SUMMARY OF COSTS AND QUESTIONED COSTS


CHAPTER II

Summary of Costs and Questioned Costs

A.  INTRODUCTION

This chapter describes the results of our agreed upon procedures review of Diablo Canyon Sunk Costs as of December 31, 1996.  Appendix A contains copies of the work plans that describe the procedures we performed with respect to each account included in the Statement of  Sunk Costs.  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.

The Chapter is divided into the following sections:

· Electric Utility Plant (including Utility Asset I)

· Common Utility Plant 

· Construction Work In Progress

· Utility Asset II

· Deferred Tax Items

· Depreciation

This chapter also describes work we performed at the request of the Commission on accounts not included in the Diablo Canyon Statement of Sunk Costs.  These accounts were included within the scope of our review because PG&E requested sunk cost treatment in its Diablo Canyon pricing proposal, was denied this treatment in D. 97-05-088, and has advised the Commission that it may appeal.

· Nuclear Decommissioning 

· Nuclear Fuel Inventories

· Materials and Supplies

· Prepayments

For each account, 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 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.

Questioned costs are reported in categories that we have defined as follows:

· Inadequate Support. (IS) These cost are questioned because the Company no longer has the original documentation or other information needed to support the costs 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.

Summary of Questioned Costs

The following table summarizes all questioned costs.  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.  This $100 million adjustment 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 questioned costs identified in the audit.

Table II-1

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 questioned amount shown in the table above represents potential exposure to error disclosed in the audit and agreed upon procedures review.  The first five questioned cost items, which total $195.9 million, affect electric utility plant and after taking into account the $100 million disallowance represent less than 1.6 percent of the total plant in service balance.  The last three items questioned 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.

B.  ELECTRIC UTILITY PLANT IN SERVICE

Background

Electric Utility Plant in Service consists of generation and generation-related transmission plant at the Diablo Canyon plant site. Amounts recorded represent the cost of construction of Diablo Canyon reactor Units 1 and 2 beginning in 1968 through the dates of commercial operation in 1985 and 1986, plus all other generation related construction projects completed at the plant site through December 31, 1996. 

In accordance with Federal Energy Regulatory Commission (FERC) and CPUC requirements, PG&E accumulates the cost of construction work in progress (CWIP) in work orders for each construction project.  PG&E calls its work orders GMs which is short for General Manager, a form used in the construction accounting approval process.  All charges to GMs are entered into PG&E’s Job Accounting System which identifies the accounts charged and the type of resource used (i.e. primary cost elements).  The primary cost elements used by PG&E are listed and defined below:

· Labor.  Primary Cost Element 1 (PCE 1) is used for direct labor charges to a specific construction job or account.  This PCE also includes non-productive time assigned on the basis of direct labor charges.

· Materials and Supplies. PCE 2 includes the purchase price of materials or issue price of materials withdrawn from inventory charged directly to a construction job or other account.

· Employee and Other Directs.  Employee-related expenses includes meals, travel and other reimbursed expenses, adjusting accounting entries posted directly to the job such as the allocation of engineering charges to plant accounts. Employee and Other Directs are identified as PCE 3

· Overheads and Indirects.  This PCE includes allocated costs associated with the direct charges to the jobs.  Examples of indirect and overhead costs include general and administrative, supervision and engineering allocations.  Overheads and Indirects are identified as PCE 4.

· Corporate Items.  This generally refers to overhead costs charged to the construction job.  Corporate Items include AFUDC and payroll additives such as payroll taxes, and employee benefits.  Payroll additives are assigned based on direct labor charges.  Corporate Items are identified as PCE 6.

· Contract & Outside Services. PCE 7 includes monies paid for services charged to the construction job that were performed by a company other than PG&E.

· Vehicles & Equipment.  This includes the cost of vehicles and equipment charged to the construction job. Vehicles & Equipment are identified as PCE 8.

· Revenue & Other Income.  This generally includes items such as billing credits for work performed on a construction job that is reimbursable by an outside party.  Revenue and Other Income are identified as PCE 9.

The following table shows the composition of Diablo Canyon construction costs by Primary Cost Element and a reconciliation of total construction costs to Total Electric Utility Plant shown in the Diablo Canyon Statement of Sunk Costs:

Table II-2

Reconciliation of Charges by PCE to Statement of Sunk Costs as of December 31, 1996

(Dollars in Thousands)

Primary Cost Element



Number
Description
Amount


1
Labor
$   1.00            465,313



2
Materials & Supplies
417,717



3
Employee & Other Directs
513,241



4
Overheads & Indirects
489,115



6
Corporate Items
2,387,265



7
Contract & Outside Services
2,730,067



8
Vehicles & Equipment
20,949



9
Revenues
(4,316)




Total Gross Charges to PCEs
7,019,351



Reconciling Items





Plant Additions 5/96 – 12/96
33,134




FAS 109
(468,499)




Retirements
(366,530)




Common Allocation
57,100




Unlocated Difference
(8,517)




Total  Electric Utility Plant per 





Statement of Sunk Costs
$            6,266,039


The Total Gross Charges to PCEs represent the total Diablo Canyon construction cost from inception of construction to April 1996, the date PG&E converted to a new accounting system.  Transactions for these gross charges were provided to us in a database (described below).  The reconciling items represent transactions not included in the database which were recorded in the general ledger as of December 31, 1996.

Diablo Canyon Transactions Database

To facilitate our work, PG&E provided us with an electronic database containing the detail of transactions in the Diablo Canyon plant accounts during the period from 1975 through 1996.  The database contained approximately 2.5 million transactions.  Sampling techniques were used to select transactions for detail testing in the manner described for each primary cost element in sections of this chapter of the report that follow. The following information relating to each transaction was included in the database:

· Primary and detail cost element

· Processing year and month

· Job number

· General ledger account (primary and sub-account)

· Facility identification 

· PG&E responsibility cost center

· Source of entry

· Transaction date

· Batch number

· Specification number (vendor number for contractor charges)

· Dollar amount of transaction and quantity when applicable

Prior to 1975, PG&E maintained its plant records using a manual general ledger system and therefore detail transaction data was not available in electronic media.  Detail of these transactions was provided on manual general ledger cards and job cost statements, and audited as explained in the sections of this chapter that follow.

Regulatory Framework

Section 367 of AB 1890 authorized the recovery of the cost of generation-related assets as transition costs:

“The commission shall identify and determine those costs and categories of costs for generation-related assets and obligations, consisting of generation facilities, 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. These uneconomic costs shall be recovered from all customers on a non-by-passable basis...”

Section 330(s) of AB 1890 further authorized the recovery of the reasonable cost of capital additions:

“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...and appropriate additions incurred after December 20, 1995, for capital additions to generating facilities existing as of December 20, 1995, that the commission determines are reasonable and should be recovered, provided that the costs are necessary to maintain those facilities through December 31, 2001.”

In the December 20, 1995 Policy Decision (D. 95-12-063), the Commission defined net book value as “the original cost recorded in the company’s books for a particular asset less any accumulated depreciation and adjusted for deferred taxes, and any other asset or liability account which relates to the asset”.  In D. 97-11-074, this definition was reviewed and narrowed by the Commission to the more traditional meaning of “original cost less depreciation and amortization”.  However, the Commission stated that it would “fully and appropriately account for the impact of deferred taxes on the net book value equation”.  In addition, citing Section 367 of AB 1890, the Commission stated that “it is unambiguous that such assets (i.e. generation-related assets and obligations, consisting of generation facilities, generation-related regulatory assets, nuclear settlements, and power purchase contracts) were intended to be eligible for transition cost recovery”.

C.  TESTS OF TRANSACTIONS BY PRIMARY COST ELEMENT

Primary Cost Element 1 - Labor
Labor charges included in Diablo Canyon Plant in Service total approximately $465.3 million or 6.6 percent of the total $7.019 billion recorded in the Job Accounting System through April 1996 (see Table II-2 on page II-4).  Analysis of the database shows that labor consists of direct labor charges, non-productive time assigned to the direct labor, allocated labor and other items, as shown in Table II-3 below.
Table II-3

Summary of Labor Charges by Source of Entry

(Dollars in Millions)

Source of Entry
Amount


Direct Labor
$275.5



Non-Productive Time
46.1



Allocated Labor
142.0



Other Sources
1.7



Total
$465.3


PG&E employee work assignments are to specific responsibility centers (RC), and employee time charges are automatically assigned to the RC by the payroll system.  If employees perform work outside their assigned RC, the employee over rides the automatic time assignment and charges an account code related to the specific job or activity.  Validation of payroll charges occurs in two places: when the employee turns in a time card, and when the charges for the time post to the job.

When employees fill out their time cards, the foreman’s clerk or field clerk verifies the job number and accounting.  Then, the foreman or the employee’s supervisor reviews and approves the time card.  The project managers or accounting clerks also review recorded costs on a job and determine the appropriateness of charges.  If incorrect, correcting journal entries are made.

