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LEGAL NOTICE 
This report was prepared as an account of work sponsored by the California Public Utilities 
Commission. It does not necessarily represent the views of the Commission or any of its 
employees except to the extent, if any, that it has formally been approved by the Commission 
at a public meeting. For information regarding any such action, communicate directly with the 
Commission at 505 Van Ness Avenue, San Francisco, California 94102. Neither the 
Commission nor the State of California, nor any officer, employee, or any of its contractors or 
subcontractors makes any warranty, express or implied, or assumes any legal liability 
whatsoever for the contents of this document. 



 

 
FINAL REPORT by Virchow Krause & Company, LLP 

1

EXECUTIVE SUMMARY 
 

EXECUTIVE SUMMARY 
THE PURPOSE OF OUR REVIEW 
Virchow Krause & Company (Virchow Krause) was retained by the California Public 
Utilities Commission (CPUC or Commission) to perform a compliance audit of Pacific 
Gas & Electric Company (PG&E), Southern California Edison Company (SCE) and San 
Diego Gas & Electric Company (SDG&E) (the Utilities) energy procurement from 
January 1, 2005 through December 31, 2005. This audit was performed in accordance 
with the Commission’s Request for Proposal (RFP) Number 05PS5540. The objective of 
the audit was to determine if the Utilities were in compliance with their procurement 
plans as approved by the CPUC and energy procurement standards as defined by 
numerous regulatory rulings, decisions and orders.  
 
Five primary tasks were performed. These were: 
 

1. Verification of procurement transaction policies and procedures, which included 
initial data collection and final refinement of a detailed audit work plan. 

 
2. Verification of Quarterly Compliance Filings (Advice Letters). 
 
3. Review and testing of quarterly transactions for consistency with Commission-

adopted procurement plans. 
 
4. Assess the effectiveness of accounting and compliance of procurement 

transactions. 
 
5. Develop recommendations associated with procurement process to the 

Commission. 
 

During its review for this report, Virchow Krause examined pertinent information 
including the following: 
 

• Key CPUC procurement-related decisions and resolutions 
• Utility presentations and background materials designed to familiarize Virchow 

Krause with the California energy market and procurement activities 
• Utility Procurement Plans (STPPs and LTPPs) 
• Advice letter submissions that revised or requested modifications to the Utility 

Procurement Plans 
• Quarterly advice letter filings for 2005 procurement, applicable work papers and 

related correspondence with the CPUC 
• Other information provided in response to Information Requests 

 
AUDIT RESULTS 
Virchow Krause began the audit in late 2006, and fieldwork concluded with the issuance 
of the first draft of this report on April 12, 2007. Approximate 242 information requests 
were issued during this time to the three Utilities. During the course of the audit, Virchow 
Krause teams performed over 660 tests and conducted numerous interviews with Utility 
staff. 
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Our activities were performed following the guidance and requirements of the American 
Institute of Certified Public Accountants (AICPA) and Generally Accepted Government 
Auditing Standards (GAGAS). However, the word “audit” that appears throughout this 
report is neither an audit in accordance with Generally Accepted Auditing Standards 
(GAAS) nor an audit under standards of the AICPA or GAGAS. AICPA and GAGAS 
principles were used in developing the audit’s work plans and statistical sampling 
methods. In testing for compliance with California’s standards, orders and the Utilities’ 
approved procurement plans, a straight forward ‘yes’ or ‘no’ evaluation was used. 
Results could only be “in compliance” or “not in compliance” for each test performed. 
One or more non-compliant items created findings, which are found in the section titled 
Findings of this report.  
 
It is also important to recognize that this compliance “audit” was performed under very 
strict confidentiality requirements. Three teams performed the same work program 
independently; one Virchow Krause team was assigned only to one Utility. None of the 
three teams were allowed to share their findings or utility-specific knowledge with the 
other Virchow Krause teams. This, also, is the primary reason why this audit resulted in 
three separate, but similar reports, rather than one report on the three Utilities’ 
compliance.  
 
Overall, Virchow Krause found no significant patterns of non-compliance in the 
transactions or processes sampled during this audit. Therefore, we recommend that no 
resolution be prepared for the Commission’s agenda.  
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AUDIT SCOPE  

 
AUDIT SCOPE 
BACKGROUND 
In Decision 03-12-062, the Commission directed that the Energy Division to select an 
outside auditor to review and verify that the quarterly compliance filings were in 
compliance with the Utilities’ adopted procurement plans. Pursuant to that directive, the 
Energy Division issued a Request for Proposal (RFP) entitled Utilities Procurement 
Transactions Audit for 2004, 2005 and 2006 on October 20, 2005. It was reissued on 
February 9, 2006 to include supplemental and updated information deemed important 
and necessary by the Commission. The RFP defined the scope of the audit as a 
compliance audit of Utilities’ quarterly procurement transactions for 2004, 2005, and 
2006, including related expenditures and revenues supported by Energy Resources 
Recovery Account (ERRA) invoices and procurement transactions documents. 
 
Under the direction of the Energy Division and the Audit and Compliance Branch of the 
Water Division, Virchow Krause undertook an audit of the quarterly compliance filings to 
determine whether the transactions recorded in the compliance filings demonstrated that 
the Utilities acted within their Commission approved procurement authority.  
 
The quarterly compliance filings were ordered in Decision 02-10-062. For both the 
approved short-term and long-term procurement plans, the Utilities were required to file 
each quarter’s procurement transactions that conform to the approved plan by advice 
letter. The Commission’s Energy Division should review the transactions to ensure the 
prices, terms, types of products, transaction methods, and quantities of each product 
conform to the approved plan. Consistent with AB 57, any transaction submitted by 
advice letter that is found to not comport with the adopted procurement plan may be 
subject to further review.  
 
Consequently, the major objective of this audit was to verify that the transactions entered 
into were in compliance with the upfront standards identified by the Commission 
including authorized contract term duration and volume limits, rules regarding affiliate 
transactions, cost-effectiveness testing for transactions and benchmarks that 
demonstrate procurement transaction transparency, given the restriction in Pub. Util. 
Code § 454.5(d)(2) on ex-post reasonableness reviews of a Utility’s procurement 
activities and given the Legislative intent of AB 57 for the Commission to approve 
procurement plans that employ the use of competitive procurement processes.  
 
The audit reviewed the Utilities’ procurement transactions as reported on a quarterly 
basis by advice letter filings in 2005. The 2004 audits were completed in February 2007 
and the 2006 audits will be completed later in 2007. 
 
APPLICABLE REGULATIONS 
In 2001, the Commission established necessary operating procedures and ratemaking 
mechanisms for the Utilities to resume full procurement responsibilities. The purpose of 
the procedures and mechanisms was to enable the three major electric Utilities to 
resume purchasing electric energy, capacity, ancillary services and related hedging 
instruments to fulfill their obligation to serve and meet the needs of their customers and 
ensure a reliable and cost-effective electric supply. 
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Based upon opening briefs, reply briefs, discussions and the parties’ positions and Utility 
recommendations, several orders, rulings, decisions and conclusions of law were 
concluded. Upon conclusion of law, the orders became effective and provided 
implementation requirements for the Utilities. If a conclusion was not made, the decision 
was postponed and other future proceedings continued to address the policy and 
procedure requirements until the Commission came to a full decision. 
 
The Commission initiated Ruling 01-10-024 to support its efforts in enabling the three 
utilities to fulfill their obligation to serve and meet the needs of their customers and 
ensure a reliable and cost-effective electric supply. In R.01-10-024, the Commission 
adopted the short-term procurement plans of the three investor owned utilities, Pacific 
Gas and Electric Company, San Diego Gas and Electric Company and Southern 
California Edison Company. The short-term procurement plans are the framework for an 
integrated and enterprise approach to the policies and procedures recommended and 
adopted by the Commission. The objectives of the short term procurement plan and the 
procurement processes should be (1) to ensure sufficient and reliable energy supply at 
reasonable and stable rates and (2) to optimize the value of its overall supply portfolio 
for the benefit of customers. 
 
The short-term procurement plans for 2005 included information on the short-term 
reserve levels, the target level of spot market purchases, risk management issues and 
customer risk tolerance, contract term duration and volume limits, standards for 
procurement products and transactions, and accounting requirements. Additional issues 
related to these areas include the Procurement Review Group (PRG), the Qualifying 
Facilities (QFs), affiliate transactions, bilaterally negotiated transactions, energy 
efficiency programs, demand response and short term renewables.  
 
The Commission established Ruling 04-04-003, a successor to Ruling 01-10-024, on 
April 1, 2004 to ensure that the Utilities have available the broadest range of appropriate 
resources. The Commission adopted the long-term resource plans and expands on its 
efforts to integrate Utility resource planning.  
 
Major decisions related to R.01-10-024 
A subsequent series of decisions were produced from R.01-10-24. These included:  
D.02-08-071, D.02-10-032, D.02-12-074, D.03-06-071, D.03-06-076, D.03-12-062 and 
D.04-01-050. These Decisions are discussed below. 
 
D.02-08-071 
The Commission approved Decision 02-08-071 on August 22, 2002. This decision, 
applicable to this audit, authorized the use of multi-year procurement contracts, capacity 
contracts, forward energy products, SO1 contracts for QFs, and other contracts; 
established the filing of advice letters for nonstandard contract review and approval; and 
set requirements for competitive bids for renewable resources during the transition 
procurement process. This Decision also established the PRG for guidance and 
recommendations for each IOU. 
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D.02-10-062 
The Commission approved Decision 02-10-062 on October 24, 2002. This Decision 
expanded the requirements for the advice letter filings and approved the filing by Utilities 
of each quarter’s procurement transactions and the Appendix B requirements within 15 
days of the end of the quarter. The Commission will review the transactions to ensure 
the prices, terms, types of products, transaction methods, and quantities of each product 
conform to the approved plan. Consistent with AB 57, any transaction submitted by 
advice letter that is found to not comport with the adopted procurement plan may be 
subject to further review. The Commission also set the minimum standards of conduct. 
 
This Decision also recommended that the Commission establish a balancing account for 
the three Utilities to track energy costs, excluding existing California Department of 
Water Resources (DWR) contracts that include Utility Retained Generation (URG) fuels, 
QF contracts, inter-utility contracts, Independent System Operator (ISO) charges less 
reliability must-run revenues, irrigation district contracts, bilateral and forward market 
purchases, credit and collateral for procurement purchases, and ancillary services. This 
Decision also recommends the filing of long term procurement plans.  
 
D.02-12-074 
The Commission approved Decision 02-12-074 on December 19, 2002. This Decision 
expanded the requirements for the Energy Resource Recovery Account (ERRA) 
balancing account, and required the Utility to file with the Energy Division each month a 
report showing the activity in the ERRA balancing account with copies of original source 
documents supporting each entry over $100.00 recorded in the account. This report 
shall be filed not later than the 20th day following the end of the month.  
 
D.03-06-071 
Decision 03-06-071 was approved on June 19, 2003 and focused on renewable energy 
procurement. It provides guidance the renewable procurement should be guided by the 
annual approved renewable procurement plans of the Utilities and required annual 
procurement targets. It sets a required one percent increase in minimum annual 
procurement with 20% of retail sales to be procured from eligible resources no later than 
December 31, 2017.  
 
D.03-12-062 
The Commission approved Decision 03-12-062 on December 18, 2003. This Decision 
addresses additional issues related to the short term procurement plans, the short-term 
reserve levels, and provides guidance on a target level of spot market purchases. In 
addition, this decision expands on the risk reporting requirements, procurement products 
and transactions requirements, the role of the PRG and the advice letter updates for the 
short-term procurement plan. For the risk reporting requirements, the Decision extends 
unsecured credit limits to non-investment grade counterparties with the use of credit 
mechanisms such as parent company or third party guarantees, letters of credit, surety 
bonds and similar mechanisms. In addition, the Decision addresses requirements for 
relying on master agreements with special parent or guarantor provisions for posting 
collateral and for assuming continuity of service for non-investment grade counterparty 
transactions.  
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D.04-12-062 
The Commission approved Decision 04-10-024 on January 22, 2004, which adopts the 
long-term regulatory framework under which the three Utilities will plan for and procure 
for the energy resources and demand-side investments necessary to ensure their 
customers receive reliable service at low and stable prices. The long-term procurement 
plan is required to be updated to include forecasts of percentage of retail sales met each 
year by renewables, QFs with existing contracts, and other long-term plan forecast 
information. 
 
Major Decisions Related to R.04-04-003 
A subsequent series of decisions were produced from Ruling 04-04-003. Applicable to 
the audit was Decision 04-07-028. The Commission approved D.04-07-028 on July 8, 
2004. This Decision outlined requirements when the Utilities make resource scheduling 
and procurement decisions to meet customer needs and to permit the California ISO to 
maintain reliable grid operations. When making scheduling and procurement decisions, 
each Utility should incorporate all CAISO-related forward commitment costs. In addition, 
the Utilities were allowed to include transactions above the 5% guideline in the spot 
market to enhance local area reliability or reduce costs. 
 
In December 2004, the Commission adopted Decision 04-12-048 which approved the 
IOU’s long-term procurement plans, clarified some of the procurement rules adopted in 
prior Commission decisions, and ordered the Utilities to propose a way to reformat the 
submission of Quarterly Transaction Reports to streamline their review.  
 
D.04-12-048 
Decision 04-12-048, issued December 16, 2004, sets the requirements for long term 
planning and provides other procurement guidelines. The overall goal of the decision 
was to give the three Utilities authorization to plan and procure the necessary resources 
to provide reliable service for 2005-2014.  
 
This 246 decision provides much guidance, including: 

• It requires the use of the Energy Action Plan loading order when soliciting 
resources. The loading order is as follows: 

o Energy Efficiency and Demand Response 
o Renewables (including renewable distributed generation) 
o Clean fossil-fueled distributed generation 
o Clean fossil-fueled central station generation 

• Procurement plan should include procurement of the maximum amount of cost 
effective energy efficiency and demand-side resources, maximum cost-effective 
renewable resources via all-source RFO’s and justification of fossil over 
renewable resources 

• Requires employment of GHG adder when evaluating fossil bids 
• Contracts five years or longer require Commission preapproval 
• Procurement authority is on a rolling 10-year basis for long term contracts 
• Lifts ban on affiliate transactions if through an open and transparent process 
• Authorized use of electronic auctions and use of negotiated bilateral contracts for 

transactions up to three calendar months 
• Sets requirements for all-source solicitations 
• Adopts FERC guidelines for use of Independent Evaluators 
• Provides MW targets for Demand Response 
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Other Rulings 
Decision 04-10-035, issued October 28, 2004 focuses on resource adequacy. 
This Decision required the Utilities to submit compliance filings on September 
30th of each year demonstrating forward commitments of 90% for the following 
May to September period.  
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AUDIT APPROACH 
 

AUDIT APPROACH 
OVERALL APPROACH 
The Virchow Krause approach to completing this engagement closely followed the tasks 
outlined by the California Public Utilities Commission in the revised Request for 
Proposal. 
 
The work plan was organized into five primary tasks which correspond to the five tasks 
outlined in the Request for Proposal. They are: 
 

1. Verification of procurement transaction policies and procedures, which includes 
initial data collection and final refinement of a detailed audit work plan. 

 
2. Verification of Quarterly Advice Letters. 
 
3. Review and testing of quarterly transactions for consistency with Commission-

approved procurement plans. 
 
4. Assessing the effectiveness of accounting and compliance of procurement 

transactions. 
 
5. Development of recommendations associated with procurement process to the 

Commission. 
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TASK 1: VERIFY PROCUREMENT POLICIES & PROCEDURES 
 

 
 
Overall Task Goal 
The goal of this first task was to determine the applicable rulings, decisions and orders 
that became the foundation for the final detailed work program which was executed at 
each Utility. For the 2004 audit, the Virchow Krause teams were introduced to the 
Utilities’ procurement processes. Also, program work rules related to field execution, 
confidentiality, communications with the Utilities and other important protocols were 
established.  

The following table summarizes the key work activities executed during Task 1: 

Task 1:  Verify Procurement Policies and Procedures 
1.01 Reviewed applicable regulatory decisions, orders, resolutions and the 

Commission-approved procurement plans 
1.02 Identified and extracted portions of the applicable decisions, orders, 

resolutions, and Commission approved procurement plans which 
provided the regulatory framework under which the Utility operates in 
performing its short-term procurement responsibilities 

1.03 Summarized the results of the regulatory review to develop a regulatory 
framework for the compliance review 

1.04 Developed a work program to be executed at all three Utilities using a 
regulatory compliance checklist as a foundation   

1.05 Obtained copies of each Utility’s review processes, policies, and 
procedures used to implement and perform under the Commission 
adopted procurement plan and regulatory standards 

1.06 Conducted interviews (if needed) with Utility’s procurement managers 
who oversee the implementation of the procurement plan including but 
not limited to, forecasting, energy planning, contracts and trading, and 
settlements (if needed) 

1.07 Obtained and reviewed presentations (and/or meeting minutes) made by 
the Utility to its PRG regarding its procurement plans. Presentations 
included information provided to the PRG (as directed by the 
Commission) about the Utility’s procurement plans. Contents will include, 
but were not limited to, information on the Utility’s procurement portfolio 
open position; changes in market conditions from previous quarter, 
including gas and electric prices; hedging strategies going forward and 
whether an updated plan is required to be filed. 
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Planning, Project Management and Orientations 
During Task 1, project initiating activities began with a project kickoff. The kickoff 
meeting was used to establish benchmarks for completion of project segments, review 
2004 work program and modify it for 2005 regulations and to discuss various project 
issues and approaches. This was particularly important as it was the last time the total 
program team could meet together. The Virchow Krause team also discussed the project 
work plan, schedule and other processes (information gathering, interviewing, issue 
escalation, etc.) at this kickoff. They also reviewed the accountability framework at each 
Utility in order to effectively implement our escalation procedures if necessary.  
 
