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PROTEST Of The Office Of Ratepayer Advocates 

The Office of Ratepayer Advocates (ORA) submits its Protest pursuant to Rule 44. The application was first noticed in the Commission’s Daily Calendar on December 20, 1999.

ORA opposes the application as filed.  ORA has begun its discovery to gather additional information about the proposed Memorandum of Understanding (MOU).  However, because of the limited amount of time between the receipt of this application and the filing of this protest, the issues presented in this protest are based on information contained in the Application and discovery conducted so far.  ORA anticipates that more issues may arise as ORA’s discovery proceeds.  For the same reason, ORA notes that some issues raised here may also be extinguished once ORA gathers more information.

ORA will be an active party in this proceeding. We are conducting discovery, will present testimony and brief the issues.

I. ISSUES ORA ANTICIPATES LITIGATING 

A. Return on Common Equity

Edison requests a 12.5 percent return on common equity as part of its proposal, claiming that return as reasonable.
  ORA is reviewing Edison’s financial analyses
 and expects to make its own return on common equity recommendation. Edison’s recommended 12.5 percent return on common equity is too high, relative to the risks assumed and the capital markets.
  This will be a contested issue.

B. Capital Structure

Edison proposes that the capital structure for this new enterprise be set at 48 percent common equity, 47 percent long-term debt and 5 percent preferred stock.
  These ratios mirror Edison’s current authorized capital structure. ORA is investigating whether it may be appropriate for ratemaking purposes, to impute a higher debt ratio, which would reduce the overall rate of return and cost to ratepayers.

C. How the Return on Equity Would Be Indexed 

Edison proposes a cost of capital trigger mechanism that would annually adjust the rate of return based on changes in Moody’s Aa public utility bond rate index.
  The cost of capital trigger mechanism would include a 100 basis point deadband that would tend to reduce occurrence of adjustments.  Edison proposes that the Commission could never adjust the cost of capital trigger mechanism.
  ORA is reviewing the cost of capital trigger mechanism and will probably present testimony on this issue.

D. Continued Commission Review of Edison’s Hydro Operations

Edison proposes that if its application is approved,  “[a]ll bids, bidding strategies, or other operational aspects of the hydro plants are exclusively SCE’s responsibility and are not subject to after the fact reasonableness reviews or CPUC oversight.”
  ORA will contest this request. At a minimum, there is a need for continuing Commission oversight of any dealings this hydro operation would have with any affiliates of the regulated utility. 

E. Net Plant and Regulatory Asset

Edison estimates the net book value of its generation plant at $493 million as of December 31, 1999.
  ORA will review Edison’s estimate further, especially its treatment of CWIP.  

The proposed regulatory asset value of $500 million was reached through negotiations among the signatories of the MOU, apparently based in part on the parties’ estimates of the fair market value of Edison’s hydro assets.
  Edison has attempted to prove the reasonableness of the $500 million regulatory asset value by two methods:  (1) comparing the $/kW value of recent hydroelectric generation transactions with Edison’s estimate and (2) preparing a forecast of the net present value of net revenues from the hydro assets, assuming variations in market revenue escalation and electrical production.  ORA will review the justification for these values.

F. Revenue Requirement

Edison estimated that the total pre-sharing revenue requirement for 2001 would be $178.7 million.
  Of principal concern to ORA are Edison’s estimates of O&M, allocated A&G, depreciation, taxes, debt service and equity return costs.  Edison escalated authorized 1995 GRC O&M expenses by CPI minus a productivity factor to develop a starting proposed O&M expense for 2001 of $41.5 million.  Edison proposes to continue escalating the O&M, capital additions allowance and non-site-specific corporate general plant revenue requirement by CPI minus 1.6 percent (a so-called “CPI minus X” escalation mechanism) for the first eight years.
  Depreciation expenses use authorized 1995 GRC depreciation rates for the first ten years of the MOU, and then amortize the remaining hydro plant balance on a straight-line basis over the remaining 30 years, effectively increasing the depreciation rate.

