
Analysis and Comments of the Office of Ratepayer Advocates

On the Memorandum of Understanding by and among

California Department of Water Resources, San Diego Gas & Electric Company and Sempra

Overview

On June 18, 2001 the California Department of Water Resources (CDWR), San Diego Gas & Electric Company (SDG&E) and Sempra entered into a Memorandum of Understanding (MOU) as a step toward reducing the financial impact of the state’s energy crisis on SDG&E and its customers.  The principle elements of the agreement include the following:

· the sale of SDG&E’s electric transmission system to the state for approximately $1 billion;

· the establishment of procurement obligations and contract rights between SDG&E and CDWR;

· the disposition and elimination of SDG&E’s AB 265 undercollection balancing account (the Energy Rate Ceiling Revenue Shortfall Account or “ERCRSA”) without increasing base electric rates;

· the provision of certain utility retained generation output on a cost of service basis; and

· the right of first opportunity for the state to acquire additional lands owned by SDG&E.

Other elements of the MOU involve claims against third parties, tax payments, tax benefits and utility related capital commitments by Sempra.

The MOU will be implemented through a combination of required legislation, contracts between SDG&E and CDWR, actions by FERC, CPUC implementing decisions and releases of certain utility claims.

Two CPUC implementing decisions involve other ongoing settlements.  One relates to the MOU between SDG&E and ORA.  If approved by the CPUC, this agreement would settle all ORA/SDG&E disputes related to SDG&E’s electric power procurement practices from July 1, 1999 through February 7, 2001 and would provide for a write-off of $100 million to the ERCRSA. The second relates to a proposed settlement agreement between the CPUC and SDG&E that will settle the treatment of Intermediate Term Contracts, provide for a write-off of $219 million to the ERCRSA, contain CPUC approval of the transfer of the Intermediate Term Contracts to CDWR effective June 1, 2001 and contain a release of the related claims.  

Other CPUC implementing decisions involve the following:

· the establishment of a URG Cost Recovery Mechanism to ensure that any undercollection or overcollection of URG costs will be reconciled in a timely manner and that any undercolection can be financed on reasonable terms;

· the transition of ratemaking for SONGS 2 and 3 from the existing Incremental Cost Incentive Procedure which is effective through December 31, 2003 to cost of service principles for the period January 1, 2004 through December 31, 2010.  Also, SDG&E’s proposal to establish a $133 million regulatory asset (SONGS Equalization Adjustment) with a corresponding $146 million reduction to the ERCSA will be considered;

· the establishment of a Procurement Cost Recovery Mechanism to ensure that any undercollection or overcollection of procurement costs will be reconciled in a timely manner and that any undercolection can be financed on reasonable terms and to mitigate the potential risks of retroactive reasonableness review of procurement practices;

· the approval of four SDG&E advice letters that have been filed and propose to transfer undercollections totaling $50 million to the ERCRSA;

· the approval of an advice letter to be filed by SDG&E to transfer approximately $104 million in the transition cost balancing account (TCBA) to URG revenues to offset a portion of the ERCRSA;

· the approval of the transfer of any remaining balance in the ERCRSA to the TCBA and continuation of the AB 265 customers’ CTC rate at no more than the current level until the TCBA balance reaches zero;

· the approval of the yet to be filed request to move SDG&E’s and Southern California Gas Company’s cost-of-service/PBRs to test year 2004; and

· a favorable determination regarding SDG&E’s right to recover in rates costs that it has agreed to pay relating to reasonable costs and expenses incurred by the state directly in connection with the negotiation and effectuation of the MOU and the Definitive Agreements (Transmission Purchase and Sale Agreement, opportunity to purchase additional lands, agreements regarding claims of third parties, capital commitment of Sempra and release of claims).

At some point the Governor will submit to the State Legislature the “required legislation” that would authorize CDWR to acquire the transmission system and enter into and implement the applicable contracts and activities.  The parties would then proceed to attempt to execute the definitive agreements by November 1, 2001.  Failure of the “required legislation” to be adopted and effective and the Definitive Agreements to be signed on or before December 31, 2001 will entitle any party to terminate its obligations under the MOU.

