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INTERIM OPINION

Interim Decision (D.) 84-08-118 in this proceeding
authorized Pacific Gas and Electric Company (PGAE) to revise its
electric rates under its Electric Cost Adjustment Clause (ECAC),‘
Electric Revenue Adjustment Mechanism (ERAM), and Annual Energy Rate
(AER) procedures. ' |

' The issues remaining to be resolved are those asSocinted
with PG&E's annual reasonableness review for both its gas and
electric departments. In the initial pnase of this proceeding
evidence was adduced by PG.E and our staff on the. reasonableness
issues. Resolution of reasonable review. issues. (other tnan inventory
fuel oil sales) was deferred to this decision, in order to expedite
the interim decision on ECAC, AER, and ERAM issues.
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PG&E introduced Exhibit 37 in the initial phase of the.
proceeding which contains the settlement . agreement ‘between PG&E and
Chevron U.S. A, Inc. (Chevron) resolving a civil court auit with
respect to ccntracts entered into by PG&E and Chevron for the sale
and purchase of fuel oil and for gas transmission to Chevron
facilities. D.84-08-118 stated that the effect of the Chevron
settlement payments on ECAC and AER revenue requirements would be -
based on the additional evidence adduced in this phase of the.
proceeding. Further hearing limited to the Chevron contract
settlement agreement issues was. held on August 13, 14, 22, and 28;
1984 before Administrative Law Judge (ALJ) John W. Malloéyfin'San
Francisco. The matter was submitted subject to the receipt of ,
concurrent opening briefs on September 7, 1984 and concurrent closing
briefs on September 14, 1984, which have been filed.
Reasonableness Review

The reasonableness period under scrutiny in this proceeding

is February 1, 1983 through Jasuary 31, 1984. During that period
there was an abundance of hydroelectric energy and na;uraIVQas. The
winter in the record period was the second consecutive weciwintcr in
northern California and the Pacific northwest, resulting in more than -
usual hydroelectric emergy. In that periocd. the Organization of
Petroleum Exporting Countries lowered the benchmark price of crude.
0il, and domestic and other foreign oil prcduccrs?fclicwcd~suitc
Natural gas suppliers reacted by changing their priciug policies;
These were the major pricing considerations faced by PGXE's fossil
fuel management in tae record period. ' |

Iavestigation of Reasonableness Issues

PG&E and our staff prepared and presented detailed aualyses
of PGXE's electric and gas operations in the record period. . Theae
analyses were received in evidence as PGXE's Exhibit 5 and staff
Exhibits 6, 14, and 15 (electric) and 8 and 22 (gas). Applicant's
exhibit covers all phases of its electric and gas plant operations
and fuel purchase strategies during the record period. Based on its
detailed showing PG&E asks that we find. its operaticns in the rcccrd
period were conducted in a reasouable manner.

-3 -
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Scope of Staff Investigation‘

The staff investigation and analysis in this proceeding
were the most extensive ever conducted in a PGEE ECAC, AER, and.
electric and gas reasonableness proceeding. Iwenty-three ‘staff
nemders, including one attorney, five ac¢eountants, and one analyst
from the Revenue Requirements Division, and sixteen engineers and’
analysts from the Utilities Division, contributed to the erfort..
svery»conventional steam power plant was investigated on-site by ;
staff engineers. Areas covered included:

Bydroelectric Generation

Power Purchases

Dispatching

Fossil Fired Generation

Geothermal Generation

Minimum Thermal Generation Requirements
Pacific Northwest Iransaission Intertie Utilizatioa
Cost and Unaccounted for Energy
Cogeneration

Fuel Prices _

Fuel Management

Rate Design

Revenue Allocation

Sales

Gas Sequencing

Gas Plant Operations

In addition, the Revenue Requirements Division accountants audited ;V
the ERAM account.

The staff, based on its review and analysis, found no
reasons to recommend disallowances. The folloxing recommendations
are set forth in the staff report.

Electric Department

Use of Pacific Intertie - :
Between September 21, 1983 and October 7, 1983, an outage
occurred in the Pacific Intertie when the Pacific AC Intertie towers
were blown down, south of PG&E's load center. While the outage did
not affect the amount of electrical power rlowing into PG&E's system,
it did reduce the amount of power flowing to SCE and SDG&E, thereby |
ereating an excess situation. Staff queried PG&E.as to~why it aid
not purchase this excess power. PG&E asserted that the Pacific '

-4 -
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Intertie Agreement did not allow any of the companies to buy nore -
power than their allocated percentage (PG&E 50%, SCE 43%, SDG&E 7%).
Utilities Division staff (UD) reviewed the contract entitled MCA .
Companies Pacific Intertie Agreement between PG&E, SCE end SDG&E" of
August 25,11966. The contract does not'appear to precludeuseheduling
more pouer than PG&E's 50% share of the intertie, but states (on’
page uo):""xo Company shall schedule deliveries of Northwest Power
over the Cogpany-assured Intertie Capacity of any other Company or
such other Company's transmission capacity referred to in (2) above
without the approval of the Coordination Committee."™ PG&E—has not
shown that it asked the Coordination Committee for approval to use
excess available capacity between September 21, 1983 and October 7,
1983. .

PGLE is reminded that we will expect it to seek additional
capacity ow the intertie when it is beneficial to the ratepayers.

.Losses and Unaccounted For Energy

.[‘

Losses and unaccounted for emergy constitute a large
component (9.68% in PGXE's forecast and 9.15% in UD's) of PGAE's
load. TUD recommends that PG&E should undertake all cost-effective
measures, within the limits of the expenditures authorized in general
rate proceedings, to reduce lost and unaccounted for energy. Review
of these measures is done in connection with general rate
proceeding;. Therefore, UD did not review the reasonableness of
PG&E's act“ons to reduce lost and unaccounted for eleetricity in
connection with this proceeding, although PG&E has programs designed :

-
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with this goal in mind. UD recommends that both PG&E and tne
Commission, in the next general rate proceeding, consider substantial
expansion of these types of programs to the extent it is cost-.
effective and otherwise feasible to do so.

The foregoing recommendation, while not strictly within tne
context of the reasonableness review procedure, should be. adopted-
The record indicates that the reasons for the substantial yearly .
variations in the amounts of losses and unaccounted for energy are
unknown to the parties, and that the studies undertaken by PG&E nave
not, up-to~this tine, pinpointed the reasons'for such'variations-
Items Carried Over From Previous Proceedinga' o | ‘

In connection with this proceeding the staff reviewed ECAC
related decisions going back as far as 1976. It specifically |

addressed all carried-over issues in this proceeding. Tne issues :
were:

The reasonablenss of 1982 payments made to tne c
steam supplier for Geysers Unit 15.

The amount owed to PG&E for capacity sales to the
Central Valley Project (CVP).

Recovery of recorded oil sales losses.
The heat rate standard adopted in D. 83-08—057.

Settlement of litigation of facilities charges
with Chevron. .

Geysers Unit 15

Ordering.Paragrapn 3 of D. 83-08-057 (the last annual '
reasonableness proceeding) states:

"PGE&E should be placed on notice that the fuel-‘
related operations of Geysers Unit 15 during the
April 1, 1982-Januvary 31, 1983 review period and
thereafter will be scrutinized in the next annual .
review to determine whether a penalty should be
imposed for the low c¢apacity factor of that unit,
and to determine whether the low capacity factor
was %the result o an inadequate fuel supply.”

OQur staff examined the causes of TUnit 15'3 low'capacity
factor with particular attention to the adequacy of the steam
. supply. The staff report states that, like other Geysern units, Unit
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15 suffers from a wide variety of ills associated with impubitiee in
the geothermal steam. In addition, it appears that at its location,
near the edge of the developed steam field, there may not be- enough
stean to operate the unit at its full nameplate rating. '

The staff report states that in order to correct problems
affecting Unit 15's capacity factor PG&E has done the followings:

1. Replaced with a longer lasting material
leaking turbine steam seals that were

contributing to the noncondensibdble gas
problem.

Procured equipment to improve condenser
efficiency by c¢ontinuous cleaning. This -
installation appears to be nearly complete.

Procured-replacenent. fourth stage turbine
blades for installation next fall.

Planned condenser modifications and inoreases
in air ejector capacity to handle the present
increased noncondensible gas levels in the
steam. Installation is scheduled for 1986.

The report further states that, unless other breakdowns
occur or there is a further increase in noncondensidle gases, these
modifications should enable the unit to develop its rated output if
sufficient steam s supplied. Almost from first operation, steam
availability at this location has been disappointing. Both PG4E and
its steam supplier, Thermogenics, have retained consultants to
evaluate the field and all parties appear to be cooperating in
attenpts to increase the steam supply. Thermogen;os expended an
anount nearly equal to its total revenue on drilling last year. If
sufficient steam is not available in that part of the Geysers, there
is a possibility steam could be brought from other parts of the field
although this would involve obtaining easements aeross private
property. :

Under the steanm supply contract, PG&E is not obligated to
pay for steam supplied in any month when that steam is not adequate |
to maintain a 50% capacity factor. PGXE points out, however, that
although the Unit 15 capacity factor was substantially‘below 50%,

. this was not due exclusively to a stea.m shortage.
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UD asked PG&E to calculate what the eapacity‘faotob~would‘
have been if the plant could have efficiently utilized all the steam
available. PG&E furnished data which showed that while the .Steam
supplied in most months is insufticient_to maintain a 50%" capaeity
factor, it is often a ¢lose call. Starff states that, if PG&E
attempta to recover payments made in those months, expensive and time-
consuming litigation would probably ensue. The cooperative '
relationship with Thermogenics would be replaced with an adversary
one. PG&a is Thermogenics' only customer. Staff believes that it
PG4E obtained a Jjudgment against Thermogenies the aupplief might«be'
unable to pay. In any event, if Thermogenics' steam sales revenue is
cut off, it would be unadle to contihue dfilling for long. PG&E has
the option to undertake the drilling itselfl but there is no- basia ror
assuming that PG&E could accomplish it at a lower—cost to the
ratepayer than at present. ‘

The staff report states that the ratepayers' interest would‘
seem to be best served by attempting to increase the steam supply ‘
until the limit of the field is reached and then operating the unit
at whatever c¢apacity can be attained. Staff recommends that the
feasibility of bringing steam in from other fields should also_oe
investigated should further drilling prove unproduetive.- ‘

. Staff concluded that PG&E appears to be exerting_reaaonable
efforts to improve Unit 15's performance. UD found no imprudent
actions on which to base a penalty. UD does not reeommend that PG&E
be encouraged to invoke the nonpayment provisions of the steam supply*
contract as long as the steam supplier eontinues to-make a good fai
effort %o supply sufficient steam. ‘ ‘

We agree with the staff conclusions. The opebation’of )
Geysers Unit 15 will be monitored by staff as part of its oagoing
review of the reasonableness of PG&E's operations | |
Capacity Sales to CVP:

The issue of the ratemaking treatment of revenuea owed to
PG&E for capacity sales to CVP should be held over to the next annual

. ECAC/AER and reasonableness proceeding pending resolution of tne
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dispute between these partles as to the appropriate payment level
(PGLE contends CVP's payments to it are too low). In D. 83%08-
057(Mimeo, p. 23) we adopted stafr's‘recommendation that the amounts
billed to CVP by PG&E be credited to the ECBA on an ongo;ng basis,
subject to review by the Commission when the dispute'between‘PG&Ejand
CVP is resolved. PG&E should continée”this'crediting procedure; it

should alse keep E&C staff informed of any significant developments
zn ‘this matter.

0il Sale Losses ‘ ‘ o ‘ L R
- The appropriateness of sales of excess fuel oil in storage,
both for the record period and the forecast period, was discussed in
Interim D.84-08-118. In that decision we found that record period
0il sales were reasonable. That decision alse determined the -
appropriate interim ratemaking treatment for record period and
forecast period oil sale losses. The decision lndlcated that
although a different method of allocating fuel oil losses between
ratepayers and shareholders was adopted in that decision, we are
still interested in using the approach desc¢ribed in D. 83h08—057 in
analyzing fuel oil sale losses in ruture ECAC proceedings.p Thus, in
Ordering Paragraph 3 of D.84-08-118, we directed PG&E, our stafr, and
Toward Utility Rate Normalization (TURN) to conduct 1nforma1 |
workshops to develop a plan for implementing the D. 83-08-057
"hold/sell option" approach to allocating fuel oil sale’ losses,'and
to file ia this proceeding a written workshop report on or before ,
November 1, 1984. At the hearing on August 28, 1984, PGAE requested
that the filing of the workshop report be delayed to February 1, 1985

in order for PG&E, staff, and TURN to thoroughly analyze the factors
involved.

D.84-10-006 issued Qctober 3, 1984 suspended the operation‘ﬁ'
of Ordering Paragraph. '3 of D.84-08-118 until further order of the
Commission, pending review and action on PG&E's applicatlon
for rehearing and TURN's petitlon for modification of D. 84-08-118.«
Heat Rate Standard Adopted in D.8§3-08-057

The heat rate is a measure of the emergy converSion_
efficiency of a steam-electric generatiﬁg’unitp‘-Itjrepresepta the
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amount of heat input in British Thermal Units (Btﬁs) required to | o
produce one kilowatt hour (kWh) of electrical energy. The higher the.
heat rate, the more input energy is required to produce tha'aame
output emergy. In D.83-08-057 we adopted an annual heat rate
(10,809 Btu/kWh) proposed by PG&E coupled, with a forecasi‘ébntaining_
more hydro than PG&E had projected, because we believed that with
better naintenance and more efficient plant utilization the heat rate
¢ould be improved. Subsequently, in arfirming that decision, in
response to PG&E's Petition for Modification, we stated:

"PGLE contends that the adoption of a heat rate which
is lower than 1982 recorded levels is inconsistent with our:
adoption of a resource mix whieh c¢ontains less thermal
generation than 1982 recorded levels. PG4E argues that if
nonfossil resources are increased with a corresponding
decrease in the thermal requirement, loading patterns will
be affected, and it is reasonable to assume that the heat
rate will suffer, i.e., increase. At first dblush, PG&E's
contention seems to have some merit. Nonetheless, it was
our intent in D.83-038-057 to look beyond this narrow
correlation. We stated then, and we reaffirm now, that we
expect PGEE to devote sufficient resources to the operation
of its electric steam plant system to reverse the trend of
steadily worsening heat rates and to achieve a heat rate at
least as good as that adopted for the forecast period.
Therefore PG&E's request should be denied. (D. 83-12-0#9,
Mineo, p. 5). \

In the instant proceeding PG&E continued to dispute what it

regards as the Commission’'s sole reliance on the system average heat’
rate as a measure of efficiency of PG&E's fossil units. PG&E’
submitted testimony indicating that a particular unit's heat rate is
highly dependent upon the unit's load; thus as the load'on7tﬁe'unit
is decreased (e.g., due to increased hydro availability), thé unit's
heat rate will increase. According to PGLE, 67% of the 403 Btu/kWh
difference between the adopted forecastedfheat rate of 10,809{B£u/kwh
and the recorded 1983 heat rate of 11,212 Btu/kWh is attributable to
a decrease in utilization of conventional fossil units as compared to
tbe forecast; the remaining 33% differential is "statistically
insignificant", according to PGLE's testimony. ' |
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Staff agrees with PG&E that the system average heat rate
standard is not a sole measure of how efficiently the plants are
using fuel or of how well they are maintained. The staff repért-
indicated that PGXE's tested heat rate, which is indicative of the
operational heat rate should fossil fuel plants be used,_improvédi
slightly (on a average about 0.5%). The report states that given
the level of effort displayed by the utility in the‘IOrecaSt,period,
the heat rate shbuld-improve.in‘the forecast period. A forecast heat
rate was adopted ip D.84-08-118 which reflects the expeéted' '
{mprovement. ' ' , o

To improve operations of conventional steanm plant;,;wnich
would also tend to improve heat rates, staff recommends that PGLE:
shohid increase the pace of modernization for monitoring and control,
with the exception of the Kern Power Plant. It should also increase
the use of personal computers for record keeping. At pbesent, many
of the records are hand tallied, making for ladborious calculations
and increased chaance of errors. The staff recommends that PGAE
should not be penalized for not meeting the heat rate standard set in
D.83-08-057 and reaffirmed in D.83-12-049. :

The staff's recommendations will be adopted, with the
exception of its recommendation against a penalty.

