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In the Matter of the Application of
SOUTEERN CALIFQORNIA EDISON COMPANY
for authority to nodify its Energy
Cost Adjustment Clause to decrease
its Energy Cost Adjustment Billing
Pactors and 4o increase its Annusl
Energy Rate in accordance with
Commission Decision No. 82-12-105;

*¢ mainteain its presently effective
Cetalina Energy Cost Balance
Adjustnent Billing Factor; to increase
the Steel Surcharge Adjustment Billing
Paector; to increase the Eleetric
Revenue Adjustment Billing Factor;

t0 make certain changes %o its Offset
Tariffs and Procedures which may at.
some future date result in Rate

Level changes; and to review the
reasonableness of Edison's operations
in 1982 anéd certain reasonsbleness
issues related %o Commission Decision
No. 82-01-053.

s

Application 83-03-36
(Piled March 10, 198%)

Application 82-03-04
(Filed March 1, 1982)

And Related Matter.

(See Appendix A for appearsnces.)
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I. Introduction

Application (A.) 83-03-36 is Southern California Edison
Company's (Edison) Enrergy Cost Adjustment Clause (ECAC) anrual
reasonableness review proceeding. 3By an interin decision (Decision
(D.) 83-08-56) the ECAC billing factors were revised and the Annual
Energy Rate (AER) determined for the test period. In this decision
we review the reasonableness of Edison’'s 1982 fuel costs and resolve
certain matters held over from earlier proceedings.

This matter was submitted following 14 days of pudblic
hearing. Opening briefs were Liled by Edison, the Commission staff
(staff), Toward Utility Rate Normalization (TURN), and the
Independent Energy Producers Association (IEP) -~ State of Celifornia,
Department of General Services and State Solid Waste Management Board

(State Agencies). Reply briefs were filed by Edison, steff, and
TURN. '

II. TIssues Presented

By D.83-01-5% in Edison's previous annual reasonableness
review proceeding, two issues were deferred to this proceeding. 3By
D.85-05-36 rehearing of D.83-01-53 was granted, limited to the two
issues deferred by D.83=01-53. These issues are:

1. The ressonableness of Edison's increased coal
costs resulting from the renegotiation of its
contract with Utaeh International Corp., 2nd

2. The reasonableness of the cost of power
purckased to replace power 1lost because oFf
the diesel generator fire at San Onofre
Xuclear Generating Station (SONGS) Unit 1.

In D.83~05-36 we provided that the rehearing would be consolidated
with this proceeding.
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. Several ozker is3sues ezerged during these hea.:'".‘.ngs- These
include issues relating To The izpdlexmentatian and interpresation of
<he coal plén: inceative procedure and guidelines for <the
reasonableness review of sayzeznts made to alterzative exergy
producers.

Lk o

ZI. Suzmmary
In tals decisior we examirve iz devall the Zacts and
cirvcuzstances surrouzding The renegetiation o the contract with Utahr
Izveraational Cerp. T0 sunply coal for the Pour Corzers Coal plant
and find the price paid under the renegovtiated contract reasonable
during the review period. .Accordizgly, Zdisgoen is allowed ©o recover
- ¢08%s incurred under the renegotiated agreement for the review
Deriod. Zdison bYears the durden of provisg reasonableress For futur
review periods.
) We also exazine iz detail the Jacts and circmustances
surrounding the diesel germerator fire a%t SONXGS 1 azd ke resulting
.replaceme::: fuel cosT3. We Zind shast the resuliing replacexment fuel
costs of adoutr $15.71 million are nov recoveradle Irom ratepayers.
Wizn Tegard To tze coal »lant incentive progedure, Idison
is allowed %o recalculase the result for 1681 to reflect a reviged
ST08s heat rave stancdard. 2dison is also allowed o make cervain
adjustments o reflect adoprted qualivative modifiers.
Guidelines for purciases froz alserzate exergy »rocducers
are 10T acopted.

A. Tre Co2l Conzracs
1. 3ackssouxnd .
3éison owns a 48% interest in Units &4 and 5 of the Four
Corzers Gezerating Svasion (Pour Corzers). 1The other Live
passicizants in these 800 MW units are Arizona 2ublic Service (APS),
2ublic Service of New Mexico, the Sals River 2rojees, Tuscon Gas and

, Zlectric, and Z1 Paso Zlecutric.
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APS has been designated by the participants as operating
agent for Units 4 and S and administerslfhe day-to=day operations of
these units in accordance with the general directions and guidelines
provided by the participants' joint committees. TUtah International
Inc. (Utak) owns and operates the Navejo Mine located adjacent to
Pour Corners. This surface mine sells coal solely to Four Corners
under long-term coal contracts, with deliveries averaging 6.7 million
tons per year since 1971 when TUnits 4 and 5 began full-power
operation. The coal contracts were negotiated in the early 1960s
with Puel Agreement No. 2 (Agreement) being executed in 1966. This
Agreement has a term 0f 35 years and reserves 4,000 trillion Btu or
222 million tons of coal for Urnits 4 and 5. The mine and power plant
are located on reservation land leased from the Navajo Indien
Nation. The mine leagehold consists of a narrow strip of land
ranging froz one nile to two miles in width and 20 miles in length,
enconpassing several coal reserve areas which are developed as
necessary to neet plant gquantity and ¢uality requirements.

The coal deposits in this narrow strip vary significantly
in coal guality and number of seams. Area I, the northern end of
this strip where nining started in 1963, is basically 2 single seaxn,
high-guality deposit. Progressing to the south, the coal guality
decreagses while the number of seanms increases. In order to maintain
an acceptable coal quality over the rexainder of the Agreement, the
high—guality coal from Areas T and II must be blended with the lower-
quality coal in Area IIX. TUtah, therefore, opened the southern
portion of the lease, Area III, during 1979-19837 at a capital cost of
approximately $28 nillion. The coal burned at Four Corners has an
ash content of approximately 23%. The ash collected at Units 4 anéd §
amounts %to approximately 1.4 nillion tons per year and is disposed of
as landfill meterial in the nine by Utah under an Ash Haul
Agreement. New air emission regulations passed by the State of New
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Mexico iz 1978 and 1979 required the installation of baghouses and
scrubbers at Units 4 and 5. The baghouses were put in service in
1982 and the scrudbers will start operation in 1984. TUtah agreed to
relocate a portion of its coal stock pile to provide room for this
new equipment at Four Corners. Uteh, under the new Ash Faul
Agreement, also agreed to dispose of the dust collected by the
baghouses and the sludge generated by scruddbers, which will add
approxizately 100,000 tons per year to the previous disposal
requirezents.

The parties to Pour Corners Agreement anticipated the need
to accommodate unforeseen economic conditions and provided for a
Price reopener in Section 7.1.b of the Agreement. This section
obligates the parties t0 agree on price revisions if, through forces
not within the reasonabdble control of the parties, there "occur
extrene or radical changes from the economic factors and conditions
which existed at the time of negotiation of this agreement." This
contract provision was cousidered dy both buyers and seller 4o be a
necessary addition to a long-term coal supply agreement which was
intended to encompass operations extending over a period of 35 years,
and was executed in 1966, several years prior to the commencement of
the operation of Units 4 and 5, which occurred in 1969 and 1970,
respectively. The parties 2also anticipated the possidilisy of
Cisagreement as to the occurrence of changes within the meaning of
Section T-1.b, as well as disagreement over the methods of revising
contract provisions in response to changes, and 80 provided, in
Section 7.1.c. of the Agreement, that "the matters at issue shall be
submitted to and determined by binding ardbitration™ if the parties
cannot resolve then in good-faith negotiation. Two issues can
therefore be arditrated: (1) the issue of the occurrence of extreme
econonic change resulting in 2 party suffering material injury or
loss; and (2) the issue of the amount and method of the price relief.
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In Decenmber 1978, Utah claimed that the extreme or radical
changes of the type referred o in Section 7.1.b of the Agreenent had
occurred and submitted a hardship claim which alleged, in part, that,
duve to inflation and mining-related regulatory changes, the capital
investment associated with developing more distant mine areas (Area
III) exceeded the cost anticipated in 1966 (when the Agreement was
negotiated) and that these extreme economic changes would result in a
negative rate of return for Ttah. TUtah submitted 2 hardship claim %o
the coordinating committee of the Four Corners participants and
proposed the following changes to the Agreexment:

Price Inerease: 22.2¢/MMBtu price increase,
resulting in & 77% increase over the existing
(1978) price level of 28.7¢/MMBtu. ZIscalate the
nonescalating component of the base price.
Purther, as yet unquantified sdjustments to
reflect Utah's investnment increases and
regalation induced productivity decreases in the
future.

Timing: Price increase to be effective
iomediately.

Escalation: Implement the use of current
montaly indices instead of one-year lagging
indices to avoid the continuing underrecovery
inherent in the present system in times of
increasing inflation, and escalate the full
price.

Adjust the labor component for future regulation-
induced productivity losses.

Minimur ‘Purechase: Institute a teke-or-pay
provision if c¢oal deliveries fall dbelow 117
trillion Btu yearly coal deliveries (equivalent
to 6.5 million toms per year). Payment to be a%
full coal price to compensate Utesh for the severe
impact on its operating results if the plant
falls below this historical average delivery
level.

Price Reopener: No change from existing
contract.

Regulatory ané Rovalty Costs: Provide for
reimndursenent of all new regulatory costs such as
mine, health, and safety regulations besides
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current payment of reclamation costs and
reinbursement of changes in royalties paid to the
Navajo Indian Nation.

Qther Issues: Resolve the other pending
issues such as scrubber sludge disposal, use of a
portion of TUtah's stockpile area for scrubber and

baghouse construcetion, and renegotiation of a new
maxinum coal sulfur limit.

The Pour Corners participants authorized APS to undertake
negotiations with Utah, subject to keeping participants apprised of
the status of negotiations and subject to approval by the
participants of the results of these negotiations.

APS responded, in April 1979, to Utah's proposal and stated
that it was not convinced of the validity of the hardship claim. APS
advised Utah that, to detter understand Uteh's request, it planned to
thoroughly examine and test Utah's right to reopen the contract under
Section 7.1.D and to renegotiste the methods of escaletion of <the
coal price. APS requested Utah's cooperation in examining the
reasonableness of the mining operation and in analyzing the fLinancial
records pertaining to the operation of the Navajo Mine. APS also
requested Utah's position concerning the use of arbitration to settle
TU<zah's hardship claim and proposed level of price adjustment.

In May 1972, Utah agreed %o fully cooperate with APS's
investigations so that APS could develop an informed judgment on its
hardship clain. TUtah strongly opposed the use of arbitration o
settle the hardship claim and price adjustment. TUtah argued that
arbitration was not available under the contract until an informed
disagreement on the issues existed. In addition, Utah pointed out
that arditration would not resolve the other contractual issues which
were pending, such as matters relating to ash dispossl, expansion of
the Tour Corners project onto Utah's leagehold, anéd sulfur
specifications. In view of the importance of the hardship ¢laim and
price adjustment to Uteh's mine operation, the arbitration procedure
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would be treated by Utah, and probably the participants, as if it
were litigation and would, therefore, be a lengthy adversarial
undertaking. Utah also pointed out that, if the matter were not
settled by good-faith negotiations, Utah would consider other
remedies, such as litigation under the Tniform Commercial Code for
failure of a presupposed condition, i.e. Tnits 4 and 5 coasuming
substantially less coal than expected.

During the remainder of 1979, APS acting Lor the
participants, confirmed the reasonadbleaness and necessity of Utak's
hardship claim. It was found that the Linancial data on which the
hardship ¢lainm was based was reasonadble, and that the curreat mine
opertions and mine planning for future operations were conducted in a
reasonable and efficient manner, Iincluding the capital expenditures
associated with the required mine relocation into Area III. A review
of rates of retura reported by <trade magazines showed that average
five~year rates of return achieved by ¢oal mining companies ranged
between 15% and 20%.

After a year of evaluations, and as the result of these
discussions with APS, Utah subnitted a revised proposal to the
coordinating committee of the participants in Jazuary of 1980. TUtakr
reiterated its hardship claim and pointed out again that the stadle
economic environment existing prior +to 1966, with inflation rates of
1.3%, had changed to doudble-digit inflation of curreatly 13.5% and
that regulatory requirements which could not have been foreseen had
caused further losses in productivity and increases in costs, TUtah
pointed out that its rate of retura would become negative if no
increases in price were granted. Utah therefore requested the
following changes to the existing Agreement:

Price Increase: A 16¢/M%Btu, fully

escalatable one-gtep price increase which would
have resulted En a 53% increase over the base
price of 30¢/M°Btu existing izm Jume 1979.
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Timing: Price increase effective  April 1,
3@§§5:5 , J

Iscalation: A revision to a current, monthly
index method T0 remove the underrecovery inherent
in the present lagging index method using yearly
averages.

Minimum Purchase: a shortfall to exist if
Units.é and 5 oL Four Corners burn less than

1.2 MZT ger guarter. Shortfall payable at 85%
of the then-existing coal price.

Price Reopener: A five-year price reopener

based on comparisons of rates of return expected
for new nining ventures.

Regulatory and Rovalty Costs: full
Teimbursement Ior ¢cos$TS actually incurred since
these costs are not within the control of Utah.

Qther Issues: A reduction of 46 million tons

in the paximuz amount of fuel reserved for the
participants under the current Agreement %o
reflect the historical and anticipated lower
deliveries. Renegotiate the canceled Ash Eaul
Agreement for Units 4 and 5, and resolve scrubber-
and baghouse-related problexs.

In response to this proposal, the participants formed a
technical committee, with all participants being represented, %o
thoroughly review Utah's proposal and evaluate the financial and
operational data and financial model on which this proposal was based.

Over several months of review and analysis, the members of
the technical committee again confirmed the validity of Utah's
hardship claim and recommended to pursue a negotiated settlement
rather than arbitrating the price relief. Based on the technicel
committee evaluation, APS, on behalf of the participants, informed
Utah in June of 1980 that its January 1980 proposal was unacceptable
without significant changes and outlined a counterproposal as follows:

Price Increaseé A two-step price increase
totaling 135¢/M"Btu. DThe price increase offered
was structured to provide a 15% rate o return on
book investment. Utah had proposed & 15% rate of
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return on fair investment calculated as the
average of original and replacement cost, doth
reduced by depreciation.

Timing: Initially a S5¢/MMBtu increase

eilective when the contract amendmenis were
executed, which was anticipated to be in
Septenber 1980, and a second step increase of
approximately 8¢/MMBt: to de granted (caleunlatved
using a financial model calidrated with actual
data) at the time when the move into Area III was
complete. This second step increase was
aaticipated to occur in epproximately 1083~

1684.

Escalation: The participants accepted Utah's
proposed index changes, but insisted on adding a
portion of the new price increase 4o the existing
nonescalatadble price component.

Mirnizum Purchase: The participants

recognized that reduced deliveries had =
significant impact on Utah's revenues and agreed
to reduce TUtah's exposure in this area. The
participants proposed a consideradle reduction in
potential payments under the minimum purchase
provision which Utah had proposed. The
participants proposed a trigger tonnege of 6
million tons per year for Units 1 through 5 with
payments to be made at T0% of the £ull price
level, since Utah would not incur variadble cos<ts
for tons not delivered. Any tons paid for at the
reduced price level, dut no:t delivered, could be
bought dback in future years a2t a 30% price

level. Further, the minimum purchese provision
world be reduced by force majeure evenis.

Price Reovener: The five-year price reopener
would ve Triggered by deviations froz rates of
return experienced by existing mine operationms,
rather than by rates of return used in forrming
new zine ventures as proposed by Uteh.

Regulatory and Rovalty costs: The

participants agreed To a passthrough of any new
costs associagted with mine regulations or
royalties.

Other Issues: The participants rejected any
reduction in dedicated coal reserves. In
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addition, the participants insisted ¢ an
agreement that Utah would renegotiate
expeditiously the ash agreement Utah canceled
effective Novexber 30, 1980, and cooperate in
resolving the scrudber- and haghouse-related
issues.

In mid-July 1980, Utah responded to APS regarding the
participants’ comnvterproposal by expressing its dismay at receiving a
proposal with so little resemblence to Uteh's Jazuary 1980 proposal.
Utak believed that its Jaauwary proposal, which represented the
outcome o0f & year-long znegotiation effort, was cloge %o an acceptadble
gettlenent beltween the parties. Utah rejected the participants’
pricing proposal because, among other reasons, the 15% rate of retura
on Yook value was considered by it %o be insufficient to compensate
the mine operator For the irzherent risk of a complex and large
operation Ffaced with inflationary times and in an eavironmeat of
increasing regulatory impact. TUtah rejected the proposed trigger
tonnage for the ninimum purchase provision, stressing that the impact
02 reduced deliveries on its profit level was devastatiag. TUtah
indicated that such & low~trigger tonnage would bHe unacceptable
unless the coal price was increased significantly ia compensation.
Utah claimed that the participant’s proposed minimum purchase level
would render the provision almost neaningless, esvecially since it
would be potentielly further reduced by lo¢sely defined force majeure
events. teh also rejected the proposed tinming of the price iacrezse
and izsisted oa reverting %o the April 1, 1980 effective date which
it had thought had beexn zgreed %o by 2ll parties.

In the beginning of August, Utah approached all of the
participants to directly express its diseppointment that its Jenuary
1980 proposal had heen rejected. TUtah proposed tha%t the
participants' counterproposel be adjusted to reflect the delays which
had occurred in the executioz of a contract amendment granting the
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relief they had sought for nearly two years. ‘Tteh stressed that it
was in the participants' best interest tb*conclude the negotiations
on price relief as soon as possible, since the Ash Disposal Agreement
needed to be negotiated in advance of its expiration date of
November 30, 1980.

In nmid-September 1980, APS, on behalf of the participants,
subnitted the draft of a contract amendment to Utah which was
consistent with the June 1980 principles described above, except that
the price increase of 13¢/MMBtu was proposed to be implemented in
three steps which would be tailored to the timing of the investment
in Area III.

Utah concluded that the major differences existing between
itz position and the participants' offer could not be timely resolved
in the manner negotiations had theretofore been undertaken. Utah's
chairman wrote a letter to each of the participants, reguesting
support in TUtah's effort to return economic equity to its mine
operations. Utak argued that the participants' counterproposal could
no%t be accepted because it:

Provided an inadequate rate of return.

Failed to protect the purchasing power of Utah's
investnent and profits.

Required Ttah to suffer a $25 million negative
cash flow over the next two to four years.

Failed to recognize the value of Utah's coal and
water rights.

Broadened Utah's financial risk if plant
performance resulted in low deliveries in the
future.

In November 1980, Utah and the participants convened an

officer-level meeting and agreed on 2 compromise settlement. The
compronise included the following elements:

Price Increase: a price increase of
15¢/MMBtu.
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Timing: The increase to be implemented in

£ive steps, paced by the invesiment level in Area
III, rather than having the total increase
effective in April 1980, as proposed by Utah.

The first step of S5¢/MMBtu to be effective in
Januwary 1981, with the fifth step expected %o be
effective three to four years later.

Escelation: The portion of the price

increase representing depreciation %o be added to
the nonescalatable base price component. TUtah's
January 1980 proposal regarding index revisions
t0 be reflected monthly to eliminate

underrecovery caused by lagging annual indices
was adopted.

Minizur Purchase: The participants’ proposal
of June 1930 to be adopted, except for a slight
increase in the trigger tonnage level 2nd
shortfall payment percentage.

Price Reovener: The participants’' proposel

that the price be reopened every five years in
the event Ttah's rate of return on book value
were to deviate (up or down) significantly from
rates of return expected by investors in similsr
enterprises was adopted.

Regulatory and Royalty Costs: New regulatory
costs lucluding effects of law changes and
royalty payments to be passed through to the
extent actually izncurred by Utah.

QOther Issues: TUtah to continue to dispose

Toe Units & and 5 ash while the terminated Ash
Disposal Agreement was deing renegotiated. TUtah
t0 remove the one~year terzination clause and
make the terms and extensions of the Ash
Agreenent consistent with Fuel Agreement No. 2.
Utah to dispose of the additional 100,000 tons of
baghouse and scrubber wastes, snd %o relocate a
portion of its stockpile area to provide the land
necessary for the construetion of this new
equipment. Utah to nodify the Agreement to
assure that the participants have the water
supply necessary to operate the Urnits 4 and S
scrubbers. A CPA firm desigrnated by the
participants be permitted audit rights in
conjunction with a five-year price review.
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The above provisions were incorporated iz the Fourth
Supplement to Agreemeat and became effedtive January 1, 1981.
2. Contentions of the Parties

2digon claims thet the joint Ceecision *o negotiate contract
adjustments rather “haa to arbitrate was reasonabdble. According to
Zdison, the participants comsidered a% the outset whether or not +o
arbitrate TUtah's claim. The decision was deferred pending the
Tindings of an investigation by the participents, including their use
o coasultants to determine if exirexme and radical changes in

economic conditions had occurred as claimed by Uteh and whether these
chenges necessitated price revisions under Section 7.1.% of the
Agreement. The participants confirmed the validity of TUtah's
hardship claizm. Iz particular, the rarticipants coneluded that:
The stable economic environment of “he mide
sixties, when the Agreement had bee:n negotiated
and executed, had beez replaced in the seventies
by 22 eavironzment of two-digit inflation and
proliferating regulations affecting the cost of
. zize operavions. Iaflation, as measured by the
Consumer Price Index for the <en years prior %o
1966, had averaged adout 1.3%, while inm <he vears
following 1966 inflation had incressed rgpidly %o
the poiat where in 1979-1980 it averaged 13.5%
per year. This rapid increase in infla%ion fs
showna by the consumer Price Index, the GNP
Izplicit Defleater, and the Comstruction Nachinery
and Zguipment Index. Thisg letter index
illustrates that the eguipzent Prices for surfeace
mizes, such as loaders and scrapers, increased
even nore than general inflation.

The regulatory eanvironment for niaing operations
had changed significantly from %ha* of <he early
1960s by the izposition oFf new laws and
regalations, such as <he New Mexico Coal Surface
Mining Aet and the Federal Mine Eezl+th a=d Safety
Act. These laws and reguletions had increased
costs and reduced zine productivity.

-1l -
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The capital izvestment necessary to opean required
new mine areas or replace wora-out equipment had
increased dramatically as the result of inflation
which had exceeded past expectations. In
particular, the cost 0f nining machinery and
equipment rose at rates which exceeded the
general inflation rate. The nmove into Area III
was, in 1979, estimated to0 cost nearly $28
nillion, dut it would have cost less than $12
million if deflated back to 1966. This cost
would have increased to only S$14 million by 1979
had +the 1.3% inflation rate persisted.

The financial data o2 whick U¢ah's hardship ¢laim
was based was valid: TUtah's expected rate of
return on this mine operation would be g negative
5¢ for the 1981 through 1985 +time period absent
priciang adjustmen<t.

The past and preseat mine operatious and future
nine plang have been, and are, reasoznable and
efficient, and projected capital expeanlditure
forecasts for the required mine relocation were
reasonable and necessary.

The five-year average rate of return in the coal
2ining industry ranged from 15=-20%. '

According to Edison, if, after conducting +this exteasive
investigation, the participants had found a valid bdbasis of
disagreenent on this issue, arbitration would have been uandertaken.
Eowever, ia light of the above £indings, the participants coacluded
that extreme or radical changes in economic conditions hed occurred,
and the necessity for coasidering price adjusiments as provided for
in the Agreement could 20t be successfully disputed. Arditration on
+his Issue was, therefore, not pursued.

Edison states that the participents also coasidered the
value 0% arditrating the second arbitrational issue, that is, the
gpecific price adjustment warranted dy the changed circuunstances, aad
suggested such a course to Utah. TUtah urged settlement of the issues
through good-faith negotiations and threatened +to0 forego arbitration
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and litigate the igsues based on the Pour Corners participants’
failure to respond to the hardship clainm and the alleged failure of
basic coadition upon which the Agreement was executed in 1966, i.e.
the participants purchasing sudbstantially less ceoal than originally
projected.

