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TO:
Honorable Geoffrey Brown, Commissioner


California Public Utilities Commission

FROM:
Thomas Hannigan, Director


Department of Water Resources

SUBJECT:
Response to Comments on DWR Revenue Requirement


This letter is submitted by the California Department of Water Resources (DWR) in response to comments filed on August 3 and August 6 by parties in the following California Public Utility Commission’s (PUC) rate proceedings.  The proceedings listed below are referred to herein on a combined basis as the “IOU Rate Proceedings”:

· Application of Southern California Edison Company (U 338-E) for Authority to institute a Rate Stabilization Plan With a Rate Increase and End of Rate Freeze Tariffs (A00-11-038);

· Emergency Application of Pacific Gas and Electric Company (U 39 E) to Adopt a Rate Stabilization Plan (A00-11-056);

· Application of San Diego Gas & Electric Company (U 902 E) for an Order Implementing Assembly Bill 265 (A00-10-045); and

· Application of San Diego Gas & Electric Company (U 902 E) for authority to Implement an Electric Rate Surcharge to Manage the Balance in the energy Rate Ceiling Revenue Shortfall Account (A00-10-044).

Background

Various parties filed comments with respect to DWR’s July 23, 2001 proposed Revenue Requirement filing and the PUC’s July 27, 2001 public workshop on the DWR Revenue Requirement.  DWR volunteered to participate in this workshop in the interest of furthering discussion and understanding of DWR’s Revenue Requirement filing, which was filed to assist the PUC in establishing rates for DWR power in accordance with Assembly Bill 1X (ABX1).

On August 1, 2001, DWR filed responses to questions and comments raised at and immediately following the July 27 workshop.  Subsequent to DWR’s August 1 filing, the following parties provided comments to the PUC.  Comments from FEA were received via e-mail on August 6; all other parties responded on August 3.   

· Southern California Edison Co. (SCE)

· Pacific Gas & Electric Co. (PG&E)

· The Utility Reform Network (TURN)

· California Large Energy Consumers Association (CLECA)

· Office of Ratepayer Advocates (ORA)

· Aglet Consumer Alliance (Aglet)

· Federal Executive Agencies (FEA)

DWR is not a party to the IOU Rate Proceedings.  However, in the interest of further explaining DWR’s Revenue Requirement and assisting the PUC in establishing specific rates for DWR power, DWR hereby responds to those issues that were addressed by the parties that DWR considers relevant to the PUC’s responsibilities with respect to the Department’s revenue requirement submittal.

Process for Review of the DWR Revenue Requirement and Just and Reasonable Determination

PG&E’s and SCE’s comments include numerous statements raising questions about the reasonableness of the costs reflected in DWR’s Revenue Requirement.  Both PG&E and SCE suggested that the PUC should “review” various DWR costs including, in the case of PG&E, a request for a PUC hearing on DWR’s Revenue Requirement.  Under AB1X, DWR is responsible for determining its costs and periodically communicating them to the PUC.  See Section 80110.  Because the determination of DWR’s Revenue Requirement, or the reasonableness thereof, is not subject to review by the PUC under the terms of AB1X, any request for a review by the PUC of such revenue requirements or hearings in connection therewith should be denied as being contrary to the allocation of responsibility established by AB1X.  DWR has set forth below comments and responses which relate to those matters that may affect the PUC in the discharge of the PUC’s responsibilities in accordance with AB1X to set rates for power furnished by DWR in a manner consistent with DWR’s determination of its Revenue Requirement. The additional explanation of the Department’s Revenue Requirement set forth below addressing other matters is included for informational purposes only. 

CLECA, ORA, FEA and Aglet also commented on the need for additional public review of the DWR Revenue Requirement and DWR’s determination of the just and reasonable basis for said Revenue Requirement.  As noted above, such a review is not within the authority conferred upon the PUC by AB1X.  Because the justness and reasonableness of DWR’s revenue requirements is not a question before the PUC, DWR will not set forth herein the entire justification for its determination of the justness and reasonableness of its revenue requirements in this submission. DWR notes only that it entered into contracts in response to AB1X as a means to arrest energy prices that had spiraled out of control at such a level as to require emergency action by the Governor and the State Legislature.  Since contracts have been entered into, daily energy purchases are one-third to one-half the daily level of purchases experienced in the first quarter of 2001 and lower than was predicted by third parties for this summer.  The execution of these contracts is a driving force in the ability of DWR to achieve savings in excess of $50 million per day to the retail electric customers in the IOU’s service areas compared to purchases prior to executing these contracts.  Additional review of executed contracts under which power deliveries are being made will not achieve further reductions in energy prices, nor will it result in the availability of alternative energy supplies to meet the requirements of retail customers or excuse DWR from its obligation to pay for power delivered under its contracts.

