compliance regulatory asset or through environmental 

decommissioning. Edison explains that environmental remediation generally cannot be 

performed untillinal dC'Commissioning. so it agrees with PG&E that it is necessary to 

estimate this obligation. Edison agrees with ORA's recommendation to base these costs 

on actual work performed for divested plants and on costs estimated through soil 

studies (or plants not divested, with the c.\\'c.\t that such work must oc<:ur prior to 2001. 

Otherwise, Edison claims that all environmental remediation costs would need to be 

based 01\ soil studies, rather than actual costs, and included in the (our-year tr.msilion 

period. 

SDG&E rffommends amortizing the (orecasted decommissioning 

expense (for both environmental and nOll-environmental dffommissioning) ratably 

over the tr.lnsition period. The economic or uneconomic treatment should be 
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determined in the market valuation process, with the transition (ost balancing ac~ount 

trued-up appropriately. SDG&E states that the ORA and TURN proposal to (ontinue 

the current depreciation expense levels to include decommissioning until market 

valuation occurs and to allow erc recovery (or environmental costs is an acceptable 

alternative. 

11.4.2.Audit Report Recommendations 

The auditors explain that PC&E was authorized to collect fossil 

d~ommissioning costs in its 1996 GRC decision (0.95-12-055). The company was 

allowed to collect decommissioning funds based on estin'tated decommissioning (osts, 

with the expectation that actual costs would be trued-up with coHcctions at the time of 

actual decommissioning. The auditors questioned PG&E's estimates of 

decommissioning costs, bC('ause PG&E escalated the estimate fot each plant to nominal 

(or current) dollars as of the expected date of decommissioning or 2001, whichever is 

sooner, using the same Consumer Prke Index (Crl) inflator factors used to escalate 

decommissioning costs to the 1996 test year in the 1996 GRC. This escalated cost was 

then discounted to Januar}t I, 1998 net present value amounts using a discount rale of 

7.17% (the reduced return on transition cost assets (or PG&E, as discussed in 

Section 18). In 0.95-12-055, we specifically denied PG&E's request to base 

decommissioning costs on nominal dollars and instead required that costs be based on 

const;mt 1996 dollars. The auditors believe that the net present value calculation is 

acceptable (or these purposes. The auditors also recommend reviewing contingendes 

and labor overheads, since there may not be a true-up to actual ~osts in the transHon 

cost recovery process for plants that arc decommissioned after the transition period. 

Negative net salvage results when the cost of removing a facility 

exceeds the amount that is expected to be received from the sale or other disposition of 

the retired unit. Salvage and removal costs leflect actual amounts recorded at the tiOle 

of the retirement, and retirement costs reflcct original cost. Depreciation reserves arc 

trtled·up for revised net salvage estimates and adjusted for revised remaining Jives 

based on updated depreciation studies. PC&E relied on published deprcciation 
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statistics (or other utilities to determine net salvage percentages with respect to 

retirement of its hydroelectric (acilities, because it did not have sufficient data to 

develop its own statistics. The auditors determined that these amounts were estimated 

correctly and that the negative net salvage amount is appropriate to include in PG&E's 

estimate of transition costs. 111e auditors 1\ote that because net salvage faclors arc 

embedded in depreciation rates, it is di((kult to identify the antounl of net salvage 

included in the reserve (or depredation at anyone time. The auditors explain that this is 

not neCessary because the proper approach is to assume that classes of plant assets will 

be (ully depredated before salvage (actors produce additional accruals. The auditors 

recommend recovering this cost through ntarket valuation rather than as a charge to the 

transition cost balancing accotmt. PG&E agrees with this r('commendation and states 

that this cost category w~n not be r«overed as a separate item in the transition cost 

balandng accotmt, but will be fadored into the market valuation of PGkE's 

hydroelectric facilities as part of the depredation reserve. FEA agrees and recommends 

that we carefully review these amounts. 

The auditors explain that Edison rCC()\'ers fossil decommissioning 

costs in its depreciation rates and the collected decommissioning costs arc induded in 

the depreciation reserve balance (which is an offset to rate base). 'rhe auditors have not 

questioned decommissioning costs (or Edison, because Edison explains that the future 

owners of these plants will assume the decommissioning obligation. Edison expJains 

that any amounts collected through depreciation or future net salvage will be deducted 

(rom the unamortized investment upon market valuatioll. The auditors have not 

questioned an}' ofSDG&E's decommissioning costs. 

11.4.3.1ntervenors 

On a policy level, ORA asserts that decommissioning expenses for 

fossil plants do not create the same kind of public safety concerns posed by nuclear 

de<:ommissioning, \\'hkh costs arc to be recovered through a separate nonbypassable 

rate. ORA contends that non-nuclear deconlmissioning is n()t a past investment by 

shareholders. but a future obligation of the utilities. ORA recommends that non-nuclear 
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decommissioning costs should not be estimated at this time. ORA agrees that 

environmental decommissioning costs should be directly recoverable through the 

transition cost balancing account, based on actual work performed (or divested plants 

and based on soil studies (or plants which arc not divested. For non-environmental 

decommissioning, ORA recommends that for divested assets or assets retained but not 

retired during the transition perio<t any unfunded non-environmental 

decomnlissioning costs at the time of market valuation should be reflected through the 

market prke of the asset. 

Prior to market valuation, amortization of the non-environmental 

decommissioning costs should be permitted at the most recent GRe-authorized level 

over the 48-month amortization period, on a straight-line basis, according to ORA. 

Upon market valuation, future d~ommissioning obligations would be transferred 

either to the new owners or to shareholders, and further transition cost recovery for 

these costs would cease. TIlis approach refle('ls ORA's preference for market 

me<:hanisms and eliminates the need for separate accounting for decommissioning 

costs. In addition, ORA maintains that separate recovery of unfunded decommissioning 

expenses through the transition cost balancing account would be anticompetitive. Non· 

environmental decommissioning costs of assets retired during the transition period 

should be recoverable through the transition cost balancing account. 

TURN agrees that the utility retains the environmental Jiability 

whether lhe plant is divested, retained, or retired and should recover this cost through 

the transition cost balancing account. The timing of environmental decommissioning 

should be accounted for in a net present value calculation to the extent it occurs alter 

2002. TURN also recommends that the utility should retain the non-environment.ll 

decommissioning obligation of retired plants. 

TURN believcs that the non-environmental decommissioning 

obligation should transfer to the bUyN if the plant is sold. If the plant is retained, the 

appraisal price will account for and reflect these costs. Again, TURN recommends that 

the appraisal take into account the timing of decommissioning after 2001 through a net 

present value c.llculation. 
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For both environmental and non-environmental decommissioning, 

to the extent any decommissioning costs are recovered prior to being spent, these costs 

should be accounted for as a rate base offset. As of January 1,1998, TURN recommends 

that the most recent GRC-authorized amounts should be included as a current 

transition cost (Le., amortized over the 48-n'tonth transition period). These costs should 

then be trued-up as plants are divested and decommissioning obligations become 

dearer. 

FEA has not distinguished between environmental and non

environmental non-nuclear dcconlmissioning. FEA recommends that d~omn\issioning 

should be stated in present value amounts, not nominal dollar amounts, and is 

concerned that contingency funds may be collected for contingencies which will not 

arise. FEA agrees with the auditors that PG&E's negative net salvage for hydr()ele<:tric 

facilities should not be eligible for transition cost recovery, but rather shOUld be 

reflected in the market valuation process. 

CIU agrees with Edison's proposal and finds it pteferable and mote 

accurate to use the market mcchanism of divestiture or other market valuation to 

transfer this responsibility either to a new owncr or to utility shareholders through the 

appraisal process. 1he amount of decommissioning to be recovered should be 

determined in conjunction with the market valuation of aU non-nuclear generation. CIU 

recommends that estimates should be avoided if possible and that contingencies should 

beexdudcd. 

EPUC agrees with Edison's proposal to include both the 

environmental and non-environmental decommissioning obligation in the transition 

cost balancing account through the market valuation of the generating plants, which 

shifts the responsibility for decommissioning to the future owner. EPUC rccomrnends 

that accumulated decommissioning amortiz'ltion should continue as an o[(sel to rate 

base. 
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11.4.4.Dlscusslon 

It is impOItant to distinguish between the recovery of generalion

related environmental decommissioning costs and costs recovered in the Hazardous 

Substance Mechanism (HSM). The HSM recovers costs that arc nol already re<:overed in 

rates, whereas environmental decommissioning is reCovered in current rates through 

the decommissioning expense. (RT: 918,2974.) 0.97-08-056 prohibits the utilities (rom 

entering any costs associated with generation into their HSM accounts. (0.97-{)8-056, 

mimco. at 10.) 

\Ve are persuaded by PG&E's argument that, in accordance with 

state and (ederallaw, the utilities remain liable (or contamination on power plant 

property. Because it is not probable that the environmental decommissioning 

responsibility can be transferred to new owners, we will allow the uncovered portion of 

the costs in rates to be amortized as a current cost in the transition cost balancing 

account. Amortization of these costs are eligible (or acceleration. \Ve will treat these 

costs as a current rate base of(set, as they arc accumulated prior to being spent. The 

timing of environmental decommissioning costs after 2001 should be accounted (or in a 

net pre~nt value calculation. 

To the extent that the environmental non-nuclear decommissioning 

can be transferred to new owners and is reOe<:ted in the purchase price, we will require 

appropriate true-ups and ([edits to the Iransilion cost balancing account. In addition} 

the utilities are required to true-up the transition cost balancing account according to 

updated studies and actual costs incl! reed. Assuming plants arc retired before the end 

of the transition period} a study should be completed o( the costs o( decommissioning 

and appropriate true-ups should be made to the transition cost balancing account for 

costs of actual dc<ommissioning work (both environmental and nonenvironmental) and 

revised decommiSSioning studies. A review o( this methodology will occur in the 

annual transition cost proceeding. 

Consist~nt with our preference to usc market mechanisms when 

possible} we concur that the market valuation process for both divested and retained 

plants will yield more aCCUl.\te and useful valucs of non·nuclear non-environmental 
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decommissioning costs than wiII an estimate o( what these expenditures arc likely to be. 

\Ve will adopt Edison's recommendation that non-nuclear non-eO\'ironmental 

decommissioning should be the responsibility of the owner of the generating station. 

\Ve will not estimate these costs nOWI but will determine them at the time of market 

valuationl whether by appraisal or divestiture. 

Both environmental and non-environmental non-nuclear 

decommissioning costs should continue to be recovered at the level currently included 

in authorized rates and amortized beginning January I, 1998. As both Edison and 

TURN recommendl the accumulated decommissioning amortization should be 

accounted for as an offset to rate base. 'Ihere is no need (or accelerated depredation of 

the non-nude.lr decommissioning expense, because the non-environmental amounts 

will be reflected in the market valuation process. We agree with ORA that any 

unfunded amounts are going (orward costs and as suehl should not be included in the 

transition cost balancing account. Acce1erating the depredation of these costs would 

merely blur this bright-line test. 

We cannot ptedict when these costs will be incurred, but We arc 

convinced that it does not make sense to treat all of these costs as if they will be 

incurred by 2001. \Ve wiJI allow recovery of nOh-nuclear deCommissioning costs in the 

transilion cost balancing account to the extent they arc aJIowed in current rates. This is a 

reasonable approach which allows some of these costs to be collected prior to market 

valuationl but will then adjust (ot market valuation. As we have previously dedaredl it 

is important that market valuation occur sooner rather than later. Divestiture is 

proceeding; we arc initiating appraisal of retained assets in early 1998. There should 

certainly be additional information available to make these adjustments well before 

2001. Costs recovered in rates should continue to be treated as a rate base offset. 

We concur with the approach to hydroelectric negative net salvage 

recommended by the auditors and agreed to by PG&E: the $273.6 million estimated in 

this cost category will not be recovered as a separate item in the transition cost 

balancing account, but will be factored into the markel valuation of PG&Els 

hydroelectric facilities as part of the depredation rescn'e. 
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11.5. Construct/on Work In Progress and Retlrement Work In Progress 

The Construction \Vork [n Progress (CWIP) account includes costs for 

projects that were under construction as of December 31, 1995. Under traditional 

ratemaking. CWIP costs are either charged to future plant additions or to abandoned 

plant accounts. Future plant additions will be evaluated (or reasonableness in the 

appropriate capital additions proceeding using the requireOients delineated in § 367 

and specified in 0.97-09-048. C\VIP costs include, for example, costs for plant additions, 

major equipment modifications, hydroelectric plant relicensing, and replacement of 

equipment. For purposes of market valuation, PG&E and Edison recommend that 

C\VJP be considered a sunk cost which will be refJected in the net book value of the 

plant at the time of divestiture or other market valuation. The utilities also presented 

C\VIPbalilnces for 1996 and 1997J which represent projects for which construction is not 

yet complete and costs are not yet transferred to plant in servke. These balances will be 

addressed in the appropriate capital additions proceeding. Parties generally agrcc that 

C\VIP balances should be rc('()\'ercd as capital additions when the projects are 

transferred to plant in service and not separately. 

Retirement Work in Progress (R\VIP) arc the costs involved with 

retireellent of plant assets, such as the cost of temoval and salvage. \Vhile CWIP is not 

part of ri,le basc, RWJP is accounted (or as part of the ac(umulated depredation reservei 

i.e., accumulated depreciation reserve is an offset to rale base and RWIP decreases that 

reserve. Edison rC('ommenrls that RlVIP should not be excluded from transition cost 

recovery, because RWIP is not associated with CWIP, nor will these costs be dealt with 

in the capital additions procccding. 

11.6.1.Utlllties 

PGkE presented a balance of $35.3 million in CWIP as of 

December 31, 1995. In general, PG&E recommends recovering CWIP balances in capital 

additions when those projccts arc lrclnsferrcd to plant in service. Ilowever, PG&H 

reconln\ends recovering CWIP balances (or projects started prior to December 31,1995 

in the transition cost balancing account, II the correSpOnding capital additions afe not 
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approved. PG&E contends that costs that are not eligible for capital addition tr('atment, 

but were incurred prior to the e((ective date of AB 1890 and were approved in the GRC 

should be eligible for transition cost recovery as abandoned projects. PG&E also 

recommends that CWIP be considered a sunk cost in the market valuation process; e.g., 

for divested plants, CWIP would be transferred to the new owners and reflected in the 

net book value of that plant. The audit report did not question costs related to the 

December 31,1995 balance, but did question certain costs included as CWIP as of 

Januar)' I, 1998. 

Edison has a balance of $74.3 million in C\VIP as of December 31, 

1995. Edison states that C\VIP r('(overy has not been proposed in this proceeding. with 

the understanding thai C\VIP assets identified on December 20,1995 which dose to 

capital additions between 1996 and 2001 will be reviewed and c('('overed as capital 

additions in future years. However, Edison states that any C\VIP existing as of 

December 31, 1995 should be eligible (or r(,(overy through the transition c:ost balancing 

acc:ount, if it is not recovered as a capital addition. Edison agrees that CWIP should be 

included in the market valuation process, i.e., to the extent there is any CWIP remaining 

on the date a generation plant is sold to a new owner, it should be reflected in both the 

book and market values of that station. Edison recommends including RWIP as part of 

the depreciation reserve and states that ORA now agrees with this treatment. TIle audit 

reporl questions h\'o projects which the auditors believe were improperly included in 

Edison/s CWIP balance as of December 31, 1995, the total of which is $3.5 million. 

SDG&E presents a CWIP balance of $20.2 million as of 

Dcc('mber 31, 1995 and a RWIP balanc:e of $290,000. SDG&E recommends considering 

C\VIP issues in the c.'pital additions procC'Cding; however, CWIP amounts booked prior 

to December 20,1995 should be viewed differently. SDG&E notes that son\e C\VIP will 

become abandoned plant and will be addressed in the capital additions proceeding. 

SDG&E maintains that it is premature to adopt TURN/s recommendation to exclude 

C\VIP from Ir.msition cost r.xovNy. 

The audit report notes that SDG&E ceased construction and 

reversed charges totaling $143/000 which SDG&E expects will not be eligible for 
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transition cost treatment under the requirements of AB 1890. The auditors concur with 

this treatment. 

11.5.2.fntervel'lors 

ORA fl."Commends that C\VIP balances should only receive 

transition cost treatment when the related capital addition is approved and moved to a 

plant account. ORA shares TURN's concerns regarding the potential for double 

recovery. If the related capital addition is not approved, the associated CWIP should 

not be recoverable through the transiti6n cost balancing account. However, ORA also 

recommends that specific projects which WCfe reasonable when initiated, but which do 

not meet the criteria ('stablished in AB 1890, should be reviewed in the appropriate 

capital additions proceeding. ORA explains that the Commission rarely approves 

specific projects in GRC decisions, but approves only a forecasted rate base. ORA agrees 

that abandoned plant treatment for these projects may be appropriate, but, again, 

suggests that this be determined in the capital additions proceedings. ORA no longer 

questions transitiOn cost treatment for R\VIP accounts for Edison. 

TURN recommends that CWIP be ineligible for transition cost 

recovery, because of the potential for double counting. TURN recommends recovering 

that CWIP balances in capital additions when projects are transferred to plant in 

service. If CWIP balances are not deemed eligible (or transition cost recovery through 

capital additions, these balances should be addressed on a case-by-casc basis. WRN 

advocates that C\VIP investments imprudently incurred should not be recovered at all 

and that expenditures incurred in 1996 and 1997 are of particular concern, given that 

such investments may have been undertaken to enhance the utilities' competitive 

positions while continuing to be assured of transHion cost reco\'ery. TURN 

recommends that rather than the effective date of AB 1890 or Dc<ember 31, 1995 being 

earmarked as the milestone for decision-making regarding capital hwestmcnts,the 

issuance of Rutemaking (R) 94-04-031 /Investigation (I.) 94-04-032 on April 20, 199-1 is 

more appropriate. 
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FEA recommends addressing CWIP in the capit.ll additions 

proceeding and contends that the audited C\VIP balances as of December 31, 1995 are 

the appropriate balances to be reflected in C\VIP accounts until 1996 and 1997 plant 

additions are approved. 

EPUC recommends recovering C\VIP in capital additions when the 

projects are transferred to plant in service, provided the capital additions have been 

determined to be eligible pursuant to AS 1890, including those costs incurred prior to 

December 31, 1995. EPUC states that cost re(,overy (or RWIP is currenlly reflected in 

depreciation and amortization accounts in rates approved by the Commission and that 

these costs should be treated similarly to no)\-environn\ental decommissioning costs. 

11.5.3.0IscU5slon 

If CWIP costs are not allowed in the capital additions proceedings, 

the utilities, in cUect, arc requesting to reCOYer these costs as abandoned projects. 

Parties have briefed the traditional ratemaking approach to abandoned plant. Under 

cost-of-service raten\akin~ the utilities request recovery (or abandoned projects in the 

GRC immediately following abandonment. J( recovery is authorized, the utility is 

allowed to amortize the recorded costs in C\VIP, less any accrued Allowance (or Funds 

Used During Construction (AFUOC) over a specified number of years, without any 

interest. The ('fiteria for abandoned project recovery arc delineated in 0.83-12-068, as 

modified by D.&I-05·100 and D.89-12-057, and include the fonowing: 1) the project was 

initiated and completed during a period of unusual uncertainty and dramatic and 

unanticipated change; 2) the projed was found reasonable, both in terms of undertaking 

and proceeding with the projcct; and 3) projects were canceled promptly when 

conditions warranted: 

"The general rule of ratemaking has been that a utility is not 
allowed to r(,(,O\'cr the costs of a pJant which is not used or 
useful. But we have created an exception during periods of 
gre<lt uncertainty: 'The exception is the product of the pcriod 
of dramatic and unanticipated change, initiated most 
notably for utility planners by the oil embargo of 1973, and 
('xtending for almost a decade. The period was characterized 
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by great uncertainty in the energy industry, both as to 
demand growth and availability of supply .... During such a 
period, the ratepayer should participate in the increased risk 
COnfr01\ting the utility. 

"'But the ratepayer does not become the utility's 
undenvriter In a perIod of high risk. At all tirl1cs, the 
shareholder will bear some of the risks of abandoned 
projects. The utility should bear a major part of the risk in 
order to provide proper, management incentives. Also, the 
ratepayer's participation is lin\ited to those abandoned 
projects .• .lor whIch the utility demonstrates to us that it has 
exercised reasonable tMI\agerial skill. \Veemphasize that 
the utility beats the burden of proof of reasonableness, not 
only with tesp~t to the planning and conduct of a given 
projcet, but also regarding the cancellation, which (nust have 
occur(oo promptly when conditions \varranted. Finally, a 
pef'(el>lion merely of generalized and ill-defined risk will not 
suffice to invoke thts exception to the 'used and USeful' 
principles. The utility will have to demonstrate that the 
projed which it ultimately abandoned was reasonable 
throughout the pr6jed's duration in light both of the 
relevant un<:ertainties that then existed and of the 
alternatives for meeting the service needs of its 
customers ... / ([quoting iron\) D.84-05~l00, mimco. pp.3-4}.u 
(D.89-t~-057,34 CPUC 2d 268-269.) 

According to PG&E, abandoned project treatment has been 

typically extended to projects that were no longer econon\lc or necessary. PG&E 

contends that white these particular projeds arc economic and necessary, they may not 

be re('over~b)e due to criteria yet to be identified by the Commission. Further, re&H 

contends that restructuring is a period of protracted uncertainty and that because these 

projects were approved in rG&H's GRe, it would have been imprudent nol to continue 

those projects n('('es5<uy to maintain generation·related plants. Furthermore, PG&E 

states that all of these proJects were commenced and many were completed before the 

enaclment of AB 1890 and that sevNal \'o'ere so dose to being complete as of 

December 31, 1995, it would have not been wise to cancel them. PG&E explains that 

abandoned proJeds ate often canceled in the early phases before physical construction 

begins. 
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\Ve do not believe that there was such uncertainty in the electric 

utility industry due to restructuring as to relieve the utilities of the risk of recovering 

C\VfP costs incurred prior to 1995 which are not found eligible for transition cost 

recovery in the capital additions proceeding. Indeed, we arc concerned that ensuring 

transition cost recovery for such items could not only lead to double counling, but 

could confer significant competitive advantages on the incumbents. Therefore, We will 

exclude transition cost recovery (or C\VIP for now. Those projects approved in the 

relevant capital additions procccdings will receive transition cost recovery, because the 

net book value and associated depredation amounts are trued-up as a result of those 

proceedings. Those costs incurred prior to December 311 1995 which are not approved 

in the capital additions proceedings do not Illeet our established criteria (or abandolled 

plant and therefore are not approved (or transition cost recovery. To the extent that 

there is remaining CWIP on the date a generation station is sold, that amount should be 

reflected in both the book and ntarket values of that station. \Ve wHl adopt a different 

treatment for past hydroelectric relicenslng costs, as explained in Section 14. 

Edison explains that the FERC Uniform System of Accounts 

requires that when depreciable electric utility plant is retired, the book cost of the 

retired plant be entered into Account 108. the Accumulated Provision (or Depreciation. 

While the retirement work is in progress, the removal and salvage costs arc accounted 

(or in work orders that arc also entered into Account lOS. If plant is retired before the 

end of its ('stimated useful life, traditional ratemaking has provided that shareholders 

are able to recover their remaining investn\ent in the plant, but not cam any return on 

the remaining undepredated plant balance. (D.85-08-046, 18 CPUC 2d 592.) Edison 

believes that under restructuring, this approach to accounting and ratemaking should 

not change significantly. As plants arc retired with appropriate adjustments to the 

depreciation reserve and c"pital additions arc added to rate basc, the uneconomic 

portion of the net gcneration plant will be subject to transition cost recovery. 

PG&E adds that under traditional raten\aking (or utility plant, 

assets are depreciated using group depredation at the asset class or FERC plant account 

level. Under this approach, assets arc depredated based on aV('f,lge life and when a 
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plant is retired, it is considered to be fully depreciated; i.e. its original cost amount is 

removcd from plant in service and from the accumulated depredaHon reserve, with no 

net change in total book value. Any undepredated value associated with the asset on 

retirement is spread to all other assets in a given class or account. PG&E agrees that any 

remaining net book value win be amortized through the transition cost balancing 

account over the renlaining months of the transition period. For plants that have bC('1\ 

retired prior to the beginning of the transition period, there is no impact on transition 

cost recovery, other than decommissioning funds. 

ORA does not propose any changes to traditional ratemaking (or 

retired plant (or purposes of transition cost recovery. After market valuation, ORA 

recommends that ratepayers should no longer be responsible for any additional costs 

associated with retiring a power plant, including decommissioning. 

\Ve agree that R\VIP costs should continue to be accounted (or as 

an increase to the ac(umulat~d depredation reserve. As discussed under 

decommissioning, alter market valuation, ratepayers should no longer be responSible 

lor any additional costs associatcd with retiring a powcr plant, including 

dc<:ommissiooing. 

11.6. COmmon and General Plant 

Common plant is defined in the FERC Uniform System of Accounts as 

those assets ass()(iated with more than one utility servicc, such as electric, gas, and 

water. (TR: 2454; 18 CFR, Part 101, p. 280, April 1,1996.) Gencral plant is not defined in 

the FERC Uniform System of Accounts, but the following accounts are described under 

the heading of "General Plant:" land and land rights, structures and improvements, 

office furniture and equipment, tr.'Hsportation equipment, stores equipment, tools, 

shop and garage equipment, laborlltory equipment, powcr operated equipment, 

communication equipment, miscellaneous equipment, and other tangible property. 

Each of these accounts is then char~'cterized as including items not properly included in 

more specific accounts, in conformance with FERC instructions. (IbM, Accounts 389·399, 

pp. 329 - 331.) The issue in this procccding is how to define and treat gcncration-rclated 
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common and gencr.ll plant (or PGkE and Srx:;&E, and general plant (or Edison.'t A 

certain amount of common and general plant has been atrocated to the generation 

function for each utility in the cost separation proceeding (A.96-12-009 d al.) The 

utilities assert that generation-related common and general plant costs are eligible (or 

transition cost (ecovery, because they are generation-related costs that Were in 

Commission-approved rates on l)c(ember 20, 1995 and claim the followjng estimates as 

of January 1, 1998: 

PG&E: $80.050 million 

Edison: $42.929 million 

SDG&E: $4.388 million 

11.6.1.Utilitles 

PG&E proposes to recover the uneconomic portion of commOn and 

general plant, which the Commission has deternlined to be generation-related, in the 

transition cost balancing account, whether such plant is on-site or off-site. PG&E states 

that it has included onl)' costs associated with common and general p1ant that had been 

directly assigned to generation in its accounting records and that this plant is associated 

with land, buildings, communications, and other equipment located at the generation 

plants that are immobile and essential to the generation function. PG&E believes this 

on-site pJant should be market valued with the generating plant. 

PG&E has not aUocated any shared common plant costs, such as 

those associated with its general office, to generation in this proceeding. I'G&E 

proposes that the amount of shared common plant ullimately determined to be 

genemtion-reiated in the unbundling proceeding should be assigned to generation and 

therefore be eligible (or Ir.msilion cost rccO\'ery, if found to be uneconomic. PG&H 

asserts that these costs arc gcncr(ltion-rclated that are unavoidable until PG&E#s 

gener.ltion has been completely divested. PG&E recommends that off-site assets which 

" Because Edison is an electric utility onty (other than the small gas and water operations it 
maintains on Santa Catalina Island), there Is no common pJant at issue. 
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are determined to be generation-related in the unbundling proceeding should also be 

market valued, but this issue should be considered in another phase of this proceeding. 

PG&B contends that ORA's position in this proceeding is 

inconsistent with its position in the unbundling proceeding. In that proceeding, ORA 

has agreed that both the directly-assigned and indirect allocated costs assigned to 

generation are appropriate, and furthermore, ORA argued that additional shared 

common costs should be allocated to generation. 

Edison asserts that all generation-related general plant should be 

eligible for recovery in the transition cost balancing account, which will then be 

adjusted for market valuation. Edison has no common plant, but provides an analysis of 

two types of generation-related general plant: 1) site-specific, i.e., which is situated at 

the generating site and 2) non-site-specific, Le., assets which arc not necessarily 

physically located at the generating site. Edison contends that both types of assets 

represent plant invested in spedfically to serve the genera lion function. Edison believes 

that if the Commission allows rccovery only of site-specific general plant in the 

transition cost balancing account, the remainder of non-site-specific plant should be 

recovered in non-generation rates. Edison states that sire-specific general plant assets 

were purchased and have been used solely for the operation of generating plant and do 

not have other lISCS within the utility; these assets have been included in its divestiture 

proposals. 

Edison disputes ORA's proposal to defer resolving the eligibility of 

on-site general plant assets until it call be determined which assets win be divested. 

Edison believes that this violates the )'referred Policy Decision, which orders rcco\'ery 

of up to 100% of the net book value of fossil genrri\lion prior to market valuation. 

Edison (urther disputes ORA's and TURN's recommendations that no transition cost 

recovery be allowed (or off-site generation-related general plant assets which arc either 

allocated or directly assigned to generation and involve activities that could be 

reassigned to other utility (unctions. 

S)x;&E states that all of its common and general generation-related 

plant assets arc site-specific and should be recovered as generation-related transition 
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costs. SDG&:E recommends that the booked amounts should be amortized over the 48-

month transition period and that the determination of which portion is uneconomic or 

economic should be reflected in the market valuation process. 

11.6.2.lntervenors 

ORA asserts that we must determine whether these assets are 

directly related to generation, wheiher theeost is unavoidable, and whether the cost is 

uneconomic. ORA states that on-site plant which is immobile and essential to the 

generation {unction is more directly related to generation than is off-site plant, and that 

items which are directly assigned to generation ate dedicated to the generation 

function, whHe items which are indirectly assigned though various allocation methods 

serve multiple (unctions. ORA believes that common and general plant assets vary in 

the degree to which they are unavoidable and recommends that the cost of assets which 

can be sold, leased, or reassigned to other utility functions is avoidable and therefore 

not eligible for transition cost reto\'('fY. ORA recommends that detern\ining the 

eligibility of on-site common and general plant should be postponed pending 

dh>estiture of the related plants. ORA believes that the off-site common and general 

plant should not be eligible {or transition cost rffovery, because the related assets have 

alternative uses and would be very difficult to market value. Alternatively, ORA 

recommends that if off-site cOllunon and general plant is allowed to be recovered, it 

should be eligible (or inclusion in the transition (ost balancing account only i{ its market 

value excteds its book value. 

TURN agrees that the uneconomic portion of the on-site common 

and general plant should be recoverable in the transition cost balancing account and 

that the on-site assets should be market valued with the related plant generating plant. 

TURN argues that the off-site common and general plant should not be eligible for 

tr.lnsition cost recovel)', because these costs are Jikel}' to have other uses and are 

therefore not stranded. TURN recommends that common and gener.ll plant which is 

directl}' assigned to gener.ltion and shared plant which is allocated to generation be 

deemed ineligible (or transition (ost recovery. In particular, TURN recommends that 
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shared corporate general plant should not be eligible for transition cost recovery, 

because these assets arc very likely to have alternative uses. TURN also asserts that 

including off-sHe common and general plant as eligible (or recovery creates perverse 

incentives influencing the choice between owning and leasing property. 

FEA recommends that, unless the utilities can demonstrate th:tt 

these assets cannot be transferred to other operations or sold at a price equal to or above 

net book value, these costs should be ineligible for transition cost recovery. FEA asserts 

that assets" such as vehicles or land, whether on-site or off-site, that may have been used 

in generation (unctions in the past may weB be usable in the utility's other operations. 

I'EA questions whether such assets arc indeed generation-related. FEA contends that 

divestiture will aid us in our determination of whether an asset claimed by the utility as 

eligible (or transition cost re(overy is truly generation-ie}ated Or not. FEA thus agrees 

with ORA's proposal that recovery of these assets be deferred until market valuation. 

EPUC agrees that the unC(oJtomic portion of the on-site (ommon 

and general plant should be determined through market va)uaticn and that the 

un~onomic portion should be eligible [or transition cost recovery to the extent it is 

included in the net book value of capital investment existing as of January I, 1998. 

EPUC recommends deferring the market valuation and treatment of off-site common 

and general plant to Phase 3 or other Commission proceedin~ and states that the 

treatment of these items depends on the proper assignment or allocation of the off-site 

facilities to various generation plants; e.g., properly a)located off-site (ommon and 

general plant costs that were part of the net book value may receive transition cost 

recovClY. However, EPUC recommends that if such costs are not part of the net book 

value, then the costs should be recovered from the Power Exchange or the market. 

11.6.3.0Iscusslon 

We will dislinguish between on-site and off-site common and 

gener.,) plant in our discussion. On-site cornmon and general plant arc generation

related assets which appear to be integral to the operation of the corresponding power 

plants. It would be inconsistent with our efforts to encourage divestiture and to 
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maximize the fair market value of these assets to either not allow recovery of any 

transition (osts associated with these assets or to defer the determination of their 

eligibility for transition cost recovery. \Ve will allow transition cost recovery via 

amortization of the on-site common and general plant estimates at the beginning of the 

transition period and it is our expectation that market valuatiOJ\ will capture the value 

of such assets. In order to be consistent in our ratemaking approach, the amount of on· 

site con1mon and general plant assets as of December 31, 1995, which has been verified 

by the auditors, should be amortized over the transition period. \Ve will true-up the 

transition ('ost balancing account once market valuation occurs and will review any 

assets not acquired by buyers to determine whether they remain eligible for transition 

cost treatment. 

Off-site generation-related common and general plant is more 

problematic. \Ve will exclude such costs from transition cost rcCovery at this time, 

because we ('xpect that the majority of items in this category may well be usable in other 

unregulated areas of the utilities' or their aUiliates or subsidiaries' functions.20 \Ve agn.~ 

with ORA that such assets should have many uses; indeed, PG&E has indicated that of 

its 20,000 accounting records, 19,000 relate to vehides and another 25 relate to 

buildings. \Ve believe that there are many opporluniti('S to minimize transition costs in 

the area of off-site common and genec<ll pJant. \Ve adopt PG&E's proposal that off-site 

generation-related common and general plant not be recovered initially in the transition 

cost balancing account pending efforts by the utilities to mitigate such costs. 

To the extent thesc off-site common and general plant costs cannot . 

be fully mitigated, the uneconomic costs of off-sHe generation-related common and 

gener.,l plant may be recoverable through transition cost treatment. Ilowcver, we put 

the utilities on notice that such mitigation efforts will be thoroughly reviewed and 

N Such transactions must be undertaken in conformance with our affiliate transaction rules 
being developed in the affiliate transaction rulcmaking, R.97-()'I-Oll /1.97-M-012. 
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scrutinized in the annual transition cost procccdings and that we expect thc utilities to 

use their best e((orls to find alternative uses for these assets. 

11.7. Emissions Trading Credits 

Emission trading credits arc used by the utililies to o((sct certain air 

pollution emissions under a program established by federal statute. Excess emission 

trading credits not needed by the utilities can be bought and sold in a secondary 

market. \Ve have generally found that 100% of the total net value of these ((edits (less 

only the sales costs) should be returned to ratepayers. These policies were adopted in 

D.95-12-051 (for PG&E) and in D.95-04-076 (for SDG&E). Both PG&E and SDG&E are 

subject to the Environmental Protection Agency's sulfur dioxide (502) emissions 

program. Edison's fossil-fired plants are subject to the South Coast Air Quality 

Management District's nHrogen oxide (NOx) emissions program through its Regional 

Clean Air Incentives Market (RECLAIM). 

In terms of ratemaking, we have used the ECAC (or PG&E and SDG&E to 

ensure that ratepayers receive this credit. Edison uses its Electric Revenue Adjustment 

M('('hanism (ERAM) account (or this purposc and has proposed to continue doing so in 

A.95-0S-049, its 1995 ECAC pro<eeding, in \, .. hieh a Commission d('('ision is pending. 

The ratemaking treatment of these credits is now in dispute, since it is likely that the 

ECAC and ERAM accollnts will be eliminated or substantially modified. 

11.7.1. The Utilities 

PG&E r('('ommends that, j( s01d, the economic portion of net excess 

. emissions credits should be credited to the transition cost balancing account. Edison 

recommends that credits of record as of January I, 1998 be market valued according to 

current year market prices and included as a credit against costs eligible for recovery 

through the Ir.lnsilion cost balancing account. Edison proposes that when plants are 

market \'aluoo, the excess credits whkh have not yet been sold and are attributable to 

each (adUty could either be bundled with the plant or market valued separately. 

SDG&E recommends that if excess credits are sold prior to market valuation, the net 

procccds should be credited to the tr~msition cost balancing account, but believes that 
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the$(' values should be included in the market value of the plant unless they arc sold 

prior to market valuation. 

11.7.2.0RA and TURN 

ORA recornmends that any profit earned by the utilities from the 

sale of excess emissions credits which arc 110t transferred to new owners through 

divestiture should be refunded directly to fdtepayers .. rather than beit'g ctedited to the 

transition cost balancing account. TURN supports ORAls position. 

ORA believes that simply crediting the value of these credits to the 

transition cost balancing account would defeat the Commission's stated purpose: to 

give the ratepayers the benefit of these sales. If these credits arc used to offset transition 

costs, ORA believes that only shareholders would benefit, because such credits would 

serve to reduce the risk of transition (ost r~overy. AltemativelYJ ORA recommends 

that such proceeds be credited to a long· Jived account, such as the account which will 

be established to track nuclear dC('ommissioning expenses and revenues (as required by 

§ 379), which would accomplish the Corninlss[on's intent by offsetting ratepayer costs. 