ORA’s preliminary analysis finds the proposed revenue requirement may be reasonable, (based on Edison’ assumptions related to capital, expense and return) but ORA will refine its analysis further. The starting O&M expense of $41.5 million could be reduced if Edison decommissioned some of its small hydro projects now, rather than later.  ORA also objects to Edison’s accelerating depreciation proposal since it will be detrimental to net revenue sharing in later years of the MOU and it may also interfere with funding necessary decommissioning.  ORA will conduct further analysis of Edison’s “CPI minus X” escalation mechanism, although ORA does not oppose such an escalation mechanism per se.

G. Description of Hydroelectric Assets

Exhibit SCE-2 describes the hydroelectric assets that Edison proposes to retain, subject to the MOU.  ORA plans on conducting further discovery regarding the total acreage involved and whether Edison plans on disposing of any surplus acreage, along with additional discovery on the operational characteristics of some of Edison’s smaller hydro projects.  As discussed in I.F above and II.B below, ORA believes that the O&M revenue requirement could be reduced if Edison decommissioned some of its small hydro projects now.

H. Capital Additions

The MOU proposes an initial capital additions allowance of $15 million, which would be adjusted annually by CPI minus 1.6 percent, along with a carry-forward mechanism that would even out “lumpy” capital additions over an eight year period.
  Edison picked its $15 million capital additions allowance starting point as an approximation of its average capital additions over the past 10 years, excluding Z factor eligible expenditures.  ORA does not object to either the “CPI minus X” escalation factor or the carry-forward mechanism, but it will review Edison’s showing regarding the $15 million starting point.

I. Capital Additions Incentive Mechanism

Edison also proposes a capital additions incentive mechanism that would pay Edison a bonus of anywhere from $500,000 to $5 million, depending on Edison’s ability to reduce its capital additions expenditures during an eight year cycle.
  In some cases, Edison may retain a significant percentage of the capital additions reductions as a bonus: for example, if Edison saves over $5 million on capital additions, it could claim an incentive payment of $1.5 million, or 30 percent of the savings.  Edison has provided no rationale for the high level of incentive payments.  ORA is not opposed to the capital additions incentive mechanism itself, but it believes that the Commission should reduce the level of incentive payments to a more reasonable level.

J. Net Revenue Sharing Mechanism

Edison proposes a net revenue sharing mechanism in which customers would receive or pay 90 percent of net revenue gains or shortfalls while shareholders receive or pay the remaining 10 percent.
  Edison proposes to allocate net revenues between ratepayers and shareholders after subtracting the revenue requirement from all revenues from sales of electricity and ancillary services, including revenue associated with lost generation and any imputed revenue associated with any utility sale or exchange contract.  The purpose of the net revenue sharing mechanism is to provide customers with most of the benefits of continued operation, while giving Edison an incentive to operate in an efficient manner.  The net revenue sharing mechanism also provides a means of sharing the gain or loss resulting from a valuation of the hydro assets that was either too pessimistic or too optimistic.  ORA will review the reasonableness of the proposed net revenue sharing mechanism, especially in light of the extraordinary return on common equity contained in the proposal.

K. Periodic Commission Review of Some PBR Elements

The MOU proposes that the Commission may review and alter certain elements of the PBR and revenue sharing mechanism every eight years:

1.
The determination and starting point for the authorized Hydro O&M Revenue Requirement.

2. The escalation formula for the authorized hydro O&M Revenue Requirement (the CPI-X) formula.

3. The annual capital allowance.

4. The carry-forward account incentive payment structure. (MOU at 18.)

The MOU proposes that other elements cannot be adjusted by the Commission:

1.
The determination or amortization of the Hydro Valuation Regulatory Asset.

2. The split of revenues between customers (90%) and shareholders (10%) for purposes of the revenue sharing mechanism.

3. The depreciation rate of the Hydro Physical Plant, including all capital additions added to the investment base.

4. The annual revenue requirement associated with non-site specific corporate general plant.

5. The establishment of the hydro cost of capital, which shall be determined through the cost of capital trigger index, which trigger index shall not be subject to adjustment or review, except if SCE proposes a successor trigger index.

