REGULATORY FRAMEWORK


APPENDIX B

Regulatory Framework

A.
INTRODUCTION

In this chapter of the report, we provide a brief explanation of the procedural history and regulatory framework within which Diablo Canyon costs were recorded by PG&E and are considered for recovery as transition costs.  A list of significant regulatory decisions and other proceedings impacting Diablo Canyon costs and accounting is shown in Exhibit B-1. 

B.
PROCEDURAL HISTORY

Decision 85-03-021 established the initial accounting and rate mechanism for Diablo Canyon Unit I.  This initial decision which was intended to remain in effect until the Commission authorized an interim rate mechanism, established a tariff clause and two accounts:

· The Diablo Canyon Adjustment Clause (DCAC) – permitting an interim rate increase for certain costs subject to refund.

· The Diablo Canyon Adjustment Account (DCAA) – a balancing account which accrues the difference between the costs of Unit I and revenues billed under the DCAC rate, and 

· The Diablo Canyon Interim Adjustment Account (DCIA) – a balancing account which accumulates the interim fuel savings associated with the operation of Unit I.

In 1985, (D. 85-12-085) PG&E was granted an interim rate increase of $54.2 million to cover operating and maintenance expenses for Unit I, and was allowed to retain any net fuel cost savings resulting from the operation of this unit.  All revenues collected and fuel savings were subject to refund.  A similar mechanism for Unit II was adopted in D. 86-01-054.

In D. 86-06-079, the Diablo Canyon Rate Case Account (DCRCA) was established as a deferred debit account to accrue PG&E’s rate case expenditures for these proceedings beginning in June 1986 until completion of the case, with the reasonableness of the expenditures to be determined at a later date.  In the summer and fall of 1986 the CPUC held hearings on interim rates for Unit II, plus hearings on issues of non-investment related expenses, calculation of fuel cost savings, cogeneration and geothermal fuel savings, DCAA treatment and decommissioning expenses.  Decommissioning was addressed in D. 87-03-029, and PG&E was authorized to increase rates by $53.2 million per year to cover the costs of decommissioning Units 1 and 2.  Further interim rate relief was denied in D. 87-10-041, but PG&E was authorized to book reasonable, non-investment expenses up to $197 million for later recovery.

Original Settlement Agreement

In D. 88-03-067, a settlement between PG&E and the Division of Ratepayer Advocate (DRA now ORA) was approved which stipulated to: 

· The reasonableness of amounts for non-investment costs that should be booked to the DCAA, and

· An estimate of the non-investment costs for test year 1988.  

Subsequently, in D. 88-05-027, the Commission ordered that the non-investment costs be moved from the DCAA to base rates covering PG&E’s electric service operation, and authorized PG&E to increase its rates by $147.4 million.  When added to the $54.2 million rate increase granted in D. 85-12-085, this would recover the estimated non-investment costs for the test year 1988.  The Commission also authorized the continued booking to the DCAA of $472.9 million in interim rates, representing fuel savings attributable to the operation of Diablo Canyon.  (D. 88-12-083, pp. 8-10)

In A. 84-06-014 PG&E requested that the entire $5.518 billion of Diablo Canyon construction cost be recovered in rates. DRA opposed this, arguing that approximately $4.4 billion of the construction costs were imprudently incurred.  On June 27, 1988 PG&E, the DRA and the Attorney General for the State of California announced a settlement and formal Settlement Agreement.  The settlement was approved in D. 88-12-083.  Rather than putting Diablo Canyon in rate base (less a disallowance for costs determined to be imprudent) the settlement provided for recovery of Diablo Canyon costs under a performance based ratemaking mechanism (PBR).  Proponents of the settlement asserted that the alternative method provides revenues to PG&E equivalent to a $2 billion rate base disallowance based on a 58 percent capacity factor for Diablo Canyon.  The Commission acknowledged that it was under no illusions about the firmness of the amount of the settlement, but that the shifting of risk from the ratepayers to PG&E tipped the scale in favor of the settlement.

