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The Central Valley Project (CVYP) is a large
multiple-purpose water resources development project in
California consisting ¢of 19 dams with related water conveyance
systems, power generation, and transaission facilities. The
project's primary purpcse is to prcvide irrigation water o the
Sacramento and San Joaquin Valleys. Its secondary purposes are
to provide muricipal and industrial water. flocd control, fish
and wildlife enharcement, and hydroelectric poxer generation. In
December 1976, the Department of the Interior announced an
adjustment in the rate fcr Northwest power sold to the Pacific
Gas and Electric Gompany (PGEE) by the Central Valley Project
retroactive to April 1, 1976. PFindings/Conclusions: The Bureau
of Reclamation did not Jjointly review the rate with PGEE to
negotiate a change in the rate for Northwest power sold to PGEE
as of April 1, 1971, as required by the contract. A comproaise
rate adjustment was negotiated in December 1976 which
establiskted a split rate based on charging the full cost for
Nor+hwest energy to FGEE but dividing the capacity into two
comprnents: the first component, with energy associated zt 60%
load factor, is charged at the pass-through rate; the second
craponent, consisting of the remaining Northwest caparity
available to PGEE, is sold at the CVP system power rate. The
decision *o approve the split-rate appears to be a coppromise
that would be acceptable to PGEE. Eecause there wvas a
disagreement c¢f the affected parties and, under tke contract,
the mat*er could have been referred to the Federal Power
Comeission for a decision, such a referral was in order.
However, the records 4o not show the rationale for not taking



this course of action. (s0)
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The Honorable John E. Moss

The Honorable Harold T. Johnson

The Honorable John J. McFall

The Honorable Robert L. Leggett

The Honorable Don Edwards

The Honorabla Norman Y. Mireta

The Honorable Paul N. McCluskey, Jr.
House of Representatives

In accordance with your request, and subsequent
discussions with your liaison, we obtained information
on the rate determining process for power ./ sales from
the Central Valley Project (CVP) by the Department of the
Interior's Bureau of Reclamation to the Pacific Gas and
Electric Company (PG&E) under sales contract number
14-06-200-2948A.

In December 1976 the Department announced an adjustment
in the rate for Northwes: power sold to PG&E, retroactive to
April 1, 1976. C¥P customers expressed concern with this
decision because thev believed that (1) the adjusted rate
did not reflect the full cost of Northwest power; (2) “he
rate should have been adjusted on April 1, 1971, as provided
for in the contract, to retlect the cost of Northwest power;
{3) the failure to adjust the rate on April 1, 1971, resulted
in the sureau incurring a loss of $76 million on Northwest
power sold to PG&«E; and (4) any loss will result in higher
rates for the prefecrence customers.

On the basis of these concerns, you reguested that we
determine (1) wuy the Pepartment did not increase the rate
for Northvest power on April 1, 1971, in accordance with
the contract; (2) the extent of th¢ loss incurred by the
Government because the rate was not adjusted on April 1,
1971; and (3) the rationale behind the decision to adivest
the rate in December 1976 at less than .the full cosec of
Northwest power.

1/The term “"power" is used in a broad sense and includes
capacity and energy.

EMD-78-138
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Our review was conducted primarily at the Bureau's
regional office in Sacramento, California. We examined
pertinent documents concerning the power rates and discussed
our work with Bureau and PG&E officials. In addition, we
previouasly issued a report on CVP power rates (“California's
Central Valley Project-Proposed Power Rate Increase,"
B-125042, 11/19/73) which pertains to this matter.

BACKGROUND

CVP is a lacge multipurpose water resources development
project in California, consisting of 19 dams and related
water ccnveyance systems and power generation and transmis-
sion facilities. CVP's primary purpose is to prov.ide
irrigation water to the 3Sacramento and San Joaquin ’alleys.
Its secondary purposes ate to nrovide municipal and indu:-
trial water, flood cratrcl, fish and wildlife anhancewent,
and hydroelectric power generation.

CVP rower generation began in 1944 and for the first
several years, virtually all power output was sold to PG&E,
an investor-owned California utility comp~ny. In 1951 the
Bureau and PG&E entered intc two contracts. The first
provided for partial intevration of the two electrical
systems and delivery of CV2 pcwer over PG&E transmission
lines to CVP preference customers 1/; the second permitted
PG&E to purchaz 2 surplus CVP power not “equired by prefer-
ence customers.,

Althcugh the two contracts were modified from time to
time, they remained in effect urtil July 31, 1967, when the
Bureau and PG&E entered into a new sales and transmission
contract (14-06-200-2948A). The new contrazt, which basically
is a continuation of the previous two contracts, runs through
the year 2004.