Applicable Regulatory Documents 
The Virchow Krause team researched and identified the applicable procurement orders, 
rulings and decisions for 2005 and reviewed these with the CPUC Energy Division to 
determine whether the particular decisions were in scope for this audit. The pertinent 
regulatory documents began in 2001 when the CPUC has issued a series of orders and 
decisions regarding the procurement process to be followed by PG&E, SCE and 
SDG&E. These regulatory documents provided the foundation for this review and 
provided the specific requirements which were tested during the audit. Following is a 
summary of the major decisions which were determined to be applicable to this audit. 
 
Summary of Major CPUC Procurement Rulemakings & Decisions 
 
Document No. Date Description 
R.01-10-024 10/25/01 Rulemaking to establish policies and cost recovery mechanisms 

for generation procurement and renewable resource 
development 

• Establishes ratemaking mechanisms enabling PG&E, 
SCE and SDG&E to resume purchasing electric energy, 
capacity, ancillary services & related hedging 
instruments to fulfill obligation to serve their customers 

• Requires that renewable resources be included in the 
mix of new generation 

• Provides requirements for Quarterly Advice Letter filings 
in Master Data Request  

D.02-08-071 8/22/02 Rulemaking for interim procurement 
• Establishes PRGs 
• Requires that all products procured must be through a 

competitive process 
• Re-institutes Utility obligation to enter into SO1 contracts 

with QFs 
• Sets requirements for renewable resources 
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Document No. Date Description 
D.02-10-062 10/24/02 Decision adopted the regulatory framework under which SCE, 

PG&E and SDG&E resumed full procurement activities on 
January 1, 2003 

• Contains requirements for updating short-term Utility 
procurement plans 

• Provided expedited review procedures 
• Continued the PRG process 
• Provided direction for long-term planning and required 

filing of long-term plans on April 1, 2003 
• After approval of short-term procurement plan, all 

transactions in compliance should be filed for tracking 
purposes in quarterly advice letter (Master Data 
Request) 

D.02-12-074 12/19/02 Decision approved the short-term procurement plans for Year 
2003 

• Modified and clarified cost recovery mechanisms and 
standards of behavior adopted in D.02-10-062 

• Provided further guidance on long-term planning process 
D.03-06-071 6/19/03 Decision sets requirements for renewable procurement 

including: 
• Sets a required 1% increase per year in renewable 

procurement 
• Requires 20% of retail sales to be procured from eligible 

resources no later than December 31, 2017 
D.03-06-076 6/19/03 Decision denied rehearing of D.02-10-062 and D.02-12-074 and 

modifies some requirements 
• Permits transactions through ISO (Independent System 

Operator) that can be demonstrated to include multiple 
and anonymous bidders 

• Modifies standards of conduct  
D.03-12-062 12/18/03 Decision adopted short-term procurement plans for Year 2004 

• Requires short-term operating reserve levels 
• Sets target level of spot market purchases 
• Addresses risk management issues 
• Authorizes contract term duration and volume limits 
• Sets standards for procurement products and 

transactions 
• Provides process for modification and approval of short-

term plans 
• Addresses affiliate transaction prohibition, continues 

PRG and other QF, energy efficiency and renewable 
issues 
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Document No. Date Description 
D.04-01-050 1/22/04 Decision adopts long-term regulatory framework 

• Provides framework for energy resource procurement 
and demand-side investments to ensure reliable service 
and low and stable prices 

• Sets reserve margin standards  
• Revises many other areas of short-term procurement 

plans 
• Sets permanent ban on affiliate transactions for 

procurement (with some exceptions)  
• Sets credit policies for both investment and non-

investment grade counterparties  
• Permits Utilities to procure for 2005 needs through short-

term contracts of one year or less 
• Clarifies requirements related to qualified facilities 

D.04-07-028  Decision provides guidance on electric utility resource planning 
• Allows spot transactions to enhance local area reliability, 
• Relaxes restrictions on negotiated bilateral contracts for 

capacity and energy to enhance local area reliability 
D.04-10-035 10/28/04 This Decision required the Utilities to submit compliance filings 

on September 30th of each year demonstrating forward 
commitments of 90% for the following May to September period 

D.04-12-048 12/16/04 Decision adopts long-term procurement plans 
• Requires use of Energy Action Plan loading order when 

soliciting resources 
• Procurement plan should include procurement of 

maximum amount of cost effective energy efficiency and 
demand-side resources, maximum cost-effective 
renewable resources via all-source RFO’s and 
justification of fossil over renewable resources 

• Requires employment of GHG adder when evaluating 
fossil bids 

• Contracts five years or longer require Commission 
preapproval 

• Procurement authority is on a rolling 10-year basis for 
long term contracts 

• Lifts ban on affiliate transactions if through an open and 
transparent process 

• Authorizes use of electronic auctions and use of 
negotiated bilateral contracts for transactions up to three 
calendar months 

• Sets requirements for all-source solicitations 
• Adopts FERC guidelines for use of Independent 

Evaluators 
• Provides MW targets for demand response 

 



 

 
FINAL REPORT by Virchow Krause & Company, LLP 

13

Confidentiality 
Confidentiality was and remains extraordinarily important to the success of this audit. 
Confidentiality was emphasized in the audits of the Utilities’ procurement transactions, 
among and between the three distinct Virchow Krause teams. This means that in 
addition to confidentiality conditions identified in the CPUC RFP (see attachment), each 
individual audit team assigned to audit a particular Utility could not share, trade or 
exchange information with the audit teams auditing the other Utilities. Virchow Krause’s 
program manager overseeing the audit of the Utilities had to maintain the highest 
confidentiality among the auditors performing the audits of PG&E, SCE, and SDG&E.  
 
To this end, Virchow Krause established separate and distinct project teams for each 
Utility. Once the initial engagement planning had been completed, Virchow Krause 
imposed strict segregation between the three project teams to maintain confidentiality. 
The firm utilized a special software tool for this engagement to preserve security and 
confidentiality. This project management tool, called Groove, allowed for the 
establishment of completely separate files and databases for each project. This gave 
Virchow Krause the ability to deny access of individuals to data, allowing access to files 
by only specifically-identified project team members. We also executed numerous non-
disclosure agreements with our project partner, Miers and Miers, CPAs, as well as with 
the CPUC. 
 

 
 
 
Groove, shown above, allows separate security firewalls to be established for each 
Utility’s project, allowing only specifically identified team members to access each 
project space. In cases where it was necessary to review or compile hardcopy 
documents, Virchow Krause designated separate printers in secure areas where only 
designated team members had access to printed documents for their specific team. 
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Specific Confidentiality Requirements 
 
1. Virchow Krause acknowledges that it received a copy and read Public Utilities 

Code Sections 454.5(g) and 583 and General Order 66-C, and agrees to be 
subject to and to fully comply, with the legal provisions in discharging its 
responsibilities. Such compliance include abiding by the terms that prohibit public 
disclosure of confidential information and submitting to the jurisdiction of the 
Commission for the purposes of enforcing Public Utilities Code Sections 454.5(g) 
and 583. Virchow Krause acknowledges that it received and read Public Utilities 
Code Section 2111, which provides that anyone who knowingly fails to comply 
with a Commission order, decision, rule, direction, demand or requirement is 
subject to penalties as set forth in that section. 

 
2. Virchow Krause further recognizes that much of the information obtained from 

the Commission during the course of its work for the Commission may be subject 
to other privileges that preclude disclosure, and may not be disclosed without the 
consent of the Commission, or it’s Staff. These privileges include, but are not 
limited to, attorney work product privilege, the official information privilege, the 
attorney-client privilege, and other prohibitions precluding disclosure of 
confidential information. 

 
3. Virchow Krause agreed not to disclose any confidential Utility information 

regarding its work except upon order of the Commission, or the assigned 
Commissioner during the course of a hearing. Virchow Krause agreed not to 
disclose any other confidential information regarding its work except with the 
Commission Staff’s express written consent, and to return all documents 
obtained during the course of the Agreement within 30 days of the conclusion of 
the assignment upon request. Virchow Krause agreed to notify the Commission 
Staff and the Utility that furnished the information of any inquiries and/or request 
for disclosure from any such third parties. 

 
4. Virchow Krause further agreed not to use any of the confidential information 

obtained as a result of performing work under this Agreement for any purpose 
other than performing its obligations under this Agreement. Accordingly, Virchow 
Krause agrees (1) not to use confidential information obtained as a result of 
performing work under this Agreement to engage, directly or indirectly, in: (a) the 
purchase, sale, or marketing of electrical energy or capacity or natural gas; (b) 
the bidding on or purchasing of power plants; (c) advising or consulting others 
regarding the purchase, sale or marketing of electrical energy or capacity or 
natural gas, or the bidding on or purchasing of power plants; (d) the development 
of electric transmission lines and/or gas pipelines; (e) advising or consulting 
others regarding the development of electric transmission lines and/or gas 
pipelines; and (2) not to use  confidential information obtained as a result of 
performing work under this Agreement for any competitive, commercial, 
business, or personal benefit, or any other purpose unrelated to its obligations 
under this Agreement. 
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5. Commencing with their contract, and for a period of two years following the 

completion of its work under this agreement, Virchow Krause agreed to notify the 
Director of the Energy Division and the appropriate Utility or Utilities within five 
business days of beginning work for an entity or individual that (1) purchases, 
sells or markets electrical energy or capacity or natural gas; (2) bids on or 
purchases power plants; (3) advises or consults regarding the purchase, sale, or 
marketing of electrical energy or capacity or natural gas, or the bidding on or 
purchasing of power plants; (4) develops electric transmission lines and/or gas 
pipelines; (5) advises or consults others regarding the development of electric 
transmission lines and/or gas pipelines. This obligation applies to all entities and 
individuals that review confidential Utility information pursuant to this Agreement. 

 
6. Virchow Krause agreed not to permit the exchange of confidential information 

between its audit teams or to any other individuals who are not performing work 
under this Agreement. This means that members of an audit team assigned to 
one particular Utility must not share, trade, or exchange confidential information 
with the teams auditing the other Utilities, or with any other person outside the 
audit teams, except subcontractors or Commission personnel assigned to the 
same audit. The restriction on the exchange of confidential information between 
the teams auditing each Utility does not prevent designated members of the 
contracting team from reviewing and overseeing each of the audits. 

 
7. Virchow Krause shall not comment publicly to the press or any other media 

regarding its work, or the Commission’s action on the same, except at a public 
hearing, or in response to questions from a legislative committee.  

 
8. Virchow Krause, prior to commencement of work associated with this Agreement, 

(1) provided a copy of this section of the Agreement, including Attachments X, 
and Y,  and Public Utilities Code Sections  454.5(g), 583, 2111 and General 
Order 66-C to all individuals (including any subcontractors) who were selected to 
perform tasks under this Agreement; (2) informed all those working under this 
Agreement that they are subject to these legal provisions and must comply with 
the Confidentiality of Data Agreement/Nondisclosure Sections of the Agreement; 
and (3) became be fully responsible for the failure of these individuals (including 
any subcontractors) to abide by the terms of this Agreement.  

 
9. Each individual performing work under this Agreement signed a copy of the 

Attachment X and Y forms before obtaining access to confidential Utility data 
(sample provided in Appendix C). 

 
10. Ninety days after any document submitted to the Commission has become a part 

of the public records of the State, Virchow Krause may at its own expense, 
publish or utilize only the redacted, public version of the same, but not any 
confidential material subject to this Agreement. 
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TASK 2: VERIFY QUARTERLY COMPLIANCE FILINGS 
 

 
 
Overall Task Goal 
The overarching goal of this task was to review the procurement transactions entered 
into against the quarterly compliance filings to ensure that the Utilities are meeting the 
specifics of CPUC orders and decisions regarding procurement reporting.  
 
The detailed steps in this task are as follows: 
 
Task 2:  Verify Quarterly Compliance Filings 

2.01 Reviewed and verified quarterly advice letter filings including supporting 
documentation 

2.02 Identified and verified Utility’s authorized decision-makers up to the 
Board level that approved the procurement transactions. Identified the 
position(s) held by each individual. Identified the authorizing staff 
members, including the Utilities’ risk management committees that review 
and approve all Utility transactions 

2.03 Obtained and verified description of, and justification for, the procurement 
processes used to select the transactions (e.g., Requests for Offers, 
Electronic Trading Exchanges, and ISO Spot Markets). Checked that the 
procurement transactions were consistent with the Commission approved 
procurement products (and policies) 

2.04 For competitive solicitations, reviewed and described the process used to 
rank offers and select winning bid(s). Reviewed whether the process is 
consistent with Commission orders related to competitive solicitations 

2.05 For all other procurement transactional methods, checked if the Utility 
provided documentation supporting the selection of the chosen products. 
Reviewed whether the transactions are consistent with Commission 
orders related to competitive solicitations 

2.06 Reviewed whether the Utility explained/justified the timing of transactions 
(i.e. product term and rate of procurement) 

2.07 Verify that the Utility discussed the system load requirements/conditions 
underlying the need for the month’s (later quarter’s) transactions 

2.08 Verified that the Utility discussed how the month’s transactions meet the 
goals of the risk management strategy reflected in the Commission 
approved procurement plan (i.e., achieving lowest stable rates) 

2.09 Obtained a copy of each sampled procurement contract  
2.10 Verified that the Utility determined the break-even spot price equivalent to 

the contract(s) 
2.11 Obtained copy of any data of forecasts used by the Utility to analyze 

sampled transactions 
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Task 2:  Verify Quarterly Compliance Filings 

2.12 Reviewed whether the Utility provided a reasonable number of analyses 
requested by the Commission or the PRG, and provided the resulting 
outputs. Utilities should also have provided documentation on the model 
and how it operates 

2.13 Verified that the product types and transaction processes used for 
procurement of Residual Net Short (RNS) and sales of Residual Net 
Long (RNL) during the quarter are those that are in the Utility’s 
Commission approved procurement plan 

2.14 Validated that an approved method was used. Approved methods were 
competitive solicitations (RFO/RFP), electronic exchanges, voice and 
online-brokers, ISO transactions, energy exchanges, negotiated Bilateral 
Contracts, and OASIS sites for transmission 

2.15 Verified that the Utility did not transact with its affiliates 
2.16 Verified that the Utility acted in accordance with its approved 

procurement plan and did not violate any laws or Commission adopted 
rules 

 
To perform Tasks 2 and 3, Virchow Krause identified the populations of data pertinent to 
each test and utilized sampling methodologies to identify data to be tested. 
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Details on Virchow Krause Sampling Methods 
Audit sampling is the application of an audit procedure to less than 100% of the items 
within an account balance or class of transaction for the purpose of evaluating some 
characteristic of the balance or class. The purpose of audit sampling procedures is to 
determine how many items to which a procedure should be applied. Audit sampling 
applies when the auditor intends to project results of a sample to an entire population. 
 
Authoritative Literature 
The authoritative pronouncements that establish requirements or provide suggestions 
that most directly affect use of audit sampling are:  
 

• SAS No. 39 (AU 350), Audit Sampling. This establishes several specific 
requirements that apply whenever an auditor uses statistical on non-statistical 
audit sampling.  

 
• The AICPA Audit Guide, Audit Sampling (the AICPA Sampling Guide) explains 

how to apply SAS No. 39. The AICPA Sampling Guide revises the 1999 Auditing 
Practice Release, Audit Sampling, and the 1983 AICPA Audit and Accounting 
Guide, Audit Sampling. 

 
Important Sampling Definitions and Guidelines 
Tolerable Error Rate  
The maximum population rate of deviations from a prescribed control procedure that the 
auditor will tolerate without modifying the planned reliance on internal accounting control. 
 
Tolerable Misstatement 
Tolerable misstatement is a planning concept and is related to the auditor’s preliminary 
judgment about materiality levels in such a way that tolerable misstatement, combined 
for the entire audit plan, does not exceed those estimates. Tolerable misstatement is an 
estimate of the maximum monetary error that may exist in an account balance or class 
of transactions, when combined with error in other accounts, without causing the 
financial statements to be materially misstated.  
 
Risk of Over Reliance 
The risk that the sample supports the auditor’s planned degree of reliance on the control 
when the true compliance rate does not justify such reliance. This is usually 5% or 10%. 
 
Expected Population Error Rate 
An anticipation of the deviation rate in the entire population. It is used in determining an 
appropriate sample size for an attributes sample. 
 