According to Edison, the participants concluded that
arbitration or litigation of the issues would be time-consuning and
costly and not in their best interest or the interest of their
ratepayers. At this point, the participants had concluded +that TUtah
would be losing money by continuing planned operations in the absence
of price relief. If an extensive arbitration or litigation process
had dbeen commenced, the participants would have been concerned adout
the reliadbility of coeal supply and guality-coatrol measures which

tah would exercise during the lengthy +trial process. IFurthermore,
arbitration would have exposed +the participants to & potentially
wuafavorable decision of the arbitration panel, diminished the
participants' degree of convtrol over the process of price adjustment,
and left uaresolved several issues of benefit to the participants
which could not be considered within the limited scope of arbitration
permitted under the contract. Edison and the other participants
rejected the premise that ardbitration is the oaly action %that is
defensible before utility regulatory agencies. Although it may be
true that a resolution by relatively independent third-party
arbitrators would be easgier to defend before wtility regulators, the
participants conciuded that their collective best judgment as to
contract adjustments which would be in their best interests and the
best interests of their customers, would be superior %o that of an
arbitration panel not permitted to consider factors beyoad the
specific issues of price adjustment. The participants therefore
decided to negotiate a settlement of Utzh's hardship claim and also

to resolve, in the process, other areas of concera to the
participaats, which were:
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Renegotiation of the Coal Ash Disposal Agreement
which, in Novenmber 1979, had been ternminated by
Ttah effective Novembder 30, 1980.

The negotiation of a waste product disposal
agreenent for the new scrubbers and baghouse
which had +to be installed for envirozmental
reasons oa the uaits.

The relocation of a portion of Utah's coal-
storage area to obtalin room Lor the new scerubbers
and dbaghouses.

Access to additional water supplies required for
the operation of the new scrubdbers.

In light of the above reasoas, Edison bYelieves that its
decision, and that of the other five utility owners, to negotiate
rather than to arbitrate the settlement of Utah's hardship claim ané
the other contractual areas was reasonable.

Edison states that its management was aware, throughout the
two—-year negotiation process, that the outcome would e sudbject to an
exteasive and thorough review by the California Public Utilities
Commission and other conceraed coansumer interests. The five other
utility owners of Four Coraers were facing a similar prospecf.

Edison and the other participants were £ully aware that the resultant
coal price increases might be disallowed for ratemsking purposes if
they were arrived at without proper justification.

According to Edison, the participants were also aware of
the importance of the coantinuity and quality of the coal supply for
Pour Corners. ZIconomical substitution of the preseat coal source is
20t feasible since Four Corners is a mine-mouth plant and has no rail
links to other large nmines. tah could have 2 ¢laim of
aonperformance under the coatract if the participants had failed %o
negotiate reasonable and equitadle adjustments to the coal price i
light of the existing and projected economic and regulatory
¢circumstances as mandated by Section 7.1.bd 0f the Agreement. The

bol
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prospect of contiauing negative rates of return would likely have
postponed the move in Area III since Utah would have been reluctant
to invest further in a losing venture. The resultant poor coal
quality and degraéed mine reliability could have caused significant
losses in power production and would have required costly and lengthy
litigation with uncertain outcome to resolve.

Edison claims that it agreed to a reazsonable settlenent
with regard to coal price aand the other contract ameandments.
According to Zdisoan, the key question in determining the magnitude
and timing of the price increase was <the rate of retura for Utah's
mining operation. A survey of the mining industry showed a
considerable range, with 15 to 20% rate of return deing
representative. In addition, the methods used to calceulate these
rates of retura varied from company to company. It is obvious that
the numerical value of a rate of retura is impacted dy the methods
used for ianvestment dase valuation, treatment of inflation relative
t0 cost and revenue forecasts and the purchasing power of money, and
the tizme periods coansidered for the rate of retura calculation.
Direct comparisons of rates of return are, therefore, difficult and
need to be made with care.

Edison observes that the original Agreement does 2ot
explicitly address a rate of retura level, dut stipulates in Section
7, Pricing, that a reasonable and equitable price should be in
effect. TUtah requested, in its January 1980 proposal for the next
five years, an average 17% rate of retura on fair iavesitmeat value
(average of book value and replacement cost, less depreciation),
which was equivalent to a2 22% rate of retura o2 book value, less
depreciation. TUtah was seeking compeasation for the effect of
iaflation on fixed assets and stressed that, in order to achieve
this, it was necessary to calculate investment level and deprecliation
based oa curreat replacement cost, rather than original purchase
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cost. TUtah felt that it had compromised its position alrealy by
agreeing 0 a fair-value concept- The participants counterproposed a
15% rate of return oa depreciated book value and argued that this
lower rate was Justified by the lower risk inherent iz Utah's nmine
operation due to & secure narket for its coal.

The participants ultimately agreed %o 2 price which would
produce an 18% rate of return on depreciated book value averaged over
the next five years. This price is also equivaleat %o a 15% rate of
retura if book and fair value is averaged over the same time period.
The result represeats a compronise halfway between Utah's ané the
varticipants' proposal. It was considered by 2ll participaats to bde
a reasonadle level of return when compered to industry norms viewed
in light of the risk inhereat in the Four Corners operation, which
wvas undergoing sigaificant change by moving into more distant mining
areas and in light of the snticipated figure inflation level. The
level of return implicit in the price adjustment agreed to does xnot
establish a precedent (floor or ceiling) for future price reviews.

The original Agreemeat stipulates that the parties have to
agree to reasonable aad eguitable escalation adjustments to the base
price in case of a hardship claim uader Section 7.1.d of the
Agreement. Utak felt that such an adjustment would be achieved by 2
16¢/M23tu increase above the 30¢/MMBtu price level of June 1979, in
conjunction with full reimbursezent for regulatory and roysliy
costs. Utah had based this level of increase on the assumption that
it would become effective in toval on April 1, 1980. The
participants kad proposed a three-siep 13¢/M23tu increase (5¢
effective Novenber 1980, 5¢ when Area III was 75% complete and 3¢
upon completion of Area III in 1983) to better represent the timing
and iavestment level involved in Area III. Utah conceded to the
tining of the price Iincrease and accepted a five-sitep increase
totaling 15.1¢/MCBtu with the first step of 5.4¢ to become
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effective January 1, 1981, and the other four steps of 2.4¢ granted
whenever 25% of the Area IIT investmeat was completed. In light of
the participants's finding of the reasonadleness and necsssity of the
capital investment ia Area III, the shortcomings of the existing
escalation methods, the need 4o resolve ash disposal and scrubber-
and baghouse-related issues, and in light of the then—existing
regalatory and ecounomic eavironment, the agreed-to price level was
considered to be reasonadble by the participants of the Pour Corners
project and significantly below Utah's original request.

Edison admits that price comparisons are difficult and, in
thengelves, do not justify the adsolute level of the coal price paid
by a utility. 3But they still have value in demonstrating the
reasonableness of prices if key parameters such as age of the
investment, complexities of mine operation such as nunber of seans,
Btu value and ash cozveat of the coal, overburdea ratios, and
transportation differences are considered. Such a study was
perforzed by Edison for large westeran mines and shows that the mine
price resulting from the five-step price increasge and the other price-
related contractuwal provisions is reasonsble after all steps have
been implemented.

Edison states that a reduced level of coal sales to Four
Corners was of major coacera to Utah since its Navajo Mine is
isolated Lrom other markets and can sell coal only %to Four Corzers.
Utah emphasized throughout the negotiations that its Jaanuary 1980
offer was predicated upon the assumption that the risk of reduced
coal sales levels would be removed by appropriate coantract
provisions. Utah proposed, ia Januwary 1980, a ninimum purchase
provision which required the participants to purchase 1.2 million of
coal each guarter for Tnits 4 and 5. Any shortfall below +hat
tonnage level would be payable at 86% of the coal price.
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The perticipants coafirmed that the majority of mine costs
are fixed and that reduced deliveries constitute a significant,
adverse impact on the financial results of a2 nine operation. The
participants therefore offered, in June 1980, a minimum purchase
provision triggered by an annual delivery level of six million tous
(the historicel minimun delivery level to all five uaits at Four
Coraers). Any shortfell would be payable at 70% of the price with 2
buyback of such tons ia future years at the 30% price level. This
trigger tonnage level would be reduced by force majeure events. Utah
demoastrated, to the satisfaction of the participants, that its
actual fixed cost level was higher than estimated by the
participants. Ttakh conceded to setting +the tonnage level oa an
annual basis for the whole station which consideradly reduces %he
risk of shor+tfall payments by the participants. Ia return, the
participants raised the trigger tonnage level to 6.3 million tons and
the shortfall-ton price level to 76% with a commensurate price
decrease in the duyback price.

For perspective, if this nminimum purchase provision had
beea in force historically, shortfalls would have occurred three
times in the time period 1971 through 1980, with the dbuyback
provision recovering all paymeats under this provisioa in subsequent
years. In light of these considerations, the participants were of
the opinioz tha%t it was reasonable to include the mianimum purchase
provision. _

The hardship provisions of Section 7.1.1 were replaced by 2
five-year price reopener. The participants added the right to audis,
by use 0f an independent CPA firm, Utah's operation records to
determine the actual rate of retura. TUtah had initielly suggested
that this five-year price reopener be based on rates of return
expected by new mine ventures. The participants agreed a five-year
reopener provision to assure both parties involved in the Agreement
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that an opportunity to earn a fair and reasonable rate of return will
be provided over the remaining term of the Agreement. The
Participants believed that, in light of economic and regulatory
uncertainties, it would have been imprudent to agree to a fixed-price
level without the opportunity to make future adjustments, either up
or down, to the coal price. The participants felt, based on the
experience with the gross izequities provision of Section 7.1.b, %hat
the new five-year price reopener would be 2 more reasonable mechanisz
t0 resolving similar issues in the future. Eowever, the participants
did not agree that rates of return for new mine ventures would be an
appropriate standard and sought, instead, & lower standard related +o
existing mine operations.

In summary, Edison argues that the reasonableness of the

Four Corners Coal Contract negotiations and resulting coal price hes
been conclusively demonstrated. Edison states:

"The provision of Section 7.1.b of the Agreement
were satisfied as a result of changed
circumstances in accordance with the contract
intent. The Participants were obligated %o

negotiate fair and equitadble adjustments in good
faith response.

"Edison and the other Participants achieved
additional consideration in the form of 2 new ash
disposal agreement and the land ané water for the
new scrubders and baghouses.

"Edison and the other Participants acted

reasonably in negotiating an adjusiment to the
contracy price rather than arbitrate the
issues.

"Edison and the other Participants drove a hard
bargain with the coal supplier.

"Edison and the other participants negotiated a
reasonable adjustment to the Four Corners Fuel
Agreement No. 2, particularly in the areas of
price relief, minimum purchase provision, and
five year price reopener."”
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IURN observes that Edison's genersting facilities at Four
Corners - jointly owned with five other-utilities - were duilt in the
late 60s, virtually on top of coal reserves belonging %o the
predecessor of Utak. Obviously, they would not have been built there
unless the utilities were sure that a suitadle quantity of suitadly
priced coal were zvailable for the life of the operation. The
original agreement between the utilities and thelr supplier, dated
Septenmber 1, 1966 and entitled, "Four Cormers Fuel Agreement No. 2,"
zust be presumed to exmbody that original understanding.

IURN states thet in retrospect, the 1066 Agreement turned
out Yo be faveoreble for the Edison customer. Generally, the dbuyer
could take as little or as zmuch coal as the power plants required and
the price, though increasing over the years, continued +to be lower
tkhan that charged at other western sirip mines. Eowever, one section
(Section 7.1.%) of the contract provided that the escalation formulse
that captured changes in the seller's %axes, lgbor materiel and
supplies, electric power, and consurmable equipment could be
renegotiated if they proved to be unfeair or ineguitadble due to
changed "econonic factors and conditions”. Relying on this "re-
opener” provision Edison, its co-owners, and Utah renegotiaté the
Four Corners Agreement and executed a Fourth Supplement thereto,
effective January 1, 1987. As 2 result Zdison's customers paid
approximately $.11 per Btu (=84 million) more for coal in 1981 and
about £.12 per Btu (=85 =million per year) zmore in 1982.

TURN states that in its decision in this case <the
Commission must decide whether Zdison has shown, with ¢lear and
convineing evidence, that the rernegotiation was reasonghle.
According to IURN, this task will not be easy. A4ll relevant evidence
~ except the actual written contracts themselves - is controlled by
the seller and buyers, only one of which, Edison, is subject %o the
jurisdiction of +his Commission. And because, one presumes, all the
parties t¢ the contracts would agree that the renegotiated product
was reasonable and that the utilities drove g hard dargain, how could
the Commission ever find to the contrary?

- 2% -




A.83-03-36, A.82-03-04 ALJ/bg

According to TURN, we know from the voluminous testimony of
Edison's witnesses that they think that the negotiators drove a hard
bargain and did a woaderful job. We know too that they can document
their efforts to confirm TUtah's claim that it was experiencing
financial hardship under the 1966 Agreement. Indeed, Edison and its
co=owners conducted a mini-rate case, commissioning studies of mining
efficiency, rates of returz, and the integrity of Utah's books. IURN
contends that this should not be dispositive; otherwise all utility
contracts would be presumed reasonable barring proof of fraud,
collusion, or iatentional deception. Such a regulatory standard is
too low.

TURN asks the Cozmission %o find that Edison has not med
its burden of proof. TURN states aguabdbly Edison has shown why it was
compelled to "re-open" the escalation formulze so that they would
capture more perfectly the effects of inflation or changed economic
conditions. It has 2ot shown why it and the other owners wen’ on %o
moke additional coancessions: (1) adding a maximum coal requirement,
(2) 2 take or pay clause, (3) 2 new pricing component +o increase
Ttah's profits as a function of expenses, and (4) a clause permitting
renegotiation of price every five years upon a showing that Utah's
profits are greater or less than the levels expected by ianvestors in
conparable mining investment.

TURN asks: 2By what authority did Edison and its co-owners
agsume the right to coafer guasi-utility status on Utah? By what
authority did the buyers presume to decide on the profits (as opposed
to the expenses) %o which Utah was entitled?

TURN observes that Edison claimed that it feared that
arbitration, the threat of litigation, or the possidbility of i1l will
of any kind would have jeopardized the reliability and quality of
their coal supply. Further, Edison believed Utah could have refused
to dispose of quantities of coal ash produced by newly reguired
scrubders if they had not agreed to give in to some of its demands.
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TURN argues that such fears and covncerns are nod
dispositive. The %est of reasonasbleness is 20t the bona fides of <he
Zdison negotiators, nor is it the volume or calidre of studies,
reports, and other evidence that renegotiation proceeded with
diligence and outside opinions.

TTRN states that the questions of fact and law before the
Commission are sicply these: Wkat ig +the plain meaning of the
original 1966 contract? What were the presumed intentions of the
parties at that tirze? Were Edisen's above~-mentioned fears and
concerns reasongble, or were they based on a timorous defereace o
the possidility of dullying threats froz its cozl supplier?
According to TURN, the Commission must ask itself what a private,
unregulated dbusiness entity - zot a public utilxty with pass-through
privileges -~ would have done under similar ¢ircumstances.

TURN argues that under %the terms of the 1966 Agreexent,
BEdison could novt have deen forced by Uteh to do more then renegotiate

. the escalation formulae used to calcnlate specific expense related
coal price components. TURN claims it was uwareasonabdle, therefore,
for Edison %o agree to Iincrease Utah 8 profits and *to change other
terns of the 1966 Agreement to the detriment of +the duyers. TURN
cites the language of Subsectiozn 7.1.D of the contract, which reads
as follows:

"The possibilily is foreseen that, through the
operation ¢f forces which are not withiz the
reasonadhle control of %he parties, there may
occur exirexze or radical changes from the
econonice factors and conditions which exisved at
the <time of negot tion of this ag*eeme t.

Shouwléd such a change occur and should its effect
be such as to seriously disuor* or 'ender clearly
ineguitable the application of the nmethods of
escalat‘on hereinafter provided, with the resul
that either party would suffer material inju*y or
losg by the coxtinued application of such methods
of escaletion, then -ev'sed zethods of escelation
skall be adopted so *0 produce, in the light
of then existing and p*ospective ¢circumstances,

- 25 -
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reasonabdble and equitable escalation adjustoents
1o the base price."

TURY claims that this provision does not provide for generally
reopening the pricing mechanisx.

According to TURN, the "methods of escalation hereinafier
provided” are set forth ia detail in Section 7 of the Agreement. As
explained iz Subsection 7.2, the "Base Price” of cozl is computed by
adding together six different "Price Components™, each represented by
a partieular syzbol:

Tax

Labor

Materials and Supplies

Electric Power

Consunmable Eguipment

X Nozescalating

Each of the price components, except by definition the
"Nonescalating® component ("N" for shori), escalate in accordance
with elaborate formulae described in Section 7. IURN argues that
obviously Subsection 7.1.b was not iantended %o reopen "S" because
that componexnt is not 2 "method of escalation."” Significantly, "N"
was intended %o supply Utah with its profits and costs of
depreciation. TURN contexnds that one must conclude, therefore, *that
only exvease items were expected to escalate and, if necessary, 4o be
renegotiated. Profits and all other costs 20t separately stated were
intended 4o be fixed for the life of the contract.

TURN claims that notwithstanding the plain language of
Section 7.1.b quoted adove, Edison and the other owners added a
seveath price component in the Fourth Supplement, the "inflation-
deflation” component. UIURN states that this name is deceptive
because "D" can grow iz size in the absence of any inflation or
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deflation. According to TURN, it should probadly have been called
the "value" component, for it cozmpensates Utah for the value of its
¢oal by providing suitable profit levels.

Purther, TURN conteands that there is nothing in Subsection
T-1.% that could have compelled Zdison to make basic concessions in
the Agreement's coal quantity provisions. TURN also argues that nor
is there anything in the Agreemeat that suggests that Utah had a
right to a fair rate of retura at the mine. And yet, TURN observes,
Zdison agreed to add take or pay provisions, maximum aanual delivery
rates, and a clause stating that:

"At any time Tive years after the effective date
of this Supplenent No. 4, and at intervals of 2ot
less than five years thereafter, if either Seller
or Buyers are of the opinion that the price bdeing
peid to Seller uader this Agreement results in a
rate of return to Seller from its operations
under +this Agreement which deviates significantly
from a rate of retura dasged on depreciated book
value of assets reasonably to be expecied by
investors in an enterprise sinilar to Seller's
operations, then such party who is of such
opinion may call on the other parties hereto for
a readjustment of the price to bring Seller’'s
expected future return to a level equivaleat to
that expected by such iavestors."

TURN argues that since no provisions similar to the
"inflation-deflation™ component, the take or pay obligation, and the
rate of return adjustment appear in the 1966 Agreement, it was
wareasonable to add them.

IURN argues that the 1966 Agreement, even if it turned out
1o be uwaprofitadle for TUtah, was still enforceadle dy Edison and the
otaer utilities. Accordiang to TURN, a case very much on point is
Missouri Public Service Co. v Peabody Coal Co. (1979) 583 sSw2nd 721.
TURN states that in 1967 Missouri Pudlic Service Co. (Public
Service) signed a 10-year coal supply agreenent with Peabody Coal
Co. (Peabody) to meet the requirements of a newly constructed
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generating station. The agreement specified & base price per ton,
subject to certain periodic price adjustments relating to costs of
lgbor, taxes, compliance with government regulations, etc. The
agreement also contained an Iinflation escelator clause based upon the
Industrial Commodities Index of the U.S. Department of Lsbor. At
Zirst, performance under the contract was profitable for Pesbody, dut
after a while production cosis began to outpace the price adjustment
Teatures and Peabody reguested modifications; Pudlic Service
refused. When Peadody announced its intention %o cease shipments of
coal, Pudlic Service sought anéd obtained a decree of specific
yerformance.

The MNissouri court ruled for Pudlic Service, rejecting
Peadody's contention that the doctrine of commercial izpracticability
should apply because losses stemming frozx inflation and the Arsdh oil
enbargo were completely unforeseecable at the tinme of the execution of
the contract in 1967. The court concluded:

"It ils apperent that Peabody &id mske a bad
bargain and an unprofitadble one under its
contract with Public Service resulting in a loss,
the cause and size of which is undisputed. 3But
this fact alone does not deal with either the
"basic assumption' on which the contract was
regotiated or alter the 'essential nature of the
perforpance thereunder so as 4o constitute
'commercial impracticability.'" (278)

IURN claims that Edison has alleged, but failed o prove,
that the quality and religbility of the Four Corners' coal supply
would heve been Jeopardized if it hed chosen arbitration, end that it
received real cosideration in return for the concession %o Ttah.
According to IURN, upon reflection, "Edison's impressive pancply of
extra-contractual considerations evaporates into thin air.”

Regarding possidle litigation, TURN states that Edison
Teared that Utah would forege arbitration and decide to litigate +he
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. contract issues. Such litigation, the theory goes, would have bdeen
based on a two~-fold cause of action: <first, the owrers' failure to
respond %o the hardship claim, and second, the alleged failure of 2
basie condition upon which the Agreement was executed in 1966, i.e.
the owners purcnasing substantially less coal than originally
projected. TURN argues that this second threat merits no credence
whatsoever and should have been summarily rejected: the 1966
Agreement had no minirzum purchase obligatiorn. DPurther, TURN cleims
thet a "response to the hardship clainm” could - and shouwld - have
been a2 request for arbitration under Subsgection 7.1.c. According %o
TURN, despite the rationale offered for not pursuing arbitration, the
owners would have only had %o change existing, expense-related
pricing mechenisrs, a far superior result than that obtained by
negotiation.

Regarding reliedility of supply, TURN states that Edison
alludes to "concerns about the reliadility of coal supply and quality-~

. control measures which Ulah would exercise during the lengthy trial

process.”™ TURN observes that Edison's witness Huettemeyer spoke of
Edison's concern:

"I think the concern we had was not sizply that
Ttak would shut off the coal supply. That would
be, you know, not a very realistic assumption.

"When you force a party into the condition where
they have to lose money, where they don't nake 2z
fair and eguiteble rate of return, I think 2
reasonable response to that condition would de to
tighten your belt. You cut corners.”

* w* »

"We were concerned that Utah would, by tightening
the belt and by eutting corners, reduce that
pargin and then any unforeseen event would have
resulted In the loss of coal to the participants
while TUteh would have hed an easy out claiming a
force majeure, saying we had a strike, we hed g -

~ and it is specifically mentioned os such a
condition.

- 29 -
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"If they world not treat their people right, they

nay become redellious and, you know, not show up
for work.

"They may not maintain the machinery perfectly
well, and it's very difficult to unscranmble
equipment problems if they were the result of
naintenance, neglect, or if this was & randonm
Tailure beyond the reasonable control of
somebody."

TURN arguzes that these alleged concerns are merely weak
excuses. According to TURN, Edison kad 2 binding contract with a
subsidiary of General Electric Corporation. It could have gone to 2
court of law or equity and sought appropriate remedies to enforce its
contractual rights. TURN states +that the Commission, as a matter of
public policy, shorld reguire utilities under its regulation to
enforce legally binding contracts with their £fuel suppliers. In
determining whether or not they have done s0 the Commission should
give no weight to excuses based on real or imagined threats of esctual
or coastructive bdbreack of contract. TURN argues that just because
the Four Corners station is completely dependent on Utah's fuel
supply <oes not mean that the owners must tremdle before dullying
demands.

ITRN odserves that prepared testimony sponsored dy. Edison
mentions certain environmentel issues that had to be resolved deitween
the owners and Tteh, including (1) coal ash disposal, (2) waste
product disposal for the serubbers and baghouses, (3) relocation of a
portion of Utah's coal-storage area to obtain room for scrubbers and
baghouses, and (4) access to additional waste supplies required for
the operation of the scrubbers. TURN claims that rnothing in that
prepared testimony prepares one for HEuettemeyer's unshakeadle
conviction that TUtah's threat ¢o leave these concerns unresolved was
a trump card of immense sigrificance in the bargaining process:

"The participants had other issues which they

needed to resolve, and arbitration wonld not have
done anything.
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"They didn't have a place to put the ash. .
Tteh canceled the ash agreement with us in 1979.
And it expired at the end of 1980.

"We had the problem of disposing of 1.4 million
tons of ash, which is a paterial difficult to
handle. . . .

"We had z construction project underway which
involved 400-plus, 450-plus million. It
generated additional waste product, which we
didn't know where to put it.

"We didn'?t have water to operate the scrubbers.

"We were afralid we would lose the rights to the
water. We had to make provisions for that. Ané
without water those serudbers wouldn't have
operated, without scrubbers as mandated dy the
regulatory agencies in Xew Mexico, the plant
wouldn't have operated.”

According to TURN, one need not doubt the sincerity of
Zuettemeyer's testimony, nor question the importance of the
environzental issues that had to be separately negotiated with Ttah,
but it does not follow that one must accept Edison's premise, i.e.
that they gained valuable considerabdle from Ttah which more than
offset what they gave away in the Fourth Supplerment.

