








December 23, 1997








Kevin Coughlan


Energy Division


California Public Utilities Commission


505 Van Ness Avenue 


San Francisco, CA 94102





Subject:  Protest of Pacific Gas & Electric Advice Letter 1720-E








Dear Mr. Coughlan,





ORA protests PG&E’s Advice Letter 1720-E, dated December 15, 1997.  AL 1720-E files Transition Cost Balancing Account tariff language, as well as tariffs for several memorandum accounts.  D.97-11-074 provides for expedited approval and protest of the establishment of  “…Transition Cost Balancing Accounts in compliance with the guidelines established in this decision…” 


	ORA protests AL 1720-E as not in compliance with D.97-11-074.  PG&E proposes to be allowed to debit the TCBA annually for hydroelectric and geothermal losses (the remainder of this protest uses the term “hydro” or “hydroelectric” to also refer to geothermal).  This second issue is also common to Edison, and ORA is filing a substantially similar protest to Edison’s TCBA filing.  The dispute between ORA and the two utilities lies in very different interpretations of D.97-11-074, particularly pp. 135-136.  ORA raised these issues at the December 19, 1997 workshop conducted by the Energy Division.  Consequently, both the Energy Division and PG&E are aware that ORA has found the annual debit issue to be problematic.  





D.97-11-074 makes no provision for annualized debits for hydroelectric resources to the TCBA.





	D.97-11-074 clearly provides for annual credits and monthly debits of hydroelectric costs.  ORA has extensively reviewed the relevant discussion, findings of fact, conclusions of law, and attachments.  ORA includes much of those portions of the decision in this protest, and highlights the most critical statements.  At no point does the decision provide for a debit of a revenue requirement shortfall on an annual basis.





A. 	The accounting treatment for hydroelectric assets essentially mirrors the memorandum accounts for fossil plants.


	


	The most extended discussion of memorandum account ratemaking occurs at page 52 of the decision.  This portion of the decision provides for portfolio treatment of non-must-run units, and for monthly debits or credits, with credits to earn the CTC rate of return.  Most significantly, this portion of the decision provides for annual credits, and changed the proposed decision from monthly to annual crediting to address events such as outages:





We direct the utilities to establish separate memorandum accounts for non-must-run and for must-run plants. For the non-must-run plants, we will track the difference between costs and market revenues on a monthly basis. Any excess revenues will be credited to offset transition costs on an annual basis, in the following fashion. The revenues will be tracked in the memorandum account on a monthly basis and will be available to apply to costs incurred in other months. Any excess revenues accruing in a particular month will earn the reduced transition cost rate of return, rather than the commercial paper rate. We recognize the utilities’ concerns that monthly postings of excess revenues to the transition cost balancing account could impact the recovery of costs incurred during plant outages when there may not be revenues to offset these costs. An annual crediting to the transition cost balancing account of any excess revenues addresses such concerns. At the same time, applying the reduced rate of return to these revenues is appropriate because this higher interest rate compensates ratepayers for carrying costs associated with transition costs that would otherwise have been reduced through monthly postings. No interest rate or rate of return will be applied to any debit balances in that account. (page 52)





	The Commission adopts similar treatment, using similar language for hydroelectric assets at page 136, with one notable exception. In the case of hydroelectric assets, the entire revenue requirement is to be used, instead of only short run-operating costs.  But, the Commission again provides for an annual credit, no interest on monthly debits, and interest at the CTC return on monthly credits.





Revenues earned through the Power Exchange and ISO for hydroelectric and geothermal assets should be tracked in a memorandum account and compared to the revenue requirements established for these assets in A.96-07-009 et al. Market revenues in excess of revenue requirements should be credited to the transition cost balancing account on an annual basis. Similar to the memorandum accounts established for the fossil must-run and non-must-run plants, any excess revenues accruing in a particular month will earn the reduced transition cost rate of return, rather than the commercial paper rate. Applying the reduced rate of return to these revenues is appropriate because this higher interest rate compensates ratepayers for carrying costs associated with transition costs that would otherwise have been reduced through monthly postings. No interest rate or rate of return will be applied to any debit balances in that memorandum account. This approach is consistent with ensuring that transition cost recovery occurs as expeditiously as possible. Because these assets are afforded transition cost treatment, the reduced rate of return should be earned (page 136).