In D.83-12-049 we explicitly recognized that the D.83-08-
057 adopted forecast and heat rate were not entirely correlative.
Thus the PGAE and staff testimony detailing the impact of increased
hydro availability on a particular unit's heat rate presents us with
no dramatic nevw 1lpsight; it merely repeats what we dlbeady'noted‘in1
D.83-12-049, i.e., the heat rate will suffer if pon-rossil resources .
are increased with a corresponding decrease Iin the thermal '
requirement. PGLXE and staff have misread the tenor of our earlier
decisions. Our clear purpose in adopting the 10,809 Btu/kWh rigure
was to provide a strong incentive to PGEE to devote its resources
(and maintenance efforts) to theredy improve its steadily worsening
heat rates. Apparently there has been slight improvement (0.5% on
the average) in the beat rate tests of the fossil units ope:&tiﬁgj at théix_:
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‘ .:ated capacity: however, chere is ‘no evidence in this p:oceeding‘tbat“ iuch an
improvement has also occurred at loadings below r&ted capacity, where units are
operated during times of low load or abundant non-fossil generation. Having
established the standard, it iz inappropriate now to ignore the fact for
reasonabieuess review purposes that PG4E has failed to meet it. Nor has PGSE
presented any affirmative evidence that it made a reasonable effort to try to
achieve tbe standard, given hydrc constraints. When an allowance is mad_é- for .
that factor, PGSE still bas not met its buzden of proof, since the only evidence
it bas presented merely reiterates the theme that it aﬁgued- previously in A.83-34-19.

We also £ind unconvincing PGSE's testimony that 67% of the 403 BTU/KWh
differential is due to decreased utilization of fossil units, as measured by the
"output factor” of those units. This percentage is based on a correlation of output
factor and system average heat rate based on data from 1977" thxoughfll983‘ ‘(ﬁgu‘:e 3D
in Bxhibit 2). We questiox;- PGSE's use of 1983 data in establishing this correlation,
because the correlation is then used to show the reasonableness of the 1983-$y£tem ’
average heat rate. A correlation fit to 1983 data will obviously show that data

to be reasonable; PGSE's reasoning appears circular. We notc that a simple"linear
. regression of the heat rate versus output factor data for 1979=-82 in Table 3I

of Exhibit 2 yields the result that only 25% (101 BTU/kWh) of the 1983 di;!:::ential
is due to decreased output factor. Thus PGLE's argument apﬁeaz_s open to ques.tion.t
In view of the state of the record on this issue, we have ixisufficient information
to calculate an appropriate disallowance at this time. | '

Since this application remains open anyway for consideration of the
f£iling submitted by PGLE on the Econony Energy Sales Issue (D.84-08-118;- O:dering' ‘
Paragraph 2), we will require the Public Staff to file a disallowa.péc- calcu_la_tion
in this proceeding based on an appropriate formula such as the following: '

i average Btu/kWh shortfall . kWh generated du:ing-T
commodity based in comparisen " period Feb. 1, 1983
cost of x of 10,809 Btu/kWh x. thru Jan. 31, 1984
gas for the and actual heat rate '
period Feb. 1, for Feb. 1, 1983 thru

1983 thru Jan. 31, 1984, as .

Jan. 31, 1984 adjusted. for decreased

| $/Mmce fossil unit vtilization
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The disallowance we‘ultimatély adopt will bé.baSed=on'a
differential, adjusted for hydro erfeéts. Thuﬁ‘atafr's calculation‘
should highlight how muck of the Btu/kWh differential is associated
with a decrease in utilization of conventional rossil units as - ,
compared to the forecast, 30 that this amount can be eliminated from
the disallowance calculation. Staff's calculation should e filed by V//
January 31, 1985; PG&E and other appearances of record will be

allowed to file responses on or before February 15, 19853‘ Our
decision will issue thereafter. o
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Gas Department . | ,

As part of staff's prepared testimony on the reasonableness
of PGE's gas operations, it proposed a change in the regulatory |
framework that was intended to provide the company with an incentive
to minimize its exposure to take-or-pay and minimum_bill,iiab;litiea
(Ex. 8, pp.-2-13 = 2-22). After strenuous objections by PGLE and
Southern California Gas Company, the ALJ and assigned Cémmiasioner
determined that this matter should more properly be addressed im an
Order Imstituting Investigationm (O0II) (Tr. 658).

TURN urges the Commission to move expeditiously in: issuing
and scheduling hearings on the 0II, as TURN believea the topics
raised by the staff witness are ones for which time is of the
essence, since remegotiations of long-term ras supply arrangements
are either already in progress or at least imminent. . ‘

After further review, the Commissfion now concludes that the
OII should not be issued at this time. Changes in Canadianp
government policies should produce reduced take-or-pay provisiona for f
Canadian gas which, together with elimination of federal price’
controls, should force lower minimum bill proviaions ror purchases of
El Paso gas. We will monitor these events with a view. to opening an
0II should our expectations prove erroneous.

The Chevron Contract . ‘

On May 16, 1984 PG4E and Chevron executed an Agreement of
Conpromise Settlemen?® and Release (1983 Settlement Agbeement)
providing for a new fuel ¢0il arrangement between PG&E and Chevron and
also settling the pending litigation and all related disputes
concerning PGEE's purchzse of low sulfur fuel oil (LSFO) from ‘
Chevron. PG&E requests that the Commission find reasonable in all
respects, and authorize PGXE to recover in rates, the full amount of
payments provided for in and resulting from the 1984 Settlement , |
Agreement. The revenue requirements contained in amended Application
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(R.) 84-04-028, filed on May 16, 1984, included'payment& PG&E would
make to- Chevron through July 31, 1985 under the 1984 Settlement
Agreement and the associated energy costs.

PGYE's request is an outgrowth of Commission proceedings
held in 1982 and 1983, relating to the then pending'disputesibetween
Chevron and PG&E concerning LSFO purchase obligations. These
proceedings are briefly summarized below. _

In A.82-06-08 and A.82-06-20, PG4E and Chevron requested
that the Commission validate an LSFO_anrangement executed~in«early
1982 (the 1981 LSFO contract) and authorize PG4E to recover
approximately $40 million in facility charge payments fer tne
ECAC/AER forecast period beginning August 1, 1982. In D.82-12-109 we
declined te'authorize recovery of the faclility charge payments called
for under the 1981 LSFO contract on a prospeetive~basi;ft‘WQ:did' |
pernit PGXE to record future facility charge payments to,Chevron:in-
an ECAC balancing‘subaccounte We also declimed to authorize an
amendment to the Gas Purchase Agreement-Rienmond Refinery (Gas
Purchase Agreement Amendment) which was required to facilitate the
Gas Transportation Agreement executed by Chevron and PG&E in 1982. -
The 1981 LSFO contract was conditioned on the receipt of
authorizations necessary to implement the gas transportation.

Following D.82-12-109, the 1981 LSFO eontract between PG&E
and Chevron was abandoned and the parties resumed negotiations.
Pending resolution of the contract disputes and a request for rate
recovery, in PGE's 1983 reasonableness proceeding (A. 83-04-19,,
D.83-08-057), we again authorized facility charge payments,. i any;
made to Chevron during the" intervening periocd to be recorded within
an ECAC balancing subaccount.

On May 16, 1984, PGLE and Chevron executed the 1984
Settlement Agreement which was the subjeet of the further-hearing.

In amended A.84-04-028, PGLE has requested: (1) authority to adjust
its electric rates in an amount sufficient to recover "ECAC subaecount '
payments previously recorded or required to be made under the 1984 ‘
Settlement Agreement, (2) rate authorization of amonnts whieh will be.

Do
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paid under the agreement during the ECAC/AER test period, .

(3) approval of the payments under that agreement to be made aflter
July 31, 1985, and (4) recovery of additional geothermal steanm.
payments resulting from the settlement. ‘

The 1984 Settlement Agreement between Chevron and PGLE is
made explicitly conditional upon receipt, not later than December 31,
1984, of approval from the Commission Of the terms thereof and
authorization by the Commission for PGLE to recover in rates the full
amount required to carry out the obligations set forth therein.; ir
such timely approval aad authorization are not forthcoming, the 198&
Settlement Agreement will become null and void. ;

Additional evidence on the four issues described above was
presented on benalf of PG&E Chevron, and our staff. Those parties
and TURN presented oral argument on the issues other than recovery of
adgitional geothermal steam payments resulting from the settlemen..
That issue was briefed by PG&E, staff, and TURN.

PG&E's Evidence _ _

PG&E, in‘Exhipit 35, presented the testimony of three
witnesses to demonstrate the reasonablesness of the Settlement
Agreement and the associated rate recovery. v

The testimony describes, from PG&E's standpoint, an ‘
overview of the events and circumstances leading to~the restructuring
of the 1976 PG&E/Chevron LSFO contract, as reflected in the 1981‘?
contract, as follows: »

Prior to 1972, PG&E's fuel olil requirements for power :
generation were low. 7Total consumption was no more than 1.to 2
pillion barrels of residual fuel o0il per year and could be satisfied
through short-term and spot p&rchasesvat relativeiy low ¢cost.
Beginning in late 1971, the combination of more stringent air quality
standards in California and nationally resulted in incfeased’demaﬁdsx‘
for fuel oil with low sulfur content. Most refineries producing
residual fuel oil during that period were not equipped with
desulfurization facilities to meet this growing demand. Due to a.

’ variety of iphibiting facters, it did not appear that new refining
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capacity to produce requisite quantities of LSFO would readily be J‘
fortheconming.
At the same time as demand for LSFO was increasing, natural
gas deliveries from El Paso Natural Gas Company, one of PGEE's _
principal suppliers, became subject to ¢urtailment, and forecasts of |
future deliveries began to show a steady decline in gas :
availability., Projected supplies of Californiargas,were‘similarlyg
declining. ‘ - | _ o |
These factors caused PG&E to forecast in 1973 that its LSFO =
requirements for 1974 would be 4% million barrels, with ever
increasing requirements amounting to 80 million barreln‘by'the nid-
1980s. Given these demand projections and the variables. that'were
working against inereased spot supplies of LSFO, it appeared that a
significant gap would develop between LSFO requirements and projected
supplies. After investigating the declining supply situation, the
Commission, in D.81931, encouraged California utilities to enter into
long=teraz fuel <contracts necessary to secure the needed aupplien of
LSFO. PGXE responded to this direction and its own forecasted supply
gap by entering into long-term LSFO contracts with ARCO and Union Oil
Company of California. The quantities of LSFO available under those:
contracts were not sufficient to meet PGLE's projected LSFO demands.
PG&E's largest contract was. eatered with Standard Oil
Company of California. (Its wholly owned subsidiary, Chevron, later
became successor in interest under the contract.) Its-structure and
underpinnings were substantially different tnan PG&E'a other LSFO
agreements. : = -
The 1976 LSFO contract provided for purchases of 15 million e
barrels of LSFQ per year over a ten-year period - 1976 through 1985.
PG&E believed that the length of this purchase. commitment was a
signiricant factor in securing Chevron's supply'obligation., As of
1973-T4, Chevron did not have the West Coast refinery capability to
produce the quantities of LSFO required to be delivered under the ,
contract. Because PG&E agreed to purchase 15 million barrels of LSFO
. per year over that ten~year period, Chevron agreed to commit
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significant capital to conmstruct the facilities‘necessary”to;nroduoe'"
sufficient quantities of LSFO that would, at thefSane time,\meettthe
stringent California air quality standards. :

When the 15 million barrel purchase obligation under the
1976 LSFO contract was combined with the ARCO and Union 0il contract.
volumes, these three contracts would have provided PG&E annually witn‘
26 million barrels of LSF0, still far less than the PG&E proﬂected
LSFO requirement of 35 million barrels for 1976.‘ Even’ in 1976, this:
combined amount was perceived to leave sufficient latitude to adjust
fuel purchases to changing gas availadbility and seasonal conditions.
Similarly, when projected towards the 1980s, when LSFO use was -
forecasted to be 57 million barrels per year, the Chevron purcnases
were not perceived in 1976 to be likely to constitute a dom&nant
segment of PG&E's future fuel policy. At the same time, given
Chevron's extensive domestic petroleum position and its positzon as
an influential member of ARAMCO, PG&E determined that of the major |
integrated refiners with whom PG&E might contraot,'Chevron Ofteredr'
the greatest capability to deliver necessary quantities of LSFO
during difficult supply periods. ‘

The mid-1970's period of declining gas supplies has not
continued. The last years of that decade and the 1980s reflect a
period of repositioning of LSFO as a supplemental and relatively
expensive fuel. Although PG&E did dburn 35 million‘barvelsoot LSFO in
1977, the need to burn high priced LSFO'has.rapidly diminished.i
Thus, while in March 1976 it was estimated that PG4E's 1983 demand
for LSFO would be over 60 million barrels, the afailaoility,of‘
hydroelectric generation, abundant natural gastuopiies,'and the
combined effects of conservation and a'sluggieh.economy'have resulted
in a dramatic reduction in requirements for LSFO. Ine:primery'use
has been as a standdby fuel totcover adverse cirenmstances*when
natural gas was curtailed for use in power plants. PG&E‘sﬂtotal LSFO
consumption for 1983 was omly 1.2 million barrels. LSFO consunption
for 1984 is estimated to be approximately 120, 000 barrels.
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- In response to this changing need for LSFO PG&E has
continually reduced its LSFO purchase commitments and- terminated them
where possible and prudent. PG&E's ability to reduce purehases was
constrained by the long-term ¢ommitments entered into in the early
1970s. Although PG4E negotiated limited underlift rights 'in 1978 and
1979, by late 1980 the LSFO problem was more pronouneed. By early
1981 the probdblem of excess LSFO supplies had become a dominant -
feature of PGE's fuels policy. o

Faced with the dimlnishzng LSFO requirements, Chevron aad
PG&E entered negotiations in early 1981 to adjust the contractual
relationship. Those negotiations concluded with the 1987 LSFO
contract which was presented to the Commission in A,82—06-08. " That
contract contained minimum and maximum purchase obligations which,
although higher perhaps than optimal, were expected to be withig)
PGLE's capability to utilize. In consideration of the additional
fuel flexibility afforded by the 19871 LSFO contract, PGXE agreed to
pay Chevron an escalating facility charge of approximateIY'$36.75
million per year starting in 1987 and to transport specified '
quantxties of natural gas for Chevron to its Richmond Refinery-

In March 1982, shortly after the execution of the 1981 LSFO
contract, the Commission issued its Order to Show Cause
(D.82-03-117) asking why it should not request PGEE to suspend
purchases of LSFO. Subsequently in early April 1982, the Commission
issued D.82-04-072 which requested PG&E to suspend LSFO purehaSes‘
from Chevron. PG&E promptly complied with the Commission' s request.

