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EXECUTIVE SUMMARY

The Centrd Valey Project (CVP) is a multi-
purpose water resources project operated by the
Bureau of Reclamation (Reclamation) that
supplies water to more than 250 long-term water
contractors in the Centra Valey, the San
Francisco Bay Area, and the Santa Clara Valley.
It also generates sufficient hydroelectric power to
operate the project and to supply power to
numerous preference power customers in
Cdifornia  In addition to water supply and
power, the project has been authorized by
Congress through a series of legidative acts to
serve flood control, fish and wildlife, recreation,
navigation, and water quality protection needs.

Like many major water resources projects
designed and operated to serve multiple purposes,
the CVP is comprised of both single-purpose and
multi-purpose facilities.  In accordance with
project authorization, portions of the costs for
CVP facilities are to be reimbursed by project
water and power users. Cogt dlocation is a
process to distribute the costs of multi-purpose
project facilities among the various purposes
served in order to identify responsbilities for
repayment of reimbursable costs. Reimbursable
costs require some level of repayment from
project beneficiaries whereas non-reimbursable
costs are borne by the Federa government (i.e.,
Federa taxpayers).

If al of the purposes in a multi-purpose
project were non-reimbursable, no cost alocation
would be required, a least for repayment
purposes, since no reimbursement would be
necessary. |namulti-purpose project, such as the
CVP, with reimbursable costs for one or more
purposes, a cost alocation is necessary to
determine the level of  reimbursement
responsibilities. In a multi-purpose project, the
costs of a single-purpose facility can smply be
assigned to that purpose for reimbursement. The
central challenge of the alocation process is the

ES1

equitable alocation of joint costs — the costs of
facilities serving more than one project
purpose.

In the case of the CVP, an initia cost
allocation was completed while the project was
in the early stages of construction. Since that
time, several updated and revised cost
dlocations were developed as actud
construction costs were incurred. The last
detailed CVP cost dlocation was completed in
1975, and the percentages developed in that
study for alocating costs among purposes
served are ill in use today. The alocations
were based on the separable costs-remaining
benefits (SCRB) method, which considers
benefits accruing to each project purpose and
has been accepted for use by Federal water
resources agencies. Since 1975, relatively
minor updates and adjustments have been made
annualy to the CVP cost dlocation to
determine repayment responsibilities of water
and power users as new project facilities have
been added and water and power uses changed.
All cost dlocations to date are considered
interim because construction of the CVP is not
considered complete.

PURPOSE AND NEED FOR THIS
STUDY

The present study was undertaken to
comply with the requirements of Public Law
99-546, dated October 27, 1986, and to respond
to a recommendation in the Genera
Accounting Office (GAO) report titled Central
Valley Project Cost Allocation Overdue and
New Method Needed, dated March 1992. The
latter called for a more streamlined method to
dlocate joint costs of the CVP. This report
describes the existing alocation of CVP costs
and its historical basis, considers aternative

CVP Cost Allocation Study
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Executive Summary

methods to allocate costs, and recommends a
preferred aternative.

Public outreach in support of this study began
shortly after the study was initiated and continued
through review of the Draft Report. A tota of
eight public meetings during a two-year period
provided opportunities for input on all aspects of
the study, including aternatives development,
evauation, and comparison. The Draft Report
was released for public review and comment in
January 2001. A public meeting was held in
February 2001 to present an overview of the
study, describe  dternatives  considered,
summarize conclusions and recommendations,
and solicit input from the public. Responses to
written comments received on the Draft Report
are presented in Appendix D to this Final Report.

ALTERNATIVES DEVELOPMENT

In the course of this study, two aternative
cost alocation methods were developed and
compared to the Existing Allocation. A
Proportional Alternative was developed based on
a suggestion from the GAO, and a Contractors
Proposal was developed from a proposal received
from CVP water and power contractors.

For the Exigting Allocation and the two
dternatives, costs were alocated to project
purposes and repayment responsibilities were
caculated for the reimbursable functions —
municipal and industrial (M&1) water users,
irrigation water users, and commercia power
customers. Evaluation of the aternatives
required  development of  study-specific
evaluation criteria because the circumstances
involved in this cost dlocation study differ from
those typicaly encountered in cost allocation
studies, which are conducted during project
planning and development. At the start of project
planning, no alocation exists, and the problem is
that of developing one, including choice of the
appropriate allocation method. For this study, an
alocation does exist so that the relevant question
is whether one or both of the aternative
alocation methods have characteristics that
provide a compelling reason to change the
existing method. The evauation criteria applied

ES2

in this study were formulated to address that
guestion, and if the answer were affirmative for
both alternatives, to provide guidance in the
selection of one of them as the recommended
method. The criteria were applied to determine
whether the dternatives met the basic
requirements for an interim cost alocation and
to highlight differences between the existing
allocation method and the aternatives.

The Proportional Alternative

The Proportiona  Alternative  would
dlocate joint costs in proportion to specific
costs — the costs of individua physical features
that serve only a single project purpose. This
gpproach, which is smilar to an accounting
method that distributes overhead costs among
various units, does not consider the level of
benefits generated by joint-use facilities when
alocating their costs.

This study found that implementation of
the Proportional Alternative would constitute a
significant  departure from  benefits-based
alocation methods that have been used by
Federa water resources agencies for nearly half
a century. In addition, the Proportiona
Alternative is not well suited to accept future
additions of single-purpose project facilities
because the costs of these features, which are
specific costs, would affect the allocation of
joint costs of existing facilities. This would
occur even if the new facility resulted in no
change in those project benefits that stemmed
from the joint facilities.

The Contractors Proposal

The Contractors Proposal, as interpreted
by Reclamation, is based on the existing cost
alocation but contains two significant
components that would alter the allocation and
repayment of CVP costs. First, the factors used
to allocate joint costs are based on results from
the 1970 redlocation study rather than results
from the 1975 study. Second, the proposa
attempts to account for the environmental re-
operation of the CVP by creating a new
environmental water use for the determination
of repayment responsibilities of costs allocated
to the water supply purpose.

CVP Cost Allocation Study
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Executive Summary

The use of the 1970 joint cost alocation
factors in place of the 1975 factors would
significantly affect the allocation of joint costs to
the power and flood control purposes. In the
1975 study, the power factor increased to 21.8
percent from 5.9 percent in 1970 while the flood
control factor fell to 20.5 percent from 35.5
percent in 1970. The contractors proposed this
change claiming that the cost of the single-
purpose power dternative in 1975 study was
biased by high energy costs at the time and that
flood control benefits were understated because
previous Corps of Engineers (COE) flood control
benefit estimates were not indexed to then-
current levels in the 1975 study. This study
reviewed these claims and found that high energy
costs were symptomatic of the period and that the
COE recommendation (that flood control benefits
not be indexed because there were other
offsetting characteristics of the method being
applied) appears to have been reasonable. Of
coursg, it is not known with certainty if the power
and flood control benefits from 1970 are more
accurate today or over the years between 1975
and today than the benefits developed for these
purposes in 1975. An updated estimate of project
benefits for al project purposes would be
required to make such a determination. Even
after such a determination were made, however,
questions regarding the integration of the results
with past flood control and power benefits, past
alocations, and past repayments would remain.

The Contractors Proposal maintains that the
authorized purposes of the CVP have been
greatly expanded and that the project has
undergone  significant  re-operation  since
completion of the 1975 reallocation study. The
accomplishments of the project have been altered
dramatically as a result of legidation and policy
decisons including the Central Valley Project
Improvement Act (CVPIA), Endangered Species
Act, and the 1994 Delta Water Qudity Control
Plan. According to the proposal, the existing
allocation method does not adequately reflect the
significant new environmental benefits that have
been generated by the re-operation of the project
and the associated enhancement and mitigation
activities that have occurred. Also, the existing
alocation method does not reflect the reduction
in benefits accruing to water and power users.

ES3

The environmental water use account in the
Contractors Proposal would be based on the
800,000 acre-feet of water dedicated annually
by section 3406(b)(2) of the CVPIA for the
primary purpose of implementing the fish,
wildlife, and restoration purposes of the Act.
For purposes of determining repayment
responsibilities for costs allocated to water
supply, this authorized use of existing water
would be treated as an additiona CVP water
supply in the proposal. The Contractors
Proposa provides a formula — derived from
repayment requirements specified for many of
the actions mandated in section 3406(b)(4)-(23)
of the CVPIA —that would treat 37.5 percent of
the costs associated with the environmental
water account as reimbursable by water and
power users and the remaining 62.5 percent as
non-reimbursable. This cost sharing
arrangement would be tantamount to treating
37.5 percent of the environmental water as
mitigation water and the remaining 62.5
percent as enhancement water.