ITRN argues that there has been no direct showing
whatsoever that Utah incurred any additional costs ~ for which it
could claim some kind of concession in return - in the process of
acconnodating the utilities' scrubber instellation progranm
requirezents. According to TURN, every single cost - water for the
serubbers, ash handling and disposal, reclamation of pits left open
for ash, etc. = was %o be paid for by the utilities. TURN clainms
that Ttah's accozmmedation had no associated opportunity cost.

TURN argues that the Commission should not accept Edison's
claim that TUtah could have shut down the whole Four Corners staition
by refusing ash and otherwise accozmodating the new s¢rubbder
requirements. According to TURN, if this were so, Utah could have
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proportions by a very defensive litigant

TURYN also discounts what it calls "aoble sentiments™ that

Edison mentions. The Conmission refers to the testimozy of
Euettemeyer anéd cites a "representative ifastance”™:

"When you have a dusiness digpute which needs to
be resolved, obviously you have two ways of
responding o that.

"0ne is that you be unresponsive and £o througb
litigation, or, you know, fail to take any ive
part in the p*oceed*“ : and throw the resol u*io‘
T0 an arbitration panel, if that is reguired,
before you start to litigate.

"Tre second way would be t0 negotiate &
resolution between Informed aand honoradble
partvies. And obviously, whezn you do embark on a
course of that nature, you can end up with two
types of resolutions.

"0zne 1s where you exnd up with 2 compromise, where
both parties Zfeel comfortadle.

"The other one is where you gain all the
advantage.

"Now, usually tkhose are not very long lasting, and
you can pull those tricks oanly once. And iz the
aggregate, if you becoze ¥kaown for *aking
advantage iz ax uafalir zazner of the other
parties, everyholy is very care‘ul dealing with
you, and the end effect, your prices go up,
because there is a risk oz dea *ng with you."

TURN states +tha*t these are noble sentiments, indeed, dut
the Cozmmission should zot be swayed by then.
is easy %o be generous and "honoradle" with someoze else's money (in

*s, up to and including the cost of
the "major civil engineering undertakiné”‘that would have been
required +o accommodate the serudbders.
othing iz Edison's direct showing thaet
a threat;

TURYN clainms that there is
supports the reality of such
nothing that indicates that these considerations were ever
zore than mere "housekeeping” matters; now dlowzn up to faatastic

According to TURN, it
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this case, the ratepeyers). TURN argues that Bdisoz's negotiator is
sinply wroag when he characterizes the pressing of legal and
eguitable claims as "tricks" that can only be pulled once. TITURN asks
was Public Service dishonoradle or guilty of "tricks" when it held
Peadbody to what turned out to de a dad dargain Lor the vendor? Would
renegotiation of the escalation formulae have represented the only
"honorable™ coanduct by Edison? Were the adbove-meantioned threats of
TUtah - assuniag, arguendo, they were threats - tricks? Is it
"honorable" to induce utilities to build power plants in remote
locations and to promise to supply them for their lifetimes with =2
unigque source of coal, then, having succeeded, to0 threaten to shut
dowz those plants by refusing to accommodate new scrubber
requirements? '

TURN states that 1f Edison and the other owners - whether
through arbitration or negotiation - had merely made adjustmeats of
these kinds, the Fourth Supplement could arguably be shown to meet
proper standards of regulatory review, but the utilities went
further. TIURN states that they decided 4hat Utah had a right to 2
reasonabdble "bottonm line”; to +this end they added the "inflation-
deflation™ component so that Utah would earn a reazsonsdle retura on
the depreciated value of its iavestment a%t Four Coraners. According
to TURN, one could argue about how much that "reasonable retura"
should have beexn, but this is beside the point. TURN claims there is
nothing iz the 1966 Agreemeat that speaks of a fair rate of retura
and no hiat that the parties contemplated any specific mechsanism to
provide one. TURN argues that in this instance Edison’'s. generousity
nust be viewed as inmprucdent and its actions zs unreasonable.

TURN calculates %that the impact of the renegotiation of the
Pourth Supplemeat was about $4.4 million in 1981 and about $4.6
nillion in 1982. TURN contends that the Commission could well
conclude that Edison failed to prove the reasonebleness of the
renegotiation and disallow these sunms.
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Alternatively, IURN suggests that’ the Commission, from its
owa reading of the 1966 Agreement, counld decide that Section 7.1.D
night reasonadbly have compelled the parties to c¢hange the escalation
formulae to better track the various mining expenses. TUpon such a
decision ITRN suggests that the Commission ¢could accept as reasonabdble
the changes actually nade Iin those formulae, and permit costs
attridutadble to those changes to he recovered. If so, TURN urges the
Commission to disaggregate and disallow all coal costs attributadle
to the operation of the "inflation-deflation” component: about $.92
nillion in 1981 and about $2.4 million in 1982. 1In addition, TURN
contends that the Commission should Lind and declare that it was
unreasonable for Edison to have added 2 maximum coal delivery, a take
or pay provision, and a "profits reopener"™ to the original
agreement. Thus, Edisos would be put ox notice that any future costs
geaerated by the operation of these provisions would be disallowed
for ratemaking purposes.

. The position of Revenue Requirements Division and Fuels and
Operations Branch is that Edison's coal prices were reasoanable.
Bowever, the Legal Division "advises against a general finding that
the coal coatract as renegotiated” is reasonadble. ILegal Division
argues that, "at best, the renegotiated contract as applied to 1981
and 1982 presses the bouads of reasonable renegotiation. Beyond that
time fLrame, the coantract raises serious doudts as to its fairness to
the ratepayer.” :

Zegal Division's coacera is with the deletion of the
original price escalation mechanism (Section 7.1.d) and the
substitution of the new price reopener provision (Section 7.13).
Legal Division is concerned that the changes may seriously
disadvantage ratepayers.

Legal Division states that deletion of Section 7.1.D
removes the owners' prior right to limit fubture escalation -
adjustments in the coal price to levels that are reasonable and
equitable 28 to them. Section 7.1.c¢ provided that if the parties

. were unable to agree concerzing the need for price escalation, or

- 34 -
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upon revised methods of escalation, then the matters at issue would
be deterpmined by arbitration.

| Instead, according to Legal Division, by nmew Section 7.13,
the owners may challenge Utah's coal price only insofar as Utah's
rate of return deviates significantly from the rate of return
expected by investors in existing ¢oal mining ventures. Whether
TUtah's return is consistent with tkhat of a similar enterprise says
nothing directly about the resulting coal price, whereas the
protection afforded the owners and their ratepayers for reasonable
and equitable adjustments has disappeared.

Secondly, legal Division states that the adoption of
Section 7.13 tends to assure the "going” rate of return to Uteab,
where it had no such assurance previously, except under the
interpretatiorn placed, apparently, by all of the parties on Section
7-1.9. That section did not directly address rate of retura. It
addressed price escalations in face of extreme economic changes. It
provided for reasonable and ecguitable results for both parties and
for the resolution of disputes by arbitration. Legal Division c¢laims
it is difficult to see how the "reasonadble and equitable™ provision
can be interpreted other than to limit price adjustments to what is
fair o both parties.
Thirdly, Legal Division states that adoption ¢of Section

T«13, by its tendency to ensure the "going rate of return" for Usah,
nay also link the price of Utah coal to energy prices generally in
the volatile years ahead. Utah's original claiz for hardship relief,
in Decenber 1978, stressed the prevailing demand and market price for
coal, the quadrupling of the international ¢il price by the OPEC

nations, and the attendant effect on demand for all energy minerals,
etc.
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Legal Division argues that the price and other security
protections newly afforded the supplier-under the renegotiated
contract are substantial. While the contract called for
consideration of a2 hardship claim under the "reasonable and equitadble
provisiorns of Section T7.1.D, it is questionable whether a gding
industry rate of return was necessary to ameliorate hardship.
According to Legal Division, it can almost cetainly be said that
anything more than a going industry rate of return was not necessary
to emeliorate hardship. Under the original contract, the owners and
their ratepayers received low—cost cozl compared to that provided by
other coal producers. The renegotiated price, for 1982, places Four
Corners' coal price in ninth place compared to eighteen other
generating stations. (Compared to fourth place under the prior
contract.) Under Section 7.1.b, therefore, neither arbitration nor
litigation could have been expected to result in any higher price
than Utak, in fact, received for 1982. Thus, Legal Division contends
that any sdvantage the supplier receives in the future as a result of
Section T.1.b appears to represernt an added bonus. Furthermore, t0
the extent such advantage results in prices in excess of market
average, it represents a loss %o the owners that would have been nore
difficult to sustain absent the deletion of Section 7.1.0.

Legal Division states that ultimately, perhaps, it is =
question of how much the owners should have conceded to avoid
litigation on the one hand and to obtain resoclution of the separate
issues previously mentioned. According to Legal Division, it does
not appear that the threat of litigation merited substantial
concessions. The owners could have countersued for failure %o
renegotiate the other outstanding issues between the parties, or have
alleged impossibility of performence on thelr side in the absence of
agreezent agbout the scrubdber waste, water, and ash disposal. ILegal
ivision argues that no basis has been offered by Edison whereby Utah
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could, one the one hand, inveke the equitadle terms of one contract
(tke coal contract) and, at the seme time, withhold the means for the
other party to perform under the contract being sued upon. lLegel
Division claims that it would have been for the owners to show the
essential relationship between the coal contract and these other
requirements. Consequently, a2 judgment on a fair price adjustment
night well have disposed of the other issues between the parties.
Therefore, Legal Division states that it appears fair to
say that some concessions by the owners were justified in order %o
resolve the additional issues between the parties and dy both sides
in order to avoid litigation. ZIZowever, Legal Division c¢laims that
while numerous c¢oncessions were obdtained by Utah, "concessions™ %o
the owners, on the other hand, consisted of some minimum reductions
in new benefits sought by Utah, plus 2 price structure that provided
Utah an 18% return, compared to its 21% proposal and the negative
return previously earned. Legal Division states that it is
difficult, then, to see the justification for the new protection in
the level of Ttah's rate of return ﬁﬁen, at the same time, the owners
have abandoned their right to future egquitadle price increases.
Legal Division observes that it is proposed by Edison that
botk the coal contract settlement and the resulting coal price are
reasonable. According to Legal Division, the Commission has stated
that it is not its role directly vto invalidate utility-supplier
contracts, but rather %o zllow only reasonadbly incurred costs to be
recovered in rates. ZEowever, even assuming that the 1981-1982 cozl
prices are found +to be reasonadle, Legal Division states that either
now or in the future the Commission must address Section 7.1.b and
the impact of its elimination on future coal prices. ILegal Division
contends that equitable coal price increases appear t0 bhe no longer
assured, as a result of elimination of Section 7.1.b. According to
Legel Division, either that change was justified as a part of the
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bargaining package, or it was not. Legal Division suggests that it

was not justified. Iegal Division states that unless the Commission
resolves that issue now, not only may it be necessary %o analyze the
entire contract annually to determine the basis for price increases,
but the tendency may be to conclude that the contract renegotiation

was reasonable if 1981-1982 coal pricés are deemed reasonadble.

Legal Division observes that Edison has stated that 2 test
0f the reasonableness of the settlement can bde odtained from & markest
price comparison. According *to Legal Division, under Section 7.1.d,
it appears unlikely that Utah could have obtained nmore than the going
industry coal price obtained in 1982. Previously, under this 35-year
contract, the parties could inveke arbitration to achieve equitable
price increases. lLegal Division suggests one approach might be for
the Commission to determine in this proceeding that, in fuiure, it
will presume, subject to rebuttal, that the going industry coal price
represents the maximum price that will be considered reasonable.
Legel Division states that this assumes 2 finding that elimination of
Section 7-1.D has not beern shown by Edison to have been a reasonadle
concession and a finding that the coal prices for 1981 and 1982 are
reasonable.

In response, Edison observes that the parties o the
proceeding disegree with respect to the meaning of the reopener
provision of the Agreement, Section 7.1.1 which reads as follows:

"The possibility is foreseen that, through the
operation of forces which are not within the
reasonable control of the parties, there nay
occur extreme or radical changes from the
econonic factors and conditions which existed at
the time of negotiation 0f this agreement.

Should such a change oc¢cur and should its effect
be such as to seriously distort or render c¢learly
inequitadle the applicetion of the methods of
escalation hereinafier provided, with the result
that eitker party would suffer material injury or
loss by <the continued application of such methods
of escalation, then revised methods of escalation
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shall be adopted so as to produce, in the light
£ then existing and prospective circumstances,
reasonable and equitable escalation adjustments
to the base price. It is not the intent of the
parties that such revision in methods of
escalation, pursuant to this Subparagreph, should
result in depriving a party of savings or
advantages arising from additional investments in
facilities or from improvenments effected in unit
costs, efficiency or profitableness of its
operations, where there is no attendant adverse
effect upon the other party.”

Edison notes that TURN interprets this section of the
Agreement to have severely limited Edison and the other participants
in selecting adjusiments to the base price. Idison argues that
TTRN's claims blatantly disregard accepted legal standards of
construction and interpretation of contracts ané deliberately
disregard the detailed explanation of the meaning and intent of the
Agreement provided on the record by Edison.

Edison states that 2ll parties to the Agreement, i.e. the
gix Pour Cormers participants and Utah, are in agreement on the
neaning of the key phrase of Section T.1.d which reads "...then
revised methods of escalation shall be adopted so as to produce, in
the light of then existing and prosgpective circumétances, reasonable
and equitable escalation adjustments to the base price." Edison
claims that this language clearly and on its face does not restrict
the mandated revisions to a selection of the base price components,
e.g8- the Zive escalation formulae, as TURN claims. Neither does it
preclude the addition of new price components. According to Edison,
this language simply requires the parties to adjust the escalation of
the base price to provide under the thern existing and prospective
circumstances 2 reasonable and egquitable price level. Edison states
that TURN appareatly only relied upon the first part of this sentence
and based its arguments on the phrase "methods of escalation

-39 -
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‘ kereinafter provided™ which lead it into Section 7.2 where TURN found
its "escalation formulae" and the nonescalatable price component.

According to Edison, TURN never acknowledges the second and key part
of the sentence, which clearly leaves 1t up to the parties to choose
any "revised methods of escalation” necessary to achieve "reasonabdble
and equitable escalation adjustments to the base price". Edison
states that the "revised methods of escalation”™ can include, but are
clearly not limited to, revisions to the escalation mechanisms listed
in Section 7.2 of the Agreement.

Edison observes that TURN urges that the Commission ask
itself what a private, unregulated business entity (not a pubdblie
utility with pass~through privileges) would have done under similar
circunstances. Edison states that the record shows that Edison
approached the renegotiation in z meanner similar %o an unregulated

business. According to Edison, It used two financial tests commonly
selected by reasonable businesszen:

7. The rmarket rate of return test which cen be
. used TO cevermine what the lowest reasonadle
and eguitable price level should be under
existing and projected economic circumstances
and in light of the allocation of risk
between the parties.

2. The market-orice test which is a more
difficult test te implement for the situation
existing at Four Corners since a market-price
environment for the c¢oal supply to Four
Corners does not exist. Eowever, this test
ig still meaningful to determine that the
price paid for Four Corners coal is
reasonadle I1f the prices of c¢oal s0ld by
other suppliers are adjusted appropriately to
coupensate for the differences in c¢coal

guality, transportation, and mine
situations.

Zdison cleims that TURN, in its arguzents, failed to offer
any alternatives to these tests.

- 20 -
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Edison notes that TURN argues tha*t the 1966 Agreement was
fully eanforceable, and that "the Commission, as a matter of public
policy, should require utilities under its regulation, to enforce
legally binding contracts with their fuel suppliers.”™ Edison states
that it agrees, and did exactly that, when it consented to negotiate
price adjustments in good faith under the reopener provisions of
Section T.1.b. '

Edison states that it and the other five participants did
2ot make the decision to negotiate rather than to arbitrate in an
atnogphere of "vague fears®. Accordiag to Edison, the participants
coancluded that arditratiozn would 20t Ye in their dbest iaterest or the
interest of their customers since it diminished the participants’
control over the process of price adjustment and narrowed the scope
of issues eligible for consideration and negotiation. IEdison states
that any third-party decision of an arbitrator would have been dased
o2 the same commonly accepted financial tests that were used by the

. participants. Edison coatends that discounting rate of returna
considerations as being "beside the point™ does not disprove the
reasonadbleness o0f the settlement negotiated by the participants.
According to Edison, the five-step price increase, the minimum
purchase provigion, the new price reopener mechanism, and the other
terns and conditions of the Fourth Supplement represent in the
aggregate a carefully negotiated compromise betweea the initial
proposals of the parties. ZEdison argues that one can arbitrarily
construct settlements more favorable $o one party or the other;
however, that does not make these theoretical solutions realistically
achievable in a bargainiag situation. ZEdison states that its
settlement was bdased oa the undisputed resulis of commonly accepted
Linancial tests, there is no reason to believe that third-party

decisions would have resulted in terms more favorable +o the

ratepayer than those which were achieved by Edison and the other five
participants.
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Further, Edison argues that arbitration would not have
resolved other issues that were of sigaificant concern to the
participants. ZEdison contends that ITTURN deliderately
nischaracterizes the deseription ¢f the negotiating process by
¢claiming that these other issues regarding c¢oal supply reliability
and gquality prompted unreasonadble concessioas. According to Edison,
the testinony clearly explains that the "other issues" and the
coacera about the coal supply played an important role in the
decision to negotiate rather than arbitrate and were not the reason
for grantiag of concessions. Edison ¢laims +that the terms and
conditions of the Fourth Supplement are the result of trade-offs
between price level and risk sharing +that were negotiated in good
faitkh by professional businessmen coancerned about all aspects of the
Pour Corners operation.

Regarding TURN's proposal to disallow only a portion of the
increased ¢o2l costs, Edison obgerves +that TURN c¢laims that the price
reopener limited the revisions to the base price +to the "escalation
formulae™. Edison argues that TURN ignores the clear language of
Sectiona 7.1.b as well as the declared intent of the parties clearly
demonstrating the meaning of the price reopener. According to
Edison, the reopener provision clearly requires adoption of "revised
methods of escalation™ which "produce iz the light of then existing
and prospective circumstances, reasonable and equitable escalation
adjustments to the base price.” Edison ¢laims that TURN brushes
aside the need <o consider the overall reasonableness of the price
adjustment as being "beside the point™, dbut, Edison argues, this is
the very essence of the reopener prevision.

Edison states that the parties had agreed +that they would
negotiate, in good faith, reasonable and equitable price adjustments
once the reopener had been triggered. According to Edison, the
parties based their settlement on accepted financial tests commonly
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used by reasonable businesszen to deternine the viability of a
project and reasonableness of o price. Edison argues that TURN
offers 1o evidence to dispute the reasonableness of the
renegotiation. Therefore, Edison concludes that TURN's disallowance
recommendation warraats 20 consideration whatsoever.

Edison observes that the suggestions of lLegal Division go
contrary to the recommendations of Reveaue Requirements Division and
Fuels and Operations Branch and the two previous reporss Filed by
these groups.

According to Edison, the conclusion Legal Division draws is
not logical. Edison claizms that the intent of the parties to the
agreenent with respect to Section 7.1.b is ¢lear. Edison argues that
its staf? would have fLollowed accepted legal practice in contract
construction and interpretation and refrained from iaventing a new
coatract, and had accepted the expressed intent of the parties, staff
would have supported the participants' position, i.e. that
"reasonable and equitadle” reguired a2 market rate of retura test.

Edison states that nobody likes to pay higher prices;
however, a higher price for a commodity does 20t prove inequity by
itself. According to Edison, only if this higher price would have
resulted in the participants’ custozers and/or stockholders suffering
material iajury or loss could the price reopener provision provided
for in the original Agreement have been activated in order to adjust
the price. Zdison states that obviously, if the participants today
are paying up to five to six dollars per million Bitw for gas and oil,
the participants could not reasonably claim "ineguitable” coal prices
based on paying less than one dollar per million Btu for the coal at
FPour Corners. IEdison contends that even assuming very extrene
escalation of coal prices, it is difficult to see how this
differential fuel cost between coal and other energy sources could de
significantly reduced in the future. ZEdison states that one must
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renember that the participants had included this "equity"™ constraint
in the reopener in 1966 whexn cosl, oil, and gas prices were
effectively at the same price level. Since thean, o0il and gas prices
have dreamatically increased. ZEdison argues that the value of the
original provision of "equitable" adjustments to the participants had
been erroded completely by the changed economic¢ environment and did
not represent protection against high coal prices as Legal Division
claizs.

Edison contends that Legal Division apparently ignores the
constraints of the real business world when it states:

"Whether Utah's rate of return is coasistent with
that 0of similar enterprises, says ndthing
directly about the resulting coal price, whereas
the protection afforded the owners and their
ratepeyers Lor reasonadble and egquitable
adjustzents has disappeared.”

According to Edison, the market rate of return test is
routinely used by businessmen and goveramental agencies to deternine
the lowest reasonable and equitable price level possible under the
circunstances. Edison states that clearly, the two concessions
obtained frozm Utah, i.e. the right to audit the actual rate of return
achieved by Utah's mine aad the limitation of the nine's profit to
the retura level of similar operations by an independent CPA firnm,
will provide the protection against excessive profits of the coal
supplier that was not provided by the original reopexer provision.

' Edison further contends that Legal Division disregards <the
price comparisons performed by staff's Fuels aad Operations Branch
and thea misinterprets EZdison's market price comparisons.

According to Edison, the raw delivered c¢oal prices paid by
utilities need to be adjusted Lor transportation costs, coal gquality,
and nining complexities to provide a meaningful comparison of mine-
mouth coal prices. Edison states that obviously, odly mines of
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sinilar cozplexities caz be used in drawing comclusions as to the
relative positioz of Four Corzers mize prices. Zdisorn argues that
Legal Division mixes sizple mizes with the more complex Four Corzers'
operation. Zdison argues that the correcs izterpretation shows that
av a cozparadle complexity leve;, Tour Cormers prices were
unckaracteristically low prior to the remegotiation. According to
Zdizon, i2°1982 Four Corzers actual prices were =:till below this
zmarket range. ZzZvez iz 1983, after the full izpact of tx five=step
~acrease is refllected in the coal price, Four. Corners still has =h
lowest coal price whez compared with mines of sizmilar complexit:

e - L] U

Thus, Edisoz ccatends that the correct comelusion to be
drawz from Zdisoz's market price anmalysis is that neither arbitration
zor litigatioz could reasonadly have been expected to result ia any
sower price than Utak, iz fact, received for 1682. |
3. Discussion_

Iz tkis case, we will adopt the recommendati zs of the
.Reve aue ‘-'{eqv.."* zezts Divist a2¢ Fuels axnd Ope“a ns Brazeh to the
extent that they fizd that Zdison's coal prices are reasonable.

Zowever, we will alsgo adept Legal Division's recommmendation aznd:
refraiz from fizding that the renegotiated coal contracet is
reasonable. Nuzmerous provisions in the contract lead us to believe
that ratepayers :a? Ye seriously disadvantaged by the zew consracst.

While i¢ £ rgradle that Utak was entitled to some price

reliefl, Zdisozn has zade cozsideradle concessions which could resuls
iz substantial price Izcreases. Usak is now entitled. T escalation

o gin P

based upoz zonthly indexinz rather than historical, azaval iaflatio

-——

~ces. Utak will now be fully reizbursed for regulatory aad
royalty costs. tak's rate of returz is substantially protected Oy
the new five-year reopezer c¢lause which is *riggered by prevailing
Zarket rates of returas for sizilar mine i:vestme:ts. Ard Edisoz has

Zow agreed to a mizizmum obligations ¢lause under which Four Corners
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B. The Diesel Generator Pire

1. 3Background
The outage caused by the fire which damaged one of two
epergency diesel genmerators at SONGS 1 was from July 17, 1981 to
August 16,'1981. The two diesel generators are "nuclear safety-
related" equipment, both of which are required dy the Nuclear
Regulatory Commission (NRC) to be operatadle before the unit itsels
can be operated.

The fire was caused by a small o0il leak in a section of
instrument piping attached to the diesel engine; the oil ignited when
it sprayed onto a hot diesel generator component. The piping which
failed was cornected t0 a pressure gauge which was deternined to have
been installed for use during the initial start-up testing of the
diesel. This gauge indicated discharge pressure of the diesel engine-
driven lube oil pump.

