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OPINION ON BASE RATE REVENUE REQUIREMENT
AND OTHER PHASE 1 ISSUES

1. Introduction

1.1. Summary of Decision

Returning Southern California Edison Company (SCE) to conventional
cost-of-service ratemaking after a six-year hiatus, we set the company’s
authorized base rate revenue requirement at $2.814 billion for the 2003 test year.
On an annualized basis, this represents an increase of $73 million (2.66%) above
SCE’s present base rate revenue of $2.741 billion for 2003. SCE had requested an
increase of $251 million (9.2%). The test year revenue requirement authorized
herein will be implemented in accordance with Decision (D.) 03-05-076 and
related determinations made in this decision.

SCE’s base rate revenue requirement covers the costs of operating,
maintaining and investing in the utility’s generation, distribution, and central
office functions. It excludes such costs as fuel, power procurement, and public
purpose programs. In D.03-07-029 we provided for the reduction of SCE’s retalil
rates by $1.249 billion annually upon the utility’s recovery of the balance of its
Procurement Related Obligations Account (PROACT). This reduction was
calculated using an estimate of the total bundled service ratepayer revenue
responsibility of $8.472 billion, which includes the share of the Department of
Water Resources revenue requirement paid by SCE’s customers. Thus, the base
rate revenue requirement that we authorize today, while substantial, represents
approximately one-third of the consolidated revenue requirement being paid by
SCE’s bundled service customers. The adopted test year base revenue

requirement increases the bundled revenue requirement by 0.86%.

176063 -2-
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Pursuant to the Commission’s order in D.03-07-029, SCE’s electric rates
will be increased on a system average percentage change (SAPC) basis to give
effect to the base rate revenue requirement increase adopted today. In Phase 2 of
this proceeding, the Commission is evaluating proposals regarding the allocation
of revenue requirement responsibility to customer classes and the design of rate
structures.

We approve SCE’s request to establish a late payment charge for
residential customers along with an exemption for customers enrolled in the
California Alternate Rates for Energy (CARE) program. We also approve in part
SCE’s request to adjust its charges for returned checks, reconnects, service
establishment, and field assignment. We do so to more closely align rates and
charges with the principle of cost causation. We adopt standards for various
areas of customer service and require that compensatory rebates be paid to
affected customers when SCE fails to meet those standards.

We adopt, with revisions, SCE’s proposed “post test-year ratemaking”
(PTYR) mechanism to adjust the authorized revenue requirements for 2004 and
2005. The PTYR mechanism ties capital forecasts to actual projects in SCE’s
budget subject to a true-up procedure. In connection with the PTYR mechanism,
we approve a refueling and maintenance outage expense recovery mechanism
for San Onofre Nuclear Generating Station Units 2 & 3 (SONGS 2 & 3).

This decision reviews certain 1997-98 generation capital additions,
consideration of which was transferred from Application (A.) 99-04-024 to this
proceeding. SCE is authorized to recover costs associated with $30.937 million in
capital additions found to be reasonable.

Proposals by SCE and other parties to establish a system of safety,

reliability, and customer satisfaction performance incentives are granted.
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Finally, in this decision, we examine certain of the roles fulfilled by SCE on
behalf of its customers and other stakeholders. We review and comment on
SCE’s role with respect to integrated resource planning and whether it should be
prepared to build or buy utility-owned generation capacity to serve its
customers. We also review SCE’s Women, Minority, and Disabled Veterans
Business Enterprise (WMDVBE) program and the diversity of its workforce.

With this decision, Phase 1 of this general rate case (GRC) proceeding is
concluded. Phase 2 of this proceeding addresses SCE’s pricing proposals and
will be resolved by future order of the Commission. This proceeding therefore

shall remain open.

1.2. Background
In SCE’s last GRC, D.96-01-011 established SCE’s authorized revenue

requirement for the 1995 test year. Pursuant to D.96-09-092, SCE has operated
under a PBR mechanism since January 1, 1997. Pursuant to D.01-06-038 and
D.02-04-055, the PBR mechanism remains in effect, with modifications, until it is
superseded by the issuance of a decision in SCE’s next GRC, i.e., the instant
proceeding.

On May 3, 2002, SCE filed A.02-05-004 seeking, among other things, an
increase in its authorized test year 2003 base rate revenue requirement. SCE
originally sought authorization for revenues of approximately $3.065 billion for
2003, which represented an increase of $286 million (10.3%) above the currently
authorized base rate revenue as then calculated. During the course of the
proceeding, SCE revised both its request and its calculation of present revenue.
Based upon its latest calculations, SCE now seeks authorization for base revenue
of approximately $2.992 billion for 2003. This represents an increase of

$251 million (9.2%) above the base rate revenue, now calculated at $2.741 billion.
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SCE also seeks authority to establish a post test-year ratemaking mechanism that
would set the authorized base revenue requirements for 2004 and 2005. In
addition, SCE seeks authority to establish a late payment charge for residential
customers, and to increase various fees such as charges for returned checks,
service establishment, and reconnection.

The Commission instituted Investigation (I.) 02-06-002 on June 6, 2002, to
allow the Commission to hear proposals other than SCE’s, and to enable the
Commission to enter orders on matters for which the utility may not be the
proponent. The Commission ordered that A.02-05-004 and 1.02-06-002 be heard
on a consolidated evidentiary record.

Prehearing conferences were convened on June 13 and November 1, 2002.
Public participation hearings were held at 14 locations throughout SCE’s service
territory in October 2002. Direct and rebuttal evidentiary hearings were held
before Administrative Law Judge (ALJ) Wetzell on 38 days from November 2002
to March 2003. Briefs were filed on April 18, 2003 and reply briefs were filed on
May 28, 2003.1 SCE and San Diego Gas & Electric Company (SDG&E) served
update testimony on May 9, 2003. Phase 1 was submitted for decision on
October 23, 2003. Final oral argument before the Commission was held following
the issuance of the ALJ’s proposed decision.

In addition to SCE, the active parties in Phase 1 of this proceeding were the
Office of Ratepayer Advocates (ORA), Aglet Consumer Alliance (Aglet), The
Utility Reform Network (TURN), SDG&E, the Coalition of California Utility

1 The procedural schedule had provided for the filing of reply briefs on May 5, 2003.
(Administrative Law Judge’s Ruling on Post Hearing Procedures, March 11, 2003, pp. 2-3.)
By a ruling issued on April 30, 2003, the ALJ struck SCE’s brief, directed SCE to refile its
brief subject to a page limit, and set May 28, 2003, as the filing date for reply briefs.
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Employees (CUE), The Greenlining Institute (Greenlining),2 the California
Disabled Veterans Business Enterprise Alliance (DVBEA), the Natural Resources
Defense Council (NRDC), and the County of Los Angeles (LA County). The
positions taken by the parties are described throughout this opinion.

ORA, Aglet, and TURN have taken positions affecting the forecast of SCE’s
base rate revenue requirement. As set forth in the March 2003 Joint Comparison
Exhibit (Exhibit 403), ORA’s base rate revenue requirement recommendation for
2003 is $2.625 billion, or $364 million less than SCE’s request.? Due to the
complexities of calculating revenue requirements reflecting parties’ positions on
the various underlying components, Exhibit 403 does not include a calculation of
the revenue requirement recommendations associated with the positions of Aglet

or TURN.

2. Preliminary Matters
Our primary task in this decision is determining the just and reasonable

base revenue requirement for SCE for the 2003 test year. We accomplish this
task, as well as the resolution of the other Phase 1 matters at issue, by evaluating
and resolving approximately 150 separate issues, most of which were contested.

We will first address certain overarching matters that warrant discussion.

2 Greenlining participated jointly with the Latino Issues Forum. We follow
Greenlining’s convention of referring to these joint parties as Greenlining.

3 This does not reflect SCE’s final recommendation as set forth in the May 2003 update
testimony (Exhibit 411), because that exhibit does not include an updated calculation of
ORA’s revenue requirement recommendation. However, we expect final difference
between SCE’s and ORA’s recommendations to be similar to the $364 million difference
calculated in March 2003. This is because the difference between SCE’s March 2003 and
May 2003 revenue requirement requests is due to updated labor and non-labor
escalation rates upon which both parties agree, as set forth in Exhibit 412.
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2.1. The Utility’s Showing
In a 1992 SDG&E proceeding, the Commission stated its expectations for

utility showings in GRCs:

The purpose of a general rate case is to develop and adopt sound,
informed estimates of the reasonable costs to be incurred in the test
year. We know that our adopted levels of revenues and expenses
may be at variance with actual experience. However, we must be
sufficiently informed to know that adopting a given estimate makes
sense. Part of this process involves making sure that we do not
repeatedly approve revenues to meet a one-time cost. When a
utility’s expense estimate includes the performance of a task it had
planned to accomplish with previously authorized funds, we will
want to know why the utility did not spend its funds as planned the
first time around and will be hesitant to charge ratepayers twice for
the same expense. In addition, we want to be confident that the
activities being undertaken by the utility are lawful and otherwise
consistent with public policy. (D.92-12-019, 46 CPUC 2d 538, 555.)

The company often does not even mention the name of major
programs or activities and almost never adequately explains its basis
for forecasting related costs. The application often makes only a
general request for funds without providing a reasonable, well-
explained justification.# While approving [the settlement at issue in
that decision], we wish to make it clear to SDG&E and other utilities

4 In an endnote at this point, the Commission further explained the problems it found
with SDG&E’s initial GRC showing:

Often, SDG&E simply states that “1988 base year recorded costs were
adjusted as follows...” Although this type of explanation might help a
reader to understand where the cost figures came from, it does not
provide a justification. Why is it appropriate to use a 1988 base year
recorded cost for this account? What changes are expected in staffing and
operations? Why are the specified adjustments appropriate? How were
they calculated? These types of questions should be easily answered by
the initial showing. (Id., 764.)
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that the initial showing in the current case does not meet our
requirements.s (I1d.)

Discussion

SCE seems to have taken at least some of the 1992 Commission’s concerns
to heart in this proceeding. The volume of material that SCE submitted in its
direct and rebuttal evidentiary showings was nothing short of massive, and SCE
claims that it submitted “the most comprehensive showing SCE has ever made.”
(SCE Opening Brief, p. 1.) SCE states that it submitted more than 5,400 pages of
prepared direct testimony (not including rebuttal testimony). For administrative
and general (A&G) issues alone, SCE included 1,500 pages of prepared testimony
supported by 10,340 pages of workpapers, sponsored by 35 witnesses. In
comparison, in its last GRC SCE’s showing included 400 pages of prepared A&G

5 In an endnote at this point, the Commission elaborated on it expectations for utility
showings in GRCs:

SDG&E’s guarded initial showing may be a product of a protective,
litigative instinct. All too often, utilities offer only the most minimal
support for their rate requests, choosing instead to wait to see what
subjects appear to be of interest to DRA [the predecessor organization to
ORA]. Inresponse to DRA’s concerns, utilities then provide focused
rebuttal. (I1d.)

This strategy may be traditional, but it is not acceptable. Hopefully, the
company has done a more complete job of satisfying itself that a given
program or expense is worthwhile. We would expect the company to
make an equally convincing showing to this Commission when asking to
pass those costs through rates. Where a rate case is litigated or a
settlement is contested, the utility must provide a more detailed showing
for all of its requested revenue requirement, in order to sustain its burden
of proof. (1d.)
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testimony by nine witnesses. Moreover, SCE continued to think big when it
tendered an 856-page opening brief.6

Although we appreciate SCE’s apparent attention to the Commission’s
stated concerns about guarded initial showings, we are compelled to observe that
size alone does not constitute fulfillment of the utility’s obligation to explain and
justify its request. In fact, an overly massive utility showing can obscure the
utility’s substantial justification for its request (or lack thereof), thereby
detracting from the parties’ and the Commission’s ability to conduct timely
review and evaluation. We must question whether it is reasonable to attempt the
complete processing of any case with a volume of documentation that even
approaches “the most comprehensive showing ... ever” within the confines of
evolving expectations for the timely conclusion of our proceedings.

Accordingly, we now request that in presenting their initial rate case
showings, utilities work to provide the necessary justification with greater
attention to the need for economy of words and data. We are not in any way
retreating from our policy of requiring better initial utility showings than the one
we encountered in the 1992 SDG&E proceeding. We are simply directing utilities
to work at being more efficient in their presentations, which in turn should
enable the Commission to administer its proceedings with greater efficiency. We
invite utilities to consider, for example, whether the inclusion of a wiring
diagram that depicts the type of excitation system used at coal-fired generation
facilities adds needed evidentiary support for their funding requests. (See

Exhibit 17, pp. 67, 69.) Elimination of duplicative material may be helpful. (See

6 We affirm the ALJ’s ruling striking SCE’s initially tendered brief and directing SCE to
refile the brief subject to a maximum page limitation.
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Exhibit 55, pp. 9, 57.) We also invite utilities to review the Commission’s
discussion in D.93-04-056, where it proposed the use of exhibit and chapter
summaries to focus attention on what the request or issue really is, and whether
there is an explanation for it being found reasonable. (49 CPUC 2d 72, 88.). We
also ask that ORA and other intervenors make efforts to ensure that their
participation contributes to the efficient processing of our rate proceedings.

ORA reminds us that SCE must meet the burden of proving by clear and
convincing evidence that it is entitled to the relief it is seeking in this proceeding,
and that the burden is not on ORA or other intervenors to demonstrate that
SCE’s request is unreasonable.” We intend to hold SCE to this standard as we
examine individually the myriad components of SCE’s request.

As a general matter, with respect to individual uncontested issues in this
proceeding, we find that SCE has made a prima facie just and reasonable showing

unless otherwise stated in this opinion.

2.2. SCE’s Financial Health
SCE’s Chairman and Chief Executive Officer (CEO), Alan J. Fohrer,

testified that in the wake of the California energy crisis that brought SCE to the
brink of financial collapse, restoration of investor confidence is essential if the

company is to provide the service its customers expect. He went on testify that:

7 *[T]he long-standing and proper rule [is that a] utility seeking an increase in rates has
the burden of showing by clear and convincing evidence that it is entitled to such
increase.” (D.00-02-046, p. 38, citing D.90462, 2 CPUC 2d 89, 98-99.) See also D.00-02-046,
Conclusion of Law 6. (ld., p. 535, as modified by D.01-10-031, p. 45.)

-10 -
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Commission general rate case decisions have always been important
to investors’ assessments of regulatory support for a utility’s
continued financial well-being. In this instance, Commission
approval of SCE’s investment and operating plans is especially
important to signal a return to the supportive regulation historically
found in California. (Exhibit 1, p. 4.)

Discussion

We understand that the investment community is vitally interested in the
decisions of this Commission. We also recognize that an investor-owned utility’s
credit rating and its access to capital are of critical importance to its ability to
provide the infrastructure it needs to meet its customer service obligations.
However, we find no evidence convincing us that granting SCE the full amount
of its requested test year base revenue is a necessary precondition for the
company to achieve the financial health it requires to provide adequate utility
service. To the contrary, evidence introduced by Aglet shows that the company’s
financial condition has already improved greatly since the height of the state’s
energy crisis and SCE’s financial crisis. Indicators supporting this assessment
include an improved credit rating of BB by Standard and Poor’s in March 2002,
SCE’s achievement of certain standards marking progress towards its qualifying
for an investment grade rating, the payoff of defaulted obligations, a much-

reduced threat of bankruptcy, and the recovery of the PROACT undercollection.

-11 -
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We believe that our actions in response to SCE’s financial crisis have been
and will continue to be supportive of the utility, and we will consider SCE’s
creditworthiness as we consider the components of its GRC request.
Nevertheless, if we find that SCE has included unnecessary or unreasonable
expenses or capital projects in its GRC request, we will not hesitate to exclude the
item from ratepayer funding responsibility. Similarly, we will not approve
higher depreciation rates than we otherwise would solely in an effort to help SCE
achieve a better credit standing. In summary, our concept of “supportive
regulation,” unlike that of SCE’s CEO, apparently, includes support for the

interests of ratepayers as well as the interests of the utility and its investors.

2.3. Comparative Rate Levels
ORA points out that SCE’s rates are among the highest in the nation even
without the revenue increase sought by SCE in this GRC. The following facts

make ORA’s point and expand on it:

1. In 2001, SCE’s average residential rate was 13.29 cents per
kilowatt-hour (kWh), the California average was 11.40 cents per
kWh, and the national average was 8.47 cents per kWh.

2. From 1996 through 2001, SCE’s residential rates were between 9%
and 18% higher than the California average and 37% to 62%
higher than the national average.