This study found the addition of an
environmental water use to the water supply
sub-allocation account to be insupportable for a
number of reasons. First, unlike other
provisons of the CVPIA wherein cost sharing
arrangements and surcharges on water and
power users have been specified, Congress
neither directed that a new cost allocation study
be undertaken as a result of likely reductions in
water contract deliveries nor provided a cost
dlocation formula related to the 800,000 acre-
feet of dedicated water.  Second, section
3406(b)(2) of the CVPIA did not state that any
of the dedicated water is for environmental
enhancement. Furthermore, section 3406(b)(3)
of the CVPIA required implementation of a
program to supplement the quantity of water
dedicated in section 3406(b)(2). This indicates
that the CVPIA did not contemplate that the
dedicated water would meet dl the
environmental goals enumerated in section
3406(b)(2). Mitigation, protection, and
restoration must precede enhancement, and it is
unlikely that the 800,000 acre-feet aone could
completely mitigate, protect, and restore, and
therefore that any portion of it could be
considered enhancement.

CVP Cost Allocation Study
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Third, the three water supply functions in the
Existing Allocation are al end uses— M&| users,
irrigators, and wildlife refuges. The
“environment,” on the other hand, as used in the
Contractors Proposal, is not an end use in the
same sense that M&lI, irrigation, and wildlife
refuges are end uses. Environmental water
rdleased from CVP reservoirs for instream
environmental benefits could adso be used
downstream for other beneficia purposes,
including irrigation or M&I uses, farther
downstream. In such cases, the Contractors
Proposal could double count the use of water.

Fourth, underlying the Contractors Proposal
are the assertions that form the basis for
proposing the environment as a water use,
namely, that the authorized purposes of the CVP
have been greatly expanded and that the CVPIA
established the environment as a new project
purpose. Fish and wildlife considerations,
however, have long been a responsibility of water
projects developed by Reclamation and other
Federal agencies as a result of the Fish and
Wildlife Coordination Act and its various
amendments. The original act, passed in 1934,
required that projects impounding water consider
use of project water for fish culture and migratory
bird habitat, and provision of fish passage past
dams. The 1946 amendment to the act required
that agencies impounding or diverting water
consult with the Service with the view to
preventing loss of and damage to wildlife
resources, and that consistent with the primary
project purposes, provide for conservation,
maintenance, and management of fish and
wildlife and their habitats. In recognizing the
importance of fish and wildlife resources and
increasing public interest, the 1958 amendment
provided that wildlife conservation should
receive equal consideration and be coordinated
with other project features through effectua and
harmonious planning, development, maintenance,
and coordination of wildlife conservation.

Authorizations of components of the CVP
and reauthorizations of the entire CVP have also
addressed consideration of fish and wildlife and
their habitats. These include authorization to use
CVP water supplies to develop and maintain
waterfowl management areas. Authorizations to
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add the Trinity River Divison, the New
Meones Project, and the San Felipe Divison
included provisions to preserve and propagate
fish and wildlife resources.

Finaly, both Federal legidation, including
the CVPIA, and State Water Resources Control
Board (SWRCB) decisions require the CVP to
meet certain environmental conditions as an
operationa priority. Decisions of the SWRCB,
which are implicitly reinforced by the language
of the CVPIA that “Nothing in this title shall
affect the State’'s authority to condition water
rights permits for the Central Valey Project,”
have made it clear that al CVP water rights are
junior to inbasin needs, including needs within
the Ddlta itself, and that the CVP can only
export water from the Dédlta that is surplus to
inbasin needs. In other words, not only are fish
and wildlife purposes not new to the CVP, but,
as amatter of State law, CVP water rights have
aways been junior in priority to such
environmental requirements.  In short, the
introduction into the CVP cost alocation of an
environmental water account proposed by the
water and power contractors is not consistent
with provisions of Federa law, Reclamation
guidance on dlocating costs, State water rights
decisions, and would likely double count water
use.

Seen in this context, the CVPIA reinforced
the obligation of the CVP to protect the
environment by re-emphasizing the priority of
meeting environmental needs, but did not add
the environment as a new project purpose.

DECISION

A summary of the changes in totd
repayment responsibilities from the Existing
Allocation that would result from the two
aternatives considered in this study is provided
in Table ES-1. Changesin total costs associated
with the M&| water rate components are shown
in Table ES-2, and changes in tota costs
associated with the irrigation water rate
components are shown in Table ES-3.

CVP Cost Allocation Study
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Executive Summary

This report concludes that nether the
Proportional Alternative nor the Contractors
Proposal includes characteristics that provide
compelling reasons to change the existing
alocation method.  Accordingly, Reclamation
has determined that the Existing Allocation is the
preferred allocation aternative and will continue
to it use for CVP plant-in-service allocations.

If it becomes appropriate in the future to
consider performing a new cost alocation study,
Reclamation  should first consder  the
informational and technica requirements to
complete such a study. A new dlocation study
would require estimates of historic and future
project accomplishments, benefits, and costs, and
costs of alternatives. It is expected that such a
study would be time consuming and potentialy
costly. Therefore, before one were undertaken,
an evauation should be completed to identify the
following:

Existing data available for use and what
new data would be required;

The levels of effort needed to develop new
data and perform the analyses,

A methodology to identify past and future
benefits for all project purposes,; and

A process to integrate revised estimates of
benefits with previous estimates and
existing contractor repayment
responsibilities.

The evauation would include coordination
with other agencies that would be expected to
provide input to a new dlocation study — such
as the COE and Service — to determine their
ability and willingness to participate in it.

TABLE ES-1
CHANGES IN TOTAL REPAYMENT RESPONSIBILITIES
($ MILLION)
Plant-In-Service Change in Total Cost As Compared to
Repayment Entity Total Cost In Existing Allocation
Existing Proportional Contractors’
Allocation Alternative Proposal
M&| Water Users 436.5 -1.0 -1.9
Irrigation Water Users 1,476.2 27.6 -32.8
Commercial Power 568.8 12.3 -35.8
Customers
State of Californiaand 244.5 0.6 -0.2
Local Governments
Federal Non- 564.1 -39.4 70.7
reimbursable
TOTAL 3,290.2 0.0 0.0
Notes:
Costs based on the 1999 CVP Interim Cost Allocation Annual Update.
Totals may not be completely accurate due to rounding.

ESS
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Executive Summary

TABLE ES-2
CHANGES IN M&lI WATER RATE COMPONENTS
($ MILLION)
Change As Compared to
Rate Component Existing Existing Allocation
Allocation Proportional Contractors’
Alternative Proposal
Storage 75.6 -4.2 -2.3
Conveyance 286.4 0.0 -04
Conveyance Pumping 3.1 0.0 -0.1
Direct Pumping 39.2 0.0 0.0
Other 8.3 2.9 2.0
Project Use Power 175 0.3 -1.0
San LuisDrain 0 0.0 0.0
Subtotal Used in Setting Rates 430.2 -1.0 -1.9
Repayment Contracts for 6.4 0.0 0.0
Distribution Systems
TOTAL 436.5 -1.0 -19
Notes:
Costs based on the 1999 CVP Interim Cost Allocation Annual Update.
Totals may not be completely accurate due to rounding.

TABLE ES-3
CHANGES IN IRRIGATION WATER RATE COMPONENTS
($ MILLON)
Change As Compared to
Rate Component Existing Existing Allocation
Allocation Proportional Contractors’
Alternative Proposal
Storage 341.5 423 -14.2
Conveyance 471.3 -25.7 -12.3
Conveyance Pumping 45.6 0.0 -1.7
Direct Pumping 107.0 0.0 0.0
Other 40.4 8.6 4.4
Project Use Power 109.5 2.4 -8.9
San LuisDrain 46.5 0.0 0.0
Subtotal Used in Setting Rates 1,161.8 27.6 -32.8
Repayment Contracts for 314.4 0.0 0.0
Distribution Systems
TOTAL 1,476.2 27.6 -32.8
Notes:
Costs based on the 1999 CVP Interim Cost Allocation Annual Update.
Totals may not be completely accurate due to rounding.
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Chapter |
INTRODUCTION

Cost dlocation is a process to distribute the
costs of multi-purpose project facilities among the
various purposes served in order to identify
responsibilities for repayment of reimbursable costs.
Reimbursable costs are costs that require some level
of repayment from project beneficiaries. These can
be contrasted with non-reimbursable costs, which
are costs borne by the Federal government (i.e.,
Federal taxpayers). Generdly, cost alocation isfirst
performed during project planning before
construction begins to give contractors an estimate
of their repayment responsibility and to determine
whether the project is financialy feasible. In the
case of the CVP, an initial alocation was completed
while the project was in the early stages of
construction. Since that time, several updated and
revised cost alocations have been developed as
more and more actual construction costs have been
incurred. In addition, numerous laws have been
enacted, agreements made, and policies established
to guide the alocation of costs among CVP
purposes and to assign repayment responsibilities for
reimbursable costs to water and power users and
other non-Federal entities.

