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I. 
BACKGROUND OF SOUTHERN CALIFORNIA EDISON’S UTILITY RETAINED GENERATION PROPOSAL

The testimony included in this exhibit is filed in response to the Chief Administrative Law Judge’s Ruling of June 15, 2001 (Ruling.)  This Chapter of testimony discusses the recent history of Southern California Edison (SCE) and Commission ratemaking proposals for Utility Retained Generation (URG).  While a complete URG proposal is set forth in Chapter II, the testimony in this Chapter provides a background of events leading up to the Ruling which may clarify the testimony in Chapters II and III. 

A. Decision 01-01-061 and Advice Letter 1521-E 

The Ruling claims to be based on SCE’s Advice Letter (AL) 1521-E, but SCE’s most recent and comprehensive URG proposal is actually set forth in AL 1534‑E-A, described below.  SCE is presenting an updated proposal in Chapter II of this testimony.  

Decision 01-01-061 required SCE to establish a cost-based rate for its retained generation resources using estimated operating expenses of its retained generation as well as a capital-related revenue requirement based upon amounts recorded in SCE’s Transition Cost Balancing Account (TCBA).  The Decision noted that the URG rate would be subject to adjustment in a future phase of A. 00-11-038, the Rate Stabilization Proceeding (RSP).  

AL 1521-E was filed on March 2, 2001, and was made in compliance with Decision 01-01-061.
  AL 1521-E sought to comply with Decision 01-01-061 by establishing the Rate of Return Memorandum Account (RORMA) and developing the revenue requirement associated with a cost-based URG.
  The advice letter noted, however, that the Commission would be taking up the issues of the revenue requirement proposed by DWR and the California Procurement Adjustment (CPA) in another phase of the RSP.  Thus, the proposal set forth in AL 1521-E was contemplated to apply for the period between January 19, 2001, when the Power Exchange (PX) ceased operation, and January 31, 2001, the day prior to the effective date of the CPA mechanism.

Both the Office of Ratepayer Advocates (ORA) and The Utility Reform Network (TURN) protested AL 1521-E.  ORA protested the accelerated depreciation schedule that was applied to nuclear plants – an approach different from the one SCE used to develop its CPA tariffs.  TURN’s protest urged the Commission to reject the advice letter for two reasons: (1) AL 1521-E purportedly treats URG as encompassing only the plants which SCE owns; and (2) SCE treats its SONGS Incremental Cost Incentive Pricing (ICIP) mechanism as setting the cost of operating that plant.  

In a response to the protests dated March 29, 2001, SCE agreed with ORA’s position and contested each of the issues raised by TURN.  At present, the first issue raised by TURN – that AL 1521-E fails to address Qualifying Facilities (QF) and bilateral contract generation as URG – is moot.  The proposal made by SCE in AL 1534‑E-A addressed all components of URG and the proposal set forth in Chapter II below does as well.  There can be no complaint that SCE is now excluding any portion of what can fairly be described as URG.  As for the second issue raised by TURN – the ICIP pricing mechanism issue – a full response is set forth in Chapter III of this testimony.  SCE adds, however, that the ICIP issue is addressed in the April 9, 2001 Memorandum of Understanding (MOU) among SCE, Edison International, and the State of California Department of Water Resources (DWR) as well as statute.  See, Public Utilities Code Section 367(a)(4).

B. Decision 01-03-082 And Advice Letter 1528-E 

On March 27, 2001, the Commission issued Decision 01-03-082.  Among other things, the Decision authorized SCE to add a three-cent per kilowatt-hour (kWh) surcharge to its current rates.  Decision 01-03-082 also made permanent the one-cent per kWh “temporary” surcharge which the Commission had approved on January 4, 2001.
  The Decision ordered SCE to record the revenues from the rate increase into balancing accounts, subject to refund if SCE did not need to use the funds to pay for power purchases.

In response to Decision 01-03-082, on April 2, 2001, SCE filed AL 1528-E, which proposed the Procurement Energy Surcharge Balancing Account (PESBA), a mechanism for tracking the revenues from the three-cent and one-cent rate increases.  To correct a technical error in the initial advice letter, on April 26, 2001, SCE filed AL 1528-E-A to supplement and replace AL 1528-E.  

Before the Energy Division could address AL 1528-E or its supplement, there were significant events on the URG front.  As explained below, on April 9, 2001, the MOU was signed and SCE filed AL 1534-E-A, which sets forth a complete URG proposal.  On May 4, 2001, the Commission’s Energy Division asserted in a letter that AL 1528-E-A had improperly separated the cost and revenue sides of energy purchases.  Although the Energy Division’s concerns had been obviated by AL 1534-E-A, in order to address the specific criticism of AL 1528‑E‑A, SCE modified AL 1528-E-A and replaced it with AL 1528-E-B.  

To comply with the Energy Division’s requirement for the establishment of a stand-alone balancing account to track surcharge revenues and purchased power costs, SCE proposed in AL 1528-E-B the Purchased Power Balancing Account (PPBA).  The PPBA will record monthly revenues associated with both the one-cent and three-cent per kWh surcharges and all future purchased power costs (including, but not limited to, payments to DWR, payments on QF obligations and payments to the Independent System Operator (ISO) for ancillary services and other ISO-related costs.)  SCE proposed that the PPBA be effective only until SCE’s proposal in AL 1534-E-A is adopted.

ORA was the only party to protest AL 1528-E-B.  ORA was concerned that SCE pay for ongoing purchases before paying down past transition costs and proposed certain ratemaking changes it believed to be in compliance with D. 01-03-082.  ORA admitted, however, that AL 1534-E-A accomplishes this objective.  

C. Memorandum of Understanding and Its Effect on URG

It is no secret that the “energy crisis” of the last year has pushed SCE to the verge of bankruptcy.  In order to forestall that event, on April 9, 2001, Edison International, and the DWR entered into an MOU with the intent of restoring SCE’s financial integrity, while “keeping California’s lights on.”  

An important part of the MOU is a set of ratemaking guidelines for URG, which  are set forth in Section 3 of the MOU.  These guidelines support, among other things, the principles that:

· SCE must collect revenues sufficient to cover its costs;

· SCE must recover all reasonably recorded capital-related costs and reasonable and prudent capital investments in service after December 31, 2000;

· ICIP must be continued for SONGS 2 and 3;

· Elimination of the sharing mechanism for SONGS 2 and 3 and PVNGS through December 31, 2010.

SCE strongly believes the MOU provides the best path to restoring SCE’s creditworthiness and is an important “first step” in resolving some of the problems resulting from Assembly Bill (AB) 1890.  SCE intends to work with the Commission to implement all regulatory provisions of the MOU, including those provisions which relate to the regulation of URG.

D. Advice Letter 1534-E-A

In order to implement two Commission decisions (D. 01-03-081 and D. 01-03-082) and start the process of implementing the MOU, SCE filed AL 1534-E-A.
  AL 1534-E-A proposed new ratemaking for URG.  The plan would have created four new balancing accounts, and each balancing account would have its own rate component.  In the interim, because the Commission has ruled that the rate freeze is still in place, the rate components associated with the various balancing accounts would not exceed the generation component of SCE’s rates.  

To ensure that any overcollection or undercollection of the costs recorded in the four balancing accounts would be reconciled on a timely basis, SCE proposed an annual rate true-up mechanism and a trigger mechanism.  This ratemaking mechanism, or the one proposed in Chapter II, is necessary to help SCE return to an investment grade credit rating consistent with the State’s goal by preventing significant undercollection of SCE’s URG and power procurement costs. 

An updated and revised version of the comprehensive proposal set forth in the AL 1534-E-A and described above is set forth in Chapter II.

ORA was the only party to protest AL 1534-E-A.
  ORA claimed that AL 1534-E-A (1) eliminated SCE’s risk of recovery of certain transition costs by moving debit entries from the TCBA to the TRA; (2) questioned the allocation of revenues prior to activation of a trigger mechanism, asking whether it could cause SCE to stop paying QFs; and (3) questioned SCE’s ability to make major rate changes through an advice letter.  In response to the first issue, SCE explained that while SCE moved TCBA debit entries to the TRA, it also moved credit entries – representing transition revenue – to the TRA.  These changes were proposed because SCE had also proposed, in AL 1534-E-A, to eliminate the TCBA altogether.  In order to meet ORA’s objection, SCE proposed that certain expenses that were incurred prior to January 31, 2001 be entered into the account proposed in AL 1534-E-A to track the past net undercollected amount, and employee transition costs, for which SCE is not at risk of recovery, be entered into the TRA.  In response to the second issue, SCE explained that SCE is required to pay QFs every fifteen days and intends to do so.  As for the issue of whether major rate changes can or cannot be implemented by advice letter, SCE stated that it is willing to work with ORA in coming to an agreeable resolution of ORA’s concerns.

E. Joint Ruling of Commissioner and ALJ

On April 27, 2001, President Lynch and ALJ De Ulloa issued the Joint Assigned Commissioner’s and Administrative Law Judge’s Ruling Regarding Southern California Edison Company’s Utility Retained Generation, issued April 27, 2001, (Joint Ruling.)  The Joint Ruling sought comments on the following ratemaking guidelines:

1. Cost-of-service ratemaking for retained generation assets would follow the model adopted by the Commission in D.01-01-061.  URG would be placed into rate base at net book value as of December 31, 2000.  No estimated market value would be allowed for hydroelectric facilities.

2. The rate of return would be at Edison’s current level of 11.6% and Edison’s current capital structure.

3. Depreciation for non-nuclear facilities would be calculated according to the schedules adopted in Edison’s most recent GRC decision.  Depreciation for nuclear facilities would be determined by amortizing capital costs not covered by the ICIP mechanism over the remaining useful life of the nuclear facilities.  Operating costs and capital additions for SONGS through 2003 will be recovered via the ICIP mechanism as required in P.U. Code Section 367.

4. Taxes would be computed for Edison on the basis of actual costs.

5. Expenses (operating and maintenance (O&M), administrative and general, etc.) would be based on generation expenses determined in D.97-08-056 and would be escalated by the Consumer Price Index (CPI).

6. Approximately $130 million in capital additions would be placed in rate base temporarily until a decision is rendered on these issues if Edison can justify the source and nature of these costs in its comments.

7. Fuel costs, scheduling and dispatch costs, congestion costs, ancillary service costs, and other transmission-related costs charged to generators and revenues would be entered into a balancing account for future recovery.

8. Rates for Palo Verde Nuclear Generation Station (PVNGS) after 2001 and Units 2 and 3 of the San Onofre Nuclear Generating Station (SONGS) after 2003 would be set according to costs as set forth in Item 1.

On May 4, 2001, SCE filed comprehensive comments on the Joint Ruling.  On May 11, 2001, Aglet Consumer Alliance (Aglet), CE Generation (CEG), Independent Energy Producers Association (IEP), Cogeneration Association of California and The Energy Producers and Users Coalition (CAC/EPUC), ORA, Pacific Gas and Electric Company (PG&E) and TURN filed comments.  SCE replied to these comments on May 14, 2001.  

SCE requests that its comments and reply comments on the Joint Ruling be made a part of this record.  Several of the issues raised by parties filing comments are reiterated and addressed in Chapter III below.

F. June 15 Ruling and Description of Remainder of This Testimony 

The Ruling issued on June 15, 2001 “sets a hearing schedule for determining the revenue requirements of Southern California Edison Company (Edison), Pacific Gas and Electric Company (PG&E) and San Diego Gas & Electric (SDG&E) related to retained generation, Qualifying Facilities (QFs), bilateral contracts, and ancillary services.”
  It orders, among other things: “PG&E, Edison and SDG&E shall serve testimony on June 20, 2001 in support of cost based rates for Utility Retained Generation (URG) such testimony shall also address concerns raised in protests to the utilities’ ALs proposing cost based rates for URG.”
  