	The inclusion of the entirety of hydroelectric revenue requirement is a logical consequence of the reasoning in the decision.  The likelihood is that hydro is economic, so that all hydro costs can be recovered through the market.  Current costs are thus included, and act to reduce the otherwise applicable credit.  Consequently, it is appropriate to include all hydro revenue requirement, including amortization of current costs in accounting for these resources:





While we are not convinced that hydroelectric and geothermal assets, with the possible exception of pumped storage facilities, are likely to be uneconomic, we believe that ratepayers will benefit by ensuring that these assets earn the reduced rate of return and that excess revenues are credited to offset transition costs. We find that it is appropriate to include the amortization of any current costs of hydroelectric and geothermal assets in the transition cost balancing account. (page 135)





B.	Hydro assets are afforded transition cost eligibility; hydro revenue requirement is not.





	There continues to be ongoing confusion about what transition cost treatment means in spite of the decision’s efforts to delineate the various elements of transition cost recovery.  There are several forms of transition cost recovery: specified costs, costs in general or of a category, and asset recovery.  Conclusion of law 16 notes the separation in stating that “This Commission must make the final determinations regarding the eligibility of assets and cost categories for transition cost recovery.”


Hydro receives transition cost treatment in two ways.  First, monthly uneconomic costs may be recorded.  Secondly, the hydro asset value is accorded transition cost treatment.  The market value of any hydro asset, be it more or less than book value, will flow through the transition cost balancing account.  The decision explicitly provides for transition cost treatment of the hydro asset at page 136: “Because these assets are afforded transition cost treatment, the reduced rate of return should be earned.”


This treatment is similar to that for fossil units under must-run contract C.  These units are subject to a reduced rate of return.  However, transition cost recovery is not permitted for the cost-of-service, or revenue requirement, for units under this contract (page 180).  





C.	D.97-11-074 consistently provides for annual credits.





	In addition to the above citations, the Commission’s discussion of hydro ratemaking is consistent in using “annual” and “credits” together.  If the Commission had intended to allow debits, it would have used the word “transfer” or “debited or credited” to refer to account balances, as the Commission does in discussing the disposition of ECAC, ERAM and ITCBA balances (finding 122).





	Attachment 4 of D.97-11-074 describes the regulatory treatment for hydroelectric assets as “credit excess revenues beyond the revenue requirement to the TCBA.”  The findings and conclusions also only refer to annual credits:





Finding of fact 11: The utilities should establish memorandum accounts to track on a monthly basis actual going forward costs and market revenues on a plant-specific basis for both must-run and non-must-run plants. Any excess revenues should be credited to the transition cost balancing account on an annual basis. The revenues accrued in the memorandum account will earn the reduced transition cost rate of return. No interest rate or rate of return will be applied to any debit balances in that account.


Finding of fact 84: Market revenues earned for hydroelectric and geothermal assets should be tracked in a memorandum account and compared to the revenue requirements established for these assets. Market revenues in excess of revenue requirements should be credited to the transition cost balancing account on an annual basis. Similar to the memorandum accounts established for the fossil must-run and non-must-run plants, any excess revenues accruing in a particular month will earn the reduced transition cost rate of return. No interest rate or rate of return will be applied to any debit balances in that memorandum account.


Conclusion of law 36: It is reasonable to track excess revenues resulting from comparing the hydroelectric and geothermal costs with Power Exchange prices and assets to use these revenues to offset transition cost recovery.





The term “offset” clearly precludes debits.  An offset is a reduction to transition costs.  Debits increase transition costs.


Page 183 also provides for a clear description of the sequence of steps: “Market revenue earned for hydroelectric and geothermal assets should be tracked in a memorandum account and compared to the revenue requirements established for these assets, and excess revenue should be credited to offset transition cost recovery.”  A comparison can result in either a debit or credit.  The decision clearly provides that only if the comparison results in a credit is the account balance to be used.		





D.	Application of the reduced rate of return to hydro assets reflects the substantial reduction in risk for these assets between the proposed and final decision.