11.7.3.Dlscusslon 

\Ve will not adopt ORA's recon\mendation on this issue. The 

emissions credits do not fit the criteria listed in D.96-12-025, which established the 

Electric Defected Refund Account (or each utility. The sale of emissions credits results 

in a gain from a sale of utility property, rather than from utility o\'er~ollection or 

imprudent conduct. \Ve agree with PG&E's assessment that sales of these assets are 

similar to sates of utility property, in which the gain on sale accrues to ratepayers. In 

D.97·04-024 and D.96-09-044, We determjned that the appropriate way to flow a gain of 

sale of utility property to ratepayers is by crediting the procCt."'<ls to the transition cost 

balancing account. Sinli1arly, crediting after-tax proceeds resulting from sales of 

emissions credits to the transition cost balancing aC(,Olmt will help to ensure that the 

transition cost obJigation ('an be recovered more quickly and the rate freeze ~nds more 

quickly. 
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By crediting such gains to the transition cost balancing account, we 

comply with § 367(b), which requires netting both above-market and below-market 

assets to determine the uneconomic piece of transition costs. Finally, crediting the 

transition cost balancing account rather than refunding these credits directly to 

ratepayers is consistent with our preference for the use of market-based mechanisms, in 

which the emissions credits are addressed during the market valuation process. To the 

extent that generating plant is retained, this credit should continue after the end of the 

transition period and will apply to of(set post-2001 transition costs, as PG&E proposes. 

11.8. Treatment of Land at Power Plant Sites for Divestiture 

11.8.1.Utilities 

PG&Estates that it intends to package the relevant plant and 

associated generation assets, including land, in its divestiture offerings. This market 

valuation process would then result in a net credit or debit to the transition cost 

balancing account. As described above, PG&E believes that land must now be treated as 

depreciable property and proposes that all gains and losses realized through sale, 

spinoli, or appraisal of generation assets, including land, should flow back to ratepayers 

by way of the transition cost balancing account. PG&E beHeves this approach is 

consistent with TURN's proposal and states that to the extent the package is projected 

to be above-market, I'G&E will accelerate amortization of the land, consistent with 

D.97-06-060. 

In its divestiture appJication (A.96-11-()'16), Edison proposes to 

separate the land at its gas·fired fossil fuel sites as follows: 1) land nccessary to operate 

the generating plant; 2) land to be sold separately; and 3) land to be retained by Edison 

for other purposes. Edison asserts that it has not yet determined the exact portion of 

land in each category and has therefore included all land at the generating stations as 

eligibJe for transition cost recovery. At market valuation or divestiture, Edison states 

that it will determine the appropriate disposition of the land and will then make the 

corresponding adjustments to the transition cost balancing account. Edison st<ltes that it 

has also identifiC'd a "proposal that would also allow the bidders for the plants to 
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inspect the proposed property boundaries (or themselves and propose minor boundary 

adjustments that may ease potential plant upgrade or r('powering projects." (Edison's 

opening briel, p. 93.) 

Edison recommends that land associated with transmission 

(acilities should receive a fuJI rate of return and should not be amorlized on an 

accelerated basis. Edison explains that this land has been traditionally classified as 

generation assets in the vertically integrated utility. Edison proposes to retain land 

associated with fuel oil facillties llntil the ISO m"kes a determination as to the need (Or 

this dual fuel capability in the (uture. Edison recomnlends that i( it is to retain these 

facilities [or reliability purposes, they should be t['eated in the same manner as 

transmission assets; i.e., not subject to market valuation or accelerated depreciation. 

Edison recommends that all other land at its generating stations, whether proposed to 

be included in the divestiture transaction or not, should be classified as generation 

assets. Edison contends that no party, in any prior proceedings, has contended that it 

was improper to hold this land as generation assets. Edison agrees that this land 

eventually \ .... m be market valued and that the market valuation process will likely 

result in a credit to offset transition costs; however, Edison asserts that this 

determination cannot be made until divestiture is completed, at which time, Edison will 

know that boundaries of the divested land and any adjustments that might be required 

by various municipalities. 

11.8.2.lntervenors 

TURN argues that any land which is not included in the divestiturc 

package must therefore not be required (or the operation of the generating plants, by 

definition. This land should then be removed (rom rate base and treated as non-utility 

properly. TURN recommends that such land should undergo market valuation as soon 

as possible and any net gains should accrue to ratepayers, who havc heen paying 

carrying costs on this investment (or many years. TURN contends thai this land should 

not be amortized at the beginning of the transition period and should not earn a rate of 

return prio}' to market valuation, becausc it is not needed (or power plant operation or 
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rcpowering and is therefore not ulility properly, a conclusion which TURN states is 

derived from Edison's position in the divestiture proceedings. TURN agrees that land 

related to transmission assets should not be market valued, but contends that land 

associated with (uel pipelines should be market valued and amortized at the reduced 

rate of return. 

TURN maintains that none of the proposals for assigning differing 

rates of return to the various pieces of land can be implemented until Edison performs 

the necessary analysis of how much land should be assigned to each (unction or usc at 

each plant. 'tURN recommends, therefore, allowing Edison to amortize only the book 

value of the land proposed to be divested until that analysis is completed. TURN 

recommends that Edison receive a reduced rate of return on aU land until this analysis 

is complete. Upon completion, ratepayers would be refunded the return paid on land 

later found to be non-utility property and Edison would resume collecting a full rate of 

return On transmission-related land. In other words, TURN recommends that 1) land 

not needed for utility purposes would be ren\oved (rom rate base 01\ January 1, 1998,2) 

the fair market value should be determined as quickly as possible, and 3) all net gains 

(rom increascs in the land's value should accrue to Edison's ratepayers. 

ORA supports TURN's recommendation to allow Edison to 

amortize only the book value of the land to be divested until further analysis is 

pcrfornled to accurately divide the land into pipeline-related land, transmission-related 

land, and other. Farm Bureau also supports TURN's recommendation to restrict 

Edison's recovery on the land it intcnds to retain. FEA recommends that any assets 

which have been uscd (or generation functions in the past may be usable in other utility 

operations. Therefore, H!A maintains that it is questionable whether these assets arc 

gener,1tion-related, and, in the case of land, whether these assets can be considered 

uneconomic. Enron also supports TURN's proposal. 

11.8.3.OIscusslon 

\Ve h.wc encouraged the div('Stiture of at least 50% of PG&E's and 

Edison's gener.1tion facilities in order to attempt to "resolve many, if not most, of the 
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market power problems identified by the Department of Justice and FERC, and allow 

lor a compctith'e market." (Preferred Potiey Decision, mimco. at p. 101.) To provide an 

incentive for these transaclions, we allowed an increase in the reduced rate of return 

applicable to the utilities' non-nudear and non-hydroelectric equity components of up 

to 10 basis points (or each 10% of fossil generating ('apacily divested. These approaches 

were affirmed in 0.96-12-088 and 0.97-02-021. The Preferred Policy Decision prOVides 

this incentive only [or the non-nuclear and non-hydroelectric equity components. PG&E 

and Edison should include proposa1s for computing and applying this incentive in their 

respective divestiture proceedings. PG&E and Edison should estabJish tracking 

accounts to track the differential in the rate of return as each 10% of fossil generating 

capacity is divested, which would then be applied to the reduced rate base. 

Section 33O(e) confirms the state's intent to reap the benefits of 

competition in the generation of electricity and § 330(1)(3) docurnents the legislature'S 

concern regarding market power. Furthermore,§ 367(b) requires market valuation "for 

those assets subject to valuation" by the end of 2001. It is indisputable, therefore, that 

market valuation and, in this particular case, divestiture, accomplishes two goals: 1) to 

ensure that "no participant in these new market institutions has the ability to exercise 

significant market power so that operation of the new nlarket institutions would be 

distorte(h" and 2) to transition the utilities (rom regulated status to unregulated status 

(§ 330(1)(2». Both §§ 330 and 367 require that a netting calculation of all "above-market" 

and "below-market" transition cost assets be performed to determine the costs to be 

recovered. Section 330 requires that the transition to a competith'e market be orderly, 

allow the utilities a fair opportunity to fuHy recover the costs ass()(iated with 

commission-approved generation-related assets and obligations, and be completed as 

expeditiously as possible. These two mandates demonstrate our duty to ensure that the 

market valuation pr()(ess is structured as to obtain maximum value of the property. 

In 0.97-06-060, we found that the interests of both ratepayers and 

shareholders would be aligned in devdoping a methodology to coHect transition costs 

as expeditiously as possible. Similarly, obtaining the maximum assessment of fair 

market value in an arms-length transaction benefits both the ratepayers and 
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shareholders. Shareholders arc not at risk for rtXovery of as many uneconomic costs 

and ratepayers may benefit by an early end to the rate freeze. 

Edison indicates that it plans to divest only the I/[ootprint" of land 

that its genertltlon facilities occupy, but would givc bidders the option of requesting 

morc land as needed. The lands that EdisOn intends to retain are similar in nature to 

property that the utility previously held as Plant Held [or Future Use (PHFU). \Ve 

believe the principles underlying PHFU treatment apply equally to the generating 

plant-related land that Edison does not propose to divest with its generating plants. 

Edison believes that TURN's propOsal should be dismissed as retroactive ratemaking 

and alleges that it is appropriate to retain the PHFU land until a favorable market arises 

[or the land. At that point, Edison says, the utility will sell the land and apply proceeds 

(rom the sale to offset transition costs. 

PHFU properly may be included in a utility's rate base, as 

established in guidelines adopted as Appendix B in D.87·12-066, in Edison's 1988 

general rate casc. These guidelines clarify that, under certain circumstances, We wm 
include PHFU in rate base. We have also determined that t'[n]othing in this exhibit 

should be interpreted as precluding the ability of the ratepayers 10 rcco\'~r gains on 

sates of plant that has at some time earned a retum as PHFU." (D.87-12-066, mimco. 

Appendix B at p. 4.) 

In addition, § 728. 1 (c) sets (orth standards for returning to 

ratepayers funds realized (rom a gain on sale of PHFU property. It requires that gains 

on sale of PHFU property that was incJuded in MIl' base be allocated to customers in a 

manner consistent with Account 105 of the Uniform System o( Accounts. It then directs 

that 

lithe portion of the gains allocated to customers shaH not be 
Jess than the amount the corporation has r\.~o\'ercd through 
rates (or the carrying costs and other expenses of the 
property during the period it was carried in the plant held 
[or future USCI and shan not exceed the gain on the salel net 
of any tax, resulting [rom the sale." 
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It is reasonable to adopt TURN's proposal with cerlain 

modifications. By valuing a property right after it is taken out of rate base, the 

Commission could elin\inate (uture uncertainty as to dividing the property's value 

pursuant to § 728.1 (e). Assuming that the property had been in rate base since purchase, 

aU gain in value since then would be attributable to ratepayers. Assigning value 

immediately might also immunize ratepayers (rom any speculation by the utility (e.g., if 

the utility waited until after the real estate market plunged to sell the property). lvfOst 

importantly, calculating the gain in valueof the land upon divestiture allows us to 

derive the necessary information to detern\ine whether assets arc or ate not ('(onomie. 

While Edison argtles that retroactive ratemaking bars us from 

implementing TURN's proposalJ we do not agr~ with this conclusion. We have 

previously concluded that an allocation of gain does not constitute retroactive 

ratemaking, since no adjustment is made to preViously collected rates results. (56 CPUC 

2d 4, 16.) Rather, we have imposed corl'e<tive actions to remedy past overcoUedions 

based on a utility's failure to (amply with established accounting rules. 

\Ve dired Edison to allocate its land according to its (unction; i.e., 

transmission-related, fuel oil pipeline-related, and generating plant-related land, using 

a pro-rata analysis. The transmission-related land will t~eive the (ull rate of return and 

will not impact transition cost recovery. Edison's pro rata approach should be fi1ed on 

March 2,1998, in its appraisal application. Consistent with our approach toward fuel oil 

inventory, Edison should amortize the pro-rata portion of the land associated with fuel

oil pipeJine and should include its proposal (or the treatment of this land in the 

proposal (or fuel oil inventory, to be filed on March 2, 1998, as discussed prevjously. All 

other land t tmditionally dassificd as generation, but nol divested with the plant, will be 

removed (rom rate base as of January I, 1998. Only the book value of the ],md which is 

proposed to be divested and which is atlributable to fuel oil pipelines will be amortized 

in the transition cost balancing account at the reduced rate of retum until further 

analysis confirming these pro-rata approaches is cOlllpJete and appraisal of the land is 

completed. Thus, other than land which is allocated to the transmission {unction and 

fuel oil pipelines, all generation-related land attributable to plant which is proposed to 
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be divested should be removed from rate base as of January 1, 1998. lVe will order 

Edison to adjust its transition cost balancing account once the land is fully analyzed 

according to its various functions and underg()('S market valuation. In this way, any 

gains can be quickly applied to offset transaction costs. 

If not sold or market valued prior to divestiture, the date of 

divestiture is it reasonable date (or this valuation to occur. At that point, we wiJl know 

exactly what property the \\'inning bidder requires and any adjustments that arc 

required by various nlunicipalities. The land can then be appraised and valued and the 

appropriate credits can be recorded in the transition cost balancing account. \Ve arc not 

convinced that there ate such unique qualities to this land which would argue that we 

should wait until market valuation procedures (or retained assets are in place. As with 

our prior examples, land is very different front power plants. \Ve will review such 

assessments in the annual transition cost proceedings for reasonableness. This is a 

simple, uniform policy to apply, particularly because PG&E has already stated that it 

intends to include the land surrounding its power plants (or divestiture, other than land 

needed (or other utility purposes. 

11.9. Step-up Transformers and Generation Radial Tie-LInes 

On April 29, 1996, PG&E, Edison~ and SDG&E filed a joint Petition for 

Declaratory Order (Docket No. EL96-48) with FERC, which asked for confirmation of a 

proposed delineation of (ertain facilities as either local distribution or transmission 

facilities. Edison proposed that all generation step-up facilities, ex(ept those at the San 

Onofre Nuclear Generating Station (SONGS), be reclassified (Or ratemaking purposes as 

generation. Edison also proposed that the SONGS step-up transformers and generation 

radial tie-lines (onnccling generators to the transmission grid remain classified as 

transmission (or ratemaking purposes. In its comments, this Commission supported 

this proposed delineation, but recommended classifying the SONGS step-up 

transformers and generation radial tie-lines as generation. On October 30,1996, FERC 

issued its Order in Docket No. EL96-48, which adopted the proposed delineation of 

facilities with this Commission's modifications. In 0.97-05-053, we granted Edison's 
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petition to modify 0.96-01-011 and 0.96-().I-0591 and allowed Edison to add 

approximately $18.7 million of sunk costs associated with SONGS' step-up transformers 

to SONGS sunk costs. (0.97-05-053, mimco. Conclusion of Law 3 at pp. 9 -to.) 

No party disputes this issue. Since FERC has already reclassified 

generator step-up transformers and generation radial tic-lines as generation, it is 

reasonable to use that classification for transition cost ratemaking purposes. These 

assets should be added to the net book value of associated plant. 

12. Nucl~M Generation Transition Costs 

Generally, the revenue requirement associated with nuclear facilities is not an 

issue to be determined in this proceeding. The amount of sunk costs and ICIP treatment 

for Diablo Canyon was considered in 0.97-05-088; the treatment of Palo Verde Nuclear 

Generating Station was determined in D.96-12-083; and the treatment of SONGS was 

considered in 0.96-01-011 and 0.96-04-059. However, certain issues related to nuclear 

generation transition costs have been raised in Phase 2, including whether transition 

cost recovery for di((erenccs betwccn ICIP costs and Power Exchange revenues is 

allowed for PG&E. \Ve do not address issues previously addressed in 0.97-08-056. 

Nuclear sunk costs are already being amortized at an accelerated rate, consistent with 

the respective decisions. 

12.1. Diablo Canyon 

In A.96-12-009, PG&E proposed to recover ICIP costs by way of a separate 

nonbypassable charge. PG&E has also expressed, in this proceeding, its willingness to 

recover these costs in the transition cost balancing account (RT: 2241; 2964-2965). 

D.97-08-056 precludes the lise of a separ,\te, nonbypassable charge (or this cost. 

PG&E explains that in 0.97-05-088, we adopted a fixed ICIP amount 

which reflects the cost to ratepayers of kilowatt hours received from the plant. Power 

Exchange re\'~nlles (rom Diablo's output would be uscd to offset this fixed ICI P price, 

but to the extent Power Exchange revenues are greater or less than ICIP, the difference 

would result ill a debit or credit to the lr~lnsition cost balancing account. PG&E asserts 

that this relationship is consistent with and authorized by the Rate Restructuring 
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Settlement, which provides that if PG&E's actual incremental costs exceed the fixed 

ICII' prices, this difference (between actual and ICIP) \",'ould not be recoverable in the 

transition cost balancing account. PG&E docs not believe that the Rate Restructuring 

Settlement precludes either the recovery or the crediting of the difference between ICIP 

and Power Exchange Revenues, as TURN contends. 

TURN maintains that because the Rate Restructuring Setllement reads, in 

relevant part, that "[nlone of Diablo Canyon's incremental costs would be eligible for 

recovery through the erc," stich recover)' should, in (act, be banned. ORA docs not 

believe that the Rate Restructuring Settlement is a dotument which binds this 

Commission in any way. 

\Ve agree with PG&B. As contemplated in both AS 1890 and the Prderred 

Policy Decision, it is the ongoing ICII' costs which arc compared to the Power 

Exchange, and differences in reVenues or costs arc either credited or debited to the 

transition cost balancing account. Actual costs are not compared to the market dearing 

prke for purposes of determining these ongoing transition costs. If the market-dearing 

prke is below ICII' costs, this difference is debited to the transition cost balancing 

account. PG&E is at risk (or any actual, incremental costs which arc greater than ICIP. 

Similarly, i( the market dearing price is greater than ICIP costs, this difference is 

credited to the transition cost balancing account. If actual costs arc below (CII' costs, 

PG&E may retain the difference. 

12.2. San Onofre Nuclear Generating Stat/on (SONGS 2&j) 

Edison states that it is making various necessary repairs to low-pressure 

steam turn rotors and exhaust hoods, which it asserts arc necessary to maintain the safe 

and reliable oper"lion o( SONGS 2&3. Edison contends that shareholders made this 

investment with no guarantee of recovery and furthermore that there is no guarantee 

that Edison will realize any improvements in the capacity and output of SONGS. 

Edison asserts that any improvements which do o<cur would offset eUicienc), losses due 

to the units' aging. Edison notes that SONGS 2&3 have historically operated above and 

below their rated capacity during the last 10 years of operalion. SDG&H agrees with 
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Edison's position that "the lilted capacity of the lInit is simply the vendor's guarantee 

that given a set of varjables~ their guarantee to the purchaser of the plant is that it will 

perform at least at this leveL" (RT at 1546.) 

As a general proposal~ TURN recommends that no ICIP costs be 

recoverable in the transition cost balancing account for any output significantl}' above 

current nameplate capacity due to plant retrofits. TURN makes this recommendation 

specifically for SONGS, because it believes that the repairs are likely to increase the 

capacity above nameplate capacity. ORA supports TURN's position. 

EPUC recommends that the rccovery of ICIP should be ronsistent with the 

requirements of the SONGS settlement, but notes that the limit for SONGS recovery is 

the ICIP compensation. EPUC therefore proposes that in the event that Power Exchange 

or other revenues exceed the ICIP, the transition (ost balancing account be credited 

with the eX«'ss amount, which would then redu~e transition costs. Simil3rly, in the 

event that there is a shortfall in revenues below the eligible ICIP level, EPUC 

recommends recovering this shortfall through the transition cost balancing account. 

Under the terms adopted in D.96-Q.1-059, Edison and SDG&E will recover 

the forecasted costs of operating the plant if SONGS 2&3 operate at a capacity factor of 

78%. Actual costs above ICIP (i.e., if capacity is less) are not recoverable from 

ratepa},ers, while actual costs below ICIP (i.e., if the plant operates at a higher capacity 

factor) do not benefit ratepayers. Thus, if the plant's capacity were increased by these 

repairs, it would produce more kilowatt hours than it would have compared to the 

capacity factor adopted in D.96-().l·OS9. Depending on the Power Exchange price, an 

increase in produced kilowatt hours has the potential to increase the tr.lnsition costs 

claimed if the Power Exchange price is less than the forecasted ICIP price. Similarly, if 

the POW('f Exchange price is greater than forecasted ICIP prices, the increase in capacity 

h"s the potential to offset transition costs. 

\Ve do not choose to interfere, in this dedsion~ with the balance of risk "nd 

rewards that was adopted concerning the ratemaking treatment of SONGS 2&3. These 

retrofits were undertaken for purposes of plant safety and reliability, 1101 to increase 

plant c.lpacily per se. Rccovery of the differenccs betw('('n ICIP pric('s and Power 
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Exchange clearing prices was intended by the Preferred Policy Decision and provided 

for in AB 1890. Therefore, we will rely on the ICIP prices adopted in 0.96-0.1-059 to 

compute any necessary transition cost r('('overy or offsets. 

Comparison of JCIP costs with the market-dearing price is different for 

purposes of computing ongoing transition ('ostsl if any, related t6 the Palo Verde 

Nudear Generating Station. In 0.96-12-083 .. we established balancing account treatn\ent 

for th{'Se ICIP costs, consistent with the settlement agreement proposed by the parties 

and adopted in that decision. Because of this balancing ac(ount treatment, we will 

compare Palo Vecde's incremental operating costs as billed by the Arizona Public 

$entice, the plant's operator, with the market-dearing price, rather than the fixed ICIP 

costs approach which we have implemented for Diablo Canyon and SONGS 2&3. 

13. Fuel and Fuel Transportation COntract TransitiOn Costs 

Section 367(c) includes fuel and fue1lr.msportatiOl\ costs as going fonvard costs. 

which must be r('('overed from market reVenues and which are sp('('ifically excluded 

fron' transition cost recovery, with two limited exceptions identified b\ § 367(c)(1) and 

(c)(2). INspite this guidance, these issues have generated great controversy. 

13.1. PG&E 

For generating facilities that are designated as must-run by the 1501 PG&E 

asks (or the opportunity to seek recovery of all fixed fuel anJ fuel transportation costs 

through the transition cost balancing account if these costs are not recovered through 

the ISO contracts. PG&E explains that it would reserve a placeholder for these costs and 

r('('overy of any costs not covered by ISO revenues should be considered by the 

Commission if and when PG&E actuaU}' seeks such recovery. As discussed previously, 

we deny this request. 

For non-must-run generating facilities, PG&E is not seeking transition cost 

t('eatment of any uneconomic costs of the demand charge, customer access charge and 

Transwesfern rescrvation charge associated with these facilities, consistent with its 

agreements in the Hate Rcstructuring Settlement. However, PG&E is seeking a 

placeholder to alJow (('('overy of the uneconomic costs of the Interstate Transition Cost 
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Surcharge (lTCS) and geothermal minimum take-or-pay obligations associated with the 

non-nlUst-rlin facilities. PG&E identified these costs as $255.7 million {Geysers steam 

purchases of $215.2 million and lIes costs of $40.5 million}. PG&E docs not seek 

recovery of these costs as of January 1,1998, but instead proposes to seek Commission 

approval if they arc actually incurred during the transition period, to the extent these 

costs arc not otherwise recovered from Power Exchange or ISO revenues. 

The audit report accepted these costs as eligible for transition cost 

reco\'ery, but proposed to increase the Geysers contracts by $53.8 nlillion, which arc 

year 2000 costs {or this contract which were omitted from the filing. The auditors also 

questioned the lTes amount, because \\'e have not preViously approved this amount. 

PG&E asserts that AB 1890 gives the Commission the option to determine 

that categories of fuel costs that are going forward costs and fixed obligations are 

eligible (or transition cost recovery for non-n\\lst-run plants, particularly in light of the 

use of the term, "generation-related assets and obligations" in § 367. PG&E also asserts 

that this language reflects the Preferred Policy Decision} which allows recovery of 

"fixed obligations directly related" to the generation asset. (Preferred Policy Decision} 

mimeo. at p. 115.} 

PG&E maintains that lTes costs arc comparabJe to a generation-related 

regu1atory asset and should be eligible (or transition cost recovery. These costs arc a 

result of PG&E entering into various interstate gas transportation contracts prior to the 

unbundling of the gas industry. PG&E explains that it entered into thesc contracts to 

ensure that it could provide services needed (or its gas users, including its own (ossil

genNation facilities (or Utility Electric Generator} UEG). Becau5C it entered into these 

contracts to provide bundled service to its own electric generillion, a portion of the 

capacity under these gllS contracts was expected to be allocated to PG&E's UEG. 

Capacit)' broke ring and the lTes bal'lI1cing account delayed the payment of these costs 

and PG&E now asserts that these gas transportation contracts should be categorized as 

a generation-related asset and cannot be considered a going-fonvard cost. PG&E asserts 

that these costs arc given balancing account treatment and any underro1tc(tioJ\ of lTeS 

(rom noncore customers will be allocated to the noncore customers in the next Biennial 
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Cost Allocation Proceeding (BCAP)i therefore, these costs represent a fixed obligation of 

noncore customers. PG&E admits that its UEG pays these costs through a volumetric 

charge, but states that it is possible these costs could be included in the demand charge 

for the next BCAP cycle. 

PG&E explains that the auditors questioned $40.5 million related to ITCS 

only because this amount has not received Commission approval for 1998 and 1999. 

PG&E expects an allocation of IICS costs in the next BCAP similar to the $40.5 million 

allocated to PG&E's UEG in the 1996-97 cycle. 

PG&E also believes that fixed geothermal steam fuel-related obligations 

are eligible (or recovery in the transition cost balancing account, as discussed in 

Section 16. PG&E seeks authorization to request recovery of these costs if they are not 

recovered in the market. PG&E believes that to the extent operations of its geothermal 

facilities ate suspended, it would incur take-or-pay costs, which would be a fixed 

obligation. Secondly, PG&E explains that § 367(c) applies specifically to fossil fuel 

facilities and not to geothermal facilities. PG&E states that fron\ a policy perspective 

going-[orward costs of geothermal facilities should be treated differently [rom going 

forward fossil costs, and explains that geothermal steam contracts are unique in that 

there is no other use for this steam. 

13.2. EdIson 

Section 367(c)(2) allows Edison to recover 100% of the uncconomic portion 

of the fixed costs paid under fuel and fuel transportation contracts, with the following 

requirements: 1) the fuel and fuel transportation contracts had to be executed prior to 

Dc<:ember 20, 1995 and 2) these contracts must be determined to be reasonable by this 

Commission. As of January 1, 1998, Edison ('Stlmates that it will incur $840.5 million in 

cumulative, unavoidable fixed costs under luel and fuel transportation contmcts lor Ihe 

transition period ($389.9 million in gas contr,lcts and $450.7 million in coal contracts). 

These costs would be netted against the market value of the fuel to obtain the 

uneconomic portion, or the amount to be collected through transition cost recovery. 

Edison states that it (,'phares the market value of the gas contracts, which arc credited 
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against transition costs and thereby reduce the total amount to be collected. Edison docs 

not believe that there is a ready market for coal which would allow similar calculations 

tobe made. 

Similar to the position of several intervenors, Edison maintains that ITCS 

gas costs arc a going fonvard cost, and therefore should be recovered through market 

prices. However, Edison states that if we find that PG&E's ITCS costs can be recovered 

through the transition cost balancing account, the same treatment should be afforded 10 

Edison. 

Edison explains that its Cuel and fuel transportation contracts are eligible 

Cor re(()\,ery under the excepHon granted in § 367(c){2). Edison proposes to determine 

its unavoidable gas costs monthly and to book costs associated with contracts pending 

reasOnableness review to the transition cost balancing account, subject to later true-up. 

Edison contends that this approach is reasonable because it is consistent with current 

ECAC procedures, it will not impact EdisOn's ability to recover such costs during the 

Iransition period, and ratepayers will be unaffected because of the rate Creele. Edison 

states that a settlement agreement related to Canadian gas reasonableness issues has 

been reached with ORA and submitted to the Commission in A.93-05-()"14 tI al., which 

would make the necessary reasonableness findings, if adopted by the Commission. 

Edison asserts that alt unavoidable (uel contract costs found reasonable by 

this Commission must be eligible for transition costs recovery. Edison explains that 

many o( its long-tern\ gas contracts indude terms which require Edison to pay the 

supplier regardless of the quantity of gas which is actually scheduled. Edison considers 

these costs unavoidable. Edison also explains that contr.tcls which do not require 

Edison to schedule minimum quantities or make fixed p3)'ments reg<udless of the 

quantit)' of gas taken arc not considered unavoidable or fixed obligations, and therefore 

does not request transition cost recovery for these costs. 

Edison entered into long-term coal conlr.lels to supply its I10ur Comers 

and Mohave generating stations. Edison states that (('rtain costs related to these 

contracts arc unavoidable or fixed and furthermore, certain costs may arise in the future 

which become unavoidable. For example, Edison has entered into contracts to supply 
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coal to the Mohave generating station, which requires Edison to pay certain costs 

regardless of the quantity of coal taken. Variable costs arc costs that depend on the 

quantity scheduled and can be avoided if Edison docs not schedule any coal under its 

contracts. 

As we have previously explained, Edison takes three steps in determining 

fossil·related transition costs. First, Edison determines eligible transition costs 

(including fuel and fuel transportation contracts) and then nets out benefits associated 

with emissions credits and allowances and gas market revenues. Sccondl Edison 

calculates offsets to the net eligible transition costs, which includes credits such as its 

proposed gas purchase credit. The gas purchase credits ate designed to equallhe 

market value of Edison's gas contracts that are lIsed to provide gas for electric 

generation. Edison proposes to determine credits separately for must-run and non

must-tun units. Finally, these offsets ate deducted from the net eligible transition costs 

to arrive at the unc<:onomic costs which Edison believes it should have the opportunity 

to coHeet through transition cost recovery. 

Under Edison's proposal, the market value of gas is used to determine the 

going fonvard costs recoverable (rom market revenues, which help to offset the 

unavoidable costs of Edison's tong-term gas supply and gas transportation contracts. 

Edison states that this credit is designed to approximate the amount of net revenue that 

Edison \\'ould have received if it sold its gas at market prices ("ther than using the gas 

for generation. 

Edison explains that to determine whether there will be an offset to 

eligible transition costs, the \'ariable costs of fuel must be estimated for both gas-fired 

and coal-fired gener.,Uon. In addition, if Edison resens to third parties any gas 

tr.msportation or gas that it must purchase, this results in a benefit that o{(sets these 

eligible transition costs. 111e net eligible transition cost determination is a result of 

offseUing eligibJe tr.,nsilion costs with the appropriate benefits (including emissions 

credits), \Ve haVe already disposed of Edison's proposed incremental capHal cost credit, 

its proposed 150 basis point equity e.'Hnback, and ils Power Exchange/ISO revenue 

credit, and will now address its proposed gas purchase credit. 
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The gas purchase credit is an offset to the calculation of net eligible 

transition costs and reflects the fact that Edison's actual variable costs ma}' differ from 

the costs Edison would have paid if it had purchased its gas and gas-related services in 

the gas market (also called the gas dispatch priceVI The dispatch cost is defined as the 

forecast market value of the gas and gas transportation consumed in order to generate 

the (orecast gigawatt hours. Edison believes that this gas purchase credit is necessary 

for two reasons: 1) Edison has entered into gas and gas transportation contracts under 

which it pays an unavoidable (fixed) cost and a variable cost, and this variable cost may 

be belo\\' the market dearing price (or the same commodity or sen,ice; and 2) Edison 

also uses gas and gas transportation purchased under must-take contracts with very· 

low variable costs. Edison states that whether or nol it earns market revenues to cover 

its incremental costs, the gas purchase credit would be used to of(set eligible transition 

costs so that Edison's distribution customers WQuld recel\'e the economic value of these 

contracts that were entered into 01\ their behalf. 

Edison explains that the gas purchase aedit represents the portion of its 

unavoidable gas contract costs which ar~ recoverable from the marketj in other words, 

these costs are economic and so are credited back to offset transition costs. Edison 

believes that the gas purchase credit must be calculated differently for must-run and 

non-must-lUn plants" \Ve note that Edison has an application pending to divest all of its 

gas-fired plants; once divcstiture OC(Urs, it is only the (oal-fired plants that will be the 

subject of this recovery requirement. 

For must-run plants, Edison proposes to calculate its gas purchase credit 

differently, because it has proposed a Power Exchange revenue crediting mC'chanisn\ 

based on different variablC' costs. TIle actual workings of the proposed gas purdlase 

credit appear to be the same for both must-run and non-must-run plants, however, 

11 This would be an importJ.nl step in Edison's rcvcnue crooiting proposal, because as Edison 
explains {urther, in calculating its incremental costs to dctem)ine the Power ExchangeliSO 
rc\"cnue credit, the gas burned is valued at the gas market price or dispatch price o( gas. We 
have rejected this proposal. 
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except (or an adjustment which Edison stales is necessary bccausc the gas dispatch cost 

is based on a deemed quantity of gas from the unit heat rate curves, whereas the 

variable cost of gas is based on the actual quantity of gas consumed at the unit. Edison 

states that whether or not there is a Power Exchange/ISO revenue credit available for 

must·run unies, the gas purchase credit must offset eligible transition costs so that the 

economic value associated \\'ith these long·term fuel contracts is passed on to 

ratepayers. 

Edison forecasts its 1998 variable gas costs, based on the 1998 forecast gas 

burn, the California border price forecast, the fOrecast gas supply basin prices, and the 

forecast interstate and intrastate transportation rates. Edison sequences the available 

gas supplies based on incremental cost to meet its total forecast gas demand, which is 

the methodol9gy used in its most recent ECAC forecast. Edison then calculates its 

forecast of 1998 Gas Dispatch Costs based on the California border gas prke forecast. 

For units served by Southern California Gas Cornpany (SoCatGas), the forecast border 

price plus the forecast SoCalGas tariff rate (intrClstate transportation rate) plus the 

municipal surcharge equals the forecast gas dispatch price. For Mandalay Generating 

station, which is under a bypass deferral agreement with SoCatGas, the forecast 

contract rate plus the municipal surcharge is added to the forecast border price to 

obtain the gas dispatch price. For Cool \Vater generating station, which is served 

directly by the Kent RiVer and Mojave interstate pipelines, the forecast gas dispatch 

price assumes gas will be transported to Cool \Vater on the Mojave pipeline, The 

forecast gas dispatch cost for 1998 is obtained by multiplying the monthly gas dispatch 

price at each station by the (orecast gas bum at that station. 

For variable coal costs, Edison estimates its forecast lIsing the same 

methodology that Edison uses in ECAe proceedings. This methodology begins with 

recorded coal costs and forecasts future coal costs based on forecast inflation rates for 

the various cost components. Edison d()(>s not believe there is any portion of Ihe 

unavoidable costs of the coal contracts which Is economic, because there is no market 

available fot the sale of coal received under Ihese contracts. Edison asserts that there 
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cannot be a market because the coal mines and the coal plants arc remote and lack 

access to coal markets. 

Two major issues have been raised regarding the gas purchase credit. 

EPUC and CIU argue that this credit should alwa}'s be equal to or greater than zero. 

CIU is concemed that under Edison's gas purchase credit proposal, if the variable cost 

of gas were to exceed its estimate of the market price, it appears that Edison woufd seek 

transition cost rcco\'ery (or certain gas costs. EPUC also questions the use of the 

intrastate transportation cost in (aJcuJating the gas purchase credit and maintains that if 

it is used in establishing the dispatch price, it should never be lower than Edison's 

actual intrastate transportation cost. Edison counters these concerns by stating that 

because the dispatch price is based on the California border price and actual intrastate 

transportation rates, the actual variable gas costs arc not likely to exceed the gas 

dispatch price on a monthly basis, if Edison continues to use gas under its existing long

term contracts. Edison also asserts that a negative credit is unlikely because Edison's 

incentive is to reduce the level of transition costs. 

Because Edison sequences the purchase of available gas supplies based on 

incremental cost to meets its forC<'asted gas demand, it would not utilize its long-term 

contracts if the variable costs incurred under these contracts exceeded the gas dispatch 

price, because it would be more economical for Edison to purchase gas at current 

market prkes. However, Edison objects to limiting the gas purchase credit to be at least 

cqualto lero. Edison maintains that it is possible for the gas purchase credit to dC<'line 

as Edison divests its plants, buys out or buys down to market its long-term gas 

contracts, or elects to sell its gas suppJies and gas transportaHon capacity on a shorter

term basis. Edison states that the gas purchase credit is just one of the offsets to fossil 

net eligible tr,u\sition costs. Edison has testified that, in the aggregate, such offsets 

(,Hmot be less than zero; thus, a negative gas purchase credit cannot result in a recovery 

of more than the net eligible tr,msition costs. (RT: 2249-2250.) 

The gas dispatch price uscd in the above calculations is based on 

published tariffs and market indices and is a proxy for actual market price of gas. In 

gener,ll, Edison agrecs with EPUC that the "deemed" intr,lstate transportation cost and 

·1]3· 



A.96-08~OOl et a1. ALJI ANG/WdV/bwg :+ 

the actual intrastate transportation costs will be identical, but would like to allow (or 

the possibility of differences. Edison expects that it is possible to negotiate a rate with its 

supplier that is less than tarHI rates, which would then increase the gas purchase credit. 

EPUC contemplates a situation which would (esult in rates higher than tariff rates, 

which have the potential of increasing transition costs. \Vhile Edison expeels that this is 

an unlikely outcomel it objects to EPUC's re<:ommelldation that the <,ost used in the 

benchmark (i.e., the gas dispatch price) should never be lower than Edison's actual 

intrastate transportation costs. 

Edison believes that its coal supply and coal transportation have unique 

characteristics atiecting the determination of uneconomic costs. Because there is not an 

active competitive market for coal supplies, unlike gas generation, Edison assets that it 

is in\possible to determine the uneconomic or e(onomk portion of the coal contract 

costs in isolation. Edison therefore proposes to use the e(onomics of the entite coat plant 

and its output as the best proxy (or determining the uneconomic portion of the fixed 

costs of the coal contracts. Edison tccomn\ends that all fixed, unavoidable costs of the 

(oal contracts be considered eligible for lransition cost recovery and that the rnarket 

value of the generation associated with Four Corners and l\fohave be ctedited to olEsel 

these costs; this would result in only the uneconomic generation costs being recovered 

as lransition costs. Edison believes this approach would be consistent with market 

valuation of th<.'se facilities, in that it expects the coal contracts would be included with 

the pJants and the bid price would r<.'flcct any uneconomic features of the coal contracts. 