DWR has provided estimated total energy requirements, utility retained generation (URG) production assumptions, and conservation assumptions for typical weekly load profiles and associated URG production for each month of the period covered by the revenue requirement (ending December 31, 2002).  The projected volumes of energy, the projected FERC price mitigation levels, and the projected quarterly spot prices (along with contract quantities and associated average quarterly prices) have also been provided.

DWR has complied with the requirements of AB1X and has made its determination of the just and reasonable basis for its revenue requirement.  Under AB1X this is a finding properly made by DWR and not by the PUC, as is acknowledged by Aglet (at page 4 of its August 3 comments) and SCE (at page 7 of its August 3 comments).

Relative Timing of Adoption of DWR Revenue Requirement and IOU URG Cost Recovery and Associated Rates

SCE, PG&E, and CLECA have indicated a desire to link the PUC’s consideration of the rates for the IOUs’ URG costs and the approval of rates to meet the DWR Revenue Requirement.  These are two distinctly different matters that can and should be determined separately.  DWR has assumed the responsibility for the net short purchases in accordance with the provisions of AB1X.  DWR has taken into consideration the quantity of energy to be provided by the IOUs’ URG in calculating the net short energy requirements to be purchased by DWR.  The cost of the URG will not change the quantity or cost of DWR’s energy purchases.  DWR’s costs for the net short, as reflected in its Revenue Requirement, will be reflected as a separate charge presented on each IOU retail customer’s utility bill.  The consideration of the IOUs’ URG costs and implications on the individual rates charged by the IOUs as approved by the PUC is being considered in a separate PUC proceeding which will consider the factors specific to the URG costs.

Since there is not a cost linkage between URG costs and the DWR Revenue Requirement for the net short, there is no reason to defer action on the DWR Revenue Requirement for consideration of the URG costs.  URG cost recovery is an action by the PUC, which must make its own just and reasonable cost recovery determination for the URG, in contrast to the net short, which determination, by statute, is to be made by DWR.  The only linkage between the URG and the net short is the quantity of the URG and the resultant quantity of the net short, which amount was provided, by month, by hour for a typical week for each month in DWR’s information response dated August 1.

In light of the lack of any linkage between URG costs and DWR Revenue Requirement and the substantial harm to DWR and the State if the establishment of DWR rates is unnecessarily delayed, the determination of DWR rates should not be delayed. 

Cost Allocation Method

SCE, PG&E, Aglet, FEA, and CLECA have commented that a different allocation of DWR’s Revenue Requirement should be made.  Aglet has indicated that it generally agrees with DWR’s proposal for a uniform rate per kWh of DWR-supplied energy, with adjustments as needed being accomplished by a differential allocation of proceeds of bonds to keep the DWR Revenue Requirement allocation within the respective rate increases already approved by the PUC.  DWR has stated that the allocation of its Revenue Requirement among the retail customers of the three IOUs is a determination to be made by the PUC.  DWR’s concern is only that such an allocation is not made in a manner which would negatively affect the ability of DWR to recover its Revenue Requirement, including the cost of debt service for the bonds to be issued by DWR, or impose additional costs that would need to be borne by retail customers in a timely manner. 

DWR has explained in its filings and in public workshops its basis for establishing a uniform cost per kWh for the recovery of its energy purchase costs to reflect the fact that DWR is purchasing energy for the net short requirements of the retail customers of all three IOUs.  Moreover, recognizing that there has been a shortage of total energy production and dependable capacity and capacity reserves in the market, DWR has had minimal flexibility in its choice of power providers.  Therefore, it has not been possible for DWR to undertake separate solicitations for each of the IOU service areas.  It is DWR’s position that any attempted allocation of past power purchased under the DWR contracts and past spot market purchases for each respective IOU service area would be an artifice which would result in an arbitrary allocation of costs that would not necessarily result in any more logical or accurate cost causation link.