The proposed decision provided for the full rate of return and no transition cost eligibility.  The final decision provides for a reduced rate of return, transition cost eligibility for uneconomic costs upon sale or market valuation of the assets, and substantial reduction in recovery risk for operating costs.  In referring to transition cost treatment, the decision provides that “…these assets are afforded transition cost treatment…(page 136)”  There is no comparable statement for operating costs.  ORA participated in the ex parte communications which lead to changes in the final decision.  The primary risks the utilities focused on were potential uneconomic costs at the time of market valuation for the asset, and the requirement for crediting monthly on a plant by plant basis.


With respect to crediting, the proposed decision states that “Market revenues in excess of revenue requirements should be credited to the transition cost balancing account (page 134).”  The final decision adds the phrase “…on an annual basis.”  Allowing  annual crediting represents a substantial reduction in risk from the proposed decision.  The proposed decision provided for monthly credits from each plant.  The final decision allows for monthly debits, and provides for annual credits from the portfolio.  This allows winners to offset losers both between plants and over time.  The utilities were relieved of the risks about which they expressed the greatest concern.





E.	The requirement for annual hydro credits makes eminent policy sense in light of the proposed policy decision and market valuation results.





While ORA’s protest focuses on compliance, for this issue it is also desirable to show the link between policy and compliance.


The preferred policy decision provides for hydro and geothermal credits to transition costs, either on a revenue requirement basis or from gain on sale (pp. 135-136).  The proposed Phase 2 decision would have denied transition cost eligibility for these assets.   The rate of return for these resources is reduced; in exchange, there is now some ratepayer risk from loss on sale.  It would represent a total reversal of the preferred policy decision to allow debits of operating costs to transition costs for these resources. 


Hydro resources have a low average cost.  Few would question that this average cost is below the level of fossil resources.  Market valuation results for several of Edison and PG&E’s fossil plants became available around the time the Phase 2 decision was issued.  The sales prices were in excess of book.  Utilities have expressed substantial concern about sustaining operating losses from those plants, much less losses on a total revenue requirement basis.  Utilities created the expectation that their continued operation of the plants would result in little, if any, reduction in CTC, and could result in an increase.  Instead, when the sales close, there will be a significant credit to CTC.


The Commission now faces a similar situation with respect to hydro.  If PG&E and Edison’s interpretation of the Phase 2 decision is adopted, low cost resources could nonetheless increase CTC.  If others are responsible for hydro assets, the most likely result is an even greater premium of market over book, with a commensurate reduction in CTC.  ORA believes there is no policy rationale to set the standard so low for utilities relative to expected market valuation.  At a minimum, such a low standard would contradict AB1890 and D.97-11-074’s discussion of hydro to ensure that transition cost recovery occurs as expeditiously as possible (page 136). 


The utilities will not have to compete with their uneconomic assets.  The institution of a competitive market should at least require that the utility compete with assets which common sense suggests and which the Commission has found are likely to be economic (page 135).  If the utilities cannot compete even with a competitive advantage, the wisest regulatory course of action is to get them out of that business as soon as possible.  Allowing losses to be booked to the TCBA fails to do so.  


 





F. The conventional hydroelectric/geothermal entries portion of the TCBA should be modified.





	As ORA was preparing this protest, PG&E was preparing modified tariff pages. The conventional hydroelectric/geothermal memorandum account, AZ, as shown on tariff sheets 15012 through 15014 generally reflects the ratemaking in D.97-11-074.  The inclusion of hydro/geo revenue requirement, and the provision for debiting at 6.B.1.c on page 14991 does not.  Accordingly, ORA recommends continuation of the memorandum account, and deletion of the section 6.B.1.c. from the TCBA.


�



ORA recommends that AL 1720-E be modified as stated above in order to comply with D.97-11-037.  The issue of annual debits will have no ratepayer impact until December 31, 1998, at the end of the first year.   In order to carry out the Commission’s intent in expediting consideration of the TCBA and associated accounts, ORA believes that the protested tariff sheets could go into effect on January 1, 1998 as requested.  The Commission could then decide the protested issues, and direct any necessary tariff changes.   











Yours truly,











Michael D. McNamara


Program Manager


Market Development Branch





cc:        Tom Bottorff, PG&E


            Juanita Porter, Energy Division
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