The last detailed CVP cost alocation study was
completed in 1975, and the percentages developed in
that study for allocating costs among purposes
served are ill in use today. Since then, relatively
minor updates and adjustments have been made
annually to the cost alocation to determine
repayment responsibilities of water and power users
as hew project facilities have been added and water
and power uses changed.

This report describes the existing allocation of
CVP costs and its historical basis, considers
aternative methods to allocate costs, and selects a
recommended alternative. This study was
undertaken to comply with the requirements of
Public Law 99-546, dated October 27, 1986, and to
respond to recommendations presented in the GAO
report titled Central Valley Project Cost Allocation
Overdue and New Method Needed, dated March

1992.

The remainder of this chapter provides
background for this CVP cost allocation study;
Chapter 1l summarizes past CVP cost alocation
studies; Chapter 111 describes the existing CVP cost
alocation; Chapter IV discusses cost alocation
methods and presents two alternatives to the existing
allocation; Chapter V contains numerical results of
cost alocations using the existing and two
alternative alocation methods, Chapter VI presents
evaluation criteria and results of comparative
evaluations of the three allocation methods; and
Chapter VIl contains conclusions  and
recommendations.

BACKGROUND

The CVP is the largest surface water storage
and delivery system in Cdifornia and is also the
largest irrigation water supply project constructed
and operated by Reclamation. Facilities and service
areas of the CVP cover alarge geographic area and
include 35 of the State's 58 counties. The CVP
includes 20 reservoirs, with a combined storage
capacity of approximately 11 million acre feet; 8
powerplants and 2 pumping-generating plants, with
a combined capacity of approximately 2 million
kilowatts; 2 pumping plants, and approximately 500
miles of mgor canals and agueducts. The CVP
supplies water to more than 250 long-term water
contractors in the Central Valley, the San Francisco
Bay Area, and the Santa Clara Valley.

The CVP is authorized as a financidly and
operationally integrated water supply project,
providing water storage both north and south of the
Sacramento-San Joaquin River/San Francisco Bay
Delta (Delta). Asshown on Figure I-1, mgjor CVP
dams and reservoirs are located on the Trinity,
Sacramento, American, Stanidaus, and San Joaquin
rivers. CVP water supplies north of the Delta are
controlled by Shasta and Folsom dams on the
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Sacramento and American rivers, respectively.
Water from the Trinity River is stored, re-regulated,
and diverted through a system of dams, reservairs,
tunnels, and powerplants to the Sacramento River to
supplement the supply developed by Shasta
Reservair.

Hydroelectric power generation a numerous
CVP facilities provides adeguate power for project
requirements (project use power) and additional
power is available for commercid sde. Commercia
power generated by CVP facilities is marketed and
sold by the Western Area Power Administration
(Western), an agency of the Department of Energy.

Total long-term contracts for CVP water
exceed 9 million acre-feet per year. Historicaly,
approximately 90 percent of the water delivered by
the CVP has been for agricultural uses. At present,
increasing quantities of water is being provided to
municipal customers, including the cities of
Redding, Sacramento, Folsom, Tracy, and Fresno,
most of Santa Clara County, and the northeastern
portion of Contra Costa County.

The CVP was authorized through a series of
legidative acts, beginning with the Rivers and
Harbors Act of 1935, which authorized construction
of initial features on the Sacramento and San
Joaquin rivers and in the Delta by the COE. The
River and Harbors Act of August 26, 1937,
reauthorized the CVP for construction under
provisions of Federal reclamation laws by the
Secretary of the Interior (Secretary). Successive
Congressiona acts authorized additional facilities,
and, in most cases, groups of facilities were
authorized as Divisions or Units (components of a
division) based on geographica proximity and
purposes served.

The first allocation of costs and assessment of
financial feasibility for the CVP was completed in
1946. In 1954, the COE, the Federal Power
Commission, and the Department of the Interior
agreed to use the separable SCRB method as the
preferred approach for the allocation of project
costs. (The SCRB alocation method is explained in
Chapter 1V.) In 1956, Reclamation completed its
first reallocation of CVP costs based on the SCRB
method. This alocation was revised in 1960 and
again in 1970, when updated SCRB analyses were

completed. In 1975, a“short-form” reallocation of
CVP costs was prepared using updated benefits and
indexed costs for some project purposes to revise
the 1970 alocation. No major reallocation of CVP
costs has been completed since 1975.

To date, the allocation studies of the CVP have
provided “interim” results because construction of
the CVP is not yet considered complete. Capitad
costs continue to be incurred for new facilities and
for replacements and additions to existing facilities.

Consequently, a fina cost allocation cannot be
completed at this time.

Each year, Reclamation prepares an update to
the interim cost alocation of the CVP for plant-in-
service, operations and maintenance (O&M),
construction work-in-progress, and the authorized
project. The updates utilize factors developed in the
1975 redlocation study. The annud plant-in-service
update provides input to Reclamation’'s water
ratesetting process, Western’s commercia power
ratesetting process, Reclamation’s and Western's
financial statements, Reclamation’s Statement of
Project Construction Cost and Repayment, and
Western’s Power Repayment Study. In addition,
Reclamation prepares an alocation of CVP O&M
costs annualy that aso provides input to
Reclamation’s water ratesetting process.
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NEED FOR COST ALLOCATIONS

Early Federal efforts in the field of water
resources development consisted of simple,
single-purpose projects, but soon after that the trend
was toward increasingly complex, multi-purpose
developments. If a project serves only one purpose,
its costs can simply be assigned to that purpose,
whether or not the purpose is reimbursable. If al of
the purposes in a multi-purpose project are non-
reimbursable, no cost alocation is required, at least
for repayment purposes, since no reimbursement is
necessary. In a multi-purpose project, such as the
CVP, with one or more purposes that must
reimburse costs, a cost allocation is necessary to
determine the level of reimbursement responsibilities.

Like many major water resources projects
designed and operated to serve multiple purposes,
the CVP is comprised of both single-purpose and
multi-purpose components.  Costs for single-
purpose facilities, such as canals to provide M&I
water and irrigation water, are, of course, allocated
to the purposes they serve for repayment in
accordance with legidation, agreements, and
policies. Costs of multi-purpose facilities, such as
dams and reservoirs that may be designed and
operated to provide water supply, flood control, and
other benefits, must be alocated to the multiple
purposes served. Costs incurred for some purposes
are completely or partially reimbursable while costs
incurred for other purposes are completely non-
reimbursable. Thus, the central challenge of the
allocation process is the equitable allocation of joint
costs — the costs of facilities serving more than one
project purpose.

Since repayment requirements are established
by law and agency policies, some of which are
project-specific, the cost allocation process is often
project-specific and can require substantial detail.
Any dlocation process relies to some extent on
judgment, and the goa is the development of an
apportionment of joint costs that complies with
Federal laws and regulations, agency cost alocation
and contracting policies, and is perceived as
acceptable to al parties. In the CVP, the cost
allocation process is used to distribute project costs
among its seven authorized purposes and to identify
repayment responsibilities for reimbursable costs.
The cost alocation identifies costs to be repaid to

the Federal government by water and power users
as well as the repayment obligations of non-Federal
public entities, such as the State of California (State)
and counties. The allocation also identifies non-
reimbursable costs, borne by Federal taxpayers.

NEED FOR A REVISED COST

Authorized Purposes of the CVP

Water Supply

Hydroelectric Power Generation

Flood Control

Fish and Wildlife Protection, Restoration and
Enhancement

Recreation

Navigation

Water Quality

Repayment Entities

Irrigation Water Users

Municipa and Industrial Water Users
Commercial Power Customers

State of California and Counties

ALLOCATION OF THE CVP

Since the last cost reallocation study completed
in 1975, two events have occurred that direct
Reclamation to conduct a new CVP cost allocation
study. Title| of P.L. 99-546 directed the Secretary
to operate the CVP in conformity with State water
quality standards for the Delta. That law also
required that the costs associated with providing
CVP water supplies for the purpose of salinity
control and for complying with State water quality
standards of the Coordinated Operations Agreement
be alocated among the project purposes and
reimbursed in accordance with existing Reclamation
law and policy. The Secretary was authorized and
directed to undertake a cost allocation study of the
CVP and implement it no later than January 1, 1988.

Reclamation completed a draft cost alocation study
in 1988, but it was never implemented.

In 1992, the GAO submitted a report titled
Central Valley Project Cost Allocation Overdue and
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New Method Needed, dated March 1992, on the
CVP cost dlocation to the Chairman of the
Congressional Subcommittee on Water, Power and
Offshore Energy Resources. According to the
report, the analysis in the 1988 draft alocation study
included inappropriate costs, was based on
guestionable estimates of project benefits and
aternative costs, and required information that was
not aways available or was costly and time-
consuming to obtain. The GAO recommended that
the process used to complete the allocation study be
streamlined by using less costly and more timely
methodologies and suggested two approaches to
dlocate joint costs that differ from the SCRB
procedure. In a response to the GAO
recommendation that was published as part of the
GAO report, Reclamation indicated that it was
working expeditiously to complete the new interim
cost alocation study and would examine one
approach suggested by the GAO. It would alocate
joint costs in direct proportion to specific costs and
compare the results to joint costs alocated using the
benefits-based method. This would dlow
Reclamation to assess the results of both methods
and determine which methodology is more
appropriate for use in allocating costs for the CVP.