Computed Error Rate 
The actual deviation rate of the population based upon the number of errors detected in 
the sample. 
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Relation of Types of Audit Tests to Audit Sampling 
There are four distinct types of audit tests that may involve the use of sampling: 
 

• Substantive test of details of balance sheet account balances 
• Substantive tests of details of transactions 
• Tests of controls 
• Tests of compliance with laws and regulations 

 
The samples selected during this project centered on tests of compliance with laws and 
regulations, focusing on details of transactions and tests of controls. 
 
Benefits of Sampling Methods Used 
The related benefits of the sampling methods used during this project can be 
summarized as follows: 
 

Method Objective/Related Benefits 
Substantive Tests of Transactions To ensure that the transaction is supported 

by documentation – this allows 
independent verification of the 
appropriateness of the transaction 

Test of Controls To ensure that procedures are in place to 
obtain evidential matter about the 
effectiveness of the operation of a control – 
Allows the auditor to make an assertion 
that the related transactions are executed 
in accordance with stated controls 

Tests of Compliance with Laws and 
Regulations 

To determine whether there have been 
instances of non-compliance that may cast 
doubt on the overall compliance with laws 
and regulations by the Utility in the specific 
area being tested – Allows the auditor to 
make an assertion and a conclusion in a 
specific area – not an overall conclusion; 
This assertion is also based on the 
controls established 

 
We feel that our approach and use of sampling methods gave adequate coverage in the 
specific areas tested to conclude as to the effectiveness of the Utility’s compliance with 
laws and regulations and to the effectiveness of controls in the particular areas tested. 
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Sampling Approaches 
The two possible approaches to audit sampling are nonstatistical and statistical. SAS 
No. 39 indicates that both of these approaches are capable of producing sufficient 
evidential matter, if properly applied. The types of procedures that Virchow Krause 
applies are not determined by the sampling approach used. Either approach may be 
used to apply whatever tests of details the firm deems necessary in the circumstances. 
The importance of professional judgment cannot be overemphasized as it applies to the 
evaluation of the adequacy of evidential matter generated by the sampling approach! 
Regardless of the sampling approach selected, Virchow Krause properly plans, 
performs, and evaluates the results of the sample. Professional judgment is needed to 
relate the sample results to other evidential matter when the firm forms a conclusion 
about a particular account balance or class of transactions. The general approach to 
sampling follows this methodology: 
 
The above method is widely utilized in the accounting and auditing industry and the 
correct application of sampling methods is tested when firms undergo the industry 
required peer review process, as has Virchow Krause. 
 
The Basic Requirements 
The basic requirements that relate to all audit samples — statistical and non-statistical 
— are as follows: 
 

• Defining. The auditor relates the population (account balance or transaction class 
or portion of balance or class) to the objective of the audit test; i.e., defining the 
population and sampling unit. 

• Selection. The auditor selects items that can be expected to be representative of 
the population. 

• Evaluation. The auditor needs to project sample results to the population and 
consider sampling risk. 

 
Relating Population to Test Objectives 
Defining the Population 
In a sampling application, the population is defined as all items that constitute the 
account balance or class of transactions or the portion of the balance or class, being 
tested. The population usually is the account balance or class of transactions excluding 
those items selected for testing because of individual significance. Sampling results can 
be projected only to the population from which the sample is drawn.  
 
Defining the Sampling Unit 
The sampling units are the individual items that are subjected to tests and that represent 
the components of the population. It is important to properly identify the sampling unit 
before the sample is selected to produce an efficient and effective sampling application. 
Examples used in this project included energy transaction documentation, bilateral 
contracts, trading logs, among others... The determination of the specific sampling unit is 
influenced by the following considerations. 

• The sampling unit should produce an efficient sampling plan. 
• The sampling plan must be effective to accomplish its objectives. 
• The nature of the audit procedures can determine the sampling unit to be used. 
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Representative Selection 
Selecting Sample Items 
SAS No. 39 requires a “representative sample”; i.e., the sample items should be 
selected in such a manner that all items should have an opportunity to be selected. 
There are several commonly used methods of selecting samples that meet the criteria of 
representativeness stipulated by SAS No. 39. The following are some of those methods. 
 

• Random Selection. Regardless of the method of sampling used, statistical or 
nonstatistical, a random selection can be the most efficient, while providing each 
item in the population an equal chance of being selected. The AICPA Sampling 
Guide mentions the use of random numbers generated by computer or selected 
from a random number table as methods that may be used. 

• Systematic Sampling. This method can be used with nonstatistical or statistical 
sampling to give every item in the population an equal chance of being selected if 
a random start is used. However, it does not produce an equal opportunity for all 
combinations of sampling units to be selected unless numerous random starts 
are made. The population is divided by the number of sample items to determine 
the sampling interval to use. 

• Haphazard Selection. Under this method, sample items are selected in no 
specific pattern without bias for or against any items in the population. This could 
be done by selecting a sample of items from the paid invoices for the year if there 
were no bias for or against large ones. Virchow Krause may use this method 
provided care is taken to be sure no conscious bias is added to the selection 
process. 

All of the above sampling methods were utilized in this project.  

The Population Proportionate to Size (PPS) Sampling Technique 
For the CPUC engagement, Virchow Krause also utilized the PPS sampling technique. 
The following steps occurred for the CPUC sampling activities: 
 

1. We defined the objectives of the test. 
2. We determined and described what we considered to be a misstatement. 
3. We calculated the tolerable misstatement. 
4. We calculated an individually significant item cutoff level, using a predetermined 

risk factor. 
5. We determined the total population amount. 
6. We determined the total of individually significant items. 
7. We subtracted the individually significant items from the total population to 

determine the remaining balance. 
8. We divided the remaining balance by the tolerable misstatement. 
9. We multiplied the above amount by the appropriate risk factor used above, 

rounding our result up to the nearest whole number to determine the number or 
remaining items to be tested. 

10. We determined the average value in the remaining population. 
11. We stratified the remaining population into amounts above and below the 

average value of the remaining population. 



 

 
FINAL REPORT by Virchow Krause & Company, LLP 

22

12. Of the remaining items to be tested, we drew 2/3 of the items from the higher 
dollar strata, and 1/3 from the lower dollar value strata. 

13. We determined the projected error rate and carried that amount forward to the 
summary of passed adjusting journal entries.  

 
Why not sample 100% of the transactions? 
While some have said that sampling “100% of the transactions” will result in better 
coverage and a better basis to give an opinion on Utility compliance, statistical studies 
show that pure statistical sampling gives equal results in a cost effective manner. The 
logistics of performing a 100% sample are not practical to do economically and may not 
be physically possible given the volume of transactions. Under the 100% approach, the 
omission of a small immaterial transaction that is not locatable would render the results 
of the audit statistically unreliable. 
 
Summary 
All audit sampling techniques used in this project are those common in industry practice. 
All audit sample applications must be adequately documented in the work papers, as to 
criteria considered, how sample size was determined, if sampling was or was not 
applicable, and conclusions on the result of the sample. 
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TASK 3: REVIEW & TEST QUARTERLY TRANSACTIONS 
 

 
 
Overall Task Goal 
The goal of this task is to determine if the Utilities are following CPUC orders, rulings, 
and decisions in their procurement transactions and to document compliance (or non-
compliance) of their activities in this area.  
 
Substantive Testing 
The objective of this task was to determine that each Utility’s quarterly procurement 
transactions conformed to their respective approved Procurement Plans. The Utilities 
are required to define and document the selection of the procurement processes and 
products chosen, justify the timing of transactions, substantiate system load 
requirements and conditions underlying the need for the quarter’s transactions and meet 
risk management goals. 
 
During this phase of the project, each team requested a listing of all transactions for 
specific procurement methods and types. From the transaction information provided and 
transactions reported in the quarterly advice letters, samples were taken to test 
numerous regulatory requirements. The approved procurement methods tested included 
Requests for Offers (RFO’s), negotiated bilateral contracts, spot market purchases, and 
locational swaps. Approved procurement transaction types tested included QFs, day 
ahead transactions (DA), hour ahead transactions (HA) and real time transactions (RT).  
 
The sampled transactions were tested to obtain sufficient and competent evidential 
matter to provide reasonable assurance that the selected transactions have been 
executed in accordance with CPUC orders, rulings and decisions. Testing of each 
transaction included tracing the transaction from origination within the trading or planning 
organization through the settlement process, Utility General Ledger and into the ERRA. 
In addition, testing of each transaction included verifying the counterparty, a review of 
credit and collateral, risk management and reporting in accordance with CPUC 
decisions.  
 
If the transactions were not executed in accordance with CPUC ruling, decisions, orders, 
additional clarifications were requested and the transaction would be recorded as a 
finding for further discussion and reporting. 
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Detailed Project Tasks 
The detailed steps that are part of our work plan in this area are as follows: 
 
Task 3:  Review & Test Quarterly Transactions 

3.01 Reviewed Advice Letter filings and Commission decisions relevant to 
procurement transactions 

3.02 Reviewed copies of and verified internal procurement reports 
3.03 Verified utility procurement expenditures by tracing specific transactions 

from origination through settlement and ERRA reporting from January 1, 
2005 through December 31, 2005 

3.04 Determined compliance of procurement expenditures with Commission 
approved procurement plan 

3.05 Determined completeness of procurement plan quarterly compliance 
reporting 

3.06 Summarized the results of the procurement plan compliance review 
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TASK 4: ASSESS EFFECTIVENESS OF ACCOUNTING & COMPLIANCE OF PROCUREMENT  
TRANSACTIONS 
 

 
 
Overall Task Goal 
The goal of this task was to document and determine that Utility accounting practices 
were consistent with applicable Commission decisions. The procedures used in 
completing this task can be summarized as follows: 
 
Task 4:  Assess Effectiveness of Accounting & Compliance of Procurement  

Transactions 

Task Objective:  4.01 
Determined that Utility accounting practices and procedures for procurement of energy 
are consistent with applicable Commission decisions 

4.01.1 Summarized excerpts of relevant Commission decisions regarding Utility 
accounting practices and procedures regarding energy procurement 

4.01.2 Interviewed selected members of Utility Finance group and document 
their systems (if needed), policies and procedures regarding following 
Commission decisions in recording energy transactions 

4.01.3 Obtained internal audit reports and Sarbanes-Oxley documentation and 
testing results prepared in this area. Reviewed and commented as 
applicable 

4.01.4 Obtained Utility General Ledger transaction detail for energy expenditure 
related accounts 

4.01.5 Reviewed revenue recognition note to Utility’s audited financial 
statements for comments regarding Utility’s policies in this area 

4.01.6 Reviewed derivatives note in the Utility’s audited financial statements for 
revenue recognition policy regarding hedged energy instruments non-
monetary exchanges and that their recording are in accordance with FAS 
133/149/153 

4.01.7 Reviewed other notes to the Utility’s audited financial statements for 
comments on revenue recognition issues 

4.01.8 Obtained and review other relevant documentation and data 
4.01.9 Assessed Utility oversight of procurement program expenditures 

4.01.10 Assembled comments and recommendations based on above tasks 
4.01.11 Reviewed comments with VK PMO, QA partner and Director of 

Accounting and Auditing if deemed appropriate 
4.01.12 Included revised comments in recommendation section of draft and final 

reports 
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Task 4:  Assess Effectiveness of Accounting & Compliance of Procurement  

Transactions 

Task Objective:  4.02 

Determine that Utility’s ERRA account follows applicable Commission decisions. 

4.02.1 Determined if the Utility established the ERRA account with the stated 
requirements, and followed the semi-annual update process. 

4.02.2 Determined if the ERRA account tracked the stated requirements, and 
followed the semi-annual update process 

4.02.3 Verified that monthly reports showing activity in the ERRA balancing 
account were filed with the Energy Division and included copies of source 
documents when required 

4.02.4 If needed, interviewed Energy Division auditor in-charge of reviewing 
Utility’s ERRA report filings and documented comments regarding the 
accuracy and supporting documentation of the monthly ERRA filing 

4.02.5 Verified tracking of actual incurred ERRA costs against fuel and purchase 
power revenue requirements. Verified the transfer of actual costs 
recorded in the ERRA to the Settlement Rates Balancing Account 
(SRBA)  

 
Overall Approach to Task 4  
Our overall approach to Task 4 drew on our experiences as auditors of utilities and our 
interviews of key CPUC and Utility personnel to address the individual workplan steps. 
Financial statement analysis of the Utilities’ audited statements played a major role in 
the completion of this task. 
 
Financial Statement Analysis 
The primary purpose of an audit, unless it is otherwise intended, is to express an opinion 
on the financial statements of the entity subject to audit. Such an audit is subject to the 
inherent risk that errors or irregularities may not be detected. If conditions are discovered 
that lead to the belief that material errors, defalcations or other irregularities may exist, or 
if any other circumstances are encountered that require extended services, the auditor is 
required to promptly advise Utility management. 
 
The independent auditors of the Utility expressed an unqualified opinion on the fairness 
of the Utility’s presentation of its financial position, results of operations and cash flows. 
The Utility’s auditor performed their audit in accordance with Generally Accepted 
Auditing Standards (GAAS) as promulgated by the AICPA. An unqualified opinion is the 
highest statement of audit assurance as to the accuracy of the Utility’s financial 
statements and records. The Utility’s financial statement note disclosures, including 
those regarding the proper valuation of derivative financial contracts, long/short-term 
contractual commitments and other areas that fall under the scope of this project.  
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Virchow Krause Reliance on Utility’s Audited Financial Statements 
In our execution of Task 4 of the project, Virchow Krause relied on the unqualified 
opinion of the Utility’s auditors as to the accuracy of the Utility’s financial statements. We 
take no responsibility for our comments and findings should subsequent events come to 
light that the financial statements were not free from material misstatements or 
disclosures. In addition, we reviewed various SEC filings by the Utility to form the basis 
for our conclusions. Such filings were prepared and reviewed by the Utility’s internal 
Finance team and no formal audit opinion was given on these filings by the Utility’s 
outside auditor. Our conclusions were based on the information in the SEC filings and if 
certain other information came to light subsequent to the filings that we were not aware 
of our conclusions may have changed. 
 
Irregularities and Illegal Acts 
An auditor is required to communicate any irregularities or illegal acts to the Utility’s 
oversight board on discovery. This would include the non-compliance of the Utility with 
applicable CPUC rulings and decisions. To our knowledge these disclosures were not 
made by the Utility’s auditors to the Utility’s oversight body or management.  
 
Typical Auditor Workplan 
The following discussion identifies the typical workplan that the Utility’s auditor would 
follow in performing their audit. We did not obtain the detailed workplan from the Utility’s 
auditor. However, such workplan steps are common industry procedures and required 
by the American Institute of Certified Public Accountants (AICPA) to perform an audit in 
accordance with Generally Accepted Auditing Standards. These standards are designed 
to ensure that financial statements of the entity being audited are free from material 
misstatement.  
 
Selected workplan steps in each identified area that would be tested by the Utility’s audit 
or that pertain to this project are detailed below. These include:  
 

1. Control Environment 
• Review policies and procedures associated with implementing internal control 

enhancements within Utility operations. 
• Document and assess the communication process in place from 

management to staff relative to control activities. 
• Document major systems and processes supporting the financial reporting 

process for future use and control assessments. 
• Interview process owners to determine adequacy and completeness of 

control documentation. 
• Develop opinion on the assurance that can be placed on financial statement 

disclosures in all areas – including the valuation of energy trading contracts 
and compliance with rules and regulations.  

 
2. Control Activities 

• Perform internal control documentation relative to key systems and 
processes in place. 

• Perform test of controls relative to key aspects of the financial reporting and 
accounting process. 

• Select sampling methods to assess control inherent in detection risk. 
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3. IT Infrastructure & Systems 

• Conduct review of information technology infrastructure relative to financial 
reporting risks. 

• Perform review of application and systems controls aimed at protecting 
transactional integrity. 

• Complete IT infrastructure analysis by providing risk assessment of existing 
systems in place. 

 
4. Cash & Investments Segment  

• Test proper recording of instruments that are marked to market. 
• Test account transactions recording unrealized gains and losses  
• Test valuation and recording of derivative instruments and related note 

disclosures. 
 
5. Deferred Regulatory Assets & Liabilities Segment (if recorded) 

• Test appropriateness of recording and valuation of FAS 71 deferrals and their 
future recoverability through rates  

• Obtain details of the various components of deferred assets/liabilities. 
• Test account transactions. 
• Test compliance of regulatory approval and recovery periods. 

 
6. Current Payables 

• Determine the extent of other payables currently reported within the financial 
statements. 

• Conduct substantive testing on account balances and determine adequacy of 
disclosure within the financial statements. 

 
7. Laws & Regulation Compliance 

• Meet with management to identify all significant compliance rules required as 
part of the financial reporting process. 

• Enquire to management relative to proper disclosure on their financial 
statements for compliance to disclosure of commitments and other 
contingencies within the financial statements. 

 
8. Operations & Maintenance Expense Segment  

• Compare expenses to prior years and budgeted amounts.  
• Account analysis of significant variations.  
• Review vouchers payable listings as of year-end, determine proper cutoffs 

and review for unrecorded liabilities.  
• Perform test of transaction sample and walkthrough of selected transactions 

to determine effectiveness of controls. 
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9. Contracts & Derivatives 

• Obtain listing and inventory of all existing contracts within the Utility 
operations. 