That action substantially reduced ruel costs for ratepayers during
1982, ‘

D.82-12-109, issued December 22, 1982, deferred action on,
recovery of prospective facilities charge payments and denied
authority to implement the amendment to the Gas.Purchase Agreement.
Chevron and PGLE attempted, without success, to resolve the contract
disputes which reemerged. Pending resolution of these. conﬂraet

disputes, PG&E suspended facility charge payments required by the
. 1981 'LSFQ contract.




-

A.84-04-028 og ALT-COM=DV

In the summer of 1983, Chevron and PG&E again resumed
discussions in an attempt to resolve their contract disputes._ In
conjunction with the resumption of those discussions, PG&E‘agreed‘to
resume fixed cost payments which would have been called for under the
1976 LSFO contract. Those payments, which totaled. approximately $11
million for 1983, continued to be made through September 30, 1983.

PG4E and Chevron were unable to resolve the disputes and
negotiations reached an impasse with the parties approximately $60
million apart in positions. Thereafter, in October 1983 Chevron
filed suit against PG&E and the Commission in the United States
District Court for the Northern District of California, seeking
declaratory relief and relief fron breach of contract on the part of
PG&E (Docket No. C-83-4638 MEP). As a result of that action, PGXE
suspended all payments under the 1976 LSFO contract. Subsequently
Chevron voluntarily dismissed this federal lawsuit. '

‘Starting in early 1984, Chevron and PG&Edresuned
discussions to determine whether there existed a basis‘torresolve the
disputes. There followed a series of negotiating meetings which
resulted in the 1984 Settlement Agreement. ’ o

Effect of Settlement
Agreement on PG&E

PG&E asserts that the 198& Settlement Agreement provides
fuel flexibility in three ways. First, the 1984,Settlement Agreement
imposes no minimum fuel purchase oblisation on‘PG&E.' In contrast,
the 1981 LSFO contract had a minimum purchase obligation of 6 million

~ barrels of LSFO for 1982-85 and lower minimums thereafter, and the -
1976 contract, on its face, had no reduction‘flexibility whatsoever.
The effect of the zero minimum purchase provision is that even’ though
the contract term has been extended to 1989, PGAE has eliminated the
risk usually associated with such term extensions that the fuel B
provided for may not be required.
. Second, PGLE retains the ability to require Chevron to

deliver full contract quantities. Thus, the 1984 Settlement ‘

. Agreement provides PGE with maximum flexibility to ‘select the
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optimal supply source without relinquishing the supply secur;ty which\
the Chevron supply source represents. PG4E asserts that the ongoing
supply obligation represents value received in the settlement ~and
PG4E and its customers can now approach the remainder or‘thie'deeade
with the reasonable assurance that fuel will be available if needed.‘

Third, PG&E also obtained LSFO supply source flexibility.-
Unlike the 1976 and 1981 LSFO contracts, the 1984 Settlement
Agreement provides to PG&E complete freedom to purchase in the spot
market. PG&E is now free to disregard the Chevron supply source and
purchase LSFO on the spot market if prices warrant. As Iong;as:the
price of such spot market LSFO is less than the Chevron eontraet‘f
price (net of the refund which would be due for paymentsrmade in
‘advance under the 1984 Settlement Agreement on the barrels being
purchased), the spot market will provide a viable market alternative
to the Chevron contract. This allegedly allows PG&E . to minimize the-
cost of any LSFO it may purchase. :

The Settlement Agreement provides that at such time as PG&E-
may request Chevron to make deliveries under the contract, PG&E. will.
pay the commodity and facility charge equivalent to that 3pecified
under the 1981 LSFO contract, minus a credit for the amounts
previously paid pursuant to the 1984 Settlement Agreement on the
barrels requested. The credit is initially set at $1.47 per barrel
but escalates after Jaauary 1983 at the Consumer Price Index-Urban
(CPI-U). For example, if PG&E were to purchase contracted LSFO rrom
Chevron in August 1984, the credit would be approxzmately $1 57 per.
barrel. PG&E claims that the price to dbe paid for any LSFO purehased~‘
under the Settlement Agreement will be no/greater than under the 198T
contract. | '

PG&E states that'the-198k Settlement AgreenentiaISO
resolves a number of other pending contract issues'in a mapner
favorable to PG4E and its ratepayers. The settlement releases PG&E
retroactive to October 1983, from an existing obligation to make
monthly payments to Chevron for a pipeline across the Richmond

. Refinery and related facilities which Chevron cons:t'r'ueted'{.te a;llow

- 20_-"




A:BU-04-028 cg  ALT-COM-DV

direct LSFO deliveries between Chevron's Richmond Refinery and PG&E'™s
Richmond pipeline terminus. The terminatibn‘or‘this‘obligatien will
reduce PG&E's payment obligation to Chevron by approximately $7
million.

The 1984 Settlement Agreement also releases PG&E from the
rquirement of purchasing make-up volumes of approximately, 3,728 000
barrels of LSFO from Chevron at the end of the operable contract
term. The make-up volume obligation was incurred in 1977=79" in
return for the right to underlift contract quantities during that
time perfod. PGLE asserts that the termination of this make-up
volume obligation has a value to PG&E ranging from $4-11 million
based on the ¢cost of similar underlift payments.

The 1984 Settlement Agreement also serves to settle-all
claims<asserted, or which could have been asserted, prior to the date' i
thereof arising out of or related to performance, adjustment or

payments under the 1976 LSFO contract or the 1981 LSFO contract. For

example, the agreement settles any and all. elaims by Chevron relating. }
to LSFO underlifts ian 1980 and reductions in, or suspension of, -
deliveries in 1981 and 1982 without any further payment by PG&E. ‘
PGLE asserts that the effect of the release of such eclaims: is to lock .
in the fuel benefits previously made possible by the 3witch from LSFOf |
to natural gas and other resources. -

The 1984 Settlement Agreement speeifically reseinds the Gas-
Transportation Agreement. PGLE estimates that this provisien of‘the :
settlement will preserve substantial gas revenues'whieb would '
otherwise have been lost. Chevron's estimate of the value to~it of
the Gas Transportation Agreement was approximately $134. 5 million |
through 1989. PGLE estimates that for the period 1982-83 the minimum
savings resulting from terminating the Gas Transportation Agreement
were approximately $8.5 million based on the volume of tranaportable

gas of Chevron from the fields covered by that agreement whieh were
sold to PG&E-
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.PG&E's Evaluation of Litigation Risks :

PGXE's evaluation of its exposure under Chevron's civil
court action is as follows: Chevroan's complaint against PG&E ¢laimed
damages of not less than $650 million under the 1981 LSFO contract, _
including $100 million as the value lost under the Gas’ Transportatlon
Agreement. Subsequently, Chevron estimated that its damages under
the 1981 LSFO contract ranged from $599-706 million depending on the
assumptions made. Similarly, Chevron estimated that the range of
damages under the 1976 LSFO contract was $h29-715-million, depending
again on the assumptions utilized. : o

PGXE evaluated ‘the magnitude of potential damage awards by
assessing various theories. PG&E's assessment of maximum po;sible_
liability under the Various contract theories, although i#dicating‘
substantial possible damages, varied somewhat from Chevron's. PG&E
concluded that four litigation outcomes appeared to be within the
range of probability under the circumstances. The realistic damage
awards under those various outcomes ranged from $453-683 million on
the pessimistic side %o $37 million on the optimistic side, net of
payzents previously made and not including damages for failure to
implement the Gas Transportation'Agreément.‘ There was a realistic
risk that the upper range of damagestmight be awarded in the event of
a finding of liability on the part of PG4E.

PG&E's evaluation was that the most likely range of award
would require additional payments of between $84-206 million,
exclusive of the costs associated with resuming payment of pipeline
charges and similar issues‘resolved-pnder the 1984 Settlement’

L
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Agreement. This award range also assumed that'Chevron would not
recover damages for breach of the Gas IransportationgAgreement;
Although PG&E believed that there was a pos;ibility of a Jjudgment
which would require additional payments of only $37 million, that

- result would have required that the trial court determine virtually
all significant issues in PG&E’'s favor. This result was. not
considered likely by PGEE in view or the ambiguities in. the areas of
contract law which were involved in the case and the uncertainties
involved in ealculating damages.

PG&E states tnat, in view: of the range of possible
out¢omes, the cost per barrel at risk in litigation varied’ widely.
At the high end, in the event. Chevron was awarded damages in the
amount of $583 million, the cost per barrel on the T0.6 million
barrels which PGEE would have been deemed to have not taken. in breach
of its obligation would have been $9.68. If the amounts which PG&E -
has paid in tke past relating to those volumes are figured in, the
total underlift cost recoverable by Chevron would have been $10.61
per barrel. Under more limiting assumptions as to the magnitude of
the per barrel losses suffered by Chevron (1. €., maximum damages of
$453 million), the per barrel amount at risk in litigation was $6. uo
or $7.34 if previous payments are included. ‘

At the other end of the probable range, it it were assumed
that PG&E's argument that its performance was excused as of April .
1982 by virtue of a regulatory contingency would prevail, PG&E would
be required to pay $3.7 million in additional f;xed costs. The cost
per barrel at risk on the 49 million barrels for which eompensation
would have beean required under that theory would have been;$-98,‘j
PGLE believes that, as reflected by this particular litigation
assessment, there is little doubt that under virtually any legal
theory PG&E would continue to have a payment oblmgation under the
contract, even where actual LSFO purchases would be legally excused.
This fixed payment obligation provided the capital support which
Justified Chevron's commitment to the LSFO project. ‘
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The intermediate range of damages assumed alternat;vely
that the 1981 or 1976 LSFO contract was in effect but’ that PG&E would
have been entitled to protection under the contingency clause only
for periods after April 1982. Although even under theseuassessments
the payments required would be significant, these cases more'cIOSely
approximated what PG&E viewed as a likely outcome given the:
underlying contract structure. Thus, assuming that a court would
find that the 1981 LSFO contract did in fact become effective but
that the Commission's April 1982 decision requesting suspension of
LSFO purchases was valid, the payment obligation resulting from the
79 million remaining contract Quantity would have been $206 million,
or $2.61 per barrel. This amount reflects the facility charges
payment stream which remained under the 1981 LSFO contract. If
underlift‘paymenta already made on those quantities are counted, the
effective cost per barrel at risk increases to $2.75- _

Using the same contingency assumptions, but applying the
facts to the 1976 LSFO comtract, lowers the cost per barhel‘at‘risk.
In that situation, although PGLE would have been deemed’ te‘have
breached the contract for periods prior to April 1982, fixed costs
alone would have been payable under the 1976 LSFO contract after the
Commission's April 1982 suspension request. The damage award uuder
this situation was estimated by PG&E to be between $84-141 million,
or between $1.20 and $2.01 on the 70.5 million barrels of LSFO for
which Chevron would be due compensation. If partial underlift”
payments previously made on those volumes are included, the eost‘per
barrel at risk under this approach ranges from $1.87 to $2.69. As
with all the estimates in this area, these figures do not include the,
costs of litigation or the costs of obligations not otherwise excu,edf

under this approach, e.g., pipeline payments, 'gas transportation
costs. :

PG&E asserts that the d3mage’expdsure in those cases‘PG&E '
viewed as likely was, in most cases, well in excess of the $1. 57 per
barrel PGLE agreed to pay under the 198& Settlement Agreement.‘ PG&E

. also asserta that as it also ob‘cains future supply benef.‘its and
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flexibility under the 1984 Settlement Agreement the portion-offthe
standby payments which represent the cost of the settlement is even:
lower. - | R '

PG&E's Evaluation of Reasonableneas
of Settlement - Return on
Investment and Savings Analyses

PG&E also attempted to evaluate the merits of any possible
settlement in terms of the extent to which the settlement‘payﬁents, |
required would provide Chevron with an appropriate level of
conmpensation for its heavy inVestment in 1974=76 in7its Richmond“
Refinery specifically made to meet PGXE's LSFO peeds. PG&E also.
compared the settlement with the fuel savings whfﬂh\would ‘be realized
by PG&E and its ratepayers under various seenar’os.' PG&E states that
the first approach, the return on reasonable investment analy31s,
provided a methodological approach which determined the range of
settlement which it would propose or consider. The ruel cost
-ninimization analysis provided a further check to ensure that the
range of settlemeant justified under the investment analysis would

also result in demonstrable positlve benefits in terms or'fuel cost
savings. . '

Return on Investment Analysis

To analyze the approximate return on investment;which
Chevron could have reasonably expected to earn under the 1976 LSFO
contract, PGLE first had to determine Chevron's capital investment.
To determine the level of capital investment made by Chevron: to .
modify the Richmond Refinmery to produce PG&E's LSFO, PG&E hired
Purvin & Gertz, a consulting firnm with‘considerableaexpe:t13e‘ih
refinery design and configuration. ' | |