SCOPE OF STUDY

The objectives of this cost allocation study were
established based on issues raised by the GAO inits
1992 report and other concerns raised by
Reclamation staff in recent years. Study objectives
include:

Consider the use of a simplified method to
alocate joint costs

Develop a streamlined process for completing
annual updates to the CVP cost allocation

Identify and correct discrepancies in the
alocation or repayment computations to assure
compliance with legidation, agreements, and
policies

Consider the need for a new, comprehensive
cost reallocation study

In planning this cost dlocation study,

Reclamation decided not to develop an entirely new
alocation with new alocation factors based on
updated estimates of project benefits or aternative
costs. Updating water and power operations
studies, re-estimating project benefits, re-designing
project features and re-estimating their costs in
today’s dollars would require a significant
investment in time and effort and would not be
consistent with the GAO recommendation for a
more streamlined alocation process. Before making
such an investment, it would be prudent to consider
the need for it and to consider whether it would
likely result in a more acceptable alocation of costs.
Accordingly, this study was limited to the level of
effort needed to identify and correct discrepancies
in the computations, revise computationd tools, and
to consider aternative all ocation methods that would
not require a new application of the SCRB method to
complete.

As noted above, dthough Reclamation annualy
updates four different types of CVP cost alocations,
only the plant-in-service allocation and O&M cost
alocation are used in the water ratesetting process.

Furthermore, the O&M allocation itself is generaly
based on the plant-in-service allocation. From a
functional standpoint then, the plant-in-service
allocation is the most crucial of the four and is the
only one addressed in this study.

PUBLIC OUTREACH

Public outreach in support of this study began
shortly after the study was initiated in January 1999
and continued through review of the Draft Report.
A total of eight public meetings during a two-year
period provided opportunities for input on al aspects
of the study, including alternatives development,
evaluation, and comparison.

The Draft Report was released for public
review and comment in January 2001. A public
meeting during the public review period discussed
information and recommendations presented in the
Draft Report. Responses to comments received on
the Draft Report are presented in Appendix D to this
Fina Report.
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TABLE I-1

SUMMARY OF PUBLIC MEETINGS AND WORKSHOPS

DATE

PURPOSE

February 4, 1999

Provided overview of the cost allocation study

Described methodology used in existing cost allocation
Described corrections applied to 1995 cost allocation
Discussed potential strategiesfor development of alternatives

March 10, 1999

Provided examples of existing allocation computations
Described all ocation methods suggested by the GAO

April 23, 1999 Reviewed GAO recommendations
Presented initial results from analysis of GAO-suggested method

May 20, 1999 Presented further results from analysis of GAO-suggested method

July 15, 1999 Presented revised results from analysis of GAO-suggested method
Solicited input on other possible allocation alternatives to be considered
Water and power contractors requested opportunity to present alternative for
consideration

February 8, 2000 Presented summary and results of three all ocation alternatives (Existing Allocation,
Proportional Alternative, Contractors' Proposal)
Solicited input on criteriato eval uate and compare alternatives

June 15, 2000 Summarized allocation alternatives under consideration
Presented evaluation criteriato be applied to alternatives

January, 2001 Released Draft Report for public review (no meeting held)

February 9, 2001

Meeting during public review period for Draft Report
Discussed content and recommendations presented in Draft Report

March 26, 2001

Public Review Period closed
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SUMMARY OF CVP COST ALLOCATION
STUDIES

The allocation of CVP costsis used to establish
repayment requirements for various project
functions. Annual updates adjust the allocation as
changes in the uses of project-supplied water and
power occur and as new investmentsin facilities are
completed. These updates are required each year to
provide input to the CV P water ratesetting process
performed by Reclamation and the power ratesetting
process performed by Western. An allocation for
the fully “authorized CVP,” which includes facilities
that have been authorized by Congress and may be
constructed in the future, also accompanies annual
appropriations requests that are submitted to
Congress with the Reclamation’s budget. Cost
alocations are adso used to establish bases for
financia feasibility studies when proposals are made
for new additions to the project.

ANNUAL COST ALLOCATION
UPDATES

As noted in Chapter |, Reclamation updates
several types of cost allocations each year to
support a variety of administrative requirements.

The plant-in-service cost dlocation is updated to
reflect changes in the total capital investment for in-
service facilities during the most recent fiscal year
and changes resulting from legislation or policy
determinations. A similar update is made for the
O&M cost dlocation to reflect changes in the annual
costs to operate and maintain the CVP. Calculations
of repayment responsibilities for alocated plant-in-
service and O&M costs are based on periodic
updates of historic and projected water deliveries
and power generation and use for each water use
function. Shifts in repayment responsibilities can
change gradually in response to long-term trends in
water supply uses. For example, if the total of
historic and projected M&| water use increases as
irrigation use decreases, the repayment
responsibilities for reimbursable water supply costs
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would tend to shift from irrigation customers to
M&I customers. Upon completion of the repayment
analysis, changes in the repayment responsibilities of
M&| water, irrigation water, and commercial power
customers are used in the water and power
ratesetting processes performed by Reclamation and
Western.

The construction work-in-progress cost
allocation provides information on the allocation of
costs associated with facilities under construction.

Repayment of these costs does not occur until the
facilities have been put into service and the costs are
recorded on the plant-in-service alocation. The cost
alocation of the authorized CVP reflects the
alocation of all costs for the entire project as
authorized. Costs for facilities on which
construction has not been started or completed are
shown as estimates that are subject to revision.

As noted in Chapter |, this study addresses only
the plant-in-service alocation for the CVP. The
recommended allocation method, however, will aso
be used to complete the construction work-in-
progress cost alocation. The allocation of the
authorized CVP uses percentages derived from the
plant-in-service alocation so that it too will be based
on the recommended alocation method. The O&M
alocation deals with the annual costs of operating
the project and includes categories of costs that are
not directly associated with project facilities, such as
the hazardous materials management program.
Annual costs directly associated with project
facilities are allocated in the same proportion as the
plant-in-service costs so that the allocation of these
costs will also be based on the recommended
allocation method.
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PREVIOUS CVP COST
ALLOCATION STUDIES

Significant allocation studies prepared for the
CVP since its inception are summarized in the
following sections.

Initial Central Valley Project Studies

During the early to mid-1940s, Reclamation
employed many speciadists from other Federdl,
State, and local agencies, the private sector, and
academia to address 24 specific problems relating to
the CVP. Problem 8 addressed the allocation of
project costs to power and irrigation while Problem
9 addressed allocations to navigation, flood control,
salinity repulsion, and national security.

Problems 8 and 9 were assigned to a group of
investigators drawn from a broad cross-section of
Federa and State agencies, the University of
Cdlifornia, loca planning agencies, and agricultura
water users. The committee first applied four
different allocation methods — the benefit method,
proportionate use method, the vendibility theory, and
the dternative justifiable expenditure (AJE) method
— and combined the result to produce an allocation
of CVP costs that it submitted to Dr. Harlan H.
Barrows, Director of Central Valley Project Studies,
by letter of June 10, 1946. (The AJE alocation
method is discussed in Chapter IV.) Not al
members of the group concurred with the
recommendation and some issued minority
statements. The cost alocation results presented in
that report received no officia sanction and were
never used in project repayment analyses, but they
undoubtedly set the stage for subsequent studies.

1946 Cost Allocation Study

Reclamation prepared its own report in 1946 on
the allocation of costs and financia feasibility of the
CVP. The study was prepared pursuant to section
7(b) of the Reclamation Project Act of 1939, which
authorized the Secretary of the Interior to make
allocations of costs in accordance with provisions of
section 9 thereof.

In the 1946 cost alocation study, Reclamation
utilized two methods — AJE and use of facilities —
and averaged the results. According to Document
No. 146, 80" Congress, ' Session, in which the
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alocation was published, the AJE and use of
facilities were the two methods for which a
reasonable claim to validity existed for application to
the CVP. That the two methods produced results
with few differences was accepted as proof of the
approximate validity of each. Since it was thought
that there was no sure way to choose between
them, the final result was taken as an average of the
two.

1956 Reallocation Study

At the nationa level, the issue of the appropriate
allocation method for use in Federal water resources
projects was the subject of several investigationsin
the early 1950s. The Federa Inter-Agency River
Basin Committee represented the COE, the
Departments of the Interior, Agriculture, and
Commerce, and the Federal Power Commission. In
May 1950 its Subcommittee on Benefits and Costs
submitted a report entitled Proposed Practices for
Economic Analysis of River Basin Projects,
commonly known as the Green Book, in which it
recommended the SCRB method for genera use in
allocating costs on Federal multi-purpose river basin
projects. This recommendation, however, was not
immediately adopted by the participating agencies.