Edison asserts that the take~or·pay obligations of the Four Corn<.'rs coaJ 

contract represent a fixed cost eligible (or recover}', because payments for the minimum 

quantity arc required and una\·oidablc. Edison disputes TURN's contention that the 

take-or~pay obligation is not eligible for transition cost recovery unless the take~or-pay 

limit is reached. Edison also disputes TURN's contention that the costs that Edison may 

incur under its existing coat supply contracts for mine closings and reclamation arc 

speculative and should be excluded. Edison believes that to the extent it has any 

liability (or mine dosing and reclamation costs, which arc in dispute, and actually 

incurs costs, those costs should be recoverable as trllnsition costs. Edison also explains 

• 114-



A.96-0S-001 et at AlJ/ANG/wav/bwg * 

that any recovery o( employee retirement costs will be based on actual costs, rather than 

estimates. 

The auditors questioned various contracts, because they have not yet been 

approved by the Commission, and proposed other adjustments rdated to calculation 

errors. These adjustments would reduce unavoidable gas contract costs (rom ~389.9 

miHion to $70.7 million. Similar adjustments (or (oal contracts would reduce the 

amounts (rom $450.7 million to $419.1 miHion. The auditors include adjustments to the 

coal contracts (0 reflect the (act that Edison is not specifically responSible (or certain 

retirement costs and mine dosing costs under the Peabody and BHP coal mine 

contracts. The auditors acknowledge that Edison is disputing these items with the 

suppliers and nlay ultimately be responsible (or some or all of these costs. 

The auditors also question the allocation of fixed unavoidable costs under 

the Peabody contract, because they believe this allocation overstates Edison's long-run 

unavoidable obligations. The audit report explains that Edison's methodology is only 

accurate assuming normal operation of the Mohave power plant and recommends that 

we reVle\\' Edison's assumptions regarding this contract's fixed and variable costs. 

Edison assumes that unavoidable labor and material costs are independent of delivered 

coal tonnage over the liCe o( the contract. The auditors clarify that while this assumption 

may be reliable (or short-term variations in tonnage, it may not be true for long-term 

tonnage change. The auditors believe an adjustment may be nC(essary, but cannot 

quantify it, because Edison's contrad cost forecasting model assumes labor and material 

cosls arc independent of tonnage. 

13.3. SDG&E 

SDG&E seeks re<o\'ery of fixed transportation costs alloc,1ted to its U£G, 

pursuant to its BCAP. SDG&E estimates these costs at $38.7 million, excluding natural 

gas storage costs. SDG&E concurs with the audit adjustment in removing the storage 

(osts. The auditors qucstion the rcmaining UEG costs, which they explain might not be 

reco\,erableifSDG&E's pJants are not considered reliability plants and because the 

regulatory foundation (or their indusion is unclear. 
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SDG&E asserts that these costs represent a reguJatory obHgation which 

SDG&E ' ... ·iII incur whether or not its units are designated must-run by the ISO. SDG&E 

has proposed that all of its non-nuclear generating units arc needed for reliability 

purposes and therefore expects to enter into must-mn agreements with the ISO, which 

will include the BCAP fixed transportation expense. To the extent that nlust-run 

agreements are not executed (or certain units by the ISOI SDG&E would then decide 

whether to operate those plants or shut them down. SDG&E acknowledges that if it 

chooses to operate these plants, SDG&E would be at risk (or the BCAP fixed 

transportation costs as a going (orward cost. 

However, SDG&E states that if it decides to shut down these units, the 

BCAP fixed transportation costs would then be a regulatory obligation recoverable as a 

transition cost. Furthermore, SDG&E concurs with PG&E's pOsition and states that to 

the extent a plant is designated as must-run and all costs ate not fuUr te<overoo by the 

ISO or Power Exchange revenues, Comn\ission-approved costs should beeJigihle for 

recovery in the transition cost balancing account. 

13.4. ORA 

ORA recommends that for non-must-run units, fixed costs related (0 fuel 

and tuel transportation contracts shou!d be eligible (or transition cost recovery only for 

Edison and then only to the extent that these costs arc reasonable and uneconomic. 

ORA states that Edison's fixed fuel contract costs can be considered une<:onomic only if 

Power Exchange revenues are less than all going forward costs, and the uneconomic 

amount is the difference between the Power Exchange rc"cnues and all going forward 

costs. 

ORA agrees the proposed settlement agreement if adopted in A.93·05·().l4 

tl al., would resolve the issues ot reasonableness of Edison's gas supply and gas 

transportation contracts and would describe the aspects of the contracts which we 

should consider reasonable (or transition cost purposes. ORA explains that the portion 

o( the reasonable costs that are uneconomic would be determined through the 

operation of the revenue crediting mechanism. According to ORA, the proposed 
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settlement would resolve cost allocation issues associated with any buy-downs or btl},

outs of these contracts. If the settlement is not adopted l reasonableness reviews would 

be necessary in the annual transition cost proceedings. 

ORA is particularly ('oJ1(~erned reg.uding the treatment of fixed 

uneconomic coal contract C()sts~ bC('ausc Edison is planning to divest all of its gas-fired 

fossil plants. Edison has identifjed these fixed costs as approximately $108 million in 

1998. ORA considers only that portion of fixed fuel and fue] transportation costs which 

cannot be recovered from the Power Exchange to be uneconomic, white Edison defines 

all fixed fuel and fuel transportation costs associated with coal take-or-pay 

arrimgements to be uneconomic. Using its methodology and Edison's estimates for 

1998, ORA estimates that Power Exchange revenues compared with aU going fonvard 

costs, induding the fixed coal contract costs, will recover all but $2.3 million of the fixed 

coal contract costs. 

ORA asserts that PGkE and SDG&E should not be allowed to recover any 

fixed costs associated with gas supply or transportation, because it is possible to 

manipulate fixed costs by conVerting variabte to fixed charges. ORA maintains that if 

PG&E does not generate electricity from its gas·fircd plants after January I, 1998, it will 

not incur ITCS costs, which ORA maintains PG&E1s eledric departnl~nt has no 

obligation to par. ORA explains that these costs arc not caused by electric restructuring, 

but were the result of gas industry restructuring and arc costs faced by all competitors 

in the generation market. ORA thinks that PG&E's fixed take-or-pay costs associated 

with geothermal fuel are analogous to fixed fuel costs of fossil plants, and asserts that 

thrse costs should not be recoverable through the transition cost balancing account; 

r.lther, these costs should become part of the geothermal rC\'enue requirem~nt, to be 

established in A.96-07-009. As discussed in Sc<:tion 16, ORA recommends that only 

credits resulting (rom the difference beh'l .. een Power Exchange revenues and the 

geothermal rcvenue requirement should flow through the transition cost balancing 

account. 
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13.5. TURN 

TURN believes that our determination of fuel contract costs and their 

ultimate recovery is one of the most critical issues in this proceeding. TURN agrees with 

ORA that Edison may recover fuel and fuel tr.lnsportalion charges through transition 

cost recovery only to the extent that the 1'00,,'er Exchange price does not cover all going 

forward cosfs, including fuel and O&l\f costs. TURN asserts that Edison's take-or-pay 

costs arc not stranded costs unless the take-or-pay obligation is actually incurred. In 

addition, TURN maintains that Edison's coal plants produce electricity at per kilowatt

hour costs that arc below the expected Power Exchange price, even when the take-or

pay costs arc included. TURN therefore asserts that it is unreasonable that Edison 

receive funding through transition cost recovery for a plant that is actually economic. 

TURN also asserts that the appropria te cut-oU date for considering the 

contracts reasonable is April 20, 1994, the date the electric restructuring rulemaking was 

issued. TURN observes that Edison's gas service with Southwest Gas was renegotiated 

on November 29, 1995. Prior to this time, Edison took tariffed service (rom Southwest 

Gas, which included a fuel price based entirely on volumetric usage. The new contract 

includes a fixed charge rate component, which now may be eligible for transition cost 

recovery. TURN looks askance at these (adS and asks that the Commission consider the 

dates of contract execution in its determination of reasonableness. 

TURN recommends excluding the potential charge for reclamation and 

dosure costs associated with Edison's coal contracts (rom transition cost recovery. 

\Vhile TURN acknowledges that Edison is seeking a placeholder in the transition cost 

balancing account for these costs, should they be incurred during the tr.lnsition period, 

TURN rC('omn\cnds that they be deemed presumptively unreasonable. TURN 

maintains that Edison should be required to make a detailed showing of any actual 

costs incurred in this regard. TURN explains that this higher standard is reasonable is 

because this category of risk is the product of Edison's choice to invest in coal plants. 

TURN explains that, with {ew exceptions, every fossil fuel generation 

plant operator must pay to tr.lnsport fuel to its power plants and contends that PG&E 

and SDG&H arc not allowed to recover fuel costs under AB 1890, but must recover tht'm 
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from the market. TURN asserts that the dispatch cost assigned to a plant under 

regulation is not useful in terms of determining what is variable and fixed in the 

competitive generation market after January 1, 1998. Rather, TURN recommends that 

the bid prke is the relevant information to consider and that recover), of ITCS costs 

through the transition cost balancing account would allow PG&E and SDG&E to make 

lower bids into the PO\ .... er Exchange than they would otherwise be able to make if they 

had to recoVer all their costs from the Power Exchange price. Furthermore, TURN notes 

that PG&B has acknO\\'ledged that the Gas Accord's provisions (adopted in 

D.97-08-055) dispose of the ITCS cost issue. 

13.6. FEA 

FEA agrees that certain o{ Edison's (uel and fuel transportation costs are 

eligible for transition cost treatment under § 367(c) (2), but PG&H and SDG&E must 

recover these costs through the market as going forward costs. FEA asserts that the 

utilities have a duty to mitigate such costs, \, .. hieh cannot be considered an obligation for 

purposes of transition cost recovery. FEA maintains that the specific prOVisions o( 

§ 367(c) override the broad definition of costs eligible (or transition cost reCovery in 

§ 367. FEA recommends excluding (rom transition cost recovery any costs whose 

eligibility (or transition cost recovery depends on the need (or plant reliability until that 

need has been (inall}' determined. 

FEA agrees that until costs are determined to be reasonable, Edison's (uel 

and fuel contracts are not eligible (or transition cost flxovery. FEA also recommends 

that certain coal mine dosing and reclamation costs, as well as associated employee 

retirement costs, be ineligible (or transition cost reco\'ery at this time, becausc Edison is 

disputing whether it is liable lor these costs. 

13.7. CIU 

CIU agrees with FHA that only Edison's {uel and fuel transport.llion costs 

are eJigible (or recovery, pursuant to § 367(c)(2). CIU conCllrs that PG&E's and SDG&E's 

(lIC'! costs are excluded as going lorward costs, becausc the general language of § 367 is 

expressly limited by the more specific language 01 § 367(c}(2). CIU disputes PC&E's 
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contention that take-or-pay costs associated ""'ith geothermal steam contracts are 

eligible for transition cost reco\·ery. These costs do not fall under § 367(c), bccause they 

arc not fossil units; nor can they be considered eligible for recovery under § 367, CIU 

contends, because these ate contractual obligations, rather than a generation facility, 

nuclear settlement, purchased power contract, or regulatory asset. 

CIU agrees that ITCS costs are a going (onvard cost. CIU explains that 

demand charges paid to SoCalGas and PG&E (or intrastate transportation pipelines are 

not eligible for transition cost recovery except under certain limited circunlstances. For 

Edison, CIU contends that these demand charges may be eligible only if they are part of 

a fixed transportation contract entered into prior to December 20, 1995 and cause the 

(ost of electricity generated by the facility to be uneconomic. For PG&F. and SDG&E, 

even if such demand charges are "akin" to generation·relatoo obligations, CIU contends 

they cannot be included in the uneconomic portion of net book value of fossil plants, as 

provided (or in § 367(c). 

CIU concurs with other intervenors that Edjson's proposed treatment of 

coal and gas contracts is inappropriate and has the potential of increasing transition (ost 

recovery. CIU recommends a very limited application of § 367(c)(2) regarding Edison's 

coal contracts: if Power Exchange revenues (including re\'enues derived from sates of 

ancillary services and other products to the ISO) exceed Edison's costs of producing 

power from these plants (inc1uding net book value, return, going fonvard (osts, and 

fixed (uel costs), no (osls associated with these planls would be added to the transition 

cost balancing accounti thus, these contracts would be eligible (or recovery only to the 

extent that Power Exchange revenues derived from all fossil·fuel facilities are 

insufficient to recover the (osts associated with these facilities. After market valuation, 

the positive or negative net vatue of the plants would be credited or debited to the 

tr.lnsition cost balancing account. 

13.8. EPUC 

EPUC agrees with ORA that our review of Edison's gas costs must focus 

on determining which costs arc fixed, which of those fixed costs are uneconomic, and 
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which costs are reasonable. EPUC also agrees that our acceptance of the settlement 

pending in A.93-0S-O-t4 ct al. will ultimately determine the reasonableness of the subject 

contracts; however, there may be certain accounting issues which must receive further 

consideration in the annual transition cost proceeding. EPUC maintains that Edison's 

gas purchase credit should ha\'e a safeguard and never be recorded as less than zero. 

\Vithout this safeguard, EPUC believes Edison would rc<oVer more than the statute 

allows for the uneconomic portion of the fixed gas costs. The intrastate gas 

transportation rate is a component of both the gas purchase credit calculation and the 

Power Exchange/ISO revenue credit calculation. EPUC recommends using identical 

rates in the dispatch gas price (to calculate the gas purchase credit) and the actual gas 

prke (to calculate the Power Exchange/ISO revenue credit). EPUC believes this 

approach will enSUre consistency and avoiding any mismatching between booked costs 

and revenues. 

13.9. IEP 

IEP rc<ommends that for those units classified as must-run by the ISO, the 

only going forward costs eligible for recovery in the transition cost balancing account, 

including fuel and fuel transportation costs, are those costs incurred in the hours when 

the ISO actuaHy ('atls upon the plants to provide the relevant services, not for the 

duration of the contracts. This recommendation is further limited to the unE.'COnomic 

costs, i.e., those costs not recovered through market revenues. 

For PG&E's and SDG&E's non-must-nlll plants, IEP ~ontends that no fuel 

and fuellransportalion costs are eligible (or transition cost recovery, bC<'ause these arc 

going forward costs. For Edison's non·must-run plants, only those costs that Edison 

demonstrates are within § 367«(')(2) are eligible for tr.lnsition cost treatment; i.e., such 

costs must be uneconomic and must be found reasonable b)' this Commission. IEP 

asserts that Edison's proposed Mohave and Four Comers coal costs arc not necessarily 

unc<onomic, that the Canadian gas purchase and transportation ~ontracts have not 

been found reasonable, and that the Wheeler Ridge Access charges arc not uneconomic; 

these costs therefore arc not eligible for transition cost treatment. 
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IEP states that ITCS costs arc transition costs PG&E incurred as part of gas 

unbundling, and therefore ate an obligation of its gas department. IEP argues that these 

costs cannot be regulatory obligations, as both PG&E and SDG&E assert, which would 

contravene the intentions of § 367. 

IEP endorses ORA's and EPUC's criteria [or determining whether 

Edison's fuel and fuel transportation costs arc recoverable under § 367(c)(2). IEP is 

spedficaUy concerned with Edison's proposal to recover all of its Canadian gas contract 

costs, at issue in A.93-05-044 il al. j pending Comn\ission review, subject to later 

adjustment. IEP objects to this treatment because it could prolong the rate freeze, has 

the potential of allowing Edison the opportunity to over-recover costs and thus price its 

electricity I(mter and drive down n'larket prices, and is contrary to the recently filed 

settlement agreement in A.93-05-044 tI al. IEP suggests that, pending approva) of this 

settlement, Edison be allowed to recover only 50% of its gas contract costs in the 

transition cost balancing account, subject to further true-up. 

IEP also asserts that Edison's request to recover \Vheeler Ridge a«(('ss 

charges should be denied. Edison is seeking recovery of charges incurred to transport 

gas on the SoCalGas system. IEP bdie"es that this contract d()('s not meet the criteria o( 

§ 367(c)(2), because the charg('S Edison pays under this contract arc the same as the 

SoCalGas tariff charges (or use of the sam(' Wheeler Ridge facilities. IEP maintains that 

this contract cannot be determined to be uneconomic, b('(ause Edison is paying the 

equivalent of market rat('S for \Vh('eler Ridge aCC(,5S service. 

IEP disagr('es with Edison's contention that it is impossible to m('asur(' the 

betow-mark('t portion of its coal contracts, and disputes Edison's contention that 

crediting any excess Power Ex('hang('/(SO re\'enues to the tr.msHion cost balancing 

account is an appropriate remoo},. fEP d('dares that th(' burden of proof is on Edison to 

demonstrate that these contracts arc uneconomic. IEP recommends that it would be 

preferable to obtain a measure of the value of these contmcts using the price of coal at 

other sourC('S. 
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13.10. Discuss/on 

\Ve agree that fuel and fuel transportation costs are plainly delineated in 

§ 367(c) as "going fonvard costs" of fossil plants, with the exceptions identified in 

§ 367(c)(I) and § 367(c)(2). We do not agree with SDG&E's strained distinction between 

long-term contracts which Edison enters into and costs which we allocate to SDG&E;s 

UEG customers in the BCAP. On this particular issue, the statutory language is plain 

and unambiguous: fuel and fuel transportation costs arc going fonvard costs, with the 

exception of Edison's fuel and fuel transportation costs and operating costs for 

"particular utility-m .. :ned fossil power plants or units at particular times when reactive 

power/voltage support is not yet procurable at market-based rates." All other fuel costs 

must be recovered through market prices. We have stated our preference to use market 

mechanisms to determine transirion costs to the extent possible. It is not netessary to 

prOVide transition cost treatment for units deemed necessary for reactive 

power/voltage support by the ISO. As previously discussed; we expect the utilities to 

negotiate vigorously with the ISO to develop appropriate contracts to coyer costs. 

Certainly, if the ISO docs not deem the operation of these units necessary and the 

utilities shut them down; as SDG&E alJeges might occur, there is no reason ratepayers 

should continue to pay for UEG fixed gas transportation costs while receiving no 

benefits of the unit's operation. lYe find such a proposal troubling. lVe will not 

guarantee ratepayer reCovery (or these costs; to do so would not only increase transition 

costs in a manner that is not in compliance with the law. 

We do not agree with TURN that the fuel contracts signed after the 

dectrie restructuring rulemaking was issued should receive additional scrutiny. As 

established by law, December 20, 1995 is the cut-olE date to which we must adhere. 

Because certain of these contracts arc being reviewed (or reasonableness in other 

proceedings (c.g., A.93-0S-044 it al.), Edison proposes to track these costs in the 

tr.msition cost balancing account and then adjust them after the fact if any amounts are 

disallowed by this Commission. lVe will not allow this treatment. In the noted 

proceedings, a settlement was filed at this Commission on July 16, 1997. lYe expect to 

adopt a decision on this settlement by year-end. Until that time; however, such contract 
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cosls should be tracked in a memorandum account and transferred to the transition cost 

balancing account upon our determination of reasonableness. Again, we disagree with 

Edison's forced reading of the relevant code sections: it is not that reasonableness must 

be determined subsequent to transition cost recovery, but that reasonableness must be 

determined subsequent to execution, which must have occurred no later than 

December 20,1995. 

Edison's gas purchase <,redit proposal is needlessly complicated. Fuel 

costs should be excluded from the transition cost balancing account and recovered (rom 

Power Exchange revenues, ISO revenues, and any other market sources, to the extent 

pOSSible. the same principles hold true for Edison, however, AS 1890 provides for 

reCovery of the uneconomic fixed portion of these fuel and fuel transportation contracts. 

\Ve prefer to avoid complicated regulatory approaches based on debatable assumptions 

and to focus on the market. \Ve remain concerned that Edison's proposed treatment 

may result in ineligible costs being added to the transition cost balancing account, 

which is not only contrary to our stated policy, but unlawful. Edison's fuel and fuel 

transportation contracts must first be found reasonable by this Commission. Once that 

hurdle is cleared, it is the uneconomic fixed costs that n\ay be eligible for transition cost 

treatment. To the extent Edison cannot receive these costs from market revenues, 

including the take-or-pay provisions of fuel contracts, Edison may seck transition costs 

recovery of the demonstrably uneconomic fixed portion of these costs. 

Only if market revenues arc not sufficient to cover all going forward costs 

will we aHow that portion of the fixed costs which excccds these revenues to be added 

to the transition cost balancing account. This market-based approach has the distinct 

advantage of being relatively simple to implement and intuitively easy to grasp. By 

using the market to determine the uneconomic fixed costs, we avoid (omplicated, short

lived mechanisms which only serve to make transition cost recovery more confusing, 

and more importantly, \ .... e ensure that the transilion cost recovery process can proceed 

expediliously. \Ve agree with ORA that proper accounting is essential so that utilities 

are required to recover all going fonvard costs from market revenues, to the extent 

lawful. \Ve nole that under Edison's approach, had its proposed 1SO basis point 
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mechanism been adopted, the utility would ha\'e greatly benefited because it would 

have recovered all coal and coal transportation contract costs from the transition cost 

bafancing account before any revenue crediling mechanism was applied, including the 

ISO basis point earnback. 

\Ve discuss PG&E' s geothermal contracts in Section 16. 

14. Transition COsts and Power Purchase Contracts with QFs 

PU Code § 367 affirms the Preferred Policy Decision's finding that the ulilities are 

authorized to collect the ongoing transition costs resulCing from the di((etencc between 

contract prices with QFs and the Power Exchange market dearing price. In addition, 

transition cosl rccovery for QF-related costs continues for the duration of the contract 

and is not limited by the rate freeze period. \Vhile we find that such costs are eligible for 

reCovery, we need not approve the forecasts of the costs included in the various utility 

filings. Transition cost recovery will be based on actual costs h\curred compared to the 

Po\\'er Exchange revenues resulthlg (rorn the market-clearing price. 

PG&E recommends including costs related to QF contract litigation, settlements, 

and administration when comparing contract costs with market reVenues. PG&E 

believes that this is legitimate, because these costs are in dfect part of the cost PG&E 

pays for energy and capacity under these power purchase agreements. PG&E also 

contends that the Commission has issued contract administration guidelines that 

require the utilities to aggressively administer these contracts in order to control costs 

and protect ratepayers. Edison aIm included these costs in its assessment of QF contract 

costs. 

ORA recommends that reasonableness reviews of the utilities' QF contract 

management continue to OCcur annually, but in the annual transition cost procc-cdings, 

rather than in the ECAC proceedings. ORA believes that it is essential that the utilities 

manage these contracts in a prudent manner. SDG&E contends that there is no reason 

(or such a review in the transition cost proceedings, because We have expressed our 

intent to review this matter for SDG&E on an interim basis in D.97-07-064. SDG&E 

recommends that the plllpOSC of the annual review regarding both QF and interutility 
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contracts shollJd be limited to an audit of (OS Is, rather than a general reasonableness 

review, because it belie\'es that this limited review should occur in the distribution PBR 

proceedings. Enron re<ommends that we consider requiring the utilities to forcc3st the 

annual QF stranded costs and interutility contract costs over the anticipated contract 

lives. 

For PG&E, the auditors question all non-standard contracts, be<ause they were 

unable to verify that they have been approved by the Commission. The auditors also 

recommend that any contracts included in the fortX'ast of transition costs and involved 

in litigation should be considered questionable costs, since resolution of these issues 

may either increase or de<rease projected costs. In addition, the auditors questioned 

contracts that do not conform with insurance verification requirements and contracts 

with QFs on probation (or not meeting their contractual firm capacity requirenlents. 

The auditors presented similar (onCerns (or Edison. 

For each of the utilities, the auditors te<ommend that since transition costs 

assodated with QF contracts depend on actual (osts, a verification of these costs wilt be 

required, either in the ECAC or the annual transition cost proceedings. 

Both AB 1890 and the Preferred Policy De<ision state that the actual above

market costs of QF contracts are eligible for transition cost treatment. No forC(o;lst of the 

actual amount is ne<essary at this lime. \Ve will require that the utilities establish 

placeholders in their final balancing account tariffs to account (or these costs when they 

are incurred. We accept Edison's and PG&E's responses to the audit report, regarding 

the questioned QF contract costs. No adjustments to thesc estimated costs are nccess.1ry, 

given that reco\'ery of QF contract costs will be based on amounts actually incurred, 

rather than the estimated ,lmOtmts. Costs re1tlled to Commission-approved contracts to 

settle issues associated with the BRPU are also eligible (or transition cost treatment, 

pursuant to § 367(a)(3), although no amount need be (orecast at this time. These costs 

are the foclls of other prO(eedings. The utilities should establish placeholders in the 

transition cost balancing ac(ount to account (or these costs, when and if they are 

approved. 
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SDG&E is currently under a Generation and Dispatch mechanism, which has 

eliminated the need for many aspects of traditional ECAC reasonableness reviews, 

including QF contract terms, because the contracts are standard offers or approved non

standard contracts. This mechanism will remain in place, with certain modifications, 

until the end of 1997. In 0.97-07-06i, we determined that reasonableness reviews for QF 

contract administration were appropriate and should take place "according to existing 

rate case processing procedures, as those procedures may be modified from time to 

time.n (D.97-07-064, mimeo. at p. 15.) \Ve have previously determined that "[t)he utility 

will retain its obligation to adlrtinister its QF contracts in the best interests of its 

customers and in a manner that maxin\izcs systemwide benefits and minimizes 

transition cost accrual." (Preferred Policy Decision, mimco. at p. 130.) 

Consistent with D.97-07-042 and a joint ruling issued on june 25, 1997, by the 

assigned Commissioner and ALj, generation PBRs \,,·ilt not be adopted prior to the 

beginning of the transition period. In the absence of generation PBRs, costs associated 

with QF and interutility contracts should continue to undergo reasonableness reviews, 

and these reviews should be ul\dertaken as part of the annual transition cost 

proceedings, to the extent that such revie\\o's are not eliminated by standard offers and 

approved contracts. Annual reviews will include a review o( contract administration 

and litigation costs. 

In 0.96-04-034, which modified 0.954 12-051, we provided that PG&E (ould 

recover the costs of QF litigation settlements and judgments if prudently incurred, but 

noted that reasonableness review of these costs was essential: 

"In future reasonableness reviews of settlement and judgment costs, we 
intend 10 inspect (.ucfully Ihe SOurces of the costs. If a seltlement or 
judgment flows from the terms of a QF contract approved by the 
Commission, we may find that ratepayer support of associated payments 
is fair and reasonable. On the other hand, if a settlement or judgment is 
the result of imprudent contract administration by PG&E or in some way 
compensates a tuel or energy supplier for PG&E actions not approved by 
the Comn\isstoll, then we ma)' deny ratepayer support. In particular, 
judgments in tort actions - which generally exclude ~ontract disputes -
should not be recovered (rom ratepayers." (O.96-04-034, mimeo. at p. 3.) 
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This same rationale should apply to the litigation costs and QF administration 

costs (or all utilities. \Ve order this verification and showing to occur in the annual 

transition cost proceeding. This approach will allow us to transition out of the 

traditional ECAC proceedings. We make no findings at this time regarding the QF 

shareholder incentive mechanism, nor regarding QF contract restructurings and 

buyouts, which are being addressed in a separate proceeding. 

15. Transition Costs and Interutllity Contracts 

PG&E, Edison, and SDG&E have various purchased power contracts with other 

utilities, irrigation districts, or water agencies. Similar to the treatment ofQF contracts, 

both AB 1890 and the Preferred Poticy Decision provided for the recovery of the 

difference between actual payments under those contracts and the cost of comparable 

energy purchases from the Power Exchange. Again, we emphasize that it is this 

difference that will be booked to the transition cost balancing account" not the forecast 

costs. Any ievenues received (rom interutility sales contracts of (set the transition costs. 

These costs wi1l be reviewed in the annual transition cost proceeding. 

ORA has agreed that PG&E's discretion in managing its eight purchased power 

contracts is mh\imal and therefore recommends that the review of these contract costs 

should be a simple audit of how the transition cost credit is calculated. ORA encourages 

SDG&E to renegotiate its two purchased power contracts and that the annual transition 

cost proceeding should be used to review the administration of these contracts. We 

concur and order such review to occur in the annual tr.msition (ost proceedings. 

Edison has entered into 17 interutility power contracts, with prices that may be 

higher or lower than the market price. Transition costs or credits arising from these 

contracts are determined by comparing the costs associated \ ... ·ith each contract to the 

corresponding market value of an equivalent amount of energy. In the case of energy 

exchange, transition costs are determined by comparing Edison's avoided cost and the 

contract price associated with energy takes and return. The actual transition costs 

associated with these contracts will be evaluated in the annual transition cost 

proceeding. Edison has agreed to various audit adjustments of its estimated costs, 
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which relate to reclassifications and revised estimates. Edison objects to ORA's 

recommendation that the Commission should review purchases to ensure that 

purchases arc maximized when incremental costs arc lower than the Power Exchange 

price and minimized when incremental costs arc greater than Power Exchange price. In 

contrast, Edison recommends that ORA's review process be amended to include 

verification of benefits associated with interulility purchases, exchanges, or sales made 

through the Power Exchange. lVe will review both costs and benefits of such purchases, 

sales, and exchanges in the annual transition cost proceedings and will review each 

utility's sho\\'ing carefully in this regard, consistent with our desire to ensure that 

transition costs are minimized to the extent possible. 

16. Hydroelectric and Geothermal Transition Costs 

In addition to its fossil-fired generation assets, PG&E owns both hydroelectric 

and geothermal generating assets. Edison ownS hydroelectric assets, but no geothermal 

assets. SDG&E owns only (ossil assets. $e(tion 367(b) states that (or all assets subject to 

market valuation, such valuation must OCcur by December 31, 2001. Bccausc the 

Preferred Policy Dedsion required that hydroelectric assets and geothermal assets be 

retained by the uliliti~s (Preferred Policy Decision, mimeo. at p. 135), and AB 1890 was 

sHent on this issue, there has been some dispute as to whether hydroelectric and 

geothermal assets arc indeed subject to § 367(b). Parties ha.ve also raised issues 

regarding the correct rate of return to apply to these assets and Whether the 

depreciation of these assets should be accelerated or not. 

The generation PBR proceeding (A.96-07-009 eI al.) has been modified to defer 

development of PBR mechanisn\s and instead will determine 1998 revenue 

requirements for PG&E's hydroelectriC and g~"'()thern\al generating units and Edison's 

hydroclcdrk units. In this transition cost proceeding, we address the following issues 

associated with hydroelectriC and geothermal assets: the net book value as of 

O-xcmber 1, 1995, the applicable ratc of return, whether depreciation should be 

accelerated or not, and how to properly track hydroelectric and geothermal costs and 

rcvenues in the tr.msilion cost balancing account. 
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Certain issues associated with the ratemaldng treatment of hydroc]eclric plants 

that ar~ categorized as must-run by FERC and the reasonableness of pumped storage 

plant costs will be more fully co:·.sidered in A.96-07-009 tI al. 

16.1. PG&E 

PG&E slates that it plans to market value all of its non-nuclear gener.ltion 

assets (RT:1281), including its hydroelectric and geolhermal facilities. PG&E believes 

that the reduced rale of return applies only to uneconomic assets. PG&E asserts that 

when an individual hydroelectric or geothermal asset is identified as having a book 

value grealer than its market value, depredation on that asset should be accelerated and 

the rate of return should then be the reduced rate of return. However, PG&E contends 

that if r~o\'ery of the asset is not accelerated, it should continue to cam at the 

authorized rate of return. PG&E states that it intends to accelerate depreciation of these 

assets so that book value equals expected rnarkct value, and intends to modify the 

forecast of net salvage used in detern'ining the proper levels of accelerated depredation 

as better forecasts become available. 

PG&E proposes to debit that the entire hydroelectric and geothermal 

reVenue requirement to the transition cost balandng account. Any ISO or Power 

Exchange revcnues earned b}' these plants would then be credited to the balancing 

account. Thus, any net credit would be used to o{(sct other transition costs and any net 

debit would be recovered through the CTC or other offsets. PG&E recommends 

establishing the revenue requirement for hydroelectric and geothermal assets in 

A.96-07·009 €I al., but addressing the recovery of those costs in this proceeding. 

\Vhile PG&E acknowledges that the PrefeIrcd Policy Decision provides 

that surplus revenues (rom h)'droelectric and geothermal assets wHl be credited to 

offset tmn5ition (,05ts, PG&E contends the Commission has overlooked the possibility 

that some of these plants could, in the short run, result in a net debit to the tr.lIlsilion 

cost balancing account; e.g., in the event of a dry year. While PG&E expects that these 

plants as a whole will be economic over the long run, to the extent that timing issues 
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result in a net debit {that is, costs exceed revenues}, PG&E asserts that we should allow 

recovery of these uneconomic costs via the transition cost balancing account. 

PG&E explains that until the end of 1992, its hydroelectric relicensing 

costs were recorded in rate base as these costs were incurred. In D.92-12-057, we 

determined that these costs should be treated as CWIP, earning an Allowance (or Funds 

Used During Construction (AFUDC) until the new licenses were granted by FERC, at 

which time the relicensing costs would be transferred to rate base. (47 CPUC2d, 143, 

218.) PG&E now requests that we reverse this approach and transfer the December 311 

1997 C\VIP balance related to hydroelectric relicensing costs to rate base e((eclive 

January I, 1998 (or transition cost recovery. PG&E would accept TURN's alternate 

approach in which the relicensing costs would continue to accrue AFUDC until the time 

of market valuation and then be recovered in the market valuation process. PG&E 

explains that the value of a hydroelectric plant is in its license and that the relicensing 

process is lengthy and subject to certain requirements at prC'Cise times. If r('licensing 

efforts Were stopped, the value of the hydroelectric facilities would be only the net book 

value of the historical costs; alternatively, PG&E recommends that if shareholders 

continue the relicensing efforts, the value of the licensed plant above book value should 

accrue to shareholders. 

16.2. Edison 

Edison recommends that hydroelectric generation should earn the (ull rate 

of return prior to market valuation. Edison defines costs recoverable through the 

transition cost balancing account as the difference between the authorized revenue 

requirement and market revenues. \Vhile Edison was unsure initially whether or when 

it would seek to market value its hydroelectric assets, Edison now agrees that market 

valuation should occur. (Exhibit 99.) 

Edison explicitly states that Us agreement to market value its hydrodectric 

assets is predicated on continuing to cam a (un rate of return on thosc assets unlil they 

arc market valued. In A.96-07·009 tl al., Edison has proposed to derive its hydroelectric 

revenue requirement from its test year 1995 GRC decision, with cert.1in adjustments. 
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Edison states that because its development of its hydroelectric revenue requirement is 

based on 1995 test year levels, it is assuming additional risks in the operation of these 

assets, which requires a (ull rate of return, rather than the reduced transition cost rate of 

return. 

Edison states that it docs not plan to acceJerate recovery of its 

hydroelectric sunk costs prior to market valuation and argucs that there is no reason to 

reduce the return to reflect the reduced risk associated with accelerated recovery until it 

occurs. 

Edison disputes FEA's and ORA's oondusion that the Preferred Policy 

Decision limits the transition cost calculation to net credits resulth\g from hydroeledric 

assets and believes that such a conclusion would violate § 67(b), which requires the 

netting of all above-market and below-market assets. 

The auditors explain that Edison removed its hydroelectric sunk costs 

frol'l\ Edison's Statement of Eligible Transition Costs, which also identified $525.7 

million in future hydroelectric PBR costs, as of January, 1998. \Vhen the auditors raised 

COIlcems regarding double counting, Edison eJected to remove the sunk cost amounts. 

The auditors prefer that Edison remove its hydroelectric PBR costs from its statement of 

eligible transition costs, because these amounts arc based on spC(ulative estimates that 

cannot be evaluated. 

16.3. ORA 

Contrary to PG&ll and Edison's proposal that any dif(erence between the 

frozen revenue requirement and market revenues be credited or debited to the 

transition cost balancing account" ORA asserts that the Preferred Policy Decision 

provides only {or offsets to the tr.msition cost recovery when the hydroelectric Power 

Exchange revenues exceed the revenue requirement. ORA believes thilt allowing debits 

to flow through the transition cost balancing account could make it diHicult to limit 

transition cost recovery of operilting costs and suggests that allowing the utilities to 

recOVer costs through transition cost recovery could lead to manipulation of the market, 

because utilities would have an incentive to bid low (or their hydroelectric generation. 
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ORA fears that this bidding behavior could impact the development of the competitive 

market by preventing market entry, prolonging transition cost recovery, and driving 

out compclitors. 

ORA r('(ommends that hydroelectric and geothermal asscts should not 

receive accelerated amortization prior to market valuation because they arc likely to 

have market values exceeding book values. ORA recommends accepting the net book 

values confirmed by the audit report, provided that capital additions prior fo 

December I, 1995 are reviewed and audited. Furthermore, ORA recommends that the 

issue of how differences between an established revenue requirement and market 

revenues should be tracked in the transition cost balancing account should be 

determined in A.96-07-009 cl al., because that proceeding contains the most 

comprehensive discussion of ratemaking issues. 

ORA agrees that § 367(b) requires market valuation of all assets and rffon\mends 

that such market valuation occur Soon sO that any value in excess of net book value can 

be used effectively to offset transition costs. 