6. The use of the authorized capital structure to determine the revenue requirement for purposes of the revenue sharing mechanism.

7. Annual contributions to the Environmental Mitigation Trust Fund Account and the Hydro Environmental Fund Memorandum Account. (MOU at 18-19, emphasis added.)

For ratemaking purposes, the Commission should retain jurisdiction over all seven items in the second list.  Edison’s request that its hydro-related cost of capital (item #5) be beyond Commission review, but subject to change only if Edison proposes a successor trigger index, is a clear example of why all seven items should remain under Commission jurisdiction.  As discussed above in I.D, the terms of the MOU should be modified as the Commission sees fit.  Obviously, Edison and the MOU’s signatories want as much certainty about the terms of their agreement as possible, but the Commission should retain oversight over all terms of the MOU.

L. Z Factor Treatment

Edison proposes Z Factor treatment for mandated and extraordinary expenditures.
  According to the MOU, “extraordinary expenditures must be projected to yield a benefit-cost ratio of at least 2:1 at the time they are planned in order to be eligible.”
  ORA will review Edison’s overall Z Factor treatment proposal.  ORA is concerned about whether the 2:1 ratio is appropriate.  Prior to approving major restoration or life extension activities, Edison should be required to conduct a decommissioning cost-benefit study.

M. Affiliate Transactions

Regarding affiliate transactions, the MOU states:

SCE will sell the electrical output of the hydro plants into the wholesale electricity markets, such as the ISO or the California Power Exchange (“PX”), at market-based prices, and shall not sell that electrical output to another party through a bilateral contract, including a bilateral contract with SCE affiliated companies. (MOU at 4.)

ORA supports Edison’s intent to sell the output from its hydro plants into the wholesale electricity markets, without possible benefits to its affiliates.  Since contractual arrangements other than direct sales are possible, e.g., swaps or back-up arrangements, Edison should be required to prohibit any transactions involving its affiliates.

N. Market Power

Edison discusses market power in exhibit SCE-4.  Edison is a significant market participant in the energy and ancillary services markets.  ORA will review the reasonableness of Edison’s testimony regarding market power.

II. ENVIRONMENTAL ISSUES 

A significant portion of the MOU is dedicated to discussion of environmental issues surrounding Edison’s continued operation of its hydro assets.  While its is appropriate for reasonable environmental remediation costs to be passed on to ratepayers, ORA believes that the Commission should be satisfied with the environmental restoration funding and conditions prior to approving Edison’s application.  ORA will review the reasonableness of the MOU, and the costs of the proposals contained therein.  ORA hopes that additional environmental groups that did not sign the MOU will take a close look at the terms of the MOU.

ORA does not oppose the formation of the Environmental Forum or the Environmental Trust Fund (ETF).

A. Environmental Remediation Funding

The ETF’s purpose is to provide funding for

environmental monitoring and recreational and fish and wildlife enhancement.  One major activity anticipated is increasing water flows in the stream reaches from which SCE diverts water for hydroelectric generation.  The Environmental Trust Fund will be used to compensate SCE for lost generation caused by these increased in-stream flows.  The compensation will not cover lost generation or the costs of mitigation and enhancement measures required by SCE’s FERC hydroelectric project licenses; these costs will be eligible for recovery as Z-factors. (Exh. SCE-3 at 48.)

The initial corpus of the ETF is $15 million, with additional customer contributions of $1 million per year (escalated at CPI), plus the possibility of shareholder contributions of $150,000 for each $5 million earned in the hydro net revenue sharing mechanism and any outside voluntary contributions.
  