Recovery of Costs Incurred January 17 to June 19 and Possible Refunds

PG&E has stated that the California Independent System Operator’s (ISO) has found that certain levels of costs incurred for purchase of the net short energy requirements between January 17 and June 19, 2001 were “unjust and unreasonable.”  PG&E maintains that any such “unjust and unreasonable” costs should not be included in DWR’s Revenue Requirement.  Until an appropriate regulatory body with the authority to collect any refunds from market sales in California has ruled on this matter and the allocation of any such refunds is determined, the charges which have been presented to DWR are considered due and payable and have been paid by DWR.  As a result such charges are properly includable as just and reasonable costs of DWR. If refunds are obtained and allocated to DWR’s purchases of net short energy, such refunds would be reflected in future DWR Revenue Requirements.

Gas Price Assumptions in the Net Short Energy Revenue Requirement

PG&E and TURN have commented that the gas prices assumed in calculation of the DWR Revenue Requirement are above current prices in California and therefore should be adjusted down and remain at the adjusted level for the next 18 months.  For reasons explained at the July 27 workshop and in DWR’s August 1 response to the PUC, DWR believes the present gas prices in California reflect circumstances that are unlikely to continue over the next 18 months.  As noted previously, June and July of this year have resulted in some of the lowest average temperatures in California for those months in recent history.  Due to the high temperatures experienced in May, the Department has been advised that it is likely a number of generators, energy marketers and other participants in the natural gas market held “long” positions in natural gas which placed substantial short-term pressure on spot market gas prices, thereby lowering daily spot prices.  A return to more normal August, September and October temperatures can be expected to drive up the demand for gas-fired generation.  In addition, California, and to a greater extent the Pacific Northwest, will have far less hydroelectric generation capability as the summer progresses, placing more burden on gas-fired generation to meet higher peak period energy needs.  Similarly, with lower hydroelectric resources in the Pacific Northwest, as the winter season increases that region’s energy requirements to be met by regional gas-fired generation sources, demand for gas will increase again, and price increases are to be expected.  Projecting the long-term price of gas based on the extraordinary and unique circumstances that created the lower gas prices of June and July is as unreasonable as predicting $12/MBTU gas prices for that same period based upon such average costs in the first five months of 2001.

In the event gas prices do, counter to reasonable expectations to the contrary, remain at the present low levels for a protracted period, DWR and the PUC could make an adjustment to the DWR Revenue Requirement accordingly, provided other cost factors do not increase the Revenue Requirement unexpectedly.

PG&E NET SHORT PROJECTION

PG&E has stated that DWR’s projection of the net short for the PG&E customers is low.  Upon receiving updated information from PG&E regarding three bilateral contracts that were cancelled by sellers, DWR agrees that the forecast should be adjusted and has done so in the adjusted revenue requirement filed under separate cover.

Grid Management Charges and Franchise Fees

SCE states that DWR should be responsible for ISO Grid Management Charges (GMC) and franchise fees.  Neither of these are net short energy costs.  Neither of these are net short energy costs.  The GMC is a responsibility of the load for use of the transmission system and is not a market purchase made by SCE from third party providers of energy service.  GMC is not a good or service that is required to be purchased from market participants and therefore, is not subject to the creditworthy purchaser concern noted by the FERC in its April 6, 2001 order.  Similarly, franchise fees are the obligation of the IOUs and the cost of such fees is a part of each IOU’s cost of service separate and distinct from net short energy purchases.  DWR has no responsibility for these costs and FERC’s order precluding market participants from being forced to provide energy supply services to a non-creditworthy provider has no applicability to these charges.

Unaccounted For Energy and Neutrality Charges

PG&E, SCE and TURN have commented on the need for clarification of responsibility for neutrality and unaccounted for energy (UFE).  DWR and SDG&E have agreed to the split of various ISO costs in a memorandum of understanding between SDG&E and DWR.  In that agreement neutrality and UFE costs are paid by SDG&E as part of a larger range of issues settled between the parties in that MOU. It is not possible to separately estimate quarterly costs for UFE and neutrality between the IOU service territories due to the variation in such costs from month to month and quarter to quarter.  For this reason, DWR has not separately estimated those costs.  For the period of the Revenue Requirement, ending December 2002 when DWR is expected to be responsible for purchasing all net short energy, the net short energy costs would include the SCE and SDG&E neutrality and UFE costs.  DWR would expect full cooperation of the utilities and the ISO in evaluating the proper allocation of costs for neutrality and UFE to assure that DWR is not being allocated costs for municipal utilities’ share of such costs, as such parties’ costs are not the responsibility of DWR and are not included in the net short.

