EXECUTIVE SUMMARY


CHAPTER I

Executive Summary

A. BACKGROUND

Introduction

In this Chapter of the report, we provide background information relating to the financial verification audit of the Diablo Canyon Nuclear Power Plant (Diablo Canyon) Statement of Sunk Costs and summarize the results of our agreed upon procedures review.  This work was performed by a team of people from the firms of Mitchell & Titus, LLP and the Barrington-Wellesley Group, Inc. pursuant to an order of the Public Utilities Commission of California (CPUC or Commission) and under the supervision of the CPUC staff.

The remaining sections of this Executive Summary describe the Diablo Canyon filing, the requirements for, scope and objectives of the audit and summarizes the audit results.  In Chapter II of the report, we describe the results of our agreed upon procedures review.  The work plans we followed in performing this review are included in this report as Appendix A. The Regulatory Framework within which Diablo Canyon costs were recorded and a brief history of the Diablo Canyon project are provided in Appendices B and C, respectively. 
The Diablo Canyon Filing

In December 1995, the Commission issued its Order Instituting Rulemaking on the Commission’s Proposed Policies Governing Restructuring California’s Electric Services Industry and Reforming Regulation (D. 95-12-063 as amended by D. 96-01-009), commonly referred to as the Preferred or Revised Policy Decision.  Ordering Paragraph 23 of this decision required Pacific Gas and Electric Company (PG&E or the Company) to file an application with its proposal for ratemaking treatment of Diablo Canyon that would price its output at market rates by 2003.  In response to this order, PG&E filed A. 96-03-054 dated March 29, 1996, to adopt a customer electric rate freeze and modify the pricing of Diablo Canyon power.

Audit Requirements

On May 21, 1997, the Commission issued D. 97-05-088 adopting the Company’s Diablo Canyon pricing proposal.  In this decision, the Commission ordered a financial verification audit of Diablo Canyon sunk costs.  Ordering paragraph 4 of D. 95-05-043 states that “a financial verification audit of PG&E’s Diablo Canyon accounts shall be performed by an independent accounting firm paid for by PG&E”.  Other sections of the decision provide background information relating to the audit and further define its scope.

The Utility Reform Network (TURN) advocated the audit saying that because Diablo Canyon was never subject to rate case review, its sunk cost calculations required more scrutiny and perhaps revision.  On this point, the Commission says that this is a case where past accounting practices with regard to depreciation expense and reserve calculations must be examined, and where the appropriateness of past capital additions must be checked as they lead directly to sunk costs.  TURN recommended a complete audit of Diablo Canyon sunk costs going back to the inception of the plant.

In its specific discussion of the audit, the Commission stated that it will not be a management audit and that it will not review the reasonableness of PG&E’s construction decisions.  Instead, the audit will be a financial verification audit, limited to sunk costs, to examine the Diablo Canyon accounts and express an opinion on the propriety of the financial statements. 

Audit Scope and Objectives

The audit was performed by a team from the firms of Mitchell & Titus, LLP (M&T) and the Barrington-Wellesley Group, Inc. (BWG), beginning in October 1997 with a scheduled completion date in February 1998. During the planning phase of the engagement, M&T and the Commission agreed that M&T would perform a special purpose audit in accordance with generally accepted auditing standards (GAAS) for the purpose of issuing an audit opinion on the Statement of Sunk Costs as of December 31, 1996.  In addition, the audit team would perform certain additional agreed upon procedures and prepare a second report (the Agreed Upon Procedures Report) describing the results of the audit and the agreed upon procedures review.  At the request of the Commission, PG&E prepared the Statement of Diablo Canyon Nuclear Power Plant Sunk Costs (Diablo Canyon Statement of Sunk Costs) following guidelines developed in D. 97-05-088 and in accordance with the Preferred Policy Decision and Assembly Bill 1890 (AB 1890) which was signed into law by the Governor on September 23, 1996.