Chapter II of this testimony sets forth a revenue requirement for URG and a proposal for cost-based rates for URG.  Chapter III of this testimony provides support for this proposal.  Chapter IV addresses issues raised in protests to SCE’s advice letters.  It also addresses certain issues raised in various comments on the Joint Ruling of April 27.

II. 
SCE’S UTILITY RETAINED GENERATION PROPOSAL

This Chapter sets forth forecast revenue requirements for components of URG, DWR payments, and ISO-related charges and a proposal for the associated ratemaking.  SCE sets forth estimated revenue requirements for the components of URG, DWR payments, and ISO-related charges for calendar year 2002, which is used as a representative twelve-month forecast period.  SCE’s actual generation-related revenue requirements (whether based on recorded data or authorized values) will be recorded in four new balancing accounts.  The costs recorded will differ from the forecast provided in this testimony, but will be trued up annually.  They will also be subject to a trigger mechanism, should the balances need to be amortized more frequently. 

A. Overview Of Existing Generation-Related Ratemaking Mechanisms And Revenue Requirements

SCE’s generation-related revenues and revenue requirements are currently recorded in one of four ratemaking mechanisms – the TRA, EPSBA, TCBA or GMA.  The TRA was originally established to facilitate the determination, during the AB 1890 rate freeze period, of the amount of residual CTC revenues to be transferred to the TCBA on a monthly basis and to ensure that SCE would recover neither more nor less than its authorized revenue requirements and payments to the ISO and PX.  From January 1, 1998 through January 3, 2001, residual CTC revenues were determined by reducing recorded AB 1890 frozen rate revenues (retail revenues) by the amount of 1) Commission-approved nongeneration-related revenues and applicable revenues requirements and 2) all payments made to the ISO and PX, including procurement costs.  Pursuant to D.01-03-082, the amount that results from this calculation – whether it is positive or negative – is transferred to the TCBA. 

On January 4, 2001 in D.01-01-018 the Commission adopted a rate surcharge of one-cent per kilowatt-hour (kWh) to be used to pay for procurement costs incurred by SCE beginning on January 4, 2001.  The EPSBA was established to record 1) the revenues from the one-cent per kWh surcharge and 2) all on-going procurement-related costs beginning January 4, 2001, including payments made to DWR.  In any given month, if the revenues from the one-cent per kWh surcharge are insufficient to recover on-going procurement costs, the shortfall reflected in the EPSBA is transferred to the TRA.  If the comparison between surcharge revenues and procurement costs result in revenues exceeding costs, the surplus remains in the EPSBA for possible refund to customers.  The EPSBA was implemented to ensure that all revenues from the one-cent per kWh surcharge are used only to recover on-going procurement costs.  Thus, beginning January 4, 2001 SCE’s procurement costs are no longer recorded directly in the TRA.

The TCBA was originally established to track the recovery of SCE’s transition costs.  From January 1, 1998 through January 18, 2001, this tracking was accomplished each month by comparing total transition costs net of market revenues
 to the amount transferred from the TRA, other CTC-related revenues,
 and any gains associated with the sale of SCE’s generation related assets.  The GMAs (consisting of the ISO Revenue, the PX Revenue, the Unavoidable Fuel Contract Costs, and the Hydro Generation Memorandum Account) were originally established to track the difference between non-nuclear-related operating costs (i.e., coal, hydro, and gas) and market revenues.  If market revenues exceeded operating costs the net revenues were transferred to the TCBA to reduce the amount of transition costs.  As the result of a Federal Energy Regulatory Commission (FERC) decision dated December 15, 2000, beginning January 19, 2001 SCE stopped bidding its retained generation resources into the PX and ceased recording market revenues in the TCBA and GMAs.  

Significant regulatory changes have taken place that impact SCE’s generation revenue requirements and associated ratemaking.  Such changes include:  1) legislation requiring SCE to retain its generating assets (AB X1-6); 2) the FERC’s elimination of the requirement that California investor owned utilities must buy and sell all of their energy requirements through the PX; and 3) the January and March 2001 Commission decisions that adopt rate surcharges and require that the revenues from the surcharges be used to pay for future power purchases.  Given these significant regulatory changes, SCE has continued to record its generation-related revenues and costs in its existing transition period ratemaking accounts (TRA, TCBA, and GMAs).  Because these accounts were established for very specific reasons that, in the majority of cases, are no longer applicable, new ratemaking mechanisms and revenue requirements must be implemented immediately.  

B. Overview Of SCE’s Proposed URG, ISO-Related Charges, and Procurement Cost Recovery Procedures And Estimated Revenue Requirements

SCE’s URG consists of 1) SCE Owned Generation (Nuclear, Hydro, and Coal); 2) QF Contracts; and 3) Interutility and Bilateral Contracts.  In addition to URG costs, SCE must also be able to recover the costs of any procurement, and ISO-related charges, such as ancillary services that may be ultimately attributed and allocated to SCE.  As described above, all of these costs and associated revenues (where applicable) are currently recorded in ratemaking accounts that were established to track costs under the requirements of the AB 1890 rate freeze.  Because of the on-going energy crisis, recently enacted legislation, and Commission decisions, the transition period accounts have become obsolete.  In fact, although SCE has begun to bill its customers for the Commission-approved rate surcharge of three-cents per kWh on June 3, 2001, no ratemaking has yet been established to account for the revenues from this surcharge.

The most appropriate method to implement Commission Decisions 01-03-081 and 01-03-082, along with the cost recovery requirements of Public Utilities Code Section 360.5, is the establishment of four new balancing accounts that will reflect costs based on either 1) SCE’s actual monthly revenue requirements or 2) Commission-approved authorized revenue requirements.  SCE proposes to establish 1) the SCE-owned Generation Balancing Account (SCEOGBA); 2) the SCE Contracts Balancing Account (SCECBA); 3) the Procurement Balancing Account (PCBA); and 4) the ISO Charges Balancing Account (ISOBA).  SCE believes that the implementation of these balancing accounts – where neither more nor less than its actual or authorized revenue requirements are recorded and recovered – is reasonable as an interim measure, pending a full cost of service review in SCE’s 2003 General Rate Case (GRC).  Furthermore, consistent with the MOU, SCE believes that the four new balancing accounts should be effective on January 1, 2001 for the capital-related costs (depreciation/amortization, return, and taxes) associated with SCE’s own generation assets and February 1, 2001 for non-capital-related costs.  Once the new ratemaking mechanisms are approved, SCE will transfer applicable past recorded amounts from the TCBA, GMAs, and EPSBA to the new balancing accounts (i.e., restatement of costs and revenues to the new balancing accounts).  These transfers are necessary to ensure that going-forward URG costs, including purchased power-related costs and procurement costs are matched with going-forward revenues in the appropriate balancing accounts in compliance with D.01-03-082.  

In addition, SCE proposes to establish a fifth balancing account, the Net Undercollected Amount Account (NUAA), to track past generation-related undercollections as of January 31, 2001.  The establishment of the NUAA is consistent with the direction provided by the Commission in D.01-03-082 where it stated:  

“In this period of legislative re-examination of the premises and operation of AB 1890’s restructuring statues, it would be premature and unwise to opine as to the ultimate disposition and treatment of these accounts.  We direct the utilities to maintain the regulatory accounting mechanisms as detailed below, but we explicitly draw no conclusions as to the ultimate treatment flowing from legislative or regulatory changes that could well involve the amounts tracked in those accounts.”  

Thus, all past undercollections will be identified and recorded in the NUAA until the MOU among SCE, Edison International and the DWR is codified or another legislative or regulatory plan is implemented.  On a going-forward basis all on-going generation-related costs will be matched with on-going generation rate and surcharge revenues in the operation of the four new balancing accounts.  

The next section discusses the necessary balancing account mechanisms and revenue requirement forecasts in greater detail.  Table II-1 below summarizes the generation-related rate components, the January 1, 2002 forecast revenue requirements, and associated balancing account mechanisms that, at a minimum, will need to be in place until the implementation of SCE’s next GRC on January 1, 2003.  

Table II-1
Estimated Generation-Related Rate Components, Revenue Requirements, and Balancing Accounts

($ Billions)
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SCE is providing its estimated revenue requirements for calendar year 2002 for use as a representative twelve month forecast period.  In addition, SCE has provided the estimated revenue requirements under two scenarios – 1) “not creditworthy” and 2) “creditworthy.”  The only difference between these two scenarios is the estimated ISO-related charges shown on line 8 of Table II-1.  This difference is discussed in more detail in Chapter III, Section 5.  As discussed above, SCE’s actual generation-related revenue requirements (whether based on recorded data or authorized values) will be recorded in the appropriate balancing account mechanism and will differ from the forecast provided in this testimony. However, the estimated revenue requirements provided herein are necessary for two purposes.  First, the estimated revenue requirements will be used to determine generation-related dedicated rate components that will be used both during and after the AB 1890 rate freeze period as discussed below in Section D.  Second, as identified in the June 15, 2001 Chief Administrative Law Judge’s Ruling, SCE’s estimated revenue requirements will assist the Commission in accurately implementing DWR’s revenue requirement.  

As discussed above, SCE proposes to establish the NUAA to track the amount of past generation-related undercollections as of January 31, 2001.  Upon implementation of the MOU (or other legislative or regulatory plan), the revenue requirement associated with recovery of the past undercollections will also need to be included in the determination of SCE’s total generation-related revenue requirement.

Upon Commission approval to establish the new balancing account mechanisms, the following tariff changes are necessary:

· Eliminate Preliminary Statement, Part N.40, ISO Revenue Memorandum Account;

· Eliminate Preliminary Statement, Part N.41, PX Revenue Memorandum Account;

· Eliminate Preliminary Statement, Part N.42, Unavoidable Fuel Contract Cost Memorandum Account

· Eliminate Preliminary Statement, Part N.43, Hydro Generation Memorandum Account;

· Modify Preliminary Statement, Part R, Transition Revenue Account to determine the monthly amount of Available Generation Revenue (See Section D.1 below, for a discussion of this required modification);

· Eliminate Preliminary Statement, Part JJ, Transition Cost Balancing Account;

· Establish Preliminary Statement, Part RR, Net Undercollected Amount Account to track the net undercollected amount as defined in Section 9 of the MOU;

· Eliminate Preliminary Statement, Part KK, Emergency Procurement Surcharge Balancing Account.

C. Revenue Requirement Forecasts And Balancing Account Mechanisms Needed For The Implementation Of Proposed URG Cost Recovery

1. SCE Owned Generation

SCE proposes to record the monthly revenue requirement associated with its own generation in the SCE Owned Generation Balancing Account (SCEOGBA).  The monthly revenue requirement will include:

a) Actual on-going operating costs for Palo Verde, Mohave, Four Corners, and Catalina
;

b) Authorized on-going operating costs for Hydro;

c) SONGS ICIP revenue requirement; and

d) Actual capital costs, including a full return on SCE’s generation rate base.