The pressure gauge assendbly was installed with materials
appropriate and suitadble for the temporary testing purpose. The
components were of a commercially available quality normally used for
industrial installations and were installed as appropriate for a
temporary installation. TUpon completion of the testing, the lude oil
line and gawge were not removed and remained in operation Lrom start-
up watil July 14, 1981, when the brass fitting connecting the tubing
to the gauge ruptured due to fatigue cracking. Normally, steel
fittings would be used for permanent installation by the
manufacturer. The diesel generator was not required %o be in
operation at all times because it is used only for back-up power in
case 0L emergencies. IEdison's witness estinated that the generator
running time amounted to approximately four hours per month, for a
total of approximately 300 hours up to the time 0of the fire. The
brass Titting continued in service for a five-year period.
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Prior €0 the fire, a small oil leak had been reported in
the vieinity of the piping in question. Small leaks occasionally
occur at fittings. Whea evidence of a leak was discovered, a
meintenance order was promptly written by operations personnel
requesting that the 0il leak be found and repaired. Maintenance
persoanel searched for the source of +the leak, dut could not locate
it while the diesel was shut down. (The leak was in a pipe
coannecting a pressure gauge to the diesel engine-driven lube oil pump
discharge piping. The o0il in this pipe is not under pressure except
when the diesel is ruaning. A leak in +this pipe would not de
apparent with the diesel shutdown.) Since the exact location of the
lesk could 2ot be determined with the diesel sﬁutdown, exanination
was performed with the diesel running during the very next normal,
scheduled, NRC-required monthly load test. When the piping connected

t0 the gauge was nmoved slightly, it failed and oil sprayed out,
causing the fire.

The response to the fLire was immediate, and it was
extinguished within eight minutes, nminimiziag the extent of the
damage. Despite Edison's prompt respoase to, and extinguishment of,
the fire, temperatures were estimated to have reached 1,200°F in the
area, which caused significant damage to the diesel generator. NRC
found that "the coordinated effort between the Control Room operators

in securing (4he) diesel promptly and the rapid response of the Pire
Brigade was instrumeatal in limiting the fire to oxnly 7 minutes, and

thereby greatly reducing the damage to the diesel.”

Bdison took extensive measures +to minimize the leagth of
the outage. TUnit 1 continued operation for approximately 72 hours
after the fire, security requirements were waived to improve
productivity, work coatinued around-the-clock, a thermal profile of

the fire was performed to expedite assessment of damage, and 2 task
force was nodbilized to expedite all repair activities.
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Bdison continued to generate electiricity with Unit 1 for
approxinately 72 hours after the fire incapacitated the diesel. In
order to continue operation for this period, Edison was required to
take additional measures to insure safe operation, such as :
verification of other power supplies, to gain NRC agreement for this
continued operation. During these 72 hours, no time was wasted in
nobilizing a repair team to plan the repairs and assess the extent of
the fire damage. Since the diesel generators are "nuclear safety-
related” equipment, repairs performed had to be ¢arefully documented
pursuant to NRC requirements. The first step taken following the
fire was assessment of the damage; all parts of the diesel had to be
examined and determined if they were still suitable for use.

Edison expedited the work process in several ways. In
order to improve productivity, the security requirements of the
diesel area were reduced to allow for expeditious entry and exit of
personnel. Edison established a reduced security program in order to
gain NRC consent to waive the original security requirements.
Otherwise, each person requiring access to the diesel would have had
to get a security clearance, been issued a security card-key, and
logged in and out at the diesel building door at each entry and
exit. These requirements were waived in order to reduce the length
of the outage. The diesel repair work continued around-the-clock so
that the unit would be shut down for the shortest amount of time.

In order t¢ expedite assessment 0f equipment damage, Edison
performed an innovative and sophisticated thermal analysis to
egtablish the thermal profile for the fLire event. This greatly
assisted in evaluating damage to equipment by heat, fire, and snoke.
Pirst, any system or material that could have been damaged or
degraded by smoke or products of combusion was cleaned and tested.
Second, any system or material that could have been damaged or
degraded dy "mild" temperature excursions (250°F to 300°F) was
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cleaned and tested, because almost all areas of the diegel generator
building were subjected to these temperatures at some time during the
fire. Third, any systexm or material that could have been damaged or
degraded by temperatures estimated to have occurred in that area
during the fire were tested and evaluated, to the extent necessary,
to determine if it had, in fact, been damaged or degraded. In all
cases, if it was determined that o systen or material had been
damaged or degraded, it was replaced by a2 qualified replacement, or
repaired and restored to "zew" specifications (NRC safety grade).

As various components were evaluated and the determination
wes made to retain, repair, or replace, NRC-required docunmeatation of
the disposition of the component was maintained. For each piece of
equipment removed, for any reason, drawings had to be maintainéd
showing the status of eack part. "Nonsafety-related"™ parts had %o Ye
"quarantined” to easure that they did not inadvertexntly become nixed
in with "auvclear safety-related” parts. "Nuclear safeiy-related”
parts which required replacemeat had %0 be replaced with quality-
assured "nuclear safety-related” parts which met original
specifications for the diesel.

Those parts which wear out during normal operation are
naintained on site as spare parts. Those parts which are not
expected to wear out and, consequently, are 2ot kept ox site as spare
parts, nmust be procured from a limited number of qualified
sﬁppliers. These parts are generally not available "off-the-shelf",
primarily due to gquality-assurance regquiremeats for "nuclear safety-
related” equipment.

Eundreds of pleces 0of equipment had to be evaluated. Two
thousand feet of tudbing and over 400 iastrument fittings were
replaced as & result of the fire. Many valves, level and pressure
switches, pressure gauges, cabling, conduits, aad light fixtures were
replaced. Motors, heaters, the generator, control cabinets,
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ventilation equipment, turbochargérs, afteréookers, filters, tanks,
sprinkler piping, and punps were evaluated and repaired or replaced
as required. Much of the damaged equipment (not ordinarily expected
to require replacemen:t) was not immediately available for the reasons
discussed above. Such equipment included both turbochargers, the

" governor, coatrol panels (coataining much cadling, many gauges, axd
'nany switches), and numerous individual gauges. For this equipment,
Bdison formed a task force to expedite locating, ordering, receiving,
and installation of replacement parts in order to minimize the length
of the outage. '

As a result of Edison's efforts, the leangth of the outage
was limited to only one month, and Unit 1 was returned to service on
August 16, 1981, following successful NRC-required testing of the
repaired diesel generators. The amount of replacement ezergy cost
associated with this outage is $14,194,000 on a total system basis, -
or 813,147,000 on a CPUC jurisdiction basis. ZEdison seeks to recover
this amount through ECAC. Staff and TURN take the position that
recovery skould be denied on the basis that the replacement fuel
costs were unreasonably incurred.

2. Position of the Parties

Edison states that in deciding whether an expense itenm is
reasoaable for purposes of recovery through ECAC, a rule or standard
of reasonableness must necessarily be applied %o the facts oa record
conceraing the item. According to Edison, the outcome of this
decision process depeads largely on the standard applied and the
procedure dy which the standard is applied. Edison states that each
party who actively participated in this proceeding has urged the
application of a standard which reflects that party's owm
undersgtanding of what is meant by the abstract terz "reasconableness”.

In principle Edison states that it agrees that the
Commission should provide further guidance with respect to the
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standard by which the reasonebleness of-utiiity fuel 2ad energy
expenses is to be judged. Eowever, Edison contends that it is
doubtful that a "simple statenment of law aznd sound public policy™ can
be expounded without deing at least somewhat abstract and general.

Zdison believes that 2 fairly broad reasonzbleness standard
should be adopted by the Commission. According to Edison, a bdroad
standard can still provide the utility with a useful benchmark
egaiast which it caz prepare an sdequate reasonableness preseatation,
and can $till be applicedble to the full variety of expense items,
provided the standard is applied in a consistent and logical manner.

Purtherzore, Edison believes that the Commission's past
expressions of a reasonableness stexndard are based on sound public
policy, and that these past expressions can be synthesized into 2
sufficiently clear rule to satisfy the needs of the utility, the
staff, and ratepayers alike.

As such 2 standard Edison offers the following for =zdoption
in this and future ECAC reasonableness reviews:

Without the benefit of hindsight, aznd based upon
consideration of the relevant circumstances that
were known or reasonably should nhave been known
(or might have beenx knowza or should have been

knowa upon reasonable inguiry) dy mensgenment at
the time the decision was nade or setionz was

taken or not taken, was managexent's decision, .
action, or insction reasonadle?

Zdison states that its proposed standard beging with a
limitation: <the utility's actions must not de reviewed with the
benefit of hindsight. Accordizg to Edison, this limitation is not
new to regulatory law as propounded by this Commission, c¢iting a
receat decision Iinvolving oil exchanges negotiated dy San Diego Gas &
Blectric Company (SDG&E), in which the Commission clearly indicated
its agreemeat with this limitation.

- 52 -
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Edison states that the inclusion in Edison's propesed
standard of the reguirement that reasonadleness reviews take into
account the relevant clircumstances that were known Or reasonably
should have been knowrn by nmsnagement at the time the action was taken
ig clearly supportadle. According %o EZdison, nowhere has "relevant
circunmstances™ beer limited to econonie consgsiderations alone. IEdisoxn
states that any relevazt facts which materially inpacted the decision
zade or action taken by the utility are potentially important aspectis
oL reasonabdleness. IZdison argues that the Conmission showld remain
consistent with its prior positions and expressly adopt (1) avoidance
of hindsight, and (2) consideration of all relevant circumsiances, as
integral parts of the Commission's reasonableness standard for
application in this arnd future reasonabdleness revievs.

Zdison states that a further significant gualification %o
Edison's proposed standard is contained in the words "reasonable
inquiry". Edison claims that it does not dispute that uwtility
mansgenment has a duty to becone apprised of inforzation that may
materially impact their decisions or actions. Zdison feels, however,
that some limit nmust be placed on the degree of effort that
nanagenent is expected to expend in becoming and staying informed.
According to Zdison, this is an extension of the principle that
reagsonableness must be viewed in light of all relevant
circumstances. Zdison argues that if one circumstance is that the
expense, time required, or difficulty of obtaining information was
prohiditive, thez & reasonsble inguiry need not include such
information.

Edison states that the analytical framework by which tais
proposed standard should be applied involves identification of the
specific event that directly resulted in the incurrence of additional
energy expense and the development of a simple time-~line with the
event in question at the center. '
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According to Edison, the importance of the time-line is
that it serves as a means of enforcing the prohidition against the
use of hindsight. ©Each action or decision prior to the event can be
placed in chronological order on the time-line. Circumstances which
predate or coincide with a decision or action are relevant to the
review of that decision or action; later circumstances are not.

Edison states that the time-~line more accurately reflects
reality than does a free-form, unstructured analysis. Edison
observes that the decisions made by utility management take place on
the continuum of time, and reconstructing that continuum provides the
only perspective which truly reflects the circumstances under which
those decisions were made. |

Edison claims that the adoption of administrative controls
designed t0 ensure the removal of temporary equipment modifications
is the first action or decision on Edison's part under review with
regard to the diesel generator fire. Idison observes that the NRC
conducted an investigation following the fire, the thrust of which:

"...was to review the processes that were in place and
deternine if these processes resulted in appropriate
actions being taken and were followed."

The NRC did not issue any citations or note any items of
noncompliance as a result of this investigation, from which Edison
concludes that, in the NRC's opinion, Edison’'s administrative
controls were satisfactory and were being followed.

Edison observes that every decision, dy definition,
involves a choice of one alternative from at least two, and
frequently many, available alternatives. HEindsight invariably
commences at the point iz time when the result of the choice becomes
known, looks back in time, and concludes that a different alternative
would have been best. It also connotes the fixing of dlame in cases
wvhere, fo: one reason or another, a decision or judgment did not work
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out. According to Edison, the NRC investigation was clearly not a
search for the best of a number of alternatives, nor was it an
attenpt to fix dlame. It was sinply an effort to determine if
Edison's controls "resulted in eppropriate actions being taken"™, and
wvere being followed by Edison.

Edison states that even without the benefit of hindsight,
the review of Edison's administrative controls still involves a
consideration of the alternatives reasonably krown or available - not
for the purpose of retrospectively selecting the best - but only for
the purpose of establishing that the choice was reasonable in light
of all of the relevant circumstances ag of the %time the choice was
made.

Edison states that the only alternative available regarding
the adoption ¢f administrative controls would have been to make then
more stringent at the time they were adopted. However, Edison claims
that its controls were already sufficiently stringent t¢o result in
the removal (with one exception) of all of the many pieces of
temporary test equipment installed during start-up before the diesel
was placed in service. Since the control procedures involved
"...nany, nany steps...," Edison claims that the alternative of
zaking the procedure more stringent would certainly have resulted in
the addition of even more steps and thus beconme even more
burdensome. According to Zdison, these facts strongly suggest that
in ¢ontrolling the temporary installetions, the many steps in
Edison's administrative controls were already near the point of
diminishing returns - that is, significantly durdensome additional
steps would not necessarily have resulted in further improvement in
¢control. ZEdison argues that the circumstances that prevailed when
Edison's procedures were adopted, and the inference that may de
fairly drawzn from those circumstances c¢learly establish that Edison's
conduct with respect to those procedures was reasonable at the time
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absent the benefit of hindsight. .Edison contends that there is no
evidence in the record which suggests that Edison failed %o implement
or adhere satisfactorily to procedures for the control of temporary
test equipments. :

According to Edison, the second action or decision to be
reviewed {8 the installation of the lube o0il pressure gauge and
associated hardware. ZEdison states that the installation was
properly designed and executed for its intended purpose. Edison
argues that the assemdbly mistakenly being left in place takes place
later in the time-line, and, being hindsight, cannot be considered
with respect to Edison's conduct in installing the gauge in the first
place. ZEdison claims that the only conclusion that can be drawn from
the record is that Zdison acted reasonably in installing the assexdbly
in question.

According to Edison, the next itex for review is a
nonaction: <that is, the Lailure to remove the gauge. This has
already been acknowledged dy Edison to have been a mistake. EHowever,
Edison contends that one mistake cannot be equated to
unreasonableness.

According to Edison, the period of time between the failure
to remove the gauge and the occurrence of the fire was one in which
regular visual inspections, which included watching Lor fuel or oil
leaks or other abnormal conditions, took place. Edison claims that
because these routine operational checks did not result in the
removal of the gauge does not constitute further error on Edison's
part. According to Edison, the single error, failure t¢ remove the
gauge at the completion of start-up, resulted in various
consequences, like ripples in a pond. Edison observes that the
station operating staff that took over following start-up would
accept the presence of the gauge as if it were legitimately there.
Edison characterizes this as one of the ripples, a logical extension
or consequence of the single mistake. Edison argues that it does not
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constitute another mistake on Edison's part, since the gauge was
relatively small, was not clearly visidble from normal viewing _
locations, and was one of a2 number of pressure gauges installed on a
large and complex piece of equipment. ©Edison argues that until the
0il leak was first discovered, Edison's conduct was entirely
reasonable under the circumstances existing at the time.

Edison contends that its persomnel continuved 4o conduct
thenmselves in a reasonable fashion upon the discovery of the oil
leak. According to Edison, oil leaking from the gauge fitting would
not have deen considered unusual. It was a very small leak. TUpon
discovery, a maintenance order was prouptly written out. A
naintenance person was dispatched to the diesel generator following
issuance of the maintenance order but could not find the source of
the leak because without the diesel running, there was no pressure in
the system. Hydrostatic testing is not standard practice unless the
pressure boundary has been disturbed which was not the case in this
instance. At the next routine operation of the diesel generator, an
operator, attempting to locate the source of the leak, ¢limbed into
the area where the gauge was located and touched the gauge, at which
point the fitting ruptured.

Edison claims that every step taken by Edison following
discovery of the leak was in accordance with standard operating
practice and demonstrated an intent to investigate and repair fthe
source of the leak in an expeditious manner consistent with the facts
knowzn to Edison's operating personnel at the time. ZEdison argues
that this was c¢learly reasonable conduct which is not challenged by
any evidence in this record.

Edison argues that from the moment the fire dbroke out,
Edison’s actions were so exemplary as to compel the conclusion that
Edison's futher actions were reasonable. According to Edison, NRC

and staff have praised Edison’s efforts at quickly extinguishing the
fire and thereby minimizing the damage.
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Thus, Edison concludes that avoiding hindsight and
considering all relevant circumstances known (or which reasonadly
ought to have been known) to Edison at the times in question
demonstrates that, aside from one single error, Edison at all times
acted in a reasonable manner. Edison argues that one error should
not result in a finding that Edison acted unreasonably.

Edison argues that past decisions of the Commission have
clearly established that its standard of reasonableness does not
require a utility to operate its plants without ever making an
error. ZEdison observes that in the decision respecting the diesel

generator fire outage, in Edison's 1981 ECAC reasonabdbleness review,
this Commission stated:

"Our regulatory standard for prudent utility
behavior does not require the utility to operate
its plants without nmishap or..."

Edison argues that similarly, in the decision in
Pacific Gas & Zlectric Company's (PG&E) 1980 reasonadleness
review, this Commission addressed TURN's recommended
disallowance based upon the allegation that PGEE failed to
take advantage of available econony energy during a two-day
period irn July 1980, stating:

"PG&E. ..shows that its failure to purchase econonmy
energy from Edison during the period in 1980 was
the result of a mistake on the part of its
operating personnel and that a new system has
been installed %o prevent such mistakes in the
future. - We agree with PG&E that such mistakes
cannot be characterized as imprudent
ranageaent."

Edison states that these decisions express a rule, the soundness of
vhich no reasonable person would dispute: Imposing a standard of
conduct which requires perfection is patently unjust because the
standard ultimately can never be attained.

Staff argues that the facts support a finding that Edison
_failed to observe an appropriate standard of care in the
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circumstances and, therefore, that the incremental fuel costs
asgociated with the fire should be disallowed.

According to staff, Edison was reaponsible for the
installation and subsequent failure to remove the unauwthorized part,
which action caused the fire. Thus, Edison should be held
accountable for the replacement fuel costs. EHowever, in recognition
of the company's quick response after the fire, and the company's
repair efforts which resulted in SONGS 1 returning to service in 32
days, staff does not recommend that any additional penalty dYe
assessed against the company. While the staff witness declined to
¢characterize the error as imprudence, he, nevertheless, supported his
recommendation by referencing the "larger picture" that he_{elt
should be recognized in this instance, pointing out that the diesel
generator might have been needed at a time "when SONGS 1 had a
problen.” In effect, the witness stated that the ordinary standard
of prudence should not be applied - or, in other words, a higher
standard of care should be applied in determining imprudence. ILegal
Division concurs in that recommendation.

Staff states that whether an action is "reasonable”,
"orudent”, or "negligent” i3 necessarily a function of the
circunstances affecting that action.

According to staff, generally, "prudence" and "imprudence”™
have to do with caution, skill, or sagacity in the management of
business affairs, provident use of resources, etc. ILike
*negligence™, they address the reasonableness of conduct. Similarly,
8 reasonable standard of care is related to the level of associated
rigks and potential costs.

Staff c¢laims that the required standard of care in this
instance is set by NRC. Staff states that the standard not being met
in a single instance directly caused a 32-day outage and resulted in
additional fuel costs of approximately $14,194,000. According to




3

A-83-03-36, A.82-03-04 ALS/vg

stalf, FRC's safety stendards demend that two standdy diesel
generators be operational before SONGS 1 unit can be operated. Staff
clains that circumstances have proven that at any time within three
years prior to the July 1981 fire, diesel generator No. 1 was
incapable of operating for a2 further 72 hours without producing an
0il lesk, the occurrence of which would result in fire.

Staff contends that to argue, as Edison seems +0, that its
perfornance should ve judged as if the diesel genmerators were not
"safety related” equipment is sbsured. taff argues that the
governing rules preseribe the standard conmeasurate with the rigks
iavolved. Staff states that the rules are safety oriented, but not
only do the rules determine +he course of reasonabdble coaduet relative
to this event, it is precisely becavse Edison did not meet the safety
rules that the fire occurred.

Staff observes that Bdison exphasizes that the
instrumentation was intended +to be tenmporary and as such did not have
to meet strict design and installation standards. However, staf?f
contends that £from the moment that Edison's start-up crew walked away
from generator No. 1, by that act of omission, the pressure gauge
became an unauthorized permanent installation, despite all of the
rules aad standards designed specifically to avoid such installations.

Staff observes thet Bdison notes that a aunber of temporary
test rigs were installed end removed from diesel generstor No. 1 and
that, during start-up testing of any egquipment, test installations
are installed and removed oa an ongoing basis as was the case with
the Unit 1 diesels. Staf? argues that the risks and potential costs
involved are such that it would be difficult to ¢contenplate
circumstances in which a higher standard of care would be required.

Staff observes that Edison suggests that by essessing fuel
costs against the company, the Commission would be applying a higher
standard of care than did NRC concerning the same event. Staff
states that its recommendation pertained oaly to a determination as
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+o who should pay the fuel costs, the compady or the ratepayer. It
not recommended that a penélty be imposed. Staff concludes that
whether Edison should pay the fuel costs depends upon whether the
company's coxnduct ia a given set of c¢ircumstances should be
characterized as imprudent. Staff states that dy ordinary rules of
coaduct an 2ct of omission in a2 new and complex situation may not dbe
imprudent, dut ordinary rules of conduct did not apply here.

TURN states that in the earlier proceeding, Edison's
principal defense was an argument distinguishing NRC's "stringeat”
standards for safety-related equipment from the more liberal
standards of "ordiaary" good egquipment maintenance. TURN states that
Edison asserted that a failure to have "authorized” equipment in
place may have been a technicel violation of some NRC directive, dut
it certainly was 20t proof of negligent operation of the facility.

TURN argues that Edison’s arguments of last year may znow be
dismissed out of hand. Accordizng to TURN, the regulation of the NRC,
whether overly stringeant or 1n0t, has nothing to do with the staandard
of care to which Edison should be held in this case. It was
negligent to leave a bdrass f£itting on the lude oil system of a diesel
generator for five years. This would be 4true even if the diesel
generator were not located at a nuclear facility, dut for example iz
the basement of a warehouse. 2ITRN asks if the failure of the brass
Litting had caused a fire in the warehouse could Edison have defeanded
itsell by asserting that the fitting conformed to any applicadble
standards for a perzanent installation?

TTURN observes that Edison has admitted that it commitied an
error when it left the texporary instrumentaton in place for five
years. Nevertheless, Edison asks that the ratepayers absord the
f£inancial consequences of the fire.
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IURN urges the Commission to reject what it calls Edison's
excuses and sophistry and argues that Bdison's actions should de
Judged by +this general legel standard: electric utility fuel costs
resulting from the negligent maintenance or operation of utility
plant are unreasonsble. Because a nuclear generating station is
involved here, TURN argues that the definition of negligence must
recognize that sz evexn higher standard of care will be applied.

TURN states that it should alse Ybe pointed out that the
texporary eguipment was zot installed by the operating persoaznel at
SONGS 1, but by a differeat teanm whose memders would +typically leave
the plant or go on to some other backfit job. Siance they were the
ones who were respoasidle for renmoving 2ll the temporary
installations, TURN argues that management should be charged with the
knowledge that normal operating persoanel would not necessarily
recognize temporary equipment that migh*t have been inadvertently leflt
in place.

Regarding Tdison's reliznce on the statement that this
Commigssion' standard does not require the utility to operate its
plants without mishap or error, TURN states that first, one must
distinguish betweea minor, relatively incoaseguential "errors™ that
may be expected to occur in any large organizstion, and seriovs, very
costly ones such as that now under review. 7TURN notes that it has
taken the position that the Commission should have disallowed the
costs of the nissed econonmy energy transactions in the PG&E cited by
Edison, but observes +that ozne could rationally conclude, as the
Comnission apparently did ia that case, that a disallowance would de

inappropriate because oaly a few hundred thousand dollars were
involved and becaunse the negligence was ascribed to the actions of 2

dispatcher who falled to follow ¢lear and long-standing directives.
IURN contends that one must coatrast that situwation with

the one now before us: a auclear power plant, the operation of which

requires constant vigiliance and painstaking management oversight;
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the negligence: ax unauthorized and structially inappropriate
ingtallation left in place for Lfive years; the result: an outage
costing over $14 millioz in replacezent power costs alone. The
Commission asks whether on these facts would a disallowance really
be, as Edison argues, the imposition of a standard of coaduct which
requires perfection?