Analysis of Reported Costs

To test the $465.3 million of recorded labor costs, we assessed the control environment, performed global tests of labor charges and categories of labor costs, and performed detail testing of individual labor transactions recorded in the database. Tests were performed for all major categories of costs: direct labor, non-productive time, and allocated labor.

We reviewed the responsibility centers charging to Diablo Canyon labor accounts, with particular emphasis on those responsibility centers with charges in excess of $1 million and those under $10,000.  Responsibility centers with charges in excess of $1 million were those one would typically expect to find associated with Diablo Canyon.

For our detail tests of labor transactions, we asked PG&E to provide supporting documentation (i.e. payroll register, W-2, etc.) for employees in our selections.  We then prepared a spreadsheet and computed each employee’s annual salary based on the detail charge applicable to the time period represented by the transactions selected.  We compared our computed annual wage to the W-2 or fourth quarter payroll register to determine that charges to Diablo Canyon were reasonable.  We noted no significant exceptions in our detail tests of labor.

Our tests of labor allocation recorded via journal entries indicated that most charges are from Division Ledgers (DLs).  In the accounting system DL job numbers were established as temporary holding jobs used to accumulate Management and Professional Standard Time for individuals working on a variety of tasks.  Management and Professional Standard Time includes the labor of supervisors, engineers and other support staff who had responsibility for multiple jobs.  Their time was accumulated in the DLs and then allocated to active Diablo Canyon jobs based on direct labor.

Questioned Costs

None

Primary Cost Element 2 – Materials and Supplies used in Construction
Charges to Diablo Canyon Plant in Service from the Materials and Supplies inventory total approximately $417.7 million or 6.0 percent of the total $7.019 billion recorded in the Job Accounting System through April 1996 (see Table II-2 on page II-4).  Significant charges by plant account are shown in the table on page II-8:

Table II-4

Summary of Materials and Supplies used in Construction

(Dollars in Millions)

Plant Account
Amount


Reactor Plant Equipment
$84.5



Miscellaneous Power Plant Equipment
72.3



Water System Pumps
64.2



Engineering and Construction
60.8



Office Machines
38.7



Accessory Electric Equipment
35.6



Structures and Improvements
13.5



Transportation Equipment
11.4



Other, under $10 million
36.7



Total
$417.7


We selected a of sample transactions from the database for audit testing.  For the selected sample, PG&E was able to provide sufficient documentation to support the validity and classification of the charges to Diablo Canyon Plant in Service.

Questioned Costs

None.

Primary Cost Element 3 – Employee and Other Directs
This primary cost element is used to account for reimbursed employee related expenses for meals and travel, for example, and other direct charges including insurance premiums and rights of way acquisition.  Charges to Diablo Canyon Plant in Service total approximately $513.2 million of which $468.5 million relates to an accounting adjustment to conform to the requirements of FAS 109.  Detail from the database is shown in Table II-5 below.  

Table II-5

Summary of Other Direct Costs

(Dollars in Millions)

Detail Cost Element
Amount


FAS 109 Adjustment
$468.5



Insurance
14.1



Rights of Way
13.8



Employee Related
6.6



Other
11.2



Total
$513.2


Analysis of Reported Costs

Because of the generally small dollar amounts of charges to this PCE, audit tests were limited to the FAS 109 accounting adjustment.  We also requested support for certain employee related expenses (meals and other), however, PG&E representatives indicated that the supporting documentation for the employee related expenses had not been retained.  The $6.6 million of employee related expenses was therefore questioned due to the lack of availability of adequate supporting documentation.


The FAS 109 adjustment shown in Table II-5 above was originally recorded in 1993 in the amount of $468.5 million to convert from net of tax accounting for AFUDC, Utility Asset I and Utility Asset II to the new requirements of the Financial Accounting Standards Board.  PG&E intends to recover this amount as it is required to pay its tax liability through amortization of a related regulatory asset.  Accordingly, the Company recognized that if this amount was also included in its sunk cost filing it would lead to double recovery.  Therefore the Company reversed this amount by deducting it as a reconciling item between the database and the Statement of Sunk Cost in Table II-2 above.  We reviewed the FAS 109 adjustment amount and found it to be reasonable.

Questioned Costs

$6.6 million of employee related expenses for which adequate support was not provided.

Primary Cost Element 4 – Overheads and Indirect Charges
Overhead and other indirect charges to Diablo Canyon Plant in Service total approximately $489.1 million or 7.0 percent of the total $7.019 billion recorded in the Job Accounting System through April 1996 (see Table II-2 on page II-4).  Principal charges represent costs associated with functions such as materials storage and handling, tool rooms and shops, construction equipment, supervision and engineering, and general corporate administration.  The cost of these activities is captured in clearing accounts and then spread over the activities that benefit from them. The detail of charges by cost element is shown in Table II-6 below.

Table II-6

Summary of Overhead and Indirect Charges

(Dollars in Millions)

Detail Cost Element
Amount


Administration and General Expense
$222.5



General Engineering Expense
103.8



Nuclear Administration and Engineering
79.0



Engineering Supervision and Support
12.9



General Contracts Supervision
10.1



Stores Expense
11.6



Other
49.2



Total
$489.1


Overheads and indirect charges are initially recorded in specifically identified clearing accounts.  Charges are transferred from these accounts to construction accounts and maintenance using allocation factors that are determined on an annual basis.  For example, stores expense is allocated on the basis of direct materials charged to the accounts, administrative and general expenses are allocated based upon direct labor, and transportation and construction equipment overheads are allocated on the basis of equipment usage (miles or hours).  Some overhead charges are applied as a set amount as opposed to a percentage rate.  The cost of maintaining the purchasing department, for example, is recovered through a direct charge per line item on a purchase order or requisition.

Analysis of Reported Costs

We reviewed the Company’s policies and procedures relating to overheads and indirect charges and found them consistent with industry approaches and generally accepted accounting principals.  PG&E regularly reviewed the clearing account balances and the overhead rates applied.  Prior to the 1988 Diablo Canyon settlement overhead rates for Diablo Canyon were the same as those for the Company as a whole.  As a result of the settlement and the requirement that Diablo Canyon cost be separately accounted for, separate rates were developed for Diablo Canyon.

To assist with our audit of transactions in this area, PG&E prepared predictive test schedules that we reviewed and verified on a test basis.  We also selected transactions from the database for detail testing.  In addition, since the pro-ration of overhead and indirect charges may be appropriate while the initial charges into the clearing accounts may not, we reviewed a sample of charges posted to the clearing accounts.  No unusual charges to the clearing accounts were present in our sample.

Questioned Costs

None.

Primary Cost Element 6 – Corporate Items
Corporate items consist of the allowance for funds used during construction (AFUDC),  payroll and ad valorem taxes, benefits, insurance and other items not classified elsewhere.  The  Corporate items charged to Diablo Canyon Plant in Service total approximately $2.387 billion as shown in Table II-7 on page II-11.

Table II-7

Summary of AFUDC and Other Corporate Items

(Dollars in Millions)

Detail Cost Element
Amount


AFUDC
$2,078.4



Ad Valorem Taxes
204.6



Insurance
31.7



Payroll Taxes and Benefits
101.0



Interdepartmental Energy
69.1



Start-up Energy Credit
(97.4)



Other
.1



Total
$2,387.5


Analysis of Reported Costs

AFUDC is the mechanism whereby regulated utilities are allowed to earn a return on assets under construction before those assets have become part of the approved rate base. The 1988 Settlement Agreement established a ratemaking method that removed Diablo Canyon from the regulatory assets governed by Financial Accounting Standards (FAS) No. 71.  FAS 71 is applicable to regulated utilities and permits the capitalization of AFUDC as long as recovery is assured in the regulatory process.

Since the incentive rate mechanism for the Diablo Canyon asset adopted in the Settlement Agreement did not provide for a specific rate of return on rate base, FAS 71 became inapplicable to Diablo Canyon.  However, FAS 101 which provides for accounting by utilities in transition away from FAS 71 did not require retroactive adjustment to amounts of AFUDC recorded to date.  Beginning in 1988, FAS 34, which governs accounting for capitalized interest, was applied prospectively by PG&E to all Diablo work orders. 

Under FAS 71, PG&E implemented the AFUDC formula using “net of tax” values for borrowed funds to minimize the capitalization of cost for the ratepayer.  FAS 34 provides for the capitalization of interest without tax benefit (gross of tax) and with no allowance for equity funds (all funds are assumed to have been borrowed).  PG&E’s FAS 34 rates represented the average rate of specific Diablo Canyon debt issues.

At the time of the settlement, the Financial Accounting Standards Board was considering FAS 96.  This would have required PG&E to record capitalized interest net of tax and was issued before FAS 101 so it was not clear that retro-active adjustment was not required.  PG&E calculated the impact of the difference attributable to the tax offset as $746 million.  The Settlement Agreement provided for the establishment of a utility asset (Utility Asset I) that would allow PG&E to recover this cost.

FAS 96 was never implemented.  With the issuance of FAS 101, in December 1988, adjustment to plant costs was specifically precluded when converting from FAS 71 to FAS 34. As a result, no reduction was made to the recorded cost of Diablo Canyon and Utility Asset I was never needed for rate making purposes.  Reference to Utility Asset I in various PG&E reports is for “presentation purposes only.”

