AGREED UPON PROCEDURES


APPENDIX A

Agreed Upon Procedures

PROCEDURES

Planning
Review and summarize relevant policy decisions.

Document automated accounting and reporting systems and internal controls 

Scheduled and conduct interviews with appropriate utility personnel concerning internal accounting controls, policies and procedures.

Obtain flowcharts or other documents that describe the transaction flows and key controls.

Review accounting policy and procedures.

Identify and summarize significant accounting controls.

Review external auditor workpapers regarding controls and costs associated with the CTC filing and utilize any control testing and documentation to support our assessment of controls. Note any adjustments proposed (booked or passed) that affect Diablo Canyon.

Review internal auditor workpapers regarding cost items in the filing and utilize them in documenting our assessment of internal controls and review of test performed in the areas of plant in service, depreciation, deferred taxes and regulatory assets. Arrange to tour generation facilities.  Coordinate visit to verify a sample of additions as part of our Plant Asset testing.

Prepare Memo on Understanding of Internal Controls System in accordance with the Memo provided to the audit team during the planning phase utilizing information gathered as part of the work described above.

Review minutes of the BOD or other committees of the BOD that have appropriate decision making decision and highlight matters of importance related to the audit.

Discuss the necessity to obtain legal representation.
Related Party Transaction

Discuss with management the existence of any related party transaction and prepare a summary of their existence for financial statement disclosure.

Evaluation and other Completion Procedures

Obtain a written representation letter from the utility management.

Obtain the Diablo Canyon Statement of Recorded Sunk Costs from the utility and reconcile accounting records

Summarize and evaluate misstatements during the audit in the reporting file.

Supervise staff during the performance of the audit procedures.

Review the audit work performed and the financial statements in accordance with firm policy.

Determine that all required checklist and audit programs have been completed.  Also determine that all report findings and adjustments are properly documented

Subject:
Electric Utility Plant

OBJECTIVES
Our audit effort in the area of electric utility plant is designed to achieve the following objectives.

A. Plant assets and equipment recorded as nuclear sunk cost in the sunk cost filing represent capitalizable cost of assets purchased, constructed or leased by the Company, and such assets are physically on hand.  Accordingly, non-capitalizable costs are properly expensed, and capitalizable costs are excluded from maintenance or other expense accounts.

B. Plant in service, included in the filing, represent only nuclear generation related assets, generation related transmission assets, constructions work in process and common plant assets at, and outside, Diablo Canyon.

C. Plant assets are valued at cost in accordance with GAAP and are properly classified in accordance with FERC account classification guidelines.

D. Determine whether PG&Es methods used for determining AFUDC is consistent with FERC standards and commission directives.

E. Accumulated depreciation account balances are reasonable, considering the expected useful lives of the property units and estimated salvage value.  Accordingly, the net carrying values of plant assets are properly presented.

PROCEDURES

Complete planning documentation concerning Plant in Service that describes the methodology used to develop the costs presented in the filing and the key controls and transaction flows.

Review Board minutes for the period since inception of project to 1997, specifically noting Board approval of Diablo Canyon construction budgets and other related Diablo Canyon issues.

Obtain a year by year roll-forward of Diablo Canyon plant in service, construction in progress and accumulated depreciation accounts from 1985 through 1996. The roll-forward analysis should be in SEC Schedule V & VI format and include adjustments, retirement’s and current year provisions to the accounts. Perform the following:

For each year agree or reconcile all amounts to the FERC Form 1 or SEC 10K Schedule V & VI for nuclear plant.

Review retirement accounting entries to plant in service accumulated depreciation and explain any variations in current year activity to these accounts.

Recalculate current year depreciation provision.

Agree CWIP balances closed to plant to listing of projects placed in service for that year.

Testing for Initial Construction Cost of Units I and II

Obtain a summary schedule of initial construction cost for Units I and II by year and primary cost elements from plant inception to 1987.  Agree total to financial records when units were first placed into operation.  Obtain explanations for unusual variation in pattern of cost incurred and adjustments.