• Evaluate all contracts for proper disclosure within the financial statements. 
• Conduct analysis of existing contracts to search for potential derivative 

applications to the extent that derivative instruments are found to ensure that 
accounting for the derivatives are done according to established business 
practices and financial standards. 

 
10. Financial Reporting Segment  

• Obtain management and attorney representation letters of responsibility for 
the accuracy of the financial statements, note disclosures and any 
commitments and contingencies that exist as of the audit report date.  

• Review regulatory reporting requirements and evaluate compliance with 
regulatory reporting and standards. 

• Review internal contract compliance reports to determine any impact on audit 
procedures and financial reporting. 

 
11. Audit Committee Interaction 

• Conduct meetings with audit committee to review the status of the audit 
throughout the year. 

• Preparation of reports necessary to communicate relevant discussion items. 
• Participate in audit presentation and preparation of responses to questions 

anticipated as part of the audit presentation. 
 
Impact on Procedures for Sarbanes-Oxley Compliance 
The Utility was required by the Sarbanes-Oxley Act to undergo an analysis of its control 
structures in key business processes. The analysis is required to be opined upon by its 
external auditor and management as to the effectiveness of internal controls and any 
deficiencies in controls. To our knowledge, management and the Utility’s external 
auditors have not noted any material deficiencies in its internal control structure. Such 
analysis would include a review of the controls over compliance with rule and regulations 
promulgated by the CPUC.  
 
We had no findings of non-compliance in our work under this project task. That, along 
with the additional independent reviews in this area done by the Utility’s external auditors 
and CPUC staff should give additional assurance that the Utility is in compliance 
requirements under Task 4 for the period examined. 
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TASK 5: MAKE RECOMMENDATIONS TO THE COMMISSION 
 

 
 
Overall Task Goal 
The goal of this task is to report on findings of non-compliance with CPUC orders, 
rulings and decisions, and to make recommendations to the Commission to enhance or 
clarify procurement practice and compliance to the Commission approved procurement 
plan. While a great deal of this audit was structured towards determining compliance 
with CPUC orders and decisions, the steps needed to determine compliance allows 
examination of controls and processes put in place by the Utilities to meet CPUC 
requirements. The observations related to the 2004 and 2005 processes are contained 
in a separate document. 
 
This audit report summarizes the work program executed, and reports findings related to 
compliance. If the Utility was found compliant, this report would initiate approval of the 
advice letter filings for 2005. If significant non-compliance was found, the audit report 
would be submitted to the Director of the Energy Division and a resolution would be 
placed on the Commission’s agenda for discussion. 
 
Preparation and Review of Final Reports 
In accordance with RFP Section A.4, Virchow Krause prepared a series of Audit Reports 
for review and comment by the CPUC’s Energy Division and the Audit & Compliance 
Branch of CPUC’s Water Division. 
 
The reports include confidential (for CPUC use only) and non-confidential reports (for 
Public Distribution). The non-confidential reports excluded confidential information 
specified by the Utilities consistent with the Commission’s confidentiality policies, 
including those developed in R.05-06-040, the confidentiality rulemaking.  
 
The reports were prepared as follows: 
 

• Based on the information gathered, a draft Audit Report: Procurement 
Transaction Compliance Audit – January 1, 2005 to December 31, 2005 Report, 
was prepared for review and comment by the CPUC’s Energy Division, and Audit 
and Compliance Branch of the CPUC’s Water Division.  

 
• The Utilities reviewed their respective draft audit reports and reported any factual 

errors to the Energy Division, Contract Manager who shared these comments 
with Virchow Krause. Based on Energy Division comments on the draft, we 
prepared a Final Audit Report which was sent to the Energy Division. 

 
Following delivery of the draft Audit Reports, Virchow Krause briefed the Energy Division 
and Audit & Compliance Branch of the Water Division as required. 
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SAN DIEGO GAS AND ELECTRIC COMPANY 

 
SCHEDULE OF FINDINGS 

For the Period from January 1, 2005 through December 31, 2005 
 
 
FINDINGS  
 
 
FINDING 1 – DEMAND RESPONSE PROGRAMS 
 

Criteria 
 

Ordering Paragraph 1 of D.04-12-048 required:  
“ 1. . . a compliance filing updating their procurement plans to reflect the changes 
and modifications adopted in today’s decision. This compliance filing, shall 
include, but not be limited to the following: 
. . .  d. Demand response programs proposed for 2005 implementation in 
Rulemaking (R.) 02-06-011; . . . “ 
 
The term ‘demand response program’ means ‘price-responsive’ programs for 
which the Commission has established specific MW targets to be incorporated 
into the IOU’s long-term procurement plans. 

According to Table 1 found in Decision 03-06-032, “In order to facilitate the setting of 
concrete goals for demand response, during the February 7, 2003 meeting of WG1, 
interagency staff presented a set of proposed targets. These represent roughly an 
increase in 1% of demand response achieved between 2003 and 2007, and are 
summarized in the table below.” 

Table 1. Demand Response Goals 
  SDG&E 
   
2003  30 MW 
2004  80 MW 
2005  3% of annual system peak demand 
2006  4% of annual system peak demand 
2007  5% of annual system peak demand 
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SAN DIEGO GAS AND ELECTRIC COMPANY 
 

SCHEDULE OF FINDINGS 
For the Period from January 1, 2005 through December 31, 2005 

 
 
FINDINGS  
 
 
FINDING  1 – DEMAND RESPONSE PROGRAMS (cont.) 
 

Criteria (cont.) 

Decision 04-12-048 states, “In this procurement proceeding, the utilities provided an 
estimate of the number of MWs that constitute 3% of their annual system peak demand. 
The following are the MW targets for the year 2005:” 

  SDG&E 
   
2005  125 MW 

 
Finding 
 

During our testing we compared the contractual reductions achieved by SDG&E to 
determine whether or not SDG&E met the MW goals as established in Decision 
04.12.048. Of the four months sampled, one month (June 2005) did not meet the 
required reduction. The following table shows that comparison as of June 30, 2005: 
 

Program  Goal  Actual 
     

Day-Ahead Notification Programs  N/A  38 MW 
Reliability Day-Of Programs  N/A  80 MW 
Technology Assistance and Incentives Programs  N/A  0 MW 
Other Programs  N/A  0 MW 
     
     Total  125 MW  118 MW 

 
 
June, December, August and July were the sampled months; all but June met the 125 
MW requirement. 
 
 

Conclusion 
 
Based on the contractual reductions achieved, it was found that SDG&E did not meet 
the MW goals as established in Decision 04-12-048 in one of the four months sampled.  
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SAN DIEGO GAS AND ELECTRIC COMPANY 
 

SCHEDULE OF FINDINGS 
For the Period from January 1, 2005 through December 31, 2005 

 
 
FINDINGS  (cont.) 
 
 
FINDING  2 – SWAP MARKET TRANSACTION DISCLOSURE IN QUARTERLY FILINGS 
 

Criteria 
 
According to Decision 02-10-62, the Utilities are required to provide description of, and 
justification for, the procurement processes used to select the transactions (e.g., 
Request for Offers, Electronic Trading Exchanges, ISO Spot Markets). For competitive 
solicitations, they are to describe the process used to rank offers and select winning 
bids. For other transactional methods, they are to provide documentation supporting the 
selection of the chosen products in the Quarterly Advice Letters.  
 
Also, Decision 04-12-048 describes the function of the quarterly transaction report 
as follows: 
 

“…Tracks procurement transactions and shows that they comply with the 
approved procurement plan.” 

 
In accordance, SDG&E provides the number and the volume of transactions per 
each transactional process in the quarterly advice filing.  
 

Finding 
 
Locational Swaps are defined as swaps between different locations/zones or 
intra-zonal congestion. SDG&E defines swaps as transactions in which SDG&E sells 
energy at one delivery point and purchases the same amount of energy at another 
delivery point over the same time period. Per SDG&E, swaps benefit SDG&E by helping 
to avoid congestion charges, reducing delivery cost to its load or monetizing 
transmission rights between two points. In 2005, SDG&E executed several types of 
swaps.  
 
Based upon the testing of a sampled group of swap transactions for 2005, the 
description of and justification for the type of swap sales with ZP26 were not 
provided in the Quarterly Advice Letters for their applicable quarter. The following 
table provides additional details on sampled transactions that lacked a disclosure of 
description and justification: 
 

Swap Deal ID Transaction 
Date 

Total 
Volume 
(MWh) 

Total Value Advice Letter 

ZP26 36330 29-Sep-05 800 $  48,000 1735-e Q305 
ZP26 36138 23-Sept-05 2,400 $144,000 1735-e Q305 
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SAN DIEGO GAS AND ELECTRIC COMPANY 

 
SCHEDULE OF FINDINGS 

For the Period from January 1, 2005 through December 31, 2005 
 
 
FINDINGS (cont.) 
 
 

FINDING  2 – SWAP MARKET TRANSACTION DISCLOSURE IN QUARTERLY FILINGS 
(cont.) 

 
Conclusion 

 
SDG&E did not disclose the description of, and justification for, ZP26 swap 
transactions as required in their quarterly advice letter for two of the  transactions 
sampled. 
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SAN DIEGO GAS AND ELECTRIC COMPANY 
 

SCHEDULE OF FINDINGS 
For the Period from January 1, 2005 through December 31, 2005 

 
 
FINDINGS (cont.) 
 
 
FINDING  3 – GAS TRANSACTION VERIFICATIONS 
 

Criteria 
 

According to Decision 02-12-074, “We (CPUC) direct PG&E, SDG&E, and Edison to file 
with the Commission’s Energy Division each month a report showing the activity in the 
Energy Resource Recovery Account (ERRA) balancing account with copies of original 
source document supporting each entry over $100.00 recorded in the account.” 
 

Finding 
 

During fieldwork, we tested 151 energy transactions to determine whether or not the 
transactions were properly posted to the ERRA balancing account and supporting 
documentation was provided to the CPUC for each entry greater than $100.00. The 
testing revealed SDG&E correctly posted all of the sampled transactions to the ERRA 
balancing account and sufficient evidence existed supporting the entries greater than 
$100.00. 
 
However, as a result of our testing we noted SDG&E entered into one gas transaction 
that was terminated prior to the counterparty fulfilling the terms set forth in the original 
agreements. This transaction was “cut” short and the quantity and price reflected in the 
monthly ERRA filing was the actual delivery. However, the quantity and price in the 
Quarterly Advice Letter reflected the original agreement terms. SDG&E did not 
incorporate reconciliation between the actual delivery and the original terms in the 
Quarterly Advice Letters. 
 

 
 

Date 

 
Counter 

Party 

 
 

Product 

 
 

Valuation 

 
 

Price 

 
Deal 

Volume 

 
Delivery 
Volume 

Reported in 
Quarterly 

Filing 

 
Posted to 

ERRA 

29-Aug-05 
Conoco 
Philips Firm Swing Physical $9.635 10,000 9,264 

Original 
Deal Actual Deal 

 
Conclusion 

 
SDG&E did not incorporate reconciliation between the actual delivery and the original 
terms for one of the sampled gas transaction in their Quarterly Advice Letters. 
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SAN DIEGO GAS AND ELECTRIC COMPANY 
 

SCHEDULE OF FINDINGS 
For the Period from January 1, 2005 through December 31, 2005 

 
 
FINDINGS (cont.) 
 
 
FINDING  4 – PRG MEETINGS AND REQUIRED ITEMS 
 

Criteria 
 
Section VIII of CPUC Decision 03-12-062 authorized the continuation of the PRG 
process that was originally established in CPUC Decision 02-10-062. “Each utility 
shall meet and confer with its PRG on a quarterly basis.”  Additionally, “During the 
quarterly meetings, each utility shall review with its PRG the utility’s open 
position, changes in market conditions from the previous quarter, including gas 
and electric prices, hedging strategies going forward, and the necessity of filing a 
plan update.” 
 

Finding 
 

The following table notes the exceptions found in our review: 
 
Meeting Date Did the PRG recommend any actions to be taken as a 

result of the meetings?  

5-Dec-05 Unable to Determine 
 

The utility was unable to provide documentation upon request to demonstrate 
whether any actions or recommended or taken as a result of the PRG meeting 
held on December 5, 2005. 
 

Conclusion 
 

For one PRG meeting sampled, it is unclear if the PRG made recommendations 
for one month and if the actions were taken and completed by the Utility. 
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SAN DIEGO GAS AND ELECTRIC COMPANY 
 

SCHEDULE OF FINDINGS 
For the Period from January 1, 2005 through December 31, 2005 

 
 
FINDINGS (cont.) 
 
 
FINDING  5 – BREAK-EVEN SPOT PRICE CALCULATION 
 

Criteria 
 
According to Appendix B of CPUC Decision 02-10-062, “The utilities shall file 
each month's transactions that conform to the approved procurement plan by 
advice letter. The advice letters must contain the following information: 1) The 
break-even spot price equivalent to the contract(s).” 
 

Finding 
 

SDG&E did not calculate the break-even spot price for any bilateral contracts 
entered into Quarter 1 and Quarter 2 of 2005. They did comply with this 
requirement for Quarters 3 and 4. 

 
 

 
Conclusion 
 

SDG&E did not provide the break-even spot price for bilateral contracts in its 
2005 Quarter 1 and Quarter 2 advice letters as required by the above Decision.  
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SAN DIEGO GAS AND ELECTRIC COMPANY 

 
SCHEDULE OF FINDINGS 

For the Period from January 1, 2005 through December 31, 2005 
 
 
FINDINGS (cont.) 
 
 
FINDING  6 – CODE OF CONDUCT BUSINESS GUIDELINES  
 

Criteria 
 
According to Decision 02-10-062, each Utility must adopt, actively monitor, and 
enforce compliance with a code of conduct for all employees engaged in the 
procurement process. In addition, according to Decision 02-12-074, each 
comprehensive code of conduct should include an identification of trade secrets 
and other confidential information, procedures to ensure such information remains 
confidential, list employee actions that may jeopardize trade secrets or involve 
misappropriation of confidential information and other unlawful activities, and 
encourages negotiation of covenants not to compete. 
 

Finding 
 
There were no revised business conduct guidelines issued for the period 2005-2006. 
The guidelines issued for the period 2004-2005 were applied for the period 2005-2006. 
In 2005, the Electric and Gas Procurement department hired three new employees. One 
of the new employees was included in our sample of 10 employees tested. This new 
employee did not complete Code of Conduct training until 4/12/2006 according to 
SDG&E records, and, therefore, did not have a signed document in their files. 
 

Conclusion 
 
One of the 2005 new employees did not complete Code of Conduct training or have a 
signed document in the files in 2005. 
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SAN DIEGO GAS AND ELECTRIC COMPANY 
 

SCHEDULE OF FINDINGS 
For the Period from January 1, 2005 through December 31, 2005 

 
 
FINDINGS (cont.) 
 
 
FINDING  7 – ENERGY ACTION PLAN (EAP) LOADING ORDER 
 

Criteria 
 
According to Decision 04-12-048 (FOF 3), “the EAP’s loading order framework 
identifies certain demand-side resources as preferred because they work towards 
optimizing energy conservation and resource efficiency while reducing per capita 
demand, as well as certain preferred supply-side resources. The EAP loading 
order is: energy efficiency (EE) and demand response (DR), renewables 
(including renewable distributed generation), clean fossil-fueled distributed 
generation (DG) and clean fossil-fueled central-station generation...”  
 

Finding 
 
SDG&E reflected the Commission’s preferred loading order by including a 
demand response target in its long-term procurement plan and subsequently 
modifying the annual targets as required by Decision 04-12-048. As noted in 
Finding 1 of this report, SDG&E did not achieve the demand response target for 
2005. 
 

Conclusion 
 
As SDG&E did not achieve the demand response target which is in place to 
achieve the Commission’s preferred loading order, it is concluded that the loading 
order priorities were not fully followed.  
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ABBREVIATIONS AND ACRONYMS 
 
 
Advice Letter Advice Letter 
AICPA American Institute of Certified Public Accountants 
BOM Balance of Month 
CAISO California Independent System Operator 
CDWR California Department of Water Resources 
CPCN Certificate of Public Convenience and Necessity 
CPUC California Public Utilities Commission 
CRT Consumer Risk Tolerance 
DA Day Ahead 
DR Demand Response 
DSM Demand-Side Management 
DWR Department of Water Resources 
EAP Energy Action Plan 
EE Energy Efficiency 
EEI Edison Electric Institute 
ERRA Energy Resource Recovery Account 
FERC Federal Energy Regulatory Commission 
GAAP Generally Accepted Accounting Principles 
GHG Greenhouse Gas 
HA Hours Ahead 
IE Independent Evaluation 
IOU Investor-Owned Utilities 
IPP Independent Power Producer 
ISO Independent System Operator 
IUE Inter-Utility Exchanges 
LSE Load Serving Entity 
MW Megawatt  
MWh Megawatt hour 
NDA Non-Disclosure Agreement 
NYMEX New York Mercantile Exchange 
OASIS Open Access Same-Time Information Systems 
ORA Office of Ratepayer Advocates 
ORM Operating Reserve Margin 
OTC Over-the-Counter 
PEEBA Procurement Energy Efficiency and Balancing Account 
PG&E Pacific Gas and Electric Company 
PPA Power Purchase Agreement 
PRG Procurement Review Group 
PURPA Public Utility Regulatory Policies Act 
QCR Quarterly Compliance Report 
QF Qualifying Facilities 
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RA Resource Adequacy 
RAR Resource Adequacy Requirement 
RFO Request for Offer 
RFP Request for Proposal 
RMR Reliability Must Run 
RNL Residual Net Long 
RNS Residual Net Short 
RPS Renewable Portfolio Standard 
RT Real-Time 
SCE Southern California Edison Company 
SDG&E San Diego Gas & Electric Company 
SO Standard Offer 
SoCalGas Southern California Gas Company 
SRAC Short Run Avoided Costs 
STPP Short Term Procurement Plan 
TeVaR Time To Expiration Value at Risk 
TURN The Utility Reform Network 
UCAN Utility Consumers Action Network 
URG Utility-Retained Generator 
VaR Value at Risk 
WAPA Western Area Power Administration 
WECC Western Electricity Coordinating Council 
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GLOSSARY 
 
 
A 

ACCOUNTING SYSTEM – A method of recording accounting data for a Utility or 
company or a method of supplying accounting information for controlling, evaluating, 
planning and decision making. 
 