ORA generally agrees with PG&E's proposals regarding geothermal assets, but 

recommends that geothermal steam costs be subject fo reasonableness review in either 

the annual transition cost proceeding or the Revenue Adjustment Proceeding. ORA 

recommends booking a ((edit to the tr.msilion cost balancing account only if Pmver 

Exchange revenues exceed the applicable costs, including non-accelerated depredation 

of capital costs for non-must-run units. For must-run units, all costs should be 

negotiated with the ISO and would not impact transition costs. 

16.4. TURN 

TURN recommends denying authorization to acceler.lte the recovery of 

sunk costs of hydroeleclric gener.ltion ('lcitifies, with two exceptions. TURN asserfs that 

because these assets arc likely to have a market value above book value and arc likely to 

gener.lte electricity at costs less than market prices, thesc assets arc the "crown jewc!s" 

of the utilities' portfolios. Since hydroelectric assets have a market value above book, 

there should be no need to accelerate depreciationi indeed, TURN r('(ommends that 
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doing so would violate the principles articulated in 0.97-06-60. TURN maintains that 

market valuation can occur in compliance with § 67(b), without triggering accelerated 

depredation. 

TURN recommends that pumped storage facilities, which arc Jikely to 

have book values in excess of (narket values, and other individual plants sold at less 

than book value should be allowed transition cost treatment. TURN recommends that 

past hydroelectric relicensing costs should be re<overed consistent with the ratemaking 

treatment afforded the underlying plant. If the hydroelectric plant is market valued 

during the transition period, the relkensing costs should be recovered as an offset to the 

market value. If the Commission detern'tines that these assets should continue to be 

owned by the utilities, TURN states that it could support Edison's proposal to accrue 

AFUDC on these costs and recover them in the PBR fl\cchanism.u TURN recommcnds 

that no accelerated recovery be afforded past relicensing costs with the exception of 

those plants already sold or those that are sold belore 2001. TURN further recommends 

that hydroelectric and geothermal assets should earn the lower r.lte of retun\ if market 

valuation is proposed for these assets. The (ull rate of return should apply if the utility 

holds them in regulatcd service and market values them on an annual basis through 

credits against other rate components afler 2001. 

16.5. FEA 

FHA recommends that to the extent hydroelectric and geothermal assets 

are retained by the utilities, only the surplus of hydr()(>Je<tric revenues over associated 

costs should be permitted to reduce tran::;ition costs; any deficit should not be permitted 

to increase transition costs. FEA supports the auditors' proposed adjustment to remove 

Edison's $525.7 million in hydroelectric PBR costs (rom the (r.lnsition cost balancing 

account. 

12 In its July I, 1997 compliance filing in A.96-07-fXfl ct ~11" Edison states that it will commit to 
r~o\'('[ these costs out of the frozen level of (ucccntly authorized rc\'enues and that any 
hydrodcdric rdicensing costs should be r('('overed through the market valuation pr~s. 
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16.6. C/U 

CIU contends that market valuation is required for all facilities to calculate 

the complete tr.msition cost formula and is not a maller of utility choice. CIU agrees 

that accelerated depreciation is not appropriate for hydrodedric and geothermal assets 

prior to market valuation. CIU recommends waiting until after the new competitive 

market begins operation to consider the market valuation of hydrodeclric assets, 

although CIU recognizes that valuation before the end of the transition period is 

important. 

16.7. Discuss/on 

We agree that careful treatment regarding the hydrbeleclric and 

geothermal assets is in order. \Ve accept the auditors' determination of the net book 

value as of December 31~ 1995 as the starting point for determinh\g whether assets will 

ultimatdy be economic or uneconomic. 

AB 1890 is silent regarding the treatment of these particular categories of 

assefs, although market valuation is requited IICor those assets subject to valuation." in 

§ 367(b). Section 367 requires that we determine the cost categories that may become 

uneconomic as a result of the competitive generation market. While we ate not 

convinced that hydroell'Ctric and geothermal assets, with the possible exception of 

pumped storage facilities, arc likely to be uneconomic, we believe that r.ltepa}'ers ' .... ill 

benefit by ensuring that these assets cam the reduced rate of return and that excess 

revenues are credited to offset transition costs. \Ve lind that it is appropriate to include 

the amortization of any current costs of hydroelectric and geothermal assets in the 

tr,lnsition cost balancing account. PG&E will recover geothermal steam contract costs in 

the revenue requirenlents set in 1\.96-07·009 ct at. 

A separ,lte prO<'ceding is underway to determine the revenue 

requiremenls associated with these assets. This revenue requirement ' ... ·iIl be developed 

based on a cost-of-service approach, and will include amounts to offset fixed costs, 

nonfuel variable costs, depreciation, taxes, and a return on investment. Calculations of 
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the reyenue requirement should begin with the net book value adopted in these 

proceedings. 

Revenues earned through the Power Exchange and ISO for hydroelectric 

and geothermal assets should be tracked in a memorandum account and (ompared 10 

the revcnue requirements established for these assets in A.96-07-009 et al. Market 

revenues in excess of revenue requirements should be credited to the transition (ost 

balancing account on an annual basis. Similar to the memorandum accounts established 

(or the (ossil must-run and non-most-run pJantsl (jny excess revenues accruing in a 

particular month will earn the reduced transition cost rate of teturnl rather than the 

commercial paper rate. Applying the reduced rate of return to these revenUes is 

appropriate because this higher interest rate compensates ratepayers for cMrying costs 

associated with transition costs that would otherwise have been reduced through 

monthly postings. No interest rate or rate of return will be applied 10 an}' debit balances 

in that memorandum account. This approach is consistent with ensuring that transition 

cost re(overy occurs as expeditiously as possible. Because these assets are a((orded 

transition cost treatmentl the reduced rate of return should be earned. 

Pun\ped storage plants arc also likely to be unC(onomic in the new 

competitive generation market. We will therefore aBow recovery of costs associated 

with pumped storage assets in the transition cost balancing account; howeverl complete 

ratemaking determinations cannot be made pending the outcome of the treatment of 

must-run and non-must-run hydroelectric pJantsl including pumped storage assetsl in 

A.96-07-009 if al. Once we have issued our decision in that proceeding, we will allow 

PG&E and Edison to modify their balancing account tariffs to more fully delineate the 

balancing account treatment of pumped stor.lge facilities. 

Section 367(b) requires basing the determination of uneconomic costs on a 

comparison of market value to book value for utility-owned generation assets. The 

Legislature has provided explicit affirmation of the benefits of (ompetitionl as well as 

directions that tr.msilion cost recovery should be orderly, expeditious and that the 

transition from regulated status to unregulated status must occur through means of 

Commissfon-apprO\'ed market valuations. We conclude that hydroelectric and 
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geothermal assets are subject to market valuation and that we must approve all market 

valuation mechanisms, including the timing of these mechanisms. Market valuation 

must occur well before 2001 so that the netting process can occur as required by 

§367(b). 

Past relicensing costs should be accounted for in market valuation ptocess, 

as PG&E, Edison, and TURN now agree. These amOllnts will continue to be recorded in 

C\VJP and accrue AFUOC. This approach is consistent with our preference to use 

market mechanisms to determine transition cost recovery. 

17. Regulatory Assets, Liabilities and TransitiOn Obllgallons and BalancIng 
Accounts 

In the Preferred PoUcy Decision, the Commission recognized that regulatory 

assets and liabiHties have arisen from various deferred costs and outstanding balancing 

account balances which each utHity has accrued under traditional cost-of-service 

regulation. H.egulatory assets results in the ratepayers owing money to the utility; 

regulatory liabilities result in the utility owing money to ratepayers. Regulatory assets 

and liabilities are defined in the FERC Uniform System of Accounts as follows: 

"Regulatory Assets and Liabilities arc assets and liabilities that result from 
rate actions of regulatory agencies. Regulatory assets and liabilities arise 
from specific revenues, expenses, gains, or losses that would have been 
included in net iI\<:om.e determ.ination in one period under the general 
requirements of the Uniform system of Ac(ounts but (or it being probable: 

"A. that such items will be included in a different period(s) for purposes 
of developing the rates the utility is authorized to charge (or its utility 
services; or 

"8. in the case of regulatory liabilities, that refunds to clistomers, not 
provided (or in other accounts will be required." (18 CFR, Part 101, p. 
259, April I, 1996.) 

As we explained in Section 6.5, we find that both regulafory obligations and 

contractual obligations arc eligible for transition cost recovery, in conformance with § 

367. Ilowever, we will review each claim for transition cost recovery in this category to 
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determine \\'hether such assets and obligations arc generation-related, unavoidable, and 

unC<'onomic. 

In 0.92-12-015, \'t'e accepted the (ollowing definition in terms of post-retirement 

benefits other than pensions (PBOPs) and the applicability of Statement of Financial 

Account Standards (SFAS) No. 106: 

"A regulatory asset is the recording of the utilities' costs not currently 
recoverable (or ratemaking purpOscls). To qualify as a regulatory asset, it 
must be probable that futute revenue in the amount at least equal to the 
asset will result from inclusion of that cost in allowable costs (or 
ratemaking purposes and must be based on available evidence that future 
revenue will be provided to permit recovery of the previously incurred 
cost rather than to provide for expected levels o( similar (uture costs.1I (46 
CPUC2d 499,536.) 

Pursuant to § 367, the Commission must make final determinations of the 

uncconom.ic costs ass()('iated with generation-related regulatory assets and obligations. 

It is useful to put the ratemaking approach to regulatory assets in perspective as 

we proceed. First, it is important to distinguish between lJaccrual;' accounting and the 

"pay as you go" method. Accrual accounting OCcurs when the utility recognizes the 

costs of benefits as they are earned or attrihuted to an empto}'ee, as services are 

provided. Fot financial reporting purposes, utilities account (or PBOPS, pensions, 

workers' (ompensatloll, and long-term disability benefits on an accrual basis (i.e., an 

actuary detern\ines the total expected obligation (or benefits owned to employees and 

the utilHy recognizes a portion of the accrual each year as the employee conlinues to 

proVide service). In contrast, under "pay as you go" accounting, a utility recognizes an 

employee benefit cost when it actually pays such a benefit to the employee. 

ORA explains that there is no disagreement regarding financial reporting o( 

regulatory assets, which is a management decision. ORA states that this Commission 

must deternline whether these costs should be treated similarly (or r.ltemaking 

purposes. In general, ORA believes that beneHt obligalions associated with future 

generation·related activities of the utilities after divestiture can be funded from future 

market reVenues. In other words, ORA believes that these obligations should be 
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recoverable through pre-I998 ratepayer (unding o( accruals to\\'ards active employees, 

because these obligations will be eliminated or decreased due to divestiture. 

ORA suggests that scveral issues must be resol .... ed before we determine that 

particular regulatory assets are eligible (or transition cost recovery. ORA believes that 

the record is insufficient to answer these key questions and recommends workshops to 

determine: 1) whether regulatory aSSets should be eligible for recovery at all, i.e., by AB 

1890 criteria or by previous Commission decision; 2) when it is appropriate for the 

utilities to establish a regulatory asset; 3) whether particular regulatory assets are 

related to historic operations or whether these assets include going (onvard costs; 4) 

whether such costs could be mitigated in some way and whether transition (ost 

recovery may encroach upon that mitigationj and 5) if (ound eligible, what portion of 

these regulatory assets should be subject to transition cost recovery. 

As previously discussed, EPUC and CIU contend that regulatory assets 

associated with (ossil plants arc not eligible (or recovery. This narrow approach is 

inconsistent with the law, and We (ind that generation-related regulatory assets arc 

eligible (or recovery as a cost category. We will consider the disputed issues of the 

various regu1atory assets in question. As a threshold matter, we are addressing the 

eligibility of various employee benefits (or recovery in the transition (ost balancing 

account that have been earned or attributed to employee service rendered prior to 

January 11 1998 for generation employees. After January I, 1998, these (osts must be 

included in current operating costs and recovered (rom market revenues. 

In general, ORA also rctommends denying regulatory assets for transition cost 

recovery. ORA states thM this is tme because either the utilities did not file to have past 

benefit obligations recovered in future time periods or the utilities are not in compliance 

with D.92-12·015, in terms of PROPs. ORA's position is that divestiture and subsequent 

termination of maintenance contracts will lead to reduced payroll expenses and lower 

PBOP expenses than were assumed in the actuarial calculations. PG&E asserts that 

amortization should begin on January I, 1998, a position which PG&E states is 

consistent with the requirements of D.97-06-060. ORA also recommends establishing 

accounting safeguards to prohibit non-generation operations from subsidizing 

-139 -



A.96-08-001 et al. ALJ/ANG/wav/bwg * 

generation and the diversion of ratepayer funding of employee benefits to non-pension 

and benefits usages. 

ORA proposes that all other regulatory assets be eligible for transition (ost 

recovery, with the (ollowing conditions. Regulatory assets related to deferred faxes 

should be trealed according to the provisions of the joint recommendation contained in 

Exhibit 101. In addition, ORA recommends that certain PG&E ECAC balanCing account 

amounts related to disallowances should be refunded to customers, rather than being 

credited to the transition (ost balancing account. 

17. t. Workers' Compensation 

PG&E proposes to recover the workers' compensaHon regulatory asset in 

the transition cost balancing account, based on the December 31, 1997 balance} to be 

amortized over the 48-month transition period. PG&E explains that it an ernployee has 

a claim under workers' compensation, then PG&E is legally obligated to provide the 

required level of benefits. PG&B believes that the proper rate of return to apply to this 

balance is PG&E's discount rate at December 31,1997. \Vorkers' compel\salion costs are 

recognized on an accrual basis (or financial reporting purposes, but arc recovered on a 

pay-as-you·go basis (or raten\aking. Assuming no new entrants arc a((orded workers' 

compensation benefits, the differences resulting from these two accounting methods 

would zero out over time under traditional ratemaking. because the regulatory asset is 

reduced as rates are received each year. PG&E contends that there is a reasonable 

expectation that it would recoVer aU of its workers' compensation accruals in rates over 

time. PG&E plans to avoid any double counting, an issue that concerns TURN, by 

reducing the cllrrent cost revenue requiren\ent (or any costs provided by recovery of 

this regulatory asset. These costs would be subject to review in the annual transition 

cost proceeding. 

Edison has identified a generic regulatory asset (or post-employment 

benefits, including workers' compensation and long-term disabHity. This propo~ll is 

discussed in Section 17.2, Long-term Disability. 
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ORA states that because PG&E funds workers' compensation obligations 

on a pay-a!;-you-go basis, PG&E is coHecling current costs through rates; i.e., the fact 

that PG&E's workers' compensation obligations are recognized on its financial 

statements in accordance with SPAS 112 (Employers Accounting for Postemployment 

benefits) is irrelevant. ORA concurs with TURN's objection to transition cost recovery 

of these costs because it is impossible to distinguish between pre-1998 and post-1998 

liabilities. 

TURN contends that this regulatory asset is not eligible for transition cost 

rcco\,erYI because PG&E has not bome its burden of proving the appropriate level of 

the costs to be recovered, has not demonstrated that going forward cosls are excluded 

[rom recovery, and has not established that double counting will not occur. TURN 

recommends that it recovery is aHowed, no rate of return should apply. 

17.1.1. DIscussIon 

In 0.95-12-055, we determined that PG&E's requested increase in 

re\'enue Tt.~uiren\ents for workers' compensation and other casualty payments ,,,'Quld 

be mitigated to some extent by employee reductions, and we reduced the adopted 

revenue requirements. These costs are recovered on a pay-as-you go basis; therefore, 

the rates include costs that would also have been included in the actuarial calculation 

for post-1998 Obligations of the workers' (ompensation regulatory asset. This is quite 

different from the methodology PG&E uses to address its long-term disability 

obligation. In this casc, PG&E has not adequately distinguished costs which represent 

P<lst obJigations from costs which represent future obligations. The Commission has 

never established a regulatory asset (or workers' compensation obligations. Because 

r"tes are frozen throughout the transition perio<t we expect that the forecasted revenue 

requirement will be adequate to cover PG&E's generation-related workers' 

compensation obligation related to pre-1998 claims. There is significant potential for 

double recovery, as well as a mingling of pre-1998 and pOst-1998 costs that is 

inappropriate in the new generation marketj thctefore, we will exclude PG&E's 

workNs' compensation regulatory asset from transition cost recovery at this lime. 
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PG&B may demonstrate in the annual transition cost proceeding that its actual 

payments in 1996 and 1997 (or workers' compensation claims exceed what had been 

previously approved in rates (or generation employees. 

17.2. Long·term DIsability 

PG&H and Edison propose to recover the long-term disability regulatory 

asset in the transition cost balancing account, based On the December 31,1997 balance, 

to be amortized oVer the 48-monlh transition period. Again, PG&E explains that if an 

en\ployec has a legitimate long-term disability claim, the utility is legally obligated to 

provide the requited benefits. Long-term disability costs ate recognized On an accrual 

basis (or financial reporting purposes and are reCovered on a funding/accrual basis for 

ratemaking. Prior to its 1996 GRe, PG&E conected these expenses On a pay-as-you-go 

basis. In 0.95-12-055, We authorized a $17 miUion increase in PG&E's revenue 

requirements to lund the accounting change for tong-term disabiHty Obligations from a 

cash basis to an accrual basis. 

PG&E contends that authorized rate recovery fOr long-term disability 

costs compared to projected levels of (uture expenses are not equal and a regulatory 

asset has been created to account for these differences. Under traditional ratemaking, 

PG&E expected that it would eventually recover these generation-related costs 

recorded on an accrual basis prior to January 1, 1998 relating to past employee service. 

PG&E believes that the proper rate of return to apply to this balance is PG&E's discount 

rate at December 31,1997. PG&E recommends that it is the unfunded Obligation, not the 

initial unamortized obJigation, as 01 December 31,1997, which shoutd be amortized in 

the transition cost balancing account, because the long-term disability Obligation is 

revalued each year. 

ORA believes that PG&E's request should be denied, because this amount 

reflects the dUference between what was authorized in 0.95~ 12-055 and what the 

utilHies have booked or will book in the (uture. ORA believes that this obligation is 

applies to active employees and will be eliminated as divestiture OCcurs. The past 
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funding of active employees who will leave the utilities' employment should provide 

sufficient funding lor obligations resulting fcom claims of remaining employees. 

TURN recommends recovering PG&E"s long-term disability obligation as 

a transition cost, because TURN agrees with PG&E's proposed treatment of this 

obligation (i.e' l establi~h a trust fund for long-term disability costs, set up an initial 

obJigalion, and ro change to the accrual basis [or (ost recovery), TURN does not agree 

that the long-term disability obJigation should be revalued each year, and states that 

this amount must be fixed and amortized as of the time the obligation was identified to 

prevent any inappropriate inclusion of going-fonvard costs in the regulatory asset 

collected through transition cost recovery. TURN recommends that the initial obligation 

should be that established in PG&E's 1996 GRC. TURN believes that theteshouJd be no 

rate of return applied to this asset and that there should be a rate base offset with 

normalization of deferred taxes, if these costs are not immediately deposited in a trust. 

Edison and TURN now agree on Edisonts approach to post-employment 

benefits and have agreed to the foHowing criteria: 1) Edison requests recovery of costs 

associated with post-employment benefits for liability associated with claims made pre-

1998 and plans to amortize the amount as of De<ember 31, 1997 over the 48.month 

amortization period as established in D.97·06-060; 2) Edison is not requesting a rate of 

return On regulatory assets associated with post-employment benefits; and 3) the 

regulatory asset associated with post-employment benefits associated with employees 

of non-must-run fossil stations made subsequent to December 31,1997 will be 

considered going fonvard costs rather than unavoidable costs and is proposed (0 be 

reflected in the operation of the 150 basis point incentive computation. 

17.2.1. DJscussfon 

Because we have approved accrual accounting treatment [or this 

obligation and we can establish a cut-off point for going forward costs, the long-term 

disability obligation is eligible for transition cost recovery. For Edison, we adopt the 

post-employment benefits ratemaking treatment jointly proposed by Edison and TURN: 

1) benefits wiJIloUow labor doJlars and the rate recovery depends on which husint'ss 
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unit the labor is associated with, i.e., [or generation-related nudear obligations, 

recovery \\'iJ) occur through SONGS ICIP and Palo Verde incremental cost mechanisms; 

[or fossil assets, recovery will occur through the transition cost balancing account 

regulatory asset subaccount. For hydroeledric assets, TURN and Edison have jointly 

proposed that recovery occur through the hydroelectric PBR. The generation PBR has 

been deferted; however, the Commission is establishing a reVenue requirement fOr 

hydroelectric assets. Transition cost re<:overy is authorized only (or the regulatory asset 

associated with claims made prior to 1998. Edison shall not use the pay-as-you-go 

methodology and shall recover the amount rccorded as of {)e(ember 31, 1997, which 

will then be amortized ratably over the 48·month transition period. No rateo! return 

will be appJied to this regulatory asset subaccount, nor will any o[ the regulatory asset 

balances earn any interest, consistent with our prior ratemaking approach to these 

assets. 

In D.95-12-055, We adopted the Division o[ Ratepayer Advocates' 

(ORA's predecessor) recommendations regarding long-term disability obligations. Prior 

to collecting any funds (or this purpose, PG&E was requited to establish a trust which 

provides that PG&E may not divert any hust assets to uses other than post

employment benefits. In that decision, we also determined that "(u)ltimate1y, PG&E 

shall rc(und any amounts included in rates that are not contributed to the fund." 

(0.95-12-055, mime<>. at p. 29.) PG&E's post-employment benefits should be accounted 

(or similarly to Edison's. The initial obligation as cstablished in the 1996 GRC dedsion 

should be amortized over the 48·month transition period. This amount equates to the 

level established by actuarial assumptions as reflected in current ratt'S and is an 

approach consistent with § 367. \Ve see no need to revalue this amount, which has the 

potential of increasing this obligation. No rate of return or interest shaH be applied to 

this regulatory asset subaccount. These costs shall be subject to review in the annual 

transition cost proceedings. 

- 144 -



A.96-08-001 et al. ALJ/ ANG/wav/bwg ". * 
17.3. Post-Retirement Benefits Other than PensIons (PBOPs) and PBOPs 

Transition Obligation 

The PBOP regulatory asset represents estimated costs for medical and life 

insurance benefits accrued since 1993, which are not yet recovered in rates. PG&E and 

SDG&E propose to recover the PBOP regulatory asset in the transition cost balancing 

account, based on the [)c(ember 311 1997 balance, to be amortized OVer the 48-month 

transition period. SOC&E explains that this asset represents costs obligated prior to 

December 20, 1995, all of which wete approved (or recovery in SDG&E's 1993 GRe. 

PG&E recommends that amortization of the amount as of December 31J 1997 should be 

spread oVer the (our-year transition period and recommends that the proper rate of 

return to apply to the unamortized balance is PG&E/s discount rate at December .31, 

1997. 

The PBOP transition obJigation represents the cost of medical and Ii(e 

insurance benefits attributed to employee service which occurred prior to 1993. lhe 

transition obligation was adopted in D.95-12-015 and the utilities were authorized to 

amortize its balance over 20 years. This amortization amount has been included in the 

reVenue requirements (or each utility. lhere will be 15 years left on the transition 

obligation amortization schedule as of January 1, 1998. PG&E, Edison, and SDG&E 

propose that the balance in PBOP Transition Obligations as of January 11 1998 

(calculated according to the Commission-approved 20 year amortization schedule) be 

recovered in the transition cost balancing account over the 48-month transition period. 

Edison points out that if the amount coneeled in rates and funded is not 

completely tax-deductible, it would have to be grossed-up for income taxes. Edison has 

estimated the amount attributable to non-nuclear generation by calculating the ratio of 

non-nuclear to total 1995 doHars and thell applying that ratio to the actuarially 

determined transition benefit obligation as of 1995; howcver, Edison explain that 

amounts actually recovcred will vary. 0.97-06-060 requires that regulatory assets be 

amortized over the 48-month transition period, and because § 367(d) requires that 

transition costs be adjusted throughout the transition period, the transition benefit 

obligation must be updated annually. 
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Consistent with its overall recommendations on these regulatory assets, 

ORA insists that PBOPs regulatory assets and transition obligations arc not eligible for 

transition cost recovery. ORA continues to recommend that the obligation associated 

with this benefit will be reduced or eliminated as the work force is reduced; hence, the 

past funding of active employees who leave the utility's employment should provide 

sulfident funding for future obligations of remaining employees. ORA is also 

~oncemed that the utilities would receive funding in eX~ess of what can be contributed 

to the trusts on a tax-deductible basis. 

TURN recommends that a uniform policy be established for PBOPs for all 

three utilities: 1) all eligible PBOP amounts must be collected in transitiOn costs by the 

end of 2001; 2) any uncollected PBOP amounts or unamortized PBOP transition 

obligation should not earn intetest, consistent with the provisions of 0.92-12-015; 3) any 

PBOP amounts not deposited in the trust hand should be a rate base of(sel net of 

deferred taxes; and 4) if any utility reduces its post-retirement benefits in the future, 

which in tum reduces the actuarial basis of its PBOP transition obligation, any excess 

doBars collected for generation should be refunded to ratepayers. 

TURN recommends rejecting PG&E's request to earn interest on PBOP 

costs and Edison's request to coHect generation-related PBOPs after 2001. TURN states 

that PG&E has accnled a regulatory asset related to PBOPs because of a di((erence in 

applying the (orrect discount rate. TURN explains that PG&E used a different discount 

rate for evaluating its PBOPs obligation than the discount rate of9% adopted in 

0.95-12-055. TURN believes that no rate of return should be applied to this asset and 

that there should be a rate base offset with normalization of deferred taxes if these costs 

arc not immediate1y deposited in a trust. 

TURN recommends that the utilities should be eligible to collect the 

generation-related PBOPs transition obligation as of December 31,1997, because these 

transition obligations were incurred as a result of past service by generation empJo}7ccs. 

TURN maintains that to the extent that Edison wants transition cost recovery for 

PBOPs, it should be required to recover its generation-re1ated transition obligation by 

the end of the transition period and should not be allowed to defer generation-related 
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transition costs for recovelY in non-generation rates, which TURN asserts is prohibited 

by § 368(a). TURN agrffs with the amortization approach, but recommends that no rate 

of return be applied, consistent with 0.92-12-015. TURN also recommends a rate base 

offset, which will produce credits to the transition cost balancing account, if this 
- - -

obligation is not immediately deposited in the trust. 

CIU thinks that Edison should not claim PBOPs related to Mohave 

employees, because this obligation is related to the coal mine's employees, rather than 

Edison's employees. 

17.3.1. Discussion 

It is helpful to understand the historical framework underlying 

ratemaking treatment of PROPs and the PROP transition obligation. TIU? Financial 

Accounting Standards Board (FASB) has defined PROPs as those benefits other than 

pensions that employees would receive upon their retirement from the active work 

force, including 1l1edical and dental care, life insurance, and legal services. The 

Commission opened 1.90-07~037 in 1990 to determine the ratemaking impact of 

changing accounting for PBOPs ftom a cash to an accrual basis and to address the 

ramifications of SPAS 106. In D.91·07~OO6, We determined that the change from cash to 

accrual accounting for these obligations was reasonable and that the utilities should 

pre-fund PBOPs with tax-deductible trust plans prior to January 1993, the effective date 

of SPAS 106. \Ve also established safeguards for these trusts. In D.92~ 12-015, we 

determined that POOP costs consist of a service cost, an interest cost, the actual return 

on plant assets, and the amortization of the transition benefit obligation. \Ve also found 

that the substantial increase in PBOP costs under accrual accounting was due primarily 

to the tr,lnsition benefit obligation, which recognizes all POOP benefit obligations at 

January], 1993 less any plan assets at that date. \Vedetermined that the transition 

benefit obligation sho\~ld be amortized over 20 years. which would mitigate inter

gener,'lional inequities, and that water, energy, and telecommunication utilities should 

"recover their PBOP costs in rates to the extent that they arc able to make tax-deductible 

contributions to tax-deductible plans" and should also establish a regulatory asset for 

- 147-



A.96--08-OO1 et at. ALJ/ ANG/wav/bwg * * 
ratemaking purposes which would reflect the annual differences between PBOP 

expense determined in accordance with SFAS 106 and the tax-deductible contributions 

recovered in rates. The decision also established that the P80P regulatory assets would 

not be a component of rate base and therefore would not earn a tate of return. 

\Ve are not persuaded by ORA's arguments. These regulatory 

assets have been established with our authorization and fit the criteria established by 

§ 367. The PBOP regulatory assets, including the PBOP transition obligation, are eligible 

for recovery through the transition cost balancing accounts and should be amortized 

ratably oVer the transition period, with no recovery beyond 2001. These amounts 

should be amortized based on the December 31, 1997 estimates, which represent 

actuarial detemlinations of past obligations, with no rate of return or interest applied to 

the unamortized balances.1f post-retirement-benefit plans are modified to reduce 

benefits during the transition period, which then reduces the actuarial basis of the 

transition obligations, these true-ups should be accounted for as credits to the transition 

cost balancing account. \Ve agree with Edison that such adjustments should be made 

during the transition period only. For PG&E, it is reasonable to apply the discount rate 

of 9% adopted in D.95--12-OSS. If PG&E believes this discount rate was adopted in error, 

PG&E must tile a petition for modification in the relevant proceeding. These accelerated 

amounts are to be placed in the appropriate trust funds for each utility; to the extent 

they are not so deposited, these amounts will be treated as a rate base offset with a 

corresponding credit to the transition cost balancing account. 

Edison acknowledges that it does not yet have any obJigations 

related to the Mohave coal mine employees for P80P expenses. We will exclude these 

amounts from transition cost recovelY at this time. \Ve will not allow a tax gross-up to 

the extent these contributions to the trust are not tax-deductible. Instead, we adopt 

TURN's recommendation not to be contributed these dollars to the trusts until they are 

tax-deductible. An}' money which is collected but not yet contributed then becomes a 

rate base offset, which is reduced by deferred taxes associated with the asset for the 

taxes due when the money is collected. This approach will address nccessary tax 
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requirements, but avoids imposing an additional cost on the ratepa)'ers. This is an 

example of an approach which aligns both shareholders and ratepayers interests. 

17.4. PensIons 

Pensions can give rise to either a regulatory asset or liability and to a 

transition benefit obligation, similar to PBOPs. The utilities state that a regulatory asset 

or liability can arise with respect to pensions because of different methods for 

calculating the pension expense for ratemaking purposes and financial reporting 

purposes. SFAS 87 addresses accounting for pensions for financial reporting purposes. 

In 0.88-03-072, We declined to adopt SFAS 87 (or ratemaking purposes. This decision 

applied to telephone carriers, but has been broadly applied to energy utilitles (e.g., 

0.89-12-057; D.91-12-076). In D.88-03-072, we determined that the aggregate cost 

method of accounting for pension expense was appropriate [or ratemaking purposes. 

Under this method, the estimated tot<ll benefit due at retitement is forecasted and an 

amount is calculated to provide this benefit, discounted to net present value and spread 

over future years on a levelized basis. SPAS 87 proposed a unit credit method, based on 

the yearly pension costs of an employee (i.e., lower in the beginning of an employee's 

years of service and rising as the employee ages). We found that if the yearly benefits 

approach were adopted (or pension expense, it would be inconsistent with other 

rafemaking policies and would result in a mismatch of the amount expensed for 

ratemaking purposes and the amount actually required to be ('ontributed 10 the pension 

funds. 

PG&E asserts that the regulatory asset or liability arises from the SFAS 87, 

which require a change from the cash basis to the accrual basis of accounting and 

a))owed the transition adjustments to be amortized over several years. PGkE explains 

that based on accrual accounting, rather than cash accounting. a regulator)' liability 

related to pensions is expected as of January I, 1998, which it proposes to credit to the 

transition cost balancing account. PG&E observes that over time there would be no 

difference between accounting by SFAS 87 or by the "ggregate ('ost method. PGkE 

maintains that because of elcctric restructuring, these differenccs cannot be evened out 
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and these costs b(Xome equivalent to sunk costs. PG&E states that lull recovery of the 

pension transition obligation (to address the change from cash basis to accrual basis) 

will not occur by the end of the restructuring transition period and this amount should 

therefore be recovered as a sunk cost. PG&E proposes to net the transition obligation 

with the regulatory liability and to credit the transition cost balancing account (or this 

amount. 

Edison proposes that either the debit or credit balance as of January 1, 

1998 should flow through the transition cost balancing account over the 48-month 

amortization period. Edison explains that the difference between book and ratemaking 

pension expense created a regulatory liability of $1.8 million by year-end 1995, but 

Edison did not indude this amount as an o((set to transition costs because it expected 

that this amount would either zero out or revert to a de mit,imus regulatory asset 

balance by year-end 1997. 

ORA beJieves that pensions and benefit obligations differ from other 

assets lor which the utilities seek transition cost recovery, be(ausc rate base items have 

been reviewed for reasonableness, which ORA asserts is not the case for these 

regulatory assets. ORA maintains that there is not a straightforward relationship 

between past Commission decisions and particular amounts requested for transition 

cost recovery. ORA recommends that the generation-tetated obligations to retirees 

which remain with the utility can be funded without transition cost recovery and that 

many of these obligations will be eliminated with divestiture. ORA explains that 

pension obligations arc governed under various sections of the Internal Revenue Code 

and the Employee Retiree Income Security Act, which require pension benefits to be 

funded as earned and to vest with the individual employee. Furthermore, bEXause 

ratemaking is based on the tax-deductible contribution amounts, ORA contends that 

there is no basis for extending recovery beyond what has already been funded and the 

employees have earned. 

TURN dcmonstrated that this liability has grown (rom $1.8 million to $4.7 

million by year-end 1996. Edison agrees with TURN that any regulatory liabililY related 

fo pension expense should be credited to the transition cost balancing account, but only 
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jf it receives symmetrical treatment {or any similar debit balances. Subsequent to its 

rebuttal testimony, Edison discovered that this calculation had failed to account for the 

pension transition obligation, which is estimated to equal $5.6 million for non-nuclear 

generation pension expense. Edison proposes that this amount be netted with the 

regulatory liability and the difference as of December 31, 1997 (either liability Or asset) 

should be amortized over the transition period. Edison thus proposes that the fossil· 

related pension transition obligation balance left to be amortized as of January I, 1998 

(calculated under the Commission-approved 17-year amortization schedule) should be 

recovered through transition costs over the 48-month period. SDG&E agrees that the 

regulatory asset should be amortized OVer the 48-n\onth period. 

Fot PG&E and Edison, TURN recommends that if the regulatory asset 

resulting from the transition obligation is offset by larger regulatory liabilities resulting 

from ratemaking pension costs exceeding financial reporting pension costs, the net 

regulatory liabilit}, balance as of January ), 1998 should be credited to reduce transition 

costs. TURN assumes that any net regulatory asset is a result of amortizing the 

transition obligation and TURN recommends that this asset should be reduced to zero 

for transition cost recovery purposes. TURN asserts that the utilities' pension funds 

have significant amounts of excess reserves relative to the amounts needed to pay the 

claims of (uture relirees, even alter repaying the transition obligation; therefore, no 

additional recovery should be available through transition costs. TURN explains that 

PG&E has been able to pay this transition obligation at no expense to the ratepayers 

because the pension fund has been a source of income to PG&E. TURN expects that this 

scenario wiU continue, at least through the transition period. 

TURN recommends establishing the (01l0wing safeguards, if these costs 

are included in transition cost recovery: 1) if PG&E's pension expense in any year is less 

than the amount of the aggregate annual transition obJigation, PG&E should be 

required to (eduCe its transition costs by the amount of the generation-related annual 

transition obligation which is paid by income generated internally by the pension fund 

and 2) PG&E's request for interest should be denied because PG&E has invested no 

mone}' to create lhis regulatory asset. Similar to PBOPs, this regulatory asset is merely 
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an accounting convcntion; therefore, no interest should be earned, moreover, PG&E 

does not earn interest on this amortization under current ratemaking procedurcs. 

For SDG&E, TURN re<:ommends disallowing the rcgulatory assct balance. 

TURN observes that (or ratemaking purposes, pension payments are recognized 10 the 

exlent that they are tax-deductible under Federal rules, while expenses are calculated 

on an actuarial basis. Contributions are deductible for tax purposes onl)' if money 

actuaUy needs to be contributed to the pension funds to ensure that adequate funds ate 

available to pay benefits. 8e<'ause the actuarial definitions of adequate funding are often 

mote conservative than tax requirements, the difference between the pension cost for 

book purposes and ratemaking purposes (based on the maximum tax-deductible cash 

contribution to the fund) has increased. Pension funds have also had large increases in 

the value of their assets, as the stock market has riSen in rctent years. TURN explains 

that while these facts may create larger regulatory assets, they should not lead to 

corresponding increases in transition cost recovery. 

17.4.1. Discussion 

We arc troubled by the utilities' requests for transition cost 

recovery for regulatory assels associated with pension expenses and the pension 

transition obligation. We have clearly never authorized a regulatory asset associated 

with the dHference in accounting required by SPAS 87 and that adopted lor ratcmaking 

purposes. The pension transition obligation is not a recorded regulatory asset, but is 

amortized in rates, and acknowledged in footnotes to the financial statements~ as is the 

PBOP transition obligation. (RT: 1071; 1891). The unrecognized pension tr~'nsition 

obligation was established in the past to correct prior pension under-funding through 

equal annual paymcnts, without interest. PG&E, Edison, and TURN essentially agree on 

the methodologr, if a net regulatory liability exists; i.e., the regulatory asset consisting 

of the pension transition obligation should be offset by the regulatory liabilities 

stemming from the amount by which ratcmaking pension expense has exceeded 

financial reporting pension expense. If this calculation, as of January 1, 1998, results in a 

net regulatory liability, this amount should be credited to the transition cost balancing 
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account (Le., to reduce transition cost recovery). This would have the clfcet of using the 

existing regulatory liability to fund the existing transition obligation. \Ve prefer this 

approach, rather than debiting the transition obligation regulatory asset through the 

transition cost balancing accountl (or the following reasons. 