Using internal Chevron documents, "LSFQ Project
Appropriations Requests™ for the 1974 expansion proﬁeot and Chevron 3

s—eonstructed design and assumed crude slate and refinery product

slate, Purvin & Gertz determined the portion of the new process unit
capacity whicn would have been required to produce the LSFQ. promised
under the 1976 LSFO contract. By pro-rata allocatdon‘or*the actual
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costs of the LSFO expansion project" Purvin & Gertz determined that
the actual cost to Chevron of the cdpacity to be devoted to produce ‘
LSFO for PG&E, calculated as of January 1, 1976 was approxzmately
$80 million out of a total capital expenditure of approximately $224
million, exclusive of working capital. The working capital required
to support the inventory in process to PG&E was estimated at
approximately $8 million in 1976, resulting in a total initial
investment by Chevron of approximately $88 million.
'~ Having determined the lével of capital inveStnentvinvolved,
PG&E proceeded to calculate a reasonable retunn. First, the internal
rate of return Chevron would have anticipated based‘on the actual
capital investment was calc¢ulated. For cash flow pnrposes, PG&E'
utilized the fixed capital charge of $1.324 per barrel which was
included in the LSFO price under the 1976 LSFO contract. This
component of the LSFO price was intended to. provide Chevron with a
return of and on its capital devoted to the contract. PGLE
determined that Chevron's approximate expected rate of return on
¢apital for the PG&E LSFO project, assuming PG&E had purcnased full
contract quantities through 1985, had been approximately 18.17%.
Seeond PG&E made a judgment that such a return rate was within the
range of reason and did not provide'Chevron with a windfall return,
as it appeared that this rate of return was relatively low taking
into account oil company target returns generally, and was apparently
less than Chevron anticipated when it agreed to the project in 1973.
Utilizing the 14 17% return rate, PG&E then attempted to
deternine, based on actual purchases and underlift payments
previously made, how much of the $88 million investment,remained to
be amortized. PG4E determined that as of April 1984 the capital
payaents made to Chevron nad, under the assumptions stated ‘reduced
the unrecovered investment to $63.7 million after giving effect to an
assumed 14, 17% return over the period January 1976-April 198%.
Given the magnitude of the uarecovered capital investment
and the other fuel flexidility elements desired by PG4E in a-
. potential settlement, PG&E then developed a pnoposal which was-
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structured around a contract time frame extending through 1989.
Using that vasis, PG&E offered to pay over that period an amount ‘
which amortized a portion of the $63.7 million unrecovered,capital
investment based on a 14.17% return. The remaining portion of the
undepreciated capital investment (which reflected assumed post-198&
. salvage value) was amortized without a return.

After giving effect to the fixed operating costs to be
incurred by Chevron during that extended contract period PG&E thus
proposed to pay Chevron approximately $137 million over the period
1983-89. Since Chevron's prior proposals had been translated into
January 1, 1983 present value figures using a 5% discount raﬁe, PG&E 
presented its proposal in the same form, resulting in a paymcntﬁ
package with a comparable present value of $116 miilion;

Chevron strongly disagreed that the proposal provided.
adequate compensation for its damages. Chevron insisted that it was
entitled to at least $1771 million ($750 million, Jaﬁuary,1;_1983
present value at 5%), but that 1t would accept not leés‘than $161
million ($139 million, January 1, 1983 present value at 5%).

Thereafter, as discussions3again‘started to‘bbeak‘dowﬁ, it
became apparent that Chevron would highly value up-front payments,
possidbly to assist it in offsetting the cash effect of other |
corporate transactions which it was then pursuing. As such, it
appeared that a settlement in the range suggested by PG&E may be
acceptable to Chevron, provided PG&E would be willing to move more of
the payments to the early years. PG&E responded that it wés oniy
willing to advance the payment stream if Chevron would accept a lower“
amount in settlement.

The 1984 Settlement Agreement reflects this trade-orf and
the value assigned to current payments by moving the vast majority‘of‘
the $118.9 million in standby payments to the 1983—85 period.\‘rhat
payment structure in turn reduced the January 1, 1983 present value
of the settlement to $110 million at a 5% discount rate. PG&E states,”
that viewed more objectively from PG&E's cost of capital of
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approximately 13%, the January 1983 present value‘of.tnefsettlementﬁ
is approximately $98 million.
PG&E's Fuel Cost Minimization Apalysis

To provide an additional check on the reasonableness of any
settlement, PGLE also analyzed the extent %o which any settlement
would generate or capture fuel savings. The fuel cost effects 0f the
settlement were tracked through the fuel cost minimization analysis
which was used to compare the estimated fuel c¢osts which would be
incurred by PG&E under various scenarios.  Since PG&E: assumed that
any settlement would necessarily resolve past contract differences,
the savings are reflected over the period 1981-89. Although the 1984
Settlement Agreement resolved 1680 disputed underlifts of
approximately 1.8 million barrels of LSFO, the saving analysis.dees
not incorporate the additional savings of. approximately $22 mlllion
made possible by fuel switching in 1980. :

PG&E asserts that the analysis shows that 3avings secured
by the 1984 Settlement Agreement are substantial. Had PG&E continued
purchasing LSFO under the 1976 LSFO contract at comtract quantities
for the period 1981-85, the resulting fuel costs associated with that
strategy would bave been $705 million higher than would be the case
under the 1984 Settlement Agreement using the sane assumptions. Ona
present value basis the comparison set forth in detail in Exhibit 35
assertedly shows that viewed as of January 1, 1983, using a 13$
dis¢ount rate, the fuel savings secured under the settlement‘are
estimated to be approximately $621 million, which is net'ef‘charges
contemplated under the settlement and payments previously made in
1981-82. ‘ '

PG4E argues that the $621 million savings under the
settlement can be compared to the savings which would have been
available had PG&E invoked the contingency clause. under‘the-1976 LSFO
contract, paid the fixed costs PG&E would argue were required under
that ¢ircumstance, and then successfully defended the legality of its
action in the litigation which would inevitadbly result of $700

» . million (present value as January 1, 1983 discounted at 1 31), or:’
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appﬁéximately $80 million greater than under the 1084 Settlemeﬁt
Agreement. PG&E views that outcome as difficult at best to achieve,
and believes that the 1984 Settlement Agreement, which ob;dins789$rof
the possible savings under that situation, is clearly reasonable.

PGLE states that the fuel‘cost’minimization”analysisfalso
demonstrates the benefits which were availabdle under the 1981 LSFO
contract as drafted, and as implemented following the Commissionfsf
April 1982 decision requesting that PG&E suspend LSFO'pufehases under
that contract. PGEE claims that the analysis demenstrates’thatpeven
under the 1981 LSFO contract the fuel cost savings, after'giving;‘
effect to the faeility c¢harge payments thereunder; would have‘beed .
$280 million. The analysis further reflects that the Commission 'S
suspension request in April 1982 increased those savings to $577
million. :

The reduced payments under the 1983 Settlement‘Agreement
are reflected in the additional savings‘or'$uu miliion.(the“
difference between $621 million and $577 million). This analysis
does not incorporate pipeline savings and possidble refunds or credits
in the future under the 1984 Settlement Agreement.

PG&E's Arguments As to the Reasonablenss
of the Settlement Agreement

It is PG&E's view that, whether viewed from the perspective
of litigation exposure, the return on eapital investment afforded
Chevron, or the fuel ¢ost savings which will result, the 1984
Settlement Agreement represents an‘extraordinarily”favorable‘
resolution to an extremely difficult and potentially costly
commercial dispute. There is a possibility that if the matter is
litigated rather than settled on these terms the outcome towPG&E-and
its ratepayers might be less advantageous, perhaps significantly’so,
just as there is a possibility that it would be more advantageous. '
The 1984 Settlement Agreement must be viewed in that context.’

PG4E asserts that it has systematically and realistically
evaluated the litigation possibilities and has-concluded that rrom _
several perspectives this settlement is reasonable and eommercially
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‘Justifiable. It results in substantial reduction in payment
obligations to Chevron over those feciug PGLE sevenal years ago and
yet provides PG&E with contract flexibility of a proportion‘unnatched
in any other utility LSFO contract of which PG4E is aware. At the
same time, the relatively modest payments, as viewed in the context
of PGXE's overall fuel costs, provide reasonable fuel security for
the future to the benefit of PGEE and its ratepayers. :

PG&E urges the Commission to authorize PG&E to proceed with
the 198& Settlement Agreement fully in accordance with its terms.

Chevron's Evidence: -

Chevron presented as evidence tnrougn two witnesses, its
manager, Planning and Analytical, for the Richmond Refinery, and its
manager of the Commercial and Industrial Division of Chevron's
Marketing Department. The latter witness was the principal
negotiator for Chevrorn in settling‘its disputes with-PG&E; ~Included
with his prepared testimony (Exhibit 42) are a copy'of Chevron's
complaint filed against PG&E in the U.S. District Court in San
Francisco, a chronology of the events underlying the dispute, and a

statement of Chevron's views of the legal issues involved xn the
dispute-

The witness testified as follows:

Chevron calculated an estimate of the range of damages that
Chevron bas and will continue to incur as a result of PGLE's fallure
to purchase contract quantities of LSFO. Tnese calculations ranged
from a low of $599 million to a high of $706 million for the 1981
LSFO c¢ontract and from a low of $429 million to a nigh of $715“
million for the 1976 LSFO contract. These calculations are based on
computer runs made using a linear program model of the Richmond |
Refinery called the Generalized Rerinery Optimdzatxon Progran that is‘
described in the prepared testimony of Chevron's other witness.
After Chevron filed its complaint in U.Ss. District Court in October
1983 against the Commission and PG&E for declaratory‘relier the.
part .es began to explore the possibilities of settlement. At,a _

. meeting on February 16, 1984, Chevron made its initial cettle'ment
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. offer. Chevron estimated that this offer had a present value to
Chevron of $150 million using a 5% value of money. This offer
represented substantial concessions to PG&E since Chevron‘eStimated
that the total value of the facility charge payments under. the 1981
LSFO contract and gas wheeling under the Gas Tranaportation Agreement
was $304 million. PG&E made a counterproposal that provided for
payment of $137 million through 1989. However, this counterproposal ‘
had a present value of only $116 million at a 5% value of money -
because substantial payments were not received until the rinal
contract year. Chevron promptly advised PG&E their orfer was
unaceeptadble. Chevron was convinced that the $150 nillion offer was.
rair and equitable. However, Chevron was interested in settling
rather than spending years litigating the matter at considerable.
expense. Chevron therefore reduced its demand. and $139 million at a
54 value of money. PG&E rejeeted this second o:fer. At‘this point,
the prospects for settlement were bleak. Chevron then*cdmmenced
exploring various alternatives to determine if it could make any.

. proposal that would be acceptable to PG&E. B

During this time period, Chevron's parentfco:poration, the
Standard 0il Company of California (pow the Chevron Coéporation), was
pegotiating acquisition of Gulf 0il Corporation. It was apparent '
that this acquisition would require substantial sums of money in the
immediate future. Therefore, Chevron decided that it would Dde
willing to settle for less money in present value terms. ir more of
the paynents were made in the early years of the cent:aet. Chevron,
thereafter made a third offer to PGAE with a preeent_value_ofd$d1dp‘
million at a 5% value of momey. This third offer provided for
payment of the entire sum during the years 1983, 1984, and 1985.
Thus, a low settlement figure was offered for extrinSie‘reaSOns and
not because Chevron felt its early offer was too high or that‘its
complaint lacked merit. The offer has value to Chevron only ir
Chevron receives the payments promptly as scheduled and it will not
be available in the future should this Settlement Agreement not be

. approved. Both PGAE and the staff of the Commission reacted
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ravorably‘to this proposal. Thereafter there rollowed’a series of
marathon bargaining_sessions iz which the details of the final
settlement were hanmered out.

The witness described the basic terms of the Settlement
' Agreement as follows: : : _

The Settlement Agreement provides. that Chevron ia obligated‘
to supply 15 million barrels per year of LSFO through 1985 and. 7.5
million barrels per year of LSFO during the years 1986 through 1989,‘
but PG4E bas no obligation to lift LSFO under this agreement. PG&E
is obligated to pay Chevron $38.3 million per year for the yearsf1983f
through 1985 and $1.0 million per year for the yéars'1986vtnrougn.' ? 
1989. PG4E also agreed to pay Chevron approximately $3.0 million for |
interest on 1983 and 1984 past due amounts. If PGLE does7bﬁyioil
under the contract, the price will be the facility charge plus the
commodity charge (no change from previous'agreementﬁ) less dﬁ
escalating c¢redit for $1.47 peb barrel. This credit will escalate
with the Coasumer Price Index and compensate PG&E for the front-end
loaded payment stream. The agreement is subject to approval by the
Comzission. If the Commission does not allow recovery‘o: the‘rullﬂ'
amount of payments in PGLE's rates, the agreement becomes vdidyand
Chevron will have ¢ne year from the date of the Commission decision
or December 31, 1985, to return all payments p;us‘interest to PG&B.

According to the witness, if the settlement is not
approved, Chevron will live up to its obligation under the Settlement
Agreement %o refund PG&E's payments, and will proceed with due
diligence to press its lawsuit against PGEE. Chevron expects that
such an effort may take a number of years. Chevron rirmly believes
that it will be successful in its request for declaratory relief and
will be entitled to collect compensatory damages in excess of the
settlement amounts.

Staff Analyses and Conclusions

The Commission staff witness testified that the stafr of

the Commission®s Legal Division and Public Staff Division attended
. most of the negotiating sessions between PG&E and- Chevron’ an‘d those -
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divisions recommend that we approve the settlemenﬁ;jasfit is the
staff's view that the settlement is probably the least cost
alternative to relieve ratepayers of obligations reasonably incurred
at an earlier time under different circumstances. Staff concludes
that the settlement would protect ratepayers from facing the resulta o
of a trial in Chevron s ¢ivil suis, with a possible judgment or $&50 -
million. : 3

In the staff's view the final‘settlement could not have
been lower. . Tﬁe staff witnessvtestified‘that there‘appear&tbbbe
costs within the $122 million settlement that are not fully
Justified, particularly some part of the $48 million in fixed
operating costs; bul, on the other hand, the settlement is a -
compromise to avoid\delay, expense and uncertainty. of a trial and

was reached as a compromise of the counterorfers made by PG&E.and
Chevron.'