PG&E’s accounting procedures with respect to AFUDC are consistent with FERC and CPUC requirements and industry practice. PG&E calculated AFUDC rates monthly and compounded them semi-annually throughout the period of construction.  We used schedules prepared by the Company to verify the amounts recorded.  Applicable plant balances were agreed to the related accounting records and AFUDC rates were traced to applicable FERC Form 1s.  In addition, FAS 34 interest rates were agreed to supporting documentation relating to specific PG&E debt issues.  In performing these tests, we found that PG&E followed the practice of recording all AFUDC in a corporate holding account from which transfers to specific work orders were made, usually at the time CWIP was closed to plant in service.  For Diablo Canyon, this resulted in sporadic charges during the period of construction, with the largest transfers to specific work orders being made at the time Units 1 and 2 became operational in 1985 and 1986.

In performing our tests of AFUDC, we noted no significant exceptions.

Other corporate items, consisting primarily of ad valorem taxes, insurance, and employee taxes and benefits, were tested in a manner similar to that described for overhead and indirect charges.  No exceptions were noted.

Station power and energy credits relating to the sale of electricity during the test period prior to commercial operation were tested by reference to detail records of monthly transactions.  No exceptions were noted.

Questioned Costs

None.

Primary Cost Element 7 - Contracts & Outside Services
Contractor charges to the Diablo Canyon project total approximately $2.73 billion or 38.9 percent of the total $7.019 billion recorded in the Job Accounting System through April 1996 (see Table II-2 on page II-4).  During the initial construction phase of the project, PG&E acted as a general contractor and employed a number of specialty contractors to perform significant elements of the total project.  For example, Westinghouse was responsible for construction of the turbine generator units, the nuclear steam supply systems, and supplied nuclear fuel, H.P. Foley was responsible for electrical work, Guy F. Atkinson constructed the buildings and related structures, and Pullman performed the piping work.  In 1982, Bechtel was engaged initially to assist in project management and perform related engineering services and stayed involved in the construction of project through completion.  In total, there were 22 major contractors who account for $1.966 billion of the project cost.  Other contractors and consultants contribute $521.4 million and $242.7 million, respectively to the project cost.  The detail of contractor charges is shown in Table II-8, below.

Table II-8

Summary of Contractor Charges to the Diablo Canyon Project

(Dollars in Millions)
Contractor Name
Principal Responsibility
Specification

Number
Amount

Bechtel
Project Management Services
6969
$512.2


H.P. Foley
Electrical Equipment & Instrumentation
8802
441.9


Pullman
Power Plant Piping
8711
377.4


Guy F. Atkinson
Buildings and Structures
8831
136.0


Westinghouse
Nuclear Steam Supply – Unit 2
9800
103.0


Westinghouse
Nuclear Steam Supply – Unit 1
8700
78.2


Pinkerton
Plant Security
5639
50.9


Other Major Contracts



266.4


Other Contractor Charges


521.4


Consultants


242.7


Total


$2,730.1



   Includes charges from some of the vendors identified in the table under other specification numbers.
Analysis of Reported Costs

To facilitate the audit, PG&E assembled loose leaf binders containing information supporting contractor charges for each major contract.  The binders contained an explanation of the scope of contractor services, copies of the contracts, change orders, and invoices and other information relating to specific progress payments. 

For major contracts, we examined supporting documentation contained in the binders to verify as many charges as possible reported by PG&E.  We reviewed invoices relating dates and amounts and the types of services performed to summaries of charges contained in the binders.  All charges incurred since inception through the operative dates of Unit I (May 1985) and Unit II (March 1986) and following commercial operation were adequately supported and properly capitalized.

For other contracts and consultants, we used a statistical sampling approach to select charges from the database.  PG&E provided adequate support for 162 of the 209 transactions selected for sampling, and was unable to provide adequate supporting documentation relating to 47 transactions.  Based upon the population and sample size, we have computed a “most likely error” relating to the unsupported disbursements of approximately $104.5 million.  PG&E was able to identify the vendor and nature of charges, and had supporting internal accounting records for the majority of the 47 transactions.  There were no exceptions noted with regard to transactions for which supporting documentation was available.  The amount of unsupported disbursements was not considered material to the overall Diablo Canyon Statement of Sunk Costs representing less than 1.7 percent of gross charges to Plant in Service.

Questioned Costs

None relating to contractor charges for which there was adequate external supporting documentation.  Potential exposure to error from extrapolation of results relating to transactions for which documentation could not be found is approximately $104.5 million.

Primary Cost Element 8 – Vehicles and Equipment
This primary cost element is used to distribute the cost of vehicles and equipment usage to the proper accounts.  Charges to Diablo Canyon Plant in Service total approximately $20.9 million as summarized in the table below:

Table II-9

Summary of Labor Charges by Source of Entry

(Dollars in Millions)

Detail Cost Element
Amount


Construction Equipment
$8.9



Auto and Equipment Rental
7.1



General Construction Mileage
2.8



General Office Mileage
1.0



Other
1.1



Total
$20.9



The database contains approximately 51,800 individual transactions with an average amount of approximately $400.  Charges for owned vehicles and equipment are base upon mileage or hours of usage and are reported by employees using the equipment.  We used statistical sampling techniques to select transactions for testing.  However, PG&E was unable to provide adequate support for any of the items selected for testing.


There is no question that the construction of the Diablo Canyon project required the use of vehicles and equipment.  However, we were unable to perform our planned audit tests in this area and must question almost the entire cost. Based upon the population and sample size, we have computed a “most likely error” relating to the unsupported disbursements of approximately $19.5 million.

Questioned Costs 

Vehicle and equipment charges to the Diablo Canyon project totaling $19.5 million is questioned because adequate support was not available from the Company.

D.  Other Audit Procedures Relating to Plant in Service
Review of Capital Additions Work Orders

A project cost accounting system was used to account for Diablo Canyon capital costs.  Individual projects were designed, estimated and approved under specific work order numbers that PG&E refers to as GMs.  In this section of the report, we summarize the results of our review of Diablo Canyon work orders.  The purpose of this review was to verify that the work orders were for generation and directly related to the Diablo Canyon project, and to ensure that PG&E managed the work order process in accordance with approved procedures.

The work orders were sampled to develop a broad cross section designed to evaluate the total dollars identified as Diablo Canyon capital costs.  The selection method focused on large dollar work orders and additional work orders that appeared unusual.

All the work orders sampled were found to be for capital work at Diablo Canyon or for directly related capital projects.  In making this determination, work order descriptions were reviewed to determine that the work was for Diablo Canyon and that the project was properly classified as a capital addition.  Each work order was checked to ensure it was properly approved and was properly classified in the PG&E plant accounts.  For work orders indicating a repair or replacement, we investigated the recording of a related retirement.  Particular attention was given to work orders relating to common utility plant located away from the Diablo Canyon plant site.

Consistent with the Diablo Canyon Accounting Standards, Procedures and Instruction Manual, this type of common plant is accounted for as follows:

Any common plant installed at the Diablo site or used by Diablo employees shall be charged directly to Diablo jobs, on a job-by-job basis, through Budget Program 106. The policy shall be applied to all common plant, both at the plant site, and that used by Diablo employees outside the plant gates.

Several Diablo Canyon support groups are physically located in San Francisco.  These groups include budget management, engineering, human resources, and technical services.  Similar to Diablo Canyon employees at the Diablo Canyon Power Plant, Diablo Canyon employees in San Francisco use office space, computer workstations, and office furniture to support Diablo Canyon operations.  Consistent with the Diablo Canyon settlement, the cost associated with assets dedicated to and used by Diablo Canyon employees was charged directly to Diablo Canyon jobs.

Retirements
The second area addressed during the review was the timing of retirements and the impact of retirements on Diablo Canyon Sunk Costs.  A number of the sampled work orders addressed the replacement of existing equipment.  In a number of cases, records failed to indicate related retirements of the existing equipment.

The PG&E accounting process requires that when a retirement unit is removed from service at Diablo Canyon, or any other PG&E facility, the property unit is retired in accordance with Electric Plant Instruction 10 B (2) of the FERC Uniform System of Accounts.  The instruction reads in part as follows:

When a retirement unit is retired from electric plant, with or without replacement, the book cost thereof shall be credited to the electric plant account in which it is included. If the retirement unit is of a depreciable class, the book cost of the unit retired and credited to electric plant shall be charged to accumulated provision for depreciation applicable to such property.

The review highlighted instances where the retirement documents were not found.  However, as shown in the following example, there is no impact on net plant in service from the failure to make timely retirements.

Table II-10

Retirements of Units of Property
Description
Before
Retirement
After

Gross Plant
10,000
(1,000)
9,000

Accumulated Depreciation
(4,000)
1,000
(3,000)

Net Plant
6,000
0
6,000

As shown in the above illustration, net plant before and after the retirement is the same, since the credit to gross plant is exactly offset by the charge to accumulated depreciation.