Analysis and Comments

Utility Retained Generation (Section 3) 

This section states that “…Utility’s generation assets, including all energy, capacity, ancillary services, and any combination thereof, to which Utility has a contractual right (collectively “URG”), will be committed to cost-based rate making for Utility’s bundled service customers, and Utility will not seek authority to sell such assets, through December 31, 2010.”

This section further states that the “…Utility will be entitled to collect revenues sufficient to cover its costs associated with its URG (and all costs for ancillary services, ISO costs allocated to Utility and other costs associated with CDWR’s procurement of the net short allocated to Utility as contemplated by Section 9) on a timely basis, in accordance with the principles of cost-based ratemaking as applied in this State.”  The MOU also discusses the need for URG balancing accounts.

ORA supports committing SDG&E’s URG to cost-based ratemaking through December 31, 2010.  This URG proposal, however, is closely related to SDG&E’s rate design proposal in the SDG&E rate surcharge proceeding (A.00-10-045, and A.01-01-044), which ORA opposes.  In the rate surcharge proceeding, SDG&E proposes to dedicate its URG to small customers, and further proposes a rate design for generation rate surcharges.  SDG&E’s rate design, which attempts to balance many goals, does not appear to be a fair deal for small customers who would pay far more than their share of ISO charges ($192 Million of the total of $227 Million for ISO Charges), and who would be stuck paying CTC costs indefinitely (there may be no need or a reduced need to collect for CTC at this time).  One would expect that dedicating URG to small customers would greatly benefit these customers, but SDG&E’s proposals for dedicating URG to small customers results in little or no short-term benefits for small customers, and substantial longer term risk.  In the longer term, there are substantial risks that URG costs will again become more expensive than available alternatives, and thus, small customers would be stuck paying for the most expensive electric supplies in the future.

ORA supports the section of the MOU which commits SDG&E’s URG to cost based ratemaking through December 31, 2010 for bundled customers.  ORA opposes SDG&E’s proposals in other proceedings related to dedicating URG to small customers. 

SONGS Treatment (Section 3) 

SDG&E’s MOU includes SONGS 2 and 3 as part of utility retained generation that will be dedicated to cost-of-service-based ratemaking for bundled customers.  SONGS operating costs will be recovered through December 31, 2003 through the existing Incremental Cost Incentive Procedure (ICIP).  After ICIP termination through December 31, 2010, ratepayers will pay SDG&E’s allocated O&M, A&G and fuel costs.  Changing from ICIP treatment to cost-based ratemaking should reduce costs to ratepayers.

The MOU includes the establishment of a $133 million SONGS-related regulatory asset and the reduction of the Energy Rate Ceiling Revenue Shortfall Account (ERCRSA) balancing account by $146 million.  SDG&E owns approximately 20 percent of SONGS, and its current net rate base ownership is apparently $0.  The $133 million figure was created to parallel the regulatory asset proposed in the Edison MOU.  SDG&E calculated the $146 million reduction by determining the present value of the recovery of the regulatory asset over time.

The regulatory asset would be depreciated equally over nine years, ending in December 2010.  While being depreciated, the regulatory asset would earn for SDG&E its authorized weighted average cost of capital, currently 12.63% (including taxes).  SDG&E currently earns a commercial paper rate, about 4%, for the $750 million in ERCRSA.  By transferring ERCRSA funds to a regulatory asset, SDG&E is essentially protecting the uncertain recovery of the funds at a higher interest rate, without further scrutiny.  Under the MOU, revenue requirements would increase $28 million in the first year to cover the regulatory asset.  Given a lower return, rates would increase by a lower amount, and the present value deducted from the ERCRSA would also decrease.  ORA would support deferring the recovery of part of the ERCRSA, but not at the high interest rate suggested by SDG&E’s MOU.  (AB 265 also requires any FERC-ordered refunds to be refunded to ratepayers, so it is premature to attempt to shield ERCRSA funds in a regulatory asset.)

If SONGS is shutdown permanently before the regulatory asset is fully depreciated, SDG&E still gets full depreciation of the regulatory asset, recovery of any unamortized capital additions after December 2003, and any other reasonable costs associated with shutdown and decommissioning, similar to the treatment of SONGS 1 when it was decommissioned.  Decommissioning costs for SONGS 1, which was decommissioned in 1992, included amortization of the remaining rate base over 4 years at 90 percent of SDG&E’s debt costs.