TURN demonstrated that the pensions are over-funded and no tax

deductible contributions have been made recently, nor are they expected in the near 

term. In D.95-12-055, We adopted PG&E's proposal to set pension costs according to the 

benefits accruing to current employees, but a ~ knowledged that this funding level could 

result in contributions that are too high if PG&E reduces its work force. \Ve determined 

that we would review these assumptions when PG&E has a general review of its rates, 

or PG&E should file an advice letter no later than December 31, 1999 proposing 

ratepayer refunds, iC required. Absent the an\ortization of the pension transition 

obligation, both PG&E and Edison acknowledge that it is likely that a regulatory 

liability will result fcom the difference between ratemaking and financial reporting, i.e., 

tax-deductible contributions ate limited because of over-funding. It is reasonable to 

requite PG&E and Edison to offset this accounting obligation with the over-funded 

amounts, rather than increasing transition costs unnecessarily. 

SDG&E's claim to $5.3 million sterns from the diflerence in 

ratemaking and financial reporting, but does not appear to be related to its transition 

obligation. SDG&E does not agree that its pension fund is over-funded. We will apply 

the same treatment at this time, but will allow SDG&E to come forward in the annual 

transition cost proceeding to establish that the pension fund is under-funded, the 

derivation of the under-funding, if any, the interaction with its PBR, and why these 

amounts are eligible for Iransition cost recovery. 

17.5. Environmental Compliance 

PG&E explains that its Hazardous Substance Mechanism (HSM) balancing 

account and the environmental compHance regulatory asset work together in that the 

HSM represents costs already incurred for hazardous waste clean-up activities for 

environmental cleanup of specific sites, net of insurance proceeds or other recoverks. 
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1he environmental compJian~e regulatory asset is a forecast of costs to be incurred (or 

the same activities included in the HSM. These costs are in addition to those recovered 

in rates (or decommissioning. These activities do not include clean-up activities 

associated with generating planelThe sites covered by the HSM ate manufactured gas 

plants or ofl-site disposal/adlities. Thus, the environmental compliance regulatory 

asset reflects costs that PC&E is likely to incur in the fulute; recovery of such costs 

typically occurs in the H5M. PG&E wants to ensure that it has a fair opportunity to 

recover future costs associated with already-incurted environmental liabilities. 

Ratepayers bear 90% 01 these costs; shareholders, 10%. The 

corresponding regulatory asset is the Environmental Complian~e h1echanism (EeM), 

which reflects 90% of the costs PG&E forecasts to be incurred to complete PG&E's 

reSpOnsibility to dean up the sites coveted by the HSM. The HSM allocates 70% of these 

costs to gas ratepayers and 30% to electric ratepayers. In the current ratemaking regime, 

that 3<Y'1o would have been collected through bundled electric rates. PG&E now 

proposes to recover the generation portion through transition cost recovery. 

I'G&E has allocated 28% of the ECM regulatory asset to transition cost 

recovery. PG&E asserts that this calculation results in transition cost recovery for 1('55 

than 10% of its overall estimate of the cleanup costs reflected in the ECM. PG&E 

explains that the remainder of the ratepayer obligations represented by the ECM (i.e., 

costs related to transmission and distribution) will continue to be collected through the 

115M based on actual costs. 

Edison records projected environmental remediation costs as regulatory 

assets if it is probable both that the obligation to expend funds has attached and that 

these costs would be recovered in rates. Edison explains that this approach Is required 

by SFAS 105, Accounting for Contingencies, which requires that an estimated loss from 

lJ PG&E explains in Exhibit 37 that "~ause en"ironmenral dean-up was part of the estimates 
of non-nuclear decommissioning in the GRC and because of the normal workings wHhin rate 
base of cost o( removal in the GRC pr(X('Ss, r«over), of envirorurtenlaJ decommissioning 
through the HSM was not necessary.*' (Exhibit 37, p. 2-3.) 
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a conlingency should be accrued if it is probable that a liability has occurred and the 

amount of the loss can be reasonably estimated. Edison records its projected 

environmental remediation costs as regulatory assets because, as they are paid out over 

time, it is assumed that they will be recovered in rates, as has ()(curred in the past. 

\Vhile Edison states that is was not planning to estimate any re<:overy of these costs 

through the transition cost balancing accoul\t, since D.97-06-060 requires amortization 

of its generation-related regulatory assets by 2001, Edison is nOW requesting that this 

amortization be based on the estimated 1998 balance, which it asserts is also PG&E's 

position. The auditors question the entire estimated amount of $9.6 million, stating that 

there is no specific authorization for recovery of these costs in AB 1890. Edison 

maintains that such costs are properly recorded and that recording costs as a regulatory 

asset does not require that the Commission pte-approve that classification. Edison 

maintains that whether a (ost is re<:orded as a regulatory asset is based on criteria set 

forth in FASB 71. Edison disputes FEA's contention that this specific regulatory asset 

had not been identified as being collected in rates as of December 20~ 1995~ and 

contends that this is a category of costs dearly covered by § 367. 

SDG&E has no environmental compJiance costs for which it seeks 

transilion cost recovery. SDG&E assertsl however, that if the unbundling proceeding 

results in the elimination of the hazardous waste balancing account for generation 

operations, SDG&E should then be able to seek transition cost fe<:'overy fOf these costs 

in the annual transition cost proceedings. 

In general, ORA would not take issue with the transition cost recovery of 

the environmental compliance regulatory asset, so tong as provisions for a true·up are 

included in the accounting mechanisms. However, ORA concurs with the auditors that 

PG&E's estimating and allocation methodologies are not dear, and thus these costs 

should not be eligible for transition cost recovery until the independent auditors are 

salisfied with the reasonableness of this methodology. ORA recommends that if these 

costs a' . afforded transition cost recovery, PG&E's estimates should be made subject to 

refund nUl ORA has reviewed this account in PG&E's upcoming GRC. 
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TURN and FEA propose to exclude these costs (rom transition cost 

recovery. TURN recommends excluding PG&E's estimates 01 environmental 

compliance costs because they are not linked to any specific environmental projects at 

generating plants. Moreover, PG&E did not determine with any specificity which, if 

any, sites were generation-related. PG&E states that costs at specific generating plants 

ate excluded from the HSM and the ECM; however, TURN expJains that PG&E 

allocated c:osts to generation based on an allocation factor that includes all generation 

sites. TURN concludes that suth costs are based on speculative estlmates and also 

believes that there is great potential fot double-counting with decommissioning costs or 

capital additions. TURN prefers Edison's methodology (or estimating these costs, but 

insists that the timing 01 the spending is not definite, nOr is it dear whether Or not these 

costs may be reflected in plant divestiture. TURN recommends that if any 01 these costs 

are eligible lor transition cost (C(overy, the funds collected should be treated as rate 

base o((sefs until the money is actually spent on generation-related projects. 

FEA agrees with the auditors that PG&E was unable to substantiate its 

methodology (or determining that the dean-up costs equal 28% of its plant assets and 

how these were allocated to the generation {unction. FEA is concerned about PG&E/s 

proposal to eoUect generation environmental compliance costs {rom electric and gas 

transmission and distribution customers. FEA contends that these costs should be 

recovered in prices charged (or electric generation; collection of these costs through 

transmission and distribution rates would confer a competitive advantage on the 

utilities. I;EA recommends that bC(ause Edison has not been authorized to recover these 

costs as a regulatory asset and Edison has not substantiated the reasonableness 01 these 

estimated costs, this amount should be excluded from transition cost recovery. 

\Ve agree with the auditors that the nature of the costs recorded in the 

ECM account is speculative. PG&E/s methodology underscores the uncertain nature of 

determining these costs. In D.97-06-06O, we stated, "We will adopt a 48-month ratable 

approach to amortizing spedlic regulatory assets, which may be at risk for write-off 

because of accounting rules. The determination of which regulatory assets to which this 

amortization will be applied will be determined after Phase 2 eJigibiJity is cstabJishl~.'s 
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(0.97·06-060, mimeo. at p. 44.) We decline to grant transition cost recovery for this 

regulatory asset over the 48-month transition period because of the uncertain and 

indefinite nature of these costs. \Ve see no reason to increase transition costs because of 

"phantom" costs that mayor may not OCcur in the (uture. indeed, the development of 

the cost estimates does not appear to fit the criteria established by SPAS 71. We lind that 

recovery of these uncertain future costs is not allowed under § 367: these may be 

generation·teJated regulatory assets, but the costs were not being coHected in rates as of 

December 20, 1995. \Ve will not allow any costs to be charged to the transition cost 

balancing account at this time. If environmental compliance costs are actually incurred 

and spent on generation-related projects, the utilities may request recovery in the 

annual transition cost proceedings. It is not reasonable to allow these sorts of 

speculative costs to add to the already large transition cost bill. This approach is 

consistent with Our findings in 0.97..os-056, in which we detennined that as of January 

1, 1998, allOWing entri('s into PG&E/s and Edison's Hazardous Substance Clean-up and 

Litigation Cost Accounts (also c::alled HSM ac(':ounts) lor additional generation-related 

(':osts would conler a (':ompetitive advantage on these utilities. 

17.6. Gain Or Loss on RDscqulred Debt and Preferred Stock 

As Edison explains, this issue encompasses not only the c::osts of 

reacquiring debt and preferred stock, but also the debt and preferred stock premium or 

discount associated with each issuance. Edison's regulatory assets and obligations 

include costs and dis('otmts associated with debt issuances plus (':osts associated with 

reacquiring and reissuing preferred stock. Under (':urrent ratemaking, these costs are 

recovered through the en'bedded cost of debt. Future (,:05ts may arise as a result of th(' 

utilities' reducing debt and preferr('d stock 1('\.'('ls In their capital structures. 

PG&E has reported future (ost estimates (or the amortization o( the 

recorded loss on reacquired debt account, which is (3tegorized as a regulatory asset, 

and d<X'S not ask for recovery of the unamortized debt discount. PG&E is seeking 

recovery for both past unamortized !o~s on debt costs and (or any future losses that 

may be incurred. The amorlized loss balance, n~l of any gains. was updated for 
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December 31, 1997, to reflect changes in the 1995 balance, taking into account normal 

amortization of the Joss. The loss on reacquired debt is amortized over the remaining 

life of the original debt reacquired and retired. The audilors tested the December 31, 

1995 balance and believe that this amortization is reasonable. The auditors, however, 

question as speculative and unreasonable the additional costs related to the forecasted 

losses in 1997. The auditors state that PG&E's assumptions associated with the 1997 

recallable bonds mayor may not materialize depending on the economic benefit at the 

time of recall in 1997. The auditors recommends that we establish criteria (or allowing 

the utilities to retire debt and to recover any associated losses in the transition cost 

balancing account. If the 1997 callable debt does meet this established criteria, the 

auditors recommend that the calculation o( any loss be determined at the time the debt 

is retired. 

PG&E contends that the retirement of debt in 1997, including any loss on 

rea~quired debt, is consistent with anticipated rea~quisitions or refinancings of debt. 

PG&E maintains that true-ups will be made when actual information is available. PG&E 

states that the actual recorded value of the regulatory asset as of Dffember 31; 1997 will 

be the basis (or transition cost recovery. 

Edison recommends that all recorded unamortized debt costs that are 

currently being recovered through the embedded cost of debt element in the rate of 

return continue to be recovered in this fashion. Edison explains that this is neceSSJry 

because it is not possible to separate debt and preferred stock costs related to the part of 

the capita] investment that is being reduced. TIms, the unamortized costs will decline as 

restructuring continues and issues mature without being replaced. As capital 

investment associated with generation is reduced, the remaining unamortized debt and 

preferred st()(k expenses will be supported by transmission and distribution plant. 

Edison and TURN agree that these costs are not stranded. Edison recommends that any 

fulure costs incurred to reacquire debt and preferred stock, which would be identifiable 

as Iransition-ri'lat{'d, shou!d be collected through the transition cost balal\cing account, 

rather than through the embedded cost of debt. 
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SDG&E proposes to recover both losses on reacquired debt and 

unamortized debt discount by way of transition cost recovery. The auditors do not 

question the amortization of either the December 311 1995 balanccs for SDG&E or the 

additional amounts as of January 11 1998. 

FHA asserts that only actual incurred losses should be allowed (or 

transition cost recovcry. TURNI as noted abovel agtces with Edison that costs 

associated with past transactions should not be eligible (or transition cost recovery 

because they are not stranded. Unamortized costs will (oltow the existing debt issues to 

non·gcneration uses. TURN concurs with Edisonls expectation that most of the bonds 

would not be called but would shift (rom generation to distribution. 

TURN reCommends that the allowance of future costs related to losses on 

reacquired debt as a result of calling debt because of the issuance of rate reduction 

bonds or other transition cost recovery must be read very narrowly. TURN urges that 

costs and benefits must be aligned and believes that it would not be equitable to coHeet 

ere (rom ratepayers (or the costs of calling in more expensive debtl only to allow the 

utilities to keep the savings resulting from the reduced embedded cost of debt. TURN 

maintains that a distribution utility has much less risk than a generating utility and 

could operate with a more leveraged capit"l structure, and that (urthermore we must 

evaluate prudence issues with regard to debt issuances made in the 1995-97 time period 

when restructuring C(forts were pending. TURN recommends that if either of the 

requested debt cost components are deemed eligible (or recoveryl we must adjust 

raremaking to prevent double-counting, because the embedded cost of debt already 

contains a component to pay for losses on reacquired debt and unamortized debt 

discounts. 

\Ve agree with Edison and TURN that past unamortized debt costs 

included in the embedded cost of debt and should not be accounted for in the transition 

cost balancing account. Such an accounting would be complicated and has the potential 

to Icad to double-counting. Howc\'cr, we are not similarly convinced regarding luture 

losses. Section 840(f) reads: 
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"'Transition costs' means the costs, and categories 01 costs, of an 
electrical corporation (or generation·reJated assets and obligatIons, 
consisting of. generation facilities, generation·related regulcHory 
assets, nuclear settlements, and power purchase contracts, 
including, but not limited to, voluntary restructuring, 
renegotiations, or terminations thereof approved by the 
con\mission, that Were being collected in commission-approved 
rates on December 20, 1995, and that may become uneconomic as a 
result of a competitive generation market in that those costs may 
not be recoverable in market prkes in a competitive market, and 
appropriate costs incun'ed after December 20, 1995, lor capital 
additions to facilities existing as of December ~O, 1995, that the 
commission determines are reasonable and should be recovered, 
prOVided that these costs are necessary to maintain the facilities 
through December 31,2001. Transition costs shall also include the 
costs of refinancing or retiring of debt or equity capital of the 
electrical corporation, and associated federal and state tax 
liabilities/' 

On August 15, 1997, 5B 477 was signed into law by Governor \Vilson. 

Among other things, SB 477 amends § 367 by adding the follOWing sentence: 

§ 8-10(0. 

"These uneconomic costs shall include transition costs as defined in 
subdivision (f) of Section 840, and shall be recovered from all 
customers or in the case of fixed transition amounts, from the 
customers specified in subdivision (a) of s«tion 841, on a 
nonbypassable basis .... " 

\Vhile S8 477 also amends § 840, it does not modify the language of 

Pursuant to the law, we will allow the recovery of Cuture costs associated 

with future losses incurred to reacquire debt and preferred stock as of January 1, 1998. 

While we are swayed by Edison's argument that the utilities have incentives to 

maintain an optimal capita) structure, we will allow only those costs actually incurred, 

net of any gains, and carefully review such costs in the annual transition cost 

proceedings. \Ve wiJI require the utilities to make a showing at that time to demonstrate 

that adequate ratemaking safeguards are in place to ensure that the savings in the 

embedded cost of debt arc adequately accounted for and that no double·counting has 

occurred. 
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17.7. Deferred Taxes 

During informal workshops announced at evidentiary hearings and open 

to aU parties, PG&E, Edison, S(x;&E, ORA, and TURN were able to achieve consensus 

on property-related tax issues, PG&:E's vacation pay deferred tax asset, and Edison's ad 

valorem lien date tax asset and presented a joint proposal addressing these issues 

(Exhibit 101). The parties sponsoring Exhibit 101 were available for cross-examination 

as a panel. These parties agree that transition cost taxes (also known as regulatory tax 

receivables) are fully eligible (or recovery during the transition period. Parties have also 

agreed that all property-related regulatory tax receivables or payables will be amortized 

to zero by the end of the transition period, which will settle all property-related tax 

benefits Or obligations between ratepayers and utilities, except as provided (or in the 

decisions related to Diablo Canyon (D.97-05-088), Palo Verde (0.96-12-083), and SONGS 

(0.96-01-011 and 0.96-04-059). Thus, the parties to this stipulation believe that the goals 

of the Preferred Policy Decision and AB 1890 are met and that this treatment fairly 

shares the benefits and costs during the transition period, concludes the obligations 

between ratepayers and utilities at the end 01 the transition period, and accommodates 

the requirements imposed by taxing authorities. 

Although choosing not to participate in the tax workshops, EPUC now 

asserts that no tax regulatory assets are eligible for approval, because of the specific 

language 01 § 367(c). 

\Ve do not agree with EPUC. This joint proposallairly addresses the 

property-related tax issues raised by parties to this proceeding.. with regard to deferred 

t.1X liabilities, deferred tax assets, and deferred tax reserves. \Ve adopt this stipulation, 

included in this decision as Attachment 5, and commend the parties (or working 

through these complex issues. We particularly appreciate the dear, concise definitions 

and explanation of the ralemaking tax algorithm included in Appendix D to Exhibit 

101. 
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17.8. BalancIng Accounts 

In compliance with the requirements of AD 1890 and 0.96-12-077, PG&E, 

Edison, and SOC&E established Interim Transition Cost Balancing Accounts (ITCBA), 

dfectivc ]anualY I, 1997. PG&E recommends transforming any balance in the CAC 

account and the ERAM account as of December 31,1997 to the ITCBA first, then to the 

Transition Cost Balancing Account (TCBA). PG&E proposes to eliminate ECAC and 

ERAM during the transition period and recover the cost categories addressed in these 

accounts through its proposed Transition Revenue Account (raised in the workshops 

addressing streamlining in the electric restructuring rulemaking, R.94-04..()Jl! 

1.94-04-032). For all costs incurred after December 31,1997, PG&E agrees with CIU that 

costs which are not eligible (or transition (ost recovery and which are currently 

recovered in the ECAC or ERAM «(or example, going fonvard costs [or nort-must-run 

(ossil plants) should not be recovered in the transition cost balancing account. PG&E 

states that it does nOt propoSe to debit such ineligible costs to its transition cost 

balancing account. However, PG&E disputes FEA's proposal to remOVe such ineligible 

costs before lJe(ember 31,1997, because these costs were incurred under the current 

regulatory framework and, [or ECAC costs, are subject to reasonableness review. J( we 

find that these costs are not reasonable, PG&E states its intent to remOVe those costs at 

that time. The December 3t 1997 ERAM balance is not subject to reasonableness 

review, but is based on authodzed GRC base revenue amounts with changes to reflect 

sates fluctuations. 

Edison explains that the nCBA was established to hold any 

overcollcctions in the ECAC and ERAM balancing accounts as oE December 31, 1996, 

(see § 368 (a» to reccive the balances in the ECAC and ERAM balancing accounts on 

December 31, 1997, and to accrue any interim transition costs that the Commission may 

approve [or recovcry. Edison wiJI transfer the balances in the ITCBA when the final 

transition cost balancing accounts are approved. Edison proposes to transfer the 

De~embe( 31, 1997 balances in the nCBA, thc SONGS 2&3 ICIP ba lancing account, and 

the Palo Verde Incremcntal Costs balancing account to the TCBA as subaccounts. 

Edison disputes CIU's and FEA's contention that we must take care to remove any costs 
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not eligible for transition cost recovery (rom the ECAC and ERAM balancing accounts 

before those accounts ar2 transferred to the TCBA. Edison explains that any balance 

remaining in the ECAC or ERAM balandng accounts as of December 31, 1997 will have 

arisen from di(fercnces between authorized and recorded costs and revenues since the 

date of the last truet·p of those accounts, and therefore, cannot be considered going 

forward costs. Aside from Our policy that overcollections resulting from disallowances 

should be directly refunded to ratepayers rather than credited against transition costs, 

Edison asserts that there is no restriction to crediting overcollections or debiting 

undercollections in the ECAC and ERAM balancing accounts as of [)e(ember 31,1997 

against transition costs. 

SDG&B states its intent to record any overcollections in the ECAC and 

ERAM balancing accounts as of December 31, 1997 to the TCBA, which it believes is 

consistent with the mandates of AB 1890 and the requirements of 0.96-12-077. ORA 

recommends that it is the recorded balancing account balances as of January I, 1998 

which should be the basis for transition cost recovery. 

\Ve concur that it is equitable to allow transition cost re(overy for both 

undercollections and overc=oHectiol\S accrued in the ECAC balancing accounts as of 

DtXember 31,1997. This finding was addressed in 0.96-12·077: 

For 1997, authorized ECAC revenues will continue to be a pari of 
the authorized revcnue requirement. The balancing function of 
ECAC wiJI operate somewhat differently as a result of the rate 
freeze. If ECAC costs are higher than forecasted, then authorized 
revenues will be insufficient to cover these costs, and the resulting 
"undercoUedion" will eventually result in a higher authorized 
revenue requirement (assuming the costs are reasonable and 
subject to the rate freeze). Since rates may not rise to amortize the 
undercolltXtion, however, the effect is to reduce the headroom 
revcnues availablc for crediting to the interim TCBA. Similarly, if 
ECAC costs arc lower than forecasted, a larger headroom and 
greater credit to the interim TCBA will result. 

Balances in PG&E's, Edison's, and SDG&E's ECAC and ERAM accounts 

should be transferred to the ITCBAs or the TCBAs, if established, as of December 31, 

1997, as part of the "dosing" of those accounts. The ITCBA, in turn, should be dosed 
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out to the TCBA cstablished (or cach utility. \Ve emphasize that reasonableness reviews 

will continue (or these amounts. To the extent headroom is insufficient to address any 

ECAC or ERAM undeccollections .. these amounts may not be carried over to latcr years 

lor transition cost recovery, nor arc such costs to be accumulated lor later collection. 

The rate freeze is just that - a freeze, rather than a deferra1.2C 

The auditors have confirmed the amounts included as credits in the 

fTCBA to account for the 1996 ECAC and ERAM oVercoUecti(ms (or each utility: 

PG&E: $ 51.6 milJion 

Edison: $220.4 million 

SDG&E: $ 98.1 million 

We intend to care(ully OVersee and review the transfer of balances into the 

TCBA, including verifying the balances in the ECAC and ERAM balancing accounts. In 

addition, We will ensure that all headroom revenues, which may have been recovered 

in various utility accounts under the rate freeze, are properly credited to the TCBA. \Ve 

direct the Energy Division to oversee an audit of the balances transferred to the TCBA 

and the headroom revenues. The Energy Division may select independent auditors to 

undertake this audit, if necessary. The audit report should be issued by Dtxember 31, 

1998. If independent consultanls arc hired, \\o'C will require the utilities to pay (or the 

audit, in proportion to the audit expense incurred. Thc utilities should lite an advice 

leiter on December 121 1997 which details the costs and revenues to be transferred to the 

TCBA. 

17.9. PG&E's WAPA Regulatory Asset 

PG&E has a long·standing contract, terminaling}anuary 1,2005, with thc 

Department of the Interiort Bureau of Reclamation, \Veslem Area Power 

t4 As provided (or in the proposed slrcam1irung dccision, ERAM .1exounts should be eliminated 
as of January 1, 1998. Edison no longer has an ERAM ac(ount. SDG&E's ERAM account no 
longer serves irs original, intended purpose. PG&E's Transition Re\'cnue Account will 
substitute (or ERAM, to a certain extent. 
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Administration (\VAPA) which is an exchange of power that includes requirements to 

coordinate the PG&E and WAPA electrical systems. \Vhen \VAPA has excess power, the 

power is supplied to PG&E. PG&E then incurs an obligation to send power to \VAPA at 

an unspecified fulure time. PoWer received [rom \VAPA generally costs less than power 

supplied by PG&E. To account [or these transaclions, PG&E records a regulatory 

liability (rom \VAPA with a corresponding regulatory asset which represents a 

re<:ei\'able [rom ratepayers, which is then recoverable in a subsequent ECAC 

protceding. 

The auditors had not received enough information from th~ company to 

verify the \VAPA regulatory asset bala.,ce. PG&E requested and was allowed to update 

its data by presenting additional information to the auditors. While the auditors 

continue to believe that the WAPA regulatory asset is eligibl~ for transition ~ost 

recovery, they also recommend that this balance remain in the category o[ a questioned 

cost because PG&E has not presented detailed estimates in a manner which they can 

review adequately. The auditors explain that PG&E anticipated a FERC filing in July Or 

August 1997 which would true· up the transactions through December 1995. This filing 

can be relied upon to substantiate the WAPA liability and regulatory asset balance as o[ 

December 31, 1995." 

The auditors recommend that PG&E prepare a reconciliation of the 

settlement amounts and provide documentation showing that accounts have been 

propert)' adjusted; this settlement amount should then bc<:ome the basis for the eligible 

transition cost balance as of December 31, 1995. The auditors also rec:ommend that 

PG&E show the necessary calculations to enable parties to discern how monthly dollar 

values are developed and added together to produce estimated account activity [or the 

"On September 18, 1997, PG&E served on all parties to this proceeding the August 30 filing 
submitted to FERC which proposes true-up ratcs lor the \V APA·PG&E exchange agrccmenl. 
This filing proposes true·up rates (or 1994 and 1995 energy and capacity rates and based on 
these proposed revisions, WAPA owes PGkE approximately $6.2 rrtlilion. 
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two years cnded December 31, 1997, but believe that additional tesling of PG&E's work 

in regard to these data elements is not necessary. 

PG&E agrees with this recommendation and proposes that the 

Commission review these calculations in the first annual transition cost proceeding. 

PG&E ptoposes to amortize the \VAPA regulatory asset based upon actual recorded 

levels beginning January I, 1998, with any differences from estimates subject to review 

in the annual transition cost proceedings. ORA supports the recovery of the \VAPA 

regulatory asset. FEA tecommends excluding this regulatory asset from transition cost 

recovery until PG&E provides the necessary suppo.rt and required calculations. 

We will adopt the auditors' recommendations and will require PG&E to 

support the calculations lor the December 31, 1997 \VAPA regulatory asset balance in 

the lirst annual transition cost proceeding by providing a detailed explanation of the 

monthly dollar amounts and how these amounts result in the regulatory asset balance. 

\Ve will allow PG&E to amortize the WAPA regulatory asset Or liability based on the 

substantiated Detember 31, 1995 balances. 

17.10. PG&E's OF Buyout Regulatory Asset 

PG&E has identified five QF contracts that werc restructured or bought 

out prior to De(ember 31, 1995. In accordance with generally accepted accounting 

principles, PG&E recorded the present value of this buyollt liability and recorded a 

corresponding regulatory assets, anticipating Commission approval of recovery of these 

costs. Following the audit report, PG&E disclosed that it had discovered certain errors 

in the net prcsent value calculations and revised them accordingly. The auditors 

performed additional analysis to verify these amounts. The auditors have confirmed 

that the adjusted balances for the QF Buyout regulatory asset are $173.2 OlilJion and 

$40.6 million as of December 31, 1995 and January I, 1998, respcdivcly. The auditors 

explain that these are still questioned costs because the Commission has not yet issued 

its decision in the ECAe proceeding in which PG&E seeks approval of the agreements 

and recovery of the related costs. PG&E states that it will adjust the balance of this 

regulatory asset to reflect any adjustment made by the Commission. 
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FEA accepts the restated amounts, but recommends that this reguJatory 

asset \\'ouJd represent a cost eligible for transition cost recovery only when it is 

approved by the Commission. 

Similar to our treatment of Edison's fuel and fuel transportation contracts 

which are not yet approved, we provide that the QF Buyout Regulatory Asset amounts 

(or costs incurred prior to December 31, 1995 should be tracked in a memorandum 

account and transferred to the transition (ost balancing account upon our determination 

of reasonableness. 

18. Rat~ of Return Issues 

In this pr<xeeding, we must determine h .. ·o important issues related to rate of 

return. First, we must decide when and to which assets the reduced return applies to 

non-nuclear transition (ost assets; for example, plant assets are traditionally subject to 

the return on rate base, \vhile other assets, such as fuel inventories, balancing a(,ount 

OVer- and undercollections, or regulatory assets, either earn the (ommercial paper 

interest rate or no rate of return.as Second, we must determine the appropriate 

embedded (,Ost of debt rate to use in calculating the lower return. 

In the Preferred Policy Decision, we found that a redu('ed return on equity was 

appropriate (or those utility assets a(forded transition cost recovery to reflC(t the 

reduced business risk associated with the r('('overy of the remaining net investment due 

to the imposition of a nonbypassable charge on distribution customers. (Preferred 

Policy Decision, mimeo, p. 124.) \Ve have affirmed that the redu~ed return on equity set 

forth in the Preferred Policy Decision needs no adjustment at this time and that AB 1890 

confirms this treatment: 

"Further, we agree that AB 1890 confirms the rate of return on equity we 
adopted in the Preferred Policy Decision. PU [Public Utilities) Code 
Section 367(d) states, in pertinent part: 'RC<'ovcry of costs prior to 

lS The applicable reduced rates of return have been considered previously (or nuclear 
generation assets in D.96-04-059, 0.96-12-083, and 0.97-05-088. 
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December 31,2001, shall include a return as provjded for in Decision 
95-12-063, as modified by Decision 96-01-009, together with associated 
taxes.1I (0.97-07·059, mimro. at p. 2 quoting D.96--12..Q88, mhrteo. at 33.) 

On February 24, 1997, ORA filed a motion in R.94-Q4-n31/1.94-().l-032 requesting 

an immediate ruling ordering PG&E, Edison, and SDG&E to implement the provisions 

regarding the reduced relurn on equit}'. Timely respOnses to ORA's motion were filed 

by PG&E, Edison, SDG&E, and TURN. 

We responded to this motion in 0.97-07-059 by directing PG&E, Edison, and 

SDG&E to establish memorandum accounts to track the ditference in revenue 

requirements between the authorized revenue requirement and the maximum 

reduction in revenue requirements. \Ve also stated that we would not decide the merits 

of ORA's proposal without a lull consideration of the interaction of the rate of return 

and transition cost recovery. Because this motion was filed and serVed in the electrk 

restructuring rulemaking, but rate of return issues associated with transition cost 

recovery are being addressed in the transition cost proceedings, We allowed 

supplemental testimony Or briefs to be submitted in Phase 2 of this proceeding. By 

ruling of July 25, 1997, the ALJ estabJished that supplemental opening briefs would be 

filed on August 8 and supplemental reply briefs would be filed on August 18. We will 

summarize the positions of parties on these issues, either as articulated in the briefs. 

ORA and TURN submit that the reduction in the return on equity should be 

implemented now because the utilities' risk of recovering their investments has already 

been reduced. ORA and TURN beJieve that several aspects of the statute have 

combined to substantiaBy reduce the risk of recovery of eligible transition costs, 

including the establishment of the nonbypassablc ere, the implementation of the rate 

(reeze, and the imminent issuance of the rate reduction bonds. ORA and TURN contend 

that beginning the rate freeze on January 1, 1997 creates headroom \\.'hich in tum allows 

the utilities to begin collecting revenues to apply to transition costs prior to the 

beginning of the transition period. ORA argues that this increased headroom would 

increase the likelihOOd that utilities would be able to recover their transilion costs 
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within the specified time period and could result in early recovery of those costs, so that 

the rate freeze could end early. 

ORA believes that this reduction in authorized revenue requirements would 

have been most appropriately applied beginning on January 1, 1997, when the rate 

freeze began, pursuant to D.96-12-077. In that decision, we also established interim 

balancing accounts to ensure that excess revenues collected under the rate freeze would 

be allocated to reducing transition costs. (0.96-12-077, mimeo. at pp. 12·13.) ORA 

recommends that a corresponding ratepayer benefit shou1<1 be adopted. TURN 

supports ORA's propOsal and emphasizes that the reduction in the return on equity 

portion of assets eligible for transition cost recovery will increase the likelihood of the 

utilities achieving full recovery of their stranded investment during the transition 

period. TURN also believes that this proposal will make recovery of transition costs 

more orderly, as required by § 33O(t), because the reduced rate of return would be 

implemented at approximately the same time as the risk·reducing measures go into 

effect. 

Furthermore" ORA and TURN argue that the reduced return should be applied 

to all utility generation rate base, not merely to those assets which are tecovered on an 

accelerated basis. ORA and TURN explain that it is the opportunity to accelerate 

recovery of these asses, not the actual acceleration, which reduces the risk of recovery 

and thereby justifies the redu~ed rate of return. ORA and TURN are concerned that 

applying the reduced rate of relurn only to accelerated assets, rather than to a1l assets 

eligible for acceleration, would encourage gaming of this process. ORA and TURN 

contend that the utilities could have the incentive to forestall acceleration of as many 

assets as possible consistent with achieving fu1l re(overy during the rate freeze period, 

in order to maximize the return earned on those assets; therefore, the rate of return on 

various plant assets would vary not because of any difference in risk of recovery, but 

merely because of the acceleration decision. ORA and TURN recommend applying that 

reduced rate of return immediately to all assets eligible for transition cost recovery. 

ORA and TURN also argue that D.97·07-059 is in error in prescribing use o( 1995 

cost 01 debt figures to compute the reduced return on equity for PG&E, Edison, and 
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SDG&E. ORA and TURN assert that 0.96-04-059, which stated the fixed 1995 cost of 

debt should be broadly applicable, can apply only to SONGS assets only. ORA contends 

that the3e hSlles were not properly before the Commission in the SONGS settlement 

addressed in the Edison Test Year 1995 GRe (in which proceeding 0.96-04-059 was 

issued), nor should the broad applicability have been addressed in 0.97-07-059. ORA 

explains that the embedded cost of debt is traditionally determined in fhe annual cost of 

capital proceedings and the most recent determination of this component should be 

used to compute the reduced rate of return. ORA recommends that to the extent parties 

have negotiated a specific cost of debt as part of a settlement which has been approved 

by the Commission" it is that embedded cost of debt which should be the basis for the 

reduced return on those particular assets. For all other assets eligible for transition cost 

recovery, ORA recommends using the embedded cost of debt adopted in 0.96-11·060 

(the most recent cost of capital decision) to compute the reduced return on equity for 

each utility. 

PG&E, Edison, and SDG&E recommend that we rejed ORA's motion, because 

transition ('ost recovery will not begin until January 1, 1998; i.e., the non-nudear 

generation assets wiJJ not receive accelerated depredation treatment until that date. 

SDG&E states that 0.9~11·060, the 1997 cost of capita) dC<'ision" adopts an an-party 

settlement, to which ORA was a signatory. SDG&E believes that by seeking a reduction 

to the return on equity on assets which arc eligible for transition cost recovery, ORA 

undermines its position in the cost of capital proceeding. and essentially sccks a 

rehearing of 0.96-11-060, which is out of time. 

PG&E also agrees that accelerated recovery of the uncconomic generation assets 

must be authorized before the reduced return component applies and that ORA's 

proposal is premature because the essential elements of the transition cost recovery 

framework are not yet fully implemented. PG&E states that a reduced relum is 

appropriate only when an asset is determined (0 be uneconomic and the utility seeks to 

acccterate the cecO\'ery of that asset. Furthermore, PG&H states that the reduced return 

can apply only 10 fossil·fueled generation, pursuant to the Preferred Policy Decision, 

which PG&E believes dearly distinguishes between the treatment of fossil and 
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hydroelectric assets. PG&E also daims that § 368(a} requires a distinction between 

returns applicable to economic and uneconomic assets, because it requires that "each 

utility shall amortize its total uneconomic costs, to the extent possible, such that each 

year during the transition period its recorded rate of return on the remaining 

uneconomic assets does not exceed its authorized rate of relurn for those assets." 

While PG&E acknowledges that the rate freeze has begun and makes revenues 

avaHable (0 offset transition costs, it does not make any excess revenues available to 

those assets which are not accelerated. PG&B claims that neither the establishment of 

the ITCBA, the implementation of interim transition charges, nor the statutory 

authorization of the eTe reduces the utilities' risk of recovery of these assets; only the 

accelerated amortization of assets reduces the risk of recovery. Moreover, PG&E 

contends that it is not appropriate to reduce the rate of retum applicable to economic 

assets, since these assets will not be accelerated or recovered in the transition cost 

balancing account. pekE had used its 1996 cost of debt in (a1culaling the reduced 

return on equity in its prepared testimony in this proceeding, but states that it would 

not be opposed to using the 1995 cost of debt. 

Edison agrees that the reduced rate of retum is tied to the accelerated recovery of 

generalion assets and argues that neither the rate (reczel the nonbypassable eTC, nor 

implementation of the interim CTC justifies applying a reduced return to generation 

assets. ~ Edison concurs with PG&B that because in the Pteferred Policy [)e(ision~ we 

established that the utilities would retain ownership of their hydroelectric assets, which 

would remain subjecllo traditional regulation, the reduced rate of return should not be 

applied to these assets. Edison recommends that the reduced rate of return should 

apply to Edison's fossil generation, once that generation has been market-valued and 

suggests that strict application of the principles articulated in the Preferred Policy 

~ Edison filed a motion on August 11 to rC1Juest that we accept its supplemental opening brief 
one da)'late, due to problems with its messenger service and the UPS strike. We grant that 
motion and Edison's supplemental opening brief {s a(('epled (or filing as of August 11, 1997. 

- 171 -



A.96-08-001 et al. AL]/ ANG/wav/bwg * • 

Decision would mean that any generation assets not divested would not be subject to 

accelerated recovery until market valuation takes place. Edison explains that this 

approach is consistent with its position in Phase 1, in which it proposed to apply the 

reduced rate of retun\ to assets that arc being recovered on an accelerated basis, but a 

full rate of return would apply until that accelerated recovery begins. 