The Subcommittee on Civil Works of the House
Committee on Public Works investigated cost
alocations for Federa water projects and in
December 1952 issued its report entitled the
Allocation of Costs of Federal Water Resource
Development Projects which was published as
House Committee Print No. 23, 82" Congress, 2
Session.  The report did not recommend use of a
specific method by all agencies but did state that the
Subcommittee was “favorably impressed” by the
SCRB method. The subcommittee did recommend
that the Bureau of the Budget be designated as the
agency to approve cost alocations made for Federal
water projects, but the recommendation was not
adopted.

On April 6, 1954, the COE, the Federa Power
Commission, and the Department of the Interior
announced that they would all consistently employ
the same approach for cost allocations. The SCRB
was considered preferable, but the AJE and use of
facilities methods would aso be permitted under
special  circumstances. The Commissioner
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subsequently issued implementing instructions
stating that SCRB was the preferred method and that
other methods would be permitted only in
exceptional cases. This policy was restated in
Reclamation Instructions and remains in effect today
through the Reclamation Manual. The Mid-Pacific
Region of Reclamation completed its first
reallocation of CVP costs by this method in 1956,
but some questions regarding its application
remained.

Although the same alocation method had been
adopted by Federal water resources agencies,
differences emerged in its application. For example,
the COE allocated costs to a water conservation
purpose (i.e., water supply) as part of the SCRB
study, then sub-allocated that amount between the
end functions of irrigation and M&I service.
Reclamation at that time alocated directly to the
purposes without the sub-allocation process. Also,
a question lingered as to whether power should first
be dlocated as a total amount and then sub-allocated
between project use power (i.e., that used for
pumping M&aI, irrigation, and wildlife refuge water)
and commercial power — as was the practice in
some Reclamation regions — or be allocated directly
to the end functions. Little guidance was available
within Reclamation and no coordination of such
matters existed among Federal departments.

1960 Reallocation Study

Between 1956 and 1959, CVP cost alocation
changes were limited to annual adjustments to
project cost estimates. Although project costs did
not change significantly, several updates to input
data were available, making a new reallocation study
necessary. Most notably, a recently completed
hydrologic study by Reclamation provided updated
estimates of water supply and power
accomplishments of the project. In addition, the
COE had provided updated estimates of flood
damage reduction and navigation benefits of the
CVP. These revised estimates resulted in changesin
project benefits that could not be reflected without
areallocation of the costs of the entire project.

San Luis Unit costs were not included in the
1960 reallocation because the study was nearly
completed at the time San Luis was authorized. It
was decided that costs for the San Luis Unit should
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be allocated separately and treated as an addition.

1970 Reallocation Study

During the 1960s, many changes occurred
which showed that some of the accomplishments of
the project were not in accord with the 1960
estimates. Various adjustments were made in the
interim to account for the changes, but by 1968 the
effect of the adjustments had reached a level of
significance that the need to re-evauate the cost
alocation in its entirety was evident. In response a
proposal from the Regiona Director, the
Commissioner instructed the Mid-Pacific Region to
proceed with a cost redlocation within the
framework of existing authorizations.

The 1970 reallocation study was completed in
six steps applying to different parts of the project
and shown in Table IlI-1, each of which was
completed separately and summed to derive the
allocation for the total project. This approach was
adopted in recognition of the effects that various
authorizations had on the construction and operation
of the overal project. The 1970 allocation
addressed the authorized CVP and so included costs
estimates for facilities that had been authorized by
Congress but not yet constructed. Costs for many
of the facilities were alocated using the SCRB
method. However, with the exception of the Los
Banos Creek Detention Dam, which was allocated
using the SCRB method, the San Luis Unit was
allocated using the proportionate use method for the
delivery of water for irrigation and M&| uses.
Costs for COE facilities that had been transferred to
and/or financidly integrated into the CVP were
allocated by the COE. The six steps used in the
1970 reallocation study are summarized in Table I1-
1

Within the framework of the 1970 reallocation
study, several issues emerged that were resolved at
a meeting in Washington, DC, during the week of
October 21, 1968. The specific issues considered
in the 1970 realocation study and their resolutions
are summarized in Table I1-2.
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ASSUMPTIONS AND CRITERIA EMPLOYED IN THE
1960 COST REALLOCATION STUDY

NEW DATA USED IN THE STUDY

A recently completed hydrologic operation study provided the basis for the estimated water and power
accomplishments.

Flood control and navigation benefits were based on revised estimates provided by the COE that reflected
recent information on flood frequencies and magnitudes, and river traffic and freight rates.

ANALYTICAL ASSUMPTIONS
The SCRB method was used.
Project costs were alocated in total rather than feature by feature.
Construction and O&M costs were combined and allocated concurrently.

The period of analysis was extended to 100 years from the 50-year period commonly used in previous
studies.

Direct benefits were used for al project purposes except irrigation, which was credited with both direct
and indirect benefits.

Specific costs incurred for either minimum basic recreational facilities or mitigation of fish and wildlife
damages were assigned directly to the functions involved.

All costs were indexed to July 1959 price levels and the cost allocation was performed on the indexed
amount. Costs assigned to project purposes were then adjusted downward proportionate to the relation
ship between the actual project cost and the indexed July 1959 level. This approach was necessary
because actual project costs had been incurred over along period of time at many price bases while all
single-purpose and remaining project alternative costs were at the July 1959 level. Indexing of actua costs
to the same base as the alternatives was necessary to maintain comparability. The downward adjustment
after completion of the allocation returned the indexed costs to their actual amounts.

All future project benefits and costs were converted to present-worth values over a 100-year period, with
an annual interest rate of 2-1/2 percent.

The single-purpose commercial power alternative assumed privately financed steam-electric construction.

Commercia power and M& | water benefits were measured as equivaent to their alternative costs.
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TABLE II-1

SUMMARY OF 1970 REALLOCATION STUDY

STEP

FACILITIES

ALLOCATION
METHOD

DISCUSSION

Basel

CVPfeatures
through the Trinity
River Division

SCRB

Recorded costs were indexed to the then-current levelsto be
comparable with estimates for various alternatives, which
were used in the SCRB method. Upon completion of the
initial allocation, indexed costs were converted back to their
actual levels.

Basell

San Luis Unit

Proportional Use

SCRB

With the exception of the Los Banos Detention Dam, the
costs of the San Luis Unit were allocated by the
proportionate use method, based on prior direction from the
Commissioner. The proportionate use method had been
used in the studies that supported authorization of the San
Luis Unit.

L os Banos Detention Dam was allocated separately using
the SCRB method because aflood control purposeis
included with this facility and no common use denominator
was available for the proportionate use method.

Baselll

Auburn-Folsom
South Unit

SCRB

Allocation of costsfor the Auburn-Folsom South Unit was
completed in three parts. Auburn Dam and Folsom South
Canal were allocated together using the SCRB method. This
combination was considered to be essential because much
of the water supply for Folsom South Canal would be
supplied from Auburn Reservoir.

The Foresthill Divide and Folsom-Malby sub-units were
allocated separately because of their independence from the
remainder of the Auburn-Folsom South Unit. The SCRB
method was used in allocating the cost of each of these sub-
units.

The results from the three parts were combined.

Base IV

COE Projects

Unknown

Used all ocated costs provided by COE.

Base V

San Felipe Division

SCRB

All facilities allocated using SCRB method.

Base VI

Black Butte Dam
and Reservoir

Unknown

Used allocated costs provided by COE.
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TABLE I1-2

SIGNIFICANT ISSUES ADDRESSED IN THE 1970 REALLOCATION STUDY

ISSUE

RESOLUTION

Water supply allocation with sub-
alocation toirrigation, M&I, and
waterfowl conservation functions

In previous CVP cost allocations, water supply costs had been directly allocated to end-use
functions. The 1970 reallocation adopted an allocation to water supply with sub-
alocations to water use functions based on proportionate water deliveries to each function.
This approach was adopted so that adjustments for future changes in project
accomplishments could be more readily accommodated.

Power total alocation with sub-
allocation to commercial power
and the project use functions of
irrigation, M&1, and waterfowl
conservation

Similar to the decision on water supply sub-allocation, it was determined that atotal power
alocation with costs sub-allocated to commercial and project use functions was preferable.
It was decided that total power costs should be sub-allocated in proportion to costs of
separate alternative projects for both commercial and project use that would provide power
equivalent to that of the multipurpose project. The project use share was further sub-
alocated among irrigation, M& I, and waterfowl in proportion to the amounts of energy
used by each.

Allocations to recreation and fish
and wildlife purposes

After consideration of the difficultiesin directly allocating costs to these two purposes, it
was decided to combine recreation and fish and wildlife into asingle purpose. After
alocation to the combined purpose, sub-allocations were made to the separate purposes
proportionate to benefits accruing to each.