PG&E uses a straight line remaining life method of depreciation, which recalculates the depreciation rate to be applied to gross plant on an annual basis.  This has the effect of correcting for any overstatement of gross plant that may occur from the failure to make timely plant retirements.

The use of the straight line remaining life method of depreciation results in the same net plant balance regardless of whether the retirements were recorded or not.  Since the Diablo Canyon Sunk Cost balances are based on net plant balances, the results are not affected by the processing of plant retirements.  Further, because Diablo Canyon remaining lives were shortened in 1997 to coincide with the end of the CTC transition period, net plant will be depreciated to zero in 2001.

Construction Cost Variances
A third area of evaluation addressed PG&E's management and reporting of construction cost variances.  PG&E's Policy on Capital Expenditures authorizes the Business Unit General Manager to approve project overruns under the following conditions:

(a) Projects of $10 million or more - if the overruns do not exceed ten percent of the approved project costs.  This authority may not be delegated further.

(b) Projects of less than $10 million - if the overruns do not result in the estimated costs exceeding $10 million and the overruns do not exceed $1 million.

For projects that are less than $10 million, the Diablo Canyon General Manager may delegate project management responsibilities.  The project managers may also approve project overruns within their own level of authority.  A variance explanation in the form of an overrun letter or a revised job estimate is required for a job or project that is expected to exceed its approved costs.

In our sample, records were not found for all the identified overruns.  However, there was evidence that the process for the control of project overruns was implemented in the majority of those cases where the project did experience an overrun.  Therefore, no work order costs were questioned due to a lack of documentation.

Capitalized Inventory

The Diablo Canyon Statement of Sunk Costs includes $17.9 million of Capitalized Emergency Material (CEM) recorded as Plant in Service and an additional $8.2 million of Rotating Stock classified as Construction Work in Progress. Although the Commission has decided that materials and supplies (M&S) inventories are to be recovered as going forward costs, CEM is sufficiently different than M&S that recovery as sunk costs is appropriate.

In D. 97-05-088, page 40, the Commission expressed concern for the potential double recovery of M&S costs and concluded that M&S should be excluded from sunk costs with projected five-year consumption to be included in the ICIP. This also was the position adopted in D. 97-11-074 in which the Commission states that "as of January 1, 1998, materials and supplies inventories for fossil plant assets are going forward costs, which should be excluded from transition cost recovery, consistent with the intent of AB 1890." (page 67)  However, in neither of these decisions did the Commission specifically address the question of CEM.

Analysis of Reported Cost

PG&E addresses the accounting and control of CEM in Standard Practice No. 520-6 which was most recently revised effective August 1, 1985.  This accounting instruction provides policy guidance and establishes the criteria for capitalization of CEM:

Policy. To maintain the specific quantities of materials and supplies stock that are necessary for emergency use to protect the system from extended, unscheduled service interruption, and which are not useful beyond the time the major facility is in service.

Capitalization Criteria. Material capitalized for emergency use consists of major items (retirement units) and minor items (including spare parts) which are stored and used system-wide and must meet the following criteria. All material must be:

· Vital to operations.

· Retained for emergency replacement only.

· Difficult to obtain from suppliers.

· Of significant value (currently $10,000 or more per item)

· Of comparable life to the original equipment.

· No expectation of use.

In response to our requests, the Company performed research regarding whether or not the FERC or CPUC charts of accounts or other pronouncements address the question of capitalization of CEM.  Although this research produced no result, the Company obtained a publication by the National Association of Regulatory Utility Commissioners (NARUC) entitled Interpretations of Uniform System of Accounts; as revised February 27, 1981 which in item 50 posses the following question and the related answer:

Question. For certain types of equipment, it is common practice for utilities to keep essential spare parts or auxiliary equipment on hand for emergency purposes. Is it permissible to record the cost of these spare parts or auxiliary equipment in the corresponding plant accounts or should they be recorded as Plant Materials and Operating Supplies?

Answer. Spare parts or auxiliary equipment which are subject to use as normal periodic replacements should be recorded in Account 154, Plant Materials and Operating Supplies. However, it is permissible to record in the related plant accounts the cost of spare parts or auxiliary equipment which are essential for emergency needs, are associated with specific plant in service, and are not subject to use as normal periodic replacements.

We tested PG&E's compliance with its established procedures relating to Diablo Canyon CEM and found that the Diablo Canyon Material Facility Manager had prepared periodic reports notifying Construction Accounting of changes in the status of CEM as required by the procedures. In addition we reviewed listings of CEM as of December 31, 1996 and agreed totals to amounts included in the Statement of Sunk Costs.

From the descriptions and dollar amounts of items on the list, it is clear that the majority of CEM items are unique to Diablo Canyon.  The Company advised us that most items are not generally interchangeable with other items in inventory and that they will likely maintain the Diablo Canyon CEM for the life of the plant. Although these items are needed for replacement in the event of an unexpected Diablo Canyon equipment failure to prevent the potential of long-term outages, there is no expectation of use at the time CEM is capitalized.

Under current procedures, individual items of CEM are capitalized only if cost exceeds $10,000.  About half of the line items in the current CEM listing provided by the Company have unit costs less than this amount.  However, the total of such items is about $550,000 and under established procedures, the Company does not delete items of CEM when it periodically raises the capitalization threshold.  The minimum amount was increased from $2,000 to $10,000 in October 1993.

The $8.2 million in Rotating Stock included in CWIP as of December 31, 1996 is not the same type of material nor does it have the same purpose as CEM.  Rotating Stock consists of electrical components, communications equipment, and instrumentation, for example, that is replaced during major outages and refurbished for subsequent use.  This removal and refurbishment cycle is similar to the salvage procedures related to other types of utility plant, which require that salvaged material be recorded as M & S.  Further, as of December 31, 1996, the $8.2 million balance of Rotating Stock includes approximately $2.0 million of materials loading and A&G expense.  This balance of Rotating Stock is more appropriately classified as M&S inventory that should be recovered in the ICIP rather than as sunk costs in the CTC.  

Based upon our knowledge of PG&E’s accounting system, we also selected certain detail cost elements for additional testing.  PG&E has provided adequate explanation and support for the items selected.

Questioned Costs

The $8.2 million in Rotating Stock included in CWIP as of December 31, 1996.  

E.  COMMON UTILITY PLANT

The Statement of Sunk Costs includes two types of Common Utility Plant.  Approximately $78.0 million in original cost of plant represents common facilities at the Diablo Canyon Power Plant.  An additional $57.1 million is included based upon an allocation of general and administrative facilities costs as shown in Table II-11 below:
Table II-11

Common Utility Plant
(Dollars in Thousands)
Description
Amount

Diablo Canyon Common Utility Plant
$78,049





Allocated Common Utility Plant Cost



General Office (excluding PCs and furniture)
33,775


General Office PCs and Furniture
9,616


Computer Center
5,492


Microwave  Link (SF - Diablo use charge)
1,051


San Ramon Learning Center
2,182


San Ramon Laboratory
1,514


Other
3,501


Total Allocated Cost
57,131






Total Cost of Common Utility Plant
$135,180

The $78 million of Diablo Canyon Common Utility Plant represents the cost of common facilities at the Diablo Canyon plant site.  This amount was accumulated in Diablo Canyon work orders during the period of plant construction and was tested during the audit in the manner described for other plant in service.

The Company has included $57.1 million of allocated common plant cost in its Diablo Canyon pricing application based on precedent established in prior GRC’s.  The Company’s rationale for the sunk cost treatment of a portion of its general office and other allocated common costs is described on page 2-2 of its Application to Modify Diablo Canyon Pricing as follows:

Consistent with the Diablo Canyon cost segregation and chargeback methodology adopted in the 1988 Diablo Canyon settlement agreement and implemented in PG&E’s General Rate Cases, additional common utility plant, such as computer centers, telecommunications equipment, building space and fleet vehicles, would be removed from PG&E’s utility rate base and reallocated to Diablo Canyon.  Formerly, such assets remained in PG&E’s utility rate base with Diablo Canyon-related costs recovered through chargebacks from the utility to Diablo Canyon.

The allocated amounts included in the Statement of Sunk Costs are based upon Diablo Canyon Labor Factors (DLF) approved for use in the allocation of general and administrative expense (FERC accounts 920 and 921) in the 1993 GRC.  The allocation methodology and specific DLF were not contested in the Diablo Canyon pricing proceeding and the Commission implicitly approved this treatment in D. 97-05-088.  In its discussion of Sunk Costs on page 33 of this order, the Commission recognizes that PG&E has proposed sunk cost treatment of “common utility plant attributable to Diablo Canyon (including allocation of common plant)”, and made no adjustments to this element of sunk costs.  However, this treatment is not consistent with PG&E’s proposal relating to generation-related common plant adopted by the Commission in the non-nuclear sunk cost proceedings.

Regulatory Framework

In D. 97-11-074 the Commission adopted 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 these off-site common and general plant costs cannot be fully mitigated, the uneconomic costs of off-site common and general plant may be recoverable through transition cost treatment.  However, we put the utilities on notice that such mitigation efforts will be thoroughly reviewed and scrutinized in the annual transition cost proceedings and that we expect the utilities to use their best efforts to find alternative uses for these assets.  Further, because these allocated common costs are not generation related per se, and could be used for any number of alternative purposes, they are not specifically afforded sunk cost treatment under Section 367 of AB 1890.”