The Settlement Agreement fixed Diablo Canyon prices and established performance based ratemaking for PG&E revenues.  Under the Settlement Agreement, Diablo Canyon prices included a fixed price component of 31.5 mills per kWh, and a variable cost component specified by the Settlement Agreement for the years 1988-1994 (46.5-87.35 mills/kWh) and subsequently tied to the CPI, and a peak period price differential.  Decommissioning costs were not covered by the settlement.  The settlement required that PG&E establish two utility asset accounts not to exceed $1.175 billion after taxes for future rate recovery: 

· Utility Asset I - the excess equity allowance for funds used during construction (AFUDC) over capitalized interest pursuant to FAS No. 34 accrued from the start of construction to the commercial operation of each unit.

· Utility Asset II - certain other incurred costs including deferred taxes on prior flow through timing differences, write-down of nuclear fuel to market and loss on reacquired debt, not including the write-off of any amounts in the DCAA.

Floor payments were also developed, which would be invoked under the following circumstances:

· Floor payments automatically apply when performance based pricing fails to produce enough revenue to cover the basic revenue requirement of the two utility assets; or

· PG&E may opt for floor payments when Diablo Canyon’s annual capacity factor drops below 36 percent.

Out of the revenues received, PG&E was required to cover all of the costs of owning and operating the plant, including all future capital additions. According to the Commission in 1988 the “proposed settlement is the exclusive procedure for the rate treatment of all of the costs of constructing, owning, and operating Diablo Canyon for the first 30 years of the commercial operation of each unit of the plant.  Under the settlement, except for floor payments and basic revenue requirement, ratepayers will pay only for the power that is actually produced by Diablo Canyon.” (D. 88-12-083, p. 77)

Under the Settlement Agreement, PG&E agreed to waive all rights to collect in rates the uncollected balance that had accrued in the DCAA which amounted to almost $2 billion by June 30, 1988.  (This amount was subsequently estimated at $2.3 billion in D. 97-05-088.)  This had an equivalent disallowance value to ratepayers of approximately $1.2 billion.
  PG&E also agreed to waive its rights to seek recovery of any litigation expenses associated with the case, which totaled approximately $100 million.  The interim rate revenues PG&E received from 1985 through June 30, 1988 were to be the only compensation to PG&E for that time period. The settlement called for the establishment of a three member independent safety committee, and contained an abandonment provision that limited the amount that PG&E can request in the event of abandonment.  The settlement provided that the operation of Diablo Canyon was exempt from reasonableness reviews by the Commission and required that Diablo Canyon’s costs be separated from other operations.

On July 15, 1988, an Implementing Agreement was filed with the Commission that supplemented and clarified portions of the Settlement Agreement, with the Implementing Agreement governing should any conflicts arise.  The Implementing Agreement defined the index to be used for price escalation and provided a $1.056 billion estimate of the utility assets.  The Implementing Agreement ordered PG&E to file tariff sheets increasing base rates by $5.9 million and removing $472.9 million from DCAC rates.
  Diablo Canyon’s capital structure was assumed to be the same as that of PG&E at June 30, 1988 adjusted to reflect full accrual of amounts recorded in the DCAA.  Any increase in PG&E’s overall cost of capital caused by the operation of Diablo Canyon was considered to be a Diablo Canyon cost and recoverable only through Settlement Agreement revenues. (D. 88-12-083, Appendix D)

1995 Settlement Agreement

In September 1992, Toward Utility Rate Normalization (TURN, now The Utility Reform Network) filed a petition to modify D. 88-12-083 arguing that PG&E’s earnings from Diablo Canyon were unreasonably high as a result of better than expected plant performance.  TURN’s petition was denied;
 however, on August 26, 1994 the DRA filed a petition requesting that the Commission reconsider.  PG&E protested, but the ALJ scheduled a one-day hearing on DRA’s petition.  The hearings were postponed, and on December 6, 1994 the parties announced that they had reached an agreement.