3. In 2001, SCE’s commercial rates reached 17.04 cents per kWh
while the national average was 7.35 cents per kWh.

4. From about 1996 to 2000, SCE’s industrial rates stayed at
8.05 cents per kWh, then, in 2001, increased to 12.13 cents per
kWh, or about 240% of the national average.

-12 -



A.02-05-004 COM/SK1/ham

5. In 2001, SCE’s residential, commercial, and industrial rates were
even higher than those of Pacific Gas and Electric Company
(PG&E) and SDG&E, with the exception of SDG&E’s residential
rates.

6. In 2001, average California rates (including municipal utilities)
were 11.4 cents per kWh for residential service, 11.2 cents for
commercial service, and 7.6 cents for industrial service. While
these averages were considerably higher than national average,
they were still low compared to SCE’s rates of 13.29 cents,
17.04 cents, and 12.13 cents.

Arguing that high electricity rates are damaging to California’s economy
and to SCE itself (because some customers are able to bypass SCE’s system and
will do so if high rates make it cost effective to do so), ORA asks the Commission
to look at all rate case increase requests with skepticism, and to adopt only
reasonable rates that are supported by record evidence.

Discussion

The evidence shows that the electric rates of investor-owned California
utilities, particularly those of SCE, are comparatively high by several standards,
and that ratepayers and the California economy are being harmed by these high
rates. SCE’s attempt to change the topic to customer bills rather than high rates
does not change this fact, nor does SCE’s attempt to assign part of the blame for
high rates to the Division of Ratepayer Advocates (DRA), ORA’s predecessor.
ORA has also demonstrated that SCE’s high rates add to the threat of utility
bypass in various forms such as municipalization, firms moving operations out of
the utility’s service territory, and self-generation, and that residential ratepayers
who have fewer alternatives to utility service are the most threatened by bypass.

Of course, most of the rate comparison data supplied by ORA pertains to

the year 2001, a time of unprecedented electricity market disruptions and

-13-
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extraordinarily high commodity prices. It must be recognized that the high rate
problem in 2001 was in large part a reflection of the commodity market
conditions of that time. Indeed, while SCE’s base rate revenue requirement is
substantial, and determining its appropriate level is the major undertaking of this
GRC, it is worth noting that the outcome of this proceeding can at best provide
only a partial solution to the high rate problem. This can be seen by comparing
the difference between SCE’s and ORA’s revenue requirement recommendations
(%364 million) with the consolidated revenue requirements of $8.472 billion being
paid by SCE’s customers, as set forth in D.03-07-029. Even if ORA’s revenue
requirement recommendation were adopted in full, SCE’s electric rates might
remain high by national standards.

Regarding the high rate problem, ORA witness Phan testified that “[a]
regulated utility will continue to expand its services, personnel, rates, and
revenues until and unless it is halted from the outside.” (Ex. 113, p. 2-13.) In the
context of this GRC proceeding, we see our role as providing such an “outside”
check by conducting a thorough review of SCE’s request and, as discussed
earlier, holding SCE to its burden of proving that its revenue requirement request
is justified. In this manner, we ensure that SCE’s revenue requirement is set at a

level that does not contribute unnecessarily, if at all, to the high rate problem.

2.4. Forecasting Issues
A central feature of conventional cost-of-service method of ratemaking is

forecasting future test year costs using historical cost information as well as

current information regarding the utility’s operational and investment plans. In

-14 -
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this section, we address general principles applicable to forecasts of both

expenses and capital expenditures.8

2.4.1. Averaging and Other Methodologies
Several different methods can be used to calculate test year estimates of

expenses. These include linear trending, averaging, last recorded year, and
budget based estimates. In PG&E’s 1999 GRC, the Commission summarized

certain methodological issues as follows:

The Commission has recognized that there are different valid and
acceptable methods for account-by-account forecasting test year
costs in a GRC, including using a single recorded year's expenses. . .
and using multi-year average recorded costs . ... The question at
hand is which of these two methods yields the most accurate and
reliable forecast of test year expenses. In PG&E's test year 1990 GRC
the Commission described the following criteria for developing a
base estimate of test year expenses:

If recorded expenses in an account have been relatively stable for
three or more years, the 1987 recorded expense is an appropriate
base estimate for 1990.

If recorded expenses in an account have shown a trend in a certain
direction over three or more years, the 1987 level is the most recent
point in the trend and is an appropriate base estimate for 1990.

For those accounts which have significant fluctuations in recorded
expenses from year to year, or which are influenced by weather or
other external forces beyond the control of the utility, an average of
recorded expenses over a period of time (typical four years) is a

8 Unless indicated otherwise, references to Operations and Maintenance (O&M)
expenses are in year 2000 dollars and references to capital expenditures and capital
plant additions are in nominal dollars.
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reasonable base expense for the 1990 test year. (D.89-12-057, 34
CPUC 2d 199, 231.)

With respect to a particular account in that GRC (Account 588), the

Commission went on to state:

Absent a specific explanation of why 1987 recorded data best reflects
the estimated 1990 expenses of an account with fluctuating expense
levels and no discernible trends, we find it most appropriate to use a
four-year average as the base 1990 estimate. (ld., 238.)

(Re Pacific Gas and Electric Co., D.00-02-046, pp. 156-157 (quoting,
D.89-12-057, 34 CPUC 2d 199).)

While the foregoing passage arose in the context of electric distribution
expenses, the principles are consistent with findings the Commission has made in
the context of other expense categories. For example, the Commission addressed
forecasting methodologies in a 1989 decision on a water utility’s request for a rate

Increase:

Where it is clear that there is a trend of increasing expenses which
cannot be explained by inflation alone, and that such increases are
necessarily incurred in providing utility service, less weight should
be given to the constant dollar averaging method. On the other
hand, where it appears that an expense category is subject to year-to-
year variations, constant dollar averaging may be a more
appropriate method to smooth out such variations. (Re California
Water Service, D.89-04-060, 31 CPUC 2d 481, 506.)

Discussion

The forecasting principles discussed in D.00-02-046, D.89-12-057, and
D.89-04-060, quoted above, are generally appropriate and applicable here. Many
accounts reflect significant spending fluctuations from year to year, and in the
absence of information to the contrary (for example, information that expenses

have been stable over time and no discernible upwards or downwards trend

-16 -
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exists), we would ordinarily expect a multi-year average of recorded data to yield
a more reliable forecast than a forecast predicated upon a single year’s data.

Also, because utility spending plans may not always be implemented as
intended, budget-based forecasts generally will be given less weight than
forecasts based on recorded spending in the absence of a showing supporting the
contrary approach. For ongoing functions, a multi-year spending pattern, as
reflected in the recorded books of account, suggests a utility’s willingness and

ability to commit to a budgetary plan on a sustained basis.

2.4.2. Capital Expenditures & PBR
Aglet raises two forecasting issues associated with the utility’s return to

cost-of-service ratemaking. First, Aglet takes issue with SCE’s position that
capital spending associated with a program to replace aging distribution assets
(Infrastructure Replacement Program or IRP) was not reflected in rates in recent
years. Aglet acknowledges that IRP costs were not explicitly included in the base
revenue requirement that formed the starting point for SCE’s PBR mechanism.
However, Aglet disputes any contention that this means that SCE has been
unable to recover its IRP costs under PBR. This is because under PBR, where
allowable capital costs are based on a formula and are not tied to specific
projects, there is no way to determine with any precision what capital-related
costs are included in rates. At the same time, Aglet contends that in light of the
well-settled regulatory principle that utilities are not required to make specific
expenditures in exactly the same manner and amounts that underlie authorized
rates, it is reasonable to assume that all incurred costs are included in rates even
when the utility spends more than the authorized revenue requirement.
Moreover, Aglet notes that SCE recorded positive earnings in most

guarters that its PBR mechanism was in effect, suggesting that the company
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recovered its operating expenses, depreciation, and tax costs during that period.
Accordingly, Aglet urges that in determining the need for increased capital costs
for the IRP, we should recognize that present rates have recovered ongoing
capital-related costs of plant installed to date.

Second, Aglet asks that we recognize that in recent years under PBR, SCE
has had an incentive to recover capital-related costs in rates while not actually
spending on the IRP. Aglet urges that given the existence of this incentive, we
should be very cautious in approving additional capital costs for improvements
that were deferred during the SCE financial crisis.

Discussion

We accept as valid the theory that capital expenditures such as those
associated with the IRP have been included in rates during the term of SCE’s PBR
mechanism. To assume otherwise would require acceptance of the unreasonable
and unproven hypothesis that SCE’s PBR mechanism failed to provide the level
of revenues needed by the utility to meet its service obligations. With the return
to conventional cost-of-service ratemaking, this theory requires that we carefully
review the incremental capital expenditures for which SCE seeks recovery. In
particular, we will seek reasonable assurance that ratepayers do not contribute
twice for the capital-related costs of installed plant. Moreover, as discussed in
Section 3 of this decision, this theory applies as well to the return of SCE’s
nuclear generation from incentive to conventional cost-of-service ratemaking.

Aglet has also shown that SCE had an incentive to defer capital
expenditures with the expectation of a return to cost-of-service ratemaking. We
will heed Aglet’s call for caution in reviewing deferred projects. However, if a
deferred project is reasonably calculated to enable the utility to provide safe and

reliable service on a cost-effective basis, ratepayers have not already paid for it,
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and the deferral did not cause cost increases that could have reasonably been
avoided, we will not deny funding for that project solely because it has been

deferred.

2.4.3. Witness Qualifications
In rebuttal testimony an SCE witness suggested “that judgment,

experience, training and education are required to make an informed decision
regarding forecasts.” (Exhibit 299, p. 55.) SCE makes similar statements
elsewhere in its testimony.

Discussion

We accept this proposition, but we reject any implication that such
gualifications are the exclusive province of utility witnesses, who will invariably
have the most intimate knowledge of their area of operations. In other words,
ORA and intervenor analysts are entitled to offer and have us consider their
expert opinions based on informed judgment, even if they have never been
employed by a public utility.

Selecting the most appropriate method to forecast test year expenses is
ultimately a matter of informed judgment, and whether a witness is employed by
a utility or an intervenor, the exercise of judgment might be influenced by a
concern for results. With this in mind, we will carefully review each witness’s
underlying assumptions, analysis and logic before accepting the forecast

recommended by that witness.

3. Generation
SCE retains interests in nuclear, coal, and hydroelectric generation

facilities. SCE seeks base rate recovery of the costs of these assets, excluding fuel

costs recovered through the Energy Resources Recovery Account (ERRA)
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mechanism. SCE also requests rate recovery of certain 1997-98 capital additions,

consideration of which was transferred from A.99-04-024 to this case.

3.1. San Onofre Nuclear Generating Station
SCE owns a 75.05% share of San Onofre Nuclear Generating Station

(SONGS) Unit Nos. 2 and 3 and is also the operating agent for those units. SCE
also owns 80% of SONGS Unit No. 1, which has been permanently shut down. In
D.96-04-059, the Commission adopted the Incremental Cost Incentive Pricing
(ICIP) ratemaking mechanism for SONGS 2 & 3, a form of PBR under which SCE
recovers incremental operational costs through a cents-per-kWh payment. The
ICIP mechanism will continue in effect until December 31, 2003, after which
SONGS 2 & 3 will return to cost-based ratemaking consistent with D.01-01-061
and D.01-05-035. No party contests SCE’s proposed framework for conventional

cost-of-service ratemaking for SONGS 2 & 3.

3.1.1. SONGS 2 & 3 Capital

3.1.1.1. Introduction
For SONGS 2 & 3 plant that will be placed in service in 2004 and 2005, SCE

forecasts capital expenditures (excluding corporate overheads) of $81.7 million in
2004 and $63.2 million in 2005. SCE’s share of those expenditures, which reflects
its 75.05% plant ownership share, is $61.3 million in 2004 and $47.5 million in
2005. SCE reduced its estimate for the Used Fuel Pool Rack Modification by
$520 thousand in 2004 and by $571 thousand in 2005 upon accepting ORA’s
position on that project. SCE’s total capital expenditure forecast is reduced
accordingly.

ORA proposes the inclusion of capital expenditures (SCE share) totaling
$41.1 million in 2004 and $33.2 million in 2005. Compared to SCE’s forecast,

ORA's estimates represent reductions of $19.7 million in 2004 and $13.6 million in
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2005. As shown in Exhibit 403, TURN proposes reductions to SCE’s forecast of
$17.9 million for Marine Mitigation, $25.7 million for Used Fuel Storage, and
$1.9 million for Blanket Work Orders. The total difference between TURN and
SCE is $45.5 million (SCE share) for the two years.

3.1.1.2. Forecasting Methods

SCE contends that the correct way to forecast the SONGS 2 & 3 capital
budget is to make a project-by-project investigation of the actual work to be
performed. SCE’s forecast reflects this methodology.

For its forecast, ORA used both averaging and project-specific information.
ORA used five years of historical data (1996-2000) to estimate expenditures for
those capital additions that will be basically the same from year to year. For two
projects that ORA found to be fully vetted and approved through SCE’s internal
processes, the SONGS 2 & 3 Used Fuel Storage Project and Cycle 13 Used Fuel
Rack Modifications, ORA used project-specific information to develop its
forecast. ORA recommends disallowances for two other projects: Wetlands
Reclamation ($9 million for 2004 and $9 million for 2005, SCE share), and
Replacement of Offsite Sirens/Monitors ($2.7 million for 2004 and $300 thousand
for 2005, SCE share).

TURN objects to SCE’s forecast on the grounds that SCE substantially
underspent on planned capital additions during the ICIP period, and that the
company’s project-specific forecast amounts to double charging ratepayers for
certain activities that were planned in the past and included in ICIP rates. SCE
spent $182 million during the 1996-2003 ICIP period, or approximately 36% of the
$510 million forecast used in the establishment of the ICIP mechanism. The
actual spending was an average of $22 million per year during this period, and

the highest annual spending was approximately $36 million in 1998. In view of
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this underspending of nearly $330 million for the eight-year ICIP period, TURN
submits that SCE’s proposal to more than double the average spending of the
ICIP period is unjust and inequitable.

SCE acknowledges that recent historic averages of capital expenditures for
SONGS 2 & 3 can provide a helpful comparison for forecast capital expenditures
levels, but it claims that ORA’s forecast fails to provide sufficient funding for
projects necessary for continued safe, compliant, and reliable operation. In
addition, SCE finds fault with ORA’s averaging methodology because it failed to
escalate capital expenditures to constant 2000 dollars prior to applying the
five-year average methodology. According to SCE, correcting this
methodological error changes ORA’s recommendation for SONGS 2 & 3 capital
funding to $60.1 million for 2004 and $50.7 million for 2005 (nominal dollars at
100% level).

Discussion

A forecast that reflects the company’s actual plans for future capital
expenditures might seem to be more reliable than a forecast that is based solely
on the level of past investments. After all, the utility experts having the most
detailed knowledge of operational requirements should be in the best position to
know what capital additions are needed for future operations and what their
costs are.

However, utility spending plans are not necessarily carried out. In the first
place, there is no specific obligation under conventional cost-of-service or
incentive ratemaking to spend budgeted amounts during the relevant time
period. Moreover, as SCE witness Perez stated:

SCE cannot rigidly “fix” the detailed specific scope of capital work to

be implemented in future years. SCE requires flexibility to optimally
respond to changing NRC requirements, plant reliability or

-22 -



A.02-05-004 COM/SK1/ham

operability changes, results of studies and conceptual or preliminary
engineering, industry developments, replacement energy costs, and
other evolving factors. (Exhibit 9, p. 4.)

Given these many reasons why spending plans may not be carried out,
regardless of how much site-specific expertise went into the making of those
plans, a utility’s budget-based forecast may actually be less reliable than a
forecast based on historical spending data. Historical spending patterns reflect
not only past spending plans, but also the utility’s willingness and ability to carry
out those plans. It is instructive that SCE had forecast capital spending of
$510 million during the 1996-2003 period for the purpose of establishing the ICIP
mechanism, but it actually will have spent just slightly more than a third of the
forecast amount. Also, as ORA notes, SCE’s budget-based forecast of
SONGS 2 & 3 capital expenditures represents more than a doubling of the
1996-2000 average level of expenditures. Specifically, SCE forecasts spending
increases of 162% above the five-year average for 2004 and 103% above the
average for 2005.