Finally, the MOU suggests the elimination of the net revenue sharing mechanism for SONGS after 2003.  With the changeover to cost-of-service ratemaking, the elimination of sharing is acceptable and should be made permanent.

Transmission Sale (Section 4) 

This section of the MOU provides for the State to acquire SDG&E’s transmission (and related) assets that are under ISO control at 2.3 times net book value.

The MOU is unclear with respect to the State’s intent for acquiring SDG&E’s transmission asset.  In the case of the Edison MOU, ORA’s understanding was that the State’s intent was to provide Edison with monies for its transmission assets -- monies that would help offset Edison’s undercollection on the electric procurement front.  In the case of SDG&E’s MOU, this does not appear to be the case since the MOU contains other provisions that collectively attempt to offset SDG&E’s undercollection on the procurement front.  Thus, if SDG&E’s undercollection is offset by the settlement/negotiation of these other provisions, then what is the purpose of the State acquiring SDG&E’s transmission assets?  SDG&E’s MOU is silent on this matter.  SDG&E’s MOU is also silent on how refunds, if any, from out-of state generators would be handled in the event that refunds are obtained from the generators outside of FERC’s aegis or if AB 265 is repealed.

ORA agrees that if all else remains the same, then tax-free financing of an asset would result in lower rates when compared to taxable financing.  But all else is not the same.  For one, the MOU provides for the State to pay 2.3 times the net book value.  By doing so, a significant portion of the benefit that would result from tax-free financing evaporates in a flash.  Any benefit that remains could further fade away with the State paying billing fees, and would finally vanish after the State is done with paying SDG&E under an O&M Agreement that is to be negotiated outside of this MOU.  ORA is concerned that under the terms of the MOU, the benefits of tax-free financing for SDG&E’s transmission asset would most likely elude us all.

ORA is concerned that in the near or distant future, if the State were to ever sell the transmission assets back to a for-profit entity, ratepayers would be significantly worse off.  If the sale to a for-profit entity were to be consummated at the same price that the State acquired the transmission asset, i.e., 2.3 times net book value, then transmission rates would skyrocket to compensate the acquiring for-profit entity for the taxes that would be due on the operating profit that the company would be entitled to.  On the other hand if the sale were to be consummated at 1 times net book value in order for no rate-shock to occur, then taxpayers would have a loss of 1.3 times net book value since taxpayers had bought the asset for 2.3 times net book value and will have now sold it for 1 times net book value.  Either way, whether by rate-shock or by the State’s loss on sale, SDG&E will have realized a gain on sale to the tune of $565 million.  ORA’s point is that the citizens of California will have to take this big bite if they ever reverse the ownership of SDG&E’s transmission asset from a tax-free entity to a for-profit entity.

The logic that ratepayers are better off under the State’s ownership of SDG&E’s transmission assets because of tax-free financing is not compelling.  First, there’s the reverse transfer problem outlined above.  ORA also notes that the transfer of an asset from a for-profit corporation to a non-profit entity deprives the State’s General Fund of tax revenues.  And, in a broad sense California’s electricity crisis has resulted from problems in the wholesale generation market, not the operation or ownership of the transmission grid.  One could argue that if the taxpayers of California are going to spend money on electricity assets, why not go to the crux of the problem and buy or build generation assets rather than acquire existing transmission.  

Public Utilities Code 851 requires an Order from the Commission authorizing the sale of any property that is necessary or useful in the performance of a utility’s duties to the public.  The MOU contemplates legislation that would preclude the Commission’s determination of whether or not the sale is in the public interest and dispense with CEQA compliance.   A filing seeking authority to sell an asset is usually referred to as an “851” filing and also addresses the issue of how the gain or loss, if any, will be shared between ratepayers or shareholders.  The SDG&E MOU grants the entire gain on sale to shareholders.

The SDG&E MOU provides for the sale of the transmission asset to the State on an “AS IS, WHERE IS” and “WITH ALL FAULTS” basis.  ORA is concerned that this clause can come back and haunt ratepayers on matters such as EMF lawsuits, etc.  