Obtain the following reports and supporting detailed transaction database for Units I and II work orders (GM) numbers:

Report of primary and detailed cost elements – review categories of detailed cost element charged identifying and explaining any unusual cost elements charged

Report of all journal entries in excess of $50,000 – obtain supporting documentation or explanation for all journal entries in excess of $500,000 and for sample of journal entries under $500,000.

Report of credit entries – determine the nature of a sample of large entries made by obtaining explanation and receiving supporting documentation.

For contractor charges, perform testing of the items selected from the detailed database.  Trace expenditures to source documentation (i.e. invoices, bills, time sheets, canceled checks, etc.).  Prepare a memo describing the scope utilized and basis for selecting items for testing.  Also, indicate the expected coverage of items tested.  If unable to perform audit step above, consider confirming directly amounts charged/paid to contractors, vendors, etc., or other alternative procedures.

Obtain a report from the labor distribution system that identifies the personnel assigned to Diablo Canyon by year and which indicates their social security number and salary.  Based on salary, predictably test the internal labor charge for sample years.  Obtain explanations for any unusual results.

For overheads and indirects, obtain the rates by year for each type.  Obtain explanations for how rates were calculated and applied to construction cost and for unusual variations between years.  To the extent possible agree to rates approved by the commission in rate cases or proceedings.  For significant categories of indirect and overhead recalculate amount booked to Units I and II.

For each year, from inception of construction, obtain the R007 report, which indicate the AFUDC booked to the job number for that year.  Based on AFUDC rates in the audited financial statements perform a predictive test of AFUDC charged to the project by recalculating the effective rate charged.  Explain unusual results.

For other corporate items determine the nature of the charge and review the supporting journal entries for large items.

Obtain and review any DRA Diablo Canyon audit report or other reports on Diablo Canyon performed by external independent auditor and consulting firms.  Discuss with DRA staff the nature and results of the review and if available review supporting working papers.  Summarize the results as it relates to conclusions reached for initial cost.

Determine how PG&E charges materials & supplies, labor, and other directs to a job and review for reasonableness.  Explain any unusual large credit entries.

Post 1986 Construction Cost

Obtain a listing of all work order (GM) numbers closed to Diablo Canyon from 1987 through 1996 by job number, job description, date begun, date placed in service and amount. Perform the following:

Compare the amount placed in operation to the amount booked to plant in service for each year.  Obtain explanation for large differences.

Review description versus the FERC account and sub account to which it was booked.

For sample of job number in excess of 10 million obtain Board approval and initial budget.  Obtain explanations for large positive variances from approved budgets.  Note that approved amounts may differ from the amount capitalized.  Investigate significant differences.

Select a sample of job numbers closed since 1986 for detailed testing.  Obtain the detail report of cost by primary and secondary cost element and perform the following:

· For contractor charges, perform testing of the items selected from the detailed database. Trace expenditures to source documentation (i.e. invoices, bills, time sheets, canceled checks, etc.).  Prepare a memo describing the scope utilized and basis for selecting items for testing.  Also indicate the expected coverage of items tested.  If unable to perform audit step above confirm directly all amounts charged/paid to contractors, vendors, etc. or other alternative procedures.  

· Trace a sample of outside contractor charges to supporting documentation including contracts, invoices, and payments.

· Recalculate a sample of AFUDC charges using rates per the financial statement or approved in rate cases or specific proceeding.

· Agree labor charged to the job to the labor distribution report and for a sample of employees review job description and work locations.

· Recalculated a sample of overhead and indirect charges to the job and compare rates used to rates used and approved in rate cases or related proceedings.

· Obtain supporting documentation for other large amounts booked to materials and supplies, employee, other direct, vehicles and equipment.

· Review the nature of the transaction booked to revenue and other income and obtain and review supporting documentation for large transaction.