SDG&Econtends that ORA's motion to apply the reduced rate of return as of 

January I, 1997 or February 7/ 1997 (the date the motion was filed) should be dismissed, 

because retroactively implementing the reduted rate of return would constitute 

retroactive ratemaking. SDG&E also thinks the reduced rate of return is inextricably 

linked to the aC(elerated depredation of the non-nudear generation-related assets, and 

ORA's request directly contradicts D.96-11-060, the n\Ost recent cost of capital decision, 

and 0.96-12-088, the Roadmap 2 decision. SDG&E disputes ORA and TURN's 

allegation regarding gaming, because SDG&E believes that the gUidelines established in 

D.97-06-060 wi1l preclude such gaming. 

18.1. DIscussIon 

In the Preferred Policy Decision, we found that it was appropriate to 

reduce the cost of capital for generation assets eligible lor transition cost recovery by 

setting the return on the percentage of the undepreciated asset financed by e<)uity at 

10% below the long-term cost of debt. We also found that this reduced return was the 

appropriate measure of the reduced risk associated with these assets as the utilities 

recovered the net book value of such assets through accelerated depreciation. At the 

same time, we recognized that this 10% reduction could be eliminated by the utility 

divesting at least 50% of its fossil generation and stated that we would provide for a 10-

basis point increase in return on equity for each 10% of fossil plants divested. 

Furthernlore, we found that ralepayers should benefit to some degree 

from our treatment of transition costs and that it would be inappropriate to require 

ratepayers during the transition to bear the same costs they would have borne in the 

absence of moving toward a competitive framework. \Ve also found that it was 

equitable that shareholders recover somewhat lower revenues fOf transition cost assets 
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than they would under traditional cost-of-service regulation and that assurance of full 

recovery would have the potential of providing perverse incentives to utility market 

behavior. The assurance of full recovery would aHow the utility to remain indifferent to 

the level of transition costs and could even result in incentives to bid low in ofCering 

output to the Power Exchange, which could then depress the market-clearing price and 

further increase transition costs. Finally, we found that adopting a reduced return on 

equity was appropriate in light of the reduced risk of recovery and would not adversely 

impact the utilities' flnancial stability. 

As stated in 0.96-12-088, AB 1890 confirms the return on equity adopted 

in the Preferred Policy Decision. Although accelerated amortization of certain transition 

cost assets has 1\ot yet begun, the rate (reeze commenced on January I, 1997, pursuant 

to 0.96-12-077. The utilities may be using this interim period to accrue revenues to 

offset transition costs. 

\Ve do not agree with the utilities that the application of the reduced rate 

of return is inextricably linked to the accelerated amortization of generation assets. In 

the Preferred Policy Decision, we established that we are not required to guarantee fuJI 

transition cost recovery, and this has been affirmed in AB 1890. We also clarified that in 

allowing the utilities the opportunity to recover generation plant-based transition costs, 

we were also establishing an appropriate risk-based rate of return. \Ve explained some 

of the genesis of our decision-making process and provided background information on 

Humboldt Bay Unit III and SONGS I, (or which we provided shareholders Jess than (ull 

recovery of the combination of sunk costs and rate of return a t the weighted cost of 

capital. (45 CPUC2d 274i 11 CPUC2d 532.) Neither of these decisions linked these 

outcomes with accelerated depreciation, although accelerated depreciation was allowed 

(or SONGS I at the authorized rate of return. Furthermore, in 0.85-08·046, we 

specifically established that while PG&E should recover the remaining net pJant 

investment of Humboldt Bay 3 over a four-year period, no return was allowed on the 

unamortized balance; 

"With respect to PG&:E's equit)' argument, we observe that plants 
which have exceeded their estimated useful Jives have been fully 
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depredated. Thus, the shareholder has already recovered his entire 
investment and a fair return on that investment from the ratepayer. 
The ratepayer who has paid for the entire plant is entitled to 
receive any additional benefit from the plant's continued operation. 
In the case of premature retirement, the r.ltepayer typically still 
pays for all of the plant'S direct cost e"en though the plant did not 
operate as long as was expected. The shareholder recovers his 
investment but should not receive any return on the undepredated 
plant. This is a fair division of risks and benefits." (D.85-08-046, 18 
CPUC2d 592, 599.) 

In allowing the recovery of generation plant-related transition costs, we 

have, in effect, allowed the utilities to recover (osts of plants that may nO longer be used 

and useful in the new competitive marketplace. In the Preferred Policy Decision, we 

stated: 

"We expect that some utility plants will no longer be used and 
useful in the future restructured energy marketplace. Allowing 
recovery of remaining net investment associated with the SONGS I 
plant at the embedded cost of debt was reasonable at the time, 
given the then-current regulatory structure. However, today's 
decision decreases the risk associated with recovery of remaining 
net investment (now part of transition costs), due to the imposition 
of a nonbypassable charge on distribution ctlstomcrs ... whlch 
decreases utility business risk." (Preferred Policy Decision, mimeD. 
at 124.) 

\\'e agree with ORA and TURN that this decreased business risk trigger 

the reduced rate of return. \Ve lie the application of the reduced rate of return, not to 

accelerated depreciation, bur rather to the reduced risk bccause transition cost recovery 

was allowed in the first placc. lhe neccssary components of this decreased risk arc in 

place, contrary to PG&E's and Edison's contentions. Indced, these clements were firmly 

established when AD 1890 was signed into Jaw and est.lblishcd that the utilities would 

have a reasonable opportunity to (ollect uneconomic costs and affirmed the 

nonb),passable competition transition charge. In addition, by starling the rate freeze on 

January 1, 1997, we have allowed the utililies the opportunity to accrue revenues that 

will serve to offset transition costs. the r.'tepayers might otherwise have enjo}ted the 

benefits of lower rates. It is therefore equitable that the reduced rate of return apply to 
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those generation plant assets that arc currently in rate base and that are eligible (or 

transition cost recovery. Furthermore, this reduced rate o( return should have been 

applied as of January 1, 1997i we agree with SOC&E, however, that We cannot apply 

this reduced rate of return before the date on which the utilities established the 

memorandum accounts ordered in 0.97-07-059. 

Furthermore, we are persuaded that, for non-nuclear generation plant, the 

relevant cost of debt to be used in the calculation of the rcdu~ed return on equity is that 

adopted in 0.96-11-060, in the 1997 cost of capital proceeding. While 0.96-04-059 

addressed the broad applicability of the concept of a fixed cost of debt, proper notice 

was not provided to all parties 10 the electric restructuring rulemaking that this 

decision, issued in Edison's 1995 Test Year GRC, had applicability beyond the SONGS 

2&3 settlement. Fixing the reduced return on equity at 90% of the 1995 cost of debt (or 

all utilities could impact parties' rights. \Ve have carefully considered the reduced 

retum on equity adopted in 0.96-04-059 and 0.97-07-059. Based upon the briels and 

comments in this proceeding, the r{'(ord developed in this proceeding nOw persuades 

us to reconsider fixing the reduced return on equity at 90% of the 1995 embedded cost 

of debt. It is more reasonable to establish the reduced re(umon equity at 90% of the 

1997 embedded cost of debt adopted in 0.96-11-060, which r~flccts the most recent 

information regarding risk and reward as reflected in the cost of capital. D.97-05-088 

adopted a reduced rate of return (or Diablo Canyon based on the 1996 cost o( capital 

decision (0.97-05-088, mimoo., Finding of Fact 41 at p. 79; PG&E Opening Brief, p. 136.) 

\Ve agree with the concept that the measure o( the embedded cost of debt should 

remain fixed (or the entire term o( the transition period or the relevant amortization 

period, irrespective of changes in the actual utility embedded cost o( debt. Ho\\'ever, as 

a benchmark, PG&E, Edison, and SOC&E shall. usc the embedded cost o( debt adopted 

in 0.96-11-060 to calcula te the reduced return on equity (or transition cost reco\'ery o( 

generation-related plant assets. The reduced rate of return is 7.13% for PG&E, 7.22% (or 

Edison, and 6.75% (or SOC&E. For the nuclear generating plants, the reduced rate of 

return should be that established in 0.96-0-1·059, 0.96-12-083, and 0.97-05-088 (or 

SONGS 2&3, Palo Verde, and ~iablo Canyon, respectively. 
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19. Issues for Transition Cost Annual Reviews 

PG&E recommends that the filing date of June I, 1998, as estabHshed for the first 

annual transition (ost proceeding in D.97-06-06O, is not consistent with recovery of 1999 

transition (QsJs on an ex post basis. Instead, PG&E recommends changing this date to 

require a filing by early 1999 (no later than May 1) for review of transition costs 

recorded in 1998. PG&E intends to provide a report of all entries to the transition (Ost 

balancing account, as well as the balances and retums used to develop transition (ost 

revenue requirements, the assumptions used in estimating market value, the results of 

any adual market valuations, any changes in revenue requirements resulting [rom 

capital additions prOCeedings, changes in amortization schedules due to changes in 

market value estimates Or actual market valuations, and any additional acceleration 

beyond the 48-month amortization schedule. PG&E also recommends a review of the 

entries to the must-run and non-must-run fossil memorandum accounts. 

PG&E recommends that the annual proceeding should be an ex post review to 

determine that the transition cost balancing account entries are correct, based on 

recorded amounts, subject to any constraints adopted in this pr()(eeding, the capital 

additions proceedings or generation PBR proceedings. PG&E strongly cautions against 

a prudence review of costs, other than QF buyout costs, although PG&E recognizes that 

(erlain costs must be reviewed (or reasonableness by the Commission, including 

employee-related transition costs, WAPA true-ups, and must-run operating costs if not 

recovered though the ISO (bC<'ause this is consistent wilh PG&E's pJaceholder proposal 

in this regard). PG&E agr~s with ORA that there should continue to be reasonableness 

review of QF, purchased power, and geothermal steam contract administration costs, as 

weU as of its water purchases. PG&E disagrees with ORA's recommendation to review 

Helms pumped storage cosls, because PG&E believes that since power purchased (or 

pumping purposes would be at the market-dearing price, reasonableness reviews are 

u nnecessa ry. 

PG&E (ecommends that these procccdings also audit the costs associated with 

operations and revenues rC<'eived from the ISO and the Power Exchange. However, 

because scheduling o( must-take resources, QF generation, and PG&E's own generation 
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resources will be under FERC jurisdiction, PG&E recommends that no review of 

PG&E's bidding strategy occur in the annual transition cost proceedings. Thus, PG&E 

believes that the creation of the Power Exchange and the ISO transfers to FERC the 

oversight {Or ensuring that PG&H matches load and resources to provide least-cost, 

reliable service. 

Edison proposes to file monthly and annual reports which address the recorded 

transition cost balancing account entries, similar to the monthly ECAC balancing 

account teports currently submitted to the Commission. Edison agrees with the timing 

of the first annual transition cost prOCeeding and recommends that this procet'ding 

address forecast issues, estimated transition ~ost recovery in the foHowing year, forecast 

capital additions, and estimated market value of assets subject to market valuation. 

Edison also recommends that this proceeding address reasonableness issues, including 

accelerated recovery of transition costs, review of recorded transition cost balancing 

account entries (including any recorded capital additions), conlract administr.ltion, and 

the results of any plant valuations. 

Edison recommends that since the annual transition cost application will be filed 

on June 1 of each year, the recorded information provided for review should cover the 

record period of April through March, similar to its current ECAC record period. For 

example, the June 1998 application would contain transition (ost balancing account 

entries for January· March 1998. The June 1999 application would contain entries for 

April 1998 through March 1999. 

ORA supports PG&E's suggestion to report recorded costs to date and (ocus in 

the first proceeding on reviewing future amortization schedules. ORA recommends that 

the utilities' management of power puuhasc ~ontracts and QF contracts, PG&E's 

geothermal steam contracts, and PG&E's and Edison's water purchases and pumped 

storage operation costs all be addressed (or reasonableness in the annual proceedings, 

which should also be lIsed to address the determination o( the uneconomic pori ion of 

Edison's coal contracts. 

SDG&E succinctly recommends that the Commission address two groups of 

costs in the annual pr~eedings: an accounting of the previous year's expenditures and 
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revenues and a review of any new costs which should be recovered as transition costs; 

e.g., employee-related transition costs. The amount of currently authorized generation

related operating expenses included in base rates should be confirmed as an upper limit 

as to how much can be recovered for going fonvard operating costs when an individual 

unit is required for reactive power/voltage support. 

FEA recommends requiring the utilities to mitigate their transition costs and that 

these mitigation efforts should be the subject of annual Commission review. 

19.1. DIscussIon 

\Ve have previously determined that all transition cost balancing account 

entries shall be subject to review in the annual transition cost proceedings. For now, we 

will retain the filing date of June I, 1998 for the first annual transition cost proceeding. 

While there will only be three or four months of recorded data, We should have 

additional information regarding market valuation and recalibrated amortization 

schedules. This first proceeding may be somewhat attenuated, but by addressing these 

issues early, we will be able to implement any required changes to our approach in a 

timely fashion. Thereafter, the annual transition cost prO(eedings should review 

recorded data on a calendar-year basis. 

PG&E, Edison, and SDG&E should provide monthly reports of all entries 

to the transition cost balancing account, as well as the balances and rctums used to 

develop transition cost revenue requirements, the assumptions used in estimating 

market value, the results of an}' actual market valuations, any changes in revenue 

requirements resulting from capital additions proceedings, changes in ilmortization 

schedules due to changes in market value estimates or actual market valuations, and 

any additional acceleration beyond the 48-month amortization schedule. \Ve will also 

require a review of the entries to the must·run and non-must-run fossil memorandum 

accounts. 

\Ve will require that aJl cost and revenues related to Power Exchange and 

ISO revenues be justified and subject to an audit. \Ve wm review various costs which 

have been determined to be eligible for tr.lnsition cost recovery, consistent with our 
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findings in D.97~06-060 and this decision. For example, we will address the 

reasonableness of employee-related transition costs, purchased power contract 

administration, QF contract administration, geothermal contract administration, water 

purchases, and PG&E's \VAPA true-up. In addition .. we will consider the utilities' 

mitigation efforts regarding o(f·site common and general plant and will review the 

assessments of Edison's land assets surrounding its gas-fired fossil plants. We will also 

review such re<'oided cos; . as the losses associated with reacquired debt and other 

actual costs the utilities prescnt for transition cost recovery. ECAC costs recorded 

through December 31, 1997 will continue to be considered in traditional reasonableness 

revien's. FinaUy, We reiterate our instntctions to the utilities to seek authority for 

retovery of transition costs not considered in this decision by filing new applications, 

rather them advke letters. The advice letter process is inappropriate for requesting this 

sort of recovery. 

20. ConclusIon 

\Ve have reviewed the utilities' requests lor a transition cost recovery (or various 

assets, costs, and cost categories. Because we have discussed several complex issues in 

this decision, we summarize our findings here and in Attachments 3 and 4. 

The utilities should track actual costs and revenues on a plant-specific basis for both 

must· run and non-musl·run plants. Any excess revenues should be credited to the 

transition cost balancing account annually. The revenues accrued in the memorandum 

account will earn the reduced transition cost rate o( return. No interest rate or rate of 

return will be applied to any debit balances in that account. The only instances in which 

we will consider trimsilion cost recovery for must·run plants arc (or those particular 

units operating at particular times that plant is actually called upon (or reacCive 

power/voltage support (and not any other "must·run" purpose) and for which the ISO 

contract has not proVided recovery of operating costs, and the units are otherwise 

authorized to recover market·bascd rates. It is possible that under proposed Agreement 

A, the utilities will not recover aU operating costs (rom ISO revenues; however, the 

desired solution is for the utilities to negotiate to move to Agreement B, rather than 
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receiving assured transition cost treatment. The utilities must dearly demonstrate that 

the units are necessary (or reactive power/voltage support and that transition cost 

recovery is only for that period during which contract terms are adjusted 

approximately at the ISO. Proposed Agreement C docs not allow (or market-based rates 

and is based on cost-or-service; therefore, no transition cost recovery is permitted (or 

units under this proposed contract. The memorandum accounts will allm\' the 

necessary tracking to occur so that any modifications to our procedures can be executed 

efficiently and easily. 

\Ve accept the auditors' findings regarding the net book value of plant assets as 

of December 31,1995. As of January 1, 1998, the net book value as of ~ember 31, 1995 

should be amortized over the 48-month transition period, consistent with the 

requirements established in 0.97-06-060. The net book value should account 

appropriately for accumulated depredation and deferred taxes. As the capital additions 

pro<:eedings ate completed, we will allow adjustments to net book value to refle<:t oUr 

findings in these proceedings and to account for depreciation (or 1996 and 1997. 

The gain or loss resulting from sale of assets, including land, should flow 

through the transition cost balancing account. Any loss associated with sale of assets 

should be amortized over the transition period, but any gain should be aedited to 

offset transition costs and dose out the appropriate subaccount. 

As of January I, 1998, materials and supplies inventories arc going fonvard costs. 

Unamortized materials and supplies balances should not earn a rate o( return. A 

physical inventory of materials and supplies inventories should be undertaken as of 

December 31, 1997, or as dose to that date as possible, and the fair market value of the 

inventory ('omponents should be assessed. In the alternative, the utilities may deem the 

book value of the December 31,1997 materials and suppJies inventories balances 10 

equal their market value. The utilities should file these market value assessments in the 

applications to market value their retained assets, which shall be filed on March 21 1998. 

\Ve will defer consideration of the transition cost recovery of (uel oil inventory 

pending the ISO's determination as to whether these im'entories arc necessary for 

system reliability. For 1998 only, the utilities may apply the 3·month commercial paper 

-180 -



A.9&-08-001 et al. ALJ/ ANG/wav Ibwg If '" 

rate to the unamortized balance of the level of fuel oil inventories. In addition, Edison 

shall file a proposal to account for the revenue-sharing mechanism for revenues 

accruing from third-party transportation on its fuel oil inventory pipelines, consistent 

with 0.94-10-044. This proposal shall be filed on March 2, 1998 as part of Edison's 

application to approve retained assets. Edison's gas inventories and coal inventories 

should be market valut'd as of December 31, 1997, similar to our findings for materials 

and supplies inventories. Replenishment of inventory levels after January I, 1998 will 

not be eligible for transition cost re<overy. Carrying costs should not be allowed on any 

unamortized difference between market and book value. In the alternative, Edison may 

deem the book value of the December 31, 1997 gas and coal inventories balances to 

equal their market value. 

Environmental and non-environmental non-nuclear dffommissioning costs 

should continue to be recovered at the level currently included in authorized rates. The 

accumulated decommissioning amortization should be accounted for as an offset to rate 

base, at least until such time as the generating plants are market valued, and should not 

be accelerated. The timing of environmental decommissioning should be accounted (or 

in a net present value cakulation, to the extent that environmental decommissioning is 

expected to OCcur after 2001. Hydroelectric negative net salvage should not be 

recovered as a separate Hen'l in the transition cost balancing account, but should be 

factored into PG&E/s depreciation reserve. 

CWIP costs incurred prior to December 31,1995, which are not approved for 

recovery in separate capital additions proceedings for 1996 and 1997, and are not 

included in divestiture are not eligible for transition cost recovery. R\VIP costs should 

continue to be treated as an increase to the accumulated depreciation reserve. After 

market valuation, ratepayers will no longer be responsible (or additional costs 

associated \ ... ·ith retiring a plant, including decommissioning. C\VIP costs aSSOCiated 

with past hydroelectric relicensing costs \ .... m be considered in the market valuation of 

hydroelectric assets. 

The on-site common and general plant estimates should be amortized over the 

transition period, using the December 31,1995 amounts which have been verified by 
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the auditors. Off-site common and genera) plant assets arc excluded (rom transition cost 

reco\'ery at this time. 

The s~re of excess emissions credits results in a gain on sale of utility properly 

which shou1d be credited fo the TCBA to offset transition costs. 

Edisofl ~hould prorate land according to its (unctions and should remove all land 

associated with generating assets to be divested from rate base upon the date of 

divestiture. Only the book value of land classified as generation and which Edison has 

proposed to divest with the underlying generating assets and land allocated to fuel oil 

pipeJines shall be amortized through the transition cost balancing account at the 

reduced rate of return. \Ve will defer ruling on land associated \ ... ·ith fuel-oil pipelines 

until the ISO has made its determination regarding these assets, but Edison should 

address this land in its proposal to ensure that ratepayers continue to benefit from the 

revenue-sharing mechanism adopted in D.94-1O-Q44. When Edison has completed its 

analysis confinning the pro-rata assignment of land to (unctions and the appraisal of 

land is completed, the transition cost balancing account shall be trued-up as 

appropriate. This analysis should be included in the March 2, 1998 filing. Land should 

be valued as of the date of divestiture, if not before, and the transition cost balancing 

account should be credited appropriately. 

In conformance with FERC's classification of step·up tr.lIlsformers and 

generation radial-tie lines as generation assets, these assets should be eligible (or 

transition cost recovery. 

The fixed IC[P prices adopted for Diablo Canyon and SONGS 2&3 will be 

(ompared to the Power Exchange market-dearing price to delennine ongoing transition 

(ost recoyery. Dccauseof the balancing account treatment adopted in 0.96-12-083, we 

will compare Palo Verde's incremental operating costs as billed by Arizona Public 

Service with the market-dearing price, rather than the fixed ICIP cost approach which 

we have implemented for Diablo Canyon ad SONGS 2&3. \Ve will rely on the ICIP 

prices adopted in 0.96-04-059 to compute any necessary transition cost recovery or 

offsets. 
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PG&E's and SDG&E's requests for fixed costs related to fuel and (uel 

transportation contracts are denied. Other than the exceptions provided Edison, fuel 

and (uel transportation costs are going fonvard costs not eligible (or re<overy in the 

transition cost balancing acrount. Edison's (uel costs should be recovered (rom market 

revenues, to the extent possible. The uneconomic portion o( Edison's fixed costs of its 

fuel and (uel trans:<.rtation contracts must be calculated by comparing (ixed costs to the 

market-dearing price for natural gas luel and transportation. 

Transition cost recovery of QF contract costs and interutility contract costs will 

be based on actual per-kilowatt-hour costs incurred compared te) the Power Exchange 

market-clearing price. Each utility should establish subac(ounts in its transition cost 

balancing account to track QF cOntract costs, interulility contract costs, BRPU settlement 

costs, and QF contract reslructurings and buyouts. 

The reVenue requirements established lor hydroelectric and geothermal assets 

should be based on the net book value adopted in these proceedings. Market revenues 

earned (or hydroelectric and geothermal assets should be tracked in a memorandum 

account and compared to the revenue requirements established (or these assets" and 

excess revenucs should be credited to offset transition (ost recovery. The reduced rate 

of return should apply to hydroelectric aitd geothermal assets, which should be 

reco\'cred in the transition cost balancing account. Market revenues in excess of revenue 

requirements should be credited to the transition cost balancing account on an annual 

basis. Similar to the memorandum accounts established (or the (ossil must-run and non

must-run plants" any excess revenues accruing in a particular month will earn the 

reduced Iransition (ost rate 01 relum, rather than the commercial paper rate. No interest 

rate or rate of return will be applied to any debit balances in that memorclndum 

account. 

Costs associated with employee benefits must be included in current operating 

costs and recovered (rom market re\'enues for all such generation-related expenses 

aecmed afte..r January 1, 1998. Because PG&E accounts (or workers' compensation on a 

"pay-as-you-goll basis, rates include costs that would have also been included in the 

actuarial calculation {or post-I998 obligations of the workers' compensation regulatory 
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asset. PG&E's request for transition cost recovery of workers' compensation costs is 

denied. 

Because we have approved accrual accounting treatment for the long-term 

disability obligation and we can establish a cut-oU point for going forward costs, this 

obligation is eligible for transition (ost recovery. Transition cost recovery is authorized 

(or Edison's post-employment benefits associated with claims prior to 1998. No rate of 

return should apply to the unamortized balance. PG&E's post-employment benefits 

should be accounted lor simirarly to Edison's and the initial obligation as established in 

D.95-12-055 should be amortized over the transition period. No rate of return should be 

applied to the unamortized balance. 

The PBOP regulatory assets and transition obligations are eligible for transition 

cost recovery and should be amortized ratably OVer the transition period, based on the 

December 31, 1997 estimates which represent actuarial determinations with no rate of 

return applied to the unamortized balance. For PG&E, it is reasonable to apply the 

discount rate of 9% that was adopted in 0.95-12-055. TheSe ac~elerated amounts are to 

be placed in the appropriate trust funds for each utility; to the extent they are not so 

deposited, these amounts will be treated as a rate base offset with a corresponding 

credit to the transition cost balancing account. \Ve wiJI allow a tax gross-up only to the 

extent these contributions to the trust are tax deductible. PBOP amounts should not be 

contributed to the trusts until they are tax-deductible. Any money which is collected but 

not yet contributed then becomes a rate base offset, which is reduced by deferred taxes 

associated with the asset (or the taxes due when the money is coJlected. Edison's 

estimates 01 costs related to Mohave coal mine employres for PBOP expenses are 

denied transition cost recovery at this time. 

For pensions, the regulatory asset, consisting of the pension transition obligation, 

should be offset b}' the pension regulatory Jiabilities. The net regulatory liability should 

then be credUed to offset transition cost recovery. For PG&E, pensions are o\'erfunded 

and no tax-deductible contributions have been made recently. It is reasonable to require 

PGkE to repay the pension transition Obligation with the overfunded amounts, rather 

than increasing transition cost recovery unnecessarily. We wiJ) exclude SDG&E's claim 
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for its pension regulatory asset from transilion cost rC<'overy, but it is reasonable to 

allow SDG&E to demonstrate that its pension is under-funded in the annual transition 

cost proceeding. 

The environmental compliance regulatory asset is a fo[C<'ast of costs to be 

incurred on the same activities included in the HSM. These activities do not include 

those associated with generating pJant. The costs recorded in the environmental 

compliance regulatory asset are speculative and should be excluded (rom transition cost 

reCovery unless actually incurred during the transition period. If the utilities incur 

environmental compliance costs (or generation-related projects, PG&E, Edison, and 

SDG&E may seek recovery in the annual transition cost proceedings. 

We will allow transition cost recovery for actual losses incurred to reacquire debt 

and preferred stock, net o( gains, and will review these costs in the annual transition 

cost proceedings. \Ve will require the utilities to make a showing in the annual 

transition cost proceedings to demonstrate that adequate ratemaking safeguards havL 

been implemented to ensure that the savings in the embedded cost of debt are 

adequately accounted for and that no double-counting has occurred. 

Transition cost taxes (regulatory tax receivables) are fully eligible (or recovery 

during the transition period. All ploperly-re1ated regulatory tax assets and payables 

will be amortized to zero by the end of the transition period, which will settle all 

property-related tax benefits or obligations, except as provided for the nuclear 

generating facilities in 0.97-05-088,0.96-12-083, and D.96-01-011 and 0.96-04-059. 

1997 ECAC and ERAM balances should be transferred to the transition cost 

balancing account, in conformance with D.96-12-077. 

PG&E may amortize its WAPA regulatory asset or JiabiJitybased on tnted-up 

December 31,1995 amounts. PG&E must support its December 31, 1997 calculations in 

the annual transition cost proceeding. PG&E's QF buyout regulatory asset should not 

receive transition cost recovery until these amounts are determined to be reasonable. 

The reduced rate of retunl should apply to non·nudear generation assets 

currently in rate base and eligible for transition cost recovery, except as described in this 

decision, beginning on the date on which the utililies established the memorandum 
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accounts provided (or in 0.97-07-059. The reduced rate of return for non-nuclear 

generating assets shall be calculated based 01\ the embedded cost of debt adopted in 

D.96-11-060. PG&E's reduced rate of return (or transition cost purposes is 7.13%; 

Edison's reduced rate o( return is 7.22%; and SDG&E's reduced ratc of return is 6.75%. 

The embedded cost of debt shall remain (ixed (or the entire term of the tr~>nsition period 

Or relevant amortization period, irrespective of whether the utility's cost of debt 

changes. 

Using a market-based approach to transition cost recovery is consistent with the 

law and preferable from our policy standpoint. The next step, and the most important 

step (or purposes of determining the economic or uneconomic portion of these 

categories, is market valuation. Ensuring that market valuation OCcurs soon in the 

transition period is essential to the final determination of transition cost recovery (or 

those assets subject to market valuation, will ensure that transition cost rc<overy is 

expeditious and orderly, and will eliminate the burdensome tracking requirements that 

must exist until this occurs. To expedite this process, we order PG&E, Edison, and 

SDG&E to file applications no later than March 2,1998 to establish the principles 

necessary to appraise their retained assets. PG&E, Edison, and SDG&E should file 

separate applications no later than March 31, 1998, to provide for review o( the 

restnlcturing implementa tion costs, addressed in § 376. Although we have preViously 

considered the pOSSibility that these issues would be consolidated in Phase 3 of these 

proceedings, we will now require separate applications. This approach will {acilitate 

our decision· making pr<Kess and lead to more efficient resolution of these issues. 

To implement the findings in this decision, PG&E, Edison, and SDG&E are 

directed to finalize their tr.msilion cost balancing account tariHs. PG&E, Edison, and 

SDGhE shall file compJiance advice letters by December 12, 1997, which shall be 

effective as of January I, 1998, unless the Energy Division determines that these tarif(s 

arc not in compliance with this dC<'ision. These final tari((s shall incorporate the findings 

addressed in this decision, including the elimination of various categories (or transition 

cost recovery, the implementation of placeholders (or others, and, depending on the 
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category, identifying the applicable rate of return, commercial paper rate, or no interest 

rate as appropriate. 

Transition cost balancing account pro (orma tariffs have been the subjl."Ct of 

various workshops convened by the Energy Division. The most recent round of 

workshops was held on August 26,27, and 28,1997. The Energy Division issued its 

workshop report on September 16. Comments on the workshop report were filed on 

September 25. Several issues were raised in the workshop report which are not 

addressed herein, and will be addressed in a separate decision issued befote the end of 

the year. Parties will be afforded the opportunity to comment on that decision. 

21. Comments Oil PropOsed Decision 

PG&E, Edison, SDG&E, ORA, TURN, DOD, EPUC, and Enron filed timely 

comments on the proposed decision.v PG&E, Edison, SDG&E, CIU (jointly with 

CLECA, CMA, and Farm Bureau), ORA, TURN, and Enron filed reply comments. 

\Ve have incorporated these comments throughout the decision as appropriate. 

We emphasize that in accordance with Rule 77.3, comments which merely reargue 

positions taken in briefs are accorded no weight. Furthem\ore, Rule 77.4 prOVides that 

comments are not to include new factual infonnation which has not been tested by 

cross-examination. Such comments will not be relied on as the basis (or assertions made 

in post publication comments. 

Findings of Fact 

1. The need for forCC'asts of transition cost amounts is eliminated by the rate freeze 

and the residual calculation of the erc. 

Z1 Gordon Allot, Esquire also filed comments. Mr. Allot Is not a parly to this proceeding, nOr 
did he request to participate in these proceedings. in a«ordancc with either Rule 53 Or Rule 54 
of our Rules of Practice and Procedure. We witl therefore not consider Mr. Allot's (onunents. 
Furthermore, we note that one of Mr. Allot's arguments appears to be a broad challenge to the 
statute itself and are thus not relevant to the particulars of the instant prOCeeding. 
AdnUnistrative agencies, including this Commission, cannot determine the constitutional 
validity 01 any statue. (Constitution of the Stale of California, Article III, ~ 3.5.) 
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2. The assessment of whether assets and costs are ('('onomic or uneconomic must be 

made on an asset-specific basis. 

3. If a generation facility is likely to be economic on an overall basis, specific costs 

associated with that plant will not be eligible for treatment as transition costs. 

4. A careful tracking of eligible transition costs and accrued revenues is necessary 

to ensure that we can confidently track recovery on an asset-specific basis. 

5. Net book value is defined as original cost less accumulated depreciation and 

amortization in determining eligibility of various costs and cost categories for transition 

cost recovery, including an appropriate accounting of the impact of deferred taxes on 

the net book value quantification. 

6. Sunk costs are defined as undepredated capital costs and costs which have 

already been incurred and cannot be avoided or reduced. 

7. Going forward costs are defined as all costs necessary for the continued 

operation of the plant or unit, both variable and fixed. 

8. It is premature to adopt an implementation methodology (or the 150 basis point 

mechanism at this lime, since no utility is claiming this incentive (or its must-run plants. 

9. All going lonvard costs must be recovered from market revenues before such 

incentive mechanisms as the 150 basis point mechanism may be applied. 

10. Market mechanisms are preferable to administrative calculations of transition 

costs. 

11. The utilities should establish memorandum ac~ounts to track on a monthly basis 

aclual going (orv·lard costs and market revenues on a plant-specific basis (or both must

run and non-must· run plants. Any excess reVenues should be credited to the transition 

cost balancing account on an annual basis. The re"enues accrued in the memorandum 

account will earn the reduced transition cost rate of return. No interest rate or rate o( 

return wiU be applied to any debit balances in that account. 

]2. The only instan~es in which We will consider transilion cost recovery (or must

run plants arc (or those particular units operating at particular times when the ISO calls 

on the plant (Or reactive power Ivoltage support (and not any other "mus t.run" 
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purpose) and for which the ISO contract has not provided re<:overy of operating costs, 

and the units are otherwise authorized to recover market-based rates. 

13. It is possible that under proposed Agreement A, the utilities will not recover all 

operating costs from ISO revenues (or the first 90 days 01 the transition period. 

14. Proposed Agreement C does not allow (or market·based rates and is based on 

cost-o(-service; therefore, no transition cost recovery is permitted for units under this 

proposed contract. 

15. The memorandum 3coounts we order will a1l0w the necessary tracking to occur 

so that any modifkations to Qur procedures can be exC(uted efficiently and easily. 

16. We have prescribed various guidelines in D.97 .. 06-0(,0 regarding order of 

re(overy and acceleration, and have also stated that each asset should be depreciated to 

its market value, but not below, and that recalibration of the amortization may then be 

necessary. These guIdelines will adequately capture the economic value of depredalion. 

17. Market valuation aHows us to obtain important infonnation regarding ('('ohomic 

and uneconomic costs for generating assets and assists us in determining if the rate 

freeze may end prior to March 31,2002. 

18. We accept the auditors' findings regarding the net book value of plant assets as 

of December 31,1995. 

19. As of January I, 1998, the net book value of the (ossil generating plants as of 

December 31, 1995 should be amortized over the 48·month transition period. The net 

book value should account appropriateI)' for accumulated depreciation and deferred 

taxes. As the capital additions proceedings are completed, we will allow adjustments to 

net book value to refle<:t our findings in these proceedings and account (or depreciation 

accrued in 1996 and 1997. The utilities may adjust the transition cost balancing account 

when assets arc sold or market·valued 10 reflect the actual costs on the books. If 

decisions regarding capital additions are issued after the sale of a plant, the transition 

cost balancing account will be adjusted to reflect the outcome of those proceedings. 

20. The gain or loss resulting (rom sale of assets, including land, should flow 

through the transition cost balancing account. 
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21. Any loss associated with sale of assets should be amortized over the transition 

period, but any gain should be credited to offset transition cost recovery and close out 

the appropriate subaccount. 

22. The audit was conducted according to the directives of the August I, 1996, 

assigned Commissioner Ruling and the audit procedures outlined in the auditors' 

workplan. 

~3. As of January 1, 1998, materials and supplies inventories are going forward 

costs. 

24. Unamortized materials and supplies balances should not earn a ratc of teturn. 

25. A physical inventory of materials and supplies inventories should be 

undertaken as of December 31~ 1997 or as dose to that date as pOssible, and the fair 

market value of the inventory components should be assessed. In the alternative, the 

utilities may deem the book value of the De<.'ember 31, 1997 materials and supplies 

inventories balances to equal their market value. 

26. Allowing the difference between market value and cost of materials and 

supplies inventories as of December 31,1997 to be eligible (or transition cost treatment 

allows for a cohesive trealment of divestiture and transition cost recovery. 

27. If the utilities deem the book value of the December 31, 1997 materials and 

supplies balances to equal their market value, the utilities should track the difference 

between the physical inventories existing as of December 31,1997 and the physical 

inventories existing as of the date of actual market valuation. Changes in inventory 

levels are going fonvard costs and are not eligibJe for transition cost recover}'. 

28. It is appropriate to defer consideration of the transition cost recovery of fuel oil 

inventory pending the ISO's determination as to whether thes(' inv('ntories are 

n€.'Cessary (or systcm reliability. 

29. For 1998 only, the utilities may apply the 3-month commcrcial paper rate to the 

unamortized balance of the level of (uel oil inventories. 

30. For gas and coal inventories, it is reasonable to cstablish a bright line for 

detem1ining uneconomic costs up to January 1, 1998 and going forward costs after that 

date. TI1US, Edison should undertake a physical inventory of its gas and coaJ inventories 
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as of De<'ember 31, 1997, or as close to that date as possible, and the lair market value of 

the inventories should be assessed. Alternatively, Edison may deem the book value 

equal to the market value (or gas and coal inventories. 

31. It will be relative1)' simple to compare the market price of gas with the net book 

value of Edison's gas inventory. 

32. The value of coal is not based on transporting it to a di((erent site, but rather on 

its intrinsic market value. 

33. If Edison deems the book value of the December 31,1997 gas and coal inventory 

balances to equal their market value, Edison should track the dillerence betw~n the 

physical inventories existing as of December 31, 1997 and the physical inventories 

eXisting as of the date 01 actual market valuation. Changes in inventory levels are going 

fonvard costs and are not eligible (or transition cost recovery. 

34. Replenishment of inventory levels after January I, 1998 will not be eligibJe (or 

transition cost recovery. Carrying costs should not be allowed on any unamortized 

difference behveen market and book value. 

35. The HSM rC(overs costs that are not already recovered in ratcs, whereas 

environmental decommiSSioning is recovered in current rates through the 

decommissioning expense. 