SCE proposes to set its investment in its retained generation assets at the net book value of the assets on December 31, 2000, including flow through taxes, subject to refund with respect to post-1995 capital additions not yet approved by the Commission in either the Capital Additions proceeding or the Annual Transition Cost Proceeding (ATCP).  SCE proposes that the SCEOGBA will also record capital additions placed in service after January 1, 2001, subject to refund based upon subsequent Commission determination of reasonableness of such investments.  Depreciation/amortization schedules are based on the expected remaining life of each plant, except that the amortization period for the December 31, 2000 investment for SONGS and Palo Verde is fixed to expire on December 31, 2010.  Table II-2 below summarizes SCE’s estimated January 1, 2002 SCEOGBA revenue requirement that will be used to establish the initial SCEOGBA dedicated rate component as discussed in Section D below.

Table II-2
Estimated January 1, 2002 SCEOGBA Revenue Requirement

($000)
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Indirect A&G

-

                 

 

11,800

           

 

18,900

           

 

7,200

             

 

-

                 

 

12,684

           

 

-

                 

 

50,584

           

 

Taxes (Non-Income Related) /2

-

                 

 

12,000

           

 

-

                 

 

10,500

           

 

-

                 

 

6,672

             

 

-

                 

 

29,172

           

 

Congestion

-

                 

 

-

                 

 

-

                 

 

-

                 

 

-

                 

 

-

                 

 

8,695

             

 

8,695

             

 

Scheduling & Dispatch

-

                 

 

100

                

 

500

                

 

400

                

 

-

                 

 

1,507

             

 

-

                 

 

2,507

             

 

Other Operating Revenue

-

                 

 

-

                 

 

-

                 

 

-

                 

 

-

                 

 

(1,656)

            

 

(7,344)

            

 

(9,000)

            

 

Subtotal

545,000

         

 

118,325

         

 

155,368

         

 

117,600

         

 

5,377

             

 

45,094

           

 

1,351

             

 

988,115

         

 

$/MWh

43.60

             

 

26.01

             

 

27.45

             

 

25.09

             

 

168.03

           

 

9.39

               

 

-

                 

 

30.66

             

 

Capital-Related

Depreciation

40,534

           

 

25,217

           

 

7,583

             

 

13,219

           

 

265

                

 

16,728

           

 

-

                 

 

103,546

         

 

Taxes

18,809

           

 

13,314

           

 

4,963

             

 

6,582

             

 

182

                

 

16,910

           

 

-

                 

 

60,760

           

 

Return

30,990

           

 

18,901

           

 

8,826

             

 

8,430

             

 

957

                

 

38,889

           

 

-

                 

 

106,993

         

 

General Plant Revenue Rqmt

14,075

           

 

8,948

             

 

3,330

             

 

4,399

             

 

219

                

 

11,300

           

 

-

                 

 

42,271

           

 

Subtotal

104,408

         

 

66,380

           

 

24,702

           

 

32,630

           

 

1,623

             

 

83,827

           

 

-

                 

 

313,570

         

 

$/MWh

8.35

               

 

14.59

             

 

4.36

               

 

6.96

               

 

50.72

             

 

17.45

             

 

-

                 

 

9.73

               

 

Total

649,408

         

 

184,705

         

 

180,070

         

 

150,230

         

 

7,000

             

 

128,921

         

 

1,351

             

 

1,301,685

      

 

$/MWh

51.95

             

 

40.59

             

 

31.81

             

 

32.05

             

 

218.75

           

 

26.84

             

 

-

                 

 

40.38

             

 

w/FF&U /3

656,775

         

 

186,800

         

 

182,113

         

 

151,934

         

 

7,079

             

 

130,384

         

 

1,366

             

 

1,316,452

      

 

Generation (Output - GWh)

12,500

4,550

5,660

4,687

32

4,804

0

32,233

/1  Includes all applicable fuel carrying costs

/2  Includes but not limited to property tax and applicable Navajo taxes

/3  Reflects currently adopted FF&U factor of 1.1217%



2. SCE Contract Costs

SCE proposes to record the monthly revenue requirement associated with its QF contract costs and existing bilateral contract costs in the SCE Contracts Balancing Account (SCECBA).  Table II-3 below summarizes SCE’s estimated January 1, 2002 SCECBA revenue requirement that will be used to establish the initial SCECBA dedicated rate component as discussed in Section D below.  

Table II-3
Estimated January 1, 2002 SCECBA Revenue Requirement

($000)

[image: image4.wmf]QF

Bilateral

Interutility

Total

Energy Payments

1,659,183

      

 

106,364

         

 

143,944

         

 

1,909,491

   

 

Capacity Payments

604,063

         

 

-

                

 

-

                

 

604,063

      

 

Buyouts

73,721

           

 

-

                

 

-

                

 

73,721

        

 

Scheduling, Dispatch and Administration

840

                

 

-

                

 

3,139

             

 

3,979

          

 

Subtotal

2,337,807

      

 

106,364

         

 

147,083

         

 

2,591,254

   

 

Total w/FF&U /1

2,364,328

      

 

107,570

         

 

148,752

         

 

2,620,649

   

 

GWh

25,467

           

 

1,533

             

 

(563)

              

 

26,437

        

 

/1  Reflects currently adopted FF&U factor of 1.1217%



3. Procurement Costs

SCE proposes to record all payments made by SCE to DWR for the costs DWR is incurring to procure energy on behalf of SCE customers in the Procurement Costs Balancing Account (PCBA).  Consistent with D.01-03-081, SCE began making payments to DWR on March 28, 2001, based on a methodology outlined in D.01-03-081 where DWR receives SCE’s average generation-related rate component for each kWh that DWR supplies to SCE’s retail end-use customers.  All payments that SCE makes to DWR (either under the current method or based on DWR’s revenue requirement provided to the Commission) will be recorded as a cost in the operation of the PCBA.  When SCE resumes procurement responsibilities after 2002, as is contemplated in the MOU, all procurement costs incurred by SCE in order to provide for the net-short needs of SCE’s retail customers will be recorded in the PCBA.
  Table II-4 below summarizes SCE’s estimated January 1, 2002 PCBA revenue requirement that will be used to establish the initial PCBA dedicated rate component as discussed in Section D below.

Table II-4
Estimated January 1, 2002 PCBA Revenue Requirement

($000)

[image: image5.wmf]DWR Payments

Payments

2,815,201

             

 

Total w/FF&U /1

2,847,137

             

 

/1  Reflects currently adopted FF&U factor of 1.1217%



4. ISO-Related Charges

SCE proposes to record all payments made by SCE to the ISO for costs associated with ancillary services and uplift charges in the ISO Balancing Account (ISOBA).  Due to SCE’s financial difficulties, SCE is not making payments to the ISO for costs associated with ancillary services.
  However, SCE is continuing to pay the ISO for certain incurred uplift charges as identified in Chapter III, Section 5.  SCE has estimated the 2002 ISOBA revenue requirement under both “creditworthy” and “not creditworthy” scenarios.  Table II-5 below summarizes SCE’s estimated January 1, 2002 ISOBA revenue requirement under both scenarios that will be used to establish the initial ISOBA dedicated rate component as discussed in Section D below.

Table II-5
Estimated January 1, 2002 ISOBA Revenue Requirement
($000)

[image: image6.wmf]Not "Credit Worthy"

"Credit Worthy"

Line

Generation-Related

Dedicated Rate

Dedicated Rate

Balancing  Account

No.

Rate Component

c/kWh

c/kWh

Mechanism

1.

SCE Owned Generation

1.68

1.68

SCEOGBA

2.

SCE Contracts

3.35

3.35

SCECBA

3.

Procurement (DWR Payments)

3.64

3.64

PCBA

4.

ISO-Related Charges

0.07

1.03

ISOBA

5.

Total

8.75

9.71

6.

Bundled Service Sales (GWh)

78,139

78,139

> 

4.0 c/kWh

> 

4.0 c/kWh



D. Determination Of Generation-Related Dedicated Rate Components

As described above in Section C, SCE will record the monthly revenue requirements associated with its own generation, its purchase power contracts, procurement costs, and ISO charges in the applicable balancing account.  Generation rate and surcharge revenues will also be recorded in each balancing account based on revenues derived from the application of the generation-related dedicated rate components discussed below.  Thus, each balancing account will track, on a monthly basis, the authorized or recorded revenue requirements compared to recorded generation rate and surcharge revenues.  Accumulated balances in each balancing account will accrue interest monthly based on the Federal Reserve’s published 3-month commercial paper rate.  Based on the estimated 2002 revenue requirements presented above in Section C and SCE’s “May 2001” calendar year 2002 sales forecast
, Table II-6 below shows the average rates that would be necessary to fully recover all of SCE’s own generation costs, SCE’s purchased power contract costs, payments due to DWR consistent with Commission decisions
, and applicable ISO-related charges.  In compliance with D.01-03-082, the approximately 4 cents/kWh surcharge has first been allocated to the generation-related dedicated rate components that will be recorded in the SCECBA, PCBA, and the ISOBA.
  This allocation ensures that the surcharge revenues will be matched with future power production and procurement costs.  As shown below in Table II-6, the sum of SCE’s generation-related dedicated rate components will be 8.75 cents per kWh until SCE becomes creditworthy.  At the time SCE becomes creditworthy, this rate is estimated to be 9.71 cents per kWh. 

Table II-6
Generation-Related Dedicated Rate Components



1. Generation-Related Dedicated Rate Components During the AB 1890 Rate Freeze Period

[image: image7.wmf]SONGS

Palo Verde

Mohave

Four Corners

Catalina

Hydro

Unallocated

Total

Operating Expenses

ICIP

545,000

         

 

-

                 

 

-

                 

 

-

                 

 

-

                 

 

-

                 

 

-

                 

 

545,000

         

 

Fuel /1

-

                 

 

25,825

           

 

87,268

           

 

59,700

           

 

3,276

             

 

-

                 

 

-

                 

 

176,069

         

 

Direct O&M and A&G

-

                 

 

68,000

           

 

48,100

           

 

38,200

           

 

2,101

             

 

25,476

           

 

-

                 

 

181,877

         

 

CS&I

-

                 

 

600

                

 

600

                

 

1,600

             

 

-

                 

 

411

                

 

-

                 

 

3,211

             

 

Indirect A&G

-

                 

 

11,800

           

 

18,900

           

 

7,200

             

 

-

                 

 

12,684

           

 

-

                 

 

50,584

           

 

Taxes (Non-Income Related) /2

-

                 

 

12,000

           

 

-

                 

 

10,500

           

 

-

                 

 

6,672

             

 

-

                 

 

29,172

           

 

Congestion

-

                 

 

-

                 

 

-

                 

 

-

                 

 

-

                 

 

-

                 

 

8,695

             

 

8,695

             

 

Scheduling & Dispatch

-

                 

 

100

                

 

500

                

 

400

                

 

-

                 

 

1,507

             

 

-

                 

 

2,507

             

 

Other Operating Revenue

-

                 

 

-

                 

 

-

                 

 

-

                 

 

-

                 

 

(1,656)

            

 

(7,344)

            

 

(9,000)

            

 

Subtotal

545,000

         

 

118,325

         

 

155,368

         

 

117,600

         

 

5,377

             

 

45,094

           

 

1,351

             

 

988,115

         

 

$/MWh

43.60

             

 

26.01

             

 

27.45

             

 

25.09

             

 

168.03

           

 

9.39

               

 

-

                 

 

30.66

             

 

Capital-Related

Depreciation

40,534

           

 

25,217

           

 

7,583

             

 

13,219

           

 

265

                

 

16,728

           

 

-

                 

 

103,546

         

 

Taxes

18,809

           

 

13,314

           

 

4,963

             

 

6,582

             

 

182

                

 

16,910

           

 

-

                 

 

60,760

           

 

Return

30,990

           

 

18,901

           

 

8,826

             

 

8,430

             