AFUDC Testing

Initiate data request to obtain:

The amounts of AFUDC included by PG&E in the sunk cost of Diablo Canyon during the period of construction.

The methods (procedures) used by PG&E to record AFUDC applicable to all construction projects and an explanation of difference, if any, applicable to Diablo Canyon.

The data supporting AFUDC rate determinations applied by PG&E during the constriction period.

PG&E financial reports

The work papers used to determine the value of Utility Asset I and any adjustments to the value of that asset since the time it was established.

Test work papers used to determine the value of Utility Asset I and any adjustment to the value of that asset since the time it was established.

Test the methods used against the CFR18 standard.

Compare data used for development of AFUDC rates with PG&E financial filing for the same periods.  Additional data request may be initiated as a result of these tests.

Test the amounts of AFUDC included in Diablo Canyon sunk cost against PG&E’s calculation method and input data. (M&T)

Test the value calculated by PG&E for Utility Asset I.

Determine whether PG&E properly reflected the impact of Utility Asset I on Diablo Canyons sunk cost and whether resultant amounts of capitalized interest and AFUDC are properly recorded in accordance with generally accepted accounting principals, applicable orders of the commission and the settlement agreement.

Common Utility Plant

Complete planning documentation concerning the Plant in Service that describes the methodology used to develop the costs presented in the filing and the key controls and transaction flows.

Obtain roll-forward of direct common utility plant assets since the inception of construction through December 31, 1996. Obtain explanations from management for unusual items.  Based on discussion, conclude as to the reasonableness of the explanations given.

Obtain PG&E’s Use Study analysis that was used to support the common allocation amounts reported on the filing.  Perform the following:

· Verify that the Use Study was approved in the 1993 GRC.

· Investigate whether this common allocation was included in the non-nuclear sunk cost filing.  If not, inquire with PG&E officials for explanation of exclusion.  If possible, obtain documentation from PG&E, FERC, or CPUC that supports the treatment of these costs.

· Recalculate balance reported @ December 31, 1996.

· Trace amount reported on the filing to G/L, FERC Form I, and the audited financial statements.  Investigate any unusual differences.

Select a sample of  Direct Common Plant charges.  Trace charges to supporting documentation.  Prepare a memo describing the scopes utilized and basis for selecting items for testing.  Also, indicate the expected coverage of items tested.  

Determine that costs selected for testing are properly categorized and accounted for in the proper FERC account code.  Reference back to internal control documents for Company controls over FERC code classification.

Tie significant job/work orders to capital budget approval for that project.  Note that approved amount may differ from the amount capitalized.  Investigate significant differences.

Tie amounts reported on the sunk cost filing to the G/L, FERC Form 1, and audited financial statements. 

Other Procedures

Test the transfer process from FERC accounts 106 to 107 10 101 during the work order process.

Review the disclosures prepared by the utility to accompany the Statement Of Nuclear Sunk Cost as of 12/31/96.

Review whether encumbrance, liens, pledged generation and transmission assets are properly disclosed in company financial statements and in the sunk cost filing.

Obtain documentation from PG&E, FERC or CPUC that support the decision to classify and report certain cost as sunk cost in the filing.

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.

Subject:
Construction Work in Progress

OBJECTIVES
Our audit effort in the area of construction work in progress (CWIP) is designed to achieve the following objectives.

A. Plant assets and equipment recorded as a nuclear sunk cost represent capitalizable cost of assets purchased, constructed or leased by the Company, and such assets are physically on hand.  Accordingly, non-capitalizable costs are properly expensed, and capitalizable costs are excluded from maintenance or other expense accounts.

B. CWIP, if any, included in the filing represents only nuclear generation related assets, generation related transmission assets, common plant assets at and outside Diablo Canyon. 

C. Plant assets are valued at cost in accordance with GAAP and are properly classified in accordance with FERC account classification guidelines.

PROCEDURES

Complete internal control documentation concerning the CWIP that describes the key controls and transaction flows.