The foregoing conclusions were supported by stafr estimates‘
of PG&E's exposure, as set forth in the following table' |
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Commission Staff
Estimates of PGXE Exposure

Date Description . Amount ,
(Millions)*

April Facilities charge c¢ontained in

1982 1981 contract and still owed
when PG&E honored Commission )
request to suspend oil delivery $207

October Chevron lawsuit ‘ | 492 to 706
December Bargaining position of parties
1983 when negotiations resumed:

Chevron
PG&E

PG4&E Assessments of Litigation
Exposure:

Under 1976 contract: _
Best possivle outcome for PG&E
Judgment for Cbevron:

PG&4E in breach until April
1682 suspeasion

PGLE in breach through 1985
Under 1981 comtract: | |
Best outcome for PG&E 20T
Judgment for Chevron | 307"‘

April PGAE offer , 137 ($61 by 1986)
1984 -

Chevron counteroffer o 161 ($95~by 1986)

May. Settlement o L 122 ($118“by 1985)
1984 _

'Nominal dollars in millions, not including interest.
##pPlus consequential damages of $57-230 million.‘
*#8Including liability under Gas Transportation Agreement.

the poasible outcomes should the civil suit proceed to .
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trial, staff concludes that PG&E-negotiatorsuadeQuateIY)baianced the
potential value of alternate use credits availaole to themipnder the
contract with possible consequential damages that could be’ awarded .
Chevron- Therefore, even with the questions about future operating
costs not fully answered, starff believes that the- Commission ‘cannot |
conclude at this point that the Settlement Agreement 1s unreasonable,
and should not be approved, unless it also concludes that‘(i),§207
million in contract facilities charges was too high in the“tirst‘,
place, that (2) $122 million is still too high, and that (3) the
exposure in the resulting litigation would no* likely exceed $122
million. Instead, staff believes that the’ Commission should
(1) recognize that the settlement was a c¢ompromise and that
ratepayers are saving over $600 million in present value oompéred to
the original cootract, and (2) approve the settlement and rate
recovery as proposed by the staff, infra.
TURN's Position ‘

TURN's position, as presented in its opeoing statement, is
that the $120 million settlement payment is not a reasonable cost for
ratepayers to bear, but it probably is the best result that PG&E
could achieve in the context of a pending lawsuit. TURN stated that
it finds itself in the unenviable position of having to choose
between acceptance of costs that TURN does not believe are really
justified or risking that even greater amounts will be awarded to.
Chevron as a result of continued litigations. TURN believes that
past inaction by the Commission, delayzng the reQuirement that PG&E
make public the terms of its fuel ¢ontracts that were initially ;
considered confidential, and approval of the inclusion of racilzty
cbarges in early ECAC decisions without publio scrutiny of the '
underlying documents, was improper. TURN feels an opportunity that
existed in 1982 and earlier to scrutinize the contract;‘has‘long
passed and it is no longer viable for TURN to argue that PG&E would
have a reasonable choice of winning a. lawsuit over the terms of the -
1976 contract; the 1981 agreement has been relied upon for too: long{
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.o' expect any great success in the attempt to reeurrect :tts"
predecessor.
TURN further states tbat in the current Settlement
Agreement PGLE has 3ubstantially improved its pcsition in relation to
the 1981 contract. TURN argues that the curreat agreement which
requires 1004 pass-through to ratepayers as a conditiom”precedemt to
its effectiveness does pnot permit an assignmemt of any pcrtiom of the
costs of settlexment on PGXE's shareholders. Therefore, the $120
nmillion settlement is the best that PGXE‘'s ratepayers can hoﬁe for.
Discussion | S
The contract disputes between PG&E and Chevron have a lcng,
complex history. It is with great care and consideration of this
history that we come to our declision issued here“tdday; ‘Simcefwei
issued D.82-12-109, we have allowed PCLXE to record its Tfacility chamge
payments to Chevron in an ECAC balancing subaceount, but we have.
declined to authorize any recovery for these payments pending the
Qutcome of negotiations between PG&E and Chevron. The Ccmmissicn
xpressed its reasons for deferring rate recovery as follows:

"[The] record leaves us in doudbt as to whether PG&E has
negotiated a facility charge at a level low enough to
warrant recovery Iin full from its ratepayers...We are
¢oncerned that hasty approval ¢f rate recovery for PGLE-
¢contract costs not clearly proven reasonadble might mislead
the parties to that litigation into anticipating our -
acquiscence in unrealistic terms of settlement.” (D 82-12-.
109, 10 CPUC 2d 488, 501).

It is with the record before us today that we are'fimally\able to-t‘
determine the reasonable level of facility charge payments that PGXE
¢an recover from ratepayers for the period covered by our-D. 82—12—109-

through July 31, 1985.2 As of December 31, 1984 PG&E estimates
that it will have accumulated nearly $84 millicm in its

2‘B<:>tl:x D. 82-12-109 and 0.83-08-057, ECAC decisions covering the ‘
forecast periods August 1, 1982 - July 31, 1983 and August 1, 1983 -
uly 31, 1984, respectively, deferred the issue of rate recovery for
acility charge payments t6 Chevron. This issue was therefore - '

¢onsidered in this proceeding and it was part of the 198& Settlement
Agreement « o
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Chevron ECBA Subaccount. We will now consider the reasonableness of
these payments and those projected for the current forecast period.
As discussed previously, PG&E and the staff used three primary '
analyses to assess the reasonableness of the standby chargea agreed

to in the . 1984 Settlement Agreement. We will brietly addreas each of
these analyses dbelow. ‘

1. Litigation Risk Analysis

The parties in this: proceeding gave substantial weight to
their assessment of litigation risks. We do not believe that this
assessnent should earry such weight in this instance. First, there
was an extremely large range in estimates of awards which mignt result
if the PG&E-Chevron dispute was litigated to Judgement. . This casts
significant uncertainty over the value of the analysis. ‘Estimateseof
litigation risk ranged from $37 million to $715 million. »Ignoring'the
extremes, PGLE's own evaluation of the most likely~range of awards‘was
between $82 and $206 milliorn. The litigation risk analysis contains

- such a wide range of estimates that we have dirficulty in finding it
probative as a test of the reasonableness of the 198& settlement.

A second reason for regarding the litigation risk analysis
with some skepticism is that the estimates of awards rely‘unon]
contracts and actions taken by PG&Ernot'elearly~proven reasoneble‘and
hence, the resulting estimates of awards may not be,especially
relevant for our consideratioa of ratemaking treatment. - For example,
in D.82-12-109, we expressed doubts over the level of faeility eharge_
payments agreed to by PGAE in the 1581 LSFO contract. II we were now
$o find that these facility charge payments were unreasonebly‘lerge j
and should not have been agreed to by PG&E, then PGXE's litigation
exposure resulting from these facility charges would not be n'
legitimate risk for ratepayers to bear. Unreasonable actions taken by‘
a utility should not impose costs on its ratepayers-. Thererore, the -
relevant issue for this Commission to comsider is whether PG&E agreed
to a reasonable level of standby charges in the 1984 Settlement
Agreement. We f£ind the two remaining analyses somewhat more helpful

. in this regard.
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2. PGXE's Fuel Cost Minimization Analysis : : _

According to PGLZE, the 1984 Settlement Agreement will save
ratepayers $621 million (present value as of January 1, 1983 using a.
13% discount rate) compared to purchasing coantract qnantities of LSFO
for the period 1981-1985 under the 1976 LSFO contract. The Settlement
Agreement is also projected to save ratepayers $44 million over the
cost of suspending purchases for the period April 1982'tnrcugh'19895'
under the 1§81 comtract. On the other hand, the fuel cost
minimization analysis shows that if PG&E had successrully invoked the
contingency clause under the 1976 LSFO contract, ratepayers would: have
saved $80 million compared to the 1984 Settlement‘Agreement. While it
i3 debatable whether PG&E should have attempted to invoke'the
contingency c¢lause under the 1976 LSFO contract, PG&E did invoke a
similar contingency clause under the 1981 LSFO contract. chever,‘
unlike the 1976 LSFO contract, the 1981 LSFO. contract required the
payment of substantial facility c¢harges for a contingency.invcked
becauSe of the availability of more econmomic alternate fuel.
Therefore, invoking the contingency clause under the 1981 LSFO
contract was arguably much more expensive to PGEE than it would have
been to invoke it under the 1976 LSFO contract. If PG&E could have
invoked contingencey under the 1976 LSFO contract, then. we wonder why
PGEE agreed to large facility charges under the 1981 contract.

We continue to have the doubts we expressed in D. 82—12-109
over the level of facility charges in the 1981 LSFO contract. The
record now suggests that these facility charges were unreaScnably_.
bigh. Fortunately, we don't need to be overly concerned with this: now
since PG&E has negotiated a lower and more reasonable level of
payment= under the Settlement Agreement.

About the most telling conclusion we can draw from the fuel
cost minimization analysis is that the 1984 SettlementrAgreementfis'
better than some, and worse than other alternate courses of action
that were available to PG&E. The record does not enable us to

_ determine which particular course of action is tnat,wn;ch'a reasonable
. utility would have taken. On balance, it appears that the 1984 '
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Settlement Agreement is "in the ballpark", but we still have doubts
over whether the $122 million in payments ngreed to under the
Settlement Agreement is as low as reasonabdbly could be expected.

3. Return on Investment Analysis

PG&E's return on investment analysis suggests that tne 1984
Settlement Agreement is reaaonable because the settlement amount is -
less than the amount of compensation that Chevron deserved for its
required investment in its Richmond Refinery. Staff, hemever, raises
some questions about the analysis which leave us.in doudt as to its
validity. Staff questions the estimated $48 million for fixed
operating costs and states that PGXE did not adequately . justiry this
-figure. Even with these questions, the staff went on to recommend
approving the Settlement Agreement primarily because of PG&E'n high
litigation exposu H-wever, we have already expressed:our:doubts
over the probative value of the litigation risk analysis. '

Like staff, we wonder why PGLE should pay for the fixed costs
of operating the refinery if they would be incurred regardless or LSFO .
production levels. There may be reasonable fixed costs which are |
- {ncurred by Chevron for maintaining its facilities-so_that lt can meet
potentiallLSFO‘demand of up to 1S-millionvbbls/yr, but we are not -
convinced thnt $48 million is a reasonable amount for such fixed
operating costn. If this fixed operating cost eomponent is
overstated, then the 1984 Settlement Agreement does not appear to be
such a- good settlement for ratepayers-3 \

Ine 1984 Settlement Agreement resolves a long’ history and a
long list of contractual disputes between PGLE and Chevron. The large
number of factors considered in the Settlement Agreement, the - ‘
uncertainty over contractual interpretations, and the controversy over:
the level of compensation that reasonably should be nmade to Chevren‘
makes ratemaking evaluation of the Settlement Agreement difficult and
eomplex. We have expreased sone or our doubts. over tne '

3 Without fixed operating costs, the appropriate level or :
investment compensation to Chevron would be $126 less $48, or $78.
million compared to $122 million for the Settlement Agreement.
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reasonableness of the standby charges agreed to in the Settlement
Agreement. We also realize that PG&E has made a considerable amount
of progress in negotiating what it regards as a fair and reasonable
contract witk Chevron. We commend PGXE for its efforts. ‘
Nevertheless, we do not believe that it would be fair for ratepayers
to bear the entire. burden of standby ¢harges agreed to in the ~
Settlement Agreement. ‘ ‘

This Commission and its predecessor Commissions have
struggled with the adverse consequences of PG&E's LSFO oversupply
condition. Ratepayers have borne substantial costs\assooiated with
this oversupply in the form of underlift fees, fuel oil sale’ losses,
oll inventory costs, and rejection of cheaper alternate fuel. At the
same time we have implemented ratemaking mechanisms designed to—erfect
a ratepayer/shareholder sharing of the risks and. costs resulting from

this oversupply situation. For example, the Commission adopted a two- _

tier inventory approach to deal with the problem of excessive oil

. inventory. In D.83-08-057, the Commission stated:

"It was oot the intent of D.82-12-109 to distort PG&”'S
fuel use decisions. Rather, it was the intent to shift
some of the burden of excessive fuel ¢0il purchases to
stockholders. That decision found that PG4E had excessive
fuel inventory levels that were in part caused by the
company's Tue%'ofI Contract with chevron USIE Inc.

evron),). lle 0ol passigg Judgment on e ~Chevron

LSFO contract per se, we did conclude that "we will begin
to shift some (contract—related) expenses back to
sharenholders witn the present intention of shifting more
expenses in future years." (D.82-12-109, p. 9). "A
mechanism for explicitly shifting some costs back to the
shareholder was the two-tier irventory approach that was
adopted." (p. 12 ghasis added).

More recently in D.84 we adopted a 9%/91% allocation formula

for sharing the risks of fuel oil sale losses between shareholders and .
ratepayers. One major reason for such risk sharing is that it

provides proper incentives to utility management. It also mitigates .

some of the burden on ratepayers who have no control over the course
of PG&E's fuel procurement practices.
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After considering the specifics of the 1984 Settlement
Agreement, the benefit of concluding litigation between PG&E and
Chevron, our desire to provide utility management'witb proper
incentives, and our lingering doubts over the reasonableness‘of the V// f
full $122 million in standby charges, we believe that'soﬁe risk
sharing is appropriate. We will adopt a 9%/37% risk allocation
between shareholders and ratepayers, respectively, for standby cnarges
agreed to under the 71984 Settlement Agreement. As mentioned
previously, this Iis the same risk sharing formula adopted in D.84~08-
118 for allocating fuel oil sale losses.