Analysis of Reported Costs

Amounts shown in Table II-11 above were computed by PG&E based upon plant balances as of December 31, 1994, except for the General Office complex, the cost of which was updated for an estimate of the cost of the 215/245 Market Street Retrofit Project closed to plant in service in 1995 and 1996.  Plant balances were allocated to Diablo Canyon sunk costs based upon a weighted average allocation factor of 7.56 percent derived from the use of specific DLF ranging from 1.46 percent applicable to the San Luis Service Center (included in Other in the table above), to a high of 12.06 percent for the San Ramon Laboratory.  The General Office Buildings Complex and related PC equipment and furniture were allocated using DLF of 8.60 and 2.16 percent, respectively.

We tested the Company’s allocations and found them to have been computed in the manner described above. DLF used in the calculations were taken from the work papers filed in the 1996 GRC.  However, the rates used are not specifically mentioned in D. 95-12-055 because this matter was not contested in that proceeding.  The DLF were derived from DLF adopted in the 1993 GRC (D. 92-12-057) based upon Diablo Canyon Use Studies.  However, the text from the order in this proceeding (D. 92-12-055 pages 77-80) provided by the Company in response to DCA-90 addresses factors to be used for the allocation of General and Administrative expenses to Diablo Canyon, and apparently does not anticipate the allocation of General Office and similar types of plant balances to the Diablo Canyon project.  In fact, it appears that the intent of the G&A cost allocation is to remove Diablo Canyon related expenses from base rates since they are recoverable under the PBR determined in the Diablo Canyon settlements.

In our discussions with Company representatives regarding this matter, we  were advised that one of the factors causing them to seek alternative treatment of the same assets in two different rate proceedings is the difference in the valuation methodology adopted for non-nuclear and nuclear generation related assets.  For non-nuclear generation assets, the intent is to depreciate assets to their market value at the end of the transition period.  For Diablo Canyon, the intent is also to depreciate the plant to market value.  However, this is effectively equal to zero net book value based upon the Company’s assumption that the operating costs of nuclear facilities will equal or exceed the market value of the electricity produced.

Questioned Costs

Although the Commission has previously approved rates based upon the Company’s proposed allocation of common facilities costs to Diablo Canyon, the $57.1 million in allocated common facilities costs is questioned because of the Commission’s alternative treatment of these identical costs in the non-nuclear sunk cost proceedings and because there is no specific provision in AB 1890 for inclusion of General Utility Plant costs in sunk costs.  Further, since the underlying assets have many alternative uses, it is reasonable to assume that their market value is greater than their recorded depreciated original cost.  Related adjustments are needed to Deferred Taxes, Deferred ITC, and the Depreciation Reserve respectively, to remove balances related to General Plant common facilities allocations to these items in the Statement of Sunk Costs.

Regulatory Implications

The Commission should review this matter again and consider adoption of consistent treatment of allocated general plant in applicable sunk cost proceedings.

F.  CONSTRUCTION WORK IN PROGRESS

The Diablo Canyon Statement of Sunk Costs includes $19.2 million for projects that were under construction as of December 31, 1996.  This amount includes $8.2 million in cost related to rotating stock that was intended to be recorded as plant in service under accounting principles described in a preceding section of this chapter of the report (see page II-17 under Capitalized Inventory).  Projects included in CWIP will require additional capital expenditures during the transition period before being closed to plant in service.

Regulatory Framework

Regulatory principles applicable to plant in service summarized in the section above are also applicable to CWIP.  In addition, the Commission will need to consider rules to prevent the recovery of future capital expenditures relating to projects under construction as of the statement date in both sunk costs and the ICIP. 
Analysis of Reported Costs

Analysis of CWIP was performed in accordance with the agreed upon procedures work plan in Appendix A.  For selected work orders, original job estimates and project descriptions were compared to authorization documents and costs as of December 31, 1996.  These work orders were also traced to the underlying accounting records.  We reviewed project descriptions and significant charges to work orders that comprised CWIP at December 31, 1996 to determine whether or not PG&E had charged costs in accordance with Commission decisions and AB 1890.

Analysis of the 1996 CWIP balance indicates that it includes generation-related projects under construction as of December 31, 1996.  We have questioned capitalized rotating stock items of $8.2 million included in the CWIP balance previously on page II-19.  We have no other proposed adjustments to CWIP as of December 31, 1996.

Questioned Costs

See discussion on rotating stock beginning on page II-17.

G.  UTILITY ASSET II

Utility Asset II is made up of four categories of cost established as part of the 1988 Diablo Canyon settlement.  The unamortized balance by category of cost of Utility Asset II recorded as of July 1, 1988 and December 31, 1996 is shown in Table II-12.  The amortization period per the settlement was 28 years.  PG&E correctly amortized Utility Asset II from June 1988, through December 31, 1996.

This section of the report discusses Utility Asset II cost categories and describes the results of our review.  In D. 97-05-088 the unamortized balance of Utility Asset II was reported as $167.6 million 

The Utility Asset II costs were reviewed in accordance with the agreed upon procedures work plan in Appendix A.  The results of this review are described in the sections that follow.

Table II-12

Utility Asset II

(Dollars in Thousands)


Asset Category
Unamortized Balance
 July 1, 1988
Unamortized Balance
December 31, 1996

Incurred Costs on Diablo Canyon Common Facilities

$64,025

$44,425

Deferred Taxes on prior Flow Through Timing Differences

103,752

24,316

Write down of Nuclear Fuel Inventory to Market Value

83,326

57,803

Unamortized Gain/Loss on Reacquired Debt 
58,958
41,090

Total
$310,061
$167,634

Common Facilities 

Common facilities at the Diablo Canyon plant site were constructed to support the operation of both Units 1 and 2.  Common facilities must be constructed, tested, and placed in operation parallel with the start of the first unit.  Diablo Canyon Unit 1 commenced operation on May 7, 1985.  Diablo Canyon Unit 2 followed on March 13, 1986, a difference of approximately 10 months.

FERC requires the common portions of two unit plants to be placed in service with the initial operation of the first unit.  This requirement is contrary to the CPUC requirement that allows only 50 percent of the common facilities to be placed in service with the operation of the first unit.  The CPUC requires that the remaining 50 percent of the plant remain in CWIP until the second unit is placed in service.  This difference in regulatory treatment created the need for the recording of the common facilities portion of Utility Asset II.

The common facilities portion of Utility Asset II was reported by PG&E to have a value of $64 million as of July 1, 1988.  This asset consists of: ad valorem taxes, depreciation, and carrying cost on 50 percent of the investment in common facilities for the period between the commercial operation dates of Units 1 and 2.  The aforementioned amounts have been reduced by amortization for the period March 1986 through June 1988 and deferred tax associated with the depreciation.  These amounts were deferred based on a CPUC order which did not allow PG&E to include 50 percent of the Diablo Canyon common facilities in the Diablo Canyon Adjustment Account (DCAA) revenue requirement as of Unit 1 commercial operation date.

Analysis of Reported Cost
Diablo Canyon common facilities include the training simulator; breakwater repairs; Unit 1 construction; Unit 2 construction; Emergency Operations Facility; Diablo Canyon Training Center; Emergency Response System; Radiation Monitoring; and a spare motor in the turbine building.  The common facilities serve both Unit 1 and 2 and were required to be in operation at the time of the initial operation of Unit 1.

Based upon our review, amounts reported by PG&E concerning the components of common facilities, depreciation, ad valorem taxes, carrying costs, and the adjustment to include amounts based on the CPUC jurisdictional portion of the Diablo Canyon costs appear to be properly calculated.

Questioned Costs

None.

Deferred Taxes on Prior Flow Through Timing Difference 

The Deferred Taxes portion of Utility Asset II was reported by PG&E to have a value of $103.8 million on July 1, 1988.  Deferred taxes on capitalized overheads (prior flow-through timing differences) represent the taxes associated with overheads that were capitalized and amortized for book purposes and deducted for tax purposes before there was specific authorized recovery of deferred taxes through base rates.  Consistent with the ratemaking treatment adopted in D. 97-05-088, the amortization was taken up to the end of 1996 and a percentage was applied to the remaining capitalized overhead component of the original amount to develop the remaining tax amount.  The remaining amount that was previously flowed-through will be recovered by PG&E in its Diablo Canyon Sunk Cost revenue requirement calculation from 1997 to 2001.

Analysis of Reported Cost

The portion of Utility Asset II associated with Deferred Taxes on Capitalized Overheads (prior flow-through timing differences), is valued at $103.8 million.  Work papers which were prepared by the Company’s external auditors support the calculation of this deferred tax amount which includes $68.7 million in federal and state flow-through taxes, and $35.0 million in state tax depreciation.  Through reasonableness tests, we determined the carrying value of $68.7 million at December 31, 1996 but PG&E reduced this amount by $48.1 million by dividing the carrying value of $216 million for the Utility Asset II by the original amount established in 1988 of $310 million.  The adjusted carrying value is approximately $20.6 million which will be recovered by PG&E in its Diablo Canyon Sunk Cost revenue requirement from 1997 to 2001.  PG&E did this to avoid double counting so in that, the amount removed would not be recovered through amortization.  Thus, no questioned cost was associated with this net-of-tax item.