Trace amounts reported on filing to the G/L, FERC Form I, and audited financial statements.

Obtain listing of CWIP at December 31, 1996.  Obtain explanations from management for unusual items.  Based on discussion, conclude as to the reasonableness of the explanations given.

Select a sample of work orders.  Trace charges to supporting documentation.  Prepare a memo describing the scopes utilized and basis for selecting items for testing.  Also, indicate the expected coverage of items tested.  

Determine that costs selected for testing are properly categorized and accounted for in the proper FERC account code.  Reference back to internal control documents for Company controls over FERC code classification.

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.

Subject:
Utility Asset II

BACKGROUND
As part of the 1988 Settlement Agreement, PG&E was authorized to establish Utility Asset II.  The original balance in this account represents the cost in excess of market value of nuclear fuel inventory purchased by the Company over a period of time prior to the commercial operation of the units.

During the time of accumulation of the inventory, there was concern about the availability of nuclear fuel in the quantities needed for the Diablo Canyon Power Plant.  However, by the time the units were approved for nuclear fuel loading and operation, there was ample supply at prices less than PG&E had paid during its accumulation of fuel.  At the time of the settlement, the Company wrote down its cost to market and recorded the difference as Utility Asset II.

OBJECTIVES
In this audit area we seek to determine:

A. Whether Utility Asset I was originally recorded in accordance with the Settlement Agreement, other applicable Commission decisions, and generally accepted accounting principles.

B. Whether amortization of the balance is in accordance with the Settlement Agreement and other applicable Commission decisions and that the balance included in sunk costs as of December 31, 1996 is reasonable.

PROCEDURES
Obtain information regarding the accumulation of nuclear fuel during the period prior to the date of commercial operation, and test recorded cost at the date of the establishment of Utility Asset II.

Determine what market price information was available and used by the Company for its lower of cost or market inventory adjustment.  Test the reasonableness of the Company’s market determination by reference to appropriate market price data.

Review deferred tax calculations and agree amounts to tax depreciation schedules maintained by the tax department.

For a sample of retired debt, agree transaction to the financial records and recalculate the loss or gain.  Determine basis for allocation of this loss to Diablo Canyon and test allocation for reasonableness.  Compare allocation to loss on reacquired debt included in PG&E’s non-nuclear sunk cost filing. 

Determine that the Settlement Agreement and other applicable orders of the Commission support the original recording of the regulatory asset.

Determine that the basis for amortization of the asset is supported by a regulatory order or is otherwise reasonable and test amortization through December 31, 1996.

Develop conclusions regarding the balance reflected in sunk costs as of December 31, 1996.

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.

Subject:
Accumulated Deferred Income Taxes

OBJECTIVES
Determine if the calculation of the accumulated deferred income taxes associated with Diablo Canyon is reasonable.

PROCEDURES
Review the description of the procedures and the development of the overall accumulated deferred tax on income provided by PG&E.

Review and document the internal controls for the SAP accounting system for fixed assets.  Review and document the procedures for recording both the book and tax basis of all assets.

Assess the propriety of the reconciliation between the book basis of assets recorded with the tax basis of the assets.

Tie the 1996 tax depreciation recorded in the SAP records in total to the 1996 federal income tax return for PG&E. 

For those assets in the SAP accounting system that M&T tested in the electric utility plant for Diablo Canyon, determine that the tax basis was properly recorded and test to determine that the depreciation and accumulated depreciation calculation are accurate.

Review the calculation of the accumulated deferred taxes associated with Diablo Canyon.

Determine that allocation of the accumulated deferred taxes from the SAP records is reasonable

Review the CPUC’s SONGS decision and determine that the accumulated depreciation recorded for Diablo Canyon is in keeping with this decision.

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.

Subject:
Deferred Investment Tax Credit

OBJECTIVES
Determine whether the deferred investment tax credit balance is reasonable stated.