 

957

                

 

38,889

           

 

-

                 

 

106,993

         

 

General Plant Revenue Rqmt

14,075

           

 

8,948

             

 

3,330

             

 

4,399

             

 

219

                

 

11,300

           

 

-

                 

 

42,271

           

 

Subtotal

104,408

         

 

66,380

           

 

24,702

           

 

32,630

           

 

1,623

             

 

83,827

           

 

-

                 

 

313,570

         

 

$/MWh

8.35

               

 

14.59

             

 

4.36

               

 

6.96

               

 

50.72

             

 

17.45

             

 

-

                 

 

9.73

               

 

Total

649,408

         

 

184,705

         

 

180,070

         

 

150,230

         

 

7,000

             

 

128,921

         

 

1,351

             

 

1,301,685

      

 

$/MWh

51.95

             

 

40.59

             

 

31.81

             

 

32.05

             

 

218.75

           

 

26.84

             

 

-

                 

 

40.38

             

 

w/FF&U /3

656,775

         

 

186,800

         

 

182,113

         

 

151,934

         

 

7,079

             

 

130,384

         

 

1,366

             

 

1,316,452

      

 

Generation (Output - GWh)

12,500

4,550

5,660

4,687

32

4,804

0

32,233

/1  Includes all applicable fuel carrying costs

/2  Includes but not limited to property tax and applicable Navajo taxes

/3  Reflects currently adopted FF&U factor of 1.1217%

During the AB 1890 rate freeze period
, on a monthly basis the estimated generation-related dedicated rate components derived above in Table II-6 will be multiplied by recorded metered kWh sales to determine the amount of revenues to be recorded in each of the four balancing accounts.  At the same time, SCE will determine its actual available generation revenues through the operation of the Modified TRA.  Total revenues (including all surcharge revenues) will be recorded in the Modified TRA each month.  The total revenue amount will then be adjusted to account for certain items such as franchise fees and uncollectibles, non‑generation revenues and revenue requirements, restructuring implementation costs, other Commission-approved generation costs, and rate reduction bond credits through December 31, 2001.  In any given month, the revenue amount recorded in the four balancing accounts through application of the dedicated rate components will differ from the actual amount of available generation revenue determined through the operation of the Modified TRA.  These differences will be caused by:  1) differences between recorded and forecast kWh sales; 2) seasonal rate impacts
; and 3) changes in TRA offset amounts (e.g., non generation revenue requirements).  

SCE proposes to allocate any differences between monthly revenues recorded directly in the four balancing accounts through application of the dedicated rate components and monthly revenues determined through the operation of the Modified TRA by an equal percent.  For example, assume that the monthly generation revenues determined through the operation of the TRA is 11 cents per kWh and the sum of the generation-related dedicated rate components is 10 cents per kWh.  In this case SCE’s realized generation-related rate is one cent or ten percent greater than the sum of the generation-related dedicated rate components.  Therefore, under SCE’s proposal an additional revenue amount equal to ten percent of the revenues determined by the generation-related dedicated rates would be added to each balancing account.  The sum of the revenues recorded each month in the four balancing accounts will always be equal to the amount of revenues determined in the Modified TRA.  

2. Generation-Related Dedicated Rate Components Post AB 1890 Rate Freeze

As discussed in the section above, a Modified TRA and allocation of revenue differences will remain necessary until the AB 1890 rate freeze has ended.  Upon ending the AB 1890 rate freeze, the four generation-related dedicated rate components can be established as new billing factors and the Modified TRA may be eliminated since available generation revenues will no longer need to be determined residually.  Thus, SCE revenues would be billed and reported based on the four generation-related categories – SCE own generation, SCE purchase power contracts, Procurement, and ISO charges – and recorded directly to the applicable balancing account.

E. Disposition Of Balancing Account Balances

In order to ensure that any overcollection or undercollection of the costs recorded in the four balancing accounts will be reconciled on a timely basis, SCE proposes to establish 1) an annual rate true-up mechanism; and 2) a trigger mechanism.

SCE’s preferred approach is to implement the annual rate true-up mechanism through the advice letter process.  SCE proposes that on November 15th of each year, SCE will file an advice letter that will set forth the estimated revenue requirements and associated generation-related dedicated rate components for the twelve-month period beginning January 1 of the subsequent year.  The revenue requirements will include estimated balances in each applicable balancing account at December 31 of the current year and will become effective January 1 of the subsequent year.  

Because the annual rate true-up mechanism described above may be insufficient in disposing of material over or undercollected balances that may occur throughout the course of the year, SCE proposes to establish a trigger mechanism to dispose of such balances more frequently.  This ratemaking trigger mechanism is necessary to help SCE return its bond rating to investment grade by preventing significant undercollection of SCE’s generation-related costs.  SCE proposes that if at the end of any month the sum of the SCEOGBA, SCECBA, PCBA, and ISOBA balances is equal to or greater than $500 million either over or undercollected, SCE will notify the Commission through advice filing of the rate adjustment that is necessary to either recover or refund the net balances to customers.  It is SCE’s proposal that such advice letter will become effective 30 days after the filing date.  On the effective date, SCE will change rates or surcharges to amortize the over or undercollected balances over the succeeding twelve-month period.
  After the first time the conditions in the Generation Rate Trigger Mechanism have been met, the net balances will be reviewed at the end of each subsequent calendar quarter (instead of monthly) thereafter to determine if additional rate changes are required.

F. Financial Importance Of Balancing Account And Trigger Mechanisms For Generation Cost Recovery

Commission approval of SCE’s proposals for URG cost recovery and the associated balancing accounts and trigger mechanisms are critical to returning SCE to creditworthy status.  Steady cash flows and stable earnings are prerequisites to maintaining any utility’s investment grade credit rating, and are even more important for SCE at this time. SCE’s present financial condition can only be described as dire, as it lacks any means to obtain funds from the capital markets or other lenders.  The cost recovery proposals described in this filing are an important first step to putting SCE on the road to financial health. 

Historically, regulatory assurances of prompt cost recovery through the Energy Cost Adjustment Clause (ECAC) balancing accounts allowed SCE to procure the fuel and purchased power necessary to provide certainty of supply to customers at a reasonable cost of capital.  Now, with the restructuring of the electric industry, certainty of prompt cost recovery is even more critical due to the increased importance of the power procurement function.  As described in other SCE filings,
 without a strong credit rating SCE will be at a distinct disadvantage in contracting for power supplies and may be foreclosed entirely from desirable procurement options, including long-term contracts.

1. Balancing Account Precedents

Beginning in the 1970s, this Commission established the ECAC balancing accounts to record revenues and costs associated with power supply and procurement.  These accounts ensured that SCE would recover its costs of fuel and purchased power and gave the investment community assurance that investments in SCE would be protected from adverse consequences resulting from volatility in these costs.  In times of turmoil in fuel markets, these balancing accounts protected SCE’s credit ratings and ensured that SCE could continue to finance its fuel and power procurement. The credit rating agencies recognized that the availability of balancing accounts and prompt action by regulators to address sizable undercollections were positive attributes of California rate making, and these mechanisms supported the credit ratings adopted for the investor-owned utilities.   Ratepayers benefited from these balancing accounts and responsible Commission action because SCE’s cost of capital was correspondingly reduced.

SCE’s proposal to establish new balancing accounts for URG costs supports the same goal as the ECAC balancing accounts:  supporting the creditworthiness of the utility and reducing risk to investors.
  The triggering mechanism proposed in Section II.E to quickly adjust rates in response to large overcollections or undercollections of URG costs is necessary to provide additional assurance to investors that costs will be promptly recovered.  As described in the next sections, SCE will not be restored to creditworthiness without assurance of a clear means of cost recovery.

2. Impacts On Creditors

This proceeding will determine SCE’s URG revenue requirement and the means for collecting it going forward.  SCE’s lenders will be watching closely for assurances that all of SCE’s URG costs will be incorporated in the authorized revenue requirement, and that these costs will be promptly recovered.  If creditors find that SCE’s cash flow is insufficient to cover its costs, the consequences could be dire.  Creditors will view insufficient cash flow as reducing the likelihood they will recover the funds owed to them, and will have an incentive to stem the negative cash flow by pushing the Company into involuntary bankruptcy.  

3. Impacts On Credit Rating

Aside from the immediate concerns associated with  creditors, SCE faces a more fundamental concern:  An investment grade credit rating will only be regained if several events take place.  Not only must the Company’s past debts be repaid and its cash flow restored, but investors must regain confidence that the company’s financial condition will be stable going forward.  The credit rating agencies and investors in general have lost faith that the California regulatory process will be evenhanded and that SCE’s investors will not continue to be damaged by Commission decisions.  

The reason for this is simple.  Throughout the last half of 2000, the banks and capital markets continued to support SCE by funding its power procurement undercollections, based largely on statements by the Commission that it would support the Company’s financial integrity and on the Commission’s historical record of fair and reasonable rate recovery.  Now, SCE’s debt trades as low as  60% of its par value, and SCE has defaulted on billions of dollars in payments to creditors.  The rating agencies, too, maintained SCE’s rating in the face of significant undercollections, only reducing it in January 2001 when it became apparent that rates would not be raised enough to save the Company.  The rating agencies and investors alike had faith that California policy makers would resolve this crisis without severely damaging the utilities, and they have been burned by the events that unfolded.

It will take time, potentially years, for investors’ faith in California regulation to be restored.  For SCE to be able to return to full function, the CPUC must take the necessary steps now to mend fences.  To do otherwise is to jeopardize SCE’s ability to procure power and make necessary capital investments in the future.


SUPPORT FOR SCE’s URG PROPOSAL

This chapter supports the cost estimates used to determine the URG revenue requirements dedicated rate components discussed by Ms. Dominski in Chapter II.  SCE’s generation-related costs estimated to be incurred during 2002 are associated with the following:

· SCE Owned Generation

· QFs

· Bilateral Contracts

· Payments Remitted to DWR

· ISO-Related Charges

4. SCE Owned Generation

In compliance with AB X1-6, SCE has retained its assets associated with the following generating stations:

· SONGS

· Palo Verde

· Mohave

· Four Corners

· Hydro

· Catalina

SCE will retain these assets to serve its customers’ load through 2010.  Table III-1 below is a summary of SCE’s estimated production costs associated with its retained generation assets.

Table III-1
Estimated 2002 Retained Generation Production Costs
($000)

[image: image8.wmf]1.

Total Delivered (Metered) Sales (GWhs)

78,580

           

 

2.

Less:  Direct Access

441

                

 

3.

Total UDC Metered Sales

78,139

           

 

4.

Addback Losses to ISO Level

5,470

             

 

5.

Total UDC Load

83,609

           

 

6.

Less:

SONGS

12,297

           

 

7.

Palo Verde

4,531

             

 

8.

Mohave

5,480

             

 

9.

Four Corners

4,541

             

 

10.

Hydro

4,593

             

 

11.

QFs

24,778

           

 

12.

Interutility

(563)

              

 

13.

Bilateral Forward Contracts

1,122

             

 

14.

Total Supply

56,779

           

 

15.

Net-Short (GWhs)

26,830

           

 

16.

Payment to DWR @ 10.277 c/kWh

2,757,319

      

 

17.

"Catch-Up" (12-month amort) GWh /1

10,524

           

 

18.

"Catch-Up" Rate (c/kWh)

0.55

               

 

19.

"Catch-Up" Payment ($000)

57,882

           

 

20.

Subtotal

2,815,201

      

 

21.