Questioned Costs

None.

Write-down of Nuclear Fuel Inventory to Market Value 

The nuclear fuel portion of Utility Asset II represents the difference between the cost and market value of nuclear fuel as of June 30, 1988.  During the period from the announcement of the plant in 1963 to 1988, PG&E accumulated a large nuclear fuel inventory.  The inventory was acquired at a time when the demand for nuclear fuel increased rapidly due to a rush by utilities to add nuclear capacity.  PG&E stated they were attempting to ensure they would be able to supply the Diablo Canyon plant with fuel in what appeared to be a restricted fuel market.

In the United States, utilities’ efforts to build new nuclear facilities slowed and essentially stopped in the 1980s.  Market factors previously causing increases in the cost of nuclear fuel failed to maintain its price.  In the 1980s, the change in nuclear demand resulted in a sharp decline in nuclear fuel prices.

PG&E tracked the nuclear fuel market report published monthly.  During the period when much of the nuclear fuel inventory was purchased, nuclear fuel prices ranged from $8/lb to $45/lb.  The nuclear fuel market peaked in 1980.  In the period from 1980 to 1982, the market price dropped from its high of $45/lb to $16/lb and then increased slightly to $25/lb during 1982 and 1983.  Currently the price of nuclear fuel is approximately $12/lb.

In an effort to match the cost of inventory with current market prices, the company wrote down the value of the nuclear fuel inventory.  This $83.3 million write-down was formalized as a part of the 1988 Diablo Canyon settlement.  The write-down consisted of a before tax adjustment of $134.1 million net of tax savings of $50.7 million. 

Analysis of Reported Cost

In response to data requests, PG&E provided detailed information regarding nuclear fuel deliveries that were in inventory as of July 1, 1988.  On a test basis, we selected one of about three or four deliveries under each contract for testing.  Quantities and price were tied to delivery information and tested for agreement with contract terms and related change orders without exception.

For market pricing, PG&E subscribed to an industry publication (NUEXCO) that reported the average price for nuclear fuel at each stage in the nuclear fuel cycle.  PG&E used the 1988 market data reported by NUEXCO as the ‘market price basis” for the write down of nuclear fuel inventory.

Questioned Costs

None.

Unamortized Gain/Loss on Reacquired Debt 

Unamortized gain/loss on reacquired debt was $59.0 million on July 1, 1988.  This portion of Utility Asset II resulted from gains and losses incurred by PG&E in transactions related to the refinancing of Diablo Canyon debt during the years of construction. 

The cost reported in the Statement of Sunk Costs represents the sum of the gains and losses on reacquired debt, net of deferred taxes.  Reacquired debt attributable to Diablo Canyon was developed as the percentage of the depreciated Diablo Canyon plant in service balance at March 31, 1988 to the total net PG&E plant in service on the same day, applied to the total gain/loss on reacquired debt during the period.

Under normal GAAP guidelines, a gain or loss on reacquired debt should be recognized in the period when the debt is reacquired versus some future period.  In addition, the gain or loss if material should be classified as an extraordinary item and presented net of related income tax effects on the income statement.  However, because PG&E is a regulated enterprise, this amount was recorded as a regulatory asset under FAS 71 in accordance with the Commission’s decision in the 1998 settlement.

Analysis of Reported Cost

Our analysis of unamortized gain/loss on reacquired debt related to Diablo Canyon indicates the processes used by PG&E were acceptable.  Although we were unable to examine all of PG&E’s records supporting the calculation of gain or loss on reacquired debt during the periods from 1968 through June 1988, the amounts we were able to test were consistent with Company records.  

Questioned Costs

None.

H.  DEFERRED CHARGES AND CREDITS

This section discusses the deferred tax items (both charges and credits) included in the Diablo Canyon Statement of Sunk Costs as of December 31, 1996. The deferred tax items including Vacation Pay Deferral, Deferred Capitalized Interest, Accumulated Deferred Taxes on Income and Deferred Investment Tax Credit are covered under D. 97-05-088.  This decision directs PG&E to adopt the same ratemaking methodology used by SCE and SDG&E in the SONGS settlement.

Our analysis of Deferred Tax Items was performed in accordance with the agreed upon procedures work plan in Appendix A.  Our analysis indicated that the reserves were calculated consistent with the prior years’ accruals and were reasonable with the exceptions noted below.

Vacation Pay Deferral 

In D. 88-01-061 the Commission allowed PG&E to normalize the income tax effects (federal and state) of book and tax timing differences related to the cost of vacation pay.  The deferred tax amount reflects the tax effects of timing differences related to post-1985 vacation pay expense that is recognized on PG&E’s income statement in the calendar year accrued, but becomes deductible for tax purposes only when economic performance occurs.  For tax purposes, economic performance occurs when an employee actually takes a vacation and is paid for the vacation by March 15 of the year following the tax year.  A debit balance, represents a deferred tax asset, indicating that current year expense for book purposes exceeds the amount deductible for tax purposes.  The current year deferred tax asset balance generally should reverse to zero in the following year only to be replaced by a new balance related to the following year’s vacation pay expense timing differences.  For Diablo Canyon, the vacation pay deferral was determined by an allocation of the total deferred tax asset.  A ratio of the total number of eligible employees associated with Diablo Canyon operations divided by the total number of eligible employees at PG&E was determined.  Although this allocated amount is not recorded on the general ledger, it has been reported separately for Diablo Canyon since the 1988 settlement. This item increases sunk costs consistent with the ratemaking treatment adopted in D. 97-05-088.

Analysis of Reported Cost
PG&E initially identified $6.2 million of Vacation Pay Deferral attributable to Diablo Canyon as of December 31, 1996.  During the audit this amount was reduced to $3.1 million.  The $6.2 million balance was miscalculated and was not found consistent with the supporting documentation prepared and provided by PG&E.

PG&E was able to support the amount of $3.1 to be recovered on behalf of Diablo Canyon.  The $3.1 million reduction was due to the miscalculation of the predetermined ratio. This ratio, which is applied on a pro-rata basis to establish the correct allocated amount, was initially determined to be 7.45 percent and was subsequently, reduced to 7.13 percent. The difference between these ratios resulted in a tax affected amount of $100,000 to reduce the recovery amount to $3.0 million on the Diablo Canyon Statement of Sunk Costs.

Questioned Costs

$100,000 related to the deferred tax effect of the vacation pay accrual.
Deferred Capitalized Interest 

In D. 88-01-061 the Commission allowed PG&E to normalize the income tax effects (federal and state) of book and tax basis timing differences related to the capitalization of interest costs associated with financed self-constructed assets (including post-1985 property considered “transitional”). The deferred tax asset reflects the tax effects of accumulated interest expenditures capitalized on a tax basis, as required by Section 263A of the Internal Revenue Code (IRC), in excess of the debt portion of AFUDC capitalized for book purposes over the life of the asset.  This reserve is used to increase sunk costs consistent with the ratemaking treatment adopted in D. 97-05-088.
  Prior to the Economic Reform Tax Act (ERTA) of 1981 and the Tax Reform Act (TRA) of 1986, the excess amount was expensed as interest for tax purposes.  As a result of ERTA, the excess is capitalized for tax purposes and deducted over the tax life of the vintage account through tax depreciation.  Because the book expense is greater than the tax expense, a deferred tax asset is created.

Analysis of Reported Cost
Based on D.97-05-088, PG&E initially identified $4.3 million of Deferred Capitalized Interest attributable to Diablo Canyon as of December 31, 1996.  During the audit this amount was reduced to $1.6 million. These tax related balances were reviewed and were found consistent with the supporting documentation prepared and provided by PG&E as shown on the Diablo Canyon Statement of Sunk Costs for the year ended December 31, 1996.  

Questioned Costs

None.
Accumulated Deferred Taxes on Income

Accumulated Deferred Taxes on Income primarily result from the use of the Accelerated Cost Recovery System (ACRS) and the Modified Accelerated Cost Recovery System (MACRS) for tax depreciation purposes.  PG&E normalizes the salvage, depreciation life, and depreciation method tax-timing differences as mandated by the IRC in 1981, and has established a reserve for the accumulated deferred income taxes that result from the normalization of cost recovery benefits under ACRS and MACRS.  Under normalization, PG&E collects revenues for current and deferred taxes in its cost of service.  This reduces its rate base by the amount of the deferred tax reserve, giving the ratepayer the time value of money that is consistent with past Commission decisions, the restructuring decision (D. 97-05-088) and the IRC.

Analysis of Reported Cost
PG&E has estimated the amount of ACRS/MACRS deferred income taxes associated with Diablo Canyon using the vintage plant data available in the accounting system.  PG&E determined the total amount of plant in service and the related deferred income taxes based on the relationship between vintage book and tax bases of Diablo Canyon assets. 