Rebutting TURN'’s position on SCE’s underspending pattern, and TURN'’s
related contention that SCE’s forecast would lead to double charging ratepayers
for the same investments, SCE goes to great lengths to explain the history of the
ICIP mechanism. SCE focuses on the fact that the mechanism eliminated
retrospective reasonableness reviews of SONGS capital expenditures, and claims
that TURN is attempting to institute an impermissible review of the timing of
certain SONGS 2 & 3 expenditures in this proceeding. SCE is missing the point
of TURN'’s analysis, which is to determine the reasonableness of forecast
expenditures by, among other things, determining whether it can reasonably be
concluded that ratepayers have already paid, in whole or in part, for such

expenditures. This is a legitimate inquiry that does not in any way represent an
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after-the-fact reasonableness review precluded by the ICIP mechanism. We find
that TURN has raised a valid point, i.e., ratepayers have already made
contributions to the Used Fuel Storage and Marine Mitigation projects through
the ICIP rates.

All of these factors support the use of an average of actual expenditures as
being more reliable than a straight budget-based forecast of SONGS 2 & 3 capital
expenditures, and disallowances for specific projects to the extent necessary to
prevent double charging ratepayers for those projects. While SCE has provided a
substantial amount of material to justify various SONGS 2 & 3 projects included
in its capital forecast, it has not convinced us that it is reasonable to (1) ignore its
spending history, (2) assume that all of the justified projects will be carried out in
2004 and 2005 as planned, and (3) assume that ratepayers have contributed
nothing to any of the deferred projects during the ICIP period.

We will therefore adopt ORA'’s blended forecasting approach as the more
reliable method for determining SONGS 2 & 3 capital spending in this GRC.
However, we do not adopt ORA'’s specific capital spending recommendations.
First, ORA’s averaging approach requires correction to account for the effects of
inflation. Also, we do not adopt all of ORA’s project-specific recommendations,
and we adopt adjustments based on TURN’s recommendations. We turn our
attention to these project-specific recommendations, and then we present our
adopted forecast for SONGS 2 & 3 capital expenditures.

3.1.1.3. Used Fuel Storage Project

SCE projects that the SONGS 2 & 3 fuel pools will run out of space in July
2007 and March 2008, respectively. Construction of a temporary Used Fuel Dry
Storage Facility (dry cask storage) will provide necessary onsite spent fuel

storage capacity. SCE forecasts that it will incur capital expenditures of about
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$34 million (nominal dollars, 100% level; SCE’s share is $25.7 million) for the
Used Fuel Storage project in 2004 and 2005.

Based on its position that ICIP rates have already fully covered the costs of
the project, TURN recommends a disallowance of the entire $25.7 million sought
by SCE.

Discussion

SCE identified a used fuel storage project that it planned to build during
the ICIP period, but the project was deferred. While we reject any assumption
that ratepayers will have contributed nothing to projects such as the Used Fuel
Storage project during the ICIP years, we are not prepared to accept TURN’s
opposite assumption that ratepayers have fully paid for the project’s capital costs.
Nothing in the decisions leading to the establishment of the ICIP mechanism
suggests such precise attribution of the ICIP rate to specific projects is warranted.
TURN'’s proposal to explicitly disallow the entire amount of SCE’s projected costs
for the Used Fuel Storage project is denied. Because it is reasonable to determine
that ratepayers have made contributions to the cost of this project, but it is
impossible to calculate the precise amount of that contribution, the fairest
outcome is to assign equal cost responsibility for remaining costs of the project.
Accordingly, we allow 50% of SCE’s forecast cost.

3.1.1.4. Marine Mitigation Projects

SCE is required to mitigate impacts on the marine environment in
compliance with the Coastal Development Permit (CDP) issued by the California
Coastal Commission (CCC) for SONGS 2 & 3. These mitigation requirements
include development and implementation of a wetland restoration project to
mitigate fish losses and construction of an artificial kelp reef to mitigate impacts

on the San Onofre kelp reef. SCE forecasts that it will spend $13.2 million in 2004
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and $20 million in 2005 on marine mitigation projects (nominal dollars, 100%
level; SCE’s share for both years is $24.9 million).

TURN proposes a disallowance of $17.9 million, or all but $7 million of the
$24.9 SCE forecast for marine mitigation. TURN does so to prevent SCE from
recovering the same mitigation costs twice. TURN contends that the ICIP rates
provided for the recovery of $75 million in marine mitigation costs, and that the
forecast underlying the ICIP mechanism estimated that $7 million would be
spent after 2004.

ORA proposes disallowances of $9 million in 2004 and $9 million in 2005
associated with the restoration of 20 acres of wetlands at San Dieguito.

Discussion

As with the Used Fuel Storage project, TURN'’s recommended
disallowance is based upon the assumption that ratepayers have already paid for
the work (all but $7 million) during the ICIP period. Again, we are not prepared
to make such an assumption, and we therefore deny the recommended
disallowance. It is more reasonable to assume that a portion of the ICIP rate was
associated with marine mitigation costs, and that the use of a forecast that assigns
equal ratepayer and shareholder responsibility for remaining costs strikes the
most reasonable balancing of interests.

SCE has shown that ORA’s recommended disallowances associated with
20 additional acres of wetlands restoration at San Dieguito is inappropriate
because the restoration has no effect on customer rates. This proposed
disallowance will not be approved. The amounts in question ($18 million for
2004 and 2005, SCE share) are for the mandated restoration of 150 acres at the

San Dieguito site.
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3.1.1.5. Offsite Sirens and Monitors Project
SCE’s capital expenditure forecast includes $3.935 million (nominal dollars,

100% level; SCE’s share is $2.953 million) for replacement of off-site sirens and
monitors in 2004 and 2005. SCE originally installed the off-site siren system in
1982, and determined it needed replacement when it showed visible signs of
deterioration and spare components were no longer available from the
manufacturer. In addition, the software for the monitoring system is no longer
supported by its manufacturer. In 1999, SCE commenced a program to replace
the off-site siren system, even though it was then, and remains today, fully
functional and consistent with regulatory requirements.

ORA asserts that SCE unreasonably deferred the off-site siren and monitor
replacement project to 2004 and 2005, and should have performed it earlier. ORA
therefore proposes the removal of the forecast cost of the off-site sirens and
monitors from SCE’s capital expenditure forecast for SONGS 2 & 3.

Discussion

The evidence does not support a conclusion that SCE unreasonably, and
without cause, deferred this necessary project to the test period. In fact, SCE
began investing in the off-site sirens and monitoring replacement project in late
1999 under the SONGS 2 & 3 ICIP rate mechanism. SCE’s requested funding for
the off-site siren and monitoring replacement project is essential to providing a
seamless transition to the new system without risking public health and safety,
and should be allowed in rates.

3.1.1.6. Blanket Work Orders

TURN recommends disallowances of SCE’s increased spending on several
small work orders, including tools and equipment, computers, office equipment,
facilities, and spare parts. As shown in Exhibit 403, TURN’s recommendation

would result in a disallowance of $1.9 million.
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Discussion

TURN'’s analysis is not without merit. However, we are adopting ORA’s
forecast methodology, which relies on the averaging of historical expenditures,
which in turn results in disallowances of certain of SCE’s proposed expenditures.
We will not order additional disallowances for capital expenditures that are
covered by ORA'’s forecast. Doing so could result in an unfair duplication of
disallowances.

3.1.1.7. Conclusion — SONGS 2 & 3 Capital Expenditures

Applying ORA'’s blended forecasting approach, the corrections set forth in
Exhibit 280, Appendix B, and the project-specific determinations discussed
above, we adopt the following capital expenditures forecast for SONGS 2 & 3 for
2004 and 2005:

SONGS 2 & 3 Adopted Capital Expenditures

($1,000)
2004
Special Projects
Used Fuel Storage (50% of 22,325) 11,163
Marine Mitigation (50% of 13,200) 6,600
Used Fuel Pool Rack Modifications 1,206
Offsite Sirens and Monitors 3,635
All Other Projects 36,568
Total @ 100% of cost 59,172
SCE Share (75.05%) 44,409
2005
Special Projects
Used Fuel Storage (50% of 11,860) 5,930
Marine Mitigation (50% of 20,000) 10,000
Used Fuel Pool Rack Modifications 1,239
Offsite Sirens and Monitors 300
All Other Projects 37,575
Total @ 100% of cost 55,044
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| SCE Share (75.05%) | 41311

3.1.2. SONGS 2 & 3 Base O&M Expenses

3.1.2.1. Introduction
Although SONGS 2 & 3 will not be returned to conventional cost-of-service

ratemaking until 2004, SCE presented its O&M forecast for 2003 with the intent
that it will be escalated to 2004 and 2005 levels. SCE at first forecast O&M costs
of $147.8 million for SONGS 2 & 3 in 2003 (2000 dollars, SCE share). In its May
2003 update testimony, SCE increased its forecast to $148.4 million to reflect the
cost of increased annual fees assessed by the Nuclear Regulatory Commission
(NRC). This forecast is for what SCE considers to be base O&M, i.e., for normal
plant operations. It excludes refueling and maintenance outage-related O&M
costs, the amount and the recovery of which are addressed in Section 3.1.3.

SCE developed its base O&M forecast by analyzing recorded costs for the
years 1996-2000, making 34 “historical”” adjustments to remove cyclical and
unusual expenses incurred during the recorded period, and making 11 “future”
adjustments to incorporate anticipated cyclical and unusual activities and
expenses. It then selected what it considered to be the appropriate method for
converting the recorded/adjusted data into test year forecasts for various
functions and accounts, as described below.

SCE manages SONGS 2 & 3 in accordance with eleven functional groups:
Operations, Maintenance, Engineering, Site Projects, RadChemical Control,
Regulatory Affairs, Security, Training, Nuclear Support, Corporate Support, and
Participants. To reconcile this breakdown of functions with the Federal Energy
Regulatory Commission (FERC) Uniform System of Accounts, SCE organized

O&M costs by these functional groups and then, within each such group, by
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FERC Account. Using the recorded/adjusted costs for 49 of these functional
group/FERC account pairings, SCE developed labor, non-labor, and other cost
estimates for each such pairing using a forecast method such as last recorded
year; three-, four-, or five-year averaging; and three-, four-, or five-year linear
trending.

ORA recommends several revisions to SCE’s base O&M forecast. In
combination, ORA’s recommended adjustments result in a forecast of
$130.4 million (2000 dollars, SCE share), or $17.4 million less than SCE’s
“pre-update” forecast of $147.8 million. TURN recommends a reduction of
$1.7 million (2000 dollars, 100% share) for an adjustment related to workers’
compensation claims.

In the remainder of Section 3.1.2 of this decision, we address issues that
affect the parties’ base O&M expense forecasts, including disputes over
adjustments and forecast methods. Unless otherwise indicated, dollar figures in
the following discussion are in 2000 dollars, 100% share. Also, some dollar
figures stated below represent record evidence that predated submission of the
Joint Comparison Exhibit (Exhibit 403) and the update testimony (Exhibit 411).
Notation is made where these dollar figures are revised or updated in
Exhibits 403 or 411.

3.1.2.2. Training Credits Adjustment

In this historical adjustment (Adjustment #20), SCE removed credits to its
training program received from the State of California as part of its Employment
Training Program (ETP). The ETP provides for training for workers facing layoff
because of technological advances and foreign and domestic competition.
During the period May 1998 through May 2000, SONGS 2 & 3 was eligible to

participate in ETP because it was facing out-of-state domestic competition.
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According to SCE, SONGS 2 & 3 is no longer eligible to participate in the ETP
because, with the return to the cost-of-service ratemaking, it is no longer
confronted with out-of-state domestic competition.

Noting that SCE has not opted out of the ETP altogether, ORA proposes to
disallow this adjustment. This would reduce SCE’s O&M forecast by $367,000.

Discussion

The evidence shows that SCE is ineligible to participate in the ETP with the
return of SONGS 2 & 3 to cost-of-service ratemaking. Since SCE cannot
participate in the program, it would be unreasonable to establish the authorized
revenue requirement on the basis of an assumption that it will continue to receive
credits from the program. ORA'’s proposed disallowance of this adjustment is
rejected.

3.1.2.3 Deferred Activities Adjustment

ORA takes issue with SCE’s Adjustment #30, which SCE made to account
for certain deferred O&M projects. This historical adjustment is not described in
SCE’s direct testimony on generation, though they did describe the adjustment in
their rebuttal testimony as necessary to add expenditures back into the 1998-2000
period where they normally would have occurred. ORA describes the
adjustment, and its position regarding the adjustment, as follows:

Adjustments #29 and #30 refers (sic) to expenditures incurred for the
[Year 2000 (Y2K)] project. In Adjustment #29 SCE removes these
one-time Y2K support costs from the 1998 through 2000 historical
recorded period. However, in Adjustment #30 “Y2K Replenishment
of Nuclear Support Costs & Deferrals” SCE restores these same
amounts and adds additional amounts borrowed from other
departments to deal with Y2K. It states that *“to create funding for
the Y2K project, SCE required business units to reduce their O&M
expenditures. This one-time event resulted in deferral of work to be
performed in the future.” [Footnote omitted.] SCE provided no
specific information on “deferred work™ and furthermore stated that

-31-



A.02-05-004 COM/SK1/ham

“all of the deferred activities are now complete.” [Footnote omitted.]
Accordingly, ORA disagrees with the inclusion of historical
adjustment #30. However, ORA concurs with Adjustment #29.
(Exhibit 113, p. 7-B-11.)

ORA'’s recommendation to exclude Adjustment #30 results in a reduction
of forecast costs of $2.021 million.

Discussion

SCE does not take issue with ORA’s assertion that SCE failed to provide
specific information on the work deferred as a result of the Y2K project.
Moreover, SCE does not deny that such project-specific information is important
to the analysis of the adjustment. SCE did though, present a list of such projects
in its rebuttal testimony.®

SCE’s rebuttal testimony shows that SCE deferred 16 specific projects plus
miscellaneous work totaling $8.8 million during the period 1998-2000. SCE
indicates that if it were not for the diversion of personnel to the Y2K project, it
would have performed work on the 16 projects during the period, and the
recorded costs would have reflected the costs of doing so. It was because of the
emergent need of the Y2K project that maintenance required for plant reliability
was not carried out and was thus deferred to the year 2000. SCE states that all of
the deferred work is now complete. SCE likens the need to resume work on
these projects to the need to resume a regular oil change schedule on a vehicle on
which a particular scheduled oil change was deferred. They believe that the
deferral of this work would not have a long-term impact on the reliability of the
plant, but resuming the work is necessary to avoid irreparable damage to the

facility.

9 Exhibit 283, p. 3, Table I-1
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SCE’s direct evidentiary showing, combined with its rebuttal testimony
indicates that the deferred maintenance was indeed related to the reliability of
the plant and that the maintenance did occur. SCE’s witness testified that
Adjustment #30 is needed because recorded O&M for the historical period was
lower than is necessary to maintain reliability of SONGS 2&3 and this adjustment
would bring the level of expenditures back to a consistent level. Because we are
concerned that inadequate funding for SONGS O&M could have a reliability
impact on the plant, we will grant SCE's request along with Adjustment #30 so
that the Test Year estimate is sufficient to maintain the reliability of SONGS 2&3.
In this instance, we are concerned about the reliability of the plant and believe
this is an overarching policy goal, but we do direct SCE to make a complete and
robust showing in its direct testimony in its next GRC.

3.1.2.4 Awards and Recognition Adjustment

ORA proposes an adjustment to remove the costs of an employee awards
and recognition program from the historical recorded period (1996-2000). ORA
objects to the inclusion of these costs because, according to ORA, they are for
rewards set by SCE management and shareholders, and they are based on
criteria devoid of ratepayer input. In response to a data request by SCE, ORA
stated that it views the program as no more than social/cultural activities having
no bearing on standard O&M functions. ORA construes the inclusion of these
expenses as an involuntary levy on ratepayers of the sort prohibited by

Commission policy set forth in D.67369.10

10 After reviewing Pacific Telephone and Telegraph Company’s contributions to United
Fund, Community Chests, the Red Cross, colleges and universities, hospitals, and
cultural organizations; and dues to chambers of commerce and service clubs, the
Commission declared that “[r]atepayers should be encouraged to contribute directly to

Footnote continued on next page
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SCE opposes ORA'’s proposed adjustment, which would resultin a
reduction to SCE’s forecast of $476,000.

Discussion

The SONGS 2 & 3 awards and recognition program provides employees
with incentives to perform above and beyond already high performance
standards. Such a program is consistent with current human performance
theories and is utilized at many corporations. ORA has not shown why
ratepayer input is a necessary condition for ratepayer funding for the program.
Even though ratepayer dollars may be involved, SCE management is entitled to a
reasonable degree of discretion in determining how to motivate employee
performance. Moreover, the costs at issue are not so large as to warrant a cost-
benefit analysis to determine the program’s effectiveness.