A%t this peint we should c¢larify that we do not want to
discourage utilities from entering into reasonable long-term fuel
supply contracts. We will not disregard the benefits of long-tern
contracts such as fuel supply reliabllity. Eowever, we do want to
provide utilities with incentives to negotiate long-term contracts in
the best interest of ratepayers and to carefully balance the costs and
benefits of such long-term agreements. We also expect utilities %o
consider possibdble benerits to short-term fuel procurenment strategies.‘

We are fully aware that our decision to adopt a ratemak1ng
approach which fails to pass all costs of the 1984 Settlement on to
PG4E's ratepayers conflicts with Paragraphs 6 and T of that agreement,
whichk reads in relevant part:

"6. This Agreement shall be null and void and of no

force and effect (except paragraphs 8 through 12, infra),
retroactive to the date of its execution, upon the occur~
rence of any one of the following events:

"(a) If a decision of the CPUC in this matter

does not find this Agreement in all respects

reasonadle or does not authorize PGandZ to recover

in rates the full amount of the payments provided

for herein, including recoﬁery of‘the'reasoneble

carrying costs of such payments if rate recovery is

Dot contemporaneous with the paymeants; or

"(b) If a decision in this matter Is not
rendered by the CPUC prior to Jasuary 1, 1985:for
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"(¢) If any part of the decision of;the‘CPUc‘*H
approving this Agreement is not affirmed in its
entirety on appeal. -

"7. This Agreement is unconditionally errective upon
issuance of a CPUC decision not subject to further appeal_
finding this Agreement in all respects reasonabie and
authorizing PGandE to recover in rates the full amount of the
payments des¢ribed herein, including recovery of the. ‘
reasonable carrying c¢osts of such payments if rate recovery
is not contemporaneous with the payment. After such final
decision has been made, this Agreement is not contingent on
future CPUC actions." ‘ _

However we are also aware that this provision;‘whiCh" _
attempts to constrain our ratemaking options vis-a-vis the Settlement
(as well as the latitude available to the California Supreme Court on -
appeal (Par. 6.(¢)), was inserted in the Settlement~Agreement at ‘the
insistence of PG4E over Chevron's reservations that such a clause
would unduly complicate the ratemaking review process (Tr. 847) .
Chevron's reservations were well rounded, for we have previously
rejected the notion advanced by TURN in A.83-04- 19n tnat any final
settlement of the dispute be contingent in any manner on our prior

% In A.83-04-19 TURN proposed this following Ordering ?aragraph be
inserted in D.83-08-057 _ o

Proposed-Ordering'Paragrapp

"PG&E shall immediately file a report with this Commission
and serve c¢opies on all interested parties if there are any
significant developments in the negotiations with Chevron.
Any agreement that requires PGXE to pay money to Chevron
shall contain the following clause: 'This agreement shall
not become effective until the California Public Utilities
Commission has authorized PG&E to recover in rates all
payments provided herein.'" (Page 21,

Concurrent Opening Brief of TURN.)
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ratemaking approval. We are firmly on record as being desirous of
keeping our ratemaking options open in this area (D-. 83-—11-063)S

In discharging our responsibilities to PG&E's ratepayers, we
are necessarily required to disregard the coercive tone of the ™null
and void™ language in arriving at a decision which properly balances
the equities between shareholders and ratepayers.. For' if

> In April 1982 in D.82-04-072 we stated "It should also be
understood that the Commission reserves the right to exercise its
authority to disallow for ratemaking purposes all unreasonably
incurred expenses of the utility's operations. This could, of
course, include expenses incurred by PGEE as a result of the Chevron
contract, including facilities charges (8 CPUC 663, 666).

In D. 83-08-057 (Mimeo pp- &7, 51) we found that.

"8, Rev:ew of PG&E's LSFO contract with Chevron was
carried over to this proceeding from the last annual review
proceeding (D.82-12~-109). Contract negotiations between
PG&E and Chevron are still under way and will not be -
concluded in he near future. The reasonableness of the
provisions of the Chevron contract, irncluding the facility
and underlift charges, c¢annot be determined. until the
contract provisions are finalized."

We also concluded in D. 8‘3-08-057_1:113‘5'ECB‘A\suba‘c‘coun‘t
treatment was not a guarantee of full recovery:

"6. PG&E should be placed on notice that the
ratemaking treatment under which it accumulates Chevron
facility charges in a ECBA subaccount does not guarantee . -
that it will recover all, or any portion, Of the payments
actually made to Chevron. The record developed to date:
(see D.82-12-109) should be incorporated into PG&E'& next
reasonableness review." '
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regulated utilities were able to predetermine the ratemaking " SO
treatment to be acecorded their contractual decisions simply by v///
inserting such language in their contracts, this Commission s
regulatory authority would be severely diminished. The simple fact
is that recognition of the null and void clause would. not- only‘have
an adverse precedential effect but would be totally at odds with our '///
constitutional and legislative mpandate $o ensure that rates are- just |
and reasonable. : ‘ _

We regret the fact that the null and‘void=cleu$e may.have'
had a ¢killing effect on the reasonableness review process. Howevef,
we will not under any circumstances abrogate. our responsibility énd}
allow unreasonable burdens to be placed upon ratepayers. We'see”ndf
reason why PG&E ¢ould not renegotiate a new-agreemeht with Chevron
similar to the 1984 Settlement Agreement absent conditions
requiring one hundred percent pass-through or otherwiseeiﬁpingingﬁdn,
our authority to determine fair and reasonable rate. recovery.
However, should PG&E's management choose to lltigate further with ‘
Chevron in the bope of receiving a judgment more favorable than the
Settlement Agreement, we now place PG&E on notice thdt its
shareholders, and not ratepayers, will be at risk ror the expenses
and outcome of such further litigation. '

There is one fimal aspect of our c¢contract review policy that
needs discussion at this time. Although we have necessarily reviewed
the Settlement Agreement in its entirety, we will not authorize’ or
explicitly prejudge the reasonableness of stagdby‘charge expenses
beyond the forecast pericd. This is not to say“that we will not
consider the value of the Settlement Agreement as a whole. Hoﬁever,
it is our policy t0 re-assess the reasonableness of contracts during
each review period if necessary, due to changed clrcumstances. As
our predecessor Commission stated in reviewing the 1981 Contract'

"PG&E's theory that once it is determined that it entered
into a reasonabdble and prudent contract, its shareholders
are absolved from all risks, is not correct in that it _
neglects the very important factor of changed
circumstances.
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Whether or not a c¢ontract should remain in effect, be
abrogated, or be renegotiated should be decided by utility
management. It seems obvious that normally utility
management will consider a change in the status quo only
when there is an incentive for it to do so. If we pass
through all expeneses without deternining their
reasonableness simply because they have been contracted for,
there would never be an incentive for utility review of such
expenses. Qur review of the reasonableness of contract
expenses with the possidbility ¢0if disallowance provides
zanagement incentive to incur only reasonable costs."
(Decision 82-12-109 10 CPUC 2d. 488, 492-493).

Additional Revenue Requirenment

In postponing the Chevron issues to this phase of the
proceeding, the Commission indicated %o the applicant and parties
that if it found reasonable the terms of the. Settlement Agreement,
PG&E's ECAC and AER would be further adjusted to provide for reoovery;
of the additional revenue requirement. ‘

In Exhibit 36, PG4E proposed a revised method of recoverlng
the additional Chevron-related revenue requirement. In that exhibit
PG4E proposed to recover $138 2 nillion using a 12-month balancing
account amortization. The ECAC portion is approximately $133. 4‘
million and the AER portion is approximately $4.8 million. Staff, on
the other hand, proposed a seven-month balanoing account o ‘
amortization, producing a revenue requiremen. of approximately $198.8
million, comprised of an ECAC recovery of $7194.0 million and an AER
recovery of $4.8 million. Both proposals assume 2 Januery 1, 1985
date as the start of the recovery period for the Chevron-related
additioral revenue requirement- :

Tee following tables set forth a comparison of. the rate
recovery proposed by PG&E and staff (Exhibit u").
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| Table 2 )
Authorized Chevron-Related
Revenue Requirement Comparison
(Assumes a January 1, 1985 Revis_on Date)

(80007 .

. Geothermal Steam Plants

' Standby/Settlement Charges

Subtotal
Less 9%
Subtotal
Allocated to CPUC é .9763

Chevron Account Balance

Estimated for December 31
1984 :

Subtotal

Adjustment for FAU
Expenses € 0.00937

Annualized ECAC Revenue
Requirement

AER Amount € 9%

(from line &) (11)
Alloeated to CPUC e 9763

Adjustment ‘for FAU
Expenses.é 0.00937

Annualized AER. Revenue
Requirement

Total Annualized Chevron-
Related Revenue
Requirement .

 12-Month Amentiiationf,f

PG&E

$ 15, 9&3:;-
38,300
54,243
4,882
49,361

18,191

83,989
132,180

1;2395
133,419,

# 882
4 766‘

us

4,811

———

©$138,230

Staff ..

Di’ference7

R
| 38;3‘09,' o
39,743
3,517
36, 166
- 35, 309?]

83 swuffﬁr_
118,823
y1,p13if.,~'
119,936

3,511
3,492

[ggiff:

$1u 500 B

R

18,500

‘_1 305$7f;';

Sz o
12, 3823.

f“fnfst“;

26

-13"“’83-{ o

1;3¢5i_n‘-

r 1,274

2

3,525

$123,461

$14,769
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Table 3

Annvalized Chevron-Related
Revenue Requirment Comparison.

(Assumes a January 1, 1985 Revision Date)
C$QOO) '

7-Month Amertization .
- PG&E jf‘Staff[_‘ Difference

Geothermal Steam Plants $ 15,943 $ 1,843 $1u,sooyv7 ‘l
Standby/Settlement,Chaéges 38,3@055\ 38;3Qdf7f as "Ofd.‘

Subtotal . 54,283 39,743 1 ,500: |
Less 9% 4,882 3,577 1,305 |
Subtotal | 49,361 36,166 . 13,195 |- -
Allocated to CPUC € .9763 48,191 - 35,309 12,882 |

Chevron Account Balance
Estimated for December 31,

1984 - 143,981 v1u3,157e[;;:-,; &1@3ﬁ::5

Subtotal S 192,172 178, u765- B 13,696*f‘f

Adjustment for FAU . A S

Expenses € 0.00937 1,801 - 1,672{j“ 129

Annualized ECAC Revenue | o | L e

Requirement | 193,973 180,148

AER. Amount € 9% ‘ | T TR

(from line %) (11) 4,882 3,577

Allocated to CPUC € .9763i. - 4,766 - 3,492 0

Adjustment for FAU ' ‘ T T o o

Expenses € 0.00937 45 - 33 . 12

Annualized AER Revenue - o UL PR EEE
‘Requirement 4,811 3’525F'“' 4‘1,286f_

Total Anmualized Chevron- S

Related Revenue

Requirement $198,784  $183, 673 $15,f11t
As may be seen from the above tables, the principal

difference between staff and PG&E in addition to the amortization
period, is the geothermal steam rate.




A:84-04-028 cg . ALT-COM-DV

Geothermal Steam Rate

The price that PGLE pays for geothermal steam (geothermal
steam rate) to its four steam suppliers is determined by long-term
contracts executed in 1970 and 1973 with its‘geothérmalQSteam‘
producers. The contract provisions are‘uniform‘(the-Uhicn 0il
Company agreement was introduced as Exhibit 41). The contract sets
forth a formula which indexes the geothermal steam rate to the  “
¢hanges in PG&E's cost of fossil fuel and nuclear[geheration;_ Tﬁe
rate is determined for each calendar year based on fuel costs ro% the

prior year.6 ‘ o ' | : ’
The relevant part of the contract reads as follows:‘

---the average annual ¢ost to PG&E's Electric
Department in cents per million British thermal
units (Btu) of fossil fuels used by all its steam-
electric power plants (excluding any coal-fired
plants owned by PGandE and located outside
California) in the preceding calendar year..."
(Ex. 41, p. 17.) . :

No further definition of any of these terms appeérs-in‘the‘éontract;
PG&E contends that the componehts histdrically included by
it in determining the geothermal steam rate should govern the
determination of that rate. PG&E's witness—testified,that‘facility
charges paid under its LSFO contbéct were a cdmponent ih‘pa§t‘
adjustments. PG&E contends that the standby charge.paymentS‘to“
Chevron under the Settlement Agreement are in lieu of racility‘f
charges; therefore, those bayments‘should be considered a "cost to |
PCGEE"s Electric Department...of fossil fuels" and should be used as a
component of the formula used to adjust the:ggdthermalgStea@ﬁ{f |

"

f 6 The interim decision adjusted the geothermal steam rate foé*all~
E . factors except the change resulting from the Settlenment Agreement.

- lt‘fa-




-

A.B84-04-028 cg ALT~COM-DV

rate.7 PG&E appears %o believe that if it does not,includefstandby
charge payments in its steam rate, steam producers may be in a N
position to successfully sue for breach of contract:; and that if the
geothermal steax contracts are‘renegbtiated,'PG&E:may”bglsubjectgto*‘
higher stean payments than under present contracts. ~PG§E,V£he:efdre,
urges_that its interpretatioh‘of the quoted contract prbviSiops bej
adopted. | ' o _
Staff, on the other band, places a different interpretation
on the contract provisions and their historical app;icatioh; The
staff witness testified that, in his‘opinion;'ihefstandby7charge-'
payments under the Settlement Agreement‘are'ndt'the sémefas-thé
facility charge payments included in prior geothermal steam rate
adjustments as the Settlement Agreement encompasses more than
faclility charges, such as the settlement for the Gas Iran#portation
Agreement. For this reason, the Staff witness concluded_thaﬁﬁ ‘
payments under the Settlement Agreement are ﬁot‘a‘"céat_tOuPG&Efs
Electric Department...of fossil fuels." Iniissue inF$hi3“7‘ ?wH
disagreement is $14.8 million. B A

7 PG&E witness Peters stated that in the past the company has
implemented the geothermal contracts by including in the "cost of
fossil fuels™ those amounts booked to Account 151 of the Uniform
System of Accounts--"Fuel Stock."” Underlift fees and facility
charges paid to Chevrona in past years have been included in that
account and incorporated into the steam price formula; oil inventory
carrying costs have not. Further, to the extent there is any
difference, the "cost of fossil fuels" has been treated as the cost
of fuel utilized in a given year, not the cost of fuel purchased.
PG4E submits that there is no functional difference between the -
"standby charges" paid pursuant to the 1984 Settlement Agreenment and
the facility and underlift charges included in past geothermal price -
caleculations. ' , ' , o P

- 48 o
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Staff argued as follows: .

The 1981 LSFO contract is retained with,major
modifications. PG&E has no minimum take obligation, but its maximum
take under the 1981 LSFO contract remains unchéngcd;‘(SGmej75,625
million barrels). PG&E agrees to pay to Chevron $118.9 million
between 1983 and 1989 subject to certain stated adjusvments. The
payments are cast in the form of a "standdby charge of $1.57 per
barrel on the maximum contract volumes (75.625 million barrels)--."
for which PGEE receives credit for each barrel of oil in fact
purchased. While PG&E chéracterizes the sﬁandby charge as similar to
the underlift and facilities charges under the superseded_céntracts,
it seems more appropriate to recognize the $1.57 per barrel charge'as
a means of numerically quantifying the credit to PGLE for each barrel
purchased, since $1.57 x 75.625 (maximum barrels of take) $118 73
million, the total amount payable by PG&E under: the‘seztlement., I;
is not a facilities or underlift cost designed to'reimburée‘Chevrqnf
for its investment to provide PG&E fuel oil. This is so because the
Settlement Agreement does not identify'the settlement amount as
reflecting or equating Chevron's unrecovered investment im
facilities. In fact, the facilities charges in disputé_asiof'April
1982 were $207 million, an amount in excess of the total Settlement;
One settled agreement, the Gas Transportation Agreement; has no
apparent relevance to fossil fuel costs to PGXE's Electric
-Department.‘ The litigation and claims which are'settled‘involyedfa
variety of exposures to PG&E, including not omly comtractual amounts
alleged due Chevron, but other components of damages and litigation-
related expenses, which, as noted, exceed the level of facilities or
underlift charges allegedly due Chevron.