The estimates of the ancillary services costs in the DWR Revenue Requirement are expected to be sufficient to cover the neutrality and UFE costs for those utilities service territories.  These costs will need to be tracked to avoid the allocation of such costs to SDG&E customers, since those costs will be paid directly by SDG&E rather than through DWR.  Due to the variability of such costs, and the fact that it is the ISO and not DWR who allocates such costs, the allocation of costs will need to be addressed in the form of an after-the-fact true up.  DWR will cooperate with the PUC to effect an appropriate true up mechanism for these ISO charges for the period covered by the DWR Revenue Requirement.  See discussion below regarding true-ups and tracking accounts.

Revenue Requirement for Ancillary Services

PG&E and SCE have stated that DWR’s Revenue Requirement component for ancillary services are too low.  TURN claims that the estimate of the ancillary service costs included in the Revenue Requirement is too high.  DWR allows for the self-provision of a portion of ancillary services by PG&E and SCE, and market purchases of ancillary services not self-provided (SDG&E has no generating resources which can self-provide ancillary services).  The estimates of ancillary service costs at six percent of total energy supply costs are borne out by recent history.  DWR has no assurance of ability to contract for ancillary services other than through spot purchases, although efforts are underway to seek to meet a portion of capacity reserves through short-term or potentially seasonal contracts.

TURN comments that the ancillary service costs should be lower in the future with the reduction in spot market prices.  This is true and it is reflected in DWR’s projection of ancillary service costs included in the Revenue Requirement. The absolute cost of ancillary services is projected to be significantly below recent historical prices using the method described in DWR’s Revenue Requirement filing due to the projected drop in both contract prices and spot market prices as compared to recent historical prices.  Since ancillary service costs are projected to be 6 percent of total energy purchase costs, the significantly lower cost of contract energy and projected spot market purchases compared to prices in the past year results in a corresponding drop in ancillary service costs. 

TURN further states that PG&E customers should benefit from PG&E’s self-provision of ancillary services.  There is a trade-off in using hydroelectric resources to provide for capacity reserves rather than using that generating capability to meet net short energy requirements.  The allocation of net short energy and ancillary service costs to the respective IOUs’ retail customers would, under DWR’s proposed allocation, be in proportion to the net short energy requirements of each utility.  Therefore, if PG&E used more of its hydroelectric resources to self-provide for its share of ancillary services (capacity reserves), then its volume of net short energy would increase, while ancillary service costs purchased by DWR on behalf of PG&E’s customers would decrease.  DWR proposes to work with both PG&E and SCE to seek a balance between self-provision of ancillary services from the IOUs’ respective owned-generation, and their respective share of the net short energy and associated ancillary service costs.  Such cost tradeoffs would be reflected in any true-ups of Revenue Requirements as discussed generally below.

Use of Balancing Accounts and True-Ups

PG&E and SCE have proposed the use of balancing accounts and true-ups.  In its comments, Aglet has referred to the possible need for more frequent modifications of the Revenue Requirement without specific reference to true-ups or balancing accounts.  TURN has indicated concern about over-collections due to setting the Revenue Requirement and implies that it would be fixed for 18 months.  As noted in comments in the transcript of the July 27 PUC workshop and the August 1 DWR response to comments, DWR contemplates updates to the Revenue Requirement at least annually as required by AB 1X.  Therefore, there would be at least one re-evaluation of the Revenue Requirement in calendar year 2002.  If there were significant prolonged variances in the actual Revenue Requirement from the filed Revenue Requirement, it is likely that a more frequent adjustment or exception to the annual adjustment would be made.

It should be noted that the actual Revenue Requirement collected by DWR will indeed track the actual net short energy requirements of the customers of each IOU service area as well as the amount of self-provision of ancillary services.  To this extent, the Revenue Requirements that are actually recovered from retail customers will result in a monthly tracking account and that account will be compared monthly by DWR to the DWR Revenue Requirement cumulative projection.

As noted at the July 27 PUC staff workshop, DWR will track its net short energy purchases and ancillary service purchases to compare against the projected accruals of the Revenue Requirement and will update projections on a monthly basis.  This monthly monitoring will be used to determine if there should be any adjustment, up or down, in the Revenue Requirement and the associated recovery of that Revenue Requirement from the customers of the respective IOUs.  To the extent that any material differences arise any such adjustment would be implemented through a filing by DWR with the PUC of an adjusted Revenue Requirement.
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