ADVICE LETTER – The process by which utilities file required information for review 
and approval by the Commission.  
 
AFFILIATE – With respect to a person or entity, any individual, corporation, partnership, 
firm, joint venture, association, joint-stock company, trust or unincorporated organization, 
directly or indirectly controlling, controlled by, or under common control with, such 
person or entity. 
 
AFFILIATE TRANSACTIONS – Procurement transactions with affiliates. 
 
ALL-SOURCE SOLICITATIONS – Refers to Requests for Offers (RFOs) or Requests 
for Proposals (RFPs) that are open to all resources. Examples include conventional 
generation technology resources, renewable generation technology resources, various 
products supplied by energy marketers, and portfolio resources supplied by other 
utilities. 
 
ANCILLARY SERVICES – The services other than scheduled energy that are required 
to maintain system reliability and meet WECC/NERC operating criteria. Such services 
include regulation, spinning reserve, non-spinning reserve, voltage support, and black 
start capability. 
 
ANONYMOUS TRANSACTIONS – Transactions structured so that the identity of the 
seller is not known to the buyer until agreement is reached, and vice versa. 
 
APPLICABLE COMMISSION ORDERS – Rules, regulations, decisions, opinions or 
orders as the Commission may lawfully issue or promulgate from time to time, which 
further define the rights and obligations of the parties under an order. 
 
ARBITRAGE – The simultaneous purchase of one commodity against the sale of 
another in order to profit from fluctuations in the usual price relationships. Variations 
include the simultaneous purchase and sale of different delivery months of the same 
commodity; of the same delivery month, but different grades of the same commodity; 
and of different commodities. 
 
AREA LOAD – The total amount of electricity being used at a given point in time by all 
consumers in a Utility’s service territory. 
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B 
BASIS RISK – Risk created when there is a difference between gas price indices in 
associated gas supply and energy sales agreements; basis risk increases when there is 
a low correlation between gas price indices in associated gas supply and power 
contracts. 
 
BILATERAL CONTRACTS – A two-party agreement for the purchase and the sale of 
energy and/or capacity products and services. 
 
BILATERAL TRANSACTION – Contract negotiated with a counterparty outside of an 
RFO process, and not conducted through an approved brokerage or exchange. 
 
BLACK-SCHOLES MODEL – A widely used option pricing model 
 
BROKER – An retail agent that arranges the sale and purchase of electric energy, the 
transmission of electricity, and/or other related services between buyers and sellers but 
does not take title to the commodity sold. 
 
 
C 
CAISO – California Independent System Operator is a non-profit public corporation 
responsible for ensuring efficient use and reliable operation of the transmission grid 
consistent with achievement of planning and operating reserve criteria. 
 
CALL OPTION – An agreement that gives the holder the right, but not the obligation, to 
purchase a specified volume of a commodity at a pre-determined price and date. 
 
CAPACITY – The amount of electric power for which a generating unit, generating 
station, or other electrical apparatus is rated either by the user or manufacturer. Usually 
is measured in MW. 
 
CODE OF CONDUCT – Conduct guidelines for all employees engaged in the 
procurement process to follow and abide by during employment or subsequent to their 
employment by the Utility.  
 
COLLATERAL – A guarantee pledged between the Utility and the counterparty used for 
security of payment. 
 
COMMISSION – The California Public Utilities Commission 
 
COMMODITY SWAP – An over-the-counter agreement between two parties specifying 
the exchange of payments based on a given commodity or formula. These contracts 
typically involve an exchange of (1) a fixed price exposure for a floating price exposure 
or of (2) a floating price exposure for another floating price exposure, based off different 
locations, formulas, etc. 
 
CONSUMER RISK TOLERANCE – The theoretical price, as established by the 
Commission, that an average consumer would be willing to pay to reduce the risk of 
higher prices in the future (i.e., the cost-to-risk tradeoff). 
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COUNTERPARTY – The party with whom the Utility has signed a contract in a two-party 
contract. 
 
CREDIT LIMIT – The authorized limit of credit to a counterparty determined by the 
Utility. 
 
CREDIT MECHANISM – Parent company or third party guarantees, letters of credit, 
surety bonds and similar mechanisms that utilities explore when extending unsecured 
credit limits to non-investment grade counterparties.  
 
CREDIT RISK – The likelihood of economic loss due to the risk of default of 
counterparties or customers. 
 
CUSTOMER LOAD – The Utility’s forecasted retail load requirements for its servicing 
territories, generally expressed in MWhs.  
 
 
D 
DAM – Day Ahead Market; the forward market for energy and ancillary services to be 
supplied during the settlement period of a particular trading day that is conducted by the 
Independent System Operator, the power exchange, and other Scheduling Coordinators. 
This market closes with the Independent System Operator’s acceptance of the final day-
ahead schedule 
 
DAY-AHEAD – The twenty-four hour time period prior to the Trading Day. 
 
DAY-AHEAD TRANSACTIONS – In the context of physical electrical energy 
transactions day-ahead refers to transactions executed on one day for delivery on the 
“next” as defined by the Western Electricity Coordinating Council (“WECC”) Preschedule 
Calendar. On a non-holiday week, this schedule is as follows: 
 

Trading Day Delivery Day 
Monday Tuesday 
Tuesday Wednesday 
Wednesday Thursday 
Thursday Friday and Saturday 
Friday Sunday and Monday 

 
In the context of physical natural gas transactions, day-ahead refers to transactions 
executed on one day for delivery on the “next” as defined by the Intercontinental 
Exchange (“ICE”) Next Day Trading Calendar Physical Natural Gas. This schedule is as 
follows: 
 

Trading Day Delivery Day 
Monday Tuesday 
Tuesday Wednesday 
Wednesday Thursday 
Thursday Friday 
Friday Saturday, Sunday and Monday 

 
DEAL – The terms of an executed transaction between a Utility and a counterparty. 
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DECISION – Interim orders based upon conclusions of law and findings of fact. 
 
DEMAND FORECAST – As estimate of Demand over a designated period of time. 
 
DEMAND RESPONSE PROGRAMS – “Demand response” refers to actions taken by 
end-users to reduce power demand during critical peak times or to shift demand to off-
peak times. 
 
A demand response program provides customers with incentives for reducing load in 
response to an event signal. These incentives can take the form of a financial credit or 
their bill, a dynamic rate or exemption from rolling blackouts. Events can be called for 
economic or reliability reasons. Because demand response programs are designed to 
operate only a few hours per event, they typically reduce capacity (kW) but not energy 
(kWh). 
 
DERIVATIVE – Financial instrument which is based (“derived”) on the underlying price 
of a physical or financial instrument. Derivatives may be traded on regulated exchanges 
or over-the-counter. 
 
DIRECT ACCESS – The ability of end-use customers located in the service territory of 
an IOU to purchase electricity from retail sellers other than their local Utility. 
 
DIRECT ACCESS CUSTOMERS – Customers located within the service territory of an 
IOU who purchase electricity from sellers other than their local Utility. DA customers 
continue to receive and pay for delivery services from their local Utility. 
 
DISPATCH ORDER – Controls scheduling, monitoring and controlling distribution of 
energy. 
 
DWR CONTRACTS – Contracts for generating resource capacity and energy deliveries 
executed by the California Department of Water Resources during 2001 and allocated to 
the investor owned utilities for contract administration purposes only. 
 
 
E 
EDISON ELECTRIC INSTITUTE – An association of electric companies formed in 1933 
“to exchange information on industry developments and to act as an advocate for utilities 
on subjects of national interest.”  An EEI contract is a standard master agreement that 
provides the base terms and conditions for transactions executed between two parties of 
a particular master agreement. 
 
ELECTRIC SERVICE PROVIDER – An entity that provides electric service to a retail or 
end-use customer, but which does not fall within the definition of an electrical corporation 
under Section 218. 
 
ELECTRONIC TRADING EXCHANGES – A procurement process used to select 
transactions through electronic energy trading exchanges. 
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ENERGY – Energy is the amount of electricity consumed over time. Usually it is 
measured in units of Watt-hours or standard multiples thereof, e.g., 1,000 Wh=1kWh, 
1,000 kWh=1MWh, etc. 
 
ENERGY EFFICIENCY – Programs and measures designed to reduce consumer 
energy consumption. Example of programs and measures include lighting retrofit, 
process redesign and appliance rebates which encourage consumers to purchase high-
efficiency appliances. 
 
ENERGY EXCHANGE – Any transaction in which quantities of energy are received or 
given up in return for similar energy products.  
 
ERRA – The Energy Resource Recovery Account that accounts for the cost of different 
types of energy resources and costs.  
 
EXCHANGE AGREEMENT – A contractual agreement in which quantities of natural gas 
or electricity are delivered, either directly or through intermediaries, from one company to 
another company, in exchange for the delivery by the second company to the first 
company of an equivalent volume or heat content. The exchange may take place at the 
same time and location or at different times and/or locations. Such agreements may also 
involve the payment of cash.  
 
EXCHANGE TRADED CONTRACTS – Contract for electric capacity and energy 
executed through electronic and voice exchange markets under standard product terms 
and conditions. Products are generally for “standard products” (peak, on-peak or flat) 
and standard periods of duration (hourly, daily, balance of month, monthly, quarterly). 
 
 
F 
FINDINGS – Conclusions that are reached and recorded at the end of a formal inquiry. 
 
FIRM POWER – Power or power-producing capacity, intended to be available at all 
times during the period covered by a guaranteed commitment to deliver, even under 
adverse conditions. 
 
FORWARD CONTRACT – An over the counter contract that obligates the holder to 
either physically deliver or physically receive a particular commodity at a specified 
location on a specified future date. These are typically settled financially. 
 
FORWARD TRANSACTIONS – Transactions in which delivery occurs or extends 
beyond the prompt month. 
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G 
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES – Defined by the FASB as the 
conventions, rules, and procedures necessary to define accepted accounting practice at 
a particular time, includes both broad guidelines and relatively detailed practices and 
procedures. 
 
 
H 
HAM – Hour Ahead Market: The forward market for energy and ancillary services to be 
supplied during the settlement period of a particular trading hour that is conducted by the 
Independent System Operator, the power exchange, and other Scheduling Coordinators. 
This market closes with the Independent System Operator’s acceptance of the final 
hour-ahead schedule. 
 
HEDGING –The buying and selling of futures contracts so as to protect energy traders 
from unexpected or adverse price fluctuations. 
 
HEDGING CONTRACTS – Contracts which establish future prices and quantities of 
electricity independent of the short-term market. Derivatives may be used for this 
purpose. 
 
 
I 
INDEPENDENT EVALUATOR – An independent entity retained by an IOU, pursuant to 
commission requirements, to review its competitive selection process where affiliate, 
IOU-built, or IOU turnkey projects are bidding. 
 
INDEPENDENT SYSTEM OPERATOR – The ISO is responsible for the operation and 
control of the statewide transmission grid.  
 
INDEXED ENERGY – Power purchased for on terms that are certain as to quantity and 
delivery times, but the pricing floats based on an agreed upon index.  
 
INTER-UTILITY EXCHANGE – An agreement between a Utility and other regulated 
utilities or other load serving entities for capacity to reduce RNS. 
 
INVESTMENT GRADE – A rating of the credit quality based upon credit metrics.  
 
INVESTOR-OWNED ELECTRIC UTILITY – An investor owned utility (IOU) is a private 
company owned by stockholders that provides electric utility services to a specific 
service area. A designation used to differentiate a Utility owned and operated for the 
benefit of shareholders from municipally owned and operated utilities and rural electric 
cooperatives. The investor-owned utility is regulated by the California Public Utilities 
Commission. 
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L 
LOAD – The amount of power required at any point or point in the system. A load is 
created by the power demands of customer equipment. 
 
LOAD FORECASTS – A projection of the amount of electric power required at any 
specific point or points on a system. The requirement originates at the energy 
consuming equipment of the consumers. 
 
LOCAL AREA RELIABILITY – Requirements imposed by the CPUC on Load-Serving 
Entities to contract for electrical generating capacity in a designated Local Area. 
 
LOCATIONAL BASIS SPREAD – The price differential between two different delivery 
points. Utilities can engage in locational spread transactions by simultaneously 
purchasing energy at one location and selling it in another, and thus earn revenue equal 
to the forward market locational price differential and reduce the basis risk of the 
portfolio. 
 
LONG TERM PROCUREMENT PLAN – A Utility’s long term energy planning process 
related to energy purchases. 
 
LONG TERM TRANSACTIONS – Transactions with durations greater than or equal to 
five years in length. 
 
 
M 
MW – Megawatt – one megawatt equals one million (1,000,000) watts. 
 
MWh – Megawatt hour – One million watt hours. 
 
MARKET-BASED PRICING – Prices of electric power or other forms of energy 
determined in an open market system of supply and demand under which prices are set 
solely by agreement as to what buyers will pay and sellers will accept. Such prices could 
recover less or more than full costs, depending upon what the buyers and sellers see as 
their relevant opportunities and risks. 
 
MARKET CLEARING PRICE – The price at which supply equals demand for the Day-
Ahead or Hour-Ahead markets. 
 
MARKET RISK – Market risk in energy companies is the risk of erosion of cash flows or 
asset values from positions in physical commodities or energy derivatives, caused by 
changes in outright price levels, basis differentials, forward price curves, price volatilities, 
interest rates or the passage of time. 
 
MARGINAL COST – The change in cost associated with a unit change in quantity 
supplied or produced. 
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N 
NON INVESTMENT GRADE – A below investment grade rating of the credit quality 
based upon credit metrics. 
 
NON-STANDARD PRODUCT – A product that is likely to be readily available through 
brokerages and exchanges and may be traded “liquidly.”  A product is defined as being 
traded “liquidly” when it has a high level of trading activity and open interest. 
 
 
O 
OASIS – Open Access Same Time Information System, a computerized system of 
electronic sites that post offers for standard electric transmission products at tariff rates. 
 
OFF PEAK – Period of relatively low system demand. These periods often occur in 
daily, weekly, and seasonal patterns; these off-peak periods differ for each individual 
electric utility.  
 
ON-PEAK – Periods of relatively high system demand. These periods often occur in 
daily, weekly, and seasonal patterns; these on-peak periods differ for each individual 
electric utility. 
 
OPEN POSITION – The remaining position of a Utility to be served by spot market 
transactions.  
 
OPTION – An agreement in which the buyer has the right (but not the obligation) to 
exercise by buying or selling an asset at a set price (strike price) on or before a future 
date (the exercise date or expiration); and the seller has the obligation to honor the 
terms of the contract 
 
OVER-THE-COUNTER – Trades of electricity or natural gas, or futures thereof, on any 
open commodities market. 
 
 
P 
PEAK DEMAND – The maximum level of electric demand in a specified time period. 
 
PEAK LOAD – The maximum load during a specified period of time. 
 
PEEBA – The Procurement Energy Efficiency and Balancing Account to track the costs 
and revenues associated with specific authorized programs by the Commission. 
 
PORTFOLIO – The collection of procurement products that make up the Utility’s supply 
for its customers.  
 
POWER EXCHANGE – An entity providing a competitive spot market for electric power 
through day- and/or hour-ahead auction of generation and demand bids. 
 



 

 
FINAL REPORT by Virchow Krause & Company, LLP 

53

PRICE CURVES – 

• Forward Curve (or “futures price”) – A forward curve is a term structure of 
forward prices observed in the market. Forward contracts, like futures, are 
agreements to buy or sell a commodity at a future time. Forward price is the 
price to be paid at delivery. 

• Price Forecast – A price forecast is a projection of future price levels (these 
could be day-ahead prices, futures prices, monthly prices etc.) expressed 
either in nominal or a given year’s dollars. 

 
PROCUREMENT REVIEW GROUP – A Commission-authorized entity made up of 
eligible non-market participants, such as consumer groups and state agency 
representatives, who are given the opportunity to review IOU procurement activity. 
 
PROMPT-MONTH – In the context of electricity transactions, the month following the 
month for which Day-Ahead power trading is taking place. 
 