The staff also argued that although PG&E uses . Tniform ‘
System of Accounts Account 151, which lists items comprising the cost
of fuel, as the basis for identifying the components of the

geothermal price rormula, settlement costs of litigation are not
included in that acecount.
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TORN's brief states that the‘Settlement’Agreement":equires
that we must authorize "PG&E to recover in rates the full amount of
the payments provided for (therein), in¢luding recovery of the' ,
reasonable carrying costs of such payments if rate recovery is not
contemporaneous with payments..." In TURN’S view this "all or
pothing™ clause severely limits the Commission s options and may
require some form of rate recovery for certain costs not consmdered
to be fully reasonable. ‘ ‘

TURN's brief states that the Settlement Agreement resolves
a nuaber of different issues, including revocation of the Gas
Iransportation Agreement; that PG4E viewed the settlement of tne Gas .
Tranaportation Agreement as having a significant economzc value, and
the costs of the Gas Transportation Agreement would not be an element
in the gecthermal price caleculation if that agreement were in force.
TURN states that there is no way of knowing whether PGLE. is paying
Chevron a larger amount that ;t would absent the Gas Iransportation
Agreement. TURN takes the position in its brief that ‘there. is no
basis for any firm conclusion that the costs of the Chevron
settlement represent a cost to PG&E's Electric Department of fossil
fuels, as the costs of the Settlement Agreement may equally.
represent, at least in part, the cost of rescindingfthe Ga;
Transportation Agreement. If the latter is the case, TURN~states
that full recognition of the settlement payments in the geothermal
stean pricing formula could provide an. unjustifiable payment to steam
producers. :

PG&E argued that the staff witness has no legal training
and little experience, if any, in the ‘administration or
interpretation of contracts and that his approach to the
interpretation of the geothermal contract pricing formula violates
almost every tenet of contract interpretation- PG&E's witness

Peters, a member of the California State Bar, testified as rollows u:
(Exhibit as) : - B
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"Few contracts contain explicit definitions of all
terms. Accordingly, reasonable terms and
conditions are often required to be implied or
construed by the parties in order to further
carry out their contract obligations. In this
instance, the contract does not specifically
define the phrase 'the cost to PGandE's Electric
Department of fossil fuels.' Given that the
contract language was drafted in 1958 as PGandE "
first launched its efforts to promote and develop
geothermal resources, it is hardly surprising
that the parties would have left certain terns.
imprecise rather than defining every term or
concept in explicit detail. To the extent it may
have even o¢curred %o the negotiators that the
phrase in question required a definition, the
parties may well have concluded that 1t would be
more appropriate to allow an evolution ¢f this
particular phrase by referencing it to the cost,
however determined, which is allocated to the
Company's Electric Department in the context of
regulatory accounting and rate proceedings.

PG&E contends that the staff witness' analysis incorrectly
. Juxtaposes the function of comtractual language and the parties’

intent. PG4E asserts that the language of a contract is iﬁteﬁded to
capture and memorialize the parties®' intent on the terms and
conditions on which they agreed. PG&E argued that in disputea, ,
courts analyze the conmtractual language to determine the parties'
intent citing Section 1636 of the Civil Code. In coantrast, the staff
witness suggests that the absence of an explicit requirement from‘the
contract has legal 3ignificance superior to the parties' intent and,
in faest, the parties'™ intent is irrelevant to the question or
¢contractual interpretation.

PG4E concluded that the staff witness should have‘ |
investigated PG4E's prior appl;cation of the contractual terma in
issue before reaching his conclusion, and his failure. to do renders
his interpretation invalid. ‘

PG&E further argued that the parties' apparent 1ntent,
their prior practices, and the language of the contract provide
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competent evidence on the contract's interpretation. Accerding’to' '
PG&E the evidence, presented by its witness Peters, showed that Union
and Natomas, which own all but two of the operatlns geothermal units,-
maintain that the steam formula was intended to include the payments
of the type to be made to Chevron in the geothermal pricing formula-
PGLE asserts that the evidence shows the parti es have’ included,‘and,
the Commission has authorized, rate recovery for the rollowing
expenses within the geothermal pricing formula: '

1. Underlift fee payments (oil),

2. Facility charge payments (oil) and,

3. Minimum bill payments or take-or-pay payments
to gas suppliers.

PG&E contends that the standby charges in the Settlement
Agreement are similar to underlift charges or facility charges in the .
0il contracts. PG&E argued that the staff witness® failure to
recognize that similarity and that the different names\for the :
functions do not establish that the funct;ons are dirferent destroys
his interpretation of the contracts.
Discussion

The disputed amount of $14.8 million in the revenue
requirement results from different interpretation of a long-
established geothermal contract pricing provision. :

In arriving at our conclusions regarding this disagreement,
we should first lay to rest the spectre raised by TURN that_we‘must ‘
authorize ar inc¢rease in the geothermal steam rate as proposed by_
PGEE or jeopardize the Settlement Agreement. First, the Settlement
Agreement covers only those items in dispute between PG&E and
Chevron. Payments made by PG&E to its stean snppliers are. not the
subject of the Settlement Agreement, nor do we envision that the
parties in arriving at their Settlement Agreement even considered the
geothermal steam payments as a recoverable item. - Therefore, we do
not believe that {f we fail to authorize recovery or the change in
the geothermal steam rate proposed by. PG&E that we have placed the
Settlement Agreement in jeopardy. ' )

- 52 -
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The task presented to us by staff and PGLE is‘to interpret -
the geothermal steam contract provisions. The historical application
of contract provisions was by agreement of the partles, %0 whlch the
Conmission gave tacit approval by its acceptance_or‘the changes in
the geothermal steam rate changes in prior ECAC decisions. ' The.
parties included some items, such as facility or underlift charges,
in their calculations of the geothermal steam rate which are
recoverable cost items in ECAC proceedings, yet some recoverable ECAC-
related costs were excluded fromn the formula. Therefore, the fact
that facility and underlift charge costs are recoverable in ECAC
proceedings is not governing.. :

PG&E contends that the term "standby charges" used in ‘the:
Settlement Agreement is the same as, and equates to, the terms
"underlift charges"™ or "“facility charges" used in the Chevron LSFO
contracts. Staff disputes this rationale, pointing out that several
issues in dispute were settled in the agreement, including‘the Gas.
Transportation Agreement on which a substantial value was placed by
PGXE. The evidence, and the agreeament itself, does not place a
separate monetary value on the settlement of any particular
agreement. Therefore, the staff contends that the so-called standby
¢harge payments, as they represent the monetary payments due’ for
settlement of all disputed amounts with Chevron, do not equate solely
to settlement of underlift or facility charge payments: due under’ the
LSFO contracts. The staff argument is not persuasive that standby
charge payments are not merely'racility charge or underlift payments
due under the LSFO contracts under a different name. The evidence
adduced by Chevron and PGLE indicates that no—specific monetary value
was assigned to the Gas Transportation Agreement in their separate
analyses of PG&E's exposure should the dispute go to trial.' On tne
other hand, specific values-were assigned to the underlift and
facilities charges. The standdby charges set forth in the Settlement
Agreement produce substantially lower payments to-Chevron than the -
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contract underlift and facilities cnarges; Therefore,Awe‘can
reasonably ¢onclude that the standby charges in the Settlement
Agreenent equate to the underlift and facilities charges in the
contract. . ,

We turn to the issue‘or the intent of the parties to the
contract. PG&E contends that, as the geothermal contract steam,-
formula is couched only in general terms, we must rely upon
historical practice and the intent of the parties to determine
whether the standby charge payments under the Settlement Agreement
should be used as a factor in the geothermal steam:prioing”formula.
As the historical application of the geothermal prieing formula ,
included underlift and facilities charges it is reasonable to include
standby c¢harges in the pricing formula. In keeping with our risk
allocation of the Settlement Agreement standby oharges we find
reasonable the increase in the geothermal steam rate resulting. from
the inclusion of 91% of the Settlement Agreement standby'charges in
the geothermal contract pricing formula.

Amortization Peried

f PGSE preseated evidence in support of a 12—month |
amorti ration period for recovery of Settlement Agreement costs. The
prineipal reason for PGXE's support of a 12—month amortization period"
is that the further rate increase would be recoverable from all
ratepayers while, under a shorter period, some seasonal ratepayers
(principally industrial customers) could escape from payment.

The staff, on the other hand, proposed a’ 7-month .
anortization period because a reduction in interest accruals would
result from the shorter period, saving ratepayers about. $2- million.‘

The parties characterize both proposals as’ reasonable,
iadicating that the Commission should elect whether it is more
reasonable to spread the additional revegue requirementlto all
customers by use of a 12-month amortization period or. to save
ratepayers approximately $2 million in- interest costs-
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We find that a 12—montn amortization period for recovery of
91% of the costs resulting from the Settlement Agreement is
reasonable because it ensures that seasonal customers bear some share
of the rate increase and it ameliorates rate stabilization by
spreading the rate increase over a longer time frame. A revision
date commencing January 1, 1985 is also reasonable.

Based on our findings with resbect‘to calculation_o: the .
geothermal steam rate, the amortization period for recovefy“of the
Settlement Agreement costs, and our decision to allow recovery of
only 91% of the Settlement Agreement standby charges, the following
table sets forth the required revenue increases approved for the .
period January 1, 1985 through July 31, 1985: ‘
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Table 4

PACIFIC GAS and ELECTRIC COMPANY

Electric Department

Annuzlized Chevron-Related

Revenue Requirment

12-Month Amortization Period

($000)

Geothermal Steam Plants’
Standby/Settlement Charges‘.
Subtotal

Less 9%

Subtotal |

Allocated to CPUC € .9763
Chevron Account Balance

.Estimated for December 31, 1984

Subtotal

Adjustment for F&U Expenses
€ 0.00937

Annualized ECAC Revenue Requirement
AEZR Amount € 9% (from lime 4) (11)
Allocated to CPUC € .9763

Adjustment for F&U Expenses
€ 0.00937

Annualized AER Revenue Requirement

Total Annualized Chevron-Related
Revenue Requirement

' $ 14,638#

34,853
s
4,454

45,037

43,970

76,430
120,400

1,128
121,528 -
4,454
4,348

41

‘~u,389\

sizs,017

Geothermal revenue requirement based on 91% of Chevron related
costs equals .91 (15 9%3 - T,443)4+ 1 un3 or 14, 638
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Findings of Fact

1. Remaining for decision in A. 8&-0&-028 are issues associated'
with the reasonableness review of PG&E's operation of electrie and
gas departments, during the period February 1, 1983 through

January 31, 1984, and the reasonableness of the Settlement Agreement
resolving a ¢ivil court suit with respect to contracts entered into -

between PGXE and Chevron for the purchase and sales of LSFO and for
gas transmission to Chevron facilities.. | S

2. The Comaission staff made a comprehensive review of PG&E'S
operation of its gas and electric departments during the review
period and, based on its review, staff presented its recommendations.

3. With the exceptions described below, PGLE'S operations
during the review period were prudent and reasonable. '

4. The reasonableness of sales of excess fuel oll in storage
during the record period and the appropriate ratemaking-treatment-ror
such sales was determined in Interim D. 8&-08-118.

5. PGLE and our staff should be directed to present evidence
PG&E's next general rate proeeeding with respeet to additional
programs designed to determine the causes of lost and unaeeounted for
electricity and to reduce such losses.

6. PGAE's actions in the review period with respeet to

operations of its Geysers Unit 15 were not unreasonable, but PG&E

should report in its next reasonableness review! the efforts of it and

its steam supplier to obtain sufficient steam so that the Unit 15
capaeity factor c¢can de 1mproved._
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‘ 7. The issue of tne amount owed to-PG&E‘for‘cépacity_ﬁalea”t0<.
CVP in prior review periods should be held over to'PG&E's,next"‘
reasonableness review proceeding because of current litigatidn@

8. PG&E snhould take the steps recommended by staff as outlined
in the staff exhibits to improve operations of its conventional steam
plants, with a view to improving the heat rate of auch‘plants, and
should report on its efforts in its next reasonableness review.

9. PG&E has failed to Justify its railure to meet 1ts
forecasted heat rate during the period August 1, 1983 through July
31, 1984, taking into account hydro effects.

' 10. Other than those described in the preceding rindings, there
are no reasonableness issues which should be carried forward to
PG4E'sS next reasonableness review. :

11. A 9%/91% allocation of expenses between shareholders and
ratepayers, respectively, is reasonable for the standby/ﬁettlement

harges and the additional geothermal steam costs resulting from the
84 Settlement Agreement-

12. The reasonmable level of annualized revenues to allow PG&E

for the standby/settlement charges and additional geothermal steam
costs is set forth in Table 4.
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\Conclusions of Law

1. PG&E 3hou1d be directed to implement Findings of Fact 4
through 8. :

2. PGAE should be authorized to increase rates to recover the ,
revenue requirement associated with the 198& Settlement Agreement
found reasonable in Finding of Fact +%f-

3. A disallowance should be imposed in accordance with the.
terms of this decision for PG&E's failure to demonstrate by clear and
convineing evidence the reasonableness of its efforts to meet the
heat rate standard established is D. 83~08-057. | |

INTERIM ORDER
IT IS ORDERED that: :
1. Pacific Gas and Electric Company (PG&E) 1is directed to-
implement Findings of Fact 4 through 8.
_ 2. PG&E is authorized to file with this Commission revised
) ariff shecedules for electric rates in accordance with this decision
- ‘n or after the effective date of this order. The revised tariff '
schedule shall become erfective not earlier than January 1, 1985, and
shall comply with General Order 96-A. The revised schedules shall
apply only to service rendered on or after their effective date.,
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3. 7This proceeding will remain open to consider the £ilings
subpitted by EG&E and other barties in response. to Ordering,Paragraph
2 of D.8L4=08-118. A decision will be issued in early 1985 on this
matter.

4. This proceeding will also remain open for the'consideration
of the staff' calculation of a disallowance on the heat rate issue
discussed in Finding of Fact 9 and Conclusion of Law 3, supra.
Staff's calculation shall be filed on January 31, 1985; PG&E and
other appearances of record shall be allowed an opportunity to-
respond on or before February 15, 1985. o

This order is effective today.
Dated December 5, 1984 ., at San Francisco, California.