Total w/FF&U /2

2,847,137

      

 

/1  GWh supplied by DWR for Jan through May 2002

/2  Reflects currently adopted FF&U factor of 1.1217%



a) SONGS

SCE is the operating agent and 75.05% co-owner of SONGS 2&3.  The generation forecast for SONGS 2&3 assumes a capacity factor of 88%, an estimated 45 day spring 2002 refueling for Unit 2, and an allowance for unplanned outages at both units.  This forecast will result in production of 12,500 GWh.

The 2002 cost forecast for SONGS 2&3 uses the authorized ICIP price of 4.15 cents/kWh, plus the A&G adder of 0.21 cents/kWh, resulting in estimated ICIP revenues of $545 million.  In addition, using a ten-year amortization period for the remaining December 31, 2000 plant balance, the capital-related cost is estimated to be $104.408 million.  The combined O&M and capital-related forecast costs for SONGS 2&3 in 2002 is $649.408 million.

b) Palo Verde

SCE owns a 15.8% share (590 MW) of Palo Verde Nuclear Generating Station, which is operated by Arizona Public Service (APS) Company.  The forecast generation for Palo Verde is likewise based upon recent experience, assumes one refueling in 2002, and an allowance for forced or unplanned outages for an expected site capacity factor of 88% or 4,550 GWh (SCE’s share).

The cost forecast for Palo Verde uses the budget prepared by APS, adjusted for certain SCE costs such as scheduling and dispatching, resulting in an estimate of $118.325 million.  In addition, SCE used a ten-year amortization period for the remaining December 31, 2000 plant balance, which results in an estimated capital-related cost of $66.380 million.  The total Palo Verde cost estimate for 2002 is $184.705 million.

c) Mohave

The Mohave Generating Station, located in Laughlin, Nevada, is a coal-fired resource operated by SCE.  The plant has an operating capacity of 1,580 MW, of which SCE owns 56%, or 884.8 MW.  In 2002, SCE estimates that Mohave will operate at a capacity factor of 73%, and produce 5,660 GWh.  The forecast of Mohave generation is based upon recent operating history of the plant, recognizes a planned outage in 2002 and an allowance for unplanned outages.

The forecast costs for Mohave are based upon recent recorded history, with adjustments.  In preparing this estimate, SCE recognized the fact it will retain Mohave in the utility, consistent with recent legislation and the MOU.  The operating cost estimate for 2002 for Mohave is $155.368 million.  The capital-related forecast, including recovery of the remaining December 31, 2000 plant balance over Mohave’s remaining life of 16-years is $24.702 million.  Therefore, the total Mohave cost estimate for 2002 is $180.070 million.

d) Four Corners

Four Corners generating station is coal-fired as well, located in Fruitland, New Mexico.  This plant is operated by APS, and SCE owns 753.6 MW, or 48% of Units 4&5.  The 2002 generation forecast for Four Corners is also based upon recent operating history, and a planned outage for Unit 5 scheduled in early 2002.  SCE forecasts a capacity factor of 79%, which results in production of 4,687 GWh.  The cost forecast used for Four Corners is based upon recent recorded history, together with the outage and budget data from APS.  The operating cost estimate for 2002 for Four Corners is $117.600 million.  The capital-related forecast, including recovery of the remaining December 31, 2000 plant balance over Four Corners remaining life of 15-years is $32.630 million.  Therefore, the Four Corners cost estimate for 2002 is $150.230 million.

e) Hydro

The operating cost forecast for the Hydroelectric plants for 2002 is assumed to be the same amount as authorized by the Commission in D.97-12-102, which is $45.094 million.  The capital-related forecast, including recovery of the remaining December 31, 2000 plant balance over the assets remaining life of 40 years is $83.827 million.  Therefore, the total hydro‑related cost estimate for 2002 is $128.921 million.  The generation forecast for 2002 is based on a “normal” year of precipitation.

f) Catalina

The Pebbly Beach Generating Station is the sole source of electric generation on Catalina and this isolated system provides electric power for the entire island.  The Generating Station's major equipment systems include six power generating units with a total capacity of 9325 kW and a maximum dependable output of 6525 kW.  The operating costs forecast for the Pebbly Beach units for 2002 is based on recent trends and is $5.377 million and the capital-related forecast is $1.623 million.
5. Qualifying Facility Payments

SCE purchases electricity from approximately 320 QFs, which are paid energy and capacity payments for the electricity they deliver, and makes payments under a number of other agreements proving for the restructuring of QF contracts.  SCE expects that the majority of the remaining 320 QFs will sign a settlement agreement resolving litigation associated with payments for their past deliveries.  The settlement agreement leaves in place the existing capacity payments and addresses the Short Run Avoided Cost of energy (SRAC) for those QFs whose contracts mandate that the energy pricing shall be the CPUC‑approved SRAC prices.

For gas‑fired cogeneration QFs, SRAC is calculated using the SRAC transition formula that has been in place since March 2001, modified to reflect a higher heat rate, a gas price based on the Topac border indices, and a higher O&M adder.  For renewable QFs, energy deliveries that are subject to SRAC are calculated though an assumed fixed price implementation date of September 30, 2001 using the SRAC transition formula that has been in place since March 27, 2001.  Thereafter, the SRAC energy price is 5.37 cents/kWh through the remainder of the forecast period.

For the calendar year 2002, SCE forecasts its QF purchases and QF restructuring payments to be approximately $2.338 billion.  

6. Bilateral Contracts

a) Interutility Contracts

SCE is a party to eleven long-term purchase, sale, and exchange agreements (interutility contracts) with nine counterparties that were effective on or before the startup of the ISO and PX markets on March 31, 1998.   Costs to SCE that may be incurred pursuant to the terms of the interutility contracts include (1) payments for capacity, energy, and transmission service, (2) costs of energy and ancillary services required for contractually mandated deliveries to counterparties (for sale and exchange contracts) provided by SCE from utility retained generation or market sources,  (4) credit and collateral support, (5) a termination payment to Portland General Electric, (6) costs of personnel to support contract administration, including contract management and litigation, and (7) other costs such as those associated with project operation of contract resources.  Revenues accruing to SCE include (1) capacity and energy payments from counterparties and (2) revenues from selling energy and ancillary services to markets or bilateral counterparties.  

Net cost for interutility contracts is forecasted to be $147.083 million for calendar year 2002 associated with 563 GWh of net outflow from SCE.  A table listing the interutility contracts, quantity of capacity received and/or delivered, delivery point, and dates of execution and expiration follows.

Table III-2
SCE Interutility Contracts



Type Of Contract
Agency
(Received) Capacity (MW)
Delivered Capacity (MW)
Delivery/ Receipt Point(s)
Execution Date
Expiration Date

Termination Agreement
PGE
-
-
-
-
12/1/03

Power Purchase Agreements
WAPA
(277.5)
-
Mead
1/1/87
9/30/17


PP&L
(200.0)
-
COB, 4C
6/30/87
9/30/06

Power Exchange Agreements
AEPCO
(6.0)
5.6
Mead
5/8/81
5/8/21


BPA
(250.0)
250.0
COB, NOB
10/18/88
11/1/04


CDWR
(225.0)
1,550.0
Vincent or Midway
9/17/81
12/31/04


CDWR
(494.0)

Vincent or Midway
10/11/79
12/31/04


MWD
(301.5)
320.0
Julian Hinds
4/1/87
9/30/17


Pasadena
(2.0)
15.0
Goodrich
6/20/33
Evergreen

Exchange Sale Agreements
Tucson
(110.0)
110.0
PV, 4C, Moenkopi
9/15/92
5/14/05

Power Sale Agreement
PacifiCorp
-
422.0
Malin, NOB
2/19/93
3/15/03

b) Bilateral Forward Contracts

SCE entered into various bilateral forward contracts during the period spanning November 15, 2000 to January 8, 2001.  Since then, some of the counter parties initiating contractual provisions, liquidated a majority of these contracts due to SCE’s financial situation.  For the period July 1, 2001 to December 31, 2002, Table No. III-2 summarizes the purchased volume and cost for the remaining seven active bilateral forward contracts (reflecting quarterly, yearly and five-year contracts).  Monthly-procured GWh volume is calculated by multiplying contract MW by respective 7x24 and 6x16 delivery hours in each month.  Multiplying the monthly-procured volume by the relevant contract price results in the monthly energy procurement costs.  SCE may also incur other associated costs including credit and collateral and contract administration costs associated with the bilateral forward contracts.  The total bilateral forward procurement cost for the July 1, 2001 to December 31, 2002 period is forecasted to be approximately $160 million.
  On an annualized basis, this procurement cost is approximately $106 million.

Table III-3
Estimated 2002 Bilateral Forward Market Procurement Volume And Cost
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7. Payments Remitted to DWR

In compliance with D.01-03-081, SCE is required to remit 10.277 cents/kWh for all kWhs DWR procures on behalf of SCE’s customers.  Table III-4 below shows the estimate of the amount of payments SCE will remit to DWR during 2002.  As shown on Line 20, the total estimated amount to be remitted to DWR in 2002 is $2.815 billion.  This amount includes $57.9 million of amortization associated with recovering the revenue requirement associated with the billing delay for the 3 cent/kWh surcharge from March 27, 2001 until June 3, 2001.
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8. ISO-Related Charges

SCE’s load and generation are assessed numerous market and administrative ISO-related charges.  Because SCE is not a creditworthy entity, SCE is unable to precisely project the amount or type of ISO-related charges that it may incur prior to 2003.  SCE and DWR- have been engaged in discussions to resolve these ISO-related cost responsibility issues, as provided for in the MOU, but have not reached final agreement at this date. In the face of these uncertainties, SCE proposes to record all ISO-related charges that it ultimately incurs in the ISOBA.  

Notwithstanding the above limitations, SCE provides below for reference purposes the annual cost projections associated with SCE’s retail bundled load and retained generation and contracts for (1) SCE’s total ancillary services requirements, and (2) ISO “uplift” charges.  Additionally, SCE provides a projected allocation of such costs between SCE and DWR, depending on whether SCE is an investment grade entity.

a) Ancillary Services Cost Projection

In order to estimate SCE’s total annual ancillary services costs for 2002, without respect for whether SCE is responsible for all, a portion, or none of such costs, SCE roughly estimated its total monthly ancillary services costs for the period December 2000 through May 2001 and divided this amount by SCE’s estimated bundled retail load for the same period.  The result of this calculation was multiplied, as a proxy for ancillary services cost per MWh of bundled retail load in 2002, by SCE’s forecasted bundled retail load of 83,608 GWh for 2002 to provide SCE’s projected total annual ancillary services costs of approximately $905 million.  The results of this calculation are shown in Table No. III-4.  SCE acknowledges the crudeness of this forecasting approach, but the lack of liquid forward ancillary services markets and ISO market structure uncertainty preclude other more “sophisticated” approaches.  SCE submits that the use of the most recent six-month period to forecast 2002 annual ancillary services costs is not likely to significantly overstate such costs, particularly given the fact that it does not include summer months, which tend to be higher priced.