PROCEDURES
Determine whether the deferred ITC associated with Diablo Canyon has been separately tracked and recorded since the inception of Diablo Canyon.

Review the ITC income tax rules specifically with regard to the public utility normalization rules.

Review the calculation of the deferred investment tax credit:

· Determine that the December 31, 1996 balance ties into the amount recorded in the 12/31/96 audited financial statements

· Review the disposition of property from Diablo Canyon from 1974 to 1996 to determine if there is any ITC recapture that would reduce the ITC claimed in prior years.

· Review, if possible, the build up of the deferred ITC amount from the inception of Diablo Canyon to determine if the ITC claimed on the tax return was properly recorded in deferred tax account for Diablo Canyon.  Obtain and review A.A. audit workpapers with regard to the deferred investment tax credit.

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.

Subject:
Vacation Pay Deferral

OBJECTIVES
A. The auditor’s objective is to determine the propriety and the validity of the vacation pay deferred tax asset associated with Diablo Canyon.

B. Determine whether PG&E has recorded the federal and state tax effect of the book and tax timing difference associated with the vacation pay accrual.  The December 31, 1996 difference is recorded as a deferred tax asset.  This deferred tax asset should be based on the portion of the vacation pay accrual at December 31, 1996 that was not paid by March 15, 1997.

PROCEDURES
Review the description of the procedures and the development of the vacation pay deferral provided by PG&E.

Review the calculation of the vacation pay deferral at December 31, 1996:

· Determine that the vacation  pay deferral agrees to the financial statements

· Check the arithmetic computation

· Review A.A. tax accrual workpapers with regard to the vacation pay deferred asset

· Trace the change in the vacation pay deferred asset recorded during 1996 to the book tax difference (Schedule M) recorded in the 1996 federal income tax return

Review the calculation of the vacation pay deferral related to Diablo Canyon:

· Check the arithmetic computation

· Determine the validity of the Diablo Canyon deferred tax asset.  The deferred tax asset should be based on the vacation pay accrual for all Diablo Canyon personnel.  It may be necessary to check the personnel records for Diablo Canyon

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.

Subject
Depreciation Reserve

OBJECTIVES
A. Identify the regulatory basis for PG&E’s accounting for depreciation expense and other transactions affecting the reserve for depreciation.

B. Compare PG&E’s depreciation methods to those approved by the Commission in proceedings involving SONGS and Palo Verde.

C. Compare PG&E’s depreciation methods to those for other plants to ensure that the procedures adopted in California are in accordance with industry norms.

D. Examine PG&E’s past accounting practices with regard to depreciation expense and reserve calculations and evaluate the balance in the depreciation reserve as of December 31, 1996.

PROCEDURES
Review D. 88-12-083 and other Commission decisions that address depreciation practices for Diablo Canyon.

Review information requests from parties that intervened in A. 96-03-054 that address depreciation methodologies.

Conduct interviews with PG&E personnel to identify PG&E’s accounting practices with regard to depreciation expense and reserve calculations.

Review the Company’s “May 1” letters and supporting work papers re: schedules of depreciation accrual rates and parameters for the Diablo Canyon Power Plant. 

Review PG&E’s 1994 study regarding interim retirements of plant assets and determine its applicability to the depreciation methodology for Diablo Canyon.

Test accounting transactions to determine whether depreciation expense and other transactions in the reserve for depreciation were performed in accordance with Commission Standard Practice U-4. (M&T)

Test depreciation calculations post 1994 to determine whether transactions properly reflect the results of the 1994 interim retirement study.  (M&T)

Reconcile the Diablo depreciation balances shown in D.97-05-088 and FERC Form 1. (M&T)

Review SCE and SDG&E GRC testimony and work papers that address depreciation of SONGS and Palo Verde. (This review might take place at the CPUC Docket Office)

Review Commission decision, SCE testimony and workpapers regarding Palo Verde and SONGS ratemaking. (This review might take place at the CPUC Docket Office)

Select utilities with comparable plants to survey regarding depreciation practices related to nuclear plants.