It is well established that dues, donations, and contributions are not
eligible for ratepayer funding. However, the record evidence establishes that the
awards and recognition program includes no such costs. Moreover, there is no
basis for concluding that the SONGS 2 & 3 employee awards and recognition
costs are in any way equivalent to chamber of commerce dues or charitable
contributions. To the extent that ORA’s proposed disallowance relies upon the
Commission’s policy set forth in D.67369, it is without merit. SONGS 2 & 3

employees, and reasonable incentives to motivate their superior performance, are

worthy causes and not involuntarily through an allowance in utility rates.” (62 CPUC
775, 852.) The Commission then stated “it shall be the policy of this Commission
henceforth to exclude from operating expenses for rate-fixing purposes all amounts
claimed for dues, donations, and contributions.” (Id., 852-53.) The California Supreme
Court upheld this policy in Pacific Tel. & Tel. Co. v. Public Util. Comm. (1965) 62 Cal 2d
634, 669.
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not just a “worthy cause” to which ratepayers might want to contribute separate
and apart from utility rates. ORA’s proposed adjustment will not be approved.
3.1.2.5. Nuclear Rate Regulation

When SONGS 2 & 3 ICIP ratemaking was implemented in April 1996, SCE
no longer needed the SONGS Nuclear Rate Regulation (NRR) group that
prepared GRC information and attrition year filings, and provided other support
for Commission proceedings. SCE therefore eliminated the NRR group, and,
with the exception of 1996, the recorded data from 1996 to 2000 do not reflect the
costs of NRR. With the return of SONGS 2 & 3 to cost-of-service ratemaking in
January 2004, SCE will once again fund NRR activities.

SCE’s Adjustment #38 incorporates into the 2003 O&M forecast SCE’s
$776,000 estimate of funding needed for preparing testimony, responding to data
requests, meeting with ORA and intervenors, preparing for and attending
hearings, and interfacing with other SCE departments to prepare justification for
O&M expenses and capital additions.

ORA does not take issue with the need to recognize the resumption of
work on rate regulation, but it disputes the amount of Adjustment #38. ORA
used a five-year average of NRR costs from 1992-1996, the most recent pre-ICIP
five-year period of SONGS 2 & 3 cost-of-service ratemaking, to determine an
adjustment amount of $552,000. This is a difference of $224,000 from SCE’s
forecast.

Discussion

Although an averaging-based forecast might be more reliable than SCE’s
estimate, in this case it is based on incomplete cost data. During the 1992-1996
period, SCE utilized some SONGS 2 & 3 personnel to perform work for NRR who

were temporarily “matrixed” to NRR. SCE did not charge the costs of the
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matrixed personnel to NRR accounts and consequently did not identify them as
NRR costs. Because the 1992-1996 NRR expenditures do not include these
matrixed personnel costs, the averaging methodology does not capture all of the
NRR costs from the earlier period, rendering it less reliable. We will therefore
approve SCE’s proposed Adjustment #38.

3.1.2.6. Site Projects

SCE funds certain SONGS 2 & 3 activities through the Site Projects
Functional Group. The Site Projects budget includes major O&M activities that
are not required as a part of routine plant operations, occur on a cyclical basis, or
require special focus. The majority of the O&M expenses for this group are for
projects developed in response to employee Action Requests, and the projects
typically result in design modifications to the plant. The scope and quantity of
these projects can vary from year to year.

SCE chose the last recorded year method (2000) to forecast test year 2003
costs for the Site Projects Functional Group. SCE also determined that it will
need additional funds to implement the Site Projects that are forecast for 2003.
SCE’s Adjustment #39 identifies the net increase between the last recorded year
and the company’s estimate for Site Project work activities in 2003. SCE
estimates that $12.460 million will be needed in 2003 for Site Projects (consisting
of $6.390 million in FERC Account 517 and $6.070 million in FERC Account 532).
This represents an increase of 23% from 2000 expenditures.

ORA takes issue with SCE’s selection of the last recorded year to forecast
the test year expense for site projects as well as SCE’s Adjustment #39. ORA
instead used a five-year average (1996-2000) of historical expenditures based on
its determination that averaging is more appropriate for capturing annual

variations. This yields an estimate of $7.517 million ($4.843 million in FERC
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Account 517 and $2.674 million in FERC Account 532), which is $4.943 million
less than SCE’s request.l! ORA objects to Adjustment #39 because, among other
things, Site Projects identified by SCE have not been approved by the Site
Integrated Project Committee (SIPC) even though the SIPC is responsible for
approving and prioritizing the projects. ORA also notes that there has been
confusion over which projects should be covered by base funds and which ones
by Site Projects funds, there has been possible underspending in the past three
years, and underruns due to uncommitted funds are allocated to a contingency
fund. ORA further notes that SCE did not provide detailed project outlines with
cost breakdowns for ORA review. ORA concludes that SCE has not
substantiated the need for Adjustment #39.

Discussion

At issue is whether SCE’s budget-based forecast of Site Projects
expenditures or ORA’s averaging approach produces a more reliable estimate for
the test year. We first note that, as SCE’s own testimony and the following table

show, Site Projects O&M expenses can vary from year to year:

11 The Joint Comparison Exhibit shows SCE’s forecast as $11.550 million instead of
$12.460 million, and a difference of $4.033 million. (Exhibit 403, p. 94.)
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Site Projects O&M Expenditures
(2000 Dollars X 1000, 100% Level)

1996 1997 1998 1999 2000 2001 2001 2002 2002
5,234 4,773 | 13,248 8,779 | 10,103 | 11,100 | 10,000 | 13,050 | 15,973
Recorded/Adjusted Budget Rec. Budget Rec.

Sources: Exhibit 7, Tables VIII-3 and VIII-4; and Exhibit 283, Tables I1-2 and 11-3.

Given the year-to-year variability displayed in this table, an averaging
approach should produce a more reliable forecast in the absence of information
explaining why any single recorded year or a departmental budget produces a
better estimate of future spending. SCE’s rebuttal testimony makes several
points in an effort to provide such information, but, as discussed below, it fails to
make a convincing case for rejecting averaging.

First, SCE contends that ORA’s averaging-based forecast does not
recognize recent recorded expenditures. Apart from the fact that SCE’s direct
testimony also did not recognize recent expenditures, since SCE based its O&M
forecast on 1996-2000 data plus budget-based adjustments, this contention does
not explain why recent expenditures are more predictive than those of prior
years. In fact, reliance on recent years may be particularly problematic given
ORA'’s finding of possible past underspending.

Second, SCE states that it needs flexibility in the project implementation
schedule; that work scope is contingent upon plant conditions, needs, and
evolving regulations; and that adherence to budgets never interferes with
regulatory compliance and safety requirements. If anything, this testimony
supports the proposition that departmental spending plans may not always be
the best predictors of actual future spending.

Third, SCE states that the five-year average of recorded spending from

1998 through 2002 is $12 million, which it asserts is consistent with its forecast of
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$12.460 million.12 However, this does not explain why the 1998-2002 period is
more predictive than the 1996-2000 period.

Fourth, to counter ORA’s testimony regarding the lack of approval for all
projects underlying Adjustment #39, SCE states that each identified project now
has approval for engineering analysis and most projects have final approval.
However, SCE is unwilling to claim that all of the projects have been approved,
and it does not state the dollar value of those projects or the minority of projects
that have not been approved.

Finally, noting that it spent approximately $3 million more than it planned
to spend in 2002, largely due to a $2.4 million gantry crane project that
“emerged” after the budget was approved in January 2002, SCE contends that
similar emergent projects can be expected in future years. This last point is at
best incomplete, as SCE fails to explain why projects with expenses of such
magnitude did not emerge during the historical period.

We will reject SCE’s budget-based forecast because the company has not
shown that it is more predictive than an averaging forecast. However, we find
that ORA’s five-year average gives insufficient weight to what may be an
increasing trend in this functional group. We will instead adopt a forecast based

on a three-year average (1998-2000) as shown in the following table:

12 Table I1-2 of SCE’s rebuttal testimony (Exhibit 283) shows Site Projects expenditures
of $13, $9, $10, $10, and $16 million in 1998, 1999, 2000, 2001, and 2002, respectively.
The average is $11.6 million, which SCE rounds to $12 million in Table 11-2. If greater
precision is applied in lieu of SCE’s convenient rounding convention, the five-year
average selected by SCE is not quite as consistent with its budget-based forecast as the
testimony suggests. Also, we find no basis for accepting SCE’s nonsensical claim that it
“consistently spent an average of $12 million per year...” (Exhibit 283, p. 6.)
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Adopted Site Projects O&M Forecast

(2000 Dollars X 1000, 100% Level)

FERC Account 517 | FERC Account 532 | Total Site Projects
Labor 280 12 292
Non-Labor 5,666 3,235 8,901
Totals 5,946 3,247 9,193

Sources: Exhibit 7, pp. 80, 82; Exhibit 136, pp. 38-40. The non-labor forecast for
Account 517 reflects the $4.378 million Y2K adjustment for 1998 calculated by ORA.

3.1.2.7. Workers’ Compensation Adjustment
SCE’s Master Insurance Program (MIP) provided workers’ compensation

to contractors prior to 1999. Since October 1999, SCE has required all contractors
to carry their own insurance coverage. SCE states that it must cover all future
claims for contractors covered under the original MIP. To provide funding to
cover claims for contractors’ work prior to October 1999, SCE’s forecast for the
Nuclear Support/FERC Account 528 pairing includes SONGS-related MIP costs
of $1.710 million for the test year. The three-year averaging method used by SCE
for this function includes MIP claim funding of $920 thousand. SCE’s
Adjustment #40 adds $790 thousand to the test year forecast to yield the total
MIP cost of $1.710 million.

TURN objects to the inclusion of the $1.710 million for MIP claim costs in
the O&M forecast. TURN takes the position that the cost of pre-1999 claims
should not be borne by current ratepayers beginning in 2004. TURN believes
that claims made prior to the beginning of the ICIP period should be
extinguished as generation-related regulatory assets that cannot be collected after
the end of 2001, while the cost of claims begun during the ICIP period should be
assumed to have been covered in full by ICIP prices. If the MIP costs are

allowed, TURN believes that it is questionable whether a constant amount should
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be allowed each year, and that in any event the amount allowed should not be
subject to escalation.

Discussion

SCE has shown that these workers’ compensation costs are appropriately
charged to ratepayers. The ICIP proposal adopted by D.96-04-059 included a
provision (Section 4.8.5) by which SCE could request recovery of certain expenses
separately from the ICIP price, including worker and third party claims. The
evidence does not support a finding that ICIP prices included all claims begun
during the ICIP period. With respect to earlier claims, we find no basis for
characterizing them as stranded costs. TURN'’s proposal to disallow the costs
therefore will not be approved. With respect to TURN'’s secondary proposals, the
amount requested is based on historical costs and is therefore reasonable, and no
cause has been shown to exclude the costs from escalation.

3.1.2.8. Labor Scarcity Adjustment

According to SCE, the nuclear industry is facing a labor shortage for
certain categories of “nuclear trained” personnel.l? SCE has determined that
while the demand for nuclear trained and qualified personnel is likely to remain
fairly stable, the supply of such personnel has decreased and will continue to do
so. SCE bases this determination on recent nuclear industry reports and its own
analysis of SONGS 2 & 3 demographic and regional demographic data.

Industry-wide, the nuclear workforce is aging and there has been a decline

in the number of college students interested in nuclear careers. Certain craft

13 “Nuclear trained” personnel are those in the nuclear power workforce with training
in fields related to nuclear technology, including nuclear engineers and technicians with
formal education or vocational training from educational institutions, and individuals
with training in nuclear fields from the U.S. Navy.
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positions are also in short supply due in part to fewer departures from the U.S.
Navy. According to SCE, a nuclear industry trend to shorter outages means that
craft workers needed for outages cannot obtain enough work to make a living,
and the resulting workforce attrition has led to a situation where remaining
workers are able to successfully request higher wages.

SCE finds that the industry-wide challenge of ensuring an adequate
number of workers to operate nuclear power plants is particularly acute at
SONGS 2 & 3 for several reasons. These include the high cost of living in
Southern California, limited career opportunities due to the fact that SONGS is
the only nuclear station operated by SCE, SCE’s financial challenges, California’s
chaotic energy market, and California’s law against future nuclear development.
The average age of the SONGS nuclear workforce is 48, and SCE expects this will
result in substantial retirements of qualified workers in the coming years. By
2004, 14% of the SONGS workforce will be of retirement age.

To address the labor scarcity challenge, SCE has developed a strategy that
includes a job skills program aimed at high school students interested in
technician jobs, a career program for high school students interested in
professional jobs, a summer hire and intern program, signing bonuses based on
10% of base pay, referral bonuses, a relocation allowance with reimbursements of
$34,000 for homeowner, supplemental relocation allowances, and training. SCE
expects to incur added costs of nearly $4 million in 2002 and again in 2003 to
recruit and train key talent during this anticipated labor shortage.

According to SCE, these added costs were not included in the historical
period (1996-2000) costs because the impending labor shortage had not yet

occurred during those years. As shown in the Joint Comparison Exhibit, SCE’s
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Adjustment #41 adds $3.937 million to the test year 2003 O&M forecast to
account for these anticipated costs.

ORA finds that SCE did not adequately support Adjustment #41. ORA
proposes rejection of the adjustment on several grounds, including the following:

* A Nuclear Energy Institute (NEI) report prepared by Navigant
Consulting projects a shortage of nuclear engineers as narrowly
defined, but ORA found that SCE’s labor scarcity testimony
combined all engineers who work in the nuclear industry as nuclear
engineers.

» According to ORA, a 1999 study of SONGS staffing commissioned
by SCE and conducted by Martin & Associates found that SONGS is
staffed 53% to 117% above the industry median.

» An October 2000 NRC study of labor market trends for nuclear
engineers noted that the scarcity of nuclear engineering graduates
was based on the assumption of a strong U.S. economy.

* Documentation that SCE submitted support of the adjustment does
not justify a scarcity of critical positions, according to ORA. For
example, SCE did not show past experience indicating a need for
hiring incentives in relevant positions, and SCE admitted to ORA
that there had not been any failed recruitment efforts. Also, SCE did
not provide specific data on new hires based on attrition and
vacancies, and it did not provide job description and classification
data. ORA found that SCE used broad definitions for critical
positions for which the scarcity adjustment is sought.

* SCE did not substantiate to ORA the actual training requirements for
anticipated new hires.

» SCE did not explain to ORA’s satisfaction why historical
expenditures for training and certification are inadequate to meet the
training and certification requirements for anticipated new hires.

* ORA noted that SCE’s plans for the 2002 summer hire program had
not been developed and implemented, and historical data and
analysis on the summer hire program was not available.

* ORA noted that SCE did not address the current state of the
economy and how it might impact the adjustment.
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Discussion
While SCE has demonstrated that the labor market for certain nuclear job

categories is expected to remain tight during the test period, it has not translated
the existence of this challenge into a demonstrated need for an adjustment of
nearly $4 million. ORA’s analysis, summarized above, casts considerable doubt
on the reasonableness of SCE’s justification for the adjustment. Particularly
troubling is a lack of substantiation by SCE for the amounts requested for the
summer and training programs that represent a substantial portion of proposed
Adjustment #41.

SCE had difficulty filling technician positions in 2001 and 2002, and since
mid-2002 it has only been able to hire nuclear trained engineers with signing
bonuses and relocation allowances. This corroborates the need for the company
to incur scarcity related expenses at some level. SCE stated in its rebuttal
testimony that it recorded approximately $1 million in additional costs in 2002 to
attract, hire, and train qualified replacements for nuclear trained personnel. This
demonstrates that SCE’s direct evidentiary showing, in which it projected
expenses of $3.85 million for 2002, has not been adequately substantiated. We
find that it justifies a labor scarcity adjustment of $1 million in lieu of the
requested adjustment of $3.937 million that is set forth in Exhibit 403. We will
apply the $1 million adjustment to the various FERC accounts in the same
proportions as set forth in Exhibit 403, pp. 97-108.