~Purther, TURN observes that Edison has argued that only
upon a showing of management imprudence can a disallowance properly
be ordered. TIURN states that obviously there are some factual
situations in which it would be inappropriate +o hold Edison's
sharehollers respousible for the actions of the compeny's employees.
According to TURN, the clearest cases would be those covered by the
exceptions %to the doctrine of respondeat suverior in tort law. TURN
states there are other cases, however, lying in a gray area formed by
the divergence of the Commission's "regulatory law" from the strict
application of the traditional tort doctrines, and suggests that the
case of the PG&E dispatcher who failed to make the economy energy
transaction falls into this gray area. Eowever, TURN argues that
Edison canmot hide behind the excuse of employee - as opposed to
management - error.

ITRN coatends that this error was too big and its
coasequences too severe to be grouped fairly with thosge day-to-day
nistakes that one might expect to routinely occur ia a large
enterprise with many employees. TURN waras that Edison's notion of
manageneat imprudence virtually gquarantees that no disallowance will
ever be ordered, for the Commission or other parties would have %o
prove that disputed costs were incurred as the result of the
intentional torts, negligence (with scieater), or willful
recklessness of management. .

- Edison responds that no basis is provided in the staff
report or in the record to support the conclusion that Edison should
be held accountable for the cost associated with the fire, other than
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the one error that Edison committed. According to Edison, the record
is devoid of any evidence that Bdison at any time acted in an
unreasonable manner in design, iastallation, testing, or use of the
diesel generator. ZIEdison observes that the Commission staff
nevertheless argues that Edison committed ore error by virtue of its
failure t5 remove the lube oil pressure instrument assembly and
despite Edison's otherwise reasonable actions, proposes that
replacexent energy cost associated with the fire should be disallowed.

Edison argues that staff's standard should be rejected for
the following reasons: (1) 1t requires the utility to operate its
plants perfectly, without error or mishayp, contrary to prior
Commission decisions and common sexase; and (2) it effectively changes
the standard by which reasonableness has been coaventionally judged,
thereby "changing the rules of the game after play has commenced.”
Edison states that assuning staff's standard Iavolves an assigament
of risk bhetween ratepayer and shareholder, the staff's standard
should be rejected for future application since such assignment is
unuecessary in light of receant changes implemented with réspect to
AER.

Edison argues that staff's proposed standard is also
objectionadle because it has no basis in any of +the Commission's
prior expressions of what the reasonadleness standard has bdeen.
According to Zdison, staff's recommendation would totally ignore the
prudence or reagonableness of the utility in reackiag a decision on
disallowance of fuel costs. ZEdison claimg that staff's
reconmendation on this issue bears no relation to law or %o common
sense. Edison states that staff would change the rule by which the
utility has endeavored %o abide, after actions have heexn taken eond
decisions made in accordance with that rule. ZEdison contends that
this amounts to ex post facto punishment and should be dismissed fronm
serious consideration in this proceeding.
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Edison argues that staff also appears to be dasing its
reconmended standard of perfection upon'éome theory of the
reassiganent of risk between Edison's shareholders and ratepayers.
Edison states that any such assignments cannot fairly be made several
years after the eveat in gquestion without prior notice to the
utility. Purther, Edison contends that this theory is without merit
for future application to reasonadleness reviews bhecause the
Commission khas already examined the risk relationships inherent in
the ZCAC and hes made a significant modificetion to those
relationships in D.82-12-105, issued December 22, 1982, in
0II 82-04-02.

In D.82-12-105, the Commission inc¢creased the percentage of
fuel expenses to be recovered under the AFR from 2% to 10%. That
modification results in shareholders bearing 10% of any uanforecast
changes in fuel expeanses, which would include 10% of the replacement
energy expenses resulting from any uaforecast plant outages.

According to Edison, this modification was nmade to provide
Edison clear and more effective inceatives to manage its fuel costs
efficiently. ZEdison states that certain other changes were made %o
the ECAC procedure, including limitation of +the total risk placed
upon Edison's shareholders as a2 result of these modifications.
Edison observes that this Commission stated that "[t]his realigament
of the rigks related to fuel expenses should 2ot significantly affect
Edison cost of capital. Shareholders and ratepayers will huve sowme
of their fuel-related risks increased, aad sose decreased. Wwe
believe the result is an appropriate balance of risks and
opportunities.” Zdison argues that because modification was made
Zollowing extensive hearings in which staff participated fully, and
wag made without resort to material changes in +the reasonabdleness
standard as it existed then and now, it is additional proof that

staff’'s proposed standard in the present proceeding is totally
without merit. '




A.83=03=36, A.82-03-04 ALJ/bg

In its opening brief, Edison argued that TURN's recommended
standard is clearly an application of the tort principle of
negligeace per se, in which TURN is appareatly asking the Commission
+0 Interpret what it characterizes as "applicable codes and
standards™ 4o be the equivalent of a legislative determination of a
standard for nuclear power plant operation, and to f£ind that
deviation £ron this allegedly applicable standard is conclusive
evideace that Edison acted unreasonably with respect to the
circunmstances which lead to the SONGS 1 diesel generator fire.

Edison argues that TURN's recommended reasonableness
standard, based on the theory of negligence per se, should not de
adopted for two reasons: (1) it would not promote souand pudblic
policy, and (2) it is not applicable to the facts in this case.
According to Edison, the Commission should decline to0 apply a
negligence per se staandard in this administrative proceeding.

In its reply brief Edison c¢oateads that TURN's arguments
are inconsistent, as demoastrated by TURN's suggestion that
“"applicable codes™ are irrelevant.

Edison states that it Lully agrees that NRC regulations are
20t the beachmarks of reasonadleness with respect to energy expense;
they were never intended %o serve as such benchmarks in the first
place. Bdison argues that this sudden expansion of position (fronm
negligeace per se based upon an uaspecified regulation %o
conventional negligence) throws into stark relief the manmer in which
Edison contends that TURN selects the most useful theory of the
moment.

Edison states that TURN's "last chance" recommendation is
the application of common law negligeznce. Edison argues that the
same reasons +that Edison gave zgainst the use of the negligence per
se doctrine apply with equal (indeed, greater) force with respect to
the use of commoan law negligence as a standard in these proceedings.
Edison contends that TURN is selectively applying bits and pieces of
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the cozmmon law of negligence to the degree that such analogy dexefits
thelir positiozn, ignorizg the other features of civil litigation of
which those bits aznd pileces are iztegral parts. Zdison suggests that
perkaps most important for the Commission to recognize I3 that
zegligezce law is founged oz tk e basis that the burdez of prool lie
with the plai=ztiff. Zdisorn warzs that azy selective application of a
part of she law of zegligezce to this proceeding artificially
izcreases what is already clearly a high bdurdez of proof.

3. Discuszsion

Resolution of this issue is 2ot zearly so difficult as
suggested by zdison's contentions. The uadesrl izng policy question L
whether ratepayers or skareholders shkould absord the finazeial
consequences of the diesel fire. Iz this case, based on analysis of
1l the circumstances, we have deterzmined that it is inappropriate,

based oz traditional ratemaxi=zg princi les, to allow ECAC *ecove—y of
toridbutadle To the diesel fire.
we zeec zot find that Zdisozn was

the replacemeznt fuel costs 2

reach this result. Indeed i1t is probadbly unwise to injeet the
coacept of negligence, which is 350 closely identified as a basis for
tort liabilizy, into the ratezaking process, where standards for
allowance or disallowance are already adequasely defined to resolve
reasonablezess Iissues. Iz reasonableness reviews utilities bear 4h
dsurdez of proving the reasozabdbleness of their fuel policies aznd so
Justify recovery of their fuel.experzes. As we indicated ia D.92496
in CII 56, in cozmencing the ZCAC p*ocedu*e-

"of course, the durdez of proof is on the utilisy
applicant o establish the reasonablenss of
energy expenses sought to de *ecovered through
ZSCAC. We - expect 2 subsvanv_ 1 affirmative
szowing Dy each utility with percipient w itae-see
in support of all elements of iis applica on,
iaclucding fuel c¢osts and plant relifabilisy."

(D.92486, & C20C 2¢ 663, T01.)
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We have further refized this standard iz subseguent ECAC
proceedings. Iz 2.83-04-089, a proceedizg favolving PGiZ's fuel

e {8,

coO3ts, we stated: -

TaReTnless PGEI zmeets the burden of proviag, wish
clear nd convinelizg evidence, the reasonadbleness
of all the expezses iL-seeks to have reflected in
rate a ‘" t=ezts, those costs will be disallowed
Iz ze Souzhers Counties Gas Co., 51 CPUC 533
(71952))." (D.83~0&~03G, Mizeo. p. 2.)

A briel review of the facts established in shis recard

o

inexoradbly to the coznclusion that Zdison's conduct, resultina
2 the {ire and in the replacexment fuel costs, does zot comport wist
our rigorous reasoznableness standard. The instrument that falled was
intended t0 be temporary. Conseqnentl it was zot zmanruflactured to
the slazdard of a perzasent fixture. Specifically, 4t contaized a
brass fitting that was not suitable for permazent use. It was the
failure of that brass fi: tizg that caused the leak that caused th

T AL

fire that ¢aused the ou.age that caused the replacement fuel costs to
e ilncurred.
At the tize that Zdisoz imstalled this instruzment it had

the opporiunilty to choose the gualicy of the paterial that it would
se. Waen It chose zaterial suitable for texzporary use, it obligated

tsell to rexzove all such iastruments within a reasozable tize.
dison's owz concuct indicates that Lt understood Ltsell Lo be s0
obligated, since it did remove hundreds of others that were
installed. <=dison's fallure either $0 tse material suitadble Zfor
perzanent installation or to remove the izstruzent was unreasonadle
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The evidence also establishes that Zdison's operating
. personnel would de unable to distinguish this temporary izstrument
froz permazent instruments. 7Thus the':esting personnel's fallure %o
} renmove the Iinstrument could 20t de cured by the operating personnel’s
subsequent diszcovery of the.error and corrective action. Under these
circumstances the testing persoazel were obligated to exercise a
reater amount of overéigh: thai'otherwise, perkaps resorting to suck
measures as ¢ounting the iastruzents. )
It would be uzconscionable from a regulatory perspecitive to
reward suchk i;pr*den: activity by passing the resultant costs‘through
TO ratepayers.
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_ Zdison takes great pride in the manner in whieh it
responded O the Tire, repaired the generator, and restored SONGS 1
%0 service. _though this pride zay be warraanted, the conduct does
20t affect Sdison's liability. Rather, it mitigates Edison's own
exﬁésure for replacemexzt fuel costs.

Eavi:g‘now deternined that the replacement fuel costs
o the diesel fire cazzot De passed through to Edison's
atepayers, we should note that the Izmpact of this disallowance on
SDG&E has yet %o be addressed by tais Cozmission. t the first
Prehearing Conferencg in SDG&E'= last reasonableness proceedin
(A.83-0T7=016) the ALJ requested input from the parties as to how such
a disallowance for Zdisor would ifmpact SDG&E, due to its 20%'sbare of
SONGS 1. (TR Vol PHC 5: 13-27.) Siznce all non-Tesoro related
reasonableness issues have been deferred £o SDGEE's current ECAC
proceeding (A.84=0T=02T), we expect the parties will analyze this
issue in the current proceeding, with specific reference $o the
appropriate ratemaking treatzent of replacezeat fuel costs Iiacurr
Dy SDG&E during the period of the SONGS 1 outage, iz view of this
isallowance.
C. Coal Tnecentive Procedure Tssues

1. Morave Zeat Rate

The coal plant lancentive procedure applicabie to Zdison's
Mokave aazd Tour Corzmers generating stations was adopted by the
Commission in D.93363, issued July 22, 1981, ia Edison's ESCAC A.59499.

As a part of the coal plant incentive procedure, D.93363
adopted a gross heat rate standard applicable %o Mokave of 10,250
Btu/kilowatt-~nour (kwh) ("Original Gross Zeat Rate Standard"™) witk a
Null Zome of « 200 Btu/kWh azd a zaxizum 1izit of - 1,000
Btu/kwh. This original gross heat rate standard was a part of the
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scheme for ¢oal plant incentive procedure developed dy a consultant,
Systen Development Corporafion (SDC or the consultant), which was
essentially adopted by the Commission intact in D.93363.

Edison stated in the hearings held in A.59499, that the
original gross heat rate standard proposed dy SDC for Mohave would .
need to be validated to take into consideration the current
limitations on the units, and to verify Mohave's design heat rate,
because design heat rate curves were utilized in developing the
original gross heat rate standard. SDC concurred and so recommended
in its report in that proceeding. The report, entitled Four Corners
Generating Station Units 4 and 5, Mohave Generating Station Units 1
and 2, Standards of Performance Study, Final Report, dated June 29,
1980, stated at page 1-4: "Since the design gross heat rate curves
Lor Mohave have never deen verified, it is recommended that a
performance test be conducted and the GHR be adjusted accordingly.”

The recommended test was condueted in Novexmber 1980, bdbut
resulted in inconclusive f£indings. The test, conducted dy Edison and
nonitored by SDC, produced six heat rate test run results ranging
fron 10,568 to 11,727 Bta/kWh, all of which exceed the original gross
heat rate standard of 10,250 Btu/kWh. SDC, in its report of this
test, entitled Mohave Generating Station Units 1 and 2, Standards of
Perforrmance Study, Heat Rate Performance Test-Revort, dated May 1,
1981, concluded that the principal difficulty with the test was the
inability to accurately measure fuel flow in the slurry system over a
short tine period and recommended a further long-terz study.

In its petition for rehearing znd/or modification of
D.93%63, filed August 20, 1981, Edison requested that the Commission
recognize that the gross heat rate standard %o be applied at Mohave
should be reviewed against the resulits of the long-~term performance
study recommended by SDC. The Commission's D.82-03-053 modifying
D.93363 provided an affirmative ruling on this request and Edison
contracted with SDC to conduct a long-term heat rate performance
study at Mohave. o ' ‘

-
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Meanwhile, in March 1982, Edison filed A.82-03-04 which
included +he Reasonableness of Overation Report for energy expenses
incurred in 1981. 7This report included results of 1981 performance
at Mohave. In 1981, the recorded gross heat rate for Mohave Units 1
and 2 was 10,917 Btu/kWh. This was above the original heat rate
standard, outside the Null Zone, and within the maxizum limits.
Because of the comment in D.82-03-053 that the consultants' report on
the heat rate monitoring effort would be considered in the 1982 ECAC
reasonableness review, Zdison again requested that application of any
heat rate standard be deferred at Mokhave until the consultants'
report was submitted and the original gross heat rate standard was
zodified or verified.

The Commission rendered D.83-01-053 in A.82-03~04 on
January 19, 1983 and rejected Edison's request to defer application
0f the heat rate standard and imposed a penalty of $4,319,000 due to
the performance of Mohave during 1981. This penalty was assessed in
accordance with the coal plant incentive procedure and was based upon
the original gross heat rate standard. EHowever, the Commission, in
its Conclusions ¢f ILaw, found:

"4. If the long term study of a gross heat rate )
standard Lor the Mohave units shows the
adopted standard to be clearly unreasonable,
we will consider adjustnment of the penalty
izposed in this order.m

The Comnission thus expressly recognized that if the original gross
heat rate standard for Mohave was shown 10 be clearly unreasonadle,
then the Commission would consider adjusting the 1981 penalty at
Mohave.

SDC bYegan the heat rate performance study in early 1982 and
continued through to the end of the year. A copy of the SDC report
on the completed study, entitled Mohave Generating Station TUnits 1
and 2 Stahdard 0? Performance Studvy, 1982 Teat Rate Performance
Monitoring Study Report, dated Pedruary 4, 1983, was included in

-T2 -
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this proceeding as Exhidit 21. The principal conclusion of the
report was that the original heat rate standard of 10,250 Biu/kWa
should be changed 4o 10,550 Bin/kxWh (hereinafter referred to as the
revised gross heat rate standard); the Null Zone range should de

+ 200 Btu/kWh and the maximum limits should de 9,615 and 11,575
Btu/kWh.

Edison requested in the current proceeding that, dased upon
the foregoing study, the original gross heat rate standard de
nodified as recommended by SDC. As stated on page 1-6 of Exhidit 21,
"the GER [Gross Heat Rate] values established in the 1980 Standards
of Performance Study should be changed as indicated because these
values are an unreasonable representation of Mohave's GER current
capability.”

In its application in this proceeding, Edison requested
that the penalty assessed for 1981 performance at Mohave be adjusted
10 reflect the revised gross heat rate standard developed in
Exhibit 21 and descridbed zabove. This would result in an adjustment
(i.e. reductioz) in the 1981 penalty of 31,000,000 plus interest.

Edisor requested this adjusiment be made on %the dbasis that
it would be wunfair to compare recorded unit operation to the original
gross heat rate standard since that theoretically based stendard of
10,250 Btu/kWh was based uporn design gross heat rate curves which
have never been verified and &id not take into account current plant
conditions.

While staff agreed that the revised gross heat rate
standard should apply to 1982 and future operations at Mohave, the
staff opposed Edison's request that the 1981 penalty for Mohave
operating results be adjusted.

Ihe parties differ over whether the result of the study
"shows the adopted standard to be clearly unreasonable," and whether
an adjustment to the penalty is appropriate.
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Staff states that the proposed gross heat rate standard,
10,550 Btw, is 300 Btu/kWh higher than the existing standard. Staff
points out that the proposed 300 Btu change is less than the full
range of the Null Zone (400 Btu) provided in the incentive
procedure. Since the Null Zone encompasses a range of 400 Btu, and
is intended to avoid adjustments (penalties or rewards) based on
snall variations in heat rate performance, staff argues that 400 Btu
nay be construed as the adopted standard of materiality. According
to staff, it follows, therefore, if the difference between two
gtandards is immaterial, then neither is "c¢clearly unreasonadle™ as to
the other. Staff states that strictly interpreted, D.83-01-053
leaves open only the question whether the existing gross heat rate
standard is "clearly unreasonable.”

Edison states that whether or not the change between the
original gross heat rate standard and the revised heat rate standard
is small and therefore not unreasonable is in the eye of the
beholder. According to Edison, the difference in the penalty
assessed in 1981 if the revised heat rate standard was used %o
recaleulate that penalty would de a decreazse of approximately 31
nillioxn.

Edison observes that the staff witness claimed the change
between the originel gross heat rate standard and the revised gross
heat rate standard was immeterial based upon the 300 Btu/kWh change
between the original gross heat rate standard and the revised gross
heat rate standard being less than tke full range of the original
Null Zone of 400 Btu/kWh. Edison states that the revised gross heat
rate standard is above the upper boundary of the original Null Zone,
which Null Zone was developed in an attempt to represent the range
within which the annual gross heat rate could be expected to occur
504 of the time. The reviged gross heat rate standard therefore
would have fallen outside tht Null Zone 50% of the time. ZEdison
argues that this further demonstrates that the original gross heat
rate standard was clearly unreasonable at the time it was developed.
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This issue is of our own meking, resulting from our use of
the ambiguous term "clearly unreasonble.” The parties have dore a
capable job of offering competing interpretations of our intention.
Ve are persuaded that Edison's position has more merit.

The Null Zone does provide = useful standard of
materiality. A deviation from the standard that exceeds the limit of
the Null Zone is material, by definition. Materiality is a more
zeaning®al basis for evaluating the change in the gross heat rate
standard than "clearly unreasonable." Since the new standard falls
outside the boundary of the earlier standard, including the Null
Zone, the change in the standard is material and should be reflected
in the calculation 0f the earlier penralty.

2. Qualitative Modifiers

a. Introduction

D.93363, adopting the coal plant incentive provision
applicable to the Mohave and Four Corners coal plants, the Commission
recognized that eveats might occur which would affect operational
results at these plants but which should not be taken into account in
calculating the coal plant incentive. These types of events were
referred to as "qualitative modifiers” or "modifying events.”

The Commission stated that such events must be raised
on a ¢case-by-case dbasis and that,

"[a] heavy burden of proof will rest on the
proponent of a "modifying event' to show that
the event was beyond the a2bility of
zanagement %o control or foresee and that no
renedial action could have heen taken %0
citigate the effect of the event."”

In the current proceeding, Edison contended that several events that
had occurred during 1982 end affected the operations of Mohave and
Four Corners met the above-quoted criteria. These events and their
impacts were as follows:
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Mohave . Pour Corners
PRVEEN m .
Event Unit 1 Tnit 2 Tnit 4 TUnit S
Minimum load :
¢onditions
a) SCE 1,018.0 674.2
b) Salt River
Project (SRP) 2,350.7 7+:335.4

Transnission line
loading restrictions 2,318.5 2,743.9

Storn~related
transanission line

tower failure 6,919.0 14,6%38.0

Transformer/line
loading constraints 11,866.0 1,446.0

Pailure of hot rekeat

line piping elbow 121,619.0

Flo0d in supplier's | |
Coal supplier delivery

equipment problems 312.0

Rainfall impact on .
Btu content of coal 7,024.0 2,711.0

Baghouse installation 4,560.0

Total 12,606.2 147,010.0 29,639.0 10,287.0

Under the coal plant incentive provision formula, these
anounts of megawatt hour (MWh) could be added to0 recorded MWh and
thus would adjust the reward or penalty associated with recorded
operating perforzance ai the coal plants. The impact of these events
upon the reward Edison will receive based on 1982 operating
performance at Mohave and Four Corners, using the price of the

incremental fuel (gas) in the caleulation, is to increase +he *ewa.d
from $6,599,429 %o $7,409,000.

- 76 =
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The following discussion describes each of these
events, and why they were beyond Edison's control or ability o
foresee and mitigate, in Edison's opinion.

b. Minizmum Load Conditions

Minimum load conditions are those conditions where
available generation or available resources, such as purchased power,
exceed current loads. These conditions generally occur between low
load hours of zidnight and 6:00 a.m. Under such conditions it is
BEdison's generating practice policy to Zfirst reduce the highest
priced generation, i.e. 0il and gas, %0 the minimum possidle level
consisvent with system security znd reliability comstraints. Then
BEdison reduces purchased power or output of base load resources
depending upon price. That is, if purchased power is more expensive
than Bdison's c¢oal units, Edison would reduce purchased power. If

co2l generation was more expensive, Edison would reduce coal
generation.

The latter condition occurred on six separate days in
1982 when the kWh output of each of Zdison's o0il and gas units was
reduced %o minimum operational levels and purchased power was cheaper
than Edison's coal generation. As a result, during these minimum
load conditions, production Lrom Edison's Mohave c¢oal units was
reduced below what the units were capadble of achieving.

The result was an economic benefit to Bdison's
ratepayers in that total system costs were reduced. If Mohave
output, at an average cost of approximately 12 mills/kWh, had not
been reduced, Edison would have had to reduce an equivalent amount of
purchased power priced at 5 mills/kWh. Eence, Mohave output was
reduced 80 as to reduce the cost of Edison's customers by 7
mills/kWh, resulting in estizated fuel and purchased power savings of
approximately $11,845 per kour. According to Edison, this action was
not only a denefit to Zdison's ratepayers, but also resulted from an
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event deyond Edison's control: Zdison system loads were so low that
there were less c¢ostly resources available than EBdison's Mohave coal
plants. '

Separate minimum load conditions also existed in 1982
for the Salt River Project (SRP), & 10% owner of the Mohave
gererating station. TUnder the owaners' agreement, each participant
owner has the right to do with its share of Mohave output as it sees
fit. As aa owmer, ‘then SRP can use its 10% share of Mohave outpus,
sell any or part of it, or order that Mohave output be reduced by any
part of their share. Thus, if at any time Mohave was capable of
producing energy at a particular output, SRP? could require that
Mohave production be reduced by 10%€ of that output.

This condition would obviously impact the coal plant
incentive calculation since that calculation is made based upon total
Mohave output capability and not solely upon EBdison's share of that
output capacity. Edison states that any action taken dy SRP which
reduces Mohave output is within its right as an owner of the plant
and is obviously outside Edison's control.

Edison claims that it does attenmpt to mitigate the
impact of SRP decisions if it can. 7Tor example, when SRP does not
need all or any of its share of Mohave generation, Edison states that
it will purchase this output i€ it is made available to Edison for
purchase and Edison can utilize it cost effectively. XHowever, any
decision to sell is SRP's and not Edison's. The gqualitative
modifiers associated with Mohave production for this event reflect
the failure of one or both of those two conditions, eitiaer of which
would prevent Zdison from mitigating the impact upoa Mohave
production. Therefore, Zdison argues that these events should bde

considered qualitative modifiers applicadble to Mohave production
during 1982. |
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Transmission Line
Loading Restrictiorns

During 1982, Mohave production was reduced by 2,318.5
MWk at Unit 1 and 2,749.9 MWh at Tnit 2 for a total of 4,062.4 Mwh
due to transmission line loading restrictions. These reductions took
place during the July 28 to September 10, 1982 time period on a total
of 11 different days. This time period was characterized by a high
level of desert storms with associated lightning conditioms. Since
transmission lines are vulnerable to lightning strikes during these
storn conditions, Edison instructed the plant operators to bring the
total output of the Mohave units below 1,400 megawatt (MW) to
safeguard against a unit trip in the event of a lightning strike and
the loss of the Mohave-El Dorado line. This limit is based on the
transfer capability of the Mohave-Lugo line. According to Edison,
not reducing the output below the 1,400 MW level could have resulted
in a2 unit trip, with a resultant loss of production, and an even
greater loss of kWh output, while by reducing a total plant output
below 1,400 MW, the possidbility of unit trips is minimized. EHence,
Edison claims the reductions were consistent with safe operation of
the systen and maximization of overall production.