PURPA – The Public Utilities Regulatory Policies Act of 1978 (PURPA) is implemented 
by Federal Energy Regulatory Commission, the California Public Utilities Commission 
(CPUC) and amended by the Energy Policy Act of 2005. Under PURPA each electric 
Utility is required to offer to purchase available electric energy from cogeneration and 
small power production facilities. 
 
PUT OPTION – An agreement that gives the holder the right, but not the obligation, to 
sell a specified volume of a commodity at a pre-determined price and date. 
 
 
Q 
QUALIFYING FACILITY – QFs are non-utility power producers that often generate 
electricity using renewable and alternative resources, such as hydro, wind, solar, 
geothermal or biomass (solid waste). QFs must meet certain operating, efficiency, and 
fuel-use standards set forth by the Federal Energy Regulatory Commission (FERC). If 
they meet these FERC standards, utilities must buy power from them unless they are in 
certain competitive markets. QFs usually have long-term contracts with utilities for the 
purchase of this power, which is among the Utility’s highest-priced resources. 
 
 
R 
REAL-TIME – The time in which certain computer systems process and update data as 
soon as it is received from some external source. The time available to receive the data, 
process it, and respond to the external process is dictated by the time constraints 
imposed by the process. 
 
REAL-TIME PRICING – The near instantaneous pricing of electricity based on the cost 
of the electricity available for use at the time the electricity is demanded by the customer. 
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RELIABILITY-MUST-RUN AGREEMENTS – A Must-Run Service Agreement between 
the owner of an RMR Unit and the ISO within geographical areas identified via the Local 
Area Reliability Service (LARS) process. 
 
RENEWABLE ENERGY RESOURCES – Energy resources that are naturally 
replenishing but flow-limited. They are virtually inexhaustible in duration but limited in the 
amount of energy that is available per unit of time. Renewable energy resources include: 
biomass, hydro, geothermal, solar, wind, ocean thermal, wave action, and tidal action. 
 
REQUEST FOR OFFERS – Request by a Utility for offers from producers and marketers 
for contracts to sell (or buy) electric capacity, energy, natural gas or other products to the 
Utility. 
 
REQUEST FOR PROPOSALS – Request by a Utility for proposals from producers and 
marketers for contracts to sell (or buy) electric capacity, energy, natural gas or other 
products to the Utility. 
 
RESERVE MARGIN – The amount of Resource Adequacy Capacity that a Utility is 
required to maintain. 
 
RESIDUAL NET LONG For CAPACITY (SURPLUS) – When the capacity resources 
under an LSE’s control exceed the peak hourly demand (MW), including the required 
planning reserve margin, of the LSE’s customers, the LSE is in a residual net long 
situation for capacity. 
 
RESIDUAL NET LONG FOR ENERGY – When the energy requirement (kWh or MWh) 
of the LSE’s customers load, for a given period of time (i.e. hour, month, year, etc.), is 
less than the total energy supply available to serve the LSE’s customers, the LSE is in a 
residual net long situation for energy. 
 
RESIDUAL NET SHORT FOR CAPACITY (DEFICIT) – When the peak hourly demand 
(MW), including the required planning reserve margin, of the LSE’s customers exceeds 
the capacity resources under the LSE’s control, the LSE is in a residual net short 
situation for capacity. 
 
RESIDUAL NET SHORT FOR ENERGY – When the energy requirement (KWh or 
MWh) of an LSE’s customer load, for a given time interval (i.e. hour, month, year, etc.), 
is greater that the total energy supply available to serve the LSE’s customers, the LSE is 
in a residual net short situation for energy. 
 
RESOURCE ADEQUACY – The program that ensures that adequate physical 
generating capacity dedicated to serving all load requirements is available to meet peak 
demand and planning and operating reserves, at or deliverable to locations and at times 
as may be necessary to ensure local area reliability and system reliability. 
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RISK MANAGEMENT – The process of identifying, capturing, measuring, managing, 
monitoring and reporting all market risks arising from asset-related and trading risk 
management and trading activities. 
 
RISK MANAGEMENT COMMITTEE – The internal organization within the Utility 
responsible for overseeing, implementing and monitoring the risk management policies 
and procedures. 
 
RULING – A proceeding governed by procedural and evidentiary rules approved by the 
Commission. 
 
 
S 
SARBANES – OXLEY – Risk management requirements on corporations. 
 
SETTLEMENT – The process of financial settlement for products and services 
purchased and sold. Each settlement involves a price and quantity. 
 
SHORT TERM PROCUREMENT PLAN – The procurement plan approved by the 
Commission related to short term procurement rulings and decisions.  
 
SO1 CONTRACTS – A type of contracts called Standard Offer 1 contracts with a 
specified contract length. 
 
SPOT MARKET TRANSACTIONS – Transactions that take place in either the Day-
Ahead, Hour-Ahead or real-time markets. 
 
SPOT PRICE – The price for a one-time open market transaction for immediate delivery 
of a specific quantity of product at a specific location where the commodity is purchased 
“on the spot” at current market rates. 
 
 
T 
TIME TO EXPIRATION VALUE AT RISK – Is an indication of the uncertainty in future 
cash flows, and is determined by calculating the difference between expected (or base 
case) portfolio costs and the costs in a lower probability scenario (such as the 95th or 
99th percentile case). 
 
TOLLING AGREEMENT – Agreement whereby a marketer supplies generation fuel to 
produce electricity for the marketer or customer at an agreed spark spread, and the 
marketer or customer receives the right to electricity output. 
 
TRANSPARENT EXCHANGES – Electronic exchanges that offer a common 
mechanism of matching buyers and sellers at the current competitive market price.  
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U 
URG - Utility-retained generation, including Utility’s portfolio of generation resources and 
power purchase agreements. 
 
 
V 
VALUE AT RISK – A statistical estimate of the worst expected loss of a position’s value 
resulting from an adverse market movement that could occur under normal market 
conditions over a specified time horizon, given a specified confidence interval (e.g. 
95%), expressed in dollars. 
 
VALUE AT RISK LIMIT – Maximum authorized VaR for transactions of a specified 
portfolio or book. 
 
VOICE AND ONLINE BROKERS – A transaction method approved by the Commission 
for transaction via phone or directly online.  
 
W 
WESTERN AREA POWER ADMINISTRATION – A power marketing administration 
that markets and delivers hydroelectric power and related services within a 15-state 
region of the central and western United States. 
 
WESTERN SYSTEMS POWER POOL AGREEMENT – The WSPP Agreement is a 
standardized contract among members of the WSPP for electric power sales and 
physical power options. Members enter into numerous individual power transactions 
using standard schedules under the Agreement.  
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APPENDIX C 
 

ATTACHMENT X & Y 
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ATTACHMENT X 
 
DATE (within 5 business days of beginning employment, including pursuant to a contract 
with a person or entity that (1) purchases, sells or markets electrical energy or capacity 
or natural gas; (2) bids on or purchases power plants; (3) advises or consults regarding 
the purchase, sale, or marketing of electrical energy or capacity or natural gas, or the 
bidding on or purchasing of power plants. (4) develops electric transmission lines and/or 
gas pipelines; (5) advises or consults others regarding the development of electric 
transmission lines and/or gas pipelines;) 
 
Director of the Energy Division 
CPUC  
505 Van Ness Avenue 
San Francisco CA 94102 
 
 
To whom it may concern: 
 
I began working for NAME OF ENTITY on date. My duties are: [general description to be 
provided about duties of the position or engagement.] 
I will not use any of the confidential information obtained as a result of performing work 
under the Agreement to engage, directly or indirectly, in any of the following: 

(a) the purchase, sale, or marketing of electrical energy or capacity or natural gas;  
(b) the bidding on or purchasing of power plants;  
(c) advising or consulting others regarding the purchase, sale or marketing of electrical 

energy or capacity or natural gas, or the bidding on or purchasing of power plants.  
(d) the development of electric transmission lines and/or gas pipelines;  
(e) advising or consulting others regarding the development of electric transmission lines 

and/or gas pipelines; 
(f) any other use of confidential utility information obtained as a result of the compliance 
review. 
 
 
 
Signed, 
NAME 
 
cc: NAME OF UTILITY/name/position of utility contact  
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ATTACHMENT Y 
 
Date: 
 
Director of the Energy Division 
CPUC  
505 Van Ness Avenue 
San Francisco CA 94102 
 
 
To Whom It May Concern: 
 
I have read the Agreement between the CPUC and Virchow Krause & Company, LLP, 
and I agree, as a condition of obtaining access to confidential utility information for 
purposes of completing work under that Agreement, to the terms of the Agreement 
limiting disclosure of confidential utility information. In particular, I agree to complete and 
send Attachment X to the Director of the CPUC’s Energy Division within 5 business days 
of beginning work for any entity that engages, directly or indirectly, in: 
(a) the purchase, sale, or marketing of electrical energy or capacity or natural gas;  
(b) the bidding on or purchasing of power plants;  
(c) advising or consulting others regarding the purchase, sale or marketing of electrical 
energy or capacity or natural gas, or the bidding on or purchasing of power plants; 
(d) the development of electric transmission lines and/or gas pipelines;  
(e) advising or consulting others regarding the development of electric transmission lines 
and/or gas pipelines; 
 
 
Signed,  
 
 
 
 
 
___________________________________________ 
Signature 
 
 
____________________________________________ 
Print Name Above 
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FINAL REPORT by Virchow Krause & Company, LLP 

61

REGULATORY REQUIREMENTS TESTING 
 
These questions are for illustrative purposes only for the subject areas tested and do not 
represent the complete list of tests. 
 

 

Decision Section Requirement Major Testing and Test Questions 
    
D.02-08-071  IV. (A.) 2. Utilities are required to offer SO1 

contracts to QFs meeting these two 
conditions:  
1.  QF must have been in operation 

and under contract to provide 
power with an IOU at any point 
between Jan. 1, 1998 and Aug. 
22, 2002 (This date was 
extended through later 
decisions to end of 2006)  

2.  QF contract must be set to 
expire before Jan. 1, 2004, have 
already expired, or have already 
been terminated. (This date was 
extended to end of 2006) 

Verify that the Utilities offered SO1 
contracts to any QFs meeting the 
conditions delineated in D.02-08-071: 

– Was the original contract in operation 
and under contract to provide power 
with an IOU at any point between 
1/1/98 - 12/18/2003? 

– Was this contract set to expire in 
2004, have already expired or have 
already been terminated?  

– Did the IOU offer an extension? 
– Was it amended with terms for SO1 

contracts? 
– Was the pricing and terms the same 

as the original SO1 contract? 
    
D.02-10-062  Each utility must conduct all 

procurement through a competitive 
process with only arms-length 
transactions. Transactions involving 
any self-dealing to the benefit of the 
Utility or an affiliate, directly or 
indirectly, including transactions 
involving an unaffiliated third party, 
are prohibited. 

Perform a procurement process walk-
through and review sample contracts and 
transactions to confirm that the Utilities 
conducted procurement on an arms-
length basis: 

– Were the procurement transactions 
executed with affiliates completed 
with an approved method that 
allowed for an anonymous 
transaction? 

– With regard to affiliate 
transactions, were the IOU's 
solicitations/bidding process 
structured so that it is anonymous? 

– During the procurement process, 
did the Utilities take steps to 
evaluate the cost-effectiveness or 
other benefits to rate-payers of the 
sampled contracts and 
transactions compared to 
alternatives?  
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Decision Section Requirement Major Testing and Test Questions 
    
D.02-10-062  As modified by D.02-12-074, OP 

24, 

2.  Each utility must adopt, actively 
monitor, and enforce compliance 
with a code of conduct for all 
employees engaged in the 
procurement process that 1) 
identifies trade secrets and other 
confidential information; 2) specifies 
procedures for ensuring that such 
information retains its trade secret 
and/or confidential status (e.g., 
limiting access to such information 
to individuals with a need to know, 
limiting locations at which such 
information may be accessed, etc.); 
3) discusses employee actions that 
may inadvertently waive or 
jeopardize trade secret and other 
privileges; 4) discusses employee 
or former employee activities that 
may involve misappropriation of 
trade secrets or other confidential 
information, unlawful solicitation of 
former clients or customers of the 
utility, or otherwise constitute 
unlawful conduct; 5)requires or 
encourages negotiation of 
covenants not to compete to the 
extent such covenants are lawful 
under the circumstances (e.g., 
where a business acquires 
business interests of individuals 
who subsequently work for the 
acquiring business, the individuals 
disposing of their business interests 
may enter covenants not to 
compete with their new employer)  
All employees with knowledge of its 
procurement strategies should be 
required to sign and abide by an 
agreement to comply with the 
comprehensive code of conduct 
and to refrain from disclosing, 
misappropriating, or utilizing the 
utility’s trade secrets and other 
confidential information during or 
subsequent to their employment by 
the utility.” 

Verify that the Utilities adopted, actively 
monitor and enforce compliance with a 
code of conduct: 

– Review the Utilities’ code of 
conduct policy implemented with 
regard to D.02-10-062 

– Review processes and 
procedures in place to monitor 
and enforce compliance 

– Confirm that existing code of 
conduct include required 
language per D.02-10-062 

– Test if sampled employees 
signed a code of conduct 
contract/agreement 
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Decision Section Requirement Major Testing and Test Questions 
    
D.02-10-062 XII. (B.) 1. ERRA account is the balancing 

account used to "facilitate cost 
comparison among utilities, assist 
to track variable energy related 
costs, and establish energy revenue 
requirement and associated rate in 
the near future." The ERRA 
balancing account would account 
for the cost of different types of 
energy resources and tracking 
energy costs would allow for 
different types of comparisons 
among utilities in the area of types 
of cost inclusion, tariff language, 
and filings with the Commission. 

Verify that the cost of the sampled 
quarterly transactions were recorded 
properly in the monthly ERRA filings: 

– Were the transaction invoices 
provided following the guideline 
and in agreement with the 
reported transactions? 

– Did the monthly ERRA 
summaries reported correspond 
to the quarterly advice letters? 

– Did the Utilities establish a 
balancing account to track 
energy costs, excluding existing 
DWR contracts that include URG 
fuels, QF contracts, inter-utility 
contracts, ISO charges less 
reliability must-run revenues, 
irrigation district contracts, 
bilateral or forward market 
purchases, credit and collateral 
for procurement purchases, and 
ancillary services? 

– Did the IOU track the correct 
costs in the ERRA and follow the 
semiannual update process that 
was established for fuel and 
purchased power forecasts and 
the ERRA mechanism?  

– Were copies of original source 
documents provided for entries 
over $100 recorded in the 
account? 

    
D.02-10-062 XII. (B.) 1. Scope of included expenses: major 

cost items include Utility Retained 
Generation (URG) fuels; Qualifying 
Facilities (QF), Bilateral, Irrigation 
Districts, and Inter utility, Contracts. 
Power purchases, ISO, 
Credit/Collateral, and other items 
approved. 

– Did the Utilities establish a 
balancing account to track 
energy costs, excluding existing 
DWR contracts that include URG 
fuels, QF contracts, inter-utility 
contracts, ISO charges less 
reliability must-run revenues, 
irrigation district contracts, 
bilateral or forward market 
purchases, credit and collateral 
for procurement purchases, and 
ancillary services? 
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Decision Section Requirement Major Testing and Test Questions 
    
D.02-10-062 Appendix B Utilities will file each month's 

transactions that conform to the 
approved procurement plan by 
advice letter. The advice letters 
must contain the following: 

Confirm that the quarterly filings include 
required information per D.02-10-062. 
 
Validate that the reported information is 
complete and materially accurate, as 
applicable, including but not limited to 
testing if the number and volume of 
transactions reported in the quarterly 
filings are materially accurate. 
 
Verify that the Utilities filed the quarterly 
filings in a timely fashion, within 30 days 
after the end of the quarter, as required 
by Section VIII of Decision 03-12-062. 

    

D.02-10-062 Appendix B 
1. Identification of the ultimate 
decision maker(s) up to the Board 
level, approving the transactions 

Confirm that the required information 
was included in the quarterly filings. 

    

D.02-10-062 Appendix B 2. The briefing package provided to 
the ultimate decision maker 

Confirm that the required information 
was included in the quarterly filings. 

    
D.02-10-062 Appendix B 3. Description of and justification for 

the procurement processes used to 
select the transactions (e.g., 
Request for Offers, Electronic 
Trading Exchanges, ISO Spot 
Markets). For competitive 
solicitations, describe the process 
used to rank offers and select 
winning bids. For other 
transactional methods, provide 
documentation supporting the 
selection of the chosen products 

Confirm that the required information 
was included in the quarterly filings. 
 
(The information was also utilized as 
inputs to our other tests.) 
 
For competitive solicitations, verify that 
the process described in quarterly 
filings is consistent with the process 
identified through the review of work 
papers and subject matter expert 
interviews, as applicable.  
 
For other transactional methods, verify 
that documentation supporting the 
selection of the chosen products is 
consistent with work papers and outputs 
from the selection process, as 
applicable. 
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Decision Section Requirement Major Testing and Test Questions 

    
D.02-10-062 Appendix B 4. Explanation/justification for the 

timing of the transactions (i.e., 
product term and rate of 
procurement) 

Confirm that the required information 
was included in the quarterly filings. 
 
Verify that the explanation/justification 
provided in the filing is supported by 
work papers from Utilities’ needs 
analysis processes, as applicable. 