On May 24, 1995 (D. 95-05-043) the Commission approved the new settlement agreement modifying the pricing of power from Diablo Canyon.  The settlement reduced prices by more than 32 percent over the next five years ($2.1 billion) and was expected to reduce ratepayer costs by more than $16 billion by 2016.  The settlement reduced the escalating portion of the Diablo Canyon price for the years 1995-2016 and allowed PG&E to reduce prices below the established schedule at any time. (D. 95-05-043)

Table B-1
Changes in Diablo Canyon Escalating Price

Original Settlement Agreement

(¢/kWh)

1995 Settlement Agreement

(¢/kWh)

January 1, 1988
4.65


January 1, 1989
5.18


January 1, 1990
5.78


January 1, 1991
6.45


January 1, 1992
7.19


January 1, 1993
8.01


January 1, 1994
8.74


January 1, 1995

7.85

January 1, 1996

7.35

January 1, 1997

6.86

January 1, 1998

6.35

January 1, 1999

5.85

C.
RESTRUCTURING DECISIONS

Preferred Policy Decision

In its general rate case (A. 93-12-025), Southern California Edison Company (SCE) proposed a settlement which would provide incentive ratemaking for San Onofre Nuclear Generation Station (SONGS).  The settlement would accelerate the recovery of SONGS 2 and 3 sunk costs and replace existing variable cost payments with ICIP prices.  In D. 96-01-011, the Commission adopted certain guidelines which modified the SCE and San Diego Gas & Electric (SDG&E) proposal for SONGS 2 and 3 cost recovery, and allowed SCE and SDG&E 25 days to respond to the proposed policy.

Under the SONGS proposal sunk costs are recovered over an 8-year period, at a return on equity equal to 90 percent of the embedded cost of debt.
  Variable costs are recovered through ICIP revenues based on a 78 percent capacity factor.

In December 1995, the Commission issued its Order Instituting Rulemaking on the Commission’s Proposed Policies Governing Restructuring California’s Electric Services Industry and Reforming Regulation (D. 95-12-063 as amended by D. 96-01-009), commonly referred to as the Preferred or Revised Policy Decision.  This decision defined the Commission’s position regarding electric industry restructuring and the recovery of transition costs, and reaffirmed its commitment to “honor regulatory commitments regarding the recovery of nuclear power costs.”

According to the Preferred Policy Decision, in order to honor the Diablo Canyon Settlement Agreement, the Independent System Operator (ISO) would schedule power from Diablo Canyon on a must-take basis.  Ongoing transition costs were to be calculated as the portion of the settlement payments in excess of market value as determined by the Power Exchange price.  These costs were to be entered into the transition cost balancing account as part of the CPUC’s annual review.  

The Commission also proposed to apply a reduced rate of return to investment-related transition costs, citing SONGS as an example.  The settlement in the SCE general rate case (A. 93-12-25/I. 94-02-02) as proposed, provided that the net book value of SONGS should be recovered with a rate of return for the debt component equal to the utility’s embedded cost of debt and a rate of return 10 percent lower than the embedded cost of debt for the equity component.  The Commission recognized that the Preferred Policy Decision decreases the risk associated with recovery of remaining net investment.  

In the Preferred Policy Decision, the Commission expressed concern that the disparate ratemaking treatment of SONGS and Diablo Canyon may create inequities between ratepayers in different parts of the state.  Ordering Paragraph 23 of the decision required PG&E to file an application within 100 days with its proposal for ratemaking treatment of Diablo Canyon that would price its output at market levels by 2003 and would complete recovery of sunk costs by 2005.  The application was to include no rate increases above January 1, 1996 levels and must include at least one alternative similar to the SONGS settlement presented in SCE’s general rate case in A. 93-12-025.  (D. 95-12-063, p. 129)

Assembly Bill 1890

AB 1890 was signed into law by the Governor on September 23, 1996, requiring electric corporations to submit to the Commission proposals for cost recovery plans, and providing for recovery of uneconomic costs associated with nuclear settlements:

“367.  The Commission shall identify and determine those costs and categories of costs for generation-related assets and obligations, consisting of generation facilities, generation-related regulatory assets, nuclear settlements, and power purchase contracts, including, but not limited to restructurings, renegotiations or terminations thereof approved by the commission, that were being collected in commission-approved rates on December 20, 1995, and that may become uneconomic as a result of a competitive generation market, in that these costs may not be recoverable in market prices in a competitive market, and appropriate costs incurred after December 20, 1995, for capital additions to generating facilities existing as of December 20, 1995 that the commission determines are reasonable and should be recovered, provided that these additions are necessary to maintain the facilities through December 31, 2001.”