Based on the CPUC’s D. 97-05-088 ruling, PG&E initially identified $832.3 million of Accumulated Deferred Taxes on Income attributable to Diablo Canyon as of December 31, 1996. During the audit, PG&E prepared and provided supporting documentation for costs by vintage tax years from 1984 to 1996 for plant in service.  These costs rolled up to the $789.89 million shown in the Diablo Canyon Statement of Sunk Costs.  Our review of PG&E’s supporting documentation did not idenify any questioned costs associates with this item.

Questioned Costs

None.
Deferred Investment Tax Credit (ITC) 

A Commission decision allowed PG&E to remain fully eligible to claim and retain certain ITC benefits (including Post – 1985 property considered “transitional”).  The method of normalization is described in IRS regulations, for companies like PG&E that irrevocably elected IRC Section 46(f) treatment.  Section 46 (f) and related regulations allow a ratable amortization of ITC benefits to related earnings and a corresponding restoration of rate base.  The unamortized balance of the ITC reserve is treated as a reduction in sunk costs.  PG&E computes the annual amortization of the ITC reserve generally using vintage book remaining lives based on PG&E’s most recent “May 1 Letter”, a report that the Company uses to submit its annual depreciation studies to the Commission.

Analysis of Reported Cost
Based on D. 97-05-088, PG&E initially identified $159.4 million for Deferred Investment Tax Credit attributable to Diablo Canyon as of December 31, 1996.  PG&E reduced this amount by a 1997 IRS Audit Adjustment of $12.4 million recorded in 1997 on PG&E’s general ledger and subsequently identified as relating to Diablo Canyon, and 1997 amortization of $2.4 million. PG&E’s revised Deferred Investment Tax Credit at December 31, 1996 is $143.2 million.  Our review of the $159.4 million deferred ITC did not identify questioned cost, however, the $12.4 million IRS audit adjustment and the 1997 amortization for the month of January of $2.4 million not recorded in the PG&E general ledger at December 31, 1996 are questioned.
Questioned Cost

The IRS Audit Adjustment of $12.4 million and the 1997 amortization for the month of January of $2.4 million are being questioned due to the timing of these transactions which were recorded after December 31, 1996.

I.  DEPRECIATION RESERVE

PG&E calculated annual depreciation accruals for Diablo Canyon using the straight-line remaining life method in accordance with Commission Standard Practice U-4, “Determination of Straight-Line Remaining Life Depreciation Accruals.”  From 1986 to 1994, PG&E developed accrual rates for the Diablo Canyon units based on average service lives of 30 years and zero net salvage.  The 30-year average life estimate is based on the license life in Application 84-060-014 and the Diablo Canyon ratemaking settlement D. 88-12-083.  CPUC D. 88-12-083 implies a 30-year ratemaking life (28 years from the Decision date) for Diablo Canyon production assets by creating a regulatory pricing structure that endures for 28 years from the decision date.

In 1994 PG&E adjusted depreciation rates to reflect interim retirements (i.e., retirement of equipment that was expected to occur prior to the end of the useful life of the underlying power plant) in calculating the remaining life of the plant.  Prior to that, PG&E used the license life without any adjustment.  This change in the calculation of deprecation increased annual depreciation expense by approximately $56 million beginning in 1994. 

Computation of Diablo Canyon depreciation rates was modified in D. 87-03-029, dated March 6, 1987, to exclude decommissioning costs in the estimated net salvage rates.  In 1997 PG&E began depreciating Diablo Canyon over a five-year period as authorized in D. 97-05-088.  

The reported end of year 1996 adjusted balance for the Diablo Canyon depreciation reserve is $2.1 billion.  The annual balance of the Diablo Canyon depreciation reserve account is shown in Table II-13 below.

Table II-13

Diablo Canyon Depreciation Reserve

(Dollars in Thousands)


Year
Balance at End of Period

1985
$     72,037

1986
241,777

1987
443,640

1988
319,400

1989
487,919

1990
692,042

1991
900,831

1992
1,108,208

1993
1,448,230

1994
1,732,737

1995
1,986,346

1996
2,290,212

Adjustments


FAS No. 109 Adjustment
(165,188)

Depreciation on Commission directed $100 million disallowance per D. 97-05-088
(34,400)

Adjusted 1996 Sunk Cost
$2,090,623

The depreciation reserve reflects the beginning reserve balance, plus the current year depreciation expense, less retirements, net salvage and other adjustments.  The decrease in the depreciation reserve in 1988 reflects the retirement of $261.5 million of assets.  The 1993 balance includes a $103.8 million adjustment to accumulated depreciation associated with the Diablo Canyon FAS 109 gross-up.  The adjusted sunk costs exclude $165.2 million associated with the FAS 109 gross-up as well as the $34.4 million accumulated depreciation associated with the $100.0 million disallowed plant costs identified in D. 97-05-088.  

Analysis of Reported Costs

Diablo Canyon depreciation expense was calculated using the straight line remaining life method in accordance with industry standards.  PG&E submits schedules of its proposed depreciation accrual rates to the Director of the CPUC Energy Division each year on May 1 (“May 1 letters”). The May 1 letters show the calculation of depreciation rates for each unit based on end of year gross plant balances and remaining lives for each FERC account. The plant balances on the May 1 letters do not reflect the actual plant balances closed to the general ledger, but the estimated balances are adequate for the calculation of depreciation rates.

The proposed depreciation rates contained in the 1986 to 1994 May 1 letters were calculated in accordance with Commission Standard Practice U-4, “Determination of Straight-Line Remaining Life Depreciation Accruals.”  The proposed depreciation rates for 1994 to 1996, as shown in the May 1 letters reflect the remaining lives determined through the interim retirement study.

In its 1994 interim retirement study, PG&E assigned lives to sub-categories of plant assets which were not expected to last the entire 30 year life of the major-structure portion of the plant.  Data used to determine retirements were developed by plant personnel who identified certain equipment that would need to be replaced before the plant reached the end of its license term.  

In the interim retirement study the service life for each component is the lesser of the settlement life (30 years) or the estimated life based on engineering estimates.  Nuclear Engineering and Construction Services (NECS) provided maximum and minimum service lives for each retirement unit.  Minimum lives were used in the study.  The use of minimum lives results in higher annual depreciation rates.

The remaining life for each unit is determined at the FERC account level based on the weighted average of the remaining lives of the individual retirement units.  While there were some inconsistencies in the settlement lives and gross plant balances used in the 1994 interim retirement study, these inconsistencies had no material impact on 1994 depreciation expense.  These inconsistencies were corrected in spreadsheets used in 1995 and 1996 to determine remaining lives based on interim retirements.

PG&E incorrectly calculated the amount of accumulated depreciation associated with the $100 million disallowed plant costs identified in D. 97-05-088.  Per D. 97-05-088, the depreciated value of $100 million was calculated based on the ratio of the depreciated value of original plant and the undepreciated value of the original plant.  The depreciated value of original plant equals the December 31, 1996 depreciated value of the entire plant less the depreciated value of all capital additions prior to December 31, 1996.

PG&E used an improper depreciation rate in its calculation of the depreciation of capital additions (3.59 percent vs. 4.55 percent in 1994) and an improper value for the depreciated cost of the original plant as of December 31, 1996.  The proposed adjustment is as follows:

Table II-14

Proposed Adjustment to Depreciation 

Reserve per D. 97-05-088

(Dollars in Thousands)

Sunk Cost Statement
$34,400 

Corrected Amount
39,100 

Adjustment
($4,700)

Questions Costs

The Diablo Canyon depreciation reserve is properly stated based upon recorded plant balances, and depreciation methods and rates on file with the Commission.  The audit identified a $4.7 million adjustment to increase the depreciation reserve associated with the $100 million electric utility plant disallowance in D. 97-05-088, thus lowering the net disallowance.

Other Observations

In connection with the agreed upon procedures review, we conducted a survey of nuclear power plant depreciation methodologies used by six other utilities.  The overall conclusion from the survey is that there is no standard approach to the determination of nuclear power plant depreciation accruals and reserves.  Specific findings from the nuclear plant depreciation survey which relate to PG&E’s depreciation of Diablo Canyon are as follows:

· PG&E’s use of the straight line remaining life method is consistent with the methodology used by four of the six utilities.

· PG&E’s use of a 30-year average service life for Diablo is consistent with other utilities.  Plants are generally depreciated over the licensed life of the plant.  Two utilities perform depreciation studies to determine power plant service life.  SCE and SDG&E use a 30-year life for the depreciation of SONGS 2 and 3.  SCE’s investment in Palo Verde is depreciated over 39 years.  This use of a 39-year service life rather than a 30-year service life reflects changes in NRC criteria regarding the start of a nuclear unit’s 40-year license life.  Duke and ComEd use composite service lives for all of their nuclear units.