The contract provides that, among other things, power
generated by the CVP gystem, along with power imported from
the Pacific Northwest over the Pacific Northwest-~-Southwest
Intertie, which is in excess of the Bureau's requirements,
be sold to PG&E. The .contract also provides that the Bureau
can purchase an eguivalent amount of power from PG&E at times
and in amounts required when the CVP power supply is insuffic-
ient to meet its customer requirements. These provisions

1/, usli=~rs served by CVP which include municipalities,
cooperatives, irrigation districts, and Federal and State
agencies in northern California. These cus:omers ars
ez ablished by legislation.
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are referred to as the banking arrangement. Enerygy sold to
FG&E and banked before July 31, 1967, is referred to as
Energy Account No, 1, and sales since that date are in

Energy Account No. 2. Capacity sold to PG&E after January 1,
1965, is in a Capacity Account.

With the banking arrangement, CVP estimated it would
be able to meet its customers' firm (consistently relied
on) load of 1,050 megawatts 1/ from 1980 through 2004;
without it, CVP estimated it could not. The Bureau esti-
mated that the banking arrangement would allow CVP to
satisfy a firm load of 925 megawatts and to meet the load
growth (increased demand for power) of certain customers
up to a total of 1,05uL megawatts.

To meet its power commitment, the Bureau entered into
an arrangement with a group of Pac1fic Northwest public and
private utilities on December 26, 1967, to purchase about
400 megawatts for the period 1972 through 198l1. The power
source was a new coal-fired steamplant near Centralia,
Washington, and the Bureau agreed to pay the utilities the
actual costs for its share of the plant's output and Bonneville
Power Administration 2/ for a standby source of power. The
contract between the Bureau and PG&E provided that Northwest
power be sold to PG&E at the established CVP system power
rate. 3/ It further provided that:

"Rates and charges under this contract shall be
fair and equitable and shall * * * pe jointly
reviewed, and adjusted as appropriate on April 1,
1971, and every five years thereafter * * *,

Such .eview shall take into account substantial
savings accruing to either party ané applicable
costs of construction and production, including
changes therein and approvoriate service charges
during the preceeding five years."

1/1 megawatt equals 1,000 kilowatts,

2/an Interior Agency responsible for marketing power in the
Pacific Northwest from the Federal Columbia River Power

System.

3/The rate charged for all power from the CVP system and same
rate for all customers. The system power rate at that time
wes $0.75 a month per kilowatt for capacity and a sliding
charge of 4, 3, and 2 mills per kilowatt-hour for energy.
This rate had been in effect since 1945,
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If no agreed upon rate can be developed, the case is to be
referred to the Federal Power Commission (FPC) for decision.

RATE ADJUSTMENT NOT MADE APRIL 1, 1971

The Bureau's regional officials told us that they did
not jointly review the rate with PG&E to negotiate a change
in the rate for Northwest power sold to PG&E as of April 1,
1971, because (1) the general concept was to charge all
customers, including PG&E, the CVP system power rate rather
than the specific cost of Northwest power; (2) the cost of
Northwest power was not known because CVP did not begin
receiving the power until January 1972; and (3) by selling
the power at a low rate, CVP could buy it back at a low
rate in the future. 1/ The regional officials acknowledged
that sometime before April 1971 they had an indication that
the cost of Northwest power would be higher than originally
estimated, but they did not know how much higher and thus
had no {irm figures for reviewing and revising the rate
with PG&E.

An official of the Bonnevilie Power Administration told
us that before April 1, 1971, it was known the construction
cost of the Centralia plant was going to be higher than orig-
inally estimated, but information indicating that fuel and
operating costs were going to be substantially higher than
originally estimated was not available.

LOSS ON THE SALE OF NORTHWEST POWER

CVy first began receiving power from the Northwest in
January 1972, and most of the power was sold to PG&E. The
following schedule shows the loss incurred by the Bureau
from the sale of Northwest power during the period January 1,
1972 through March 31, 1976.