Table III-5





Period
Estimated Ancillary Services Costs 

($ Million)
Estimated Bundled Retail Load (GWh) 
Average Ancillary Services Cost per MWh of Load Served ($/MWh)

Dec-00
82
6,112
13.42

Jan-01
56
6,250
8.96

Feb-01
65
5,705
11.39

Mar-01
78
6,335
12.31

Apr-01
63
6,048
10.42

May-01
62
7,057
8.79






Total
406
37,507
10.83*

* $10.83/MWh X Forecast 2002 Bundled Retail Load of 83,600,000 MWh = $905,388,000

b) ISO “Uplift” Charges

ISO “uplift” charges do not include ancillary services and energy charges.  In order to estimate SCE’s total annual ISO “uplift” charges for 2002, without considering whether SCE is responsible for all, a portion, or none of such costs, SCE calculated its total ISO “uplift” charges for the period January 19, 2001 (the first day that SCE did not participate in the PX) through March 31, 2001 and divided this amount by SCE’s estimated bundled retail load for the same period.  The result of this calculation was multiplied, as a proxy for ISO “uplift” charges per MWh of bundled retail load for 2002, by SCE’s forecasted bundled retail load of 83,608 GWh for 2002 to provide SCE’s projected total annual ISO “uplift” charges of approximately $262 million.  The results of this calculation are shown in Table No. III-5.  Again, SCE acknowledges the crudeness of this forecast approach, but submits that a more involved method of forecasting ISO “uplift” charges is not likely to significantly improve the forecast accuracy due to the numerous uncertainties that exist with many of the ISO’s charges.  

Table III-6




Period
Calculated ISO “Uplift” Charges 


Estimated Bundled Retail Load (GWh) 
Average ISO “Uplift” Charge per MWh of Load Served ($/MWh)

Jan 19-31 ‘01
$4,217,242
2,627
1.61

Feb ‘01
$12,041,006
5,705
2.11

Mar ‘01
29,630,297
6,335
4.68






Total
$45,888,545
14,667
3.13*

* $3.13/MWh X Forecast 2002 ISO Bundled Retail of 83,600,000 MWh = $261,668,000

c) Allocation Of ISO-Related Charges Between SCE And DWR

ISO charges for ancillary services and other “uplift” charges billed to SCE as the scheduling coordinator for its controlled generation and bundled load will be allocated to both SCE and DWR while DWR is providing energy to SCE’s bundled customers.  The allocation methodology, due to FERC Orders, is dependent on the creditworthiness of SCE.

While SCE is a non-creditworthy entity, SCE may not participate in third-party transactions in the ISO’s markets.  That is, the ISO may not purchase energy or ancillary services from a third-party on behalf of SCE.  Instead, the ISO must identify and secure a creditworthy entity for such transactions.  To date, DWR is the only creditworthy buyer identified by the ISO.  Therefore, while SCE is non-creditworthy, DWR must purchase 100% of the ancillary services billed to SCE.  “Uplift” charges (e.g., UFE, GMC, neutrality, congestion, wheeling, interest penalties, etc.) should be allocated between SCE and DWR as ultimately agreed upon by SCE and DWR (negotiations are on-going at this time).  SCE’s current position would result in DWR paying approximately 80% of the “uplift” charges and SCE paying the remaining 20%.

When SCE becomes creditworthy, it is SCE’s position that DWR will only be responsible to cover the costs of SCE’s forecasted net-short position.  Therefore, DWR will pay ISO-related charges associated with the forecasted net-short position.  These ancillary services and uplift charges will be allocated to DWR based on a percentage of the actual total charges associated with SCE’s bundled retail load.  Based on current load and net-short forecasts, DWR will be providing 32% of SCE’s bundled retail load in 2002, and will therefore be responsible for 32% of the ISO-related charges.  Table III-6 summarizes the allocation of ISO-related charges on the basis of whether SCE is an investment grade entity, or not.

Table III-7




SCE is Creditworthy
SCE is Not Creditworthy

SCE Ancillary Services
$615,663,840
$0

DWR Ancillary Services
$289,724,160
$905,388,000

Total Ancillary Services
$905,388,000
$905,388,000

SCE Uplift Charges
$177,934,240
$52,333,600

DWR Uplift Charges
$83,733,760
$209,334,400

Total Uplift Charges
$261,668,000
$261,688,000

III. 
RESPONSES TO PROTESTS AND COMMENTS OF OTHER PARTIES

The Ruling ordered that SCE’s testimony “shall also address concerns raised in protests to the utilities’ ALs proposing cost-based rates for URG.”
  In this section of testimony, SCE responds to various protests to SCE’s advice letter and comments made by other parties in the course of this proceeding.

A. TURN And Aglet’s Proposal To Eliminate The SONGS 2&3 ICIP Overturns Existing Commission Decisions And Is Contrary To State Law

The SONGS 2&3 ICIP is cost-based and the difference, if any, between SCE’s costs and SONGS 2&3 ICIP should be recovered as provided for in D.96-04-059 and Public Utilities Code Section 367(a)(4).  TURN and Aglet
 assert that the Commission should eliminate the San Onofre Nuclear Generating Station Unit Nos. 2 and 3 (SONGS 2&3) Incremental Cost Incentive Pricing Mechanism (ICIP).  Not only is this contrary to state law and Commission precedent, but TURN’s analysis is flawed.  In the Rate Stabilization proceeding, TURN excluded the property taxes paid by SCE, and, in its Protest, TURN excluded income taxes from SONGS costs. 

B. Background On SONGS 2&3 Ratemaking

In November, 1994, SCE, San Diego Gas & Electric Company (SDG&E) and ORA filed a settlement agreement with the Commission in SCE’s Test Year 1995 General Rate Case.  Under the terms of that settlement:

· SCE could amortize its SONGS 2&3 sunk costs over an 8‑year period ending December 31, 2003 at a reduced rate of return;

· SCE took on the operational risk for SONGS 2&3 going forward by agreeing to ICIP, which set a fixed cents per kilowatt-hour price, for SONGS 2&3 power through December 31, 2003;

· SCE could shut down SONGS 2&3 at any time and continue to recover its unamortized SONGS 2&3 sunk costs; and

· After the end of the SONGS 2&3 sunk cost amortization and ICIP period on December 31, 2003, SCE’s shareholders would retain 100% of SONGS 2&3 profits.

The SONGS 2&3 Settlement was contested by other parties, and evidentiary hearings were held on the reasonableness of the settlement.

In D.96-01-011, the Commission rejected the original SONGS 2&3 Settlement, but suggested certain modifications taking away potential upsides for SCE.  The Commission stated that it would approve the settlement if SCE and SDG&E agreed to the modifications.  Those modifications included:

· The Commission reduced the right of SCE’s shareholders to benefits from post-2003 operation from 100% to 50%; and 

· The Commission would review whether SCE could continue SONGS 2&3 sunk cost recovery after any decision to close the plants.  

SCE accepted these modifications by filing the SONGS 2&3 Proposal incorporating the changes.  The SONGS 2&3 Proposal was ultimately adopted by the Commission in D.96-04-059 and was affirmed by the Legislature in AB 1890, at Public Utilities Code Section 367(a)(4).

C. The SONGS 2&3 ICIP Mechanism Reasonably Compensates Edison For Operational Risks

The Commission-adopted SONGS 2&3 ICIP mechanism
 set a price for each kilowatt-hour (kWh) of power generated at SONGS 2&3.  The cost-based prices set in the SONGS 2&3 ICIP were part of a negotiated settlement, including consideration of the fact the risk of plant operation was shifted to SCE for the entire 8-year period.  Likewise, the SONGS 2&3 ICIP prices were authorized by the Commission for the entire period – through 2003.  Actual costs during the ICIP period may be higher or lower than the ICIP revenues.  This is consistent with SCE taking the risk for plant operation and performance.

Any fair-minded assessment of SONGS 2&3 operations over the last few years and the dedication to safe and reliable performance demonstrated by the SCE employees at SONGS 2&3 would conclude that ICIP created appropriate incentives for exceptional performance.  When the Commission adopted SONGS 2&3 ICIP ratemaking in early 1996, it shifted the responsibility and risk for performance of the plants from ratepayers to SCE’s shareholders.  In return, if the employees and management were able to achieve superior performance, the Company would be entitled to receive the benefits from that superior performance.  Similarly, if plant performance results were poor, SCE would suffer the financial consequences. 

From April 1996 through May 31, 2001, SONGS 2&3 achieved an average capacity factor in excess of 85%, generating a total of over 61 billion kilowatt hours.
  By any objective measure, SONGS 2&3 have provided significant benefits to our customers. The only profits earned by SCE on SONGS 2&3 operation are the difference between its operating costs and the average 4 cents per kWh price adopted by the Commission and affirmed by the legislature. During the ICIP period, at times the costs to operate SONGS 2&3 were greater than the ICIP revenues, and at other times they have been less.  SONGS 2&3 ICIP has been beneficial to SCE’s customers.

The recent SONGS Unit 3 outage demonstrates the financial risk Edison bears under ICIP.  On June 1, 2001, SONGS Unit 3 returned to service after an outage lasting 117 days to repair damage from failure of an electrical component resulting in a fire.  The electrical circuit breaker failure and subsequent fire had significant consequences beyond just the damage to the electrical components and cabling.  Loss of electrical power supply in the secondary side of the plant also resulted in loss of lubricating oil to the turbine generator system while it was still rotating.  This caused severe and extensive damage to the turbine generator rotors, bearings, and other components.  Several hundred SONGS 2&3 personnel worked round-the-clock to return Unit 3 to service before the summer peak demand period.  Under the terms of ICIP, SCE lost about $840,000 of revenue per day, while working to repair the damage to bring the plant back on line safely in as short a time as possible.  Over the course of the Unit 3 outage, SCE lost revenues of about $100 million.  

D. Effect Of TURN’s Proposal On Ratemaking For SONGS 2&3

TURN and Aglet propose to reverse the Commission-adopted SONGS 2&3 ratemaking, which was affirmed by the Legislature.  TURN proposes to eliminate SONGS 2&3 ICIP as the ratemaking mechanism for recovery of SONGS 2&3 costs and, instead, have SCE recover through a balancing account the “actual costs” of SONGS 2&3 operation.  This proposal ignores the fact SONGS 2&3 ICIP is, by its very nature and its title, a cost-based rate.  The ICIP assigns all operational and financial risk to SCE, while offering a limited opportunity for profit and potential exposure to losses based upon cost containment and plant performance.  In the SONGS 2&3 ICIP mechanism, shareholders assumed operational risk of plant performance.  Under this ratemaking approach, the opportunity for profits is balanced with the risk of losses.  Furthermore, SCE’s opportunity for profit is limited by the design and operational limits of the plants.

The Commission adopted present SONGS 2&3 ICIP pricing in D.96‑01‑011 and D.96-04-059.  The Legislature affirmed the SONGS 2&3 ICIP pricing in Assembly Bill 1890, at Public Utilities Code Section 367(a)(4), which states:

Nuclear Incremental Cost Incentive plans for the San Onofre Nuclear Generating Station shall continue for the full term as authorized by the Commission in Decision 96‑01‑011 and Decision 96-04-059; provided that the recovery shall not extend beyond December 31, 2003.

SCE has not proposed to extend the ICIP beyond 2003.  The Commission would unlawfully ignore its own orders and state law if it denies recovery of SONGS 2&3 ICIP revenues through 2003.

To bolster its argument, TURN’s Protest cites its testimony in this proceeding that SCE’s revenues between 1996 and 2000 were $341 million greater than “actual costs of running [SONGS 2&3].”
  TURN deliberately leaves out: (1) the effect of income taxes on the $341 million; and (2) the over 61 billion kWh of electricity provided to SCE customers during the ICIP period to date.  Under SONGS 2&3 ratemaking, SCE assumed all operational and financial risk of SONGS 2&3 operation.  Contrary to TURN’s assertions, cost-based rates should include (1) so called “actual costs,” (2) income taxes, and (3) a reasonable opportunity for return on investment to compensate shareholders for investing in EIX.  Contrary to TURN’s assertions, an opportunity for shareholder return on investment is an “actual cost” of operation.  Without an opportunity to earn a return on investment, SCE’s ability to attract capital would be significantly diminished.