In summary, ORA is unclear at this time on the State’s intent for acquiring SDG&E’s transmission asset.  And even if the State’s intent was divulged, ORA strongly believes that the solution as proffered in the MOU may not be in the best interests of ratepayers.  With the information available at this time, ORA cannot conclude that the State’s acquisition of SDG&E’s transmission assets is in the ratepayers’ best interest. ORA is hopeful that a full and fair opportunity is provided to openly air and debate the merits and demerits of its MOU with SDG&E in proceedings and forums before the Commission.  

Right of First Opportunity to Acquire Additional Lands (Section 5) 

The MOU includes a time-limited right of first opportunity for DWR or some other state agency to make an offer to purchase approximately 15,000 acres of land near the town of Palo Verde, California (20 miles south of Blythe) before SDG&E sells the properties to a third party for $35 million or less.  ORA has no idea what the value of this right is worth, nor of the appraised value of the acreage.  Although acquisition of these properties may be something that some state agency may be interested in, it is not clear what value accrues to ratepayers.  The section does not state how the net gain on sale of the properties would be allocated.

Claims Against Third Parties (Section 6) 

The parties are to negotiate their mutual cooperation and coordination with respect to whether or not to pursue potential claims against third parties.  There is no guarantee that the Utility will provide mutual cooperation and coordination with respect to pursuing potential claims beyond lip service to the agreement. 

Allocation of proceeds resulting from claims for unlawful overcharges and other damages are to be apportioned in a “manner as to achieve the maximum lawful recovery of claims.”  The language about achieving maximum lawful recovery of claims is vague and may be of questionable value to ratepayers.  In the past such language has resulted in the utilities receiving disproportionate shares of the recovery as an incentive to pursue the litigation. 

The parties are to prepare a subsequent agreement (“Definitive Agreement”) within 30 days of signing the MOU that sets forth their understanding regarding provisions of the MOU related to the timing and terms of assignment of claims from the Utility to the State or its agencies. With some exceptions, if the Utility fails to pursue a claim and CDWR demands it, the Utility must assign the claim to CDWR or another state agency designated by CDWR.  Arguably, this could allow CDWR to encroach on Commission jurisdiction by designating another State agency as the appropriate agency to bring an action against a third party for an action that is traditionally within the exclusive jurisdiction of the Commission.

All arrangements in this section are contingent upon the Commission passing the implementing decisions set forth in Section 11, clauses (a), (b), (c) and (d).

Taxes (Sections 7 and 8) 

Section 7 of the MOU agrees to transfer from the Parent to the Utility tax refunds totaling $218.4 million.  These tax refunds are related primarily to the $750 million loss recorded in ERCRSA in the 2000 tax year.  This provision merely reflects what would happen anyway under tax sharing agreements between the Parent and Utility.  The Parent normally pays corporate taxes for all affiliates and subsidiaries on a consolidated basis.  The Utility’s pro-rata share of this is different from what its taxes would have been had taxes for the Utility been calculated on a stand-alone basis.  The difference is these tax refunds.  

If ratepayers were required to pay the entire ERCRSA loss in the form of a higher revenue requirement the following tax year, the Utility’s taxes would increase by an amount similar to the year 2000 tax refunds.  In this circumstance, the Utility would normally keep the $218.4 million, rather than flowing it back to ratepayers, in order to pay these higher taxes.  The MOU allegedly reduces the ratepayers’ responsibility for paying this loss to close to zero, meaning there will be little or no revenue increase triggering a tax increase.  This would justify the utility flowing some or all of the $218.4 million in tax refunds back to ratepayers.  Evidently, Section 8 has something like this in mind, though the details will be provided in future Definitive Agreements.  Thus, we cannot analyze at this time how taxes will be treated.  

Procurement Obligations (Section 9) 

Based on the language in the MOU SDG&E will be obligated to resume procurement of the residual net short power requirement upon the earlier of January 1, 2003, or such date that is determined by CDWR upon not less than 180 days prior written notice to SDG&E, but it is contingent upon the following:

· Adoption of the CPUC Implementing Decisions for the URG Cost Recovery and the Procurement Cost Recovery Mechanisms.