Flood Control and Navigation

The COE re-evaluated flood control and navigation accomplishments of the CVP and
provided revised benefits by letter of April 25, 1969.

Use of COE allocation studies for
project units authorized for
construction by the COE

The New Melones, Hidden, Buchanan, and Marysville projects were authorized for
construction by the COE, but with differing provisions for their integration with the CVP
upon completion. It was decided that the cost estimates and all ocations made by the COE
should be incorporated in the CVP cost allocation.

Interest Rate

The then-current interest rate of 3-1/4 percent was used in the alocation. It was recognized
that many of the features of the CV P were built when other interest rates prevailed, but
attempts to use a series of rates would unduly complicate the study and probably add little
toits accuracy.

Allocation of joint costs for the
San Luis Unit to the recreation
purpose

The 1955 feasibility report for the San Luis Unit included minimal recreational development
estimated at about $90,000. This amount was indexed upward to $100,000 during 1960
congressiona hearings for authorization. The San Luis authorization provided for joint
development with the State. A joint project was devel oped, and recreation facilities were
greatly expanded. Reclamation participated to the extent of approximately $3 millionin
sharing specific costs of these facilities.

A question emerged regarding the propriety of alocating a share of the joint costs for the
San Luis Unit to recreation. It was agreed that the authorization did not provide for
alocation of joint costs on anon-reimbursable basis. The Mid-Pacific Region was directed
to alocate only specific costs to recreation in the San Luis Unit.

Use of Federally financed
single-purpose aternativesin the
cost allocation

It was reaffirmed that the single-purpose alternative for all purposes should be based on the
same period of analysis and financed in the same manner as the multi-purpose project.

I1-6 CVP Cost Allocation Study
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1975 Reallocation Study

A “short form” reallocation of CVP costs was
prepared in 1975. It too was an alocation of the
authorized CVP. The shortcut approach utilized
some information prepared for the 1970 study,
adjusted and updated other information, and
developed completely new information for still other
purposes. The 1975 study did utilize revised
benefits, including those for power, navigation, and
fish and wildlife, which were provided by other
Federa agencies. All other benefits were re-
evauated by the Mid-Pacific Regiona Office. The
1975 study did not include re-evaluation of
hydrologic operations or resizing and re-costing of
alternatives.

Water supply benefits were not re-evaluated
since it was assumed they would exceed the cost of
a single-purpose aternative. Power benefits were
re-evaluated based on energy and capacity dollar
values for nuclear powerplants as provided by the
Federa Power Commission. Fish and wildlife
benefits were re-evaluated by the Fish and Wildlife
Service (Service), and the COE provided a new
evaluation of navigation benefits but recommended
using the flood control benefit values it supplied for
the 1970 reallocation study. The present worth of
the stream of annual flood control benefits did
increase somewhat because of a decline in the
interest rate used by Reclamation to perform the
present worth computations. Recreation benefits
were not re-evaluated, and at that time water quality
was not considered a project purpose to which
costs were allocated.

Prior to commencing the 1975 study,
representatives from the regional and Washington
offices met to discuss and agree on the criteriato be
used. The meeting was held in Washington on
February 13-14, 1975, and culminated in re-
confirmation of most of the decisions reached at a
similar meeting preceding the 1970 redlocation
study and described in Table 11-2 pertaining to
special problems and techniques to be used in
application of the SCRB method. No major
departures from the previous approaches were
recommended.
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These early decisions were important since they
set the stage for several decades of Reclamation
practice, including decisions to alocate to water
supply first, then sub-allocate to M&I, irrigation,
and fish and wildlife water supply and a precedent
that different cost alocation methods could be
applied to different groups of facilities in such a
large project, with different facilities built at different
periods of time.

CONGRESSIONAL ACTIONS THAT
AFFECT ALLOCATIONS AND
REPAYMENT

Historica  relationships between  project
authorizations and expenditures have linked cost
allocations and repayment with Congressional
actions since passage of the Reclamation Act of
1902. When the primary features of the CVP were
authorized and constructed in the 1940s through the
1960s, the focus of Congressional actions was on
authorization of project features. During the past
two decades, however, the focus of Congress has
shifted toward corrective actions to address
environmental problems associated with the CVP.

For severa of the corrective actions, Congress
specified repayment obligations. With the exception
of the Fish and Wildlife Coordination Act, al of the
following Congressiona actions that affect CVP
cost alocations and repayment have occurred since
1975.

Fish and Wildlife Coordination Act
Requirements

The Fish and Wildlife Coordination Act
(Coordination Act), enacted in 1934 and amended in
1946, 1958, and 1965, directs Federal agencies to
coordinate their activities with the Service in the
development of projects that may affect biological
resources. The act recognizes that the construction
and operation of water resources projects affect
environmental resources, with the potential to create
harm or to enhance existing conditions. The act
contains provisions for the repayment of costs
associated with environmental mitigation and
enhancement.  While costs for environmental
enhancement are considered non-reimbursable
Federal expenditures, repayment obligations for
mitigation costs have changed over time.

CVP Cost Allocation Study
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In the 1934 act, mitigation costs were
considered reimbursable and were included in the
project repayment obligations for water and power
users. The 1946 amendment to the act, passed
shortly before major construction of the CVP was
undertaken, stated that mitigation costs were
henceforth considered non-reimbursable Federal
expenditures. However, the 1965 amendment,
enacted prior to construction of the San Luis Unit
and San Felipe Division of the CVP, repealed the
non-reimbursability provision for fish and wildlife
mitigation cogts. In the alocation of CVP costs, the
construction date of features that require fish and
wildlife mitigation is used to determine whether such
costs are reimbursable or non-reimbursable in
accordance with the various amendments to the act.

Congressional Approval of Cost Allocations

The Department of Energy Organization Act,
dated August 4, 1977, authorized establishment of
the Department of Energy (DOE) and transferred all
power marketing functions from Reclamation to that
agency. Section 302(a)(3) of that Act provided that
no “changes in any cost allocation or project
evaluation standards shall be deemed to authorize the
reallocation of joint costs of multipurpose facilities
theretofore alocated unless and to the extent that
such change is hereafter approved by Congress.”

By letter of March 13, 1978, the Regiona
Solicitor advised the Regional Director that allocation
revisions made pursuant to the Mid-Pacific Region
Supplement to Reclamation Instructions dated
March 10, 1975, would not be effective unless they
were approved by Congress. The Solicitor also
advised by a second letter dated April 13, 1978, that
the allocation adjustments prepared annualy for
budget appropriation hearings were not affected by
the provisons of the act. Since a detailed
reallocation of CVP costs completed after 1977
could significantly affect the alocation of joint
costs, it is likely that Congressiona approva of
some form would be necessary.

Trinity River Mitigation and Restoration
Activities
The Trinity River Division was authorized by

Public Law 84-386, dated August 12, 1955. Section
2 of that act authorized and directed the Secretary to
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adopt appropriate measures to insure the
preservation and propagation of fish and wildlife.
Costs incurred for fish and wildlife purposes
pursuant to this act were considered non-
reimbursable Federal expenditures in accordance
with the Coordination Act of 1946.

Following completion of original project
elements in the Trinity River Division, additiona
features were authorized as part of the Trinity River
Restoration Program. Work was performed under
the authority of Public Law 96-335, dated
September 4, 1980, and Public Law 98-541, dated
October 24, 1984, for the purposes of stream
rectification and fish and wildlife restoration in the
Trinity River Basin.

Stream  rectification costs incurred in
accordance with the 1980 act were subject to a 50-
50 cost sharing requirement between the State and
Federal governments, with Federa construction
costs limited to $3.5 million subject to indexing as
appropriate.  Fish and wildlife restoration costs
incurred in accordance with the 1984 act were
allocated 50 percent as reimbursable expenditures,
35 pecent as non-reimbursable  Federal
expenditures, and 15 percent to the State and
Humboldt and Trinity Counties.

Therefore, for the Trinity River Division, the
authorization governing expenditures on fish and
wildlife  mitigation costs determines  the
reimbursement and cost-share requirements among
water and power users, and Federal, State, and local
governments.

Coordinated Operations Agreement and
Suisun Marsh Preservation Agreement

In 1986, Reclamation and the State entered into
a Coordinated Operations Agreement (COA) that
described how the CVP and the Cdlifornia State
Water Project (SWP) are to be operated in a
coordinated manner to jointly meet Delta salinity
control and water quality standards as defined by
SWRCB. The COA included many provisions
concerning the joint operations of CVP and SWP,
including methods to ensure that water demands in
specific areas north of the Deltaand in the Delta are
met prior to exporting water to areas south of the
Ddta In addition, COA provisions defined how
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much water the CVP and the SWP can export when
the Delta conditions alow exports.