    
D.02-10-062 Appendix B 5. Discussion of the system load 

requirements/conditions underlying 
the need for the month's 
transactions. 

Confirm that the required information 
was included in the quarterly filings. 
 
Verify that the system load 
requirements/conditions reported in the 
filing can be supported by work papers 
from Utilities’ needs analysis process, 
as applicable. 

    
D.02-10-062 Appendix B 6. Discussion of how the month's 

transactions meet the goals of the 
risk management strategy reflected 
in the Commission-approved 
procurement plan (e.g., achieving 
lowest stable rates) 

Confirm that the required discussion 
was included in the quarterly filings. 
 
Verify that Utilities performed an 
analysis to evaluate how our sampled 
transactions meet the goals of the risk 
management strategy.  

    
D.02-10-062 Appendix B 7. Copy of each contract Confirm that the required information 

was included in the quarterly filings: 
– Gain understanding of how 

Utilities qualify the types of 
contracts subject to the 
requirement 

    
D.02-10-062 Appendix B 8. The break-even spot price 

equivalent to the contract(s) 
Confirm that the required information 
was included in the quarterly filings. 

– Gain understanding of how 
Utilities define the break-even 
spot price equivalent to the 
contract(s) 

– Gain understanding of how 
Utilities qualify the types of 
contracts subject to the 
requirement 

    
D.02-10-062 Appendix B 9. An electronic copy of any data or 

forecasts used by the utility to 
analyze the transactions 

Confirm that the required information 
was included in the quarterly filings. 
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Decision Section Requirement Major Testing and Test Questions 

    
D.02-10-062 Appendix B 10. Utilities should provide a 

reasonable number of analyses 
requested by the Commission or 
the Procurement Review Group and 
provide the resulting outputs. 
Utilities should also provide 
documentation on the model and 
how it operates. 

Obtain and review documentation and 
outputs of major models and systems 
utilized in the procurement process. 

    
D.02-12-074 

 

For standard of conduct #2 
(Noncompetition agreements), 
further language is added to define 
what should be included in each 
utility's code of conduct.  

Verify the code of conduct includes the 
required language. 

    
D.02-12-074 

 

Each comprehensive code of 
conduct should include an 
identification of trade secrets and 
other confidential info, procedures 
to ensure such info remains 
confidential, list employee actions 
that may jeopardize trade secrets or 
involve misappropriation of 
confidential info and other unlawful 
activities, and requires or 
encourages negotiation of 
covenants not to compete. 

Verify the code of conduct includes the 
required language. 

    
D.02-12-074 

 

PG&E, SDG&E, and Edison shall 
file with the Energy Division each 
month a report showing the activity 
in the ERRA balancing account with 
copies of original source documents 
supporting each entry over $100 
recorded in the account. 

Confirm that copies of original source 
documents provided for entries over 
$100 recorded in the account for the 
sample transactions. 

    
D.03-06-076 II. (B.) The standard also does not 

preclude transactions through ISO 
(Independent System Operator) that 
can be demonstrated to include 
multiple and anonymous bidders. 

Gain an understanding of how the IOU's 
follow the Standard of Conduct 1 
competitive procurement standards for 
transactions through ISO included 
multiple and anonymous bidders.  
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Decision Section Requirement Major Testing and Test Questions 

    
D.03-06-076 Pg. 12 The standard also does not 

preclude transactions through ISO 
(Independent System Operator) that 
can be demonstrated to include 
multiple and anonymous bidders. 

Verify that the sampled procurement 
transactions executed with affiliates 
were completed with an approved 
method that allowed for an anonymous 
transaction including ISO transactions.  

    
D.03-12-062 III. (B.) Spot market purchases in total 

should not exceed 5% of monthly 
need, as a guideline. Utilities should 
justify their planned spot market 
purchases if they exceed 5% of 
monthly needs. This guideline 
applies to energy procurement in 
Day-Ahead, Hour-Ahead, and Real-
Time markets and it is intended to 
represent a target amount, rather 
than a hard limit, as there may be 
economic reasons justifying a 
Utility’s decision to exceed the 
target. 

Gain an understanding how the Utilities 
calculate and monitor spot market 
purchases against monthly needs.  
 
Review the percentage of spot market 
purchases to monthly needs. 
 
If spot market purchases exceed the 
target amount, review the justifications 
for reasonableness: 

– Did the IOU document the 
justification properly (e.g. 
quarterly advice letter, PRG 
minutes, etc.)Was the 
justification related to economic 
reasons such as least-cost 
dispatch? 

– Was the justification to enhance 
local reliability?  Was the 
justification that they had 
sufficient reserves and can tap 
spot market at a cost below their 
contract call options?   

– Did the support match the 
operating target report? 

– If the Utilities exceeded the 
target amounts because of 
higher priced reserves, did they 
have indeed have reserves in the 
planning docs? 

    
D.03-12-062 III. (C.) 1. Risk reporting using a by-product of 

VaR (TeVaR) measured on a 12-
month rolling basis at a 99 
confidence level is adopted. 
Discusses the approved portfolio 
Risk Measurement - PG&E & 
SDG&E are authorized to use 
TeVAR and SCE is authorized to 
use a proprietary model.  

Gain an understanding of authorized 
models and risk reporting processes. 
 
Confirm that the Utilities filed a monthly 
portfolio risk report per D.03-12-062. 
 
Confirm that Utilities’ risk reporting is 
supported by detailed systems output.  
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Decision Section Requirement Major Testing and Test Questions 
    
D.03-12-062 III. (C.) 1. 1.  If between quarterly PRG 

consultations, a Utility's estimated 
portfolio risk (measured at the 99th 
percentile) exceeds 125% of the 
CRT, the Utility will promptly meet 
and confer with its PRG to discuss 
the underlying risk drivers and 
factors affecting the change in 
portfolio risk and to decide whether 
specific hedging strategies and/or 
plan modifications are needed to 
reduce portfolio risk to within the 
CRT threshold. 2.  If the Utility and 
the PRG decide that plan 
modifications are needed, the utility 
will file these modification sign the 
form of an expedited application, 
within 15 days of the PRG meeting. 
Until the application is approved, 
the Utility may operate under its 
existing plan. 

Verify that the Utilities consulted with 
PRG if the estimated portfolio risk 
exceeded 125% of CRT.  
 
Verify that the Utilities filed plan 
modifications in a timely fashion, if 
applicable.  
 

    
D.03-12-062 III. (E.) 1. Authorizes the type of products that 

can be procured. Builds on the ones 
authorized in 02-12-062. (See 
tables in section)  In Utility plans, 
Utilities are to specify which 
products they intend to use along 
with a definition of the product and 
the associated benefit/cost 
attributes.  

Verify that the products procured by the 
Utilities, as described in their Quarterly 
Compliance Reports, were on the list of 
approved products set forth in Section 
III of CPUC Decision 03-12-062. 
 
Test that the sample transactions are 
authorized products with no exceptions. 

    
D.03-12-062 Pg. 64 Sets targets and goals for demand 

response for 2004 - 2007 (See table 
1) These goals only apply to "price 
responsive" programs. MW savings 
generated by interruptible programs 
do not count. 

Verify that the Utilities met MW targets 
and goals for demand response 
established for 2005. 
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Decision Section Requirement Major Testing and Test Questions 
    
D.03-12-062 III. (E.) 2. Authorizes transaction process to 

be used by the IOUs (See Table); 
they can use OTC brokers but they 
have to demonstrate the prices are 
equivalent to those of exchanges; 
they also can now use bilateral 
contracts. 

Verify that the transaction processes 
used by the Utilities, as described in 
their Quarterly Compliance Reports, 
were on the list of approved processes 
set forth in Section III of CPUC Decision 
03-12-062. 
 
Test that the sample transactions were 
procured using authorized transaction 
processes with no exception.  

    
D.03-12-062 III. (E.) 3. For affiliate transactions the IOUs 

must still abide by the requirements 
of D.02-10-062 and D.03-06-076. 
Basically, the IOUs must conduct all 
procurement through competitive 
process with only arms length 
transactions; But they can enter into 
anonymous transactions so that it is 
structured that the identity of the 
seller is not known to the buyer until 
an agreement is reached. 

With regard to affiliate transactions, 
verify that procurement transactions 
executed with affiliates were completed 
with an approved method that allowed 
for an anonymous transaction. 

    
D.03-12-062 III. (E.) 5. Required to consult with their PRGs 

for transactions greater than 90 
days. 

Verify the Utilities consulted with the 
PRG for sample transactions greater 
than 90 days. 
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Decision Section Requirement Major Testing and Test Questions 
    
D.03-12-062 III. (E.) 5. Authorized the IOUs to use 

negotiated bilateral contracts in 
three limiting circumstances and for 
less than 90 days. 1. For short term 
transactions of less than 90 days 
during and less than 90 days 
forward subject to the strong 
showing standard adopted in D.02-
10-062 and modified in D.03-06-
067. These must be separately 
reported in the utilities quarterly 
compliance report. 2. To purchase 
longer term non-standard products 
provided they include a statement in 
quarterly compliance filings to justify 
the need in each case (why it is not 
in the best interest of ratepayers to 
purchase this thru a more open and 
transparent process). 3. For 
standard products in instances 
where there are five or fewer 
counterparties who can supply the 
product (limited to only two 
categories of gas products - gas 
storage and pipeline capacity. This 
must also be reported in the 
quarterly compliance filing. 

Confirm that the Utilities used 
negotiated bilateral contracts in 
accordance with the CPUC decisions. 

    
D.03-12-062 III. (G.) 1  

&  
III (H) 

Authorized the continuation of the 
PRG process which was 
established in D.02-10-062, 
meetings should be on a quarterly 
basis and should review its open 
position, changes in market 
conditions and the necessity of filing 
an updated plan. 

Review the PRG meeting agenda, 
minutes and/or presentation materials 
to verify that:  

– Meetings were held on a 
quarterly basis. 

– Utilities discussed open position, 
market conditions and/or revised 
the fuel and market power 
forecasts at least each quarter 
with their PRG?  

– Did the PRG recommend any 
actions to be taken as a result of 
the meetings? 

– Did the Utilities follow PRG 
recommendation? 
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Decision Section Requirement Major Testing and Test Questions 
    
D.03-12-062 III G Fuel and Power Forecasts - each 

IOU is supposed to review market 
conditions on a quarterly basis with 
their PRG & file plan updates if 
needed. 

Determine if the Utilities discussed 
market conditions and/or revised the 
fuel and market power forecasts at least 
each quarter with their PRG. 
 
Verify that the Utilities updated their 
procurement plans if it was necessitated 
by a significant deviation of fuel and 
power forecasts from current market 
conditions. 
 
 

    
D.03-12-062 Pg 43 For future filings, utilities are to use 

their best effort to obtain up-to-date 
forecasts and to estimate 
appropriately the high and low 
cases surrounding those forecasts.  

Confirm that the filings include up-to-
date forecasts and estimates with high 
and low cases.  
 

    
D.03-12-062  IV. (A.) 5. (a) (Revising rule above) Utilities are 

required to offer SO1 contracts to 
QFs meeting these two conditions:  
1. QF must have been in operation 
and under contract to provide power 
with an IOU at any point between 
Jan. 1, 1998 and Aug. 22, 2002 
(This date was extended through 
later decisions to end of 2006)  
2. QF contract must be set to expire 
before Jan. 1, 2004, have already 
expired, or have already been 
terminated. (This date was 
extended to end of 2006) 

Verify that the Utilities offered SO1 
contracts to any QFs meeting the 
conditions delineated in D.02-08-071: 

– Was the original contract in 
operation and under contract to 
provide power with an IOU at 
any point between 1/1/98 - 
12/18/2003?  

– Was this contract set to expire in 
2004, have already expired or 
have already been terminated?  

– Did the IOU offer an extension?  
– Was it amended with terms for 

SO1 contracts 
– Was the pricing and terms the 

same as the original SO1 
contract? 

    
D.03-12-062 IV. (A.) 5. (a) 

(1) 
No new QF contracts should be 
issued until a decision on the long-
term procurement issues is final. 

Verify the Utilities did not enter into a 
new QF contract prior to the decision on 
the long term procurement plan. 
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Decision Section Requirement Major Testing and Test Questions 

    
D.03-12-062 IV. (A.) 5.  Rules that Utilities should still follow 

interim treatment as ruled in D.02-
08-071 (when there is no long-term 
agreement); the IOU shall purchase 
power until 12/31/2004 pursuant to 
an SO1 contract conditions.  

Verify that the Utilities offered SO1 
contracts to the QFs meeting the 
conditions delineated in D.02-08-071 & 
D.03-12-062. 

    
D.03-12-062 V. (F.) 2. IOUs must establish a one-way 

Procurement Energy Efficiency and 
Balancing Account (PEEBA) to 
track the costs and revenues 
associated with authorized 
programs. Cost should be 
submitted with monthly ERRA 
filings.  

Verify that PEEBA cost was submitted 
with monthly ERRA filings.  

    
D.03-12-062 VIII. (A.) IOUs must submit a quarterly plan 

compliance report within 30 days of 
the end of the quarter. (This was 
extended from 15 days with the 
approval of D.03-12-062 on 
December 18, 2003.) 

Confirm the Utilities filed their Quarterly 
Compliance Reports in a timely fashion. 

    
D.04-01-050 IV. (A.) 6. Addresses D.02-10-062 limitation 

on spot purchases to less than 5% - 
if utility has sufficient reserves and 
can tap spot markets at a cost 
below their contract call options, 
they may go above 5% threshold. 

In case that the spot market purchase 
target amount was exceeded, review if 
the Utilities had sufficient reserves and 
could tap spot market at a cost below 
their contract call options.  

    
D.04-01-050 IV. (B.) 4. Utilities must rely on formal RFP 

process for long-term generating 
capacity resources; utilities can 
present applications for certificates 
of public convenience and necessity 
(CPCN) for projects that are utility-
owned or utility-built; utilities must 
present evidence and justification 
as to why this structure is preferable 
and how cost containment should 
be addressed. 

Confirm that the Utilities used a RFP 
process for increasing generating 
capacity. 
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Decision Section Requirement Major Testing and Test Questions 
    
04-01-050 IV. (B.) 6. (e) Sets permanent ban on affiliate 

transactions for procurement with 
exceptions:  
1. "Anonymous" transactions  
2. SDG&E and SoCalGas, and 
PG&E and affiliates so long as 
transactions are found necessary 
and beneficial for ratepayer interest  
3. Grandfathering of existing 
contractual relationships with 
affiliates for the life of the plant 

Verify that affiliate transactions can be 
justified following the exceptions 
guideline per D.04-01-050.  

    
D.04-01-050 IV. (C.) 2. In dealing with non-investment 

companies, utilities must use credit 
mechanisms (guarantees, surety 
bonds, etc); with investment-grade 
counterparties, the utilities are 
allowed to impose their own credit 
thresholds 

With regard to the 
transactions/contracts with non-
investment counterparties, verify proper 
credit mechanisms were in place 
following the guideline in D.04-01-050.  
 
If no such credit mechanisms were in 
place, review other justifications 
provided by Utilities for reasonableness; 
document the results.  

    
D.04-01-050 V. (A.) 2. Can begin to procure for 2005 

needs by entering into short term 
contracts with duration periods of 1 
year or less. 

Verify that sampled contracts / 
transactions were duration period of 1 
year or less, if procured for 2005 needs.  

    
D.04-01-050 V (B) 7 c (3) 

 
Utilities are required to sign SO1 
contracts of five years in duration 
with QFs wishing to provide power 
at short-run avoided cost (SRAC) 
prices 

Verify that the IOU compiled with 
signing SO1 contracts as required. 

    
D.04-01-050 V (B) 7 c (3) 

 
Issue of QFs with expired or soon-
to-be-expired utility contracts will be 
resolved in one of these ways: 
1. Voluntary QF participation in IOU 
competitive bidding processes 
2. Renegotiation by the QF and the 
IOU on a case-by-case basis of 
contract terms 
3. Five-year SO1 contracts with the 
understanding that appropriate 
revisions by the Commission to the 
QF pricing methodology will flow 
through to the renewed contracts 

Verify that the IOU followed the 
procedures for QF's with expired or 
soon-to-be-expired utility contracts. 
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Decision Section Requirement Major Testing and Test Questions 
D.04-01-050 V (B) 7 c (4) 

 
New QFs proposing to provide 
power that tracks the utility's actual 
needs are entitled to an agreement 
to provide energy and capacity 
needed by the utility; utilities are not 
required to offer standard contracts 
to new QFs 

No separate testing needed. 
 

    
D.04-07-028 3. (3.1) 3.1.3 This decision relaxes the 

restrictions placed on negotiated 
bilateral contracts (D.03-12-062) - 
utilities are authorized to engage in 
bilateral negotiated contracts for 
capacity and energy from power 
plants where the purpose is to 
enhance local area reliability. 

(Clarification added to other testing in 
this document.) 

    
D.04-07-028 1. (3.1) 3.1.4 Clarifies that D.03-12-062 decision 

that spot market activities should 
not exceed 5% of monthly needs 
was only a guideline. If utilities see 
the need to engage in spot 
transactions to enhance local area 
reliability, they should do so even if 
it pushes them above the 5% 
monthly need. 

(Clarification added to other testing in 
this document.) 