3.1.2.9. Plant Security Adjustment

SCE made a future year adjustment of $5.650 million (Adjustment #45) to
reflect increased security costs at SONGS 2 & 3. SCE upgraded its security
programs as a result of the terrorist attacks of September 11, 2001 and subsequent

NRC directives. Among other things, the NRC required nuclear power plants to
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increase patrols, augment security forces, and heighten coordination with law
enforcement and military authorities. In response, SCE established new security
posts that must be covered 24 hours per day, seven days a week. Adjustment
#45 captures the increased security costs by increasing the 2001 estimate to reflect
an increase in overtime costs for the initial posts that were added, and increasing
the 2002-2003 estimates to reflect the increased number of security guards that
SCE plans to hire.14

ORA recommends rejection of Adjustment #45 on several grounds. ORA
believes that it is premature to accept SCE’s increased number of security guards
because cost-sharing arrangements at the state and federal levels have not been
determined. Also, ORA believes that national security matters fall largely under
the jurisdiction of the federal government, and that California ratepayers should
not be exclusively obligated to bear the burden of this type of expense. Further,
since SCE has not previously raised the issue of any inability of SONGS security
personnel to deter vehicular intrusion, ORA assumes that historical/recorded
costs are adequate to allow SCE to meet this type of threat.

Discussion

The evidence shows that as a result of the September 11 terrorist attacks
and subsequent NRC directives, added security costs have been created for
SONGS 2 & 3in 2003 that did not exist during the 1996-2000 historical period. It
also shows that the SONGS 2 & 3 co-owners are at present solely responsible for
these increased costs. SCE cannot rely on the presence of U.S. Marines near

SONGS 2 & 3 to avoid increased security costs. Moreover, ORA has not shown

14 As of January 2003, SCE had hired 62 security guards to meet the increased
requirements established by the NRC.
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that it is reasonable to wait until Congress and the NRC fully evaluate security
requirements, and implement new statutes and regulations that might reduce
SCE’s security cost responsibility, before providing ratepayer funding for
increased security at SONGS 2 & 3. Adjustment #45 is a reasonable means of
recognizing added security costs that SCE must incur, and it will therefore be
adopted.
3.1.2.10. Maintenance/FERC Account 524

SCE records expenses for training, certification, qualification, safety
classes, and employee recognition awards for Maintenance Division personnel in
the Maintenance/FERC Account 524 pairing. SCE used the last recorded year to
forecast labor costs and a five-year average to forecast non-labor costs. SCE
forecasts a total of $3.494 million in O&M expenses for this pairing, which
represents an increase of 12% above year 2000 expenditures.

SCE used the last recorded year for labor costs because it includes the
“final effects” of certain “programmatic changes” for maintenance personnel
training and certification requirements. SCE implemented these programmatic
changes during the 1998-2000 period in accordance with Institute of Nuclear
Power Operations (INPO) Academy Documents that raised industry standards
for craft and direct supervisory qualifications.

Since the programmatic changes were reflected in 1998-2000 period, ORA
believes that it is appropriate to use a three-year average (1998-2000) for the labor

forecast for the Maintenance/FERC Account 524 pairing. This results in a
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forecast of $2.604 million, or $890,000 less than SCE’s forecast.t5 ORA rejects
SCE’s justification for using the last recorded year as unsubstantiated.

Discussion

SCE takes the position that the year-2000 recorded expenses include the
final effects of programmatic changes for maintenance personnel training and
certification requirements. SCE argues that the expenses for 1998 and 1999 were
low and that including them in a three-year average unreasonably distorts the
forecast because the three-year average does not include the final effects of
programmatic changes. We find that SCE’s “final effects” argument adequately
justifies the use of the last recorded year. ORA’s proposal to use a three-year
average for labor costs is denied.

3.1.2.11. Maintenance/FERC Accounts 530, 531, and 532

For the Maintenance/FERC Accounts 530, 531, and 532 functional group
pairings, SCE used five-year averages to develop its forecasts. SCE notes that the
labor costs recorded in Accounts 530 and 531 showed gradual declines during the
1996-2000 period, while the amount recorded in Account 532 showed an increase.
This is due to a change in how maintenance support activities are reported.
Costs formerly recorded against the direct maintenance activity account are now
recorded in Account 532. SCE notes that in the aggregate, the labor cost in the
three accounts was relatively constant.

ORA used the last recorded year (2000) for Accounts 530 and 531, for

which there was a declining trend in labor costs. ORA used a five-year average

15 As shown in Exhibit 283, p. 22, SCE determined that due to a calculation error in
ORA'’s forecast, the $890,000 difference should be $680,000. The Joint Comparison
Exhibit shows SCE’s forecast as $3.022 million, ORA’s as $2.604 million, and the
difference as $418,000. (Exhibit 403, p. 111.)
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for Account 532, for which there was an increasing trend. This method, along
with ORA’s recommendations with respect to adjustments, results in lower ORA
forecasts for Account 530 ($6.954 million, or $818,000 less than SCE’s forecast of
$7.772 million) and Account 531 ($8.179 million, or $1.248 million less than SCE’s
forecast of $9.427 million).t6 ORA acknowledges SCE’s explanation that the
aggregate labor costs in all three accounts were relatively stable from 1996 to
2000. However, ORA does not accept this explanation as justification for SCE’s
decision not to use the last recorded year for Accounts 530 and 532. ORA
believes that the year 2000 recorded costs incorporate the shift from direct
maintenance accounts to Account 532,

Discussion

SCE has shown that Maintenance/FERC Accounts 530, 531, and 532 are
linked because of how activities were reported, and that a consistent
methodology should be used for the labor component of all three accounts.
Thus, at a minimum, ORA should have used the last recorded year for
Account 532 since it did so for Accounts 530 and 531. SCE has also shown that
five-year averaging is appropriate because of the cyclical nature of the
underlying activities and related expenditures. SCE’s five-year averaging
forecast method for these functional group/FERC account pairings will therefore

be adopted.

16 Exhibit 283, p. 22, shows that the difference between SCE’s and ORA’s forecasts for
Maintenance/FERC Account 530 should be $964,000. The Joint Comparison Exhibit
shows that for Account 530, SCE forecasts expenses of $7.613 million and ORA forecasts
expenses of $7.036 million, a difference of $577,000; and that for Account 531 SCE
forecasts $9.412 million and ORA forecasts $8.179 million, a difference of $1.233 million.
(Exhibit 403, pp. 112-113.)
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3.1.2.12. Nuclear Support/FERC Account 524
SCE forecasts expenses of $19.219 million for this functional group/FERC

account pairing. Between 1996 and 1997 there was a significant labor cost
decrease that was almost fully offset by an increase in non-labor costs. SCE
explains that this was mainly due to a 1996 reversal of estimated severance costs
as a credit to non-labor and recording of the actual cost to labor. To exclude the
effects of this transaction, SCE selected a four-year average for both labor and
non-labor costs for the Nuclear Support/FERC Account 524 pairing. SCE notes
that the work scope and cost for this pairing remained relatively constant over
the period 1997-2000.

ORA follows the basic framework of SCE’s analysis but believes that both
1996 and 1997 recorded data should be excluded for the same reason that SCE
excluded 1996. ORA therefore used a three-year average (1998-2000) for the
labor and non-labor estimate for Nuclear Support FERC Account 524. ORA’s
forecast is $18.35 million, or $869,000 less than SCE’s forecast.

Discussion

ORA states that the impact of severance costs for both 1996 and 1997 were
omitted because “these two years are not reflective of costs associated with this
account.” (Exhibit 113, p. 7-B-56.) However, the evidence (Exhibits 8 and 283)
shows that the severance transaction affected 1995 and 1996 only. No good cause
has been shown for excluding 1997. SCE’s four-year averaging method will

therefore be adopted.

17 Exhibit 283 shows that correction of an ORA calculation error revises the $869,000
difference to $934,000. The Joint Comparison Exhibit shows SCE’s forecast as

$20.134 million, ORA’s as $19.809 million, and the difference as $325,000. (Exhibit 403,
p. 115.)
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3.1.2.13. Nuclear Support/FERC Account 528
SCE forecasts expenses of $2.295 million for this functional group/FERC

account pairing, in which SCE records costs for miscellaneous corporate
adjustments that relate to SONGS functions. The corporate adjustments may
include settlement costs due to bankruptcies, fines, and other litigation. SCE’s
forecast, based on a three-year average, excludes 1996 and 1997 because those
years reflected one-time offsetting adjustments. SCE expects the costs for the
most recent three years to continue in the future. SCE states the forecast includes
the MIP workers’ compensation adjustment, discussed above, as well as $555,000
for the return of rebuilt plant equipment to inventory and $277,000 for
miscellaneous other costs. These include normalized paid time-off expenditures
associated with SONGS employees.

ORA does not believe that SCE provided sufficient information to evaluate
this functional group/FERC account pairing, and recommends removal from the
O&M forecast all amounts except $1.71 million in MIP costs. This results in a
proposed disallowance of $585,000.

Discussion

SCE’s forecast for this pairing includes MIP workers’ compensation costs,
the return of inventory, and normalized paid time-off expenditures. While the
amounts and purposes of expenditures in this pairing have varied considerably
over the five-year recorded period, we find no basis for assuming that no
expenses excepting the MIP costs will occur in the test year. SCE’s use of a
three-year average of recorded/adjusted data is reasonable and will be adopted.

3.1.2.14. Nuclear Support/FERC Account 532
For Nuclear Support/FERC Account 532, in which SCE records costs

incurred by the Material Support section, SCE used the last recorded year for
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labor and a three-year average (1998-2000) for non-labor. SCE forecasts O&M
costs of $4.559 million.

This pairing includes debits and credits for obsolete and salvaged
inventory and credits from the sale of this material. It also includes costs for all
services performed for SONGS by SCE’s Procurement And Material
Management division (PAMM). PAMM activities include procurement,
expediting, contract administration, and support of the Material Management
System. SCE states that PAMM costs charged to this account increased in 1998
due to corporate accounting changes, and it therefore used a three-year average
to exclude pre-1998 costs.

Finding SCE’s explanation of the 1998 accounting change insufficient, ORA
proposes a five-year average to forecast the non-labor forecast for this pairing.
ORA accepts SCE’s forecast for labor. ORA’s forecast is $4.052 million, or
$507,000 less than SCE’s forecast.18

Discussion

SCE has shown that the 1998 accounting change justifies its use of a three-
year average. The three-year average provides a better forecast because in 1998,
SCE implemented an internal market mechanism (IMM) process throughout the
company.1® Beginning in 1998, procurement costs charged to SONGS 2&3 were
increased to include support personnel located at the corporate office.20 This

additional allocation increased Nuclear Support/FERC Account 532 costs

18 The Joint Comparison Exhibit shows SCE’s forecast as $4.451 million, ORA’s as
$4.052 million, and the difference as $399,000. (Exhibit 403, p. 116.)

19 Exhibit 283, pp. 18 and 19.

20 |d.
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beginning in 1998.2t The five-year average includes 1996 and 1997 which don't
reflect these increased cost allocations and therefore do not provide full funding
of known allocated costs. We therefore adopt SCE's proposal to use a three-year
average.
3.1.2.15. Other Methodological Issues

In its rebuttal testimony SCE identified four functional group/FERC
account pairings for which methodological differences between SCE and ORA
resulted in forecast difference of $250,000 or less. These pairings, and the
amounts by which SCE’s forecast exceeds ORA’s forecast, are Operations/FERC
Account 524 - $52,000, Maintenance FERC Account 528 — negative $214,000 (i.e.,
ORA exceeds SCE), Radchemical Control/FERC Account 523 - $64,000, and
Nuclear Support FERC Account 529 - $184,000. The net difference for these four
pairings is $86,000.

Discussion

For both Operations/FERC Account 524 and Nuclear Support/FERC
Account 529, SCE used five-year averages. ORA used last recorded year and
four-year averages, respectively. We find that five-year averages are likely to be
more reliable for these pairings. For Maintenance/FERC Account 528, SCE used
the last recorded year. SCE has justified such use by showing that (1) for labor, it
gained efficiencies through programmatic enhancements and (2) for non-labor,
only the year 2000 fully reflects cost reductions associated with inventory
reductions. For the Radchemical Control/FERC Account 523 pairing, SCE used

the last recorded year for both labor and non-labor. SCE has shown that this is

21 |d.
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necessary to reflect cost shifts from Account 520. For the foregoing reasons, we
will adopt SCE’s forecasts for these four pairings.
3.1.2.16. Removal of Outage Expenses

Consistent with its proposal for recovery of expenses for refueling and
maintenance outages (see Section 3.1.3 below), SCE intended to remove all
outage-related costs from its base recorded costs for 1996-2000. This included
costs related to Cycles 9, 10, and 11 outages. However, upon review of several
FERC accounts, ORA found that not all such costs had been removed by SCE.
ORA recommends removal of these additional outage-related amounts from the
base O&M forecast. As set forth in Exhibit 283, Appendix B, as well as
Exhibit 403, pp. 125-142, ORA’s proposal to remove the outage-related amounts
as recommended by ORA affects 17 functional group/FERC account pairings for
a total proposed disallowance of $2.557 million.

In its rebuttal testimony, SCE states that the amounts identified by ORA
may be removed from the base O&M forecast. However, SCE asserts that the
identical amount of costs should be added to the refueling and maintenance
outage cost recovery mechanism.

Discussion

ORA has identified refueling and maintenance outage-related expenses
that SCE included in its base O&M forecast for SONGS 2 & 3, even though SCE
proposes recovery of outage-related expenses separately and apart from the base
revenue requirement. SCE’s rebuttal testimony does not deny that the subject
costs are outage related, and SCE’s reply brief acknowledges that the company’s
“initial testimony incorrectly identified them in the wrong category.” (SCE Reply
Brief, p. 33.)
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In order to remove all refueling and maintenance outage O&M costs from
the base O&M forecast as intended by SCE, we will adopt ORA’s proposal to
remove a total of $2.557 million in outage costs from the affected functional
group/FERC Account pairings underlying the base O&M forecast. SCE’s
proposal to add this amount to its outage-related cost recovery mechanism is
addressed in Section 3.1.3.

3.1.2.17. NRC Licensee Fees

The NRC assesses license holders two types of fees under the Omnibus
Budget Reconciliation Act of 1990. License and inspection fees recover the NRC’s
costs of providing special benefits to identifiable applicants and licensees.
Annual fees recover generic and other regulatory costs not otherwise recovered
through license and inspection fees. SCE’s Adjustment #36 reflected net fee
increases in 2001 and 2002 and a decrease in 2003. This adjustment affects the
Nuclear Support/FERC Account 517 pairing.

As set forth in the Federal Register of April 3, 2003, the NRC is amending
its regulations to increase annual fees for fiscal year 2003. The updated annual
fee for each power reactor is $3.278 million for a total of $6.556 million in 2003
dollars, or $6.138 million in 2000 dollars. This represents an increase of $852,600
(2000 dollars, 100% share) over the $5.286 million amount that SCE had
previously forecast in this proceeding. In its May 2003 update testimony, SCE
presented an updated base O&M forecast reflecting the revised NRC annual fees.

Discussion

No party took issue with SCE’s Adjustment #36 or the May 2003 updated
forecast of NRC fees. Since the expenses are attributable to readily identifiable

government action and are readily quantifiable, they will be approved.
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3.1.2.18. Conclusion — SONGS 2 & 3 Base O&M
Incorporating the foregoing resolution of various O&M issues, the

following table sets forth the adopted test year 2003 SONGS 2 & 3 base O&M

forecast by FERC Account and functional group.
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Test Year 2003 Base O&M Adjusted Costs

(2000 Dollars, SCE Share)

9 @ £ Si
© 9 = ® = a i c
2 o g g | S0 | & > o S 2 2 0 S
o © oy = €0 = i o n c P =
= 5 3 ° | 25| & 3 = 2 2 g S E 2
o € =3 o o5 = ® 8 - © 5 o5 F
8‘ ' c = RO = (%] = ] 5] = = %
= w ® o o < 2 @ g
9] S 5 Q 3
o = o =
517 879 0 19,398 5,946 347 2,341 1,126 0 16,937 0  (11.,721) 3,723 38,976
519 655 0 0 0 0 0 0 0 0 0 (163) 0 492
520 4,207 0 128 0 10,476 0 0 0 1,843 0 (4,155) 0 12,499
523 5,882 0 0 0 193 0 0 0 0 0 (1,516) 0 4,559
524 5538 3,482 5472 0 2174 4,672 12666 6474 19,001  (12,266)  (11,780) 0 35,433
525 0 0 0 0 0 0 0 0 1,110 0 (277) 0 833
528 0 8699 3723 0 0 0 0 0 2,295 0 (3,672) 0 11,045
529 0 5,870 0 0 0 0 0 0 3,843 0 (2,424) 0 7,289
530 0 7,479 6,402 0 0 0 0 0 0 0 (3,464) 0 10,417
531 0 9412 3,390 0 0 0 0 0 0 0 (3,194) 0 9,608
532 0 11,311 1,621 3,247 0 0 0 0 4451 (1,402) (4,797) 0 14,431
Total | 17161 46,253 40,134 9,193 13190 7,013 13,792 6,474 49480  (13,668)  (47,164) 3,723 145581

See Section 6.5.2.