The audit was conducted in conformity with Statement of Auditing Standards No. 62 which contains the American Institute of Certified Public Accountant’s requirements for Special Reports, including those applicable to specified elements and accounts contained in a company’s financial statements. At the time scheduled for completion of the audit, PG&E had not provided a significant number of the documents requested by the auditors, and M&T issued a preliminary draft audit report dated February 23, 1998 in which it disclaimed an opinion because adequate supporting documentation was not available.  A parallel draft of the Agreed Upon Procedures Report described the nature of the exceptions.  Following the issuance of these preliminary draft reports in March 1998, the deadline for completion of the financial verification audit and agreed upon procedures review was extended with a scheduled completion date of September 1, 1998.  By the end of fieldwork on July 15, 1998, PG&E had produced sufficient documentation to enable M&T to issue an unqualified opinion on the Diablo Canyon Statement of Sunk Costs.  The audit report in which M&T expressed its opinion is contained in a document submitted to the Commission separately. 

This report describes the results of the audit and our agreed upon procedures review of the Diablo Canyon Statement of Sunk Costs. For each account shown in the statement we provide background information, describe the regulatory framework relating to the specific item, describe the nature of our analysis, and identify any adjustments or questioned costs that result from our work. Since some of the items included in the Diablo Canyon Statement of Sunk Costs are based upon PG&E’s interpretation of applicable laws and regulatory principles, and because in some cases we believe there are appropriate alternatives, we use the term “questioned costs” to bring to the Commission’s attention those matters requiring its interpretation and approval or lacking adequate support.  In this manner, our work can be used by the Commission to narrow the scope of items requiring additional review.

The agreed upon audit procedures performed in this phase of the review are described in Appendix A.  The Commission’s CTC Special Procedures Audit Manager has advised us that the Commission agrees with these procedures.

B.  SUMMARY OF SIGNIFICANT FINDINGS

The Diablo Canyon Statement of Sunk Costs at December 31, 1996, which is shown on the following page (Table I-1), was prepared by PG&E to reflect Diablo Canyon Nuclear Power Plant sunk costs which the Company believes are allowable as transition costs in accordance with the Preferred Policy Decision and AB 1890.

Results of Audit

Our audit of the Diablo Canyon Statement of Sunk Costs was performed for the purpose of issuing an audit opinion regarding whether these costs are:

· Properly classified as nuclear generation

· Recorded in accordance with generally accepted accounting principles 

· Free of material misstatement.

Our audit was conducted in accordance with generally accepted auditing standards which require that we obtain reasonable assurance that the Diablo Canyon Statement of Sunk Costs as of December 31, 1996 is free of material misstatement.  Our opinion in our Independent Auditor’s Report dated July 15, 1998, was unqualified, indicating that based on our audit it is our opinion that the Diablo Canyon Statement of Sunk Costs was fairly presented in all material respects.

Table I-1
Statement of Diablo Canyon Nuclear Power Plant Sunk Costs

As of December 31, 1996

(Dollars in Thousands)






ELECTRIC UTILITY PLANT



Electric Utility Plant in Service
$         5,365,401


Utility Asset I 
746,187


Common Utility Plant
135,180


Construction Work in Progress
19,271


Total Electric Utility Plant
6,266,039






Depreciation Reserve
(2,125,023)


Net Electric Utility Plant
4,141,016






DEFERRED CHARGES



Vacation Pay Deferral
3,095


Deferred Capitalized Interest
1,558


Utility Asset II
167,634


Total Deferred Charges
172,287






DEDUCTIONS



Accumulated Deferred Taxes on Income
(789,893)


Deferred Investment Tax Credit 
(143,247) 


Commission Directed disallowance per

 D.97-05-088
(65,600)






Total Deductions
(998,740)


TOTAL DIABLO CANYON POWER PLANT RECORDED SUNK COSTS 
$        3,314,563





Results of Agreed Upon Procedures Review

The costs reflected in the Diablo Canyon Statement of Sunk Costs were reviewed following the procedures described in the work plans in Appendix A to this report.  These procedures include all planned tests required for our audit in accordance with generally accepted auditing standards and certain other procedures the Commission and we agreed we would perform.

In our review, we identified certain amounts that we have categorized as “questioned costs” (summarized in Table I-2 below).  Questioned costs are reported in categories that we have defined as follows:

· Inadequate Support (IS). Cost in this category are questioned because the Company no longer has the original documentation or other information needed to support the cost included in its filing or was unable to provide the information in the timeframe of the audit;

· Policy Decisions (PD).  This category includes costs that are included in the Company’s filing that we have questioned because they are not in strict compliance with definitions contained in applicable legislation and orders of the Commission; and

· Accounting Errors (AE).  Costs in this category are questioned because of accounting errors or other reporting problems.