1/The rate for power bought by CVP from PG&E in the Capacity
Account and Energy Account No. 2 is to e calculated on the
basis of a formula which takes intc consideration the orig-
inal price PG&E paid for the power.
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Losses tn CVP on Morthwest Power for Period

January 1, 1972 to March 31, 1976 {note a)

Preference
PG&E customers Totals

Cost of purchases of
Northwest power:

Capacity (note a) 5 ©3,284,438 §$ 3,023,072
Energy (note a) 42,845,455 22,761,481

TOTAL $106,129,943 $25,764,553 $131,914,496

Revenues from sales
of Northwest power:

Capacity $ 13,334,412 536,974
Energy 19,619,887 iv 242,637
TOTAL $ 32,954,295 $10,779,61) $ 43,733,910

Loss on sales:

Capacity $ 49,950,076 $ 2,486,098
Energy 23,225,568 12,518,844
TOTAL $§ 73,175,644 $15,004,942 s 88,180,586

a/The rate for electric power is made up of two components,
capacity and energy. In accounting for the cost of Northwest
power, the capacity component generally consists of the
annual fixed, operating, and riaintenance costs of the generc-
ating plant that produces the power. The energy component
generally consists of the annual fuel cost of the generating
plant.
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According to the Department, when the Centralia plant
was placed in service in the fall of 1971, ite output was
restricted to meet air pollution control reguirements,
which resulted in increased per unit power costs. Other
pollution abatement equipment was later installed at an
added cost of about $42 million, about one-fifth of the
plant cost., After the plant began operation, the -tual
rost of coal to operate the plant was more than tv & the
initial estimated cost. Also because of air poilu.ion
control regulations, the plant operated at lower than
capacity, further increasing the per unit cost which CVP
had to bear.

At the same time CVP was paying higher cnsts for
Northwest power, it was selling the power to PG&E at a con-
tractual sales rate that had not been adjusted as of April 1,
1971, and could not be adjusted until April 1, 1976. Rate
and repayment stindies 1/, made by CVP in 1973 in determining

the CVP gystem power rate, indicated the existing system
pover rate would have tou be increaased, According to the
Department, the high cost of Certralia power was the princi-
pal reason for CVP needing a rate increase, The CVP system
power rate was increased on April 1, 1974 2/. However,

the rate to PG&E for Centralia powsr remained at the old
system rate because of the contract restrictions.

Since the sum of revenues from PG&E and CVP customers
for Centralia power must reimburse the Gcvernment for its

1/To determine whether power rates are adequate for recover-
ing the Federal investment in a system within the required
repayment period, each Federal power agency generally
makes and publishes periodically consolidated rate and
repayment studies covering all power projects in the
system. These studies show actual costs and revenues for
all projects through the current fiscal year and projected
estimated costs and revenues through the remainder of the
repayment period.

2/The April 1, 1974 rate increase was tho first step of a
two-step increase. The second increase was to 90 into
effect April 1, 1977. However, in February 1975 the
United States District Court, District of Columbia, found,
as a result of a suit filed by the CVP preference custom-
ers., that proper procedures had not been followed and the
customers had been denied due process of law in the rate
adjustment procedure and ordered the rate set aside.
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out-of-pocket costs, the amount which PG&E pnys for this
power affects the rate to be paid by the preference custom-
ers. The losses in the rrevious ctable have been included
in rate and repayment studies made by CVP in determining
the CVP system power rate for preference customers. These
rate and repayment studies indicate that a syctem rate
increase of about 180 percent will be needed.

RATE ADJUSTMENT

In August 1975 the Bureau presented a tentative power
rate aéjustment study for PG&E and CVP customers as part of
its rate adjustment procedure. The study presented two
rate alternzcives for the s:le of power to PG&S. Alterna-
tive 1 assumed that PG&E would be charyed the full cost or
"pass- through" rate for Northwest purchased power. Alterna-
tive 2 assumed that PG&E would continue to pay tiie CVP
system power rate for Northwest power.

These options were evaluated and on February 20, 1976,
the Department's Assistant Secretary for Land and Water
Resources (see app. I for organization of positions at
Department of the Inte. ior pertzining to this report)
announced that the Deps~rtment proposed to suvport the pass-
through rate to PG&E and iuplement the rate effective
April 1, 1976. On March 30, 1976, PG&E met with Department
officirls and requested the postponmen: of the rate in-
crezz< for at least 30 days to permit further study.
Reasons given by PG&E for a delay were:

--The pass-through pfoposal is unfair and irequitable
because they would be paying a fulil rate for capac-
ity without receiving the energy.