2/ Participant credit calculation at 24.95% for all above activities except IT-Post IS Transformation.

3/ Includes increase for Nuclear Regulatory Commission fees from May 9th update testimony of $0.640 million ($0.853 million [100%] less

participants

share of $0.213 million).
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3.1.3. SONGS 2 & 3 Outage O&M

3.1.3.1. Cost Recovery Proposal
While there was some confusion among SCE and ORA witnesses regarding

SCE’s proposal for recovery of SONGS refueling and maintenance outage O&M
costs, the record regarding the nature and intent of SCE’s proposed mechanism is
clear. SCE requests that a “flexible outage schedule mechanism’ similar to that
adopted and affirmed in SCE’s last three general rate cases be established. SCE’s
proposed mechanism works in conjunction with its Post-Test Year Ratemaking
(PTYR) proposal. A standard per unit per outage cost would be established in
this GRC, and SCE would include with its PTYR filings a refueling and
maintenance outage O&M forecast based on the number of outages forecast to
occur in the next year. SCE requests that the Commission establish in this
proceeding a forecast for its refueling and maintenance outage costs of

$52.462 million (2000 dollars, 100% level) per outage per unit, plus the

$2.557 million that was removed from the base O&M forecast.

ORA does not take issue with the $52.462 million outage cost, but it objects
to SCE’s proposal to add the $2.557 million in outage costs removed from the
base O&M forecast. Aglet disputes the level of SCE’s estimated outage cost.

Discussion

Since it is not possible within the context of a GRC to predict with
reasonable reliability the number of refueling and maintenance outages that will
occur at SONGS in any one of the future years of the GRC cycle, inclusion of
outage-related expenses in the base O&M forecast could lead to an unreliable
forecast. SCE’s proposed mechanism uses more reliable annual forecasts of the
number of outages in the following year. It will therefore be adopted, provided

that this approval does not constitute full approval of SCE’s PTYR proposal,
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which is further addressed in Section 11 of this decision. Sections 3.1.3.2
and 3.1.3.3 below address disputes affecting the amount of the outage cost to be
adopted. Because, as discussed therein, we do not adopt any revisions to SCE’s
original forecast, we adopt a per unit per outage cost estimate of $52.462 million
(2000 dollars, 100% level). The SCE share is $39.373 million.
3.1.3.2. Reinstatement of Excluded Costs

Since we have removed $2.557 million in outage related O&M expenses
(2000 dollars, 100% level) from the SONGS 2 & 3 base O&M forecast for 2003,
SCE contends that the identical amount should be added to the refueling and
maintenance outage cost estimate. As a result, SCE contends that the cost
estimate should be $55.1 million per unit per outage instead of $52.5 million.

Discussion

SCE’s evidentiary support for its proposal to reinstate the excluded outage
costs on a dollar-for-dollar basis consists of the following quote from its rebuttal

testimony:

ORA'’s proposed disallowance of Refueling Outage (RFO) costs are
(sic) based on outage related function numbers appearing in
workpapers in historical years 1996-2000. These costs may be
removed from the historical recorded period, and thus the Base
O&M Test Year estimate, but must be added to the RFO cost
estimate. Therefore, the RFO estimate must be increased by the
$2,557K (2000%, 100% level) for each outage. (Exhibit 283, p. 21.)

Apart from SCE’s insistence that the $2.557 million that it mistakenly
included in its base O&M forecast simply must be added to its per unit per
outage forecast, there is no evidence to support the proposal. Moreover, there
appear to be conceptual problems with it.

First, we do not find that SCE has addressed the unit of measurement

problem associated with removing annualized expenses from the base O&M
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forecast and adding them to the per unit per outage forecast at issue here. In
addition, for purposes of estimating its per unit per outage cost, SCE relied on a
budget-based approach (in the form of adjustments for numerous specific, major
activities) combined with adjusted Cycle 11 costs. (Exhibit 8, p. 100.) SCE has not
shown whether, or how, it reconciled the amounts removed from the base O&M
forecast with the budget-based per outage cost estimate.

The record before us does not allow us to conclude that any amount
should be added to SCE’s per unit per outage forecast as a result of the correction
to SCE’s base O&M forecast error, let alone the precise amount that was removed
from the base forecast. SCE’s proposal to reinstate that amount is denied.

3.1.3.3. Mobilization Adjustment

SCE developed its estimate of per unit per outage costs by including an
adjustment of $3 million for SONGS Unit 3 Cycle 11 “permanent Unit 3
Mob/Experience Factor/Timing.” Because the outage estimate uses an average
of Unit 2 and Unit 3 costs, the effect of this adjustment is to add $1.5 million to
the unit/outage cost forecast. Aglet recommends the removal of this adjustment.

Discussion

SCE’s witness testified that this adjustment reflects the need for SCE to
mobilize its outage forces. In past years, outages at the SONGS units occurred
back to back, and outage workforce mobilization was only required once. Due
to a fire and forced outage in Unit 3 in 2001, the outages are now nine months
apart, and mobilization costs are incurred for each outage. SCE has justified

this adjustment, and Aglet’s proposed reversal of it is therefore denied.

3.1.4. SONGS 1 Shutdown O&M
SONGS Unit 1 was permanently shut down in November 1992 and

placed in a SAFSTOR (safe long-term protective storage prior to dismantling)
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configuration in 1993. Decommissioning and dismantling of SONGS Unit 1
began in June 1999.

D.92-08-036 provided that rate recovery of SONGS 1 shutdown O&M
expenses would be addressed in SCE’s GRC’s until SONGS 1 is decommissioned.
Pursuant to D.97-08-056 and D.99-06-007, SONGS 1 O&M expenses are recovered
through SCE’s Nuclear Decommissioning Charge until used fuel is removed
from the SONGS 1 used fuel pool and placed in dry storage. SCE anticipates this
will occur prior to 2005. The scope of SONGS 1 shutdown O&M expenses is
limited to assuring safe storage of used fuel until it is removed, and preservation
of safe physical conditions in the areas of SONGS 1 not under the control of the
decommissioning project. When all of the SONGS 1 used fuel is removed from
the SONGS 1 used fuel pool, and the used fuel pool is ready for transition to
decommissioning, SCE will make an advice letter filing to (1) remove the variable
SONGS 1 shutdown O&M expenses from rates and (2) to reallocate the fixed
SONGS common costs to SONGS 2 & 3 O&M and capital as well as the SONGS 1
decommissioning project.

SCE estimates direct shutdown O&M expenses of $3.864 million (2000
dollars, 100% share) for 2003. In addition, SCE estimates the allocation of SONGS
common costs to SONGS Unit 1 shutdown O&M as $3.310 million (2000 dollars,
100% share). ORA reviewed SCE’s account specific estimates for SONGS Unit 1
shutdown O&M expenses. ORA recommends no changes to, and therefore
stipulates to, the estimates.

Discussion

SCE’s estimate for direct shutdown O&M expenses is approximately one-
half the level adopted in the 1995 GRC. This is consistent with SCE’s testimony

that certain functions required for the long-term storage of the plant are now
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complete, reducing the need for future use of contract labor. We find SCE’s
estimates of direct shutdown O&M and of allocated common costs to be

reasonable, and therefore adopt them.

3.1.5. SDG&E’s Share of SONGS Costs
SDG&E owns a 20% share of the SONGS units. To ensure consistent

treatment of SONGS expenditures and to avoid duplicate litigation, the
Commission has addressed SONGS-related expenses that SCE bills to SDG&E in
SCE’s GRCs. In this proceeding, SDG&E requests that the Commission:

» Approve SCE’s forecasted SONGS costs as set forth in A.02-05-004.

* Approve $15.806 million as SDG&E’s share of SONGS 2 & 3 capital
additions for 2004 and authorize SDG&E to reflect this approved
amount in calculating the depreciation expense and other costs
associated with these capital additions in its Test Year 2004 cost of
service proceeding (A.02-12-027/A.02-12-028).

* Approve $67.585 million as SDG&E’s share of SONGS 2 & 3 O&M
expenses for 2004 (other than refueling outage expenses) and
authorize SDG&E to reflect this revenue requirement in rates
effective January 1, 2004.

* Approve $12.468 million as SDG&E’s share of each SONGS 2 & 3
refueling outage that occurs in 2004 and 2005 and authorize SDG&E
to file annual advice letters on November 1, 2003 and November 1,
2004 to specify the number of SONGS refueling outages expected to
occur during the following year and the escalated cost per outage.

* Approve $2.635 million as SDG&E’s share of SONGS 1 shutdown
O&M expenses for 2004 and authorize SDG&E to reflect this revenue
requirement in rates effective January 1, 2004.

Discussion

Except for SDG&E’s request that we approve SCE’s SONGS-related
proposals in full, no party takes issue with the framework of SDG&E’s proposals,
as set forth above and explained in its direct testimony (Exhibit 261) and update

testimony (Exhibit 414). We find the framework to be reasonable and consistent

-60 -



A.02-05-004 COM/SK1/ham

with our prior decisions for addressing SDG&E’s SONGS costs in SCE’s GRCs.
For the most part, SDG&E’s proposals consist of determining its costs by
applying the 20% ownership share to SCE’s costs.

However, the specific dollar amounts for which SDG&E seeks approval are
calculated with the assumption of our full approval of SCE’s requests for SONGS.
Since SDG&E’s costs for SONGS are predicated upon its 20% ownership share,
the amounts requested by SDG&E must be adjusted to reflect the corresponding
100% level of capital and O&M costs for SONGS 2 & 3 as well as the amortization
period adopted in this decision. We will approve SDG&E’s requests as set forth
above, subject to the adjustments required to reflect SONGS-related

determinations made in this decision.

3.2. Palo Verde Nuclear Generating Station
SCE owns a 15.8% share of Palo Verde Nuclear Generating Station

Units 1, 2, and 3 (Palo Verde), which are located 50 miles west of Phoenix
Arizona. Arizona Public Service (APS) is operating agent of Palo Verde, the
nation’s largest nuclear installation. SCE implements its ownership
responsibilities through participation in Administrative, Engineering and
Operations, and Audits Committees.

Since 1997, SCE has recovered its share of Palo Verde operating costs
through a balancing account ratemaking mechanism adopted D.96-12-083.
Pursuant to D.01-09-041, this mechanism will continue until the effective date of a
decision on this GRC, at which time the adopted 2003 capital and O&M forecasts

for Palo Verde will be implemented.

3.2.1. Palo Verde Capital Expenditures
SCE forecast the capital budget for Palo Verde work on a project-by-project

basis. SCE forecasts capital expenditures of $19.4 million in 2003 (nominal
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dollars, SCE share). ORA used a five-year average of nominal historical
expenditures of $8.2 million, plus the $9.4 million cost of Unit 2 installation of
steam generators, to arrive at a forecast of $17.6 million.

SCE contends that ORA’s use of averaging plus extraordinary items is
wrong because that method assumes that capital additions will be basically the
same from year to year and that fixed rules exist for determining what type or
size of projects are extraordinary. SCE also contends that ORA’s averaging
methodology was applied incorrectly because ORA used nominal dollars to
calculate the five-year average. SCE determined that using common year dollars
instead of nominal dollars would change ORA’s adjusted 2003 estimate from
$17.6 million to $19.07 million.

Discussion

We concur with SCE that the most accurate method for estimating an
average of numbers from different years is to escalate them all into common year
dollars. We note that when this adjustment is made to ORA'’s forecast, the
resulting estimate is similar to SCE’s. While we do not necessarily accept SCE’s
criticisms of the use of averaging for forecasting capital expenditures generally,22
we find that SCE’s project-specific forecast of capital expenditures for Palo Verde

is reasonable and should be approved.

3.2.2. Palo Verde O&M Expenses
SCE initially forecast Palo Verde O&M expenses of $42.6 million (2000

dollars, SCE share) based upon three-year averages for all FERC accounts except

Account 517, which contains substantial SCE labor costs. SCE rejected averages

22 See Section 3.1.1.2 of this decision.
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for longer periods because Palo Verde operations were stabilizing in 1996 and
1997 after a period of elevated costs. SCE used a budget-based approach for
Account 517, in which SCE’s Palo Verde oversight labor costs are recorded. SCE
estimated $42.3 million in base O&M expenses and $300,000 in oversight costs.

Due to declining Palo Verde O&M costs and what it believed to be
inadequate justification for an increase above year-2000 costs, ORA
recommended use of the last recorded year method for all Palo Verde estimates.
The resulting ORA forecast of $41.2 million was $ 1.4 million less than SCE’s
forecast of $42.6 million.

TURN recommended a reduction to SCE’s forecast of $3.267 million based
upon updated APS budget data. SCE agrees that the approved budget for APS is
an appropriate forecast, and it accepts TURN’s recommendation provided that
NRC annual fees are properly accounted for by booking fees that are in FERC
Account 928 in APS’ budget in SCE’s Account 517. TURN stipulated to this
accounting and revised its recommended reduction to $1.744 million. SCE
calculated and supported a revised forecast of $39.517 million based upon the
updated APS budget data and the accounting change.

Discussion

As shown in Exhibit 3, p. 15, Palo Verde O&M costs declined consistently
throughout the recorded period, from $45.6 million to $41.2 million in 2000. The
budget-based forecast of $39.517 million in Exhibit 327, which reflects the most
recent budget information available, shows continued declines in Palo Verde
O&M expenses that are not reflected in historical costs. We will adopt this
budget based forecast as the most reasonable estimate of Palo Verde O&M
expenses. SCE has justified its request for $300,000 for Palo Verde oversight

activities, and ORA’s proposal to reduce the oversight cost to $66,000 is denied.
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Similarly, we find no basis to reduce the estimate to exclude certain new plant

security costs, as recommended by ORA.

3.3. Mohave Generating Station
SCE is the operating agent and owns 56% of Mohave Generating Station

Units 1 and 2 (Mohave), located at Laughlin, Nevada. The Mohave Operating
Agreement provides for its operation only through 2005. Other contracts,
including those for the supply and transportation of coal fuel from the mine to
the plant, also only provide for operation through 2005. While the future of the
Mohave facility is in question (see A.02-05-046), it will operate through 2005.
SCE had expected to divest its share of Mohave until enactment of
Assembly Bill (AB) X1-6 on January 18, 2001. Earlier, on May 10, 2000, it entered
into an asset sale with AES with anticipated ownership transfer during the last

half of 2000 or the first quarter of 2001.

3.3.1. Mohave Capital Expenditures
SCE requests recovery of Mohave capital expenditures of $7.475 million in

2002 and $10.412 million in 2003, or a total for the two years of $17.887 million (all
figures in nominal dollars, SCE share). SCE states that this level of investment is
necessary to maintain reliable operations through 2005, and that it includes work
necessary to ensure employee safety and environmental protection. According to
SCE, no investment to extend operations beyond 2005 is included in its estimate
of capital spending.

SCE stated that its capital spending at Mohave would yield O&M savings,
but ORA found that the capital expenditures for 2002 would result in zero O&M
savings and that its 2003 request would result in just $40,000 in O&M savings.

Moreover, ORA found even those savings to be unsubstantiated. ORA also
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guestions the reasonableness of SCE’s capital spending given the likelihood of a
shutdown of Mohave.

In arriving at its recommended capital expenditures, ORA considered only
those projects earmarked by SCE as regulatory, safety, and environmental. These
totaled $514,000 for 2002 and $1.180 million for 2003. Adding estimated blanket
work order expenditures of $383,590 for each of the years 2002 and 2003, ORA
arrived at estimated expenditures of $897,590 for 2002 and $1.564 million for
2003. ORA'’s recommended expenditures represent disallowances of
$6.577 million for 2002 and $8.848 million for 2003, or a total of $15.425 million.

TURN took issue with a single capital project underlying SCE’s capital
forecast for Mohave—replacement of Cooling Tower 1EE. TURN recommends a
permanent disallowance of the $1.23 million capital expenditure associated with
the project.

Discussion

To explain its position on Mohave capital spending, ORA uses the analogy
of a 15-year old car that has had hard service. ORA posits that its owner will
think differently about repairs and maintenance than will the owner of a newer
car. ORA also posits that, for safety reasons, the older car owner must maintain
the brakes and tires as long as she operates the car, even if she plans to sell it
within one week. Except for safety considerations, ORA assumes that further
repairs are problematic, and that a convincing reason is needed to make them.