In the findings of fact set forth in D. 97-05-088, the Commission stated that in the Diablo Canyon Settlement decision PG&E admitted to an error of no more than $100 million and that there was no dispute that an error was made.  Accordingly, the Commission disallowed from sunk cost the depreciated value of this amount.  The deduction for the depreciated value of this $100 million Commission directed disallowance of $65.6 million at December 31, 1996 is reflected in the Diablo Canyon Statement of Sunk Costs (Table I-1), but has not been identified with any particular problem.  Accordingly, this amount may be considered an offset to total questioned costs identified in the audit.

Table I-2

Summary of Questioned Costs

(Dollars in Thousands)
Item Description
Amount
Page Ref.
Reason
Explanation

Plant in Service – Employee Related
$6,600

II-9
IS
Support not available 

Plant in Service – Contractor Charges
104,500

II-14
IS
Extrapolation of test results

Plant in Service – Vehicles & Equipment
19,500

II-14
IS
Extrapolation of test results 

Construction Work in Progress
8,200

II-19
PD
Rotating Stock recoverable in ICIP

Common Utility Plant
57,100

II-21
PD
Allocation of General Plant

Deferred Tax Asset – Vacation Pay
100

II-27
AE
Erroneous allocation factor

Deferred Investment Tax Credit
14,800

II-29
AE
IRS Audit adjustment recorded in 1997

Depreciation Reserve
(4,700)

II-32
AE
Calculation of reserve related to $100 million Commission directed disallowance

Total
$206,100





The total amount of questioned cost shown in Table I-2 ($206.1million) represents potential exposure to error identified in the audit and agreed upon review procedures.  Our opinion as presented in our Independent Auditor’s Report dated July 15, 1998 on the Diablo Canyon Statement of Sunk Costs was unqualified indicating that this statement fairly presents, in all material respects, these costs as of December 31, 1996.  

The first five questioned costs items, which total $195.9 million, affect electric utility plant and after taking into account the Commission directed $100 million disallowance represents less than 1.6 percent of the total electric utility plant balance.  Our conclusion relating to fair presentation in all material respects is based on the relative insignificance of these items to the total electric utility plant balance and takes into account that our overall testing, which included review of PG&E internal supporting documentation, did not indicate that these questioned items were erroneously recorded in the underlying accounting records.  The three items questioned in Table I-2 are collectively insignificant to the total sunk cost balance.  Further, any plant in service item, if adjusted, would need to be reduced for depreciation and the effect of deferred taxes.

The cost of Diablo Canyon plant in service was recorded over a period of approximately 30 years from the date of preliminary survey and investigation in the mid-1960s through December 31, 1996.  When we were planning the audit, we believed that we might have difficulty obtaining some documentation relating to transactions that were recorded many years ago.  Initially, this proved to be the case and led to our disclaimer of opinion in the preliminary draft report issued in February 1998.  Since then, the Company obtained copies of original accounting records provided to a consulting firm in connection with their work for the Company at the time of the 1988 settlement and has located other information in storage at the Diablo Canyon Plant site.  Although some documentation we requested was not found, it is not of sufficient importance to affect our opinion on the statement.  We have, however, documented all of the exceptions to our audit tests in this Agreed Upon Procedures Report.

In addition to our specific tests of transactions, we have performed other procedures that might be relied upon to provide an additional level of comfort regarding the recorded plant balances.  For example, balances were verified to the Company’s general ledger and to balances included in annual FERC Form 1s and the Company’s audited financial statements.  Accordingly, our questioning of Diablo Canyon Sunk Costs should not be interpreted as a statement that the costs are not eligible for recovery as transition costs in the California industry restructuring proceedings.  Instead, our questioning of costs relates primarily to PG&E’s inability to provide adequate external supporting documentation for a limited number of transactions. For example, PG&E did provide internal documentation which included job cost ledgers, accounts payable registers, progress payment reports and accounting data sheets for the majority of the questioned costs relating to contractor payments, however, because no third party documentation was provided these amounts were questioned.
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