Given the MOU’s goals, it appears that the ETF will have more will than wallet.  Considering that Edison has 25 hydro projects in five distinct areas, monitoring and enhancement expenditures will take up a significant portion of the allocated funds.  Compensating Edison for lost generation at market rates will also be a significant expense, as will be the operating and consulting expenses associated with the Environmental Forum.

B. Decommissioning

The MOU states that the current level of hydro depreciation does not provide for the recovery of decommissioning costs.
  Under the MOU, Edison will be granted the right to request an increase in its revenue requirement to recover recorded final decommissioning costs, or reasonable estimates of future decommissioning costs.  ORA will review this provision to determine if it is sufficient, or if some other mechanism, such as prefunding decommissioning, is better.

C. CEQA

Edison asserts that the MOU is not subject to the California Environmental Quality Act (CEQA), or in the alternative, that the application is exempt from CEQA.
  Edison has not prepared a Proponent’s Environmental Assessment.  The Commission’s Energy Division should review Edison’s application.  As part of its CEQA review, the Energy Division should consider decommissioning some of Edison’s small hydro projects.

III. PROCEDURAL ISSUES

A. Proposed Schedule

ORA finds that the schedule proposed by Edison is too ambitious.  ORA staff assigned to this application will also be working on PG&E’s application to auction its hydro assets
; sufficient time must be built into the schedule here to allow for adequate work in both applications.  While Edison believes that no intervenor testimony is necessary, ORA plans to file testimony on many of the issues discussed above.  ORA proposes the following schedule:

Edison Application
ORA Schedule

Protests Due
1/21/00
1/19/00

Edison Reply
2/3/00
2/3/00

Prehearing Conference
2/14/00
2/14/00

Scoping Memo
Not included by Edison
3/6/00

Testimony
Not included by Edison
Necessary; TBD at PHC

Hearings
2/29/00
TBD at PHC

Opening Briefs
3/14/00
TBD at PHC

Reply Briefs
3/21/00
TBD at PHC

B. Categorization

Edison has categorized this proceeding as ratesetting.
  ORA concurs with this categorization.

C. There Is a Need for Evidentiary Hearings

As ORA has noted above, there are numerous issues of fact and expert opinion that will be disputed by ORA. ORA intends to present expert testimony on these issues. ORA also requests the opportunity to cross-examine Edison witnesses.

Respectfully submitted,
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� MOU at 12; Exh. SCE-3 at 34.  Edison proposes to set the authorized returns for long-term debt and preferred stock at the embedded cost of long-term debt and preferred for Edison as a whole.


� Edison calculated discounted cash flow (DCF) and capital asset pricing model (CAPM) estimates based on (1) five unregulated wholesale electric generation companies, and on (2) oil and gas exploration companies and (3) telecommunications companies. The wholesale electric generation companies are AES, Calpine, Enron, MidAmerican Energy Holdings and Thermo Ecotek.  Exh. SCE-3 at 34.


� Edison’s current authorized return on equity is 11.6 percent. CPUC D.99-06-057.


� MOU at 11, Exh. SCE-3 at 31.


� MOU at 12-13, Exh. SCE-3 at 37.


� MOU at 19.


� MOU at 4.


� Exh. SCE-2 at 46, Table V-2.


� Exh. SCE-3 at 2.


� Exh. SCE-3 at Appx. B.


� Exh. SCE-3 at 17.


� Exh. SCE-3 at 25-26.


� Exh. SCE-3 at 10-15. 


� Exh. SCE-3 at Appx. H.


� Exh. SCE-3 at 41-45.


� Exh. SCE-3 at 21-25.


� MOU at 9.


� The Environmental Forum may also request an additional loan of $4 million from Edison.  Exh. SCE-3 at 51.


� The MOU states that the most recent published CEC three year monthly market clearing price forecast shall be used to determine the market price for power.  MOU at 27.  ORA objects to Edison’s proposal to use a dubious CEC forecast when near real-time data is available from the PX.


� MOU  at 29-30.


� Application at 8-10.


� A.00-09-053.


� Application at 13.
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