Like the oil change analogy that SCE used attempting to explain deferred
spending at SONGS (see Section 3.1.2.3), we find ORA’s vehicular maintenance
analogy less than fully supportive of the associated recommendation. For one
thing, we do not understand that SCE can easily sell or junk Mohave if needed

repairs are too expensive, as the owner of a clunker vehicle might do. Also, we
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assume that the car in this analogy is required for transportation, and that
reliability is important to the owner despite the vehicle’s age. In fact, reliability
issues may weigh heavily on the owner’s mind precisely because the car is so old.
A prudent owner who is in a position of having to operate the car for at least two
more years will not necessarily limit expenditures to tires, brakes, and other
safety components, but will instead perform all repairs and maintenance
necessary to assure reliable automotive performance for those two years. An
experienced automobile mechanic might advise the owner to install new spark
plugs even though that might not improve safety. A prudent owner would heed
that advice even though the mechanic did not determine through rigorous
statistical analysis the probability that the old spark plugs would fail within two
years. It almost certainly would not make sense for the vehicle’s owner to plan
on operating the vehicle on seven cylinders during its final years.

ORA's capital spending recommendation for Mohave reflects the concern
that SCE will be spending substantial sums at ratepayer expense on projects for a
generation facility that could be shut down in the relatively near future. This
concern is not unreasonable, but the evidence does not support ORA’s conclusion
that SCE’s planned capital spending should be limited to the bare minimum
needed for regulatory requirements, environmental protection and safety. SCE’s
testimony shows that most of its planned investments, such as those for steam
turbine buckets (blades), boiler tubes, electrical cables, and other components
whose failure could cause a shutdown, are important for reliable operations at

Mohave through 2005.23

23 SCE’s capital forecast for Mohave includes 54 separate projects totaling
$22.795 million (SCE share). These consist of 34 direct replacements, 17 upgrades and

Footnote continued on next page

- 66 -



A.02-05-004 COM/SK1/ham

ORA proposes to cut SCE’s capital spending plans at Mohave by 86%, from
$17.887 million to $2.462 million. We are concerned that cutbacks as severe as
these may unduly impact production reliability. Whether or not Mohave
continues to operate after 2005, determination of which is beyond the scope of

this GRC, we intend to authorize the capital funding that is necessary for

continued safe, reliable, and environmentally responsible operation of the plant
through 2005.

TURN'’s proposed disallowance of the Cooling Tower 1EE investment will
not be adopted. Even though TURN has shown that SCE’s economic analysis
showing a benefit to cost ratio of 2.55 may be based on faulty assumptions, and
that the direct economic benefits of the investment are at best questionable, SCE
has shown that the project was needed for safety as well as reliability purposes.

One point in ORA'’s car repair analogy is valid—SCE must convince us that
the reliability projects and other proposed expenditures are necessary. SCE’s
direct testimony (Exhibit 17) adequately fulfils this requirement. For the
foregoing reasons, and because the level of SCE’s planned capital spending is
generally consistent with Mohave capital expenditures of the 1996-2000 period,
as shown in Exhibit 3, Figure 11-5, p. 21, we will approve SCE’s proposed

spending plan for ratemaking purposes.

modifications, and three new additions. SCE’s performance objective for two-thirds
(36/54) of these projects is reliability. Other performance objectives are heat rate,
environmental, cost, and safety.

-67 -



A.02-05-004 COM/SK1/ham

3.3.2. Mohave O&M Expenses
Recorded/adjusted Mohave O&M expenses were $37.057, $31.105, $32.502,

$26.971, and $25.359 million (2000 dollars, SCE share) in the years 1996 through
2000, respectively. SCE states that while operations expenses were relatively flat
during this period, maintenance spending was temporarily but significantly
decreased in 1999 and 2000, due largely to the expected sale of Mohave. SCE
states that with the cancellation of the sale, the reduced level of maintenance
spending in 1999 and 2000 cannot be sustained. For example, while the Mohave
sale was pending SCE did not fill various vacancies as they occurred. After
reducing its Mohave workforce by 46 employees beginning in 2000, SCE is now
in the process of filling 35 vacancies at Mohave. In addition, training programs
that were suspended are being reestablished.

Another O&M cost reduction at Mohave was realized in 2000 due to an
abbreviated planned outage program. This was made possible when SCE
determined on the basis of equipment assessments that a turbine overhaul
scheduled for that year could be deferred. In addition, SCE notes, California
needed the energy in 2000, so Mohave was kept operating as much as feasible.
Finally, SCE states that it had no incentive to spend large sums on the 2000
outage program to benefit the new owner. According to SCE, the conditions that
led to reduced planned outage expenses in 2000 will not recur in the test period.

Having determined that maintenance expenses were abnormally low in
1999 and 2000, SCE based its maintenance O&M forecast on three-year averages
(1996-1998) for most FERC accounts. For operations, SCE used three-year
averages for the years 1998-2000 for most FERC accounts after determining that
use of those years properly captures a change in how employees charge their

time to various accounts. SCE points out that its resulting O&M expense forecast
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of $30.633 million is consistent with the adjusted average O&M expenses for
years prior to 1999.

ORA proposes a Mohave O&M forecast of $24.661 million, or
$5.972 million less than SCE’s forecast.24 ORA based its forecast on expenses for
the years 1999 and 2000 for all but one FERC account. ORA did so for two
reasons. First, ORA believed that using only the earlier years, as SCE did, would
result in omission of savings achieved through SCE’s “Condition-Based
Maintenance” policy. Second, ORA believes that there are serious issues and
uncertainties about Mohave’s status after 2005. ORA determined that costs for
1999 and 2000 best represent the required O&M expenditures since that period
may be reflective of a possible divestiture scenario.

For FERC Account 501.13, ORA used the last recorded year to forecast
labor expenses to reflect reductions in fly ash management costs, and it
supported additional reductions in that account to reflect reduced centrifuge
overhaul costs. ORA also recommended adjustments totaling $345,000 for
one-time occurrences that assertedly are not reflective of 2003 expenditures.

Discussion

SCE has presented evidence justifying the exclusion of 1999 and 2000
recorded expenses from its Mohave maintenance forecast. Due largely to the
then-pending sale of Mohave, SCE spent less on maintenance than it would have
in those years if it had not been planning to divest the plant. Such reduced

expenses are not likely to recur in the test period. We note that SCE’s total O&M

24 The Joint Comparison Exhibit shows that the SCE/ORA differences attributable to
the selection of record years total to $4.725 million, differences regarding FERC
Account 501.13 total to $669,000, and other adjustments total to $345,000. (Exhibit
403, pp. 191, 201, and 203-204.)
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forecast of $30.633 million for Mohave is less than the recorded/adjusted
expenses for any of the three years from 1996 to 1998.

At the same time, we find that ORA’s reasons for using only 1999 and 2000
lack merit. The Condition-Based Maintenance policy has been in place since
1992, and the associated savings are reflected in each of the years from 1996 to
1998. Also, ORA has not established that the circumstances underlying the
period during which the Mohave sale was pending are more representative of
the GRC test period circumstances than those of the earlier three years. The
planned sale involved the immediate transfer of ownership to a known third
party, whereas the test period circumstances involve future uncertainty
regarding the plant’s operation after 2005 combined with an obligation to
continue reliable operations until then. We find no basis for concluding that the
low-cost performance of 1999 and 2000 will be replicated in the test period.

Finally, SCE has shown that ORA’s proposed adjustments for fly ash
management, centrifuge overhauls, litigation settlement, and other costs are not
warranted. We find that SCE’s O&M forecast for Mohave is more reliable than

ORA'’s forecast. SCE’s forecast is therefore adopted.

3.4. Four Corners Generating Station
SCE owns 48% of Four Corners Generating Station Units 4 and 5 (Four

Corners), located near Farmington, New Mexico. APS is the operating agent for

Four Corners.

3.4.1. Four Corners Capital Expenditures
According to SCE, the capital spending pattern at Four Corners is heavily

influenced by plant overhaul schedules. Historical expenditures vary
considerably from year to year. Between 1996 and 2000, SCE’s share of Four

Corners capital expenditures ranged from a low of $446,000 in 1998 to a high of
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$6.215 million in 1996, and the five-year average expenditure was approximately
$3.1 million. (Exhibit 3, p. 24.) SCE requests recovery of Four Corners capital
expenditures of $9.173 million in 2002 and $4.462 million in 2003, or a total for the
two years of $13.635 million (nominal dollars, SCE share).

Finding that the Four Corners capital expenditures yield negligible O&M
savings, and confronting a lack of information regarding priorities and costs for
each capital project, ORA believes that capital expenditures should be limited to
a five-year average of historical costs plus projects that SCE identified as having
safety, environmental, or regulatory objectives. Based upon this position, ORA
recommends that SCE’s capital expenditures be limited to $2.858 million in 2002
and $2.876 million in 2003, or a total of $5.734 million. The difference between
SCE and ORA for the two years is $7.901 million.
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Discussion

Over 82% of the capital expenditures planned for Four Corners are focused
on production reliability. Planned expenditures include replacement of turbine
blades, boiler tubes, steam condensers, tubular air preheaters, and other
components that would cause a shutdown if they failed. In its direct testimony,
SCE identified and described 48 separate capital projects with a total cost of
$18.858 million (SCE share). Two projects alone, replacement (retubing) of the
Unit 5 main steam condenser and replacement of the tubular air preheater,
required more than $3.8 million to complete in 2002. In other words, the costs for
just these two projects exceed ORA'’s entire capital forecast for 2002.

We conclude that a forecast based upon a five-year average is
inappropriate for Four Corners. Because the greatest part of Four Corners’
capital expenditures are for reliability, we are concerned that adoption of ORA’s
recommended level of expenditures could, if implemented by the operating
agent, significantly impact production reliability at Four Corners. We will adopt

SCE’s project-specific test year forecast for Four Corners capital expenditures.

3.4.2. Four Corners O&M Expenses
Recorded/adjusted Four Corners O&M expenses were $25.727, $20.921,

$19.691, $22.363, and $27.208 million (2000 dollars, SCE share) in the years 1996
through 2000 respectively. SCE explains that while expenses were relatively flat
from 1997 to 1999, they were higher in 1996 and 2000 due to large overhaul
outages. Using five-year averages for all FERC accounts to smooth out the effect
of the outages, SCE forecast test year 2003 O&M expense of $23.182 million for
Four Corners. SCE notes that the 1996-2000 recorded expenses used in its
forecast are among the lowest recorded over the last 21 years of data examined

(using constant 2000 dollars).
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ORA accepted SCE’s five-year averaging methodology for FERC
operations Accounts 500.15 through 507.15, because their recorded expenditures
were constant. ORA proposes that three-year averages (1997-1999) be used for
FERC maintenance Accounts 510.015 through 514.015 because the year 2000
indicates substantial increases in maintenance costs as a result of a major
overhaul. Since no major overhauls are planned for the test year, and the next
one had been planned for 2006,25 ORA concluded that the test year forecast
should exclude such costs. ORA’s method yields a forecast of $9.994 million for
Four Corners O&M, which is $2.384 million less than SCE’s forecast of $12.378
million for maintenance accounts.

Discussion

SCE contends that by excluding 1996 and 2000 from the average, ORA's
proposal would not compensate SCE for major overhaul outages such as those
experienced in 1996 and 2000. Although there is no major outage overhauls
planned for Four Corners in 2003, SCE has shown that a major overhaul will
occur in 2004. ORA's use of a three-year average would underfund SCE for an
overhaul in 2004 by inappropriately excluding years in which a major overhaul
occurred. We believe the appropriate forecast is SCE's use of a five-year average
because although there is no major overhaul planned in the test year of 2003,
there is indeed one planned for 2004. We are cognizant that the purpose of this

GRC is to determine the just and reasonable rates for the 2003 test year, yet we do

25 SCE stated in its rebuttal testimony that, in August 2002, it learned that APS was
planning a major overhaul of Unit 4 in 2004 See Exhibit 288, p.17, fn. 25. Further,
although we do not

condone the use of rebuttal testimony to update utility showings, we will make an
exception in this case for consistency with our adoption of updated O&M costs for Palo
Verde.
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not want to create the incentive for utilities to schedule major projects for the test
year because we believe this will unnecessarily overfund the utilities in the post-

test years before its next GRC.

SCE's methodology for Four Corners maintenance accounts is reasonable
and yields the better forecast. SCE’s proposal to use a five-year average to
forecast test year 2003 O&M expense of $23.182 million for Four Corners is

therefore adopted.

3.5. Hydroelectric Generation
SCE operates and maintains 36 hydroelectric (hydro) generating plants

consisting of 79 generating units with an aggregate 1,156 MW of capacity. Some
of the facilities have exceeded 100 years of age, and most were constructed at

least 50 years ago. Initial plant service dates range from 1893 to 1999.

3.5.1. Hydroelectric Capital Expenditures
Using project-specific analysis, SCE forecasts capital expenditures of

$17.691 million in 2002 and $15.121 million in 2003 for its hydro system, a total of
$32.812 million. These forecasted amounts are somewhat lower than the
1996-1999 average annual level of expenditures of $19.670 million.

As with SCE’s other generation forecasts, ORA found that in its opinion
SCE failed to provide adequate project-specific information. ORA therefore
recommends a four-year average of historical expenditures as the basis for the
capital expenditures forecast. ORA’s approach yields a forecast of
$14.432 million for each of the years 2002 and 2003, or a two-year total of $28.864
million. This represents a forecast that is $3.948 million less than SCE’s two-year

forecast of $32.812 million.
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Discussion

ORA does not take issue with any particular capital project that SCE plans
to undertake. Instead, ORA faults the methodology used by SCE to develop its
forecast. As we have indicated earlier, a project-specific forecast has the potential
for being the most reliable basis upon which to forecast capital expenditures. On
the other hand, because projects may not always be implemented as planned, it
may be appropriate to use other forecast methodologies such as averaging. With
respect to SCE’s hydro facilities, we find that SCE’s project-based forecast is
consistent with a properly determined averaging approach, i.e., one that uses five
instead of four years and that accounts for inflation.

SCE has shown that when these corrections are made to ORA’s averaging-
based forecast, the result is a reduction of $942,000 from SCE’s project-based
forecast for 2002 and an increase of $1.888 million from SCE’s forecast for 2003.
This confirms the reasonableness of SCE’s original forecast for hydro capital,

which we therefore adopt.

3.5.2. Hydroelectric O&M Expenses
SCE forecasts hydro O&M expenses of $27.771 million for 2003. This

represents an increase of 12% above the average level of expenditures for the
1996-2000 recorded period ($24.789 million). SCE asserts that the hydro facilities’
advancing age is the major factor underlying this increase. In addition, SCE
plans to undertake certain maintenance initiatives, notably painting. SCE has not
painted most of the powerhouses, flow lines, penstocks, and generation
equipment for over 20 years (Exhibit 18, p. 20). Other planned activities that are
driving O&M increases include penstock and flow line condition assessments,

wicket gate maintenance, and buttress repairs at Florence Dam.

-75 -



A.02-05-004 COM/SK1/ham

ORA recommends an O&M forecast of $25.661 million for SCE’s hydro
system, which represents a reduction of $2.110 million from SCE’s forecast.

Discussion

SCE has shown the unquestionable importance of maintaining its hydro
facilities by, among other things, maintaining protective coatings (painting),
ensuring the safe condition of penstocks and flow lines, ensuring efficient and
reliable operation of wicket gates that control the amount and distribution of
water to the turbine, and ensuring the safety of Florence dam by repairing its
buttresses because they are subject to spalling due to extreme freeze/thaw
conditions. We have no doubt that SCE’s failure to carry out these activities
could jeopardize the safe and reliable operation of its hydro system.

However, with the exception of the Florence Dam buttress repairs, which
were suspended in the 1990’s while seismic retrofit work was anticipated, SCE
has not adequately explained why these important activities have taken on the
degree of added importance during the GRC test period reflected in its forecast.
More to the point, SCE has not satisfactorily explained what events have
occurred requiring the expenditure of an additional 12% each year to operate and
maintain the hydro system. For example, SCE has not adequately explained why
it did not paint certain hydro facilities for more than 20 years but must do so
during the ratemaking test period.26

We would expect a system most of whose components are 50 to 100 years

old to have relatively high maintenance costs. However, during the recorded

26 SCE’s rebuttal testimony regarding the difficulty of painting penstocks does not
overcome our concerns, nor does its rebuttal testimony regarding maintenance painting
at Big Creek.
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period from 1996 to 2000 the system was already old. SCE has not explained to
our satisfaction why its test period maintenance costs should be so much higher
than those of the same system were when those components were 45 to 95 years
old. The fact that SCE did not apply paint for 20 years suggests inappropriate
deferred maintenance as a possible answer.