--There is mutual advantage in taking the time now
to attempt to resoclve differences rather than
turning it over to rPC with an attendant long delay.

--Extension does not increase the risk of later legal
action.

The request was granted on March 31, 1976, by the Under
Secretary of the Intericr. On April 1, 1976, the Under
Secretary instructed the Bureau to develop options to the
pass-through rate that would be mutually agreeable to both
PG&E und the Bureau. Subsequently, a compromise : ate,
alternative 3, was developed and referred to as the "split"
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rate. In December 1976, following several months of comment
from PG&E and the preference customers and deliberation by
tne Department, tne split rate was establiched by the Under
Secretary and agreed to by PG&E.

The split rate is based on charging the full cost for
Northwest energy 1/ but dividing the capacity 2/ into tueo
components. The First component, with energy associated
at 60-percent loszd factor 3/ is charged at the pass-through
rate. The secor component is the remaining Northwest capac-
ity available to PG&E and is sold at the CVP system power
rateo .

Rationale for the split-rate decision

In Congressional hearings held durine Jannsry 1974
concerning a CVP proposed system power rate increase, the
concept of proportionate allocation of power costs was dis-
cussed. During the hearing both the Bureau znd PG&E pre-
sented testimony .mplying that Northwest capacity should
be allocated proportional to the Northwest energy sold to
PGEE. Any additional capacity and energy sold to PGSE
vvould then be deemed t. have been provided from the CVP
hydroplants. This netnod of allocating capacity and energy
would have no effect if both PG&E and the preference cus~
tomers paid the same rate for all power,.

1/Energv is the amount of power used.

2/Capacity is the rate at which a generatirg unit produces,
or is capable of producing energy. The following is an
illustration explaining the distinction between energy
and capacitv.

A chandelier witn 10 100-watt bulbs is a 1,000-watt, or

] kilowatt, light fixture. To illuminate 11 10 bulbs

at the same time, a power source with the capa-zity to
produce 1 kilowatt is required. If the chande.ier is
illuminated for 1 hour, 1 kilowatt hour of energy is
consumed; if it is illuminated for 2 hours, 2 kilowatt
hoves uf energy are consumed. Energy is the amount of
pover used, and capacity is the rate at which the power

is produced. fThe capacity stays the same but the energy
changes depending on the length of time the lights are on.

3/The ratic of the average l1sad ovar a designated period
to the peakh or maximum luad occuiing in that period.
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This method was in contrast to the actual procedure used
by the Bureau in billing PG&E for the sale of Northwest
power and CVP hydropower. Monthly bills submitted to PG&E
by the Bureau were based on the contractual concept that CVP
capacity is used to meet project and preference customer
loads first, and Northwest capacity is used to supplement
the CVP capacity. Additionally, since all CVP capacity was
used for project and customer load at that time, the only
capacity that could be sold to PG&E was !G.thwest capacity.

During late 1974 the Bureau and PC&E's push for such a
method was curtziled. 1In November 1974 the Assistant Solic-
itor for Power, in an opinion concerning the "proportionate®
method of allorating capacity, stated that this method was
not provided 7or in che Interior's contract with PG&E. How-
ever, the final paragraph in his opinion stated:

*Even though it is gquite clear that the contract
provides for the allocation of capacity separately
from energy, it is perhaps useful to point out that
tne use of this method of allocation is one of the
fzotors that nay be taken into consideraticn in the
ongoing review under Article 32 in determining what
rates for Centralia capacity and energy would Le
fair and equitable."

PGsE continued to advccate the proportionate allocation
m~».ncd after the Bureau's proposed power rate iancrease an-
no.ncement of February 20, 1976. Their positica was that
the proposed pass-through rate combined with the "separate"
ailocation method would result in PG&E consumecs paying an
inequitably high price for power they were not i -~ceiving,
and theraby subsidizing the preference customers. The
California Public Utilities Commission expressed similar
problems with the proposed Northwest pass-through rate.

PGSE officials inforred us that during a March 1976
meeting with Interior th.y proposed that they would pay the
pass-through rate for Northwest capacity associated with
energy at 80-percent load factor (the typical Nortnwest
delivery level to the Bureau). For all other capacity
they would pay the CVP system power rate, After this
meeting the Bureau was instructed by the Under Secretary
to develop options to the pass-through rate tnat would be
acceptable to both the Bureau and PG&E. The Bureau looked
at split rates for capacity with energy at 40-, 60-, and 80~
percent load factors. This analysis showed that the higher
the load factor, the lower the rates would be to PG&E.