36. Because it is not probable that the environmental decommissioning 

responsibility can be trans (erred to new owners, we wHl allow the unrecovered portion 

of these costs, as currently authorized in rates, to be amortized as a current cost in the 

transition cost balancing account. 

37. Environmental decommissioning costs will be accounted (or as a rate base 

offset. as these costs are accumulated prior to being spent. 

38. lVe will require appropriate true-ups and credits to the transition cost balancing 

account to reflect updated studies of environmental decommissioning costs, actual costs 

incurred. any transfer of this obligation to new owners, and any change in the method 

of recovery of these costs deemed appropriate by this Commission at the time of market 

valuation. 
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39. The market valuation process for both divested and retaIned plants \vill yield 

more accurate and useful values of non-nuclear non-environmental decommissioning 

costs than will an estimate of what these expenditures are likely to be. 

40. Non-environmental non-nuclear decommissioning costs should continue to be 

recovered at the annual level currently induded tn authorized rales and amortized 

beginning January 1, 1998. 

41. The accumulated decommissioning amortization sh6uld be accounted tor as an 

o{(set to rate base, at least~ until such time as the generating plants are market valued. 

42. There is no need for accelerated depredation of the non·nudear 

decommissioning expense, be(ause the non-environmental amounts will be reflected in 

the market valuation process. 

43. At the tirne of market valuationl amounts collected lor both environmental and 

non-envhonmental decommissioning may be ctedited against liabilities lorehher 

decon\missioning category. 

44. It is not reasonable to treat fossil decommissioning costs as jf aU such costs will 

be incurred by ~OOI. 

45. For plants retired before or during the transition period, true-ups should be 

made to the transition cost balancing account for actual decommissioning work (both 

environmental and non-environmental) and revised decommissioning studies. Th('sc 

costs wHi be reviewed in the annual transition cost prOCeeding. 

46. The timing of decommissioning should be accounted for in a net present value 

calculation, to the extent that environmental decommissioning is exp(Xted to OCcur after 

2001. 

47. Hydroelectric negative net salvage should not be recovered as a separate item in 

the transition cost balancing accountl but should be factored into PG&E's depreciation 

reserve. 

48. The C\VIP account includes costs for projects which were under construction 

prior to December 31, 1995. 

49. CWIP costs incurred prior to December 311 1995, which are not i'lpprc)\'ed for 

recovery in separate capital additions proceedings are not eligible (or transition cost 
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recovery. However, any CWIP remaining on the date a generation station is sold to a 

new owner should be reflected in both the book and market values of that station. 

SO. RWIP costs should continue to be treated as an increase to the accumulated 

depredation reserve. 

51. Alter market valuation is finalized for each plant, ratepayers will no longer be 

reSpOnsible for any additional costs associated with retiring a plant, including 

decommissioning costs not addtessed in the market valuation process. 

52. Common plant is defined as those assets associated with more than one utility 

servi<.'e, such as gas and electricity. 

53. General plant includes several categories of costs not assignable to more specific 

acoounts. 

54. Oil-sHe common and general plant is generation-related assets that ate integral 

to the operation of the generating plant. 

55. It is reasonable to allow amortization of the on-site (ommOn and general plant 

recorded amounts at the De<:ember 31, 19951eve)s which have been verified by the 

auditors. 

56. The market valuation process should capture the value of on-site common and 

general plant assets. 

57. The majority of items in the category of off-site common and general plant 

assets \\'i1Ilikely be usable in other functions and should be excluded (rom transition 

cost recovery. 

58. Emission trading credits are used by the utilities to o((set certain air pollution 

emissions under a program established by federal statute. 

59. Excess emission trading credits arc those not needed by the utilities and can be 

bought and sold in a secondary market. 

60. The sale of excess emissions credits results in a gain on utility property which 

should be refunded to ratepayers either through credits to the transition cost balancing 

account or as an of (set to net eligible transition costs. 

61. PG&E and Edison should include proposals in the divestiture proceedings (or 

computing and applying the increase in the reduced rate of retum applicabJe to the 
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non-nuclear and non·hydroelectric equity components, of up to 10 basis points for each 

10% of fossil generating capacity divested. 

62. PG&E and Edison should establish tracking accounts to track the differential in 

the non-nuclear and non-hydroelectric equity component of the reduced rate of return 

as each 10% of fossil generating capacity is divested, which would then be applied to 

the reduced rate base. 

63. Edison should prorate land according to its functions and should remove all 

land associated with divested generating assels from rate base upon the dale of 

divesfiture. 

64. Only the book value of land which has been classified as generation and which 

Edison has proposed to divest with the underlying generating assets should be 

amortized through the transition C05t balancing account at the reduced rale of return. 

65. Land associated \, .. ith transmission-related plant should not impact transition 

cost recovery and should continue to earn the authorized rate of return. 

66. Land which is not included with divestiture and which is not allocated to fuel 

oil pipeJines should be exduded from transition cost recovery at this time. 

67. \Vhen Edison has completed its analysis confirming the pro-rata assignment of 

Jand to functions and the appraisal of land is completed, the transition cost balancing 

account should be trued-up as appropriate. Edison should present its pro-rata analysis 

to this Commission in the March 2" 1998 appraisal application. 

68. It is reasonable to calculate the fair market value of all land associated with 

generation assets upon the date of divestiture, if not before, other than land aSSOCiated 

with transmission plant and (uel~oi1 pipelines. The transition cost balancing account 

should be credited appropriately. 

69. FERC has dassified step-up transformers and generation radial-tic lines as 

generation assets and these assets should be eligible for transition cost recovery. 

70. Edison's retrofits to SONGS' low pressure turbines increased plant safety and 

reliability and were not undertaken to increase capacity per se. 

71. An increase in produced kilowatt hours has the potential to increase claimed 

transition costs jf the Power Exchange prke js Jess than the forffastcd lelP price. 
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Similarly, if the Power Exchange price is greater than forecasted ICfP prices, the 

increase in production has the potential to offset transition costs. 

72. \Ve will rely on the ICIP prices adopted in 0.96-04-059 to compute any 

necessary transition cost recovery or offsets. Each kilowatt hour will continue to receive 

the ICIP price and will be compared with the Power Exchange market dearing price. 

Edison should incorporate this methodology in its final transition cost balancing 

account tariffs. 

73. \Ve wiB not allow Edison to track fuel contract and transportation costs that we 

have not yet determined to be reasonable through the transition cost balancing account. 

74. Other than for the exceptions provided Edison, fuel and fuel transportation 

costs are going fonvard costs that are not eligible fN r~overy in the transition cost 

balancing account. 

75. Edison's fuel costs, including coal reclamation and closure costs, should be 

retovered from market revenues, to the extent poSSible. 

76. The uneconomic portion of Edison's costs of its fuel and fuel transportation 

contracts must be calculated by comparing costs to market revenues. 

77. Edison's fuel and fuel transportation contract costs should be tracked in a 

memorandum account, until they are determined to be reasonable by this Commission. 

78. Transition cost recovery of QF contract costs and interutility contract costs will 

be based on actual incurred costs compared to the Power Exchange market dearing 

price. As used in this contextl the Power Exchange market-clearing price is equal to the 

day-ahead energy price and/or the price of ancillary services which can be 

economically provided through the (ontract. 

79. The annual transition cost proceedings should include a review of QF contract 

administration and litigation costs. 

80. Each utility should establish placeholder subaccounts in its transition cost 

balancing account to track QF contract costs, interutility contract costsl BRPU settlement 

costs, and QF contract restrutturings and buyouts. 
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81. The generation PBR proceeding (A.96-07-009 eI al.) has been modified to 

establish revenue requirements for PG&E's hydroelectric and geothermal assets and 

Edison's hydroclecrric assets. 

82. Certain issues assodated with must-run hydroelectric plants and reasonableness 

of pumped storage costs will be considered in A.96-07-009 tl al. 

83. The reVenue requirements established for hydroelectric and geothermal assets 

should be based on the net book value adopted in these proceedings. 

84. Market revenues earned for hydroelectric and geothermal assets should be 

tracked in a memorandum account and compared to the reVenue requirements 

established for these assets. Market revenues in excess of revenue requirements should 

be credited to the transition cost balancing account on an annual basis. Similar to the 

memorandum accounts established for the fossil must-run and non·must-run plants, 

any excess revenues accruing in a particular month will earn the reduced transition cost 

rate of return. No interest rate or rate of return will be applied to any debit balances in 

that memorandum account. 

85. The reduced rate of return should apply to hydroelectric and geothermal assets, 

which will be recovered in the transition cost balancing account. 

86. Costs associated with pumped storage assets should be recovered in the 

transition cost balancing 3(COunt. 

87. Employee benefits are tracked either by accrual aC(OUnling or the "pay as you 

go" method. 

88. Accrual accounting ()(Curs when the utility recognizes the costs of benefits as 

they arc earned or attributed to an employee, as services arc provided. For financial 

reporling purposes, utilities account (or PBOPS, pensionl workers compensation, and 

long-term disability benefits on an accrual basis. 

89. Under "pay as you goll accounting. a utility recognizes an employee benefit cost 

when it actually pays su(h a benefit to the employee. 

90. Costs associated with employee benefits must be included in current operating 

costs and recovered (rom market revenues (or all sllch generation-related expenses 

accrued afrer January 1, 1998. 
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91. Because PG&E accounts (or workers' compensation on a "pay-as-you-go" basis, 

rates include costs that would have also been included in the actuarial calculation for 

post-I998 obligations of the workers' compensation regulatory asset. 

92. It is not reasonable to allow PG&E's workers' compensation regulatory asset to 

rcceh'c transition cost treatment at this time because of the potential [or double 

recovery and the (ommingling of pre-I998 and post-1998 costs. 

93. Because \"e have approved accrual accounting treatment for this obligation and 

we Cdn establish a cut-off point for going fonvard costsJ the long-term disability 

obligation is eligible for transition cost recovery. 

94. It is reasonable to adopt the joint proposal by Edison and TURN regarding 

Edison's post-employment benefits. 

95. Transition cost recovery is authorized for Edison's post-employment benefits 

associated with claims prior to 1998. No rate of return should apply to the unamortized 

balance. 

96. PG&E's long-term disability obligation should be accounted for similarly to 

Edison's, and the initial obligation as established in D.95--12-055 should be amortized 

over the transition period. No rate oil'etum shourd be applied to the unamortized 

balance. 

97. The PBOP regulatqry asset represents estimated costs for medical and life 

insurance benefits attributed to employee service which has accrued since 1993. 

98. The PBOP transition obligation represents costs for benefits attributed to 

employee service which occurred prior to 1993. 

99. The PBOP regulatory assets and transition obligations are eligible for transition 

cost recovery and should be amortized ratably over the transition period. 

100. The PBOP regulatory assets and transition obligations should be amortized 

based on the December 31,1997, estimates which represent actuarial detenniJlations 

with no rate of return applied to the unamortized balance. 

101. If post-retirement beneHt plans are modified to reduce benefits during the 

transition period, which then reduces the actuarial basis of the transition Obligations, 
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these true.ups should be accounted for as credits to the transition cost balancing 

account during the transition period. 

102. For PG&E, it is reasonable to apply the discount rate of 9% which was adopted 

in D.9,5.12·055. 

103. PBOP amounts should not be contributed to the trusts until they are tax

deductible. Any money which is collected but not yet contributed then becomes a rate 

base offset, which is reduced by deferred taxes associated with the asset [or the taxes 

due when the money is collected. 

104. Edison's estimates of costs related to Mohave coal mine employees (or PBOP 

expenses ate precluded from transition ('ost recovery at this time. 

105. Under cosH)f-service ratemaking. pension payments are recognized to the 

extent they are tax-deductible under Federal rules, while, under financial reporting, 

expenses are calculated on an actuarial basis. 

106. Pension contributions ate deductible only (or tax purposes if amounts must be 

contributed to pe-nsion funds to ensure that adequate funds at'e available to pay 

benefits. 

107. The pension transition obligation is amortized in rates, but is not a recorded 

regulatory asset. 

108. The unre~ognized pension transition obligation is an obligation established in 

the past to correct prior pension under(unding, in equal amounts, without interest. 

109. The regulatory asset, consisting of the pension transition obligation, should be 

of(set by the pension regutatory liabilities. The net regulatory liability should then be 

credited to offset transition cost recovery. 

110. For PG&E, pensions ate over·funded and no tax·deductible contributions have 

been made re<ently. 

111. It is reasonable to require PG& E to repay the pension transition obligation with 

the oyer-funded an\ounts, rather than increasing transition cost recovery unne<cssarily. 

112. \Ve will exclude SDG&E's claim for its pension regulatory asset from transition 

cost recovery, but it is reasonable to allow SDG&E to demonstrate that its pension is 

under-funded in the annual transition cost proceeding. 

- 198-



A.96-0S-001 et al. ALJI ANG/wav /hwg ,. * 
113. The environmental compliance regulatory asset is a forecast of costs to be 

incurred on the same activities included in the HSM. These activities do not include 

those associated with generating plant. 

114. The ~osts recorded in the environmental complian~e regulatory asset are 

speculative and should be excluded from transition ~ost re<overy unless actually 

incurred during the transition period. 

115. If the utilities incur environmental compliance costs (or generation·related 

projects during the transition period, PG&E1 Edisonl and SDG&E may seek r~overy in 

the annual transition ('ost pr(l(eedings. 

116. Future costs related to reacquired debt and preferred stock may arise as a result 

of the utilities' reducing debt and preferred stock levels in their respective ~apjtal 

structures. 

117. The embedded cost 01 debt includes a component to pay for unamortized debt 

discounts and these cOsts should not be eligible {or transition cOst recovery. 

118. \Ve will allow transition cost recovery for actual losses incurred to reacquire debt 

and preferred stock, net of gains, and will review these costs in the annual transition 

cost proceedings. 

119. lVe will require the utilities to make a shOWing in the annual transition cost 

proceedings to demonstrate that adequate ratemaking safeguards have been 

implemented to ensure that the savings in the embedded ~ost of debt are adequately 

accounted for and that no double-counting has occurred. 

120. Transition cost taxes (regulatory tax receivables) are fuHy eJigible for recovery 

during the transition period. 

121. All property-related regulatory tax assets and payables will be amortized to zero 

by the end of the transition period, which will settle all property-related tax benefits or 

obligations, except as prOVided (or the nuclear generating facilities in 0.97.05-0881 0.96-

12·083, and D.96-01-011 and 0.96-().I-059. 

122. ECAC and ERAt-.,. balances as of December 31,1997 may be transferred to 

nCBA or to the transition cost balancing account. The ITCBA should then be 

transferred to the TCBA. 
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123. An audit is nl"('essary to verify the transfer of balances in the TCBA, to review 

the balances in the ECAC and ERAM balancing accounts, and to ensure that all 

headroom revenues are properly credited to the TCBA. 

124. It is reasonable to allow PG&E to amortize its \VAPA regulatory asset or liability 

based on trued· up December 31, 1995 amounts. PG&E must support its December 31, 

1997 cakulations in the annual transition cost proceeding. 

125. PG&E's QF buyout regulatory asset should not receive transition cost recovery 

until these amounts arc determined to be reasonable. 

126. SDG&E's abandoned projects regulatory asset and AMAX coal contract buyout 

regulatory asset ate eligible for transition cost recovery. 

127. The necessary components of transition cost recovery are in place and the 

utilities' risk of recovery is decreased commensurately. 

128. By beginning the rate freeze on January I, 1997, we have allowed the utilities to 

aCCrue revenues that may serve to offset transition costs. 

129. If the rate freeze had not begun on January I, 1997, the ratepayers may have 

enjoyed the benefits of decreased rates. 

130. The calculation of the reduced rate of return (or non·nuc1ear generating assets 

should be based on the cost of debt adopted for each utility in the 1997 cost of capita] 

decision, 0.96-11·060. 

131. For the nuclear generating plants, the reduced rate of return should be consistent 

with that adopted in 0.96-01·011 and 0.96-04-059 for SONGS 2&3, D.96-12·083 for Palo 

Verde, and 0.97·05-088 for Diablo Canyon. 

132. \Ve will retain the fiHng date of June I, 1998 [or the first annual transition cost 

proceeding. 

Conclusions of Law 

1. The notice requirement of § 370 does not require a specific forecast of transition 

costs, but rather the notification that such charges will be assessed. 

2. PU Code § 367 gh'es utilities the opportunity to recover transition costs that arc 

identified and determined by this Commission. 
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3. Our goal is to provide the utilities with a fair opportunity (or full recovcry of 

transition costs and to ensure that recovcry of going forward costs is appropriately 

limited, consistent with the law. 

4. Thc nctting calculation required by § 367(b) docs not preclude asset-by-asset 

transition cost tracking. The expeditious, orderly recovery of transition costs, as 

required by § 330 (t), requires this apptoach. 

5. Section 367 includes generation-related regulatory assets and obligations as cost 

categories eligible for transition (ost recovery. These costs cannot be exduded from 

such recovery, based on the definition of net book value lor fossil assets. 

6. Section 367(c)(l) refcrs specifically to particular plants or units providing 

reacth'e power/voltage suppOrt at particular times; we use this meaning in referring to 

must-run plants. 

7. In 0.97-04-042 and D.97-07-037, we determined that the ISO basis point incentive 

mechanism re(erred to in the Preferred Policy Decision applies only to must-run plants. 

8. It is unlawful under § 367(c) to allow recovery of going forward costs through 

the transition cost balancing account. 

9. The Legislature has stated that competition in electric genera lion is pre(errcd to 

regulation, because it encourages innovation, efficiency, and bettcr service (rom all 

market participants. 

10. Market revenues from all sources which are in excess of costs should offset 

transition costs, as required by the Preferred Policy Decision and AB 1890. 

11. It is not reasonable lor the utilities to seek additional recovcry through the 

transition cost balancing account for operating (osts related to must-run units, to thc 

extent the ISO limits payments to plants or units providing reactive power /voltage 

support. 

12. Units and plants that operate under proposed Agreement C will not be eligible 

for transition cost treatment under § 367(c)(I). 

13. The utilities n\ust clearly justify transition cost rccovcry for operating costs {or 

plants being operated {or reactive power/voltage control purposes under Agreement A 

(or the first 90 days of the transition period. 
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14. All non-nuclear generating assets are subject to market valuation by the end of 

2001, as required by § 367(b). Nothing in AB 1890 prevents us fcom requiring market 

valuation to occur before the end of 2001. 

15. It is reasonable to allow recovery of sunk costs associated with must-run units, 

because it is unlikely that any ISO call contract will recover all previously expended 

capital costs. 

16. This Commission must make the final determinations regarding the eligibility of 

assets and cost categories [or transition cost recovery. 

17. It is not appropriate to allow the utilities to carry forward existing materials and 

supplies inventory into the new market, which could confer a competitive advantage on 

the utilities. 

18. It is reasonable to appraise the market value of the materials and supplies 

inventories prior to divestiture and prior to our enactment of rules and procedures 

related to appraisal of retained generating assets, such as fossil-fired plants. 

19. Deferring market valuation of inventories until the aSSOciated plant is either 

market valued or sold would allow changes in fuel inventory levels after January I, 

1998 to receiVe transition cost treatment. 

20. Because the transirion cost balancing account itself will be subject to the 

commerdal paper rate 01 interest, there is no need to apply an additional interest rate 

calculation on those elements which would earn such a rate. 

21. 0.97·08-056 prohibits the utilities (rom. entering any costs associated with 

generation into their 115M accounts. 

22. In accordance with state and [ederallaw, the uliliti('s remain liable for 

contam.ination on power plant properly. 

23. CWIP costs incurred prior to December 31" 1995 which are not approved in 

separate capital additions proceedings do not meet the guidelines established (or 

abandoned plant recovery. 

24. Traditional ratemaking has proVided that plant whkh is retired before the end 

of its lIsduJ life may continue to be depredated, but d()('s not earn a rate of return. 
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25. In 0.95-12-051 and 0.95-04·076, we generally found that the total net value of 

excess emissions credits should be returned to ratepayers. 

26. Excess emissions credits do not fit the criteria established in 0.96-12-025 

regarding refunds made directly to ratepayers. 

27. Accounting for excess emission credits through o((sets to transition cost 

recovery conforms to the netting process established by § 367(b) and is consistent with 

our preferentc for market-based mechanisms. 

28. Divestiture and other forms of market valuation are required by §§ 330(/)(2) and 

367(b), to mitigate market power toncems and to transition utilities from regulated to 

unregulated status. 

29. Sections 330 and 367 require a netting of all "above-market" and "below

market" transition cost assets to determine the costs to be recovered. Section 330 also 

requires that the transition to a competitive market be orderly, allow a fair opportunity 

to fully recover the costs associated with commission-approved generation-related 

assets and obligations, and be completed as expeditiously as pOSSible. These two 

mandates demonstrate our duty to ensure that the market valuation process is 

structured to obtain maximum value of the property. 

30. Pursuant to the Pteferred Policy Decision and AB 1890, the ongoing ICIP costs, 

arc ('ompared to the market dearing price, and the difference between revenues and 

costs are either credited or debited, as appropriate, to the transition ('ost balancing 

ac('ount. 

31. BC<'ausc of the balancing ac('ount treatment adopted in 0.96-12-083, we will 

('ompare Palo Verde's incremental operating costs as billed by Arizona Public Service 

with the Power Exchange market-dearing price. 

32. It is not reasonable to interfere, in this decision, with the balance of risk and 

rewards that was adopted for the ratemaking treatment of SONGS 2&3. 

33. Pursuant to § 367(c)(2), Edison may recover 100% of the uneconomic fixed ('osts 

of fuel and (uel transportation ('ontracts, if these contracts were executed prior to 

December 20, 1995 and if the ('osts are determined to be reasonable by this Commission. 
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34. PG&E's and SDG&E's requests for transition cost r('(overy for fuel and fuel 

transportation costs should be denied, because they are not consistent with the 

exceptions delineated in § 367(~)(1) and 367(c)(2). 

35. Section 367 affirms the Preferred Policy Decision's finding that the utilities are 

authorized to ~o)Je<:t the ongoing transition costs resulting (rom the di({erences between 

QF contract prices and the Power Exchange market-dearing price and between 

interutility (ontract prices and the Power Exchange market-dearing price. 

36. It is reasonable to track eXcess revenues resulting (torn comparing the 

hydroelectric and geothermal costs with Power Exchange prices and assets to use these 

revenues to offset transition ~()st recovery. 

37. Hydroelectric and geothermal assets are subjed to market valuation, pursuant 

to § 367(b). 

38. Pursuant to § 367, the Commission must make final determinations of the 

uneconomic costs associated with generation-related regulatory assets and obligations. 

39. \Ve established reguJatory asset treatment (or PBOPs in D.91-07-006 and 

D.92·12-015. 

40. In D.88-03-072, we declined to adopt SFAS 87 for ratcmaking purposes. This 

decision appJied to telephone carriers; but has been broadly applied to energy utilities. 

41. It is not reasonable to increase transition costs because of phantom costs which 

mayor may not ()((ur in the future; the recovery of uncertain future costs is not allowed 

under§367. 

42. Pursuant to § 367, as amended by Senate Bill 471, and § 840(0, transition cost 

recovery should be allowed for future losses incurred to reacquire debt and preferred 

slOtk asofJanuary 1, 1998. 

43. The joint exhibit by PG&E; Edison, SDG&E, ORA, and TURN fairly resolves 

property-related tax issues, PG&E's vacation pay deferred tax asset, and Edison's ad 

valofl'm lien date tax asset. 

44. It is equitable to allow transition cost tel'atinent for both undcrcoHections and 

overcolJections aeemed in the ECAC and ERAM balancing accounts as of Vecember 31, 

1997. 
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45. To the extent headroom is insufficient to address ECAC or ERAM 

undercollcctiollS, these amounts may not be carried over to later years for transition 

cost recovery, nor may such amounts be accumulated for later deferred collection. 

46. In the Preferred Policy Decision, we ~stablished that it was reasonable to reduce 

the return on generation assets eligible for transition cost rccovel)' by selling the return 

on equity at 90% of the embedded cost of debt. 

47. The reduced rate of return is the appropriate measure of the reduced risk 

associated with these assets. 

48. The Preferred Policy Decision prOVided (or a to-basis point increase in return on 

equity (or each 10% of fossil plant divested. 

49. \Vith the recovery of generation plant-related transition costs, the utilities 

recover costs of plants that may no longer be used and useful in the new competitive 

marketplace. 

SO. It is the decreased business risk which triggers the application of the reduced 

rate of return, rather than accelerated deprcciation. 

51. The elements of transition cost rccovery and the concomitant reduced risk were 

established when AD 1890 was signed into law and established that the utilities would 

have a reasonable opportunity colhxt uneconomic costs through the nonbypassable 

erc 
52. It is reasonable to apply the reduced rate of return to generation assets currently 

in rate base and eligible (or transition cost rC'Covery, except as described in this decision, 

as of the date on which the utilities cstablishec.t the memorandum accounts provided (or 

in 0.97·07-059. 

53. While D.96-04·059 addressed the broad applicability of the fixed 1995 cost of 

debt for purposes of the reduced return on equity, proper notice of this action was not 

provided and the parties' rights were impacted. 

54. \Ve adopted the 1996 embedded cost of debt (or purposes of the reduced return 

calculation for Diablo Canyon in 0.97·05-088. 
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55. The embedded cost of debt should remain fixed for the entire term of the 

transition period or r~fevant amortization period, irtespedh'e of changes to each 

utility's cost of debt. 

56. All transition cost balancing account entries are subject to review in the annual 

transition cost proceedings. 

57. It is reasonable to review various costs that ate eligible for transition cost 

recovery. 

58. It is reasonable to consider the utilities' mitigation efforts regarding off-site 

common and general plant in the annual transition cost proceedings. 

59. It is tea son able to review the assessments of Edison's land assets surrounding its 

gas-fired (ossil plants. 

60. This order should be effective today so that final transition cost balancing 

account tariffs may be implemented before January 1, 1998. 

INTERIM OROER 

IT IS ORDERED that: 

1. Pacific Gas and Electric Company (PG&E), SOuthern California Edison Company 

(Edison), and San Diego Gas & Electric Company (SDG&E) shan implement dear, 

straightforward language, which notifies the direct access customer of the obligation to 

pay transition costs in their respective tariffs. 

2. PG&E, Edison, and SDG&E shall each establish a Power Exchange Revenue 

memorandum account and an IndependC'nt System Operator (ISO) Revenue 

memorandum account to track costs and revenues from all market SOurces (or th~ non· 

must-run and must· run plants, respectively, as desaibed in this decision. These 

memorandum accounts shall be reviewed in the annual transition (ost proceedings and 

excess revenues shan be credited to offset transition costs on an annual basis. The 

revenues accrued in the memorandum account wiU earn the reduced transition cost rate 

of return. No interest rate or rate of retum witJ be app1icd to any debit bafances in those 

accounts. 
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3. PG&E, Edison, and SDG&E shall market value their respective materials and 

supplies inventories as of December 31, 1997 or as dose to that date as possible. 

Transition cost recovery (or materials and supplies inventory shall be allowed once that 

market valuation is completed according to the guidelines established in this decision, 

or by deeming the December 31, 1997 book value equal to market value for these 

inventories. PG&E, Edison, and Srx:;&E shall include these assessments in their March 

2, 1998 applications (or appraisal of retained assets. 

4. Edison shall market value its gas and coal inventories as of December 31, 1997, 

or as close to that date as possible. For its gas inventories, Edison shall include this 

as~e~sment in its appraisal application, as described in Ordering Paragraph 3. For its 

co~ I Irlventories, workshops will be held in the near future in the docket relating to 

Edison's application initiating market valuation by appraisal. Alternatively, Edison may 

deem the December 31, 1997 book value of its gas inventory balances and coal 

inventory balances equal to market value. In its appraisal application, Edison shall 

include a proposal fOr the treatment of fuel oil inventory which ensures that ratepayers 

continue to benefit from the revenue-sharing mechanism adopted in 0.94-10-044. 

5. \Vith the exception of hydroelectric relicensing costs, to the extent that 

Construction \Vork in Progress (CWIP) costs incurred prior to December 31, 1995 ate 

not approved in separate capital additions proceedings, or arc not included in the plant 

balances being divested, PG&E's, Edison's, and SDG&E's requests for recovery of these 

costs are denied. Hydroelectric relicensing costs incurred prior to December 31, 1995 

\",'ill be addressed in market valuation. 

6. PG&E and Edison shall establish tracking accounts to track the differential in the 

non-nuclear and non·hydroelectricequity components of the reduced rate of return, as 

each 10% of fossil generating capacity is divested. 

7. PG&E's and SDG&E's requests (or transition cost recovery {or fuel and fuel 

transportation costs are denied. 

S. PG&E's request for transition cost recovery o( the workers' compensation 

regulatory asset is denied at this time. 
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9. SDG&E's rcqucst for transition cost recovery for the pension regulatory asset is 

denied at this limc. 

10. Transition cost re<:o\'cry of the environmental compliance regulatory asset is 

denied at this timc. 

11. The reduced rate of teturn sh~n be appHed to generation assets currently in rate 

base and cligible for transition cost (eoovery, except as described in this decision, as of 

the date on which the utilities established the memorandum accounts provided for in 

Decision (0}.97-07-059. 

12. The reduced rate of return (or non-nuclear generating assets shall be based on 

the embedded cost of debt adopted in D.96--11..()6(). For transition cost purposes, PG&E's 

reduced rate 01 return is 7.13%; Edison's reduced rate of return is 7.22%; and SDG&E's 

reduced rate of return is 6.75%. 

13. The embedded cost of debt shall remain fixed (or the entire transition period Or 

relevant amortization period, irrespective of whether each utility's cost of debt changes. 

14. PG&E, Edison, and SDG&E shall establish Transition Cost Balancing Accounts 

in compliance with the guidelines established in this decision .. according to the 

following procedures: 

a. PG&E, Edison, and SDG&E shaH file compJiance advice Jetters by 
December 12, 1997, which shall be effective as ofjanuary 1, 1998, unless the 
Energy Division determines that these tariffs are not in compliance with this 
decisicn. 

b. The tariffs shaU incorporate the findings addressed in this decision, including 
the elimination of various categories (or transition cost recovery, the 
implementation of placehOlders for others, and, depending on the category, 
id(>ntifying the applicable rate of return, commercial paper rate, or no interest 
rate, as appropriate. 

c. PG&E, Edison" and SDG&E shalllile separate advice letters that detail the 
costs and revenues to be transferred to the transition cost balancing account 
as of January I, 1998. 

14. For the duration of the transition period, PG&E, Edison, and SDG&E shan 

provide monthly reports of all cntries to the transition cost balancing account, as well as 
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the balances and returns used to deveJop transition cost revenue requirements, the 

assumptions used in estimating market value, the results of any actual market 

valuations, any changes in revenue requirements resulting from capital additions 

proceedings, changes in amortization schedules due to changes in mMket value 

estimates or actual market valuations, and any additional acceleration beyond the 48-

month amortization schedule. These reports shall be submitted to the Energy Division 

and served on the parties to this proceeding. PG&E, Edison and SDG&E shall provide 

the Energy Division with three hard copies of each monthly report and an etech'onie 

version (on computer disk or via e!ectronk mail) which contains each report and the 

underlying data, in either Word, Excel, or other [orn\at as specified by the Energy 

Division. 

15. PG&E, Edison, and SDG&E shall file applications no later than June 1,1998 to 

request recovery of transition ~osls in 1999. Annual transition cost proceedings shaH be 

used to establish the reasonableness of PG&E, Edison, and SDG&E in accelerating 

recovery of transition costs and in estimating the market value 01 their assets subject to 

market valuation. All cost and revenues related to Power Exchange, ISO and other 

pertinent revenues must be justified and shall be subject to an audit. 

16. As directed in 0.97·06-060, the Energy Division shall convene workshops no 

later than 45 days following the filing of the applications for 1999 transition cost 

recovery to address the implementation of these proceedings, including how to 

streamline such proceedings. 

17. In order to (utly comply with Public Utilities Code § 367{b), PG&E, Edison, and 

SDG&E shall file applications no later than March 2, 1998 to establish the principles 

necessary to appraise their retained assets and to report asseSSfllcnts of the materials 

and supplies inventories, and, for Edison, the (ue) inventories. As described in this 

decision, Edison shaH include a proposal to ensure that ratepayers continue to benefit 

(rom the revenue-sharing mechanism (or (uel oil inventory, adopted in 0.94-10-044. 

Edison shall also include, in this application, its pro-rata analysis of its land, according 

to its function, i.e., transmission-related, fuel oil pipeline-related, and generating pJant-
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related, as well as Edison's proposal for treatment of fuel-oil pipeline land that is 

consistent with 0.94-10-044. 

18. In order to address restructuring implementation costs, pursuant to Public 

Utilities Code § 376, PG&E, Edison, arid SDG&E shan file separate applications no later 

than March 31J 1998 to identify these oosts. 

19. The Energy Division shall OVersee an audit of the oaJancestransferroo to the 

transition cost balancing a('(QUilt and the headroom revenues. The Energy Division may 

select independent auditors to undertake this audit, as described in this decision. The 
audit repOrt shall be filed by December 31,1998 and served on the service list to the first 

annual transition cost proceeding. 

This order is effective today. 

Dated November 19,1997, at Satt Francis<:(), California. 

I will file a concurring opinion. 

15/ JESSIE J. KNIGHT, JR. 
Commissioner 
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HENRY M. DUQUE 
JOSIAH L. NEEPER 
RICHARD A. BILAS 

CommissiOners 
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DEFORE THE PUBLIC UTILITIES COMMISSION 
OF THE STATE OF CALIFORNIA 

Application of Pacific Gas And Electric 
Company (or Approval of Valuation and 
Categorization or Non·Nuclear Generation
Related Sunk Costs Eligible (or Recovery in 
the Competition Transition Charge. 

(U 39 E) 

And Consolidated Proceedings 

) 
) 
) 

----------------------------) 
) 

Application No. 96·08·00' 
. (FiJed August I, 1996) 

A. 96-08-006 
A. 96·08·007 

Application or Pacific Gas and Electric 
Company To Establish the Competition 
Transition tharge 

) Application 96-08-070 

(U 39 E) 

} (Supplemented October 21,1996) 
) 
) 

-----------------------------) 
) 
) And ConsoJidated Proceedings 

A. 96·08·01. 
A. 96·08·012 

-----------------------------) 

crCPHASE2 
JOINT PROPOSAL AND EXHIBIT 

ON TAX RELATED ISSUES 
SPONSORED BY ORA, TURN, SCE, SDG&E AND PG&E 

Purpose 

During Phase 2 of the eTe proceeding. it became apparent that many of 

the percch'cd tax disputes raised by parties in their testimony were in fact due to 

misinterpretations brought about by complex and technical ta'<jargon used 
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differently by the different parties. rather than arising from any fundamentaJ 

dispute. 

Thus. the participants in this workshop ha\'e set out to produce this joint 

exhibit to highlight areas of agreement. and to draw from each utility's 

Competition Transition Charge (eTC) filing· to provide clear and concise numeric 

presentations2 that demonstrate how, and to whom (ratepayers Or utilities). tax 

costs or benefits shou1d flow during the eTe period. 

All involved hope that this exhibit \'till help to avoid tirne-C()nsuming. 

expensive. and cOunterprooucth'e litigation of tax issues in the eTC hearings. 

where other impOrtant issues exist to occupy the parties. 

2 Workshop ReCOrd 

Representatives from Pacific Gas & Electric (PG&E). Southern California 

Edison (SeE). and San Diego Gas & Electric (SDG&E) met with representatives 

from the Office of Ratepayer Advocates (ORA) and The Utility Refonn Network 

(TURN) Meetings wete held on May 16th. May 28th. June 4th. and June 9th of 

this year. In addition. phone conferences were held between various parties. 

While not every representative participated in every session, the participants have 

all reached consensus on how faxes should be aC<.'Qunted for in the eTe process. 

That accord is manifested solely in this document. 

1 A 96'()8-O70. flied ();IOCo:t 21. 19% (or P(J&:E~ A 96-{)8-{)71. fittd O:lobcr 21. 19%, asrC\istd 
fcbru3r\. 1997 (or SCE; A96-08~72. liltd (Xtober 21. 1996 (or SDO&:E. 
: f,om eTC \\orkpJp(rs; (stinultd balanCes as o( JanU3ry I. 1998; these amounts \\tre audittd during the 
Sunk Cost Audit 

2 
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3 Consensus Regarding eTC ~nting for Taxes 

Goals 

3.1 One of the goals inherent in the Pref'erred Policy Decision (PPD) and AB 

189() is the full satisfaction of all obligations between ratepayers and 

investor o\\lled utilities during the eTe period, unless the obligation is 

specifically excluded. or rec()ver)' is statutorily limited. 

3.2 To this end. the PPD and AB 1890 accelerate the recovery of remaining 

above market plant costs and other generatiOn-related costs. including 

regulatory assets. during the four year eTe transition period. subject to the 

statutOry limitations of a rate freeze and fixed recovery period. There 

should be an appropriate sharing of benefits and costs between ratepayers 

and utilities during the eTe period resulting in full satisf'action of nOn-

excluded obligations. and a "clean slate" between ratepayers and utilities 

thereafter as utility generation competes in the competitive market. 

Guldantt 

3.3 As noted above. the PPD and AB 1890 are the principal SOurces of 

authority to determine the industry restructuring goals and limitations that 

provide a backdrop for sharing ta.x benefits and tax costs between 

ralepayers and utilities. Decisions adopted by the Commission during the 

course of the eTe proceedings "ill imf}tement the AB 1890 goals and 

limitations. 

} 



A.96-08-001 et al. ATTACHMENT 5 
Page 4 

3.4 In addition, Internal Revenue Service (IRS) normaliulion rules contained 

in the Internal Revenue Code (IRe) should not be disregarded because the 

severe penalties that would be imposed by the IRS due to a violation would 

significantly increase ratepayer (osts during the transition period. Similarty. 

other IRe provisions and state tal( laws are goverrung 

3.S Finally. Financial Accounting Standards Board (FASS) pronouncements 

also provide guidance. Although the Commission is not bound by these 

accounting standards. the standards provide valuable directiOn because they 

represent the consensus «()nclusion of a panel of accounting experts 

reached after thorough and open debate. These conclusiOns provide a 

useful framework (or recognizing costs and matching costs v.ith benefits. 