Title | of P.L. 99-546 directed the Secretary to
operate the CVP in conformity with State water
quality standards for the Delta. The act specified
that costs associated with providing CVP water
supplies for salinity control and to comply with State
water quality standards be alocated among project
purposes and reimbursed in accordance with
existing Reclamation law and policy. Title | aso
authorized and directed the Secretary to undertake a
cost allocation study of the CVP and to implement
such alocations no later than January 1, 1988.

Title Il of the act, The Suisun Marsh
Preservation Agreement, authorized Reclamation to
execute and implement that agreement including
construction of a number of Suisun Marsh
preservation facilities and set a cost ceiling on the
Federal contribution. The act aso required
Reclamation to allocate these costs among the
reimbursable and non-reimbursable purposes served
by the project. Suisun Marsh preservation facilities
have been constructed and their costs allocated as
directed by Title I1.

As noted in Chapter |, Reclamation undertook
and completed a draft cost alocation study of the
CVP in 1988 to comply with the requirements of
Title 1, but the draft allocation was never
implemented.

General Accounting Office Report

As discussed in Chapter |, the GAO in 1992
submitted a report to Congress on the CVP cost
alocation, together with its finding that the draft
CVP cost dlocation study prepared in 1988 included
inappropriate costs, was based on highly
guestionable data, and required data that were
unavailable or difficult to obtain. It suggested two
alternative approaches to cost alocation intended to
simplify the process and provide a more
representative alocation of costs among current
project beneficiaries.

One method would allocate joint costs in
proportion to specific costs. Under this method,
joint costs would be alocated in direct proportion to
the specific costs assigned to each project purpose.
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For example, if specific costs associated with
irrigation were 80 percent of all specific project
costs, then irrigation would receive 80 percent of
the joint costs. In concept, this method is similar to
an alocation of overhead costs among multiple
products within a business.

The second method suggested in the GAO
report would allocate joint costs on the basis of use.
For example, if 20 percent of the water in a
reservoir is used for M&| purposes while 80 percent
is used for irrigation, then 20 percent of the costs of
the dam and reservoir would be allocated to M&I
purposes and 80 percent to irrigation. To apply this
method, a uniform unit of measurement, such as
acre-feet of water supply, is needed. Because CVP
dams and reservoirs provide flood control, power
generation, navigation, fish and wildlife, recreation
and water quality benefitsin addition to water supply
benefits, it is not possible to develop a common unit
of measurement. Therefore, this method is not
considered applicable for the alocation of CVP
costs.

Central Valley Project Improvement Act

On October 30, 1992, the President signed into
law the Reclamation Projects Authorization and
Adjustment Act of 1992 (Public Law 102-575) that
included Title XXXIV, the CVPIA. The CVPIA
amended the Act of August 26, 1937, the basic
authorizing legidation for the CVP, to include fish
and wildlife protection, restoration, and mitigation as
project purposes having equa priority with irrigation
and domestic uses and fish and wildlife
enhancement as a project purpose equal to power
generation.

The CVPIA identified a number of specific
measures to meet these new purposes. It also
directed the Secretary to operate the CVP consistent
with these purposes, to meet the Federa trust
responsibilities to protect the fishery resources of
affected Federally-recognized Indian tribes, to meet
al requirements of Federal and State law, and to
achieve a reasonable balance among competing
demands for CVP water.

Many of the provisions included in the CVPIA
identified specific measures intended to improve
fishery conditions in Central Valey rivers and the
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Delta. In many cases, the provisions also provided
specific cost sharing and alocation criteria. As a
result, the allocation of costs for CVPIA-mandated
actions was directed by Congress, with Congress
specifying the percentage of costs to be allocated to
water and power users, the Federal government, and
the State. Relevant examples are the actions
specified in section 3406(b)(4)-(23) and refuge
water supplies addressed in section 3406(d).

On the other hand, the CVPIA contained
requirements that could affect CVP water availability
and use without directing that a new cost allocation
be undertaken or providing a cost allocation formula.

Section 3406(b)(2) of the CVPIA directed the
Secretary to dedicate and manage 800,000 acre-feet
of CVP yied for the primary purpose of
implementing the fish, wildlife, and restoration
purposes of the act, to assist the State in its efforts
to protect Bay/Delta waters, and to help meet other
legaly imposed obligations on the CVP, including
but not limited to additional obligations under the
Federal Endangered Species Act. The dedication of
this water would be expected to reduce the
capability of the CVP to deliver contracted for
amounts of water to M&I
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and irrigation contractors. Congress neither directed
that a new cost alocation study be undertaken as a
result of likely reductions in water contract
deliveries nor provided a cost alocation formula
related to the dedicated water.

In summary, throughout the life of the CVP, the
alocation of its costs has been affected directly or
indirectly by Federal legidation, continuing up to the
recent specific allocation of costs of certain actions
and facilities mandated by the CVPIA. This has
meant that different rules may apply to different
groups of CVP facilities or facilities built during
different periods of time.

Once the SCRB dlocation method was adopted
by Reclamation in 1954, it has been applied to most
project facilities in the recurring allocation studies of
the CVP. Exceptions for certain groups of facilities,
such as the San Luis Unit, have been made where
the facilities in question are single-purpose in nature
and an dlocation using the SCRB method is
unnecessary.

The current CVP cost allocation study must be
understood in the context of these changing
mandates and application of different procedures to
different sets of CVP facilities. It is also important
to note that the existing CVP water ratesetting
process, dependent as it is on the alocation of CVP
costs, has relied on this amalgamation of practices.

CVP Cost Allocation Study
Final Report — May 2001



Chapter Il

EXISTING CVP PLANT-IN-SERVICE COST
ALLOCATION

As an initial step in conducting this CVP cost
alocation study, Mid-Pecific Region staff of
Reclamation reviewed and revised the 1995 annual
interim update to the allocation of plant-in-service
costs (the most recent completed at the time). The
review, which was made to assure compliance with
authorizing legidation, regulatory requirements,
interagency agreements, and/or policy guidelines
revealed several deficiencies that had been part of
previous annua updates, and data that had been
introduced into the 1995 interim allocation. The
types of deficiencies identified and corrected
included arithmetic errors in some computations,
inconsistent rounding of computed values,
incomplete allocation of some costs, and the use of
alocation criteria that were inconsistent with
authorizing legidation, regulatory requirements,
and/or policy guidelines.

In November 1998 prior to the first public
meeting on the cost alocation study that was held in
February 1999, Reclamation provided a three-
volume documentation of the CVP cost alocation to
agency staff, stakeholders, and interested parties.
The first volume presented allocation factors and
repayment responsibilities for plant-in-service costs
listed in the CVP financia statement on a feature-by-
feature basis. For each feature, this volume
described any adjustments to costs reported in the
financial statement that are needed prior to the
alocation computations, the authorization of and
allocation criteria applied to each feature, and the
repayment criteria used to determine reimbursable
costs allocated to the water supply, power, fish and
wildlife, and recreation purposes. The second and
third volumes of the documentation comprised a
compendium of reference materias regarding
authorizations, agreements, and agency policies on
issues affecting cost alocation and repayment.
Subsequently, the 1996 and 1997 plant-in-service
interim cost allocations were based on intermediate
versions of the revisions that were available for

-1

application in these annual updates. Beginning in
1998, annual cost alocation updates have been
based on the results of the revisions made at this

step.

As a part of the study, arevised and expanded
computer spreadsheet was devel oped to improve the
speed with which cost allocation updates can be
completed. The spreadsheet uses standardized
computations to alocate costs and calculate
repayment responsibilities for each feature in the
CVP. Beginning in 1996, interim cost alocation
updates have been completed in a matter of weeks
rather than over a period of months, which had
typically been required prior to the improvements.

COST ALLOCATION
COMPUTATIONAL PROCESS

A threestep process is followed in the
allocation of CVP costs.

I dentify costs to be alocated.
Allocate costs to project purposes.

Calculate repayment responsibilities for each
project purpose.

The following discussions provide general
descriptions of these three steps.

Identify Coststo be Allocated

As described in Chapter 1l, the CVP was
authorized at different times through various pieces
of legidation and includes facilities constructed by
Reclamation and other facilities constructed by the
COE that have been transferred to Reclamation for
repayment. In addition, certain facilities constructed
by Reclamation, while still operated as an integral
part of the CVP, have been transferred from
Reclamation to DOE.
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The Department of Energy Organization Act of
1977, establishing DOE, transferred the power
marketing functions of Reclamation, including the
construction, operation, and maintenance of
transmission lines, to the new department. Western
was created within DOE and exercises the power
marketing functions for the CVP. The plant-in-
service costs of CVP transmission lines were
subsequently transferred to Western and no longer
appear in Schedule No.1 (Plant, Property and
Equipment) of the CVP financial statement.

The CVP financia statement reflects costs of
facilities that can be broadly grouped into the six
categories described below. Costs of facilities
transferred to Western are included as a seventh
category.