    
 



 

 
FINAL REPORT by Virchow Krause & Company, LLP 

75

 
Decision Section Requirement Major Testing and Test Questions 
    
D.04-12-048 III C IOUs should use the Energy Action 

Plan (EAP) loading order when 
soliciting resources (energy 
efficiency and demand side 
resource, renewable generation 
resources, (including renewable 
DG), clean fossil DG & efficient 
clean fossil generation resources. 
When these opportunities are 
captured, renewable generation is 
to be procured to the fullest extent 
possible – whenever an IOU issues 
a Request for Offer/Proposal 
(RFO/RFP) for generation 
resources, it must justify its 
selection of fossil generation over 
renewable generation offers. 
 

Determine if the IOUs followed EAP 
loading order when soliciting resources 
and employed energy efficiency and 
demand-side resources first.  
 

- Did the IOUs follow the EAP 
loading order in their forecasts? 
(The EAP’s “loading order” 
framework identifies certain 
demand-side resources as 
“preferred” because they work 
towards optimizing energy 
conservation and resource 
efficiency while reducing per 
capita demand, as well as 
certain preferred supply-side 
resources. The EAP loading 
order is: energy efficiency and 
demand response; renewables 
[including renewable DG]; clean 
fossil-fueled DG; and finally 
clean fossil-fueled 
central-station generation). 

- Did the IOUs justify its selection 
of fossil generation over 
renewable generation offers in 
their RFO/RFPs? 

    
D.04-12-048 IV A3 Lists the MW targets for each IOU 

for Demand Response. This should 
be 3% of their annual system peak. 
(4% 2006) Annual system peak is 
defined as the "peak for their 
respective territories inclusive of all 
their customers taking services 
within their boundaries". The IOUs 
are supposed to recalculate their 
annual peak and make sure their 
target is correct. 

Determine if utility met MW targets and 
goals for demand response forecasts 
established for 2005. 
 

- Did they recalculate the annual 
system peak correctly and revise 
their DR goals to be 3% of their 
annual system peak?   

- Did they meet their DR goals? 
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Decision Section Requirement Major Testing and Test Questions 
    
D.04-12-048 V In general, IOUs are directed to 

procure the maximum feasible 
amount of renewable energy in the 
general solicitations authorized by 
this decision, and will be allowed to 
credit this procurement towards 
their RPS targets.  
 

Determine if the IOU procured the 
maximum feasible amount of renewable 
energy.  
 

- Did the IOU procure the 
maximum feasible amount of 
renewable energy?   

- Did the solicitation consider 
renewable resources?   

- Did the IOU select the renewable 
bidder when cost-effective to do 
so? 

    
D.04-12-048 V The all-source solicitation should 

consider renewable resources as 
follows: in preparing its RFO, the 
IOU will identify the specific types of 
electricity products it is seeking, and 
will employ the least cost-best fit 
method of bid evaluation. This 
requires that a renewable bidder be 
responsive to the IOU’s expressed 
power needs – i.e. meets the “best 
fit” criteria. In this instance, the IOU 
will employ the GHG adder 
discussed below in comparing the 
bid prices of the renewable and 
nonrenewable options. If the 
renewable resource is cost-effective 
when the adder is included (i.e. its 
bid price is less than or equal to the 
fossil generator’s bid price), the IOU 
is to select the renewable bid. Thus, 
the renewable generator must both 
provide the specific product sought, 
and be cost-effective when the 
GHG adder is employed, in order 
for the “maximum feasible” standard 
to be in effect. 

Same as above. 
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Decision Section Requirement Major Testing and Test Questions 
    
D.04-12-048 VI For long-term needs, Contracts 

with duration five years or longer by 
submitted to the Commission for 
preapproval. The approval process 
of renewable contracts will differ 
depending on whether the contract 
is procured via an all-source or RPS 
solicitation. As determined in D.04-
07-029, renewable contracts from 
an RPS solicitation will be 
submitted to the Commission for 
approval with advice letters. 
However, renewable contracts from 
all-source solicitations must be 
submitted with an application. 

Determine if the IOU submitted the 
required application/advice letter for a 
contract with duration five years or 
longer to the Commission for pre-
approval. 
 
 

- Did the IOUs file appropriate 
application/advice letter for 
contracts with duration five years 
or longer? 

- Were the contracts with duration 
five years or longer entered after 
the commission approve all 
contract terms greater than 5 
years? 

    
D.04-12-048 VI For long term contracts, the IOUs’ 

procurement authority is on a rolling 
10-year basis, given that the long-
term procurement plans cover a 
ten-year period and they will be 
updated and reviewed every two 
years.  

Verify that the IOUs did not execute 
contracts with duration over ten years. 
 
 
 

    
D.04-12-048 Pg 245 Lift ban on long-term affiliate 

transactions for transactions 
entered into through an open and 
transparent solicitation process, and 
maintain the ban on short-term 
affiliate transactions. 

Use this updated information for the 
affiliate transactions testing. 
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Decision Section Requirement Major Testing and Test Questions 
    
D.04-12-048 VI E Clarification on D.03-12-062: 

Authorized IOUs to conduct 
procurement using negotiated 
bilateral agreements for 
transactions of up to three calendar 
months, or one quarter, forward; 
and that the utilities will consult with 
their PRGs for transactions with 
delivery periods of greater than 
three calendar months, or one 
quarter. Also, clarifies that D.03-12-
062 authorized IOUs to conduct 
procurement using an electronic 
auction format for execution of 
competitive solicitations, among 
other transactional methods. The 
authorized products are good for 
short-, medium-, and long-term 
procurement. (See Table) 

Verify that negotiated bilateral 
agreements do not exceed three 
calendar months, or one quarter, 
forward.  
 
Verify the IOU's are in compliance with 
the Commission approved products and 
transactions processes according to the 
clarifications on 03-12-062 provided in 
04-12-048.  
 

    
D.04-12-048 VIII (A) 2 and 

(D) 
Sets requirements for all-source 
solicitations. (See pp.126-7 and 
140-1 for list of requirements) 

Verify that requirements for all-source 
solicitations were followed. 

    
D.04-12-048 VIII C For IEs (Independent Evaluators), 

the Commission acknowledges the 
detailed IE guidelines set forth by 
FERC in its recent July 2004 and 
generally endorse them. The 
Commission determined that we will 
not allow the IEs to make binding 
decisions on behalf of the Utilities. 
We will require the use of an IE in 
resource solicitations where there 
are affiliates, IOU-built, or IOU-
turnkey bidders. However, the 
Commission will not require that the 
IEs administer the entire RFO 
process. The IOU shall consult with 
its IE and PRG on the design, 
administration, and evaluation 
aspects of the RFO to ensure that 
the overall scope is not 
unnecessarily broad or otherwise 
too narrow. (Refer to pp.131-133 for 
FERC requirements). 

Verify that Independent Evaluators were 
involved in resource solicitations where 
there are affiliates, IOU-built, or IOU-
turnkey bidders. 
 
With respect to the above projects, 
verify that the IOUs consulted with its IE 
and PRG on the design, administration, 
and evaluation aspects of the RFO. 
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Decision Section Requirement Major Testing and Test Questions 
    
D.04-12-048  During 2005, any QF contract that 

expires after 12/31/2005 can not 
have the contract extended 
according to SO1 (set in 04-01-
050). The only recourse is to 1. 
participate in any upcoming power 
solicitations or 2. negotiate bilateral 
contracts with Utilities. (later in Dec 
of 2005 the IOUs can extend 
contracts expiring in 2006 according 
to 04-01-050) 

This information was incorporated into 
the SO1 extension testing above.  
 

    
D.04-12-048 VIII E Utilities shall employ S&P 

methodology for debt equivalence, 
using a 20% risk factor when 
evaluating bids in an all-source 
solicitation. (The Commission 
believes that the 30% S&P risk 
factor is too high to be reasonable 
and fair to all PPAs.). This DE 
methodology should be used by the 
utilities and/or the IE when 
evaluating bids in an all source and 
RPS RFO. The IOUs will also need 
to demonstrate, on a total portfolio 
basis, the DE impact of the PPAs in 
the Cost of Capital proceeding. 

Determine that the Utilities employed 
the DE methodology as defined by the 
Commission when evaluating PPA bids. 
 
Verify that a 20% risk factor was used 
for the DE calculation. 
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SAN DIEGO GAS AND ELECTRIC COMPANY 
SCHEDULE OF INFORMATION REQUESTS 

 
The following summarizes the majority of the information requests issued to 
SDG&E. This list has been modified to remove confidential information and any 
direct references to particular transactions, counterparties, volumes, prices, etc. It 
has also been modified to exclude any investigations into particular transactions 
or processes and many clarifying questions related to data received from the 
utility. 
 
 Information Requested 

  
1 Copies of all review processes, policies and procedures used to 

implement and perform the adopted procurement plans. Including: 
 - Process mapping and documentation regarding assembly of quarterly 

filings 
 - Any internal policies and procedures manuals and process maps 

regarding energy procurement transactions 
 - Policies and procedures for competitive solicitations including ranking 

of offers and bid selection 
2 Procurement organization chart, including decision makers up to the 

Board level that approve procurement transactions (staff, management, 
committees, etc.). Also company wide organization chart 

3 Sarbanes-Oxley documentation and testing results in the areas of energy 
procurement as documented in the quarterly filings 

4 List of all procurement reports including frequency and location if publicly 
available 

5 Any non-public decision appendices relating to short-term and long-term 
procurement procedures 

6 A listing of all procurement related advice letter filings for 2005 
7 List of all PRG meetings, copies of presentations and meeting minutes 

related to procurement plans for 2005 
8 2005 approved short-term procurement plans and long-term procurement 

plans 
9 Actual hourly and daily peak load data for 2005 

10 List of all procurement contracts/transactions entered into by year for 
2005. Please categorize by type of contract (forward spot, real-time, 
capacity, etc). Also for each contract please list the period of duration, 
method used to procure, and the counterparty 

11 Monthly portfolio risk report that shows the estimated portfolio risk 
12 Copy of long-term energy efficiency plans filed with CPUC 
13 List of all affiliates as defined by D.02-10-062 & D.03-06-076 
14 Provide listing of all QF contracts that were active during 2005 with brief 

description including nameplate and MW's 
15 List of all energy efficient programs with expenditures and budget 
16 Demand response data and backup (monthly demand response reports) 
17 ERRA filings for 2005 
18 List of Demand Response programs. 
19 Resource mix used to meet demand on peak day load per month. 
20 2005 procurement plan 
21 Year-ahead preliminary load forecasts (submitted each spring) for 2004 
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 Information Requested 
  

22 Hourly load forecasts (including peak demand) submitted to the CEC, 
including previous-year actual 

23 Procurement organization charts for 2005 including all revisions 
24 Employee Code of Conduct policies and procedures for 2004 including 

any revisions 
25 Credit policies for 2005, including all revisions 
26 Monthly cost information for the PEEBA (Electric Procurement Energy 

Efficiency Balancing Account established in Advice Letter 1552-E to 
comply with Decision 03-12-062) for 2005 

27 Monthly recorded power sale revenues for 2005 
28 Hourly operating reserve margins and planning reserve margins for all 

quarters 
29 Standard contract terms and conditions 
30 Trader delegations of authority (trader limits) 
31 Detailed job descriptions for all relevant employees 
32 All appendices for all relevant advice letters that were not publicly 

available  
33 Internal and external audit reports for energy procurement cycles for 2005 
34 Documentation of work conducted by the Audit Service Group related 

specifically to the energy procurement group 
35 Documentation on all 2005 transactions that did not use a WSPP or EEI 

contract including transaction type, procurement method and contract 
description 

36 Listing of all forward contracts initiated and completed in 2005 
37 Information to verify credit mechanisms for non-investment grade counter 

parties 
38 Listing of actual Hourly MW's available to serve load 
39 Listing of RFOs, any analysis prior to RFO provided to PRG Procurement 

Review Group, bid summaries and analysis, selection process 
documentation, any independent analysis and written comments 

40 Documentation of activities performed by the Utilities Risk Management 
committee 

41 Copy's of SO1 contracts for QFs that have been in operation and under 
contract to provide power with an IOU between Jan 1, 1998 and the 
extended date, and set to expire before Jan 1, 2005 and the extended 
date 

42 List of the solicitations for renewable resources and list of the contracts 
for renewable resources 

43 Provide listing of procurement related non-investment grade 
counterparties for 2005 

44 Internal Audit reports as they relate to SOX testing for energy 
procurement 

45 General Ledger Transaction detail for energy expenditure related 
accounts  

46 Listing of all ERRA monthly reports and account statements 
47 Index of Corporate Policies (Conduct, Compliance and Policies) 
48 Code of Conduct documents 
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 Information Requested 
  

49 Sampled transactions for procurement types (Day Ahead, Hour Ahead and 
Term) 

50 Information on sampled gas transactions for 2005 
51 Copy of bilateral contracts in 2005 and their confirmation letters 
52 Non-redacted version of Advice Letter 1676 
53 Portfolio Risk Reports filed with the Commission's Energy Division 

measuring risk on a 12-month rolling basis at a 99% confidence level 
54 Dates and supporting information when portfolio risk exceeded 125% of 

CRT. Where your estimated portfolio risk (measured at the 99th 
percentile) exceeds 125% of the CRT, please provide the following: 

 - Evidence of meeting with PRG to discuss the underlying risk drivers 
and factors affecting the change in portfolio risk 

 - Documentation of decision whether or not specific hedging strategies 
and/or plan modifications were needed to reduce portfolio risk to 
within the CRT threshold 

 - If plan modifications were deemed necessary, provide the expedited 
applications filed for plan modifications and evidence they were filed 
within 15 days of the PRG meeting 

55 Provide listing of all procurement related investment and non-investment 
grade counterparties 

56 Meeting minutes for all PRG meetings, as well as the monthly meetings as 
included in quarterly compliance filings 

57 List of OTC transactions. For all OTC transactions, provide the 
comparison of prices obtained by OTC brokers to prices on more 
transparent market exchanges 

58 List of any transactions that span more than 90 days, including 
transaction type, start and end dates and times, volumes, dollar amounts, 
trader names, counterparties, procurement method, brokers, etc for 2005 

59 List of any transactions that span more than 30 days, including 
transaction type, start and end dates and times, volumes, dollar amounts, 
trader names, counterparties, procurement method, brokers, etc. for 2005 

60 List of non-standard products including transaction type, start and end 
dates and times, volumes, dollar amounts, trader names, counterparties, 
procurement method, brokers, etc. for 2005 

61 List of new products, services or methods of trading in 2005 
62 List of internal procurement reports, which may include daily/regular 

queries and standard internal reports, exception reports, the daily liquidity 
and the customer risk tolerance report. Provide a sample copy of each 
report listed in this response 

63 Documentation on whether the Commission or PRG requested analyses 
and outputs related to PROSYM model, FEA model or VaR model 

64 Copies of the 2005 audited financial statements, footnotes and 
management letter if applicable 

65 Cover pages for Advice Letter 1767-E Q4 2005 
66 Copy of trader limits consistent with Corporate approval and Commitment 

Policy (related to the electric trading process flow map) 
 



 

 
FINAL REPORT by Virchow Krause & Company, LLP 

84

 
 Information Requested 

  
67 Copy of the trade plan (related to the electric trading process flow map) 
68 Copy of the Risk Management policies and procedures (related to the 

electric trading process flow map) 
69 Complete list of 2005 employees 
70 Information to verify that credit mechanisms (surety bonds, guarantees, 

collateral, etc.) was collected for the non-investment grade counterparty 
transactions, from the previously sampled data 

71 Break-even spot prices for all sampled bilateral transactions, including 
hour-ahead transactions 

72 Investment ratings for the following companies (preferably a screen print 
from the credit rating agency)(note: listing removed) 

73 Western Systems Power Pool agreement used in 2005 
74 2005 12 month rolling CRT calculation for all months of 2005 
75 How do we verify that surety bonds/guarantee/collateral, etc was collected 

for transactions with non-investment grade counterparties? 
76 How can we tie out the monthly charges to the ERRA account? 
77 How can we verify that transactions were solicited so that the identity of 

seller and buyer is anonymous? 
78 If a transaction was done by OTC broker, how can we verify that prices 

are equivalent to anonymous exchanges? 
79 For each gas transaction, please provide whether a needs analysis was 

performed and justified by an open position 
80 For each selected gas transaction, please provide justification for product 

selection 
81 For each selected gas transaction, please provide risk impact and VaR 

impact discussions 
82 Provide information on whether a QF contract was extended and 

procedures followed. 
83 Describe how financial gas transactions correspond to the approved 

procurement plan and the approved method which was used. 
84 For the sampled swap transactions provide the risk management strategy, 

whether the target price was met and why this type of transaction was 
chosen 

85 Listing of approved brokers and exchanges for 2005 
86 The 2005 internal credit rating and the approved credit list for the 

approved counterparties 
87 Information on VaR performance 
88 Listing of 2005 members of the Energy Risk Management Oversight 

Committee 
89 Listing of all transactions with affiliates 
90 Confirmation on cut transactions 
91 Needs analysis for selected transactions 
92 Update response with the expiration date for guarantees for selected non-

investment grade counterparties 
93 Information to tie two transactions to the ERRA report 
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