9
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Incerior chose the 60-percent split-rate as the
alternative to discuss with the preference customers.
Separate meetings between Interior and representatives of
the preference customers were held on April 26 and May 14,
1976, where the 60-percent split rate alternative was
discussed.

Representatives of the preference customers disagreed

- with the alternative. They stated that PG&E, upon entering
into the contract in 1967, was aware there was no assurance
that capacity associated with energy at 80- or 60~percent
plant factor would be available to them. They furthe:
argued that it is not uncommon for utilities tu sell capac-
ity and energy as separate components 1/ at the same price
as capacity with energy. They cited Bonneville Power
Administration and other Bureau projects as examples that
market capacity and energy in this manner.

The preference custcmers opposed the split-rate alter-
native on the basis that (1) PG&E paid less than cost for
Northwest power in the perind between 1972 and 1976 and
accrued savings of about $73 million, and (2) PG&E enjoys
great savings in the purchace of Centralia power as compar-
ed to the costs it would experience if power was purchased
from alternative sources.

With regard to past savings, PG&E said that any retro-
active adjustment in the Northwest rate to them is prohibited
by the contract. They added that the contract provides for
prospective rate adjustments on a 5-year basis, and when the
last opportunity for rate adjustments occurred (April 1971),
neither PG&E nor the Bureau requested a change.

The banking arrangement was also used by PG&E as an
argument against retroactive adjustment. PG&E argued that
the estimated losses it will suffer under Energy Account
No. 1 far outweigh the Bureau's past Northwest losses.

Under Energy Account No, 1, PG&E must provide the Bureau,
upon demand, energy at “he set rate of 2.81 nills per kilo-
watt-hour. The average cost to PG&E for power generation

in 1976 was about 20 mills per kilowatt-~hour. CVP ectimates
that Energy Account No. 1 will provide CVP its additional
energy needs from 1981, the expiration date of the Northwest
contract, through 19385.

1/Although energy cannot physically be separated from
capacity, utilities do enter into agreements where capac-
ity with energy is delivered and the energy is later
returned.

10
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Concerning alternative costs, PG&E asserted that the
preference customers had overestimated PG&E's alternative
costs in lieu of Northwest power. PG&E did not consider
alternative cost a proper measure of a "fair and equitable"
rate and 3uggested the proper way to set rates which permit
the Bureau to recover its costs of Centralia power is by
fairly allocating these costs to .ts customers.

After hearing the arguments of both PG&E and the
preference customers, the Bureau believed that PG&E should
pay the pass-through rate for Northwest power rather than
the split-rate. This position was taken in a draft paper
prepared by the Bureau entitled "Final Position on an
Adjustment in Rates to the Pacific Gas and Electric Company
for Northwest Capacity and Energy." The draft document is
dated July 1, 1976, and states their position as follows:

"In general, PG&E argues that the proposed capacity
and energy charges for the pass-through rate are too
high and that it should be charged the same rate for
Northwest power as for project power. Most of the
preference cuastomers contend that the pass-through
rate is too low and that any split-rate is completely
inappropriate, *** After reviewing the arguments
pro and con, we have concluded that our proposed
rate was a proper one and here reaffirm it with
several minor clarifications. This position has
been discussed with PG&E which informally advises
us that it cannot agree to it. Consequently, if
this PC&E position is confirmed, the matter wili be
submitted to the Federal Power Commission for final
decizion in accordance with article 32 of the contract.

* * A k *

We therefore, reaffirm that the rate to PG&E for
Northwest capacity and energy will be as announced
on February 20, 1976."

The July 1, 1976 draft position paper was not finalized
or issued. Then on July 9, 1976 the Deputy Under Secretary
requested the Assistant Secretary, Program Development and
Budget, to review the arguments for and against the pass-
through and the split-rate. The Deputy Under Secretary's
letter stated that "* * *based on your review, you should
recommend to me the basis for the final rate to PG&E." The
Program Development and Budge: analysis staff presented the

11
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results of their review on July 22, 1976. They recommended
that PG&E be charged the pass~through rate plus past losses
of about $73 million incurred by the Bureau in sales of
power to PG&E. They referred to this rate zs the "pass-
through plus savings" rate. The Deputy Under Secretary
subsequently requested a solicitor's opinion concerning

this interpretation of the contract. The Deputy Solicitor's
opinion, dated August 10, 1976, considered the Program
Development and Budget staff analysis of that contract im-
properly restrictive,

In arriving at its position the Program Development and
Budget staff also stated:

"Aside from the proper .ate, which we have discussed,
there may be some interest in charging a lower than
proper rate in order to avoid an appeal to the Federal
Power Commission. We recommend against such a course,
because: (1) the costs of an appeal are negligiktle
to the Reclamation compared to the revenues at stake,
(2) the ability of Reclamation to hold contractors to
their contracts in the future will be weakened, and
(3) the decision will probably be appealed in any
case."