· CPUC approval of ORA settlement Agreement.

· At least one of the other two major California-based IOUs will have resumed procurement of its residual net short.

It is not clear how much of its net short power requirement SDG&E can take over from CDWR.  ORA understands that some, if not most, of the CDWR contracts may not be assignable to SDG&E.  A major perceived benefit of the MOU is the opportunity for the State to exit the electricity procurement business.  However, this apparently is not a real benefit because CDWR has already locked itself into that business for some time to come.

According to the language in the MOU, the CPUC Implementing Decisions will include confirmation of SDG&E’s entitlement to recover reasonable procurement costs in a timely manner.  The Implementing Decisions would also establish mechanisms to mitigate the potential risks of retrospective reasonableness review of procurement practices, including development of a framework and criteria for procurement practices (Procurement Cost Mechanism).  ORA generally agrees with this language in the MOU and will try to work with the parties to develop a fair, effective and reasonable mechanism.  However, ORA hopes that sufficient time is provided to the parties to develop a standard, including possibility of retrospective reasonableness reviews for transactions entered into which are outside the standard.

Capital Commitment by Parent (Section 10) 

This section of the MOU commits Sempra to cause SDG&E and SoCalGas to make capital investments in their businesses (exclusive of that related to electric transmission) of at least $3.0 billion in the aggregate for the years 2001-2006, or such lesser amount as the CPUC may approve.  This is $600 million more than what was spent during the period 1995-2000.  The committed amount would be increased by $200 million if the Transmission Sale does not occur and $300 million if SDG&E funds the Valley Rainbow transmission line.  The benefit of this commitment is not clear. ORA believes that the utilities have the obligation to budget capital expenditures along with operation and maintenance expenses in the most cost effective manner possible in providing safe and reliable service at reasonable rates. It is expected that both utilities will make the necessary capital commitments to meet its regulatory obligations.  While past expenditures may be indicative of what might reasonably be spent in the future it is not definitive in that regard.  Numerous factors must be considered in order to establish the reasonableness of capital budgets. Without extensive review it is impossible to determine the relevance of Sempra’s commitment.  The next such review of the utilities’ capital spending will take place in their test year 2004 cost of service filings.  The Commission will then have the opportunity to develop the record and make appropriate conclusions regarding both historic and future capital expenditures. 

Advice Letter Filings (Section 11 f) 

SDG&E seeks approval of Advice Letters 1262-E, 1270-E, 1284-E, and 1286-E that propose to transfer various overcollections totaling about $50 million to the ERCRSA to offset the equivalent amount of undercollection.

· AL 1262-E was filed October 6, 2000 and seeks to transfer the 12/31/00 estimated overcollection in the electric Tree Trimming Rewards and Penalties Balancing Account (TTBA) of $24 million to the ERCRSA sub-account of the TCBA.

ORA protested this advice letter on October 26, 2000 citing violation of precedent, inappropriate mixing of distribution and energy costs/revenues, and inappropriate allocation of one class’ overcollection to another class.

The precedent set by the Commission was refund of a 1999 TTBA overcollection directly to all distribution ratepayers via a bill credit.

The TTBA overcollection is accrued from all distribution customers; SDG&E’s AL proposes to give it back only to AB 265 and certain other customers.  SDG&E would likely allocate the overcollection proportionately between small and large customers.     This would take care of part of ORA’s concerns but leaves the poor precedent that would be set by transferring dollars among accounts when previously they were credited all at once to the precise customers who paid for tree trimming.

· AL 1270-E was filed November 17, 2001 and seeks to transfer the 12/31/00 overcollected balance in the Rate Reduction Bond Memorandum Account (RRBMA) to the ERCRSA.  The balance is estimated to be about $9 million.  

In August and September of 2000, unrealized rate reduction bond-financed savings of $377.7 million were refunded to customers as part of the Lump-sum Trust Transfer Account Credit.  The current amount is much smaller and a transfer to ERCRSA is fairly innocuous though the AB 1890 “small” customers are those less than 20 kw whereas the AB 265 small customers are “bundled” customers some of which may exceed 20 kw. 