Perform a telephone survey of other utilities regarding depreciation methodology for nuclear plants.

Summarize the results of the investigation in this area and develop a task report for inclusion in the final agreed upon procedures report.

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.

Subject:
Regulatory Framework 
Objectives

A. Determine that Diablo Canyon sunk costs as reported by PG&E have been recorded in accordance with applicable Commission decisions.

B. Provide the regulatory framework for the accumulation and reporting of Diablo Canyon sunk costs.

Procedures

Review and extract the portions of AB 1890 and the Preferred Policy Decision that address the treatment of Diablo Canyon.

Review Commission Decisions, Applications, and Intervenor Comments and Filings, where appropriate to identify those matters within the scope of the proceedings with Diablo Canyon relevancy or implications.

Identify regulatory decisions with implications for other areas of the agreed upon procedures review to ensure sunk costs are recorded in compliance with applicable orders of the Commission.

Review Commission decisions regarding SONGS rate-making treatment.

Summarize the results of the regulatory review and develop a task report for inclusion in the final agreed upon procedures report.

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.

Subject:
Nuclear Fuel Inventory

OBJECTIVES
Our audit effort in the area of nuclear fuel is designed to achieve the following objectives.

A. Insure that nuclear fuel reflected in the CTC filing as sunk costs as of December 31, 1996, represent only nuclear fuel physically on hand, in-transit, or stored at outside locations.

B. Insure inventory listings for recorded nuclear sunk costs are accurately compiled, extended, footed and summarized, and the totals are properly reflected in the filing.

C. Determine that nuclear fuel is valued in accordance with generally accepted accounting principles consistently applied, at the lower of cost or market.

D. Determine that inclusion as a sunk cost is in accordance with commission orders and directives.

PROCEDURES
The basic procedures used to achieve the above stated objectives are:

Document the methodology used to develop nuclear fuel cost as presented in the filing and our understanding of the procurement, accounting and control structures.

Obtain valuation of recorded nuclear sunk costs as listed on the CTC filing by performing the following:

· Compare purchase and processing contract prices to recorded cost and market values for reasonableness.

· Review and recalculate PG&E's method of tracking and valuing its nuclear fuel through the processing cycle (concentrate, conversion, enrichment and fabrication)

Inquire of management about the existence of pledged or assigned nuclear fuel inventory to collaterlize debt.  Summarize any situations for disclosure.

Confirm nuclear fuel inventory held by third parties.

Tie the Diablo Canyon Power Plant 1996 End of Year Sunk Cost Statement nuclear fuel balance to the general ledger.

Determine if the valuation method is accordance with GAAP consistently applied.

Select  a sample to test the pricing of inventory:

· Determine the sample size

· Document the sampling plan

· Test the items selected by having the client provide a transaction history of inventory items.

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.

Subject:
Materials & Supplies Inventory

OBJECTIVES

A. Ensure Materials & Supplies reflected in the CTC filing recorded as sunk costs as of December 31, 1996, represent those Material & Supplies associated with Diablo Canyon, and are physically on hand, in-transit, or stored at outside locations.

B. Ensure that Materials & Supplies recorded as sunk costs are accurately compiled, extended, footed and summarized and the totals are properly reflected in the filing.

C. Determine whether inventory is valued in accordance with generally accepted accounting principles consistently applied, at the lower of cost or market.

D. Determine whether excess, slow moving, obsolete and defective inventory is reduced to net realizable value.

E. Determine that inclusion of Materials & Supplies inventory as a sunk cost in the filing is in accordance with commission orders and directives.

PROCEDURES

Complete planning documentation concerning Material & Supplies that describes the methodology used to develop the fuel inventory and Material & Supplies costs presented in the filing and the key controls and transaction flows.