Bdison observes that this phenomenon affected the plant
output during the July-September 1982 time frame when the output of
the units was at the highest level ever recorded - above 80% capacity
factor for each of the months of July, August, and September. OThis
was a f£irst in the plant's operating history. This high level of
output resulted in many more hours when total Mohave output was above
1,400 MW, which, coupled with the high level of lightning activity,
led %o reductions in the plant output.

d. Storm-Related Transmission
Line Tower Pailure

During 1982, production from the Mohave units was also
reduced due to loss of transmission lines resulting from storm-
related action. Specifically, on December 22, 1982, 90-100 mpk winds
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were experienced in Pacific Gas and Electrid Coxpany's service ares,
which resulted in transmission tower famlure on the Pacific
Intertie. Within three seconds, 6,400 MW of generation/purchases had
been 1lost to California, and the Western States Coordinating Council
(WSCC) system islanded into four subsystems. This major disturbance
resulted in unit trips at both the Mohave units, and it took
approximately 8% hours for restart of the first unit, with the second
unit following later. ZEdison states that it should be noted that
normal start-up times for the Mohave units are §-12 hours from a hot
start, and it is not feasible to simultaneously start up both units.

Pollowing the transmission line failure, the sequence
of events leadirg up to islanding of the WSCC system was a planned
emergency operation of the interconnected power systems. Once tke
major interconnections are severed and generating units such as
Mohave %¢rip, it regquires an orderly start-up sequence to balance
loads, generation, and freguency among the subsystens.

Both Mohave Units 1 and 2 tripped off line at
6:29 p.m. With 21l station equipment at a standstill, a major eXfort
was nounted to return the units 4o service. 3Both units could not dbe
restarted at the same time due %o the effort needed to check out and
return each wnit to service. Tnit 1 was on line by 1:00 2.:. on
Decenber 237 and was stable by 4:00 a.2. TUnit 2 was on line by
9:00 a.m. and stable by noon.

e. O2ransformer/line Loading Constraints

In 1982, output a®% FPour Corners was reduced by 11,866
MWh a8t Unit 4 and 1,466 MWh at Unit 5 for a tetal of 13,312 Mwh of
generation because oL transformer loading limits at Four Corners and
line loading limits on the Four Corners-Moenkopi line.

As explained by Edison, Four Corners is the primary
collection poirnt for power purchases by Edison and other California
utilities from the Southwest utilities in Arizora, Colorade, Utah,
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and New Mexico. With these power purchases, the intercomnection
systen experiences a phenomenon known a8 loop flow, which tends to
overload the line between Four Corners and Moenkopi.

Loop flow is defined as the difference between the
actual flow on the line and the scheduled flow on the line. Por
example, the actual Llow on the Pacific Intertie is 2,800 MW:
however, if the maximum MW of load that could be scheduled without
exeeding 2,800 MW is 1,500 MW, then the difference is labeled loop
flow. |

This is a phenomena which affects the interconnected
Systen on the AC portions of Edison's lines. As the level and
availability of purchased power has gone up the level of loop flow
can be expected to increase. Thus, loop flow resiricts transmission
line capacity. When cheaper economy purchase power is available from
the Southwest, Four Cormers production is reduced to enable Edison to
take in less expensive purchased power.

In addivion, Unit 4 at Pour Corners is connected on the
345 kilovolt (XV) side of the system and Unit 5 on the 500 XV side,
with a step-up transformer in between. When Unit 5 is out on
maintenance /outage, the Uait 4 power scheduled on the 345 kV systen
flows through the transformer onto the 500 kV Four Corners to
Moenkopi line due to the lower impedance of this rath. This requires
reduction in output of Unit 4 %o prevent overloading of the
transformer.

In 1982 Edison purchased a record 5,727 nillion kWh of
power from the Southwest, a large portion o which came in from the
Four Corners area. Not reducing the Four Corzers output during the
line ard transformer overloads would have meant a substantial
reduction in purchased power, to the detriment of the ratepayer.
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. Pailure of Eot Reheat
Line Piving Elbow

During 1982, output at Mohave Unit 2 was reduced by
121,619 MWh due 4o failure of two hot reheat line piping eldbows.
This represents 61% of the total generation loss due to proposed
gualitative modifiers at both Mochave and Pour Corners. These
failures were determined to have been the result of generic pipe
fabrication problems. The failure investigation in 1982 determined
that all applicable codes and standards were met when the hot reheat
piping eldbows were fabricated. The mode of failure was cracking in
the weld zone. The weld failure was attriduted to the presence of
impurities in the weld zone. The metallurgical investigation
indicated a high probadility that the source of the impurities was
the weld wire. Whether the fabricator could have known of or

rotected the weld wire Zrom impurities is highly speculative.
g+ DPlood in Suvplier's Coal Storage Area

During 1982, a severe rainstorm on July 26 resulted in
a flood in the coal supplier's coal storage area preventing the
supplier from providing Pour Corners with coal at a sufficient rate
to maintain load to the company's coal conveyor gystex. As a result,
generation was curtailed for adbout 18 hours, resulting in a loss of
5,877 MWh of production at FPour Corners. Xdison observes that this
event was clearly an "Act of God." Additionally, it was outside
Edison's control since, as an "A¢t of God" the force majeure
provisions of the Pour Cormers Coal Supply Agreezent excused
performance oa the part of the supplier.

k. Rainfall Imvact on 3Bitu Content of Coal

Production at Four Corners was also reduced duve to an
unusual anount of rainfall from late July through Oc¢ctodber of 1982.
This adversely affected the 3Btu conternt of the coal supply by
increasing the moisture content of the c¢oal from a nominal range of
10 to 11% to a range of 14 to 15%. The increased moisture in the
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fuel requires additional heat to evaporate excess water. From an
operational viewpoint, the coal experienced a reduced heat content.
Therefore, in order %0 generate a given amount of heat, and therefore
kWh, more coal is required than if the coal contained less moisture.
Operations are required %0 feed more coal t0 maintain the same
generation. Thus, as a result of this higher moisture content in the
coal, coal feeding equipment was operating at maximum level and
higher generating output could not be sustained.
i. 3Baghouse Installations _
ring 1982, 4,560 MWh of generation at Four Corners
was lost due to stari-up testing of new baghouses. ZIEnvironmental
requirements require testing at various load levels. This prevented
generation at aigher loads for short periods ¢of time. The dbaghouses
were installed at the direction of the State of New Mexico. '
J. Contentions of the Parties
Staff accepts only the baghouse installations as a
suitable qualitative modifier. Regarding the remainder, staff c¢lainms
generally to have received insufficient information 4o perform the
necessary evaluation.

Zdison observes that the Commission has stated clearly
that the utility bears a heavy burden of proof to show an event was
beyond the control of management or unforeseeable and that no
renedial action conld have been taken to mitigate the effect of the
event in order to justify qualitative modifier proposed by the
atility-

In attenpting to present events it c¢laizmed as
qualitative nodifiers to the Commission, Edison states that it
attenpted to briefly and concisely outline the nature of these eveantls
in its Reasonableness Report. According to Edison, following receipt
of this report, the staff requested and received additional detail,
through meetings and conversations with Edison personnel as well as
formal data requests.

Bdison states that it provided an overview of the
events it c¢laimed as quali%tative modifiers ia its £ilirng in this
proceeding. It answered numerous data requests of the staf? on these

- 8% -
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events. It provided testimony from two expert witnesses on these
events. Edison observes that staff rejected these events, not
necessarily because it disagreed with Edison on the merits dut
because ¢of its claim that Edison did not provide sufficient .
documentation. Edison states that staff did not ask Edison specific
questions to which Edison failed to respond but asked a general
question to provide all data Edison thought relevant. Then staf¥
testified that Edison failed to answer its specific questions whickh,
in most cases, were first posed during the hearing. ZEdison complains
that staff then claims that Edison has failed to meet its "burden of
Proof" because it had not answered these specific questions. '

Edison states that whether the utility has met its
burden of proof is not for the staff to decide, but is instead for
the Conmission to decide. Edison has submitted as exhibits in this
proceeding data requests of staff and rsponses of Edison to those
data requests.

Zdison believes the record demonstrates that Edison
nore than met the heavy burden of proof applicable to it in
Justifying qualitative modifiers. Z2disonr asks that if the
Conmission, after review of this record, disagrees then Edison
requests the Commission to provide specific direction on how the
utility is expected to meet its burden. ZEdison states that
certainly, tkhe utility can judge what it thinks relevant to
estadblishing its case, but inquires, does the "burden of proof" mean
that the utility is also expected to anticipate any questions that
nay arise from the staff or any party during the course of the
hearings when the utility has not previously been asked those
specific questions?

Edison observes that in D.93363 establishing the coal
plant incentive procedure, the Commission stated that Bdison or any
other proponent of qualitative modifiers would face a heavylburden of
proof to demonstrate that events redvcing generation output at the
Mokave or Four Coraners Coal Plants were "beyond the ability of
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management to control or foresee and that no remedial action couléd
have been takea to mitigate the effect of the event.”

Two qualitative modifiers asserted by Edison are the
result of action taken by Zdison's management. These nodifiers are:
1) "minizum load conditions - SCE" and 2) "transformer/line loading
constraints.”

Both these events were the result of actions taken by
Bdison which resulted in lower production from Mohave and Pourr
Corners, as has been descrided previously. However, the actions
taken by management were to reduce the output of Mohave and/or Pour
Corners to enable Edison to reduce total costs to Zdison's ratepayers.

With respect to the "minizmum load conditions - SCE,"
Edison reduced output at its c¢oal plants o enadble Edison to utilize
lower ¢cost purchased power rather than coal generation to meet %he
load requirements. The minimum loads on Zdisoa's system, and the

ttendant operational requirezent that oil and gas plants be operated
at zinimunm loads (rather than taken of2 line entirely) to meet
anticipated load increases, prevented Edison from utilizing both the
econony energy and coal generation. So¢ Edison reasonadly chose to
utilize the lower cost source of energy, i.e., purchased power.

With respect to the transformer/line loading
constraints, the physical conditions at Four Corners (i.e., availadle
transmission line capacity and overloading of the transformer at Four
Corners) again caused Edison to choose for economic reasons the lower
¢cost purchased powér and to reduce coal generation, because the
systen would not accommodate both.

Edison states that the purpose of the coal plant
incentive procedure was %o give Edison an incentive for efficient
operation of it3 coal plants. By maximizing low cost coal
generation, total system cost would be reduced. Thus, both Edison's
and the ratepayers' interests were intended to be promoted by
increaged perfornmance of the coal plants.
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Edison argues that the coal plant performance incentive
quickly becomes 2 perverse incentive when the utility is forced to
ignore the incentive in order to conply with its own and the
Conmission's policy of providing energy at least cost to ratepayers.
According to Edison, this perverse incentive will exist unless the
Comnmission recognizes econonmic decisions which result in reduced
output from Edison's coal plants as events that should adjust any
calculated reward or penalty. ZEdison contends that these events
should be accepted as gualitative modifiers.

Staff observes that, as noted in D.93363, a principal
notivation for adoption of the CPI plan was the difficulty of
evaluating the prudence of the company's management and operations of
those plants. Regarding modifying events, this decision states that
"little will have been gained if we merely shift the issue %o &
determination of those natters over which managezent could have
exerted sonme control ... Such evenis must be raised on a ¢ase-by-case
basis,” (p. 2%a).

In this proceeding, Edison has submitted 65 modifying
events that oceurred at Mohave alone. These accounted for 159,616.7
MWh of lost coal generation. In addition, the company has ingluded
sone event or events that occurred a%t Pour Corners, each and every
month, fronm July through December 1982, which accounted for 39,926.0
MWh of lost coal generation. In sum total, the modifying events
would add approximately $1,000,000 to the CPI realized by Edison for
1982 coal plant operations.

Stalf states that the Commission, the ¢ompany, and the
staf? were breaking new ground on these issues. D.93363 provides
criteria for modifying events. 2Events will be decided on a case-by-
case basis. A "heavy burden of proof"” will rest on the proponent of
a nodifying event. Within the time available, the staff states it is
unable to trace, and retrace covered ground. Staff argues that this
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. is added reason t0 require that the applicant makes its own case, and
that the staf? not be required to disprove approximately 100
relatively ninor allowances.

According to staff, whether the Commission allows these
20difying events appears to tura on whether the incentive payment
should reward achievezent or effort. tafl states that it is not
clear how the ratepayer would benefit by also rewarding the company,
for example, for an "Act of God." Staff suggests that if anything,
the reward may bde a disinceantive to 2 fast return to production,
since the reward would a2pply regardless of whether the plant were
producing electricity.

Staff states that the "heavy burdea of proof™ discussed
in D.93363 suggests that the staf? would still be required %o
deternine, first, whether the impact of each event could have been
reduced and, secondly, whether the plant quickly returned to full
production. Staff claims that in the present case, answers to the

. first question were impossible to determiune based on the information
provided to the stafl for timely review. Staff asserts that to the
extent that answers €0 these questions continue to be provided by
narrative, "soft evidence,” relative $0 events that require detailed
technical evaluation, allowances for modifying eveats may provide

1little inceative to the company %0 quickly resume full coal
production.

Staff observes that in D.93363, in referencing certain
possidle modilying events, SDC stated that the inceative system might
be temporarily suspended or modified for the named nodifying events.
Many of the events named are in the "Act of God" category. AS o
these, at least, staff suggests that the system should be suspended
rather than modified. Stalf proposes that perhaps only those events
that directly benefit the ratepayer or the public welfare, as some
compensation for the lost production, should de allowed as add-on
"nodifying events.” According to staff, the latter would include the
new baghouse start-up at Pour -Corners, and reduced production to

. accommodate availadle ecomomy purchased power.
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Pinally, as regards ‘the ecriteria stated in D.93363,
staf? observes that most of the modifying events would fail a 90-day
2iling rule.

Zdison observes that staff argues that perhaps
nodifying eveants that are the result of an "Act of God"™ should not de
accepted in making a reward caleculation, and that, if anything, the
reward may be a disincentive to a fast return to production since the
reward would apply regardless of whether or not the plants were
producing electricity. ZEdison responds that if an unreasonable
anount of time to return the plant to service were taken, the reward
could be reduced accordingly. Edison argues that staff ignores the
converse - in a penalty situation, these "Acts of God" operate to
penalize the company unless they are accepted as qualitative
nodifiers. According to Edison the consultant who developed the coal
plant performance procedure itself recomnended that "Acts of God" be
recognized as modifiers to allow for nodification of the incentive

rocedure because of conditiorns beyond the control of the utility.
Blison states that at a minimum the coal plant incentive procedure
should operate in the same manner for bdoth rewards and penalties.
Otherwise, any attexmpt at fair or equitable treatment is lost.

Zdison states that staff implies that bdecause staflf is
unable to tizely evaluate gualitative modifiers, and that what staff
considers sufficient documentation has not been provided, these
events should be disallowed. Idison contends that staff omits any
reference to the zerits ¢f Edison's ¢laims with respect to the
qualitative modifiers. 3Zdison states that it cannot agree that a
peritorious clain should be disallowed because 0F staff's difficulty
in reviewing the claizm, or that documentation is eatitled to more
weight than sworn testizmony of a witness.

Zdison states that qualitative modifiers should be
accepted or rejected on their merits and upon the information
presented in the record. ZEdison argues that this is especially
appropriate in the coal p}ant‘incentive procedure, since the intent
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of that procedure was to reward or penalize-based on perforzance, not
based upon the number or form of records kept or presented.
¥. Discussion

The coal plant incentive procedure is intended %o
provide Bdison with an inceative to optimize production from its coal
Plants, while protecting the ratepayers' interest in lower rates.

The qualitative modifiers concept provides = method Lor either
adjusting the results of the procedure formula to reflect certain
kinds of events that occurred during the year, or for suspending the
procedure for the duration of the event. As we stated in D.93363,
such modifying events are generally beyond <he ability of management
to control or Lforesee.

The implementation of the procedure is still in its
early stages. Edison has proposed a numder of different types of
events for inclusion. Our decision should provide guidance for the
parties in subsequent proceedings.

we are satisfied that the record supporis a decision on
the merits. We recognize that staf? contends that Bdison was
unrespongive regarding data reguests, dut we find no dasis for
specific criticisz of Zdigoen's performance.

We start with the premise that the purpose of the
procedure is o optimize production, not to maximize production.
Thus, when systen load conditions indicate that reduced production
benefits the ratepayer, Edison should not be confronted with a

ituation where the ratepayer and shareholder interests conflict.
Thus, minimum load conditions and transformer/line loading
constraints qualify as modifying events. Since the Tatepayers
benefit when such conditions occur, Zdison should be rewarded by
sharing in the benefit. Although the overall impact of these
modifiers on Edison's reward is de minimis, we want to eliminate any
perverse incentives resulting from our adoption of the coal plant
incentive procedure. Thus, the formulas should be adjusted to reflect
those events, as proposed dy Edison.

- 89 -
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cafl conternds that Edison has falled %o prové that oil

and gas gezeration was reduced $o the ainizum before coal production 
was reduced. We are satisfied wish Edison's showiag. '?n fact, this
showing points to a zore basic prodblem with Edison's exi isting
resource zix. Ideally, Zdisozn should zot have to back down its
Daseload coal plants in 6rder to accept cheaper purchased power. AS
this problex may de significantly worse with SONGS 2 amd 3
operatiozal, we rave serious conceras over whether E ison's resource
nix Iis econonically optizal. We understand that ocur staff i
addressing this. Issue in Zdisorn's current reasozablezess review
proceeding (A.84~02-11); aad cozsequently we azticipate.revisistinz
this issue iz the mear future with the benefit of a more highly
developed record. ' .

ne remaial ng events cited by EZdiscrn are altdgether
ferent. e adopted target capacity factors of 614 for Mohave and
or Four Corsers are far below the orfgizal desigg’criter;a and
plicizly i:corpora:e non=extracordinary adverse events such as those
xperienced in 1982. Thus, these modifiers are rejected. We note
further that all these events, except the fallure of the kot reheat
ine piping eldows, are truly de zininis; cozbined they would reduce
dison's reward by about $250,000. It was zever our iateat %0 durden
The coal plant incentive prograzm with evaluation of minutiae of this
sore. ' '

@®

We observe that Zdisen has eacountered some difficully
iz complying with the provision in D.93363 requiring that it znotif
the Commissicn tkat 4Lt intexnds %o claim a modifying event within §0
days of the ocgcurrence of the event. Based on experience with the
procedure, a six-month period seems nore-reasonable

3. Mokave Coal Slurry Spill

Starl took exception to EZdison's treatnment of coal expenses
incurred in a c¢coal slurry spill at the Mokave generatizng statioz. As
a result of this spill, approximately $77,000 was recorded in the
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ZCAC balancing sccount in 1982. Staff felt that since this cosl
expense was not incurred for the purpose of generating energy, it
should not de recoverable as an ECAC expense, but instead should be
addressed in a general rate case. taff asserted that irn a genersl
rate case, the ratepayers are charged for ingurance premiums to cover
major losses, and stockholders sghould gbsorb the minor losses, and
deductidles on insurance. Otherwise, the ratepayers are forced %o
shelter Edison for all risks and losses.

Edison states that staff is mistaken iz its c¢onclusion that
the ratepayers shelter Edison for all risks and losses. According to
Edison, the ECAC procedure has been desigrned %o allow for rate
recovery of all fuel-relzsted expenses subject to the split between
ECABF and AZR recovery, which provides the risk allocation between
ratepayers and shareholders and provides Edison with energy cost
control incentives. Edison contends that expenses such as those
incurred in connection with the cozl spill zre unforeseen, and
therefore are part of the risk imposed on Zdison shareholders by <he
90%/10% (or 2%/98% in 1982) ECABF and AZR split. =Zdison states that
should the Comzmission c¢conclude that this 4type of expense is not
recoverable under the ECAC procedure, then the Commission should
provide for recovery of this type of expense through the course of o
general rate proceeding.

Edison is simply xistaken in its contention that unforeseen
expenses are necessarily included in ECAC. The costs of a coal
slurry spill are not energy ¢costs and are no%t recoveradle through
ECAC. I1Z Edison geeks recovery of such costs it-is wp to Zdison to
agk for such recovery in its general rate case.

D. Payments to Alternate Tnergy Producers

Staff sudbmitied a general set of guidelines which it
proposed the Conmmission. adopt Lor +the purpose of evaluating the
regsonableness of utility purchases from alternate erxergy producers
under nonsgtandard contracts in future ZCAC proceedings.
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These guidelines call for the reasonableness evaluation of
all the utility's nonstandard contracts in the aggregate. Such an
approach allegedly helps to avoid the enormous eZfort that would de
involved in contract-by-contract review of the reasonableness of
pay=ents to QFs, if such were required.

Zdison commented upon <the guidelines presented by staff.

It was Bdison's testimony that, absent the benefit of an in-depth
review, stafl's proposal provided a foundation for what appears to be
excellent guidelines for review and analysis of purchases from QFs in

future years. ZEdison stated that there zmay be one or two minor
details of the specific parts of the proposal that need to de

pursued, but the general substance of the guidelines appeared quite
atigfactory.

Bdison states that it does support certain general concepts
pronoted by stall such as that the reasonableness of payments made to
QPFs under previously executed nonstandard coantracts should not be
judged in hindsight or second-guessed based upon changed
circumstances that were unpredicted at the time the contracts were
originally executed. Additionally, Edison supports stafi’'s intent to
protect utilities Lrom Luture action to limit the reveaue recovered
for QF expenses to a level egual %o the then current avoided cost.
Bdison also supports staff's concept that aggressive developzment of

ternative/renewadble generation is going %o involve project Zfailures
and the utility should de protected against an economic penalty for
the failure of projects for reasons bheyond +the utility's control.

At a minizaum, Edison urges the Commission to expressly
adopt in these proceedings these concepts of:

1. XNo hindsight review baged upon unforeseen
changes ¢ccurring subsequent to coatract
execution;

2. No Zuture limitation of paymenis made %0 then
current avoided cos%t; and

3. TXo economic penalty to the utility Zor ‘
project failure for reasons beyond the
control of the utilisy.
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Edison states that these concepts’ should be’ adopted as the
Commission’s policy with respect to future recovery of payments nade
to QFs under nonstandard contracts. _

IEP and the State Agencies generally support the staff
position. Eowever, they state that staff addressed only one of
several coancerns that reguire clarification. According to IEP and
the State Agencies, their testimony proposes guidelines for each of
the major concerns likely to arise in a nonstandard agreement. IEP
and the State Agencies state that they have only one dispute with the
gtaff proposals and that is that staff would clarify only the
procedure and not the sudbstance of the review. IJEP and State
Agencies state that, absent the guidelines recommended by IEP and the
State Agencies, producers aad utilities will continue to engage in
unproductive negotiations about what the Commission might accept.
Producers will be required to accept unwarranted discounts from
avoided cost simply to protect utilities from regulatory risk. The
Conmission and its staff will become increasingly mired in tine-
consuming reviews of the reasonablenss ¢of utility agreements with
QFs. Benefits to ratepayers from QF developzent, which have deen
reiterated so frequently over several years by this Commission, will
be further delayed.

IEP and State Agencies contend that the adoption of the
substantive as well as procedural guidelines is in order and that
their proposed guidelines are well considered, balance the interests

£ all concerned, and are noncontroversial. They suggest that now is
the tine to adopt these guidelines and remove the uncertainty
clouding development of a balanced power industry in California.

We decline to adopt gﬁidelines. we have underway ongoing
proceedings for the purpose of developing and implementing policies
for utility purchases from alternate energy producers. ZEach of these
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parties is a party in those other proceedings. Such proceedings
provide a suitadble forum for evaluating these proposals in the
overall context of alternate emergy production policy.