In addition. the same tax-tela ted FASS pronoutlCements bind non-

regulated generators today and \\iU bind the utilities in the same manner 

after the eTC transition period. 

Stipulations 

3.6 This agreement addresses property·related ta.'I(es (including "ta'(-on·tax." 

gross-ups), PG&E's vacation pay deferred tal( a~sel, and SCE's ad valorem 

lien date tax asset. This a~reement does not addre~s Or govern any tax or 

accounting i~sues arising from other non· property rerated taxation. such as 

Post Retirement Benefits other than Pen~ions (PSOP's) or Pensions. 

3.7 The parties agree that eTe Tal( Costs (Regulatory Tal( Receivables) are 

full)' eligible (or recovery during the eTC transition period. Thus, the 

.. 
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utilities y,ill have the opportunity to. re(eive fun funding for eTC Tax Costs 

subject only (0 the statutory limitations (rate freeze and a fixed recovery 

period) imposed by AB 1890. eTC Tax Costs (or property related items 

are detennined as (ollows': 

A. ( .. Net Book Value of generation-related plant 

• Net Tax Value) 

• Apptkable Statutory Tax Rate (federal and state] 

• Net to Gross Multiplier fot Taxes 

B. • (Deferred Tax Reserve for normalized property4, 

• Net to Gross Multiplier (or Taxes). 

3.8 The CTC Revenue Requirement will continue to be adjusted by the amount 

oftevenue requirement associated with a returnS computed on the Deferred 

Tax Reserve balance (befote gross up) related to taxes on normalized 

properly until the end of the eTC transition period. 

3.9 As the eTC Tal( Costs related to flow-through property are funded(5 during 

the eTC transition period, the erc Revenue Requirement \\;11 be adjusted 

(or the amount of revenue requirement associated with a return on the 

, This computation is demonstraled in the App-~ndic(s attached (or t.Kh utilily, and is in«orporal(d herein 
b\" Ihis rerccence. 
4-This prolides ralep.1)Us "ith a credit (or Dererr(d Ta'ies pre\iousJy funded by them. 
S Return is determined b)· Ib( appropriate rale o( return limes the b.ue amount. The apprOpriate rate of 
return is either the utility's authorized rale of rdurn, or the reduud rate o( rtlurn pro\ided (or in AS 1890 
\\ hen a utility accelerates r((o\"(ry o( un«enomic rom. as applicable. 
'The Minkin Propos.«i DecisiOn pro,ldes (Ot ord(ring 0( recovery t-ased on the rate-<>(-relum earned b)" 
the uriOtis assets. "hile the Conlon Pr0p6sed Decision requires m·d amortiz.aliOn o,er -IS months. In 
either case. the Deferred Tax Resent related to flOw-through ta,es \\iU increase or d«rease as a (U1xlion 
oCthe pallern or aIDOniz.atiOn oCthe regulatory asset ¢r liability and the 1(\"(1 of (urrent taxes paid to 
la.\ing authorities 
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funded Deferred Tax Reserve balance (related to taxes on flow-through 

property) until the tnd of the eTC transition period'. 

3.10 All property.related regulatory tax receivables and/or payables \\ill be 

amortized to zero by the end of the eTe transition period. This will settle 

atl property-related lax benefits or obligations between ratepayers and 

utilities. No further sharing of benefits or obligations will ()(cur beyond the 

end of the eTe transition period. except as provided (or in the decisions 

relating to the Diablo Canyon. Palo Verde, and San OnofTe nuclear plants. 

3.11 PG&E ratepayers will continue to receive a credit against the eTC 

Revenue Requirement for the amount of revenue requitement associated 

\\ith a return on the Unamortized Investment Tax Credit (ITC) balance, as 

ptnniued b)' IRe Section 46{f}(1). during the eTC period. 

3.1 ~ seE and SDG&E ratepayers will continue to receive a (redit against the 

eTC Revenue Requirement (or the amount of the revenue requirement 

associated \\ith the amortization of ITC. as perrrtitted by IRe Section 

46(t){2), during the eTC period. 

3.13 SCE's Regulatory Tax Asset related to the Ad Valorem Lien Date 

Adjustment will be treated as follows: 

• During the first three years of the eTC period. (lr until the property 
generating the ad valorem lien date adjustment is sold, whichever 
comes first, the ad valorem lien date regulatory receivable \\ill be 

, Traditiol\.1l1y, the Rtgulatory Asset and the Defmed Ta"( Liability han betn or (qUlI but opposite . 
amounts, During the eTC p(riOd, this relationship \\iII be d«OOpled as the Rtgula!6ry R«eiublt \\i11 be 
riXOvtrtd o\er the erc period, but the Dererred Tu Liability \\iII UR"ind naturally. This "ill have the 
dfttt or funding the de(und lax 0"(1 ttlt CIC period Thi$ funded am6unt (Rtgulat6ry Rt«iubJe • 
Ddmed Tax liability) \\i11 earn or pl). a r((um \\hi,h will be included in the CIC Re ... enut 
Requirement 

6 
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adjusted annually using the method contained in SeE's CTC 
work papers. That is. tal( benefits for ad valorem taxes will continue 
to be flowed through to ratepayers in advante of payment of the 
tax. The cumulative amount of this benefit, which is reOttled in the 
tax regulatory asset. will change annually based upOn the property 
tax due and the benefits ptovided to ratepayers. 
If a plant is sold or divested. the ad valorem lien date regulatory tax 
asset related to that plant ",ill be included in the gain on sale 
cQmputation and will be fully recoverable from ratepayers at that 
time. 
To the ex1ent the ad vaJOrem lien date regulatory tax asstt has not 
been reco\'cred on or before lanua.y 1,2001, it will be recoverable 
in futl from ratepayers in that year or in the last )'eat of the CTC 
period i(that 6Cturs carlier. 

3.14 PG&E's Vacation Pay De(erred Tax Asset win not be amortized during the 

CTC transition peri6d. However, PG&E \\lilt continue to increase the eTC 

Revenue Requitement for the amount of the revenue requirement 

associated with a celum On the Vacation Pay Deferred Tax Asstt, as 

adjusted for the impact of asset sates or market valuations. 

3.1 S lhi~ agreement formally and , .. ith finality concludes and resolves all 

property· related ta.x issues raised by and between the workshop 

participants'. The participants ask the Commission to give this document 

favorable weight in determining the outcome of these issues, 

4 Accounting Presentation from Each Utility 

Attached are summaries of the plant and ta" amounts. as of Janual)' I, 

1998. that , .. ill be recovered by each utility or credited to ratepayers. subject to 

Commission approval. Note that these are estimated amounts (rom each utility'S 

• Tht \\orkshop partkipants included all \\00 raistd propcrty·rd3!td u~ issues during tht eTC 
proctwing 10 datt_ In addi!i6n. AU Minkin announced lht SUrt oflht \\()rkshop. and t\tended an 
in\itation to all inttrcslM parties (0 attend 

7 
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eTC filing; actual amounts as of January 1. 1998, \\ill be based On the books of 

account of tach utility and provisions of Commission decisions resolving disputed 

issues related to the eTC treatment ofunderl)in~ property. and v.illlikely be 

different from the forecast amOunts. Also attached is an appendix c.ontairung 

definitions agteed upon by the participants. 

Conclusion 

The participants believe that the goals of the PPD and AB 1890 ate met 

through the ta.x accounting detailed above. The accounting fairly shares benefits 

and costs during the eTC transitionperiod. concludes obligatioils between 

ratepayets and utilities at the end of the eTC period. and at all times 

actommodates requirements imposed by talcing authorities and others. 

8 
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eTC Tax Workshop 
Pacific Gas & Eleetric Company 

Non-Nuclear GeneratiOn Regulatory Receivable for Taxu • Property Related 

Total Non-Nuclear 
Net Book Value at January 1, 1998 

Net BOOk Value Tax Gross up: 
Net Book Value 
RemainlnQ State Tax Basis • 

Net Excess Includabfe in Taxable Income 
State Tax Rate 
State Tax Differences Before Gross Up 
Net to GrOss Multiplier for Taxes 

Deferred Tax Uability (due frOm ratepayers) 

Net Book Value Tax Gross up: 
Net Book Value 
RemaininQ Federal Tax Basis 
State Tax Differenees Before Gross Up 

Net Excess Includable In Taxable Intome 
Federal Tax Rate 
Net to Gross Multiplier for Taxes 

Deferred lax Uability (due from ratepayers) 

Normalized Deferred Tax Resetve: 
ACRSfMACR$ Deferred Tax H 

Net 10 Gross Multipfier fot Taxes 
Total (etedit 10 ratepayers) 

Deferred ITC: 
Unamortized ITO 
Return on Unamortized ITC balance (per IRC 46(1)(1» 
Net to Gross Multiplier for Taxes 

TOlal (Cledit 10 ratepayers) 

CTC Revenue Requirement before Valuation 
less Valuation ••• 
Net OTC Revenue Requirement 

Net Book Value 

Nel CTC Revenue Requirement fot Taxes 

2,6~.S2S,OOO 
(1,06-4.«7.000) 
1,565,078.000 

8.840% 
138.352.895 

1.68765 

2.629,525.000 
(1.oe.c.447 ,000) 

(138,352.895) 
1,-426.725,105 

35.000% 
1.66765 

273,108.000 
1.68165 

PO&E used a combined tax rate in its forecast to estimate the state tax liability. 

$ 2,629,S2S,OOO 

342.134,418 

(460.910,716) 

See page 6 
See page 6 
See page 6 

(28,210,OO4) 

3,216.629,901 
o 

3.216.629,901 

(2,629,525,ooo) 

581.104,901 

.. 
Amount includes ARAM_ If the plant was SOld or valued at an amount other than zero, a portion Of 
this .... 'Quld be retained by PG&E In aCcordance with Internal Revenue Code normalization (ules. 

... For purpOses of this eomputation, pending actual valuation or sale, the valuation has bee~ assumed 
to be zero. 

Appendix A • Page 1 
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eTC Tax WOrkshop 
Pacific Gas & Elec1nc Company 

Non-Nuclear Generation RegulatOry Receivable lor Taxes· Property ReJated 

Fossil 
Net BOok Value al January 1. 1996 

Nel800k Value Tax GrOss up: 
Net 6(0): Value 
Remaining ~rate Tax Basis • 

Nel htl:\S Includable In Taxabfe Income 
State Tax Rate 
State Tax Ditretenees Berote Gross Up 
Net to Gross Multiplier for Taxes 

Deferred Tax Liability (due from ratepayers) 

Nel BOOk Value Tax Gross up: 
Nel BOOk Value 
Remaining Federal Tax Basis 
State Tax Differences Befote GrOss Up 

Net ExceSS Includablo fn Taxable InCOme 
Federal Tax Rale 
Net to GtoSS Mu;tip/ier for Taxes 

Deferred Tax Uabilit)' (due from ratepayers) 

Nonnalized Deferred Tax Reserve: 
ACRSIMACRS Deferred Tax .. 
Nel to Gross Multiplier fot Taxes 

Total (<<edit to ratepayers) 

Deferred IYC: 
Unamortized IIC 
Return on UnamOrtized HC balance ~IIRC 46(1)(1» 
Nel to Gross Multiplier for Taxes 

Total (Cledil to ratepayers) 

eTC Revenue Requirement before Valuation 
less Valuation ... 
Nel eTC Revenue Requiremenl 

Net Book Value 

Net eTC Revenue Requirement for Taxes 

821.137,000 
(4~,4.7,OOO) 
330,690,000 

8.840% 
29,232.996 

1.6$765 

8~1.137.000 
(.~.4. 7.000) 
(29.23~.996) 
3OI.457,0Q.4 

35.000% 
1.68765 

29,110,000 
1.68765 

• PG&E lIsed a COmbined lax rate in its forecasllO estimate the Slate tax liabilitv • 

$ 621,131.000 

49,335,066 

178.063.869 

(49,1~1.492) 

See page 6 
See page 6 
See page 6 

(to.m,893) 

995, t 08,550 
o 

995,108,550 

(821.131.000) 

161.911,550 

.. Amount includes ARAM. (f the plant was sold or varued at an amount other than zero, a portiOn of 
this would be retained by PG&E fn accordance wilh rnlemal Revenue COde nonnarizaliM rules. 

.... For purposes of this COmpulation, pending actual valuation or saTe, Ihe vafualion has been assumed 
to be UfO. 

Appendix A· Page 2 
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eTC Tax WorkshOp 
Pacific Gas & electric Company 

Non-Nuclear Generation RegulatOry Receivable fot Taxes· Property Related 

GeOthennal 
Nel800k Value at January 1.1998 

Net BOok Value Tax GrOss up: 
Nel BOOk Value 
Remainil'lO State Tax Basis • 

Nel Excess Includabfe in Taxable Income 
State Tax Rale 
Slate Tax Differences eefore Gtoss Up 
Net (0 Gross Multiplier for Taxes 

Deferred Tax liability (due from ratepayers) 

Net BOok Value Tax Gross up: 
Net BOOk Value 
Remainil'l9 Federal Tax Basis 
State Tax Differenus sefore Gross Up 

Net Excess InCludabfe In Taxable Ineome 
Federal Tax Rate 
Net to Gross Multipliet for Taxes 

Deferred lax liability (due frOni ratepayers) 

Normalized Deferred Tax Reserve: 
ACRSfMACRS Deferred TaX .. 
Netto Gross Multipliet for Taxes 

Tolal (<<edit to ratepayers) 

Deferred ITC: 
Unamortized lTe 
Retum on Unamortized ITC balance (per IRe 4S{f)(1» 
Nel to Gross Muttiptier for Taxes. 

Total (Uedit to ratepayers) 

eTC Revenue Requirement before Valuation 
less Valuation ... 
Net eTC Revenue Requirement 

Nel Book Value 

Net eTe Revenue Requirement for Taxes 

M1,890.000 
(107,765,000) 
234.125,000 

8.840% 
20,696,650 

1.6876S 

M1,e96,OOO 
((07.76S,006) 
(20,696,650) 
213.428,350 

35.000% 
1.68765 

4~,27~,OOO 
1.68765 

• PG&E used a COmbined tax rale In its forecast to estimate the state tax liability . 

$ 341,890,000 

126,0$7,324 

(1~,033,OM) 

See page 6 
See page 6 
See ,:.age $ 
(4,610.7~) 

OC2S,242,181 
o 

425,242.181 

(~1,890,OOO) 

83,352.181 

.. Amount indudes AMM. If the planl was sold or valued al an amount otherlhan zero, a pOrtiO/i of 
this would be retained by PG&E in actordance .... ith Internal Revenue COde normalizatiOn rules. 

H. For purposes Of this «Imputation. pending actual valuation or safe. the valuation has been assumed 
10 be zeto. 

Appendix A • Page 3 
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eTC Tax Wo.rksho.P 
Pacifie Gas & EleC1ric Company 

Non~utJeal Generation Regulato.ry Receivable for Taxes .. Plo.perty Related 

Hydro 
Net Book Value at January 1.1998 

Net BOOk Value TaY Gross up: 
Net Book Value 
Remaining State Tax Basis • 

Net Exeess Includable in Taxabfe Income 
Stale Tax Rale 
Stale Tax Differences Before Gross Up 
Net CO Gro.ss Multiplier fo.r Taxes 

Deferred Ta;( liability (due from ratepayers) 

Net BOOk Value Tax Gro.ss up: 
Net Book Value 
Remaining Federal Tax Basis 
State Tax Differences Berote Gross Up 

Net Exuss Includable in Taxable Income 
Federal Tax Rate 
Net to Gross Multiplier for Taxes 

Deferroo Ta;( liability (due fro.m ratepayers) 

Normalized Deferred Tax Reserve: 
ACRS/MACRS Deferred Tax .. 
Net to Gro.ss Multiplier fo.r Taxes 

To.tal (Cledit to ratepayers) 

Deferred ITC: 
Unamortized ITC 
Retum on Unamortized ITC balance (per IRC 46(Q(I» 
Net to. Gross Multiplier for Taxes 

TOlal (C(edit to. ratepayers) 

CTC Revenue Requirement befo.re Valuation 
le!>s Valuation ... 
Net CTC Revenue Requirement 

Net BoOk Value 

Net CTC Revenue Requirement fOl Taxes 

822.210,000 
(401.136,000) 
414,534,000 

8.840% 

822.270,000 
(401.136,000) 

(36,6«4,606) 
371,669.194 

35.000% 
1.68765 

04,233,000 
1.68165 

$ 822,210,000 

61,843.601 

n3,21 0,644 

See page 6 
se~ page 6 
Se~ page 6 
(9.046.645) 

989,874.78-4 
o 

989.874,78-4 

(822,270.000) 

167,604.78-4 

PG&E used a combined tax rale in its fo.re~st to. estimate the slale lax liability. For Hydro, a rate 
of 9.l% was used in the filing. Here. the rale has been C()rreded to S.8-C%, lowering tax costs. 

'" Amount includes AMM. If the plant was sold o.r valued at an amount other Ihan zero, a portion of 
this Wo.uld be retained by PG&E in aCCOrdance with Inlemal Revenue COde normalization rules . 

. t. For purposes of this computatio.n, pending actual valuation or sale. the valuation has been assumed 
10 be zero. 

Appendix A • Page 4 
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eTO Tax WOrkshOp 
PacifiC Gas & Elee1ric Company . 

Non-Nuelear Generation Regulatory Receivable for Taxu • Property Related 

Helms 
Nel BooJ\. Value at January 1. 1998 

Net Book Value Tax GroS$ up: 
Net Book Value 
Remalning State Tax Basis·· 

Net Excess Includable In Taxable InCOme 
State Tax Rate 
State Tax Diffetences Before GrOss Up 
Net to Gross MultiPlier lor Texes 

Deferred Tax liability (due from ratepayers) 

Net Book Value Tax Gross up: 
Net BOOk Value 
Remaining federal Tax Basis 
State Ta)( Diffetences Before Gross Up 

Net Ex~ss Includable In Taxable InCOOle 
federal Tax Rate 
Net to GrOss Multiplier fot Taxes 

Deferred Tax liability (due from ratepayers) 

Notma!it~ Deferred Tax Reserve: 
ACRSIMACRS Deferred Tax ... 
Net to Gross MultipMr ror Taxes 

TOlal (credit to ratepayers) 

Deferred ITO: 
Unamortized ITC 
Return 6n Unamortized ITC balance (per IRe 46(1)(1) 
Net to Gross Multiplier fot Taxes 

Total (Cledit 16 ratepayers) 

eTe Revenue Requirement befOre Val~ation 
less Valuation .... 
Net eTC Revenue Requirement 

Net Book Value 

Net CTC Revenue Re<luirement for Taxes 

$ 

6~,228,OOO 
(S2,499,OOO) 
585,129,000 

8.840% 
51.718,«4 

1.68765 

6~,228,OOO 
(52,"99,000) 
(51.778,4«) 
533,950,556 

35.000% 
1.68765 

13&.490,000 
1.68765 

PG&E used a COmbined tax rate in its forecast 10 estimate lhe stale lax liabildy. 

618,228,OOO 

87.38~,891 

315,392,580 

(230,34 7,349) 

See page 6 
See page 6 
See page 6 
(4,252,136) 

806.404,3$6 
0 

806,404,386 

(638,228,000) 

168,176.386 

.. AmountlnehKfes ARAM. If the ptant was sold or valued at an amount other than zero, a pOrtion of 
this WOuld be retained by PG&E In aC«)rdance with Inlemal Revenue COde normalization rutes. 

... For purpOses of this computation, pending actual valuation or sale. the valuation has been assumed 
(0 be zeto. 

Appendix A • Page 5 
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CTC Tax Workshop 
Pacific Gas & Electric Company 

Non-Nuelear Generation Regulatory Receivable for Taxes· Property Related 

WeIghted Average ITC 

FromCTCWP 1998 IM9 2000 2QQ1 TOlal 
Fossil $ 2l,421,000 22,27~,OOO 21.122,000 19.973.000 
GeOlhennal 10.486,000 9,971,000 9.455.060 8.939.000 
Hydro 20,S61.000 19,560.000 16.553.060 11.S18.000 
Helms 9.365.000 9.094.000 8.823.000 ... 8.552.000 

63.839.000 60.897.000 57,953.000- 55.012.000 

.cSCO!I} Calculation 
FOssil $ 23.421.000 $ 22,2n,OOO $21.122,000 $19,913,000 
Rate of Return • 9.45% 9.45% 9.45% 9.45% 
Return Net.tO-GroSs Multiplier H 1.255~ 1.255&& 1.25586 1.25586 
Credit to Return ... 

Geothennal 
Rale of Rerum 
Return Net·to-Gross Multiplier 
Credit to Return 

Hydro 
Rate of Return 
Return Net-lo-Gross Multiplier 
Credit to Return 

Helms 
Rate of Return 
Return Net·to-Gross Multiplier 
Credit to Return 

2,179,575 

$ 10,466,000 
9.45% 

1.2556& 
1,244,466 

2,643,214 

$ 9,911,000 $ 
9.45% 

1.255M 
1,183,346 

2,500,133 

9.455,000 
9.45% 

1.25586 
1,12~,108 

2,370.311 I 
$ 8,939.000 

9.45% 
1.25586 

1.060,810 I 

$20,567.000 $19.560,000 $18..553.000 $17,548..000 
U~ ~W ~~ U~ 

1.25586 1.2558& 1.25586 1.25586 

10,299,893 1 

4,610,190 1 

2.440.866 2,321.357 2.201,841 2,082.51S 1 9,046,6451 

$ 9,365.000 $ 
9.45% 

1.25586 
1,111.427 

9.094.000 
Q.45% 

1.25586 
1.079,265 

$ 8..823.000 $ 
~.4S% 

1.25586 
1,041,103 

8.552.000 
9.45% 

1.25586 
1.014.941 I 

Total 

4.252.1361 

28.210.064 I 
• Estimated Rate of Retum; the actual rate used during the eTC periOd Will be 

different. and normally is Slated with the equity grossup included. 

.. Only the equity component in the rate of return tequlres a gross-up. Here. 
current statutory lax rales are used with an assumed debt/equity ratiO of 
50% to develop this estimate; the actual gross up rate Will vary. 

... For purposes of this exhibit, return is nOl Included, and only this nc 
adjustment 10 return is shOwo. 

Appendix A • Page 6 
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eTC Tax WorkshOp 
Southern California Edison 

Non-NUClear Generation Regulatory ReceIvable for Taxes· summar)! 

Regulatory Tax Receivable • Non-nuclear Generation 

Property Related 

Ad Valorem Uen Date 

Investment Tax Cfedit 

Totaf 

Deferred Investment Tax Credit 

Appendix B. page 1 

$9.00~ 

3.738 

(14.775) 

($2.034) 

($25.096) 
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eTC Tax Workshop 
Southern Califomla Edison 

Non-Nutlear Generation ReouJato~ Rtc.tlYlble for Taxes· Property Related 

Net BOOk Value at Januaty 1. 1~8 

Ne' Bo6k Value Ta( GtoS.t up: 
Net BOOk Value 
RemaIning Stale Tax Basis 

Ne1 
AppOrtiOOed Sta!e Tax Rate 
Net to Gross Multiplier fot Taxes 

Total 

Net Book Value 
RemaInIng Federal lax Basis 
state Tax Differences before GroSs Up • 

Net 
Federal Tax Rate 
Net to Gross Multiplier for Taxes 

TOlal 

Normalized DMeiied Tax Reserve: 
AC~S I MACRS Deferred Tax .. 
Unl~p Defert~ Tax 
NOrmalized Taxes 
Net to Oro$$ Multiplier (or Taxes 

Tolal 

eTC Revenue Requirement before Valuation 
less Valuation ... 
Net eTC Re .... enue Requirement 

Net Boo). Value 

Net tTC Revenue RequIrement for Taxes 

This sclledule does noIlncIude amounts related 10 Hydro. 

• ~ is ~ as $i82,91 a,<lOO· &.5396% 

182.018.000 
8.53980% 

1.68211 

1.104.487.000 
(747.602.000) 

(15.620.8W 
341.264.169 

35% 
1.68211 

1~.692.000 
(4.881.000) 

129.711.000 
1.68211 

.. ~ ~$ AAIW.. if lht par.t was sold ¢( \'alutd at an at1'lOU'It O!her that'l2tfO • 

• portiorI of lfj$ woUd not be avahNe 10 ,a~1"'$ h ~ with 1ht htemaI R ............. 
co&. r'Ionnahatiot'l nHs . 

... rOt ~ of t-d W1"9.Aabon" ~ actual vakJation Ot ule, Iht vWiliotl hat 
beM IUum6d 10 t:.. zero. 

Appendix B, page2 

26.275.957 

200.91 S.3SS 

(218.188.170) 

1,113.490,142 
o 

1,113.490,U2 

(1,104.487.000) 

9.003.142 
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eTC Tax WOrkshOp 
Southern CalifornIa Edls(m 

Non·Nuclear Generation Regulatory R~celvabJc for Taxes • Ad Valorem LIen Date 

Timinb Difference· Ad Valorem Taxes 
lien Date Adjustment- Non-Nuclear 
Apportioned Tax Ral$ 
Net to Gross Multipliet (ot Taxes 

Total 

Normalized Deferred Tax ReseNe: 
N6nn~'jzed Taxes 
Net to Gross Multiplier for Taxes 

Tolal 

eTC Rever'lu$ Requirement 

This schedule does not Include amounts related to Hydro. 

AppendiX 8. page 3 

5,460.000 
40.55007% 

1.e8~11 

o 
1.68211 

3.737.964 

o 

3.737.964 
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CTC Tax WorkshOp 
Southern California Edison 

Non·Nuclear Generation Regulatory Receivable for Taxes • (nvestment Tax Credit 

Investment Tax Cre(J;t 
Deferred ITC· Non-NuClear at 1/1198 
Federal Tax Rata 

(25,096.000) 
35% 

1.68211 Net to Gross Multiplier for Taxes 
Total (14,774,981) 

Normalized Deferred Tax Reserve: 
Nonnalized Taxes 
Net to Gross Multiplier for Taxes 

Total 

o 
1.68211 

o 

CTC Ravenua Requifement • (14.774,981) 

This schedule does not include amounts rolated to Hydro. 

• Ody the gfo.$S-tJp related to. ITC is indJded with the RegUatOlY Asuts 'Of Taxes: the DefelTed ITC itself was 
separately listed. If the plant is sold or is val.Jed at an amOlM'lt other than zero, a portion of this W«Ad not be 
avalabfe to. ratepayers n to.mpiance ~i1h the Internal Revenue Code normailat$¢n nles. 

Appendix B, page 4 
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NON·NUCLEAR GEtlERATION REGULATORY RECEIVABLE fOR TAXES· PROPERT)' RELATED 

ToLal Non-Nuclur 

Net Boo\ Value II January 1,1998 

Net Boo\ Value TaJl Gross up: 
Net B~k Value 
Remaining Slate Tn Basis 

Net 
ApporljOntd State Tax Rate 
Net to Gross Multiplier lot TallU 

Total 

Net Book Value 
Remaining federal Tax Basis 
Slate Tax Differences befote Gross Up (1) 

Net 
Fedelal Tu Rate 
Net to Gross Multiplier fot Tues 

Tolal 

Normalized Defetred Till. ReseNe: 
A¢RSlMACR5 Deferred Tall. m 
Unlcap Deferred Tall. 
Normalized TaJles 
Net to Gross Multiplier for Talles 

Tolal 

Deferred no: 
Unamortized ITO (3) 
Net to Gross Multiplier for TaJl! s 

Total 

CTC Revenue Requirement befote Valuation 
less Valultion (4) 
Net CTC Revenue Requirement 

Net Book Value 

NEl CTC Revenue Requirement for lues 

(1) Amou"Us computed as $50,631,914' 9,3% 

151.86&.000 
(101.234.086) 

50.631.914 
8.8-4% 

1.&8765 

151,86&,006 
(90,904,825) 
( .... 7$.&61) 
56.425,314 

35% 
1.&81'65 

5.265.000 
(1.0&7.000) 
4.198.000 

1.&8765 

2.5$0.592 
1.&8165 

151,8U.OOO 

7,553,&8& 

33.329,159 

(1,084,754) 

(",304.~) 

181.359,585 
o 

181.359,585 

(151.856,000) 

29.493,$.$5 

(2) Amount includes ARAM. If the plant was sold ot valued at an amounlolhe, than zeto •• pQrtion of this would not 
be ava!!able to ,atepayers tn compliance with the Internal Revenue Code normalization fules. 

(3) If the plant is so!d or Is valutd at an amount oVlet than uro. a portiOn of Deferred ITO would not be Ivailable to 
ratepa)'ers in compliance witt'! Lhe Internal Revenue Code normalizatiOn fules. 

(4) ror purposes orthis compuLation, pending aetualva!ua\ion or sale. the valuation has been assumed to be rero. 
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I Definitions 

erc TAX 'VORI<SIIOP 
APPENDIX TO 

JOINT PROPOSAL AND EXHIBIT 

The panicipa.nts h~ve agreed upon the following definitions: 

1.1 DEFERRED TAX LIABILITY (DTL) 

Taxes owed by the utilities to taxing authorities. The liability is 

based on the difference between book and tax basis, after accounting (or 

accumulated book depreciation and accumulated tax depreciation to date. 

The difference times the applicable tax rate establishes the nominal amount 

of the liability. The liability generally will nOt come due immediately. but 

will be paid over time. 

1.2 DEFERRED TAX ASSET (OTA) 

Income taxes due from taxing authorities to the utilities. A DTA 

will usually come about because book treatment is mote favorabre than the 

corresponding (ax (reatment. For example, PG&E's treatment of vacation 

pay gives rise to a OTA because PG&E funds the taxes due. When a DTA 

is created. the utilities have paid more in lax today. but will receive future 

tax deductions that )1efd a tax benefit later. 

J.3 FLOW· THROUGH TAX ACCOUNTING 

Under this method of rate making, lax expense is included in the test 

rear re\'enue requirement based on actua1 (ash ta.'(cs paid 10 taxing 

Appendix D - Page I 
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authorities. Thus, the benefit of accelerated tax depredation is passed 

through to ratepayers in the early years oran asset's life, but is repaid in the 

form of higher rates in the later years of the asset's life. The Commission 

has adopted flow-through tax accounting for pre·1981 additions to plant, 

post·1980 differences between book and tax basis, and state taxes. 

1.4 NORMALIZED TAX ACCOUNTING) 

This meth6d of rate making sets rates based on tax expense 

computed as if book depreciation (which is not accderated) were 

deductible on tax returns. In effect, ratepayers reimburse utilities for total 

tax expense, inc1uding current and deferred taxes. This increases 

ratemaking tax expense initially, and gives utilities cash for deferred tax 

expense in excess of amounts actually paid to tax authorities in the earty 

years of the asset's life. However. in the later years of an asset's life, 

ratepayers benefit from lower rates because the total tax expense is rower. 

and the Deferred Tax Reserve is used to pay Current taxes due to taxing 

authorities in excess of the total tax expense recovered in rates. 

I.S DEFERRED TAX RESERVE 

For assets subject to normalized tax accounting. ratepayers will pay 

for a level ofta" expense in lates, in the earl)' )'ears of the asset's life, that 

is higher than the (ax expense paid by the utilities to ta.xing authorities. 

This extra amount funds a Deferred Tax Reserve that reverses in later years 

to pay lax expense (0 (axing authorities that is higher than that collected in 

I Applies prroomin.1nll)·IO lire and ITI(lhOO liming dlfTererxcs on planl placed-m·seoice after 1980. 
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rates. During the existence of the reserve. it is used to lower rate base. 

thus providing a benefit to ratepayers by lowering the return component of 

rates. 

1.6 REGULATORY ASSET OR RECEIVABLE 

Amounts owed by therattpayers to utilities. As defined aboVe. a 

DIL can be computed (or any asset based on the relative amounts of book 

and ta.x depreciation taken to date. If the asset was subject (0 flow.through 

tax accounting, the utilities have a regulatory receivable that recognizes 

that ratepayers have benefited from lower rates in the early years of the 

asset·s life. \\ith the expectation ofpayir'lg higher rates in the future in 

order to pay the DTL. If the aSSet was subject to normalization tax 

accounting, the ratepayers have funded the DTL; thus. there \\ill not 

generally be a regulatory asset in conjunction with normalized assets. 

1.7 REGULATORY LIABILITY OR PAYABLE 

Amounts owed by the utilities to ratepayers. 

2 The Ratemaking Tax Algorithm 

This compJex issue of fixed asset taxation can be clarified through 

understanding the (01l0\\;n8 principles: 

2.1 Depredation is beneficial (0 ratepayers and utilities because it is deductible, 

and therefore lowers tax expense. 

2.2 Book and tax depreciation at the end of life for any given asset will be 

exactly the same. 

Appendix 0 • Page 3 
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2.3 Ifbook and tax depreciation during the life of the asset is the same, taxes 

do not present an issue because there is conformity between the book and 

ta.x expense levels. The ratemaking revenue requirement would be based 

solely on recovery of the plant investment. 

2.4 However. tax depreciation is generally accelerated compared to book 

depredation, creating a "gap" between book and ta.x during the life of the 

asset 

2.S As this gap is closed (via reimbursement in rales (or book deprecation that 

is treated as income (or tax purposes b«-ause accelerated tax depreciation 

has already reduced taxable income in prior periods), taxes will be due to 

the taxing authorities. 

2.6 If ratepayers reimbursed utilities (or tax expense based on actuaJ tax 

depreciation ("flow·through"), then ratepayers will benefit from lower rates 

as the gap builds up, but must pay rugher rates to close the gap in the later 

years of the asset"s life, because utilities w1ll pay taxes on the gap. 

2.7 (fratepayers reimbursed utilities for tax expense as ifbook depreciation 

were deductible. then they have funded ("normalized") the taxes due on the 

gap. Ratepayer funding will be used On behalf of ratepayers to pay taxes 

due to ta.xing authorities as the gap is dosed. 

3 Com~lications Raised by the eTC 

J. J As noted above, either the flow.through or normalized methods of tax 

accounting will generally yield the same revenue requirement o"er the life 

of the asset. (The normalization method \\;11 produce a somewhat lower 

Appendix 0 • Page 4 
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revenue requirement in nominal dollars, sinc~ the Deferred Tax Reserve 

lowers rate base. and thus the return component of rates). 

3.2 Under CTC, the regulated status of the assets \vin COme to a dose at the 

end of the transition period; this is generally before the assets \\ill have 

fully depreciated. This bOok depreciation is nOw being accelerated; thus 

there is a need to fund taxes on the "gap" under eTC that would normally 

unwind in due course under cOst·of·servict regulation, but which \\ill now 

be accelerated. 

3.3 In effect. the Preferred policy Decision and AB 1890 require utilities to 

credit ratepayers for the reversal of the Deferred Tax Reserve in computing 

the eTC revenue requirement. In additiOn. ratepayers must nOw make a 

"catch up" payment over the transit jon period to repay the benefits 

previously received by ratepayers on the flow-through assets and to fund 

the Deferred Tax Resen .. e. Once funded. the Deferred Ta.x Reserve \\;n be 

used to pay taxes due to taxing authorities. 

(END OF ATTACHMENT 5) 
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COMMISSIONER JESSIE J. KNIGHT, JR., CONCVIUUNG: 

The estimated eligible transition costs arc large, but I am confident that they been reduced 
to the greatest practical extent under the law. More importantly, this reiterates the key policy 
principle that going forward costs must be rIXovercd from the market. I concur with this policy 
principle. Once a generation pJant has been given its market valuation. that plant must make 
economic sense to operate on a going-fon,-ard basis. The utility niH have to make the business 
decision as to whether the plant should continue (0 operate. It is imperative that utilities not have 
competilive advantage through transition cost subsidization of assets that are uneconomic on a 
going forward basis. If a plant cannot compete on a going-forward basis it has no place in a 
competitive market amI no place in Califomia·s fulure. 

I rake this opportunity to express my commitment that the Commission \\ill thoroughly 
review amounts posted (0 the transition cost balancing account in this proceeding, and 
particularly the monthly posting to the plant-specific accounts, (0 ensure that transition costs are 
minimized and to ptcvent any competitive advantage to utility plants that could arise by 
transition cost subsidization ofpJant operating costs. 

This decision e.stimates the total costs eligible for transition costs r~o\'Cry. \Ve know 
that the actual amount of transition costs will be less than this bec~use this estimation \\;11 be 
offset by the market valuation of the plants and other assets. What we can say with certainty is 
that these are not new costs and that these costs would have been recoveroo from ratepayers 
under the traditional regulatory framework. In fact, absent re.structuring these costs would have 
ocen higher because they would have been subjected to the higher carrying costs reflected by the 
utilities cost of capital. Furthermore, we can only begin to ponder what the next generation of 
uneconomic investments would have looked like had the discipline of competitive marketplaces 
not been introduced to the electricity industry and those who regulate it 

It is not competition thai resulted in these costs. Rather, it is competition that brought 
light to the fact lhat the traditional cost·of-service regulatory model had resulted in uneconomic 
investments. The exact magnitude of these uneconomic invc~tmenls is not kno\\n, but today we 
have estimated what the upper limits are. 

This decision tackles vcry tough issues. It seeks to implement the various provision of 
state law that govern the recovery of uneconomic costs of the utilities. AD 1890 did not Icavc 
this Commission \\;th much policy discretion \\ith respect to so called transition costs. This 
decision applies the law to the facts. 

Dated Novcmber 19, 1997 in San Francisco, CaHfomia. 

-L~.kssiel. Knight, Jr. 
Jessie J. Knight, Jr. 

Commissioncr 