After receiving the staff analysis and solicitor
opinion, the Deputy Under Secretary requested the Deputy
Assistant Secretary, Land and Water, to prepare an option
paper setting forth the pass-through and split-rate alter-
natives and the principle arguments for each. This option
paper was to serve as a decision document for the Under
Secretary's review.

On August 25, 1976, the Executive Secretary acting on
behalf of the Deputy Under Secretary issued the option paper
to the Assistant Secretaries, Land and Water Resources and
Program Developmen: and Budget; the Solicitor; and the
Commissioner, Bureau of Reclamation. His accompanying memor-
andum stated:

“* * * @ach of your offices has played an important
role in the analysis. 1In order to permit the Under
Secretary to know which option you recommend please
indicate in a memorandum to the Deputy Under Secretary
* * * the option you recommend with a succinct state-
ment describing the rationale for your position."

12
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Subsequent memorandums were received from each of the
four officials all recommending the pass-through rate.

-~The Acting Commissioner of Reclamation recommended
the pass-through rate on the basis of cost of gervice,
past savings to PG&E, and PG&E's alternative cost of
power.

~-Agsistant Secretary, Prcgram Development and Budget,
recommended the pass—through rate on the basis that
capacity, even at low load factor, has significant
valuye to PG&L, and that PG&E had already received
lower-than-cost rates between 1972 and 1976,

--Agsistant Secretary, Land and Water Resources,
recommended the pass-through rate after considering
the benefits that had accrued to PG&E and the
Department,

--The Solicitor recommended the pass-through rate on
the basis that it was the only rate that could be
fully supported on the record. In addition, the
Solicitor stated:

"If the only provision in Article 32 was that the

rate should be 'fair and equitable' for the next 5
years, then there would be some merit to PG&E's argu-
ment that -he pass-through rate is too high because

it receives a low, varying and unreliakle guantity of
energy wita each kilowatt of firm capacity that it is
required to purchase under the contract, However, by
PG&E's own calculations, this fact is more than offset
by the ‘substantial savings' that accrued to it in

the 1972-76 periou. * * * Thus, when past savings are
taken into consideration, as reaquired by Article 32,
using the company's [PG&E] figures. the pass-through
rate favors the company and discriminates ¢jainst the
preference customers.”

The Deputy U.~der Secretary, after receiving the above
reccmmendations favoring the pass-through rate, submitted his
september 1, 1976 memorandum recommending the split-rate to
the Under Secre:ary. The basis for his recommendations is
as follows:

"I believe that the test of 'fair and equitable’
under the terms of the contract can best be met by
setting rates for Northwest capacity and energy that

13
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reflect the alternative costs to PG&E of capacity
and energy similar in amount and dependability to
that which will be provided to PG&E over the next

5 years. The alternative costs concept requires
that the rates we set for PG&E accurately reflect
the value of Northwest energy and capacity it re-
ceives, The rate, therefcre, should appropriately
account for capacity with energy at low~load factors
on an undependable schedule. I would not provide
special rate adjustments for savings inasmuch as
substantial savings under the Northwest power arrange-
ment have accrued to both parties in amounts that
appear to be approximately offsetting. In light of
this, I recommend that you select Option 2--che
split-rate.”

On September 8, 1975, after reviewing the above input
and recommendations from his staff, the Under Secretary was
pr¢ rared to make a decision; however, he again solicited
leyal advice concerning whether both rate options could be
supported cn the reco.”. The draft response, written by the
Assistant Solicitcr reiterated that from a legal standpoint
the split-rate could not be supported on the record, On
Sep-ember 24, 1976, the Deputy Associate Solicitor disagreecd
with che Assistant Solic.to:i for Power's conclusion and said
that in his judygment che draft opinion represented the views
of an advocate and not *the balanced legal advice the Under
Secretary has a right to expact from the Solicitor's cffice.
He went on tu say that:

"Both the pass~-through rate and the split-rate are
discussed at length in the record. While the weight
of opinion i the DCepartment seems to favor the pass-
through rate, this does not mean thac the Unde-
Secretary is precluded from choosirg the sgplit-rate
based on the record.”