However, we are abdble to address some of BEdison’s concerns.
Reasonableness review of alternate energy producer purchases is no
different than review of other utility transactions. "Eindsight
Teview dased on unforeseen changes occurring subsequent to contract
execution™ is no more appropriate in this context than in any other.
"limitation of payments made to the then current avoided cost” would
be like limiting oil cost recovery to spot market prices. We have no
intention of applying different standards %o these purchases.

Edison’s suggestion that it not be penalized "for project
failure for reasons beyond the control of the utility" is not
acceptable. BEdison is held to a standard of due care in negotiating
nonstandard contracts. In the event of project failure, Edison has
the burden of proving that the contract was reasonable at the time it
was made. Project failure that was foreseeable is the responsibility
of Edisorn.
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Piadings of Fact

1. Edison owas a 48% interest in Pour Cormers Units 4 and S.

2. APS is the operating agent for Tzuits 4 and 5.

3. Utah owns and operates the Navajo Mine located adjaceat to
FPour Corzers.

4. The Navajo Mine sells coal sclely to Pour Cormers under
long-term coatracts.

5. The coal contracts were negotiated iz the early 1960s with
Tuel Agreement No. 2 being executed in 1966.

6. In order to maintain an acceptable coal quality, Utah
opened the southera portion ¢f its lease during 1979-1983 at a
capital cost of approximately 328 nillion.

7. The ash collected at Tnits 4 aad 5 amounts to approximately
1.4 nillion tons per year, and is disposed of as landfill material in
the mine by TUtah under an Ash Eaul Agreement.

8. TUtah agreed to relocate a portion of its coal stockpile %o
provide room for dbaghouses and scrudbders at Four Corners.

9. TUnder the Ash Haul Agreement Utah agreed to dispogse of the
dust collected by the daghouses and the sludge generated by the
serudbbers, adding 100,000 tons per year to the disposal requirements.

10. The parties to FTour Coraers Fuel Agreement No. 2
anticipated the need to accommodate unforeseen economic conditions
and provided for a price reopener if, through forces not within the
reasonadle control of the parties, there occur extreme or radical
changes from the economic factors and conditions which existed at the
tizme of the Agreement.

‘e In December 1978 Utah claimed the extreme radical changes
of the type contemplated in the Agreement had occurred, and submitted
a hardship claim.

12. The Four Corners participants authorized APS to undertake
negotiations with TUtah.
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13. APS advised Utah that it planned %o thoroughly exanmine and
test Utah's right Lo reopen the c¢ontract and requested Ttah's
position regarcicg arditratioz. _

1%. Utak advised APS that it would cooperate fully with APS'
investigation, dul that it oppOS?d the use,of'arbitration.

15. Utaz poeint ed out :ha:_arbi:ra ion would not resolve other
pending coztract issues, such as zmatters relating to ash disposal,
expansion of tke Four Corners ?Project ozto Utah's leasekhold, and
sulfur specifications. .

16. APS confirzed the reasocableness and necessity of Utakh's
hardekip ¢claizm

1T. TFollowing extersive zegotiations Utak and the participants
agreed 0 a revised contracy, effective Januvary 1, 1981; which could
result ia substantial price increases in future years.

18. NRC regulasions require two operabdble diesel genérators at
SONGS 1 iz order t0 operate the zuclear gezeratizg uzit. '

6. A fire at onme of the diesel gezerators on July 15, 1681,

caused the SONGS 7 facility %o be out of service froz July 17, 1981,
o August 16, 19817.

20. The fire was caused by a szall
iastruzment piping attacked to the diesel
it sprayed onto a hot diesel generator compozent. ,

21. The pipimg that failed was conznected To a pressure gauge
that was deterzined to have beex Installed for use during the inictial
start-up testing of the diesel.

22. The pressure gauge assexdbly was ilzstalled with zmaterials
appropriate ancd suvitadie for the temporary testiag purpose.

23. 7The pressure gauge assexbly contaized a brass fitting that
was 20t suitadle for permanent use.

28, It was the failure of the brass fitting that caused
leak that caused the fire. -
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25. On account o the fire 3dison imcurred Teplacement exergy
costs of 813,147,000 oz 2 C2TC jurisdictional besis.

25. 3y D.83353 we a&on Ted a gross heat rate standard applicadble
To0 Mohave o2 10,250 3<¢u/kW:.

27. 3y D.82-03-053 we provided for review of <The adopted
staxdard.

28. 3y D.83-01-053 Zéisor was pezalized $4.2 millien under th

- coal plant izcentive procedure, hased inm Past oz The original Mohave

gtaxdard.

2¢. SubsequeW: study izdicates that <the Xo: have st vaxdard shouwléd
ve 10,550 3ou/zWa. '

30. CThe revised ssandard exceeds Ze original standaré by 300
3tu/kWr, which exceeds The limit 0 <he associated zull zoze %y 100

Tu/xWa. _ _ '

37. Iz 2.83-01-053 we provided that if .<he Tevised ssandard
shows,:h ofigi:al svandard o be clearly unreasonadle, we would
consider tze adjustzens of zhe rerally.

32. 2ze revision iz the standard would seduce sThe senalty by
about S1 =illion.

33. (ke difference between tThe two 3Tanmdands is zaterial.

4. In D.G3363 we provided for adjustments %o the coal 2lan

ncentive procedure resulis 0 reflect events That occur that should
207 he Taken iato accoun<.

55. 3dison proposed a nuzber of events Thas occurred durin
1982 Zor recognition as modifiers.

36. Reduceé coal production during minizuz load condisions
vezelited <ize rasepayers.

37. Iranszission line loading restrictions were consistent wiz
safe operatioz of 2dison’'s systex. and zaxizization of overall
production.

. i
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38. The capacity Zactor svandard adopted for Mokhave and Four
Corners already -includes non-extraordinary adverse evests such as the
hot reheas linme piping elbow failure, transzissioz line loadizg
ressrictions, storz-related wraaszission line sower Zailure, 21o0d in
suspLier's coal sTorage area, coa* supplier delivery ecuipyment
.prodlexms, raizfall i:péc: oz 3tw come..v o coal, and haghouse

‘ ,
3xoezses izcurred ia 2 coal slurcy 3n:11 as the Mohave
szation were not incurred Zor the durnose of gererating erergy.
Corclusions of Law

1. The 3rice paid under :h rerxegotiated TUtak Izvernasional
coal suppiy connract was reasozable during the review period; Idisox
for Zfuture reasozableness jer ods saouléd bear she dburden of proving
Tze reasonableness oF the price paid under the renegotiated verms.

2.. Tke reyplacezent exergy cosTs associated with the SONGS .1

iesel generator fire were incurred oz account of Zdison's
nareasonadleness and are 20T recoveradble through 2CAC.
. 3. %he origimal Momave heat rate svaxdard is clearl
wareasonadle.

4. fThe coal plant incemtive forzula resulss should be adjusted
b

<0 reflect minimuxm load condivions and sransformer/linme loadin
consTraints, as »roposec by 2dison. '

5. The remainder of the. evenss cited by 3dison are she kinds of
issues that tze Jormula was inztexnded 70 avold and should be rejected
as :odifiers.

6. he coal slurcy spill expenses are 20T recoverable through
2CAC.
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I2 IS ORDERZD <hasz:

7. Southerz California Zdison Cozmpany (Zdison) szall adiust
1ts ZTAC dalaxzcing account To rezove the CPUC jurisdictional impecs
2 the replacexmens enelgy costs_resuliing frox the SONGS 1 diesel
generasor fire, Plus interess

2. 3disoz is authorized =o adjust its ZCAC dalancing accouns

rellect ke revised Mohave gross heat rave standard applied to
1987 resulzs.

3. Che revised Monave 8r0ss heat rate standard is adopted as
The dasis of the coal plant incentive procedure.

&. 3cison skall adjust the 1982 coal plant incensive procedure
To izcorporate the modifying events in the manrmes svecilied in the
Zoregoing conclusions of law.

5. 2éison shall place an y azounts paid under <the zinipunm
purchase provisioz oX the Utalk Izterzational coal sudply comiracst iz

.a. noninterest-bearing defe:r.ed accouns. Upon <The exercisze of iws
maxeup Tights for coal 20T previously saken, Zdison 2ay iaclude ik
Total price paid as a debit in its ICAC Yalamcing account sudbject o
deverzization of the reasoradbleress of that toval price.

S2is order becozes eXfective 30 days frozm today.
Dated Sepsezher 19, 1984, a3 San 3rauc sco, Califorzia.

TVICTO2 CALTO
PRISCIIIA C. GREW
DONAID VIAD _

Cormissioners

Commissiorner William T. 3agley,
being nece sarily absent, ¢&ié nos
parsticipate.

I CERTIFY TH

S ADPUOVED

e .

CHMISCIC zx:
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APPENDIX»A‘_ .

List of Appearances

Applicant: John R. Bury, David XN. Barry III, Richard X. Durant,
Carol B. Heaningson, James M. Lehrer, and Larry C. Mount,
Attorneys at Law, for Southern i¥ornia Edison Company.

Interested Parties: Robert Spertus and Michel Peter Florie,
Attorneys at Law, for Toward Utility Rate Normalization; Robert
M. Loch, T. D. Clarke, and Robert W. Jacodby, Attorneys at lLaw,
for Southern California Gas Company; William L. Reed, Randall
V. Childress, Jeffrey Lee Gutterc, and Wayne P. Sakarias,
Attorneys at law, for San Diego Gas & Eleetric Company; Allen R.
Crown and Antone S. Bulich, Jr., Attorneys at Law, for Celifornia
Farm Bureau Federation; Lisa S. Trankley, Attorney at Law, for
California Energy Commission; Roy Alper, Attorney at Law, for
Independent Energy Producers Associa%ion; Robert E. Burt, for
California Manufacturers Association; and Messrs. Downey, Brand,

Seynour & Rohwer, by Philip A. Stohr, Attorney at Law, for
General Motors Corporation.

Comzission Staff: TFreda Abbdott, Attorney at Law, and Jef?
0'Donnell.

(END OF APPENDIX A)
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Several other issues emerged during these hearings. These
include issues relating to the implemen%ﬁfion and interpretation of
the coal plant incentive procedure and guidelines for the
reagonableress review of payments made to alternative energy
producers.

III. Summary

————————

In this decision we exanine in detail the facts and
circunstances surrounding the renegotiation of the contract with Utah
International Corp. to supply coal for the Four quﬁérs Coal plent
and find Edison's conduct and the renegotiated gontract reasonable.
Accordingly, Edison is allowed to recover cosps incurred under the
renegotiated agreenment.

We also examine in detail the Zfeets and circumstances
surrounding the diesel generator fire a£7:ONGS 1 and the resulting
replacement fuel costs. We find tkat/the fire was the result of
Edison's negligence, so that the regulting replacement fuel costs of
about $135.1 million are not recovegradble.

With regard to the coad plant incentive procedure, Edison
is allowed to recalculate the résult Tor 1981 to reflect a revised
gross heat rate standerd. Iddson is also allowed t0 make certain
adjustments to reflect adopteld gualitative modifiers.

Guidelines for purchases from alternate energy producers
are not adopted.

IV. Issues

A. The Coal Contract
1. Backeround
Edison owﬂ% a 48% interest in TUnits 4 2nd 5 of the Four
Corners Generating Station (Four Corners). The o%ther Zfive
participants in these 800 MW units are Arizora Public Service (APS),

Public Service of New Mexico, the Salt River Project, Tuscon Gas and
Electric, and El Paso Electric.
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similar complexities can be used in drawing conclusions as %o the
relative position of Pour Corners nine prices. Edison argues that
Legal Division mixes simple nmines with the more complex Four Corners'
operation. Edison argues that the correct ianterpretation shows that
at a comparable complexity level, Four Corners prices were
uncharacteristically low prior to the renegot étion. According %o
Bdison, in 1982 Four Coraers actual prices were gtill below this
narket range. ZEvean iz 1983, after the full impact of the five-step
increasgse is reflected in the coal price{/?our Corners still has the
lowest coal price when coupared with mines of similar complexities.

Thus, Bdison contends that the correct conclusion to be
drawn froz Edison's market price/déalysis is that neither ardbitration
nor litigation could reasonabdly have been expected to result in any
lower price than Utah, in fact) received for 1982.

%. Discussion

We are persuaded that the record supports the
reasonadleness of the renegotiated contract. Therefore, no
adjustment 4o Edison's gfcorded coal costs is necessary.

The essence of TURN's position is that the original
coantract was more favgéable t0 the ratepayers than the amended
coatract, that the o;*ginal coatract was enforceable, and that Edison
should have enforce?’it. Put in its proper context, this position is
shown to de extrengly sizplistic. Zdison has demonstrated 2 nunmber
of valid cozsiderations that might have led one to reasonably
conclude that thgfcontract should be renegotiated. Once that
threshold is'croésed, the iaguiry shifts 40 whether the renegotiated
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contract is itself reasonadble. The evidence shows that it was
bargained for at arz's leagth over time, and that the resulting price
is favorable compared o other coniracts. Although it is +true that
Edison might have forced arbitratioa or litiggfion as an alternative
to negotiation, we f£ind no fault with either Edison's conduet or the
result of the bargaining.

Our central consideration %' the synbiotic relationship of
the parties %to the coniract. Since Four Coraers cannot operate
without the coal, and the coal mine has no market except for the
power plant, the parties have a 'ﬁtuality of interest that usually is
1ot present in commercial <tran actions.

TTRN nisses the poLé¥ when it asks by what authority did
Edison confer "quasi-utility4 status on Utah. That status was
conferred implicity from tée outset of the original contract by the

interdependency of the pdgties. The renegotiated contract merely
reflects that relatiounship.

IURN and stalff counsel are particularly eritical of the

rate of retum proviﬁ&on in the renegotiated coantract. It is very
difficult to isolaté’a single provision iz a complicated contract
without recognizing that it is reflected iaz the +erms of other
provisions. Ia the overall coatext of +this contract we are not
offended by the rate of retura provision as a reasonable
nanifestation of the intent of the parties.

/

/

f
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the common law of negligence to the degree that such analogy benefits
their position, ignoring the other features of civil litigation of
which those bits and pieces are integral parts. Edison suggests that
perhaps nost important for the Commission to recognize is that
negligence law is founded on the dasis that the durden of proof lies
with the plaintiff as the party alleging daméiif;,/Eéison warns that
any selective application of a2 part of the law©of negligence t¢ this
proceeding artificially increases what is ready clearly a high
burden of proof.

3. Discussion

Resolution of this issue ¥s not nearly so difficult as
suggested by Edison's contentiong, The underlying policy question is
whether negligently incurred fuel costs may dbe recovered through
ECAC. We conclude that such dééts are not recoverable. The issue
that we must resolve is whether these particular replacenment fuel
costs were incurred on acsﬁant of Edison's negligence. We find that
such is the case, and deny ECAC recovery.

The proposition that negligently incurred fuel costs are
not recoverable through ECAC nmay be demonsirated by a simple
syllogisn:

Reasonably incurred fuel costs are recoverable
through ECAC. Negligence is the failure to use
ordinary or reasonadle care. Therefore,

negligently incurred fuel costs are not
recoverabdble through ECAC.

The issue similarly resolves itself when one considers what
would be the c&%sequence of any other result. If negligently
incurred fuel /costs are recoverable through ECAC there would de no
accountability for utility operations. There would be no incentive
for efficient management. Contrary to Edison's contentions, the
80/10 ECAC/AER s£plit is not intended to shield the utility from 90%
of the consequences of its negligence.

Whether Edison was negligent is resolved without reference
to NRC regulations, and without resorting to negligence per se or
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burden of proof doctrines. Edison's negligence is c¢learly
established no matter who had the burdea of proof.

Iz traditional terms, negligence involves: (a) a legal
duty to use due care; (b) a dreach of such legal duty; and (c¢) the
breach as the proximate or legal cause.of the injury. We find that
Edison has such a duty toward its Ddgépayers, that it dreached that
duty, and that the breach was the proximate cause of the replacement
fuel costs.

The existence of the duty cannot be seriously disputed.
The nature of ECAC is that fatepayers compensate Edison for fuel
costs reasonadly incurred,/ Thus, ratepayers coastitute a general
class of persons who nay/ be harmed by Edison's negligent conduct.
HEarmn to the ratepayers/is a foreseeable consequence of Edison's
negligeat operations./ Thus Edison has =z duty t0 exercise duve care

toward its ratepayers.
The dut§/4z to exercise ordinary care under all of the
circumstances, and it varies with changing ¢ircumstances. "The
amount of care must be in proportion to the danger +o be avoided and
the consequences reasonably to be anticipated.” Tucker v Lombardo
(1956) 47 C 24/457, 464. In many cases where a higher "degree" of
care is said to be required, all that is meant is that the particular
circumstances’require a greater amount of care. The standard remains
the same: gédina:y ¢care under the circumstances.

We £ind that Edison Wbreached its duty. The iastrument that
failed was_intended to be temporary. Coasequently it was not
manufactured to the standard of a permaneat fixture. Specifically,
it contained—a-brass Litting that was not suitadle for permaneant
use. It was the failure of that brass fitting that caused the leak
that caused the fire that caused the outage that caused the
replacenent fuel costs to be incurred.

The time that Edison installed this instrument it had the
opportunity to choose the quality of the material that it would use.
Wien it chose material suitable for temporary use, 1t obligated
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itself to remove all such instrumgntslwithin a reangable time.
Edison's own conduct indicates that it.understood itsel? to de 80
obligated, since it did remove hundreds of others that were
installed. Edison's failure either to use mdéérial suitable for
permanent installation or to remove the iné%rument is negligence.

Use of the higher quality material would have reduced the risk. It
is a principle of negligence doctrine/that if an actor reasonably can
acconplish the same result by other/conduct which involves less
opportunity for harm to others, tie risk incurred in the manner of
doing business whick resulted ix injury is clearly unreasonable.

Edison contends tham/;t is being held to an unreasonadbly
high standard. As stated abd@e, the standard is the use of ordinary
care. The circumstances required a greater amount of care.

Iwo standdby diesel generators must be operational in order
for SONGS 1 to be opera;ed. Since Edison has only two standdy diesel
generators at SONGS 1:/both must be operable in order for the plant
to operate. Given that a montk long outage resulted in about 3$14
million in replacement fuel costs, the foresceadble consequences of a
diesel generator oué;ge are such that a great amount of care is
¢learly warranted.

The eviéence also establishes that Edison’'s operating
personnel would/pe unable to distinguish this temporary instrument
fron permanent/instrunents. Thus the testing personnel's failure to
remove the in§xrument could not be cured by the operating personnel's
subsequent discovery of the error and corrective action. Under these
circumstances the tesating personnel were odbligated to exercise a
greater amount of care than otherwise, perhaps resorting to such
measures as counting the instruments.

The third element of negligence is proximate cause. In
this case there is no question that the failure of the bdrass fitting
on the "temporary” inatrument was the direct cause of the fire,
taking at face value Edison's c¢laim that its actions taken to
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. ascertain the source of the oil leak were reasonable. Since Edison's
negligence was the proxizate cause of the outage, Tdison cannot
recover the replacement fuel costs through ECAC. '
Bdison takes great pride in the manner in which i%
responded to the fire, repaired the generator, and restored SONGS 1
t0 service. Although thig pride maybe warranted, the conduct does
not affect Edison’s liabilit;; Rather, it mitigates Edison's own
exposure Lor replacement fuel costs.
Having now detg, ined that the replacement fuel costs
resulting fron the diesel fire cannot be passed through to Edison’'s i
ratepayers, we should Mote that the impact of this disallowance on
SDGEE has yet to be mddressed by +this Commission. At the Lirst
Prehearing Conference in SDG&E's last reasonableness proceeding :
(A.83-07-016) the/ ALJ requested input Ifrom the parties as to how such 3
a disallowance Zor Zdison would imnpact SDGEE, due %o its 20% share of '
SONGS 1. (22/421 PEC 5: 13~27.) Since all non-Tesoro related |
. reagonablenegs issues have been deferred to SDGEE's current ECAC
proceeding fA.84-07~027), we expect the parties will analyze <his
E issue in §he current proceeding, with specific reference to the
appropriate ratemaking “treatment of replacement fuel costs incurred
by SD during the period of the SONGS 1 outage, in view of this
disallq&ance-
C. Coal Imcentive Procedure Tasues
f1. Mohave Heat Rate
f The coal plant incentive procedure applicadle to Zdison's
Mohéve and FTour Corners generating stations was adopted by the
Comm.ssion in D.93363, issued July 22, 1981, in Edison's ECAC A.59499. o
i As a part of the coal plant incentive procedure, D.93363 -
adopted a gross heat rate standard applicadle to Mohave of 10,250 ;
Btu/kilowatt-hour (kWh) ("Original Gross Heat Rate Standard") with a
Null Zone of + 200 Btu/kWz and a maximum limit of + 1,000
Btu/kWh. This original gross heat rate standard was a part of the

-0 -
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taf? contends that Edison has failed to prove that oil
and gas generation was reduced t0 the minimum before c¢coal production
was reduced. We are satisfied with Zdison's g}owing. In fact, this
showing points to0 a pore basic problem with Edison's existing
resource nix. Ideally, Edison should not hé@e to back down its
baseload coal plants in order to accept 3ﬂéaper purchased power. As
this probdlexn may be significantly worse iwith SONGS 2 and 3
operational, we have serious concerns over whether Edison's resource
nix is econonically optimal. We understand that our staff is
addressing this issue in Edison’'s cé;rent reasonableness review ‘
proceeding (A.84-02-11), and consequently we anticipéte revisiting
this issue in the near future wifh +the benefit of a more highly
developed record.

Tkhe failure of the hot reheat line piping elbow is an
altogether different sort of/event. The standard already adopted is
far below the original desygn ¢riteria and implicitly incorporates

. eguipzment failure. Thus, Ahis modifier is rejected.

We will rejé:t Zdison's reguest for the remaining
nodifiers (1) because we/ find that their impact is de nminimis and
(2) because the coal inéentive procedure was established in part to
elininate the need foq/our review of such minor Lluctuations in plant

operations. /

Ve obs#gve that Edison has encountered some difficulty
in complying with .the provision in 0.93363 requiring that it notify
the Commission that/it intends %o claim a modifying event within 90
days of the occurrénce ¢0f the event. Based on experience with the
procedure, a six—#ég:h period seems more reasonsgble.

%« Mohave Coal Slurry Snill
Staff took exception %o Edison's treatment of coal expenses
incurred in a coal slurry spill at the Mohave generating station. As
a result of this spill, approximately $77,000 was recorded in the
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13. APS advised Ttah that it planned to thoroughly ezﬁgine and
teat Utah's right to reopen the contract and requested Ftah's
position regarding arbitration.

14. TUtah advised APS that it would cooperag fully with APS’
investigation, but that it opposed the use of’gﬁbitration.

15. TUtah pointed out that arbitration‘yould 20t resolve other
pending contract issues, such as matters relating to ash disposal,
expangsion oL the Four Corners Project onto Ttah's leasehold, and
sulfur specifications.

16. APS confirmed the reasonableness and necessity of Utah's
hardship claim.

17. TFollowing extensive negotiations Utah and the participants
agreed to a revised coatract, eﬁfective January 1, 1981.

18. XRC regulations :equi?e two operable diesel generators at
SONGS 1 in oxder to operate ?ﬁe auclear geaerating unit.

19. A Zire at one of ;he diesel generators ox July 14, 1981,
caused the SONGS 1 facility to de out of service from July 17, 1981,
to August 16, 1981. ;'

20. The fire was caused by a small oil leak in a section of
instrument piping attgéhed to the diesel engine; the oil ignited when
it sprayed onto a ho;/diesel geaerator compoaent.

21. The pipingfthat failed was connected to a pressure gauge
that was determined to have been installed for use during the initial
start~up testing of the diesel.

22. The preésure gauge assexdly was installed with materials
appropriate and suitadle for the temporary testing purpose.

23. The pressure gauge assemdly contained a brass Litting that
was not suitadle for permanent use.

24. It was the failure of the drass fittiag that caused the
leak that caused the fire.

25. ZEconomic harm to its ratepayers is a foreseceadble
consequence of Edison's negligence on account of the operation of
ECAC. o

-
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26. ZEdison had the choice to use material suitable for
permanent installation or for temporary instsllation.

27. The failure of the brass fitting was foreseeadble in view of
its uasuitability for permanent use. P

28. The fire was a foreseeable result of the failure of the
brass fitting.

29. The fire was caused by the failure of thé brass fitting.

30. 0Oa account of the fire Edison incurred replacement energy
costs of $13,147,000 oa a CPUC jursidictio basis.