With respect to fossil units, AB 1890 identified those “going forward costs” that shall be recovered through the ISO, but was largely silent with respect to nuclear power stations.

“These uneconomic costs shall be recovered from all customers on a nonbypassable basis and shall: …

(c) Be limited in the case of utility-owned fossil generation to the uneconomic portion of the net book value of the fossil capital investment existing as of January 1, 1998, and appropriate costs incurred after December 20, 1995, for capital additions to generating facilities existing as of December 20, 1995, that the commission determines are reasonable and should be recovered, provided that the additions are necessary to operate and maintain such facilities through December 31, 2001.  All “going forward costs” of fossil plant operation, including operation and maintenance, administrative and general, fuel and fuel transportation costs, shall be recovered solely from independent Power Exchange Revenues or from contracts with the Independent System Operator…”

Additional provisions of AB 1890 related to recovery of generation assets, and nuclear assets in particular include the following:

“368.  Each electrical corporation shall propose a cost recovery plan to the commission for the recovery of the uneconomic costs of an electrical corporation’s generation-related assets and obligations identified in Section 367.  The commission shall authorize the electrical corporation to recover the costs pursuant to the plan where the plan meets the following criteria:

(a)…Each utility shall amortize its total uneconomic costs, to the extent possible, such that each year during the transition period its recorded rate of return on the remaining uneconomic assets does not exceed its authorized rate of return on those assets.

(d) In order to ensure implementation of the cost recovery plan, the limitation on the maximum amount of cost recovery for nuclear facilities that may be collected in any year adopted by the commission in D. 96-01-011 and D. 96-04-059 shall be eliminated to allow the maximum opportunity to collect the nuclear costs within the transition period cap.

(h) An example of a plan authorized by this section is the document entitled “Restructuring Rate Settlement” transmitted to the commission by Pacific Gas and Electric Company on June 12, 1996.”

“379.  Nuclear decommissioning costs shall not be part of the costs described in Sections 367, 368, 375, and 376, but shall be recovered as a nonbypassable charge until the time as the costs are fully recovered.  Recovery of decommissioning costs may be accelerated to the extent possible.”

PG&E’s Application to Modify Diablo Canyon Pricing  

In response to Ordering Paragraph 23 of the Preferred Policy Decision, PG&E filed an application (A. 96-03-054) to adopt a customer electric rate freeze and modify the pricing of power from Diablo Canyon using a “SONGS approach.”  Key elements of the application are as follows:

· The current Diablo Canyon fixed price would be replaced with a sunk cost revenue requirement consisting of PG&E’s remaining sunk costs in Diablo Canyon as of January 1, 1997, depreciated over the period ending December 31, 2001.  The net sunk costs are estimated at $3.6 billion as of December 31, 1996. 

· The sunk costs would be subject to a reduced rate of return (approximately 7.17 percent) consistent with the SONGS settlement.  

· Except for the applicability of PUC Code 455.5, the sunk cost revenue requirement would be recovered without regard to performance.  

· PG&E could depreciate and recover the remaining Diablo Canyon sunk costs at any rate at any time, as long as the depreciation rate did not increase PG&E’s customer electric rates above 1996 levels (9.9¢/kWh).  

· PG&E’s right to floor payments would be eliminated.  

· The Diablo Canyon escalating price would be replaced with an Incremental Cost Incentive Price (ICIP) similar to SONGS for the performance-based recovery of Diablo Canyon’s variable costs and future capital additions.  The ICIP would be based on 1993-1995 recorded variable costs and projected incremental capital costs.  

· Diablo Canyon’s overall revenue requirement would be subject the overall rate cap on PG&E’s electric rates at 1996 levels.

SONGS Settlement

PG&E’s ICIP application included the following comparison with the SONGS settlement.