Obtain valuation from inventory reports for various inventory times listed as Material & Supplies recorded sunk costs as listed on the CTC filing.  If inventory is not segregated by Generation vs. Non Generation, review the allocation to generation plant and test overall inventory balances to ensure allocation base is reasonable by performing the following:

Test the clerical accuracy of the Company’s priced out inventory.

Review perpetual records for the months prior to and subsequent to year-end for unusual variances.  Investigate large differences by reference to usage reports and purchase orders.

Review purchase orders prior to year end for items included in the year end inventory, to determine that the prices used to value the ending inventory are appropriate based on the inventory method utilized. 

Tie the inventory balance to the general ledger

Determine whether allowances have been made for scrap, spoilage, obsolescence or damage and determine if balance in filing incorporates these amounts.  For amounts allocated to generation inventory amounts, ensure that any overall spoilage, obsolescence or damage goods amount is also allocated to the generation inventory amount

Review cutoff procedures for inventory by discussing the procedures with the appropriate utility personnel responsible for the ensuring an accurate cutoff.  Make sure the recording of usage and purchases is performed periodic enough to ensure the perpetual inventory system updates the general ledger to reflect the correct general ledger balance.  For cases in which controls are weak, perform cutoff test of balances of shipments received around year – end.

Inquire of management about the existence of pledged or assigned inventory to collaterlize debt.  Summarize any situations for disclosure.

Determine if the valuation method is in accordance with GAAP consistently applied.

Selected a sample to test the pricing of inventory:

· Determine the sample size

· Document the sampling plan

· Test the items selected  by having the client provide a transaction history of  inventory items

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.

Subject:
Prepayments

OBJECTIVES
Our audit effort in the area of Prepayments is designed to achieve the following objectives. 

A. Ensure that Prepayments represent a complete listing of cost of Diablo Canyon that are allocable to future periods and that can reasonably be expected to be realized though future operations.

B. Ensure prepaid balances included in sunk cost reflect proper period amortization recorded on an acceptable basis consistent with that used in prior periods.  Any impairment of balances is recognized by write-downs charged to operations.

C. Prepaid and related write-downs are properly described and classified. The amortization policy described and classified. 

D. Determine that any restrictions, pledges or liens against prepayments are properly disclosed.

E. Determine that inclusion of prepaid balances as sunk cost in the filing are in accordance with commission orders and directives.

PROCEDURES
The basic procedures we propose to use in achieving the above stated objectives are:

Document the methodology used to develop Prepayments and our understanding of the accounting and control structures.

Review the nature of each account and evaluate if it is appropriate to allocate such cost to future periods.

· If there are significant deferred tax assets, test these balances when performing the audit of income taxes 

· Compare current year asset balances to prior year assets balances and explain unusual variations.  Review the balances in the related current year amortization expense account and compare them to prior year’s balances and explain unusual variations.

· Vouch significant additions to invoices, purchase agreements, minutes, etc. 

· Determine the reasonableness of the remaining assets balances and remaining amortization lives. Determine if the amortization methods are in accordance with GAAP and are consistent with prior years.

Determine the proper financial statement description and classifications between current and non-current. 

Consider the need to apply one or more additional procedures. 

Information obtained or misstatements detected, alter our judgement about the need to obtain a further understanding of control activities the assessed level of risk of misstatement, and on an evaluation of whether the basic procedures have been sufficient to achieve our audit objectives. 

Consider whether the results of audit procedures indicate reportable conditions in internal control and if so add the to the memo of points for the communication of reportable conditions.

Selected a sample to test prepayments:

· Determine the sample size

· Document the sampling plan

· Test the items selected  by having the client provide a transaction history of  prepaid  items 

SUMMARY AND CONCLUSION
Consider the need to apply additional procedures necessary to properly audit theses costs.  Prepare a memorandum summarizing the additional steps performed and the results of testing.

Conclude regarding the achievement of the audit objectives.  If you are unable to conclude on any objective, prepare a memorandum documenting the reason.
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