31. By D.93363 we adopted a gross heég rate standard applicable
t0 Mohave of 10,250 Btu/kWh.

32. 3By D.82-03-053 we provided. for review of the adopted
standard.

%%3. By. D.83=01-053 Edison/was penalized $4.2 million under the
coal plant inceative procedure,/based in part on the original Mokave
standard.

34. Subsequeat study indicates that the Mohave standard should
be 10,550 Btu/kWh.

35. The revised stahdard exceeds the original standard dy 300
Btu/kWh, which exceeds the 1imit of the associated null zoze by 100
Btu/KWh. // .

36. Iz D.83-01-053 we provided that if the revised standard
shows the original standard to be c¢learly unreasonable, we would
consider adjustment of the peaalty.

37. The revision in the stendard would reduce the penalty by
about $1 milliox.

38. The difference between the two standards is material.

39- Iz D.-93363 we provided for adjustments to the cosal plant
inceative procedure results to reflect eveats that occur that should
aot be taken into account.

- 40. Edisoa proposed a aumber of eveats that occurred during
1982 for recognition as modifiers.
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41. Reduced coal production during minimum load conditions
benefited the ratepayers. B

42. Transformer/line loading constraints occur on account of
econony energy purchases.

43. The capacity factor standard adopted for Mohave and Four
Corners already includes equipment failures such as_the hot reheat
line piping elbow Lailure. ’

44. The impacts of the following qualitative modifiers are de
minimis: +transmission line loading restrictfons, storm-related
transmission line tower failure, Zlood in supplier's coal storage
area, coal supplier delivery equipment problems, rainfall inmpact on
Btu content of coazl, and daghouse instxllation.

45. ZExpenses incurred in 2 coal slurry spill at the Mohave
station were not incurred for the plrpose of generating energy-
Conclusions of Law

1. ZEdison's revised contzact with Utah to supply coal for Pour
Corners Units 4 and 5 is reasefable.

2. Edison has a duty to use due care toward its ratepayers.

3. Zdison breached its duty by leaving the drass fitting in
rlace as part of a permanent imstallation.

4. Edison's dreach /of duty was the proximate cause of
replacenent fuel costs.

5. The replaceme?t energy <¢osts were incurred on account of
Edison's negligence. /

6. The replacewént energy <¢o0sts are not recoverable through
ECAC.

7. The original Mohave heat rate standard is clearly
unreasonable. /

8. The coal;@lant incentive formula results should be adjusted
to reflect minimum load conditions and transformer/line loading
constraints, as proposed by Edison.

9. Pailure of the hot reheat line piping eldbow is the kind of
issue that the formula was intended to avoid and should be rejected
as a nodifier. ) '

- 98 =
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IT IS ORDERED that: B

1. Southern Califormia Edison Company CEdiggnﬁ/shall adjust
its ECAC balancing account to remove the CPUC jurisdietional impact
of the replacement energy ¢osts resulting from/;he SONGS 1 diesel
generator fire, plus interest,

2. Edison is authorized to adjust Its ECAC balancing account
to reflect the revised Mohave gross heat rate standard applied to
1981 results.

3, The revised Mohave gross heat rate standard is adopted as
the basis of the coal plant incenrive procedure.

4. Edisom shall adjust the 1982 coal plant incentive procecure
to incorporate the modifying events in the manner specified im the
foregoing conclusions of law.

" This oxder beCOmpé effective 30 days £rom today.
Dated SEP LS'E84 , at San Francisco, Califormia.

{ . /
]

: o y VICIOR CALVO
, Comm;sn;o:q; Fillliam T. Bagley ZRISCILIA C. GREW
bedng noececssarily adsext, did DONALD VIAL

'y
é;‘not particdipate. Commissioners
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Several other issues emerged during these heaxrings. These
include issuves relating to the implementation and interpretation of
the coal plant incentive procedure and guidelines for the
reasonableness review of payments made to alternmative energy
producers.

II1I1. Summary )

In this decision we examine in detail ¢ é/%acts and
circumstances surrounding the remegotiation gﬁxthe contract with Utah
International Corp. rto supply coal for the Four Cormers Coal plant
and find Edison's conduct and the remegot¥ated comtract reasonable.
Accordingly, Edison is allowed to recover costs incurred under the
renegotiated agreement,

We also exaxine in detail/the facts and circumstances
surroumnding the diesel generator fire at SONGS 1 and the resulting
replacement fuel costs. We find that the resulting replacement fuel

costs of about $12.1 millien ‘é not recoverable from ratepayers.

. With regard to the /coal plant incentive procedure, Edison
is allowed to recaleulate the result for 1981 to reflect a revised
gross heat rate standard. /Edison is also allowed to make certain
adjustments to reflect adopted qualitative modifiers.

Guidelines fox purchases from alternate emergy producers
are not adopted.

IV. Issues

A. The Coal Contract
1. Background .
Edison owns a 48% interest in Units 4 and 5 of the Four
Corners Generating Station (Four Corners). The other five
participants in these 800 MW wmits are Arizona Public Service (APS),
Public Service of New Mexico, the Salt River Project, Tuscon Gas and
Electric, and El Paso Electric.
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the common law of negligence to the degree that such analogy benefits
their position, ignoring the other features of eivil litigation of
which those bits and pieces are integral parts. Edison suggests that
perhaps most important for the Commission to recognize is that
negligence law is founded on the basis that the burden of proof lies
with the plaintiff. Edison warns that any selective application of a
part of the law of ngeligence to this proceeding Q;zi%icially
inereases what is already clearly a high buxrden of proof.

3. Discussion

Resolution of this issue is mot nearly so difficuls as
suggested by Edison’s contentions. The;uééerlying policy question is
whether ratepayexrs or shareholders shovld absorb the financial
consequences of the diesel fire. In/this case, based on analysis
of all the circumstances, we have etermined that it is inappropriate,
based on traditional ratemaking pr;nczples to allow ECAC recovery
of the replacement fyel costs Ztributable to the diesel fire.

We need not £ind th Edison was negligent in oxdexr to
reach this result. Indeed g; is probably umwise to inject the
concept of negligence, which is so closely identified as a basis for
tort liability, into the fgtemaking process, where standards for
allowance or disallowancé axre already adequately definmed to xesolve
reasonableness issues. / In reasonableness reviews utilities bear
the burden of proving /the reasomableness of their fuel policies and
so justify recovery of their fuel expenses. As we indicated in
D.92496 in OII 56, f% commencing the ECAC procedure:

"of cou.sé the burden or proof is on the utility
applzcant to establish the reasonableness of emexgy
expenses sought to be recovered through ECAC. Ve
expect’ a substantial affirmative showing by each
utility with percipient witnesses in support of all
elements of its applzca:;on including fuel costs
and plant reliability." (D.92496, &4 CPUC 24 693,701).

We have furthexr refined this standaxd in subsequent ECAC
proceedings. In D.83-04-089, a proceeding involving PG&E's fuel
costs, we stated: |

~67-
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"k Unless PGSE meets the buxrden of proving,

with clear and convincing evidence, the
reasonableness of all the expenses it seeks to

have reflected in rate adjustments, those costs
will be disallowed (In re Southern Counties Gas

Co., 51 CPUC 533 (1952)7 (D.83-04-039, Mimeo, p. 2).

A brief review of the facts established in this recoxd
leads inexorably to the conclusion that Edison's conddgt. resulting
in the f£ire and in the replacement fuel costs, dggs nOT COTPOIT
with our rigorous reasonableness standard. The/instrument that
failed was intended to be temporary. Consequently it was not
nanufactured to the standard of a permanent/ fixture. Specifically,
it contained a brass fitting that was nqp/;uitable for permanent
use. It was the failure of that brass £itting that caused the leak
that caused the fire that caused thé/outage that caused the
replacement fuel ¢osts to be incurred.

At the time that Edison /Anstalled this instrument it had the
opportwmity to choose the quality of the material that it would use.
When it chose matexrial suitable/ for terporary use, it obligated
itself to remove all such ins¢ruments within a reasonable time.
Edison’'s own conduet indicatd@ that it understood itself to be so
obligated, since it did remd@e humdreds of others that were
installed. Edisoen’s failufg either to use material suitable for
permanent installation or/to remove the instrument was umreasonable.
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The evidence also establishes that Edison’'s operating
personnel would be unable to distinguish this temporary instrument
from permanent instruments. Thus the testing personmel's failure
to Temove the instrument could not be cured by the operating
personnel’s subsequent discovery of the error and corrective action.
Under these circumstances the testing persommel were obligated to
exercise a greater amount of oversight than otherwise, perhaps
resorting to such measures as coumting the instruments.

It would be umconscionable /om a regulatory perspective

to reward such imprudent activity by/passing the resultant ¢osts
through to ratepayers.




Edison takes great pride in the manner in which it
responded to the fire, repajired the generator, and restored SONGS 1
to service. Although this pride maybe wvarranted, the conduct does
not affect Edison's 1iability. Rather, it mitigates Edison's own
exposure Lor replacement fTuel costs. d

Baving now determined that tg replacement fuel costs
resulting from the diesel fire cannot passed through to Edison's
ratepayers, we should rote that the/impact of this disallowance on
SDGEE has yet to be addressed by this Commission. At the Lirst
Prehearing Conference in SDGAE's/ last reasonabdbleness proceeding
(A.83-07=016) the ALY requestad/input from the parties as to how such
a disallowance for Edison would impact SDGEE, due to its 20¥ share of
SONGS 1. (TR Vol PEC 5: 13-27.) Since all non-Tesoro related
Teasonableness issues hai7/%een deferred to SDGEE's current ECAC
proceeding (A.84-07-027),/ we expect the parties will analyze this
izsue in the curreant pr?éeeding, with specific reference to the
appropriate ratemaking /treatzent of replacement fuel costs incurred
by SDG&E during the period of the SOKGS 1 outage, in view of this
disallovance. /
C. Coal Incentive Péocedure Issues

1. Mohave Heat Rate

The coal/plant incentive procedure applicable to Edison's
Mohave and Four C?rnera generating stations was adopted by the
Commiession in D.93%63, issued July 22, 1981, in Edison's ECAC A.59499.

As a pﬁ:t of tke coal plant incentive procedure, D.93363
adopted a gross heat rate standard applicadble to Mohave of 10,250
Btu/kilovatt-hour (XWh) ("Original Gross Heat Rate Standard™) with a
Full Zone of + 200 Btu/xWhr and a maximum limit - of + 1,000
Btu/kWh. This original gross heat rate standard was a part of the
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15. APS advised Utah that it planned to thoroughly examine and
test Utah's right to reopen the contract and requested Utah's
position regarding arbitration.

14. Ttah advised APS that it would cooperate fully with APS'
investigation, but that it opposed the use of f;bitration.

15. TUtah pointed out that arbitration would not resolve other
pending contract issues, such as matters {;nging to ash disposal,
expansion of the Four Corners Project onto Utah's leasehold, and
sulfur specifications. y///

16. APS confirmed the reasonabYeness and necessity of Utah's
hardship clain.

17. Polloving extensive negotiations Utah and the participants
agreed to a revised contract, effective January 1, 1981.

18. XRC regulations req#&re two opersdble diesel generators at
S0KGS 1 in order to oyperate the nuclear generating unit.

19. A fire at one of/the diesel generators oa July 14, 1981,
caused the SONGS 1 facility to be out of service from July 17, 1981,
to August 16, 1981,

20. The fire vas caused by 2 small oil leak in s section of
instrunent piping atteched to the diegel eagine; the o1l ignited when
it sprayed onto a hot/diesel generator component.

21. The piping/that Talled was conaected to & pressure gauge
that vas determineg/to have been installed for use during the initiel
start-up testing 3: the diesel.

22. The pressure gauge assendly wvas installed with materials
appropriate and gﬁitable for the temporary testing purpose.

23. The pressure gauge assemdly coantained a drass fitting that
vas not suitadble for permanent use.

24. It was the falilure of the brass fitting that caunsed the
Jeak that caused the fire.
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25. Om account of the fire Edison incurred replacement energy
costs of $13,147,000 on a CPUC jurisdictiomal basis.

26. By D.93363 we adopted a gross hear rate standard applicable
to Mohave of 10,250 Btu/kKWh.

27. 3By D.82-03-053 we provided for review of the adopted
standazd.

28. By D.83-01-053 Edison was penalized $4.2 million under the
¢coal plant incentive procedure, based im part on the origimal Mohave
standard.

29. Subsequent study indicates that the Mohave standard should
be 10,550 Btu/kWh.

30. The revised standard £xceeds the original standaxd by 300
Btu/kWh, which exceeds the limit of the associated null zome by 100
Bru/KkWh.

31. In D.83-01-053 w¢ provided that if the revised standard
shows the original standafé to be clearly umreasonable, we would
consider the adjustment /f the penalty.

32. The revision /An the standard would reduce the penalty by
about $1 milliom.

33. 7Tke differ?nce between the two standards is material.

34. In D.93263 we provided for adjustments to the ¢oal plant
incentive proceduréaresﬁlzs to reflect events that occux that should
not be taken into;éccount.

35. Edison,ﬁroposed a number of events that occurred during
1982 for recognition as modifiers.

36. Reduced coal production during minimum load conditions
benefited the ré%epayers.

37. Transmission line loading restrictions were coensistent with
safe operation of Edison's system and maximization of overall
production.

38. The storm-related transmissior line failure resulted in
wmit trips at botk Mohave units.
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39. Transformer/line loading comstraints occur on account of
economy energy purchases. s

40. Tailure of the hot reheat line pzpzng/élbow'was the result
of gemeric pipe fabrication problems. o///

4Ll. A flood in the coal supplier's coal storage area resulted
in lost genmeration at Four Cormers,

42. Heavy rainfall at Four Corners adve*sely impacted the Btu
content of the coal supply.

43. Start-up testing of new baghouses resulted in reduced
generation at Four Corners.

4t Expenses incurred in afcoal slurry spill at the Mohave
station were not incurred for the purpose of generating energy.
Conclusions of Law

1. Edison's revised contract with Utah to supply coal foxr Four
Cornexs Units 4 and 5 is rﬁpsonable. .

2. The replacement energy costs associated with the SONGS 1
diesel generator fire weré incurred on account of Edisomn's
unreasonableness and are/got recoverable through ECAC.

3. The original Mohave heat rate standard is clearly
mreasonable.

4. The coal plapt incentive formula results should be adjusted
to reflect minimum load conditions and transformer/lime loading
constraints, as prop ’ed by Edison.

5. Failure of;the hot reheat line pipimg elbow is the kind of
issue that the fozuqia was intended to avoid and should be rejected
as a modifier. f

6. The formula should not be adjusted for modifiers found to
be de minimis.

7. The coal slurry spill expemses are not recoverable through
ECAC.
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10. The forzmula should not be adjusted for modifiers found %o
be de mininmis.

11. The coal slurry spill expenses are not recovenaﬁie'through
ECAC.

IT IS ORDERED that:

1. Southern Californiz Edison Compan (Edison) shall adiust
its ECAC balancing account to remove the CPUC Jurisdictional impact
of the replacenxent energy costs resulti é’from the SONGS 1 diesel
generator fire, plus interest. '

2. ZIdison is authorized to adfast its ECAC balancing account
to reflect the revised Mohave gross’ heat rate standard applied %o
1981 results.

5. The revised Mohave gross heat rate standard is adopted as
the basis of the coal plant incentive procedure.

4. BEdison shall adjust/the 1982 coal plant incentive procedure
to incorporate the nodifying/ events in the manner specified in the
foregoing conclusions of Llak.

This order becomés effective 30 days from today.
Dated » 2%t San Francisce, California.




N
2

A8L-0B=36, A.82=0~04 ALY/ ma  ALT-COM-VC

sizilar complexities can be used in drawing conclusions as ¥o The
relative position of Four Cormers mine prices. ZIdison argies that
Tegal Division mixes sizple mines with the more complex Four Corners'
operation. Edison arg:zes that the correct inverpretation shows thav
a% a cozparable cocplexity level, Four Corners prices were )
uncheracveristically low prior <0 The reregotiation. According o
Zdison, in 1982 Four Comners agctual prices were still belcfwf this
Terxet range. Even in 1983, afver the D[l ixmpact ofthe Live-step
increase is reflected in vhe coal price, Pour Cor/ne:/s still has the
lowest coal price when compared with mires of similar complexities.

Thus, Edison contends that the corre’é‘c conclusion to be
dravn from Edison's marXxet price analysis fs that neither arbivration
nor litigation could reusonadly have been expected o result in any
lower price thun Utah, in fact, received for 1982.

3. Discussion

In this case, we will addpt the recommendation of the
Revemie Requirements Division ar d/ Tuel and Operations Branch o the
extent that they Zind that Zdison's coal prices are reasonadle.
Eowever, we will also adopt Iégal,Division's recommendation and
refrain Lrom finding vhat the renegotiaved coal contract is
reasonable. Numerous provisions in the contract lead us to believe
that ratepayers may be sericusly disadvantaged by the new contract.

Waile it is a:/gzable +hat Utel was entitled to some price
relief, Edison has mde'l congideradle concessions which could result
in substantial price i/ncreases. Uzah is now entitled to escalation
based upon monthly ::.'n!dexing revher than historical, aanuel inflation
indices. Ttah will/now de fully reictursed for regulatory and

/
[
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royalty costs. Utah's rate oFf remwm is substantially provected by
the new five-year reopener clause which is triggered bty prevailing
zavkes rates of returns for similar mine investments. And Edison has
now agreed o a minimum obligations clause under waich Four Corners
Tnits 4 and 5 must use 6.3 million tons of coal per year or Py 76
percent of the contrast price; compared to the average take level of
6.7 =llion Tons per year, there is little margin for reducing Four
Corners output withaut trigeering this take-or-pay clanée.

Edison has argied that the price paid under the negotiated
contract is presently favoradble as compared o prevailing coal
prices. Ve agree for the mopent. We also agree vhat market price is
a fair test of the fuel prices paid Yy Edisen. We will in the future
peasure the reasonadble cost of ccal purchased wnder the renegoiated
contract bty comparing the price paid aga‘./nst market price; we expect
that price To remain most favorable to/z:he ratepayer in light of the
fact that Zdison has dealt away what/was once an exvrenely favorsble
contract. Tinally, vake-or-pay ovligations in ratural gas supply
convracts have come wnder intense/seruviny and disfavor. That bias
should be eSfectuated in the case of coal supply contracts, o0,
especielly where, as here, a c;ap':ive geller is involved. Therefore,
if Zdison incurs liabiliti /:for coal not wakxen, it skall record
those liabilities in a nonimierest-bearing account. If and when
Edizon exerciges its x::akeup/ tights, the total price paid (Tthe minimum
wake penalty plus the cos? under the makeup provision) skall be
recoveradble o0 the extent determined reasonable through ocur ECAC
reasonableness review p;écess.

/

/
!
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*

of that procedure was to reward or penalize based on performance, not
based upon the number or form of recoxds kept or presented.
k. Discussion
The coal plant incentive procedure is intended to

/
provide Bdison with an inceative to optimize p:o%yct;on from its coal

plants, while protecting the ratepayers' interest in lower rates.
The qualitative modifiers concept provides a {ethod for either
adjusting the results of the procedure formula éo reflect cextain
kinds of events that occurred during the/§:a:, or for suspending the
procedure for the duration of the ev . As we stated in D.932363,
such medifving events are generally Devond the ability of management
to control or foresee.

The implementation of the procedure is still in its
early stages. Edison has proposed a number of different types of
events for iaclusion. oOux decision should provide guidance for the
parties in subseguent p:oceeZc

We start with/the premise that the purpose of the
procedure is to optimize production, not to maximize production..
Thus, when system loaéd conditions indicate that reduced production
benefiss the ratepayer,/ Edison should not be confronted with a
situation where the ratepayer and shareholder interests conflict.
Thus, ninimum load coéditions ané transformer/line loading
constraints cualify as modifying events. Since the ratepayers
benefit when such conditions occur, Edison should be rewarded by
sharing in the ben?fit. Although the overall impact of these
modifiers on Edisoi's rewaxd is de minimis, we want o eliminate any
pexverse incentivés restlting from our acdoption of the coal plant
incentive procedu&e. Thus, the formula should be adjusted to reflect
those events, as/proposed by Edison.

ings.

'
{
o
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Staff contends that Edison has failed to prove that oil
and gas generation was reduced to the minimum before coal produééion
was reduced. We are satisfied with Edison's showing. In dé;, this
showing points to & more hasic problem with Edison's s;igéing
resource mix. Ideally, Edison should not have to back down its
baseload coal plants in oxder to accept cheaper pxrchased power. As
this problem may be significantly worse with SOXGS 2 and 3
operational, we have serious congcerns over wiether Edison's resource
mix is economically optimal. We understand that our staff is
addéressing this issue in Edison's curreny reasonableness review
proceeding (A.84-02-1l), and consequenyly we anticipate revisiting
this issue in the near future with the benefit of a more highly
developed recorxd.

The remaining events fcited by Edison are altogether
different. The adopteld target cipacity factors of 61% for Mokave and
59% for Four Corners are far ow the original design criteria and
implicitly incorporat non-ex?rao:dinary adverse events such as
those experienced in 1982. Thus, these modifiers are rejected. We
note further that all these/events, except the failure of the hot
reheat line piping elbows, /are truly de ninimis; combined they would
reduce Edison's reward by/about $250,000. It was never our intent
to burden the coal plant/incentive program with evaluation of
minuwtae of this sort.

We observe that Edison has encountered some difficulty
in complying with the frovision in D.93363 requiring that it notify
the Commission that it intends to claim a modifying event within 90
days of the occurrence of the event. Based on experience with the
procedure, a six-mo Qh period seems more reasonable.

3. Mohave Coal Slurryv Spill

Staff/took exception to Ldison's treatment of coal expenses
incurred in a coal slurry spill at the Mohave generating statiom. As
a result of this spill, approximately $77,000 was recorded in the
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25. On account of the fire Edison incurred replacement energy
costs of $13,147,000 on a CPUC jurisdicrional basis. -

26. 3By D.93363 we adopted a gross heat rate standaré/applicable
to Mohave of 10,250 Btu/kWh.

27. By D.82-03-053 we provided for review of /the adopted
standard.

28. By D.83-01~-053 Edison was penalized §4.2 million under the
coal plant incentive procedure, based in pazt on the original Mohave
standard.

29. Subsequent study indicates that the Mohave standard should
be 10,550 Bru/kWh.

30. The revised standaxrd exceeds the origimal standard by 300
Bru/kWh, which exceeds the limit of/the associated null zone by 100
Bru/kWh.

31. In D.83-01-053 we provided that if the revised standaxd
shows the original standaxd t:/be clearly umreasonable, we would

. consider the adjustment of the’ penalcy.

32. The revision in the standard would reduce the penalty by
about $1 million,

33. The difference éﬁtween the two standards is matexrial.

34. In D.93363 we p}ovided for adjustments to the coal plant -
incentive procedu:e-resﬁits to reflect events that occur that should

not be taken into account.

35. Edison propoééd a number of events that occurred during
1982 for recognition as modifiers.

36. Reduced c3p1 production during minimm load conditioms
benefited the ratepayers.

37. Transmission line loading restrictions were consistent with
safe operation of Edison's system and maximization of overall
production.
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38. The capacity factor standard adopted for Mohave and Four
Cormers already includes non-extraordinary adverse events such as
the hot reheat line piping elbow failure, transmissioq/line loading
restrictions, storm-related transmission line tower Qilure, £lood
in suppliex®s coal storage area, coal supplier dei§:Zry egquipment
problems, rainfall impact on Btu conteat of coal, and baghouse
installation.

39. Expenses incurred in a coal slurry spill at the Mohave

& station were not incurred for the purpose of generating energy.

Conclusions of Law

i, Ed&eon&s—revfsed—contrzc§7wich-ﬁtah-t0“§ﬁ§$1y coal for Four
o’ I e
Comexs. Unitsb~and=—S—is—reasonable-— . S

2. The replacement energy/GOSts associated with the SONGS 1
diesel generator fire were inspxred on account of Edisen's
wmreasonableness and ave nOt/recoverable through ECAC.

. 3. The origimal Mohave heat rate standard is clearly
wreasonable. . //

4, The coal plant dAncentive formula results should be adjusted
to reflect minimum load /conditions and transformer/line loading
constraints, as propos?ﬁ by Edison.

S. The remainder of the events cited by Edison are the kinds
of issues that the §6rmula was intended to avoid and should be
rejected as modifigrs.

6. The coa;fslu::y spill expenses are not recoverable through
ECAC.

~ 98 -