Table B-2
Modified Pricing

Proposed Diablo Canyon vs. SONGS Settlement


SONGS
PG&E

Reduction in transition costs
$235 million (NPV)
$4,000 million (NPV)

Rate of Return on Equity
7.00%       SCE

6.77% SDG&E
6.77%

Break Even Capacity Factor
78%
80%

ICIP (cents/kWh)

1997

1998

1999

2000

2001

2002

2003

Post-2003
3.85

4.00

4.00

4.05

4.10

4.15

4.15

Market
3.59

3.71

3.86

4.04

4.32

Market

Market

Market

ICIP annual cost escalation, O&M, and A&G
3.7%
3.1%

Post-transition Profit Sharing
Yes
Yes

Plant Shutdown Review
Yes
Yes

Source:  D. 97-05-088

In D. 96-04-059, the Commission adopted the modified SONGS proposal, ordering the utilities to modify their proposed tariffs to include the sunk costs as of the day before the effective date of the joint proposal as the maximum SONGS 2 and 3 sunk costs.

1997 Decision – Sunk Costs and ICIP

In D. 97-05-088 regarding Diablo Canyon pricing, the Commission found Diablo Canyon’s sunk costs to be $3.287 billion and established ICIP prices according to the following schedule:

Table B-3
Changes in Escalating Price


Original Settlement Agreement

(¢/kWh)

1995 Settlement Agreement

(¢/kWh)
PG&E’s

1996 ICIP Application

(¢/kWh)
Commission Approved ICIP Prices

(¢/kWh)

January 1, 1988
4.65




January 1, 1989
5.18




January 1, 1990
5.78




January 1, 1991
6.45




January 1, 1992
7.19




January 1, 1993
8.01




January 1, 1994
8.74




January 1, 1995

7.85



January 1, 1996

7.35



January 1, 1997

6.86
3.65
3.26

January 1, 1998

6.35
3.76
3.31

January 1, 1999

5.85
3.89
3.37

January 1, 2000


4.04
3.43

January 1, 2001


4.25
3.49

These ICIP prices were to provide the means for recovery of Diablo Canyon’s variable costs including operations and maintenance, administrative and general, uncollectable, nuclear fuel (excluding carrying costs), capital additions, taxes, materials and supplies carrying costs, in-core fuel carrying costs and out of core fuel carrying costs.  The development of the ICIP prices is detailed in Exhibit B-2.

In D. 97-05-088, the Commission modified PG&E’s proposal to account for the reduced risk of recovery PG&E would be subject to as a result of the guarantee of recovery under AB 1890, and criticized PG&E’s proposal indicating that they believed PG&E had placed too much emphasis on whether or not a particular cost is comparable to SONGS.  The Commission found PG&E’s comparison to SONGS to be “baffling” and not at all comparable.  While the SONGS ICIP prices increased by 6.5 percent between 1997 and 2001, PG&E’s proposed rate increased by 20 percent.

In addition to the revised pricing proposal, the Commission disallowed approximately $100 million in sunk costs before depreciation because of construction errors, and transferred nuclear fuel inventories, materials and supplies, and prepaid insurance from sunk costs to the ICIP, resulting in a sunk cost balance of $3.287 billion.  The decision also excluded decommissioning costs, costs for potential special nuclear assessments, and shutdown O&M and unamortized fuel expenses from ICIP recovery, leaving these cost in base rates.  Details of the approved sunk costs are shown in Exhibit B-3.

The dissenting opinion to the adoption of D. 97-05-088 expressed concern that the decision did not appropriately balance the interests of consumers and shareholders, and was overly harsh to PG&E.  The dissenting opinion acknowledged the steps PG&E had already taken to reduce Diablo Canyon rates, and referred to Diablo Canyon as “a tragic regulatory story that has stood between the old world’s rigid regulatory regime and a new regime where direct access would lead to a truly competitive marketplace.”
 

Non-Nuclear Sunk Cost Decision

In November 1997, the Commission issued D. 97-11-074 to address the transition cost treatment of non-nuclear generation related assets and other sunk costs.  Exhibit B-4 contains a summary of the treatment of various types of assets and liabilities addressed in this order.  Except for the proposed treatment of allocated common facilities costs related to general plant, the Diablo Canyon Statement of Sunk Costs is consistent with the applicable sections of the non-nuclear sunk cost order.
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Agreed Upon Special Procedures
Mitchell & Titus, LLP
Review of Diablo Canyon Sunk Costs
Barrington-Wellesley Group, Inc.
B – 1
Agreed Upon Special Procedures
Mitchell & Titus, LLP
Review of Diablo Canyon Sunk Costs
Barrington-Wellesley Group, Inc.
B – 9