Single-Purpose Facilities — These are
features of the project that serve a single purpose,
such as canals and pumping plants (water supply
purpose), powerplants and switchyards (power
purpose), fish facilities (fish and wildlife purpose),
and recregtion facilities (recreation purpose). The
allocation of single-purpose facilities is simple, with
costs assigned to the single purpose the facility
serves.

Some of the single-purpose facilities listed in the
CVP financia statement are local water distribution
systems serving both M&I and irrigation water
users that are being repaid through repayment
contracts with the United States. A repayment
contract specifies a fixed obligation that is to be
repaid through a fixed number of ingtalments and is
similar in nature to a home mortgage. These
facilities are included in the CVP cost alocation
because Reclamation is responsible for collections
under provisions of the repayment contracts. Their
costs are allocated to the water supply purpose and
then set aside in a separate repayment contract
category. Since these costs are recovered through
repayment contracts, they are not included in water
or power rates.

Multi-Purpose Facilities — These are features
of the CVP that serve multiple purposes, such as
dams and reservoirs. A number of CVP dams and
reservoirs provide flood control benefits and/or store
water for both hydroelectric power generation and
water supply. Other multi-purpose facilities include
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radio, telemetry, and other communications
equipment, rain and stream gages, permanent
operating facilities, and protective measures in
Suisun Marsh to control salinity water conditions.
Since 1956, the costs for multi-purpose features of
the CVP have generaly been alocated among the
purposes served by each facility using the SCRB
method.

The existing cost alocation uses factors that
were calculated in the 1975 reallocation study.
These factors identify the portion of costs for each
multi-purpose facility that are specific to individual
purposes (separable factors) and the proportional
alocation of remaining joint costs among multiple
purposes (joint factors).

COE-Transferred Facilities — The CVP
includes three facilities listed below that were
constructed by the COE and transferred to
Reclamation for operational and financia integration
with the CVP. They appear in Schedule No.1 of the
CVP financial statement. Folsom Dam was
constructed by the COE, transferred to Reclamation,
and integrated into the CVP; Reclamation has
developed alocation factors for Folsom Dam as part
of its own cost allocation studies. Reclamation has
adopted the COE cost alocation for the other two
facilities and collects for repayment accordingly.
Each year the COE provides a letter to Reclamation
that presents the current-year allocation of costs for
the two facilities.

Folsom Dam and Reservoir
New Melones Dam, Powerplant, and Reservoir
Black Butte Dam and Reservoir

In addition, Reclamation, through the CVP, has
assumed the repayment obligation for two other
facilities constructed and operated by the COE. The
two facilities are listed below. Reclamation has also
adopted the COE allocation for these facilities and
collects for repayment accordingly. Each year the
COE provides a letter to Reclamation that presents
the current-year allocation of costs for the two
facilities.
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Hidden Dam and Hendey Lake
Buchanan Dam and Eastman Lake

Non-Reimbursable Costs — The plant-in-
service costs of a number of CVP facilities include
components directly set aside to a non-reimbursable
category pursuant to Congressional legislation. In
the CVP dlocation these component costs are
directly assigned to the appropriate category and are
removed from the alocation base. The non-
reimbursable costs are as follows:

Federal share of Safety of Dams
improvements

Archeology, cultural, and historical
Highway improvement

Non-reimbursable Interest During
Construction

Capitalized movable equipment
Buildings and service facilities

Authorized Deferred Use — Public Law 89-
161, dated September 2, 1965, authorized the
Auburn-Folsom South unit and alowed the
Secretary to include additional capacity in the
Folsom South Cana to deliver water to potential
future additions to the CVP aong the east side of the
Central Valley. Public Law 90-65, dated August 19,
1967, authorized the Secretary to include extra
capacity in the Tehama-Colusa Canal to enable it to
provide future water service to areas that could be
authorized as an extension of the CVP. In both
cases the incremental costs of the additional canal
capacity were to be assigned to deferred use. These
costs would become the repayment responsibility of
water users if and when facilities that formed the
basis for the deferral are ever constructed.

State Share of San Luis Unit — Public Law
86-488, dated June 3 1960, authorized the Secretary
to construct, operate, and maintain the San Luis Unit
as an integral part of the CVP. Certain facilities,
including San Luis Dam, pumping plants, and the
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San Luis Canal, were to be jointly used with the
State and are known as joint-use facilities. Contract
No. 14-06-200-9755, dated December 30, 1961,
provides that the State shall pay 55 percent of the
construction cost of joint-use facilities and the
Federal government 45 percent. In the alocation of
CVP costs, the State share of the construction costs
of joint-use facilities is directly assigned to the State
and removed from the alocation base.

Western Facilities — Facilities owned and
operated by Western are the Central Valley Power
System and Interties Power System. They are
single-purpose power facilities, and plant-in-service
costs are derived from Western's annual Results of
Operations for both systems.

Allocate Costs to Project Purposes

Starting with each year's financial statement,
cost alocation computations are completed in
several steps to assure that cost components are
identified and allocated in accordance with existing
legidation, agreements, and policies. First, costs
reported in the financial statement are disaggregated,
as necessary. The total costs of many features
reported in the financia statement include cost
components that are to be directly assigned to a
non-reimbursable expense category or are subject to
allocation and repayment criteria that differ from
those of the main feature.

For example, the total cost of a feature reported
in the financia statement may include non-
reimbursable costs associated with archaeological,
cultural, and historical studies. These costs are
identified and assigned directly to the appropriate
non-reimbursable cost category. In other cases,
total costs in the financia statement include interest
during construction (IDC), safety of dams
improvements, or other items that are not subject to
the same cost alocation and repayment criteria as
the main feature. In general, the repayment
requirements of these components have been
specified by Congressional legidation. The costs are
identified and alocated separately. Such
adjustments may be based on specified dollar
amounts or percentages of total costs incurred.

After completing the adjustments described
above, the remaining costs represent the total capital
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investment to be allocated among the authorized
project purposes of the CVP. For single-purpose
facilities, costs are allocated in total to the purpose
served. Subsequent computations, described in a
later section, distribute allocated costs for
determination of repayment responsibilities.

For multi-purpose facilities, costs are allocated
using separable and joint cost alocation factors. In
the existing cost allocation, these factors are based
on the results of the 1975 reallocation study, which
was completed using the SCRB method. First,
separable cost factors are applied to identify the
portion of total costs allocated among project
purposes as separable costs. (Separable costs are
discussed in Chapter 1V.) The remaining costs are
then allocated among multiple purposes using the
joint cost alocation factors. The total allocation to
each project purpose is the sum of separable costs
and that portion of joint costs alocated to the
purpose.

Calculate Repayment Responsibilities

Repayment responsibilities for costs allocated to
each project purpose are determined separately for
each purpose. Depending on the facility, costs
allocated to water supply, power, fish and wildlife,
and recreation purposes are either fully or partly
reimbursable by the project beneficiaries. Costs
alocated to flood control, navigation, and water
quality are non-reimbursable Federal expenditures.
In general, the costs of constructing CVP facilities
are initidly paid by the Federad government
(Reclamation) with funds appropriated by Congress.
Reimbursable costs are the costs that will be repaid
to the Federal government by M&I and irrigation
water users, commercial power customers, the
State, and counties within the State. In the context
of this study, the term “reimbursable” generaly
applies to costs to be repaid by water and power
customers.  Non-reimbursable costs are the
construction costs that will not be repaid to the
Federa government; in effect, they are borne by the
Federal taxpayer. A brief description of the
repayment analysis to determine reimbursable costs
follows.

Water Supply Repayment — Costs allocated
to the water supply purpose are sub-allocated among
the M&lI, irrigation, and wildlife refuge water use
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functions in proportion to their respective water
deliveries. More specificaly, costs are distributed
using factors based on the type of facility used
(storage, conveyance, conveyance pumping, or
direct pumping) in proportion to the amount of
water stored, conveyed, or distributed for each
function. In order to appropriately reflect use of
such facilities, proportional use is based on the tota
of actual historic and projected future water
deliveries for both water users and wetland habitat
areas. For any given allocation update, actual water
delivery records begin with the first CVP water
deliveries and continue through the year two years
prior to the year of the update. Projected water
deliveries extend from that date through the end of
the repayment period (2030 for in-basin facilities,
and 2036 for San Felipe Division facilities) and
assume the delivery of full contract amounts or are
reduced to reflect possible future reductions in the
amount of CVP water available to its contractors.
The effect of year-to-year changes in water
deliveries on these proportions based on actual use
is normaly very smal due to the long period
considered. Consequently, factors used to
determine water supply repayment obligations do not
vary significantly from year to year.

Costs sub-alocated to the wildlife refuge water
supply function are further sub-allocated among
reimbursable and non-reimbursable functions based
on cost sharing criteria included in the CVPIA.
Reimbursable costs are assigned to non-Federal
entities (project water and power users and the
State) in accordance with legidative requirements.
The digtribution of that portion of wildlife refuge
water supply costs that is reimbursable by project
water and power users (M&| water, irrigation
water, and 