E. Contrary To TURN’s Assertions, The 10-Year Recovery Period For Nuclear Sunk Costs Is Reasonable

TURN’s comments assert that nuclear sunk costs should be recovered over the remaining useful life of the nuclear units based on their remaining Nuclear Regulatory Commission license period.
  In the MOU, SCE and CDWR agreed that nuclear sunk costs should be recovered by December 31, 2010.  It is entirely appropriate to recover Nuclear Sunk Costs over a ten-year period as set forth in the MOU.

F. SCE’s Plan Does Not Increase Or Decrease The Risk Of Transition Cost Recovery

In its protest to AL 1534-E-A, ORA claimed that the plan set forth in AL 1534-E-A eliminated SCE’s risk of recovery of certain transition costs by moving certain debit entries from the TCBA to the TRA.  ORA failed to note that while SCE has moved debit entries from the TCBA to the TRA, it also moved credit entries, i.e., revenues, from the TCBA to the TRA as well.  All of this is part and parcel of eliminating the TCBA, the ratemaking mechanism where these costs and revenues are currently recorded.  SCE proposed to move these items to the revised TRA for the opportunity for recovery and refund through that mechanism.  D. 01-03-082 required monthly transfers of debit and credit balances from the TRA to the TCBA.  Thus, all entries would ultimately be recorded in either the TCBA (as it stands now) or the TRA (per SCE’s proposal.)  Changing the account in which these items are all recorded will not affect the ultimate transition cost recovery.

G. The Allocation of Revenues Prior to Activation of the Trigger Mechanism is Appropriate

In its Protest to AL 1534-E-A, ORA claims that “if financial conditions remain poor, the QFs could be short-changed up to $500 million before the trigger brings in more revenues.”
  Clearly, the Commission needs to set a URG revenue requirement for SCE high enough to cover all URG costs, including QF costs.  The Proposal set forth in Chapter II of this testimony meets this objective.

H. The Rate of Return on Common Equity for Utility Retained Generation Should Not Be Reduced Below 11.6%

In setting SCE’s revenue requirement for URG, the Commission should authorize SCE’s return on common equity (ROE) to be at least 11.6%.  This is clearly indicated by the MOU.  In fact, the MOU permits the Commission to authorize an ROE for SCE that exceeds 11.6%, if the Commission finds this to be necessary and reasonable.
  However, even without the MOU, there is strong support an ROE of at least 11.6% for URG, as discussed in detail below.

1. Before Unbundling of SCE’s Generation Commenced, SCE’s Authorized ROE Was 11.6%; That Is The Minimum ROE That The Commission Should Authorize Now, Irrespective Of The MOU

a) Further Unbundling of SCE’s Generation Has Been Reversed; SCE Remains An Integrated Utility

The actions of the Commission and the Legislature have caused remaining utility-owned generation to be retained for the benefit of California utility ratepayers.  This effectively reverses any further unbundling of utility generation.

First, the Legislature enacted ABX1-6, which prohibits SCE from divesting any of its remaining generation facilities before January 1, 2006 and provides that all of its generation facilities remain dedicated to service for the benefit of California ratepayers.  In concert with ABX1-6, the Commission suspended the pending divestiture of SCE’s ownership shares of Mohave Generating Station,
 Palo Verde Nuclear Generating Station, and Four Corners Generating Station.

Although SCE’s application to value its hydro generation assets under Section 377 of the Public Utilities Code is still pending before the Commission, this application contemplated the retention of the hydro generation assets within SCE.  

By these actions, SCE will remain an integrated utility, engaged in all parts of the electricity supply chain from electric generation and supply to distribution of power to retail customers.  Further, SCE’s generation once again will be priced at cost of service, as it was before electric restructuring began.  Going forward, SCE’s utility  rate of return should be set based on integrated utility rates of return rather than unbundled returns.  As a result, an integrated return should be used as the basis for URG in this case.

b) SCE’s Last Cost Of Capital Application As An Integrated Utility Set SCE’s Authorized ROE At 11.6%, Which Is The Minimum That Should Prevail Today

SCE’s last cost of capital application before electric restructuring established SCE’s ROE and SCE’s authorized capital structure for 1997.
  At that time, SCE’s ROE was set at 11.60%, and SCE’s authorized capital structure was set at 48% common equity, 47% long-term debt, and 5% preferred stock.
  

Circumstances surrounding the adoption of an ROE of 11.6% have changed, and utility bond yields have increased since 1997.  SCE’s business risk has increased significantly since 1997.  Even more important, SCE cannot attract capital at any investment grade bond yield or rate of return due to the current financial crisis.  Therefore, the ROE authorized for URG should be at least 11.6%, irrespective of whether the MOU is adopted.  

I. Intervenors’ Previous Arguments Regarding ROE For Utility Retained Generation Should Be Rejected; Any Similar Arguments In Response To This Testimony Should Also Be Rejected

In previous comments in this docket, Aglet,
 ORA,
 and TURN
 all argued that 11.6% is an excessive ROE for SCE.  Their arguments are baseless and should be rejected, as discussed in more detail below.  

1. Even the MOU May Not Reduce SCE’s Business Risk To What It Was Before Electric Restructuring

In supporting its argument for a potentially lower ROE, ORA asserted that the MOU will make SCE’s business risk “very much the same as what existed prior to electric restructuring.”
  Although SCE wishes that were true,  it is much more likely that investors will view our risks as substantially greater than before restructuring.  The MOU calls for SCE to be restored to an investment grade credit rating and to resume power procurement for its entire net‑short position in 2003.  The MOU also provides for mechanisms to ensure that SCE will promptly recover its power procurement costs and to mitigate retrospective reasonableness of SCE’s power procurement practices.

Nonetheless, before electric restructuring began, SCE was an A+-rated integrated electric utility.  Restoration to an investment grade credit only implies that SCE’s bond rating will be BBB or better.  In time, SCE may regain an A rating, but that event will not occur soon.  As long as SCE’s bond rating is below A+, SCE will clearly be a riskier utility.

2. Interest Rate Increases Also Justify a Higher ROE

As noted above, SCE’s authorized ROE for 1997 was 11.6%.  Moody’s Aa public utility bond yield for 1997 was 7.55% (twelve-months-ending December 1997).
  The corresponding yield for the latest twelve month period is 7.88% (twelve-months-ending May 2001).
  Even if SCE’s business risk today were identical to what it was in 1997, which it is not, SCE would deserve a higher authorized ROE based on increased interest rates alone. 

3. Burned Once, Investors Will Be Twice Wary, And SCE Will Require A Fair ROE To Attract Them

PG&E has declared bankruptcy, and SCE is threatened with bankruptcy.  Investors are facing the possibility of loss of their investments in both utilities.  SCE entered into the MOU because it is the best way for SCE’s investors to avoid this fate.  If everything falls into place, the MOU may achieve its objective and restore SCE to financial viability.

But even if the MOU succeeds, investors will most certainly remember what almost happened.  They will remember the months during which SCE’s pleas and proposals were ignored.  They will remember that California policymakers forgot about balancing the interests of investors and customers and only focused on short-term, politically expedient solutions.  Only when California regulators and political leaders demonstrate repeated and prolonged actions to restore the balance of investor and customer interests, will investors become confident that they can again safely invest in California utilities.  Investors’ confidence will not return quickly.

An 11.6% return for URG is critical in signaling to investors that SCE will be treated fairly going forward.  SCE will invest at least $3 billion in its regulated business through 2006 if, as the MOU envisions, SCE has been returned to creditworthy status. In order for SCE to raise capital from investors, or generate equity capital internally, to make these investments, there must be a commitment from the CPUC to reassure investors that they will receive a reasonable return on their investment.  Bondholders as well as equity holders have been stung by the deterioration in SCE’s financial condition and will require a clear signal of support for the utility’s financial integrity before providing funds at a reasonable cost.  Decreasing SCE’s ROE below 11.6% for any part of SCE’s utility operations would send the wrong signal to investors. 

4. The Restoration of Standard Depreciation Lives Removes The Reason For A Reduced Rate Of Return

ORA commented that an 11.6% ROE is higher than the sunk cost return specified in D.95-12-063 to be in effect for the transition period, which according to ORA, has not yet ended.
  Whether or not the transition period has ended, the reduced ROE for non-nuclear generation during the transition period was predicated on accelerated recovery of investment in these plants.
  The Joint Ruling ends accelerated depreciation for URG and restores traditional depreciation lives.
  SCE has embodied this decision by setting depreciation and amortization schedules based on the expected ratemaking remaining life of each plant, as discussed in Chapter III.  Using traditional methods for calculating depreciation removes the Commission’s basis for the reduced return on common equity and makes a full return on equity appropriate.  
5. The Use Of Balancing Accounts Does Not Warrant A Reduced Rate Of Return

In its Comments on the Joint Ruling, TURN argued that if all costs are recovered through balancing accounts, then the authorized return on equity should be reduced.
  TURN’s position is based on a serious misunderstanding of SCE’s proposal.  TURN implies that all operating costs will be recorded in a balancing account and actual costs will be recovered.  This is not the case for URG operating expenses.  When rates from the 2003 GRC become effective, authorized O&M and A&G expenses would be based on a forecast methodology.
  Therefore, starting January 1, 2003, SCE will be fully at risk for cost performance relative to authorized expenses.  

J. SCE Does Not Include In Ratebase Any Extraneous Capital Additions

In its Comments on the Joint Ruling of April 27, 2001, TURN opposed including the 1997/1998 capital additions that are still pending Commission approval in URG rate base to calculate a revenue requirement based on “cost-of-service”.  Currently, the return and taxes on the capital additions pending approval in the 1997/1998 Capital Additions Proceeding (A. 99-04-024) are tracked in the Non-Nuclear Generation Capital Additions Memorandum Account (NGCAMA), including the $36 million of capital additions for oil/gas plants that have been divested.
  SCE will not include any capital additions related to divested plant in its URG rate base.  SCE’s URG revenue requirements presented in the CPA workshop and Advice 1534-E-A included only the amounts for SCE’s nuclear, coal and hydro plants.  There were no revenue requirements included for divested oil/gas plants.  SCE does believe, though, that it should be allowed to recover the return and taxes recorded in the NGCAMA for those capital additions related to divested plants that the Commission does subsequently approve.  This can be accomplished through the URG Cost Recovery Model envisioned by the Joint Ruling or some other mechanism.

The MOU does include in the URG rate base the $47 million of hydro and coal capital additions that are pending approval in the 1997/1998 Capital Additions Proceeding as well as those capital additions pending approval in the current ATCP Proceeding (A.00-09-013) and subsequent ATCP Proceedings.
  The MOU provides that this is a temporary situation until there is final approval or disapproval of such additions.  If portions of these capital additions are disallowed, SCE will make adjustment to the relevant balancing account (e.g., the URGBA proposed by SCE in Advice 1534-E-A).  Although SCE believes it is not necessary, SCE does not oppose ORA’s suggestion to create a memorandum account to track the depreciation, return and taxes associated with capital additions pending approval.