Subsequently, the Solicitor submitted tc¢ the Under Secretary
a memorandum dated September 28, 1976, stating that after
reviewiny the f.le again, he was of the opinion that, from a
legal point of view, both rates could be supported on the
record.

On November 9, 1976, the Deputy Under Secretary announced
that the Under Secretary had decided on the split-rate and
requested the Solicitor to prepare a final rate statement to
reflect the decision. The final decision was formally
announced by the Under Secretary on December 14. PG&E
agreed with the decision on December 20, 1976.
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In the final position statement the Under Secretary
stated:

"I have examined the record regarding the February 20,
1976, proposed decision or. PG&E power rates, reviewed
both oral and written comments presented by the pref-
erence customer and PG&E, considered internal staff
documents concerning the proposed rate adjustment,

and have concluded that the "split" rate is the appro-
priate rate for PG&E to pay for Northwest power."

OBSERVATIONS

The pros and cons of the split- and pass-through rates
are documented in records. PG&l' and the preference customers
were given opportunity to present their views which provided
input to the Under Secretary in arriving at the split-rate
decision. In addition, records show that the Under Secre-
tary requested input, advice, and counsel from high-level
Department officials.

With one exception, the Interior officials advising the
Under Secretary recommended tne pass-through rate, if not
the pass-through plus savings rate. PG&F was opposed to the
pass-through rate and indicated a preference for the system
rate or a split-rate. The decision to approve the split-
rate, therefore, appears to be a compromise that would be
acceptable to PG&E. It is also a decision that does not
appear to be a compromise with Interior officials advising
the Under Secretary. Because there was a disagreement of
affected parties and under the contract, the matter could
have been referred to the FPC for a decision, we feel such
a referral to FPC would have been in order. However,
records do not reflect the rationale for not taking this
course of action. The only “isadvantage of such a course
mentioned would be a considerable delay. However, since
PG&E and the Department had agreed that the final rate
would be retroactive to April 1, 1976, the delay would not
have been an important consideration.

The current érought in California has had a serious
impact on CVP's capability to produce hydropower and, conse-
quently, its ability to satisfy the power needs of the pref-
erence customers has been significantly reduced. The effect
of the reduction in hydrogenerating capability is that
Northwest power will be needed to satisfy the requirements
of the preference customers rather than being sold to PG&E
at the split-rate.
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As a res.lt, the losses on the sale of Northwest
power to PG&E will be considerably less than originally
estimated. Original estimates indicated that the loss
would be in the neighborhood of $30 million for the pericd
1976 to 1981. It is now estimated that the loss will amount
to about $12 million on the sale to PG&E of which about $10
amiilion has already been incurred since the split-rate went
into effect on April 1, 1976. The following schedule shows
the losses which CVP is estimated to incur on the sale of
Northwest power to PG&E and CVP custome:s (on the basis
of current rates) during the period Rpril 1, 1976, and
December 31, 1981, the expiration date nf the Centralia
power contract, based on CVP's reduced hydrogenerating cap-
ability. The loss on sales to preference customers will
pe reduced, depending on the amount of the anticipated
system rate increase.

Estimated Losses to CVP_on Northwest Power for Period

April 1, 1976, to December 31, 1981 (nute a)

Cost of purchases of
Northwest power:
Capacity
Energy

TOTAL

Revenues from sales
of Nortawest power:
Capacity
Energy

TOTAL

Loss on sales:
Capacity
Energy

TOTAL

Preference

PG&E customers
$21,281,875 $109,772,681
39,489,315 153,307,328
$60,771,190 $263,080,009

$ 9,321,206

$ 17,263,471

39,489,315 32,098,637
$48,810,521 $ 49,362,108
$11,960,669 $ 92,509,210

- = = 122,208,691
$11,960.669 $213,717,901

a7Base3 on current rates,
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$ 98,172,629
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Effective October 1, 1977, energy functions within
the Department of the Interior were transferred to the newly
created Department of Energy. The functions discussed in >
this report are among the programs included in the transfer
from the Department of the Interior. We discussed the in-
formaticn in this report with Department of Energy officials
and their views have been considered.

5 i 2P )

Monte Canfield, .
Director

Enclosure
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