· AL 1284-E was filed January 9, 2001 and requests authority to transfer about $19 million in Reliability Must Run (RMR) refunds to the TCBA where they would be split 60% to AB 265 customers and 40% to non AB 265 customers.  FERC ordered in ER01-322-000 that SDG&E, as transmission owner, refund these monies to its distribution customers.  

This is probably a reasonable treatment of this refund.

· AL 1286-E, filed January 16, 2001, seeks authority to transfer the year-end 2000 balance in its Electric Deferred Revenue Account (EDRA) to the TCBA.  SDG&E acknowledges that typically overcollections in this account are refunded to eligible customers, but in this case with a balance of between $300,000 and $400,000 the cost of refund would eat up 25% of the balance.  ORA agrees, allocate it to the TCBA with a 60/40 split. 

Transfer of TCBA Sub-Account Overcollection (Section 11 g) 

This section discusses an advice letter, which would transfer $104 Million from the TCBA to write down the small customer’s under-collection in the ERCRSA.  SDG&E states that this portion of the TCBA is attributable to URG.  Thus, it is implied that SDG&E is further proposing that URG be dedicated to small customers, which SDG&E has proposed in its rate surcharge proceeding (A.00-10045, and A.01-01-044).  Numerous parties in the SDG&E surcharge proceeding oppose SDG&E’s proposal to dedicate URG to small customers. (See Section 3 above)  Even if one accepted that URG should be dedicated to small customers, it appears to be a case of retroactive dedication of URG to small customers.  SDG&E is proposing to transfer money from the TCBA which was collected in a previous period.

Continuation of the CTC Rate (Section 11 h) 

This proposal would leave in place the CTC rate component for small customers (those covered by AB 265) until the ERCRSA balance is paid off.  The existing CTC rate collects approximately $80 to $85 Million per year.  Depending on the ERCRSA balance, small customers could continue to pay a CTC rate component for many years.  There may be no or reduced need to collect CTC at this time.

Deferral of SDG&E’s and SoCalGas’ Cost-of-Service/PBR Filings (Section 11 i) 

Both SDG&E and SoCalGas are obligated by prior Commission decisions to file test year 2003 cost-of-service/PBR applications in December 2001.  The MOU would defer those filings to test year 2004, presumably to be filed sometime in late 2002.  It is expected that the utilities will also file to extend their currently authorized PBRs to cover the deferred year 2003.  This would be similar to Southern California Edison’s filings that resulted in recent Commission actions that deferred the Edison test year 2002 GRC to test year 2003 and extended the existing PBR through the year 2002. (D.01-06-038 and D.01-06-039).

ORA’s preference has been for both SDG&E and SoCalGas to remain on the test year 2003 schedule.  The principal reason for this position is that a test year 2003 cost of service analysis will eliminate any problems associated with savings related to the Pacific Enterprises (parent of SoCalGas) and Enova (parent of SDG&E) merger.  In the decision (D.98-03-073) that authorized that merger, the Commission allocated estimated net merger savings equally to ratepayers and shareholders over the first five years of the merger.  The ratepayers’ allocation of estimated merger savings is recovered through an annual bill credit.

The utilities had requested a ten-year sharing period for estimated merger savings, while ORA and others argued for a five-year sharing period.  The decision rejected the utilities’ proposal and chose a five-year sharing period.  That five-year period will expire at the end of 2002.  If it were filed, a 2003 cost of service study would incorporate actual merger savings through the use of recorded data and those savings would be included as reductions to the estimated expenses and capital costs that are adopted in that case.  In that respect, 100% of the merger savings would then be used for the ratepayers’ benefit.  There would be no further need for the annual ratepayer bill credit, which could then expire after the initial five-year period of the merger is completed.

If the cost of service study is deferred beyond test year 2003, the annual bill credit must also be extended for the same time period and it should be calculated to refund 100% of the estimated merger savings to the ratepayer.  This would limit the shareholder savings to the first five years of the merger as contemplated in D.98-03-073.  Alternatively, the Commission could reduce SDG&E’s and SoCalGas’ rates by an amount that would result in a revenue reduction for 2003 equal to the estimated merger savings for that year.  Based on the adopted merger savings for 2002, the estimated amount for 2003 would be approximately $150 million in total.
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