The Commission established a new standard of capital additions reasonableness based on requirements in AB 1890, at Public Utilities Code Section 367 that SCE could recover as stranded costs only those capital additions "necessary to maintain" its generating facilities through December 31, 2001.  This Commission standard provided for recovery of only those capital additions, closed to plant after April 1, 1998, which could be recovered through market prices from a transparently priced market for electricity (see D.97-09-048).  In January 2001, state law ABX1-6 amended section 377 of the Public Utilities Code, which now states "Notwithstanding any other provision of law, no facility for the generation of electricity owned by a public utility may be disposed of prior to January 1, 2006."  Since there is not now a transparently priced market for electricity, and since the utilities are required to retain their generation facilities through at least January 1, 2006,
 the Commission should review of capital additions through the utilities' General Rate Cases (GRCs) using the same standard used in previous GRCs.













�	See D. 01-01-061, Ordering Paragraph 11.


�	AL 1521-E, p. 1.


�	See D. 01-01-018.  


�	SCE filed Advice 1534-E-A as a supplement to Advice 1534-E in order to be consistent with the URG guidelines included in the MOU.  Advice 1534-E-A replaces Advice 1534-E in its entirety.


�	ORA “Protest of Southern California Edison Company (“SCE”) Advice Letter (“AL”) 1534-E-E Establishing Four New Balancing Accounts and Other Tariff Revisions, dated May 17, 2001 (“ORA Protest.”)


�	Ruling, p. 1.


�	Ruling, pp. 5 – 6.


� 	Transition costs net of any applicable market revenues from the sales of SCE’s generation into the PX are recorded within several subaccounts of the TCBA:  (1) QF Subaccount; (2) Interutility Contracts Subaccount; (3) SONGS 2&3 Sunk Costs Subaccount; (4) SONGS 2&3 Incremental Cost Incentive Pricing (ICIP) Subaccount; (5) Palo Verde Incremental Costs Subaccount; (6) Palo Verde Sunk Costs Subaccount; (7) Fossil Sunk Costs Subaccount; (8) Fossil Generation Subaccount; (9) Regulatory Assets Subaccount; (10) Hydro Sunk Costs Subaccount; (11) Biennial Resource Plan Update (BRPU) Settlement Subaccount; and (12) Employee-Related Costs Subaccount.


� 	Other CTC-related revenues include such items as:  (1) Imputed revenues associated with the 10% rate reduction for SCE’s Residential and Small Commercial Customers; (2) Trust Transfer Amount (TTA) revenues associated with SCE’s issuance of Rate Reduction Bonds (RRBs); and (3) authorized generation-related Other Operating Revenues (OOR).


�	SCE currently estimates a 2002 past undercollection revenue requirement of approximately $500 million.  This revenue requirement is based on a $3.9 net undercollected amount amortized over 12 years at 7.5% interest.


� 	Generation-related operating expenses currently approved by the Commission include: 1) fuel and fuel carrying costs; 2) emission credit costs; 3) direct O&M and A&G; 4) Customer Service and Information; 5) indirect A&G; 6) taxes; 7) scheduling and dispatch costs; 8) contract administration; and 9) congestion costs.  In addition, the Commission has also approved generation-related other operating revenue.


� 	On May 4, 2001 SCE filed its Motion to Establish a Framework and Criteria for Its Power Procurement Practices with the Commission.   SCE indicated in that motion that a Procurement Plan should be approved and in place by January 1, 2002.  Such a plan would allow SCE to purchase products to serve SCE’s customers net short position as of January 1, 2003, contingent upon SCE regaining investment grade credit.  Upon Commission approval of a Procurement Plan, SCE will incur and therefore record into the PCBA, certain charges including but not limited to credit and collateral costs, brokerage costs, and capacity and energy payments.  Because of the many associated uncertainties it is not possible at this time to forecast the magnitude of such costs.       


�	The FERC addressed creditworthiness issues in the following decisions:  Cal. Indep. Sys. Operator Corp., Order Addressing Creditworthiness Tariff Provisions Proposed By The California Independent System Operator And California Power Exchange, 94 FERC ¶61,132 (February 14, 2001) (“February 14th Order) (citations to mimeo).  Cal. Indep. Sys. Operator Corp., Order Granting Motion, 95 FERC ¶61,074 (April 6, 2001) (“April 6th Order”) (citations to mimeo).  The April 6th Order was issued by the Commission in response to a Request For Emergency Order To Compel The California Independent System Operator Corporation To Comply With The Commission’s February 14, 2001 Order filed by a group of generators.  The Commission has now issued a THIRD order reaffirming that the February 14th Order and the April 6th Order “cover all transactions through the ISO.”  Order Providing Clarification And Preliminary Guidance On Implementation Of Mitigation And Monitoring Plan For The California Wholesale Electric Markets, 95 FERC ¶61,275 (May 25, 2001) at p. 6 (citations to mimeo).


� 	SCE’s “May 2001” sales forecast will be used by SCE in determining its 2003 GRC rate change and will therefore be presented to the Commission on August 15, 2001 when SCE submits its 2003 GRC Notice of Intent.  Although a sales forecast is necessary here to determine the generation-related dedicated rate components, because SCE’s ratemaking proposal is based on the use of balancing accounts, the sales forecast should not be controversial.  SCE will ultimately recover neither more nor less than its recorded revenue requirements, whether based on actual or authorized amounts.


� 	As explained above, all payments that SCE makes to DWR (either under the current interim method or based on DWR’s revenue requirement provided to the Commission) are considered to be costs in the operation of the PCBA.


� 	This can been seen in Table II-6, because the sum of the generation-related dedicated rate components to be recorded in the SCECBA, PCBA, and the ISOBA is greater than 4 cents/kWh.


� 	The Commission declared in D.01-03-082 that the AB 1890 rate freeze is still in effect.


� 	The generation-related dedicated rates set forth above reflect estimated average annual rates.  On a monthly basis, the realized generation rates will be different due to Commission authorized seasonal (winter and summer) rate differences.


� 	SCE notes that in its protest of SCE’s Advice 1534-E-A, ORA questions the ability of SCE to make major rate changes through an advice letter.  As SCE stated in its response to ORA’s protest, SCE is willing to work with ORA in coming to an agreeable resolution of ORA’s concerns.  


� 	For example, if a rate change is triggered during August 2001 the net balances will not be reviewed again until December 31, 2001.


�  	See Motion of Southern California Edison Company (U 338-E) to Establish a Framework and Criteria for its Power Procurement Practices, filed in R.94-04-031/I.94-04-032, May 4, 2001.


�	The Commission should not conclude that establishing balancing accounts as SCE has proposed provides any basis for reducing SCE’s URG return on equity below 11.6%.  As the discussion elsewhere in this exhibit has noted, SCE’s authorized return on equity for 1996 and 1997 was 11.6%.  In earlier years, it was generally higher.  ECAC balancing accounts were in place during these years. 


� 	Assuming no further contract liquidation.


� 	Assuming no further contract liquidation.


� 	For the period March 27, 2001 through June 2, 2001, SCE remitted 7.277 cents/kWh to DWR.  Beginning June 3, 2001, SCE began to bill customers the addition 3 cents/kWh or a total of 10.277 cents/kWh, plus a rate level of approximately 0.5¢/kWh to amortize the revenues authorized on March 27, 2001 but not reflected in customers’ bills until June 3, 2001 over the 12�month period of June, 2001 through May, 2002.


� 	Again, SCE notes that the provision of cost forecasts is done to facilitate the establishment of initial generation-related rates, but that actual costs and revenues will be recorded in SCE’s proposed balancing accounts.


� 	Load forecasts are provided at the ISO-grid level (i.e., before netting distribution line losses).


� 	Load forecasts are provided at the ISO-grid level (i.e., before netting distribution line losses).


�	Ruling, pp. 5 – 6.


�	This portion of this testimony addresses TURN’s protest to Advice 1521-E, dated March 22, 2001, (TURN’s Protest) and its comments on Utility Retained Generation (URG), the URG Cost Recovery Mechanism Described in the April 27, 2001 Ruling, and the Edison Memorandum of Understanding, dated May 11, 2001 (TURN’s Comments) and Aglet’s comments on the URG Cost Recovery Mechanism, dated May 11, 2001 (Aglet’s Comments).  


�	SCE lost nearly $1 billion (nominal) in returns due to the Commission’s reduced return on equity when the SONGS 2&3 settlement was adopted.


�	D. 96-04-059, Ordering Paragraph No. 1, p. 17.


�	SCE 75.05% share.


� 	RSP, Phase 1, SCE, Worden, Tr.15/2015, lines 22-26.  (Ratepayers would be protected if the plants performed better than the historic capacity factors because the ratepayer exposure and shareholder opportunity is capped by the physical limitations of the plant.”)


�	P.U. Code, §367(a)(4)


� 	TURN’s Protest reads: “actual costs of running Diablo Canyon.”  SCE believes that TURN meant to say: “actual cost of running SONGS 2&3” because SCE does not own any portion of Diablo Canyon, but owns a 75.05% share of SONGS 2&3.


� 	TURN Comments, p.6.


�	ORA Protest to AL 1534-E-A.


�	At p. 27, the MOU states: “Accordingly, new legislation will provide that SCE’s authorized return on equity may not be reduced by the CPUC below [SCE’s] current 11.6% before December 31, 2010, and that prior to such date, the CPUC will not establish a ratemaking capital structure for SCE with different proportions of common equity or preferred equity to debt than that set forth in current authorizations.”


�	D.01-01-040, January 18, 2001. 


�	A.00-05-024, Administrative Law Judge's Ruling Re Evidentiary Hearing, January 10, 2001. 


�	D.96-11-060 in A.96-05-022, et al.


�	D.96-11-060, 174 PUR 4th 1, 21.


�	Comments of Aglet Consumer Alliance on Regulation of Utility Retained Generation, (Aglet Comments) p. 3.  


�	Comments of the Office of Ratepayer Advocates (“ORA”) to the Joint Assigned Commissioner’s and Administrative Law Judge’s Ruling (“Joint Ruling”) Regarding Southern California’s Retained Generation, (ORA Comments) p. 3. 


�	Comments of The Utility Reform Network on Utility Retained Generation (URG), the URG Cost Recovery Mechanism Described in the April 27, 2001 Ruling, and the Edison Memorandum of Understanding, (TURN Comments) pp. 4-5. 


�	ORA Comments, p. 3. 


�	Calculated from monthly Moody's bond yield data provided by the Bloomberg Professional Service.


�	Id.


�	ORA Comments, p. 3. 


�	D.95-12-063 as modified by D.96-01-009, 166 PUR 4th 1, 46.


�	On May 3, 2001, the Commission issued its Order Denying Rehearing of Decision 01-01-061 by Southern California Energy [sic] Company, Pacific Gas and Electric Company, and San Diego Gas & Electric Company.  In the Order Denying Rehearing, the Commission states that “[w]e meant that Edison should use the reduced rate of return on equity for transition cost recovery of generation related plant assets adopted in D.97-11-074 in determining its capital related revenue requirement for retained generation.” [D. 01-05-035, mimeo, p. 7.]  The difference in return between the reduced rate of return and the rate of return authorized in this phase of the proceeding is being recorded in a memorandum account.  Disposition of the amounts recorded in the memorandum account will be decided in this phase of the proceeding. 


�	TURN Comments, p. 7. 


�	Southern California Edison Company’s (U 338-E) Comments on Joint Assigned Commissioner’s and Administrative Law Judge’s Ruling Regarding Southern California Edison’s Utility Retained Generation, filed May 4, 2001, (SCE Opening Comments) p. 7. 


�   The return and taxes for capital additions related to plants that have been divested is tracked in the NGCAMA from January 1, 1998 through the time of divestiture.


�   SCE will stop tracking the return and taxes associated with this $47 million of capital additions in the NGCAMA when they are included in the URG rate base.


�	The MOU requires SCE to retain its generating facilities through December 31, 2010.
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