The questions about SCE’s hydro O&M forecast cast significant doubt as to
the forecast’s reasonableness. With one exception, ORA’s forecast gives
appropriate weight to past spending and needed projects, and is more reasonable
than SCE’s. We note that where SCE proposes a 12% increase, ORA’s forecast
represents an increase of 3.5% above the historical level of 1996 to 2000. ORA’s
forecast is therefore adopted, provided, however, that we will add $845,000 to

ORA'’s forecast to include costs for the Florence Dam buttress repairs.

3.6. Other Generation
SCE’s Pebbly Beach Generating Station on Santa Catalina Island consists of

six diesel generators that represent the principal power source for 1800
residential and 500 commercial customers. SCE forecasts test year O&M
expenses of $1.518 million. SCE forecasts capital expenditures of $2.5 million for
a Selective Catalytic Reduction system to reduce emissions ($2.2 million in 2002
and $0.3 million in 2003), $0.8 million in 2002 to repair and upgrade the fuel pier,
and $0.3 million in 2003 to cover other routine capital related work. ORA agrees
with SCE’s O&M estimate. In a data request response, SCE indicated that the
cost of the fuel pier project is less than is stated in SCE’s testimony. ORA
therefore proposes to remove $445,000 from SCE’s capital request.

Discussion

SCE agrees with ORA’s proposed $445,000 adjustment for the fuel pier
capital expenditures. Therefore, both SCE’s O&M forecast and its capital
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forecast, as adjusted, are uncontested. We will adopt these forecasts for Other

Generation.

3.7. Generation Capital Additions for 1997-1998
3.7.1. Introduction

In response to Public Utilities Code Section 367,27 an electric industry
restructuring statute that addressed utility recovery of uneconomic generation
costs, as well as D.97-09-048, in which the Commission provided for the
implementation of Section 367, SCE filed A.99-04-024 to recover approximately
$83 million in capital additions that it made to certain non-nuclear generation
plant in 1997 and early 1998.28 Earlier, by A.97-10-024, SCE had applied for
“Competition Transition Charge” (CTC) recovery of its generation-related capital
additions for 1996.

Commission restructuring policy promulgated in D.95-12-063 and
legislative direction embodied in AB 1890 contemplated the divestiture of certain
utility generation assets as part of the transition to a more competitive electric
services industry. However, the subsequent breakdown of the wholesale
electricity market led to significant changes in the policy for divestiture. Among
other things, the Legislature amended Section 377 in January 2001 to (1) require

public utilities to retain electric generation facilities until January 1, 2006 and

27 All section references herein are to the Public Utilities Code unless otherwise noted.
Section 367 was added by Assembly Bill (AB) 1890 (Stats. 1996, Ch. 854).

28 Among other things, D.97-09-048 established reasonableness review criteria
applicable to capital additions made in 1996 and 1997. Pursuant to D.98-03-054, this
period was extended through March 1998 (the date of commencement of operations of
the Independent System Operator (ISO) and the Power Exchange (PX)) due to delays in
the startup of the 1SO.
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(2) require that the Commission ensure that these facilities remain dedicated to
service for the benefit of California ratepayers.2°

The amendment to Section 377 was adopted after the evidentiary record in
A.99-04-024 was closed. By ruling dated September 7, 2001, the assigned ALJ in
A.99-04-024 noted that parties in that proceeding had not had an opportunity to
comment on any effects that this statutory amendment might have on the criteria
for evaluating the application. The ALJ set aside submission of A.99-04-024 and
provided parties an opportunity to file comments and reply comments on the
effects of amended Section 377. SCE, ORA, and TURN filed comments, and
TURN filed reply comments. Upon review, the ALJ determined that the record
in A.99-04-024 remained incomplete with respect to capital additions made for
the purpose of plant reliability and obsolescence.

A subsequent joint ruling issued by the ALJs assigned to A.99-04-024 and
this GRC on September 9, 2002 stated the following:

The record in A.99-04-024 is incomplete regarding the 1997-98 capital
additions made for purposes of plant reliability and obsolescence
purposes. A.99-04-024 assumed that these projects for retained
hydroelectric and coal generation plants were only necessary to maintain
plant through December 31, 2001, and the testimony and analysis focused
on this date. However, the amending of Section 377 means that plant must
be maintained until January 1, 2006. Accordingly, either A.99-04-024 could
be reopened for the purpose of taking further testimony on this issue, or a
more appropriate proceeding addressing the Edison’s retained plant and
associated capital additions could be used such as Edison’s current general
rate proceeding A.02-05-004. (Administrative Law Judges’ Ruling on Certain
Capital Additions to Non-Nuclear Generating Plant, p. 3.)

29 Section 377 was amended by ABX1-6 (Stats. 2001, Ch. 2 of the First Extraordinary
Special Session).
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The ALJs assigned to A.99-04-024 and this proceeding jointly determined
that this is the more appropriate proceeding to address the 1997 and 1998
reliability and obsolescence capital additions to SCE’s coal and hydro facilities.
Their September 9, 2002 ruling directed SCE to submit testimony on the
reasonableness of those capital additions and how they support continued
reliable operation of utility-retained generation through January 1, 2006. The
ruling specified, by individual project, $32.479 million in reliability and
obsolescence capital additions to be addressed in this GRC.30 The ruling further
provided that consideration of capital additions for environmental, regulatory
and safety and for divested fossil plants would remain with A.99-04-024.31

SCE served its supplemental testimony regarding the 1997-98 capital
additions on October 1, 2002; this was later identified as Exhibit 71. SCE’s policy
witness also addressed the capital additions in Exhibit 69, Section I. SCE
maintains that all of the $30.937 million in projects identified in the September 9
ruling comply with the four review criteria established in D.97-09-048. SCE also
maintains that Section 367 does not apply to the capital additions reviewed in
this docket. Nevertheless, SCE contends that all of the projects at issue meet the
Section 367 requirement that the capital additions must be necessary to maintain

the facilities through 2001.

30 This was later revised to $30.937 million, consisting of $16.223 million for additions to
coal plants and $14.714 million for additions to hydro plants. These amounts are for
gross additions, i.e., they include corporate overheads, and they reflect SCE’s share of
additions for jointly owned plants. (See letter from SCE to ALJ DeBerry dated
September 18, 2002, confirming clarification to the ruling of September 9, 2002. See also
Exhibit 71, pp. 10 and 11.)

31 A.99-04-024 was resolved by D.04-02-025.
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ORA and TURN submitted written testimony on the 1997-98 capital
additions on December 6, 2002. ORA takes the position that reasonableness of a
capital addition must be evaluated on the basis of facts and circumstances known
when the utility made the decision to make the addition. ORA states that it
remains committed to the project-specific disallowances that it recommended in
A.99-04-024. With respect to the projects transferred to this proceeding, ORA
proposes disallowances of $14.932 million and $12.463 million, respectively, to
SCE’s coal and hydro additions, or a total of $27.395 million of the $30.937 million
sought by SCE. TURN submitted testimony proposing disallowances totaling
$7.642 million for Mohave Unit 1 centrifuge replacements, and on brief it
recommends additional disallowances for investments at SCE’s coal plants.

SCE submitted rebuttal testimony addressing the testimony submitted by
ORA and TURN.

3.7.2. Evaluation Criteria
SCE witness Fielder introduced SCE’s policy perspective on the 1997-98

capital additions as follows:

The [September 9, 2002] ALJ Ruling appears to recognize that assessing the
reasonableness of these capital additions through the lens of short-term
payoff is no longer appropriate. Rather, the ruling understands the new
reality of retaining utility generation at least through 2006, and potentially
through the end of their planned operating lives. (Exhibit 69, p.5.)

Most of the capital investments in these plants were made to replace
obsolete components, or for regulatory or safety related requirements.
[Footnote omitted.] In some instances, where an economic analysis was
necessary they were justified on a “remaining life” basis consistent with
our obligation to serve at the time. With this in mind, we are satisfied with
our testimony in the capital additions proceeding and have, for the most
part, simply re-filed it in this GRC. (lId.)
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In our view, these investments are clearly reasonable and their
performance during our recent energy crisis is the proof. While
California’s citizens faced repeated curtailments and outright blackouts,
these plants operated very well and provided power at cost-based rates.
While certain parties may quibble over subtle differences in assumed
discount rates and net present value analysis, the real world evidence of
these investments’ reasonableness was their performance during a crisis.
As a matter of fundamental fairness and common sense the Commission
should find these capital additions to be reasonable. (Id., pp. 5-6.)

ORA and TURN urge that the reasonableness review criteria established
by D.97-09-048 be observed in this GRC proceeding. Both of these parties base
their proposed disallowances on their contention that SCE has failed to
demonstrate compliance with those criteria with respect to various projects.

Discussion

As a condition precedent to utility recovery of uneconomic costs associated
with capital additions made to generating facilities that were in existence as of
December 20, 1995, Section 367 required that such additions be necessary to
maintain those facilities through December 31, 2001, and reasonable as
determined by the Commission. For capital additions made in 1996 and 1997
(and in 1998 until the 1ISO and PX commenced operations), D.97-09-048 further
provided that cost recovery would be based on the Commission’s after-the-fact
(ex post facto) reasonableness review of recorded expenditures. Among other

things, the Commission established the following reasonableness review criteria:

In their applications [for transition cost recovery], PG&E, SDG&E,
and SCE shall demonstrate how their requests for recovery of capital
addition costs meet the following criteria, among others:

(1) consistency with recent capital budgets and expenditures for
respective power plants, (2) the need for compliance with other
regulatory requirements, (3) cost-effectiveness and (4) the impact of
the capital addition on the unit’s heat rate. PG&E, SDG&E, and SCE,
and other interested parties may propose additional evaluation
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criteria for Commissions consideration. (D.97-09-048, Ordering
Paragraph 3, 75 CPUC 2d 449.)

At issue now is whether the reasonableness of the generation capital
additions that SCE made in 1997 and early 1998 should be evaluated according to
the criteria used for other capital additions reviewed in this GRC, as SCE urges,
or according to the criteria established in Section 367 and D.97-09-048, as ORA
and TURN urge. If the higher standards urged by TURN and ORA are
applicable, then shorter payback periods may apply for cost-effectiveness
analyses of capital projects, and SCE must show that improvement of a
generating unit’s heat rate was not the purpose of the expenditure.

This issue harkens back to the recent past, when the unambiguous policy
of this state was promotion of a competitive generation market. As the
Commission explained in D.97-09-048, in which it established the criteria for
determining eligibility for transition cost recovery for generation capital

additions generally:

[T]he Legislature has given us latitude to adopt one or a combination
of approaches for determining the reasonableness of transition cost
recovery for capital additions. In doing so, we keep foremost in our
minds the objective of creating a level playing field for all market
participants during the transition to a fully competitive electric
services industry. How we handle the issue of capital additions is a
critical aspect of creating this level playing field. We do not wish to
establish standards of reasonableness that afford utilities an unfair
advantage in the market, particularly at ratepayers’ expense. At the
same time, we wish to encourage utilities to make cost-effective
investments that will maintain the reliability of the electric system.
As intended by [Section 367], utilities should have the opportunity to
recover the costs of those investments during the transition period.
(D.97-09-048, 75 CPUC 2d, 442.)
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To implement the objectives of a level playing field and encouraging cost-
effective investments that would maintain reliability, the Commission
determined in D.97-09-048 that a “market control” approach was appropriate
once the ISO and PX began functioning. The Commission determined that ex post
facto reasonableness review was appropriate only for those capital additions
made in 1996 and 1997. (As noted earlier, D.98-03-054 extended this period
through March 1998.)

With the enactment of ABX1-6, we have new responsibilities to fulfill.32
Where it was once the policy that utility generation would either be divested or
subjected to market prices if retained, and that a level playing field be established
by, among other things, preventing inappropriate ratepayer subsidies of
generation offered into the market, Section 377 now requires that utilities retain
their generation facilities at least through 2005, subject to Commission regulation.
It further requires that we act to ensure that these generation facilities remain
dedicated to service for the benefit of California ratepayers.

In D.02-11-026, we commented on how ABX1-6, including its amendment
of Section 377, impacts Section 367. The following excerpt from that decision

bears repetition here:

These provisions of ABX1-6 clearly and expressly confer on the

Commission jurisdiction over regulation of the utilities’ retained
generation assets, including rates. Such jurisdiction includes, for
example, authority to determine whether and to what extent the

32 The California Supreme Court has stated that ABX1-6 “constituted a major
retrenchment from the competitive price-reduction approach of Assembly Bill 1890,
reemphasizing instead PUC’s duty and authority to guarantee that the electric utilities
would have the capacity and financial viability to provide power to California
customers.” (Southern California Edison Co. v. Michael R. Peevey (2003) Slip Op. 11.)
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utilities may recover in rates their investments in these retained
generation assets. Moreover, by conferring upon the Commission
the authority to continue to regulate the utilities’ retained generation
under a cost-of-service approach, and deleting provisions requiring
generation to be transitioned from regulated to unregulated status,
these provisions removed any danger that the investment in such
assets “may become uneconomic as a result of a competitive
generation market.”33 (§ 367.) In other words, the investment in
these assets no longer is a stranded or transition cost within the
meaning of AB 1890. Thus, recovery of these investments is no
longer barred by AB 1890’s prohibition on the recovery of stranded
costs after the end of the rate freeze.3+ (D.02-11-026, pp. 13-14.)

No party has explained how we can fulfill our new obligation to ensure
that SCE’s coal and hydro facilities remain dedicated to service for the benefit of
ratepayers through at least 2005 while limiting ratepayer funding responsibility
only to those capital additions needed through 2001. Additionally, as we
determined in D.02-11-026, the requirements of Section 367 are no longer
applicable to the extent that those requirements conflict with those of ABX1-6.
We also note that with the enactment of ABX1-6, utilities do not have the
opportunity they previously had to recoup through divestiture capital

investments that are not funded by ratepayers.

33 |n a footnote at this point, the Commission explained that the concept of uneconomic
costs is not applicable under cost-of-service ratemaking, and that the concept only has
relevance under a market-based rate regime.

34 In a footnote at this point, the Commission stated that “[a]lthough we believe that
ABX1-6 and AB 1890 can be harmonized in this manner, to the extent that they cannot,
ABX1-6 as the later-enacted statute, implicitly repealed those provision of AB 1890 that
are incompatible with it. (Peatros v. Bank of America (2000) 22 Cal.4th 147, 167-68; In re
Thierry S. (1977) 19 Cal.3d 727,744.)”

-85 -



A.02-05-004 COM/SK1/ham

It follows that we must now provide for the utility’s opportunity to recover
the reasonable costs of maintaining and operating those facilities through 2005. It
is no longer appropriate to hold the utility to the Section 367 requirement that
capital additions be necessary to maintain the facilities only through 2001, or to
the D.97-09-048 requirement that capital additions to improve the unit’s heat rate
be excluded. Doing so could deny the utility the opportunity to recover its
reasonable costs for capital additions that benefit ratepayers, and it would be no
more appropriate than it would be to adhere to the requirement that post-1998
capital additions considered in this GRC be subjected to the now-irrelevant
market control approach.

ORA and TURN state the correct rule for retrospective (ex post facto)
reasonableness reviews generally, as applicable to capital additions --
reasonableness should be evaluated on the basis of facts and circumstances
known or knowable when the utility made the decision to make the addition.
However, for the reasons explained above, ABX1-6 has changed how we must
evaluate these capital additions. We find that this general rule for reasonableness
review is inapplicable in the very limited circumstances here. Accordingly, we
will not hold SCE to the requirement that the 1997-98 capital additions be
necessary to maintain the facilities through 2001, or to the requirement that
capital additions made to improve a unit’s heat rate be excluded.

Appropriately, SCE no longer requests CTC recovery of the 1997-98 capital
additions at issue here. Instead, SCE requests authorization to include these
additions in rate base, just as the other generation capital additions considered in
this GRC are. We will adopt this approach for the coal and hydro capital
additions that we find to be reasonable, as discussed below. For the reasons

discussed earlier these, are not “uneconomic” costs within the meaning of
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Section 367, and we reject TURN'’s assertion that Section 367(a) prohibits their
recovery in this GRC.

In its reply brief TURN raises the concern that SCE may be seeking double
recovery of capital additions to the extent that such costs are currently included
in rate base pursuant to D.02-04-016. SCE’s testimony (Exhibit 71, Section VII)
appears to adequately explain the company’s ratemaking proposals.
Nevertheless, to avoid any possibility of double recovery, SCE should include in
the advice letter filing it makes pursuant to this order a demonstration that the
costs