· None of the utilities surveyed performed a detailed study of interim retirements similar to PG&E’s.  However, SCE and SDG&E nuclear depreciation expenses reflect interim retirements, and Entergy has recently requested approval for the use of interim retirements in determining depreciation expenses.  SCE and SDG&E nuclear depreciation expenses are based on a .25 percent interim retirement rate. This results in a slight reduction in the remaining life of the plant and an associated increase in depreciation expense.

· No utilities surveyed include significant negative net salvage in the calculation of deprecation expense.  Although SCE includes a small amount of net salvage for certain FERC accounts, the amount could be considered negligible.  No other surveyed utilities include negative net salvage in their nuclear plant depreciation calculations following the external funding of decommissioning.

J. OTHER AREAS OF INVESTIGATION

Other areas of investigation represents items which the Commission requested we review but which were not part of the Statement of Sunk Costs.  These include nuclear decommissioning, nuclear fuel inventory, materials and supplies inventory and prepayments.  Our analysis of each of these items is discussed in the sections that follow.

In its March 29, 1996 Application 96-03–054, PG&E petitioned for inclusion of nuclear fuel inventory, materials and supplies and prepayments in Diablo Canyon Sunk Cost.  However, in the sunk cost proceedings, the ALJ agreed with the ORA and TURN positions that the carrying cost of nuclear fuel inventory, materials & supplies and prepayments should be removed from sunk cost, recovered through the ICIP and amortized over five years as is allowed for shut down O&M.

Nuclear Decommissioning

Diablo Canyon decommissioning costs are not included in the Statement of Sunk Costs and were not within the scope of the agreed upon procedures review.  Diablo Canyon decommissioning costs are recovered in PG&E base rates. D. 88-12-083 states that decommissioning “...shall receive ratemaking treatment in accordance with Commission policies for decommissioning nuclear power plants.”

Per D.97-05-088, decommissioning funds for Diablo Canyon and Diablo Canyon’s share of contributions to the Department of Energy Decommissioning and Decontamination fund are recovered in PG&E’s base rates.  PG&E updated its Diablo Canyon decommissioning study and cost estimates in its 1999 test year general rate case (GRC) filed with the CPUC on December 12, 1997.

Nuclear Fuel Inventory 

PG&E maintains nuclear fuel inventory in various stages of processing.  Diablo Canyon nuclear fuel inventory consists of raw uranium, U308, UF6 and fabricated fuel assemblies that are held by, and stored at, the processor’s facility. All nuclear fuel uranium, processing and servicing cost are lease financed and capitalized as incurred.

The nuclear fuel inventory includes inventories of raw uranium concentrates (U308), converted U308 to UF6 material, enriched uranium product (EUP) and also the cost of reload for the next refueling outage.  The UF6 inventory includes the allocated cost of uranium (from the U308 inventory) and the conversion service charge.  The EUP inventory includes the allocated cost of Uranium (from UF6 inventory), conversion service (from the UF6 inventory) and also the cost of the enrichment service. The cost of the reload includes the allocated cost of uranium (from the EUP inventory), conversion services (from the EUP inventory), and enrichment services (from the EUP inventory) as well as the fabrication cost.  Reloads are fabricated in Columbia South Carolina.  Use taxes are also included in the reload cost and are paid when the fuel enters the state of California.  Deliveries to Diablo Canyon take place approximately 2 to 3 months before the start of a refueling outage.  Fuel is reclassified as in-core fuel at the beginning of the next cycle of operation.

In this review, we tested the EOY 1996 nuclear fuel inventory balance of $102.7 million.  In its sunk cost application PG&E sought to recover $78 million in nuclear fuel cost. The $78 million represented a “three-year average” of “out of core” nuclear fuel cost based on the Diablo Canyon refueling plan of two refueling outages every three years.

In the Application filed March 29, 1996 PG&E sought recovery of “Out-of-Core” nuclear fuel held in inventory.  PG&E held the position that nuclear fuel inventories are necessary to support operations and that the cost of nuclear fuel included in the ICIP mechanism is the cost of fuel in the reactor core.

PG&E also argued that their proposal assures that there will be no out of core nuclear fuel inventory cost outstanding at the end of the five-year transition period. Those opposed to inclusion of nuclear fuel in sunk costs argued that:

· Inclusion would result in a duel benefit to PG&E, namely 1) amortization of nuclear fuel inventory over the five- year transition period, plus 2) inclusion of nuclear fuel inventory in the ICIP.

· Neither SONGS nor Palo Verde nuclear plants maintain out of core nuclear fuel inventory.

· 92 percent of EOY out of core nuclear fuel would be burned within five years.

· The market for nuclear fuel allows it to be sold to other utilities. Therefore, the assumption that 100 percent of out of core nuclear fuel is a sunk cost is incorrect, even in the event of plant closure.

Analysis of Reported Costs

Analysis of the Diablo Canyon nuclear fuel inventory was performed in accordance with the agreed upon procedures work plan in Appendix A. The inventory consists of the components shown in Table II-15 on page II-35.

Table II-15

Diablo Canyon Nuclear Fuel Inventory

As of December 31, 1996

(Dollars in Thousands)

Inventory Source
Location
Amount

Undesignated U308
Out of  core
$20,134

Undesignated UF6
Out of  core
22,108

Undesignated EUP
Out of  core
50,228

Reload DC - 11
Out of  core
10,222

Total

$102,692

PG&E has a well-documented procurement process for nuclear fuel used at Diablo Canyon.  We reviewed the Diablo Canyon nuclear fuel perpetual records and found no unusual variances.  PG&E used market indices to develop nuclear fuel costs included in the CTC filing.  The cost reported on the sunk cost statement reflects actual cost paid by PG&E for the nuclear fuel.  Reported quantities of nuclear fuel were verified through the examination of confirmations, invoices and vendor statements.

Pacific Energy Finance Company (PEFCO) finances PG&E’s nuclear fuel purchases by means of a leasing arrangement.  PEFCO is a wholly owned subsidiary of PG&E.  We were able to agree PEFCO’s asset (investment in nuclear fuel lease) to the Diablo Canyon liability (capital lease obligation) without exception.

Questioned Costs

None.
Other Observations

PG&E should reevaluate its nuclear fuel safety stock level (i.e. quantity of nuclear fuel held in inventory) to determine if it is possible to reduce nuclear fuel inventory level, thereby, reducing finance charges.

Materials and Supplies Inventory

PG&E maintains a significant amount of materials and supplies for the on-going operation 
of Diablo Canyon. The materials and supplies (M&S) inventory balance consists of approximately, 4,000 normal stock (regular spare parts, maintenance and repair) items.  These M&S are housed and stored at the Diablo Canyon plant site. 

In its sunk cost application filed March 29, 1996, PG&E sought to recover 90 percent (10 percent balance =depreciation) of M&S cost equal to $77.8 million.  PG&E held the position that M&S are necessary to support operations and would be a loss if the plant were shut down.  PG&E also argued that including M&S as sunk cost would be consistent with the SONGS decision and methodology reflected in its sunk cost application.

Opponents to the inclusion of M&S in sunk costs argued that “inclusion of M&S in sunk cost would result in a dual benefit and unfair advantage to PG&E”.  The dual benefits were a) Amortization of M&S over the five-year transition period, plus b) Inclusion of M&S in the ICIP.

Analysis of Reported Cost
Analysis of M&S inventory was performed in accordance with the agreed upon procedures work plan in Appendix A.  PG&E adjusted its final M&S representation downward by $11 million to $66.8 million.  Due to our inability to observe physical inventory counts we performed alternative procedures to test recorded balances.   We noted no exceptions in the work we preformed.

Questioned Cost

The $77.8 million identified in Application 96-03-54, should be revised to $60.1 million (90% of $66.8 million).  The revised amount reflects PG&E’s adjusted M&S cost.

Prepayments

PG&E maintains insurance coverage for; Property Damage (insurer: NML & NEIL) Business Interruption (insurer; NEIL) and Indemnity (insurer: NRC).  In an Application filed March 29, 1996, PG&E sought to recover $4.3 million in prepaid insurance.  PG&E held the position that insurance is required for the operation of Diablo Canyon, there is always an outstanding prepaid insurance balance at the end of transition period and inclusion of prepaid insurance does not result in a double charge to rate-payers.  Opponents to the inclusion of prepaid insurance in sunk cost argued that it would give PG&E a year of free insurance premiums or a dual benefit.  The dual benefits were a) Amortization of prepaid balances over the five-year transition period, plus b) Inclusion of insurance expense in the ICIP.

Analysis of Reported Cost
Analysis of prepayments was performed in accordance with the agreed upon procedures work plan in Appendix A.  PG&E adjusted its final prepayment balance downward by $322 thousand to $4 million for the purpose of our agreed upon procedures testing.  We reviewed insurance policies and invoices for description of coverage, policy premiums and policy period.

Questioned Costs

The $4.3 million of prepaid insurance referred to in Application 96-03-054 should be revised to $4 million.  The difference of $.3 million is questioned.  The revised amount reflects PG&E’s adjusted prepaid insurance valuation.




�  The deferred tax asset reserve balance reverses ratably over the remaining tax life of each vintage until the vintage asset account ultimately reaches zero.
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