I will file a written dissent. DONALD VIAL
/s/ WILLIAM T. BAGLEY _ ‘President
~ Commissioner : VICTOR CALVO" N
PRISCILIA C.  GREW
FREDERICK R.-DUDA
COWSSJ.OD-GIS

I CERTIFY TEAT TRIS DE 75TCN
WS APPROVED 3% THL ABCVE
COWISSIONTRS. TOIAY.,
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WILLIAM T..BAGLEY, Commissioner, dissenting:

The majority's decision to disallow rate recovery of 9% of
the Chevron settlement amount has nofbasig‘in fact, 1s arbitrary in
the full sense of the word, and thus has'pno basis in law.

The basic question before us, ds}reserved'bx‘this _
Commission in D.82-12-109 for later actfon, is expressed by tbat
decision as follows: - | ‘ .

"*[The] record leaves us iz doubt as to
whether PGZE has negotiated a facility charge
at a level low enough to warrant recovery in
full from its ratepayers. We are concerned
that hasty approval of rate recovery for PGLE

- contract costs not clearly proven reasonable
might mislead the parties to that litigation
into anticipating our acquiscence in :
unrealistic terms of settlement...."'
(D.82-12-109, 10 CPUC 2d 488, 501)."
(Emphasis added.) '

The majority opinion in this matter states at p.36:

"It is with the record before us today that
we are finally able to determine the
reasonable level of facility charge
payments that PG&E can recover fron
ratepayers for the period covered by our
D.82-12-109 through July 31, 1985."
(Emphasis added.)

Baving twice posed the question of reasonableness,‘the _
majority totally ignores an answer. The fact is that there is no
record on the subject of unreasonableness. Therefore there is‘not_
and cannot be such a finding. The further fact is that the
settlement 13 acknowledged to be very ravo:able’to’PG&E’and}its

ratepayers. . o :

P




In D.B&-12—026-iasued this day involving San Diego ‘Gas and
Electric 3 01l supply comtract with Iesoro, there had been such a
finding and the Commission ther proceeded to determine a "measure of -
damages™. Actually determ*ned 'was a'me&sure ol the anount not to be
recovered made on the basis of arithme»ical facts, after an earlier
finding of unreasonableness. EHere again, we have. no such finding
nor 'do we have any record facts upon which to base our "91/9™ split
or any other such split.

It i3 acknowledged that the _ajority - being arbitrary dut
not capricious -~ wished to "solve a problem" and wished t0~3pread
toe risk of past oil supply uncertainty. The major‘ty erecta a
facade of ra*ionality by comparirg the Commiss oa's AER. proceus
(wherebdby fuel costs are borne on a 91/9 ratlo) to this proceeding. |
But the analogy falls of its own weight. ;n the AER process we base-
rate the 9 perceat as an inceative for the ut {litles to operate more
efficiently, L.e., prospective regovery_of the 9 percent is
possiblc. Eere we are coancerned with a reduction of‘ajﬁrior
contract obligation, or past costs incurred. No ingentive i3
involved and no additional recovery can_Be Obtained; Ih;stgh 2
costs incurred situation, return of such cowt- can'only be
disallowed if they were Zncurred or coa*inuec by unreasonable or
izprudent action. The majority makes no auc“ rinding and thua the ¢
percent disallowance is unauthorized.

December 5, 1984
San Francisco, California
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Staff agrees with PGXE that the system average;heatgrate’
standard is not a sole measure of how efficiently the‘plantaﬁafefl
using fuel or of how well they are maintained. The staff report
indicated that PGXE's tested heat rate, which is indicative of the
operational heat rate should fossil fuel plants be used, improved
slightly (om a average about 0.5%). The report. states thaﬁ/given
the level of effort displayed by the utility in the foreeast period, 1
the heat rate should improve in the forecast period. A orecast heat
rate was adopted in D.84-08-118 which reflecta the expected
improvement.

To inmprove. operations(or conventional: ateam planta, which'
would also tend to improve heat rates,atafr?;eéemmenda that PG&E
should increase the pace of modernization fo monitoring‘and*centrol,
with the exception of the Kern Power Plant,/ It should also increase
the use of personal computers for record Xeeping. At'preseat; many
of the records are hand tallied, making/for laborious calculations
and ine¢reased chance of errors. The staff recommends'that PG&E _
should not be penalized for not meeting the heat rate standard set in
D.83-08-057 and reaffirmed in D.83-

The staff's recommendations will be adopted, with the
exception of its recommendation against a penalty.

In D.83-12~049 we’expkécitly recognized that the D.83-08-
057 adopted‘forecast and heat rate were not entirely cobrelative. '
Thus the PG&E and staff teatidgny detailing the impact'of\ihcreaaed
hydro availability on a partﬂgular unit's heat rate pbesents‘usvwith
0o dramatic new insight; it /merely repeats what we albeadv‘notedeia
D.83-12-049, i.e., the heat rate will suffer if non-fossil resources
are increased with a eorreéponding decrease in the thermal N
requirement. PG4E and staff have misread the tenor of dub earlier
decisions. Our c¢lear purpose in adopting the 10 809 Btu/kWh rigure
was to provide a strong/incentive to PGXE to devote. its resources
(and maintenance efforts) to thereby improve its steadily worsening ‘
heat rates. Apparently there has been slight improvement (0 5% on '

. the average); arguably, but for this improvement the. 1&03 Btu/kWh :

_—11 -
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differential would have been greater. 'Having eatablished‘the
‘standard, it is inappropriate now to ignore the fact for )
reasonableness review purposes that PG&E has”failéd~to{meeb/it.' Nor
has PG&E presented any affirmative evidence‘thatﬁit.made ’Treasonable
effort to try to achieve the standard, given hydro constraints. Whgn
an allowance is made for that factor, PG&E sti’l has/got‘met its
burden of proof, since the only evidence it has %/é;ented nerely
reiterates the theme that it argued previously id A 83-34-19.
However, in view of the state of the record, have insufficient
1nrormation to c¢alculate and appropriate dis, llowance at this

Since this application remaina/open anyway for
consideration of the filing submitted by PG&E on the Economy Energy
Sales Issue (D.84-08-118, Ordering Payagraph 2), we will,require the
Public Staff to file a disallowance galculation in this proceeding
based on an appropriate formula su¢h as the following:

average Btu/kWh shortfall kWh generated during o
commodity based in compariso - period Feb. 1, 1983 thru. :
cost of x of 10,809 Btu/kWh/ x Jan. 31, 1984 ) .91
gas for the and. actual heat rate C » '

period Febd. for Feb. 1, 1983/thru

1,-1983 thru Jan. 31, 1984

Jan. 31, 1984 o

‘$/MMBtu.

/

/

T We also note that the 403 Btu figure nmust necessarily be. adjusted
because it is based on the difference between forecasted heat rate-
(covering the period August 1, 1983 thru July 31, 1984) and the
actual heat rate attained in calendar year 1983.

- 12 -
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Intertie Agreement did not allow any of the companies to buy nore
power than their allocated percentage (PGEE 50%, SCE 43%, SDG&E 7%). '
Utilities Division staff (UD) reviewed the contract entitled "CA
Companies Pacific Intertie Agreement between PG&E SCE and SDG&E” of
August 25, 1966. The contract does not appear to,preolude scneduling
more power than PG&E's 50% share of the intertie, but stanes (on
page 40): "No Company sha*l schedule delive es of Northwest Power |
over the Company assured Intertie Capacity of any otner Company or.
such other Company's transmission capacity referred to in (2). above
without the approval of the Coordinatio Committee. -PG&E bas not
shown that it asked the Coordination Committee for approval to use
excess available capacity detween Se‘Qember 21, 1983 and October 7,
~Kéi}e not recommending Aisallowance; UD beliebes tnngfphe '
contract should-be rewritten to/allow full use of the ava;&aﬁle
capacity whenever unused_ power/is available. -

While the evidence- ngieatefﬂgha additional use of the
intertie may be difficult t obnain<beeause of changed. policies of
the Bonneville Power Admin tration (nﬂ\‘Inzerim D. 84-08-118' pages'
13 and 14) we will drfEE;—PG&E to attempt to remegotiate; tne
agreementazgﬁerred to zzove and to describe in itn\EExc e
reasonabieness review e actions taken by it %o acquire: greate:\use
ozzthe intertne to trambsport excess economy energy available in the

northwest. té( ‘
Losses and Unaecoun d For Energy . .

Losses ang'unaccounted-for eaergy constitute a large
component (9.63% ié PGLE's forecast and 9.15% in UD's) of PG&E's
load. UD recommends that PG&E should undertake all cost—effective
measures, witni the limits of the expenditures authorized ln general
rate proceedings, to reduce lost and unaceounted for. energy.' Review'
of these measu?es is done in connection with gemeral rate ! n
proceedings. Therefore, UD did not review the reasonableness of
PGAE's actions to reduce lost and unaccounted for electrioity in -

. connecta.on with tbis proceeding, although PGLE. has programs designed

. ;h‘
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to expect any great 3uccess in the attempt‘to resurrect‘iﬁs
predecessor. “*

TURN further states that in the current Settlement
Agreement PG&E has substantially improved its position in relation to
the 1981 contract. TURN argues that the current agreement which
requires 100% pass-through to ratepayers as a/condition precedent to
its effectiveness does not permit an assignment of any portion of the
costs of settlement on PG&E's°shareholde3§{ Therefore, the'$120
million settlement is the dest that PGXE"s ratepayers can hope for.

Discussion

The contract disputes betweeh PGLE and Chevron have a long,
complex history. It is with great gare and consideration of this
history that we come to our decisidn issued here today. Since we:
issued D.82-12-109, we have allow}Z PG&E to record its facility charge
payments to Chevron in an ECAC alancing subaccount, but we have
declined to authorize any recoyery for these payments pending the
outcome of negotiatzons betweén PG&E and Chevron. The Cozmission
expressed its reasons for deferring rate recovery as follows:

"[The] record leaves ud/in doubt as to whether PG&E has
negotiated a facility gharce at a level low enough to
warrant recovery in full from its ratepayers... We are
¢concerned that hastyiapproval of rate recovery for PG&E
contract costs not ¢learly proven reasonable might mislead
the parties to that Altigation into anticipating our ..
acquiscence in unrealistic terms of settlement...". (D 82-
12=-109, 10 CPUC 2iémsa 501). \

It is with the record > fore us today that we are finally able to
determine the reaaonaale level of facility charge payments that PG&E
¢can recover from ratepayers for the period c¢overed by our Dt82-12;109

through July 31, 1985.2 As of December 31, 1984 PGAE estimates
that it will have ackumulate near'y $84 million in its

1

2 Both D.82-12-109 and D.83-08-057, ECAC decisions covering the
forecust periods August 1, 1982 - July 31, 1983 and August T, 1983 ~
July 31, 1984, respectively, deferred the issue of rate recovery for
facility charge paymeats to Chevron. This issue was therefore

considered in this proceeding and it was part of the 1984 Settlement‘
Agreement.

- 36 -
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Findings of Fact L ‘_jfig*‘ .

1. Remaining for decision in A. 8&-08-028 are issues. associatedf
with the reasonableness review of PG&E's operation of electric and
gas departmeats, during the period February 1, 1983 through -

January 31, 1984, and the reasonableness of the Settlement”Agreement
resolving a civil court suit with respect to. contra s entered: into
between PG&E and Chevron for the purchase and sales of LSFO and for
gas transmission to Chevron facilities. / .

2. The Commission staff made a compr ensive review of PG&E'
operation of its gas and electric departpénts during the review
period and, based on its review, staff/presented its recommendations.

3. With the exceptions descriped below, PG&E's operations
dur_ng the review period were prudent and reasonable. _

4. The reasonableness of les of excess fuel oil'in storage
durizg the record period and ¢ appropriate ratemaking treatment for
such sales was determined in jnterim D.84-08-118.

5. PG&E should be reghired to report in its next .
reasonableness review on it/ efforts to obtain approval ‘from the
Coordination Committee to/amend the Pacific Intertie Agreement 30
that PG&E nay receive additional use of the intertie to transmit
excess econony energy avallable in the northwest. :

6. PG&E and our/staff should be directed to present evidence
in PG&E's next gener'& rate proceeding with respect to additional
prograns designed to determine the causes of lost and unaccounted for
electricity and to/:educe such losses.

7. PG&E's/éctions in the’ review period with respect to ‘
operations of its Geysers Unit 15 were not unreasonable, but PG&E
should report in its next reasonableness review the efforts of it and

its steam supplier to obtain sufficient steam 30 that the Unit 15
capacity factor can be improved.
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8. The issue of the amount owed to PG&E for bapacity‘salés to-
CVP in prior review periods should be held over to PG&E?s-neit_
reasonableness review proceeding because of cur ent.litigation.

9. PGLE should take the steps recommended by staff as outlined
in the staff exhibits to improve operations’of its conventional steam.
plants, with a view to improving the hea¥ rate of such plants; and
shoald report on its efforts in its neXt reasonableness review.

10. PG&E has failed to justify its failure to meet its |
forecasted heat rate during the pefiod August 1, 1983 through Juiy"
31, 1984, taking into account hydro effects. o

117. Other than those desofibed in the preceding findings, there
are no reasonabdleness issues Xhich should be carried forward to
PG&E's next reasonableness eview.

12. A 9%/91%: allocat or of expenses between shareholders and
ratepayers, respectively is reasonable for the standby/settlement
charges and tkhe additiorl geothermal steam costs resulting from the
1984 Settlement Agreement. . «

13. The reasonable level of annualized revenues to~allow DG&E

for the standby/setvmement charges and additional geothermal steam
costs is set forth/in Table 5., \
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Conclusions of Law

1. PG&E should be directed to implement Findings of Fact n
through 9. ‘

2. PG&E should be authorized to increase raten to reccver the

revenue requirement associated with the 198& Seztlenent Agreement
found reasonable in Finding of Faet 13.

3. A disallowance should be impeos in accordance with the
teras of this decision for PGEE's failure to demonstrate by clear and
convinecing evidence the reasonableness of its efforts to meet the
heat rate standard established in/D .83-08-057.

* INTERIM ORDER
IT IS ORDERED that:

1. Pacific Gas and Eléctric Company (PG&E) is directed to
implement Findlngs of Fact/4 through 9. , _

2. PG4E is authorized to file with this Commission revised
tariff shecedules for-eLectric rates in accordance with this decision
on or after the effecﬁéve date of this order. The. revised tariff
- s¢hedule shall become effective not earlier than Jannary T, 1985, and~
shall comply with Géneral Order 96-A. The revised schedules shall
apply only to ser ice rendered on or after their effective date.
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3. This proceeding will remain open to consider the filings
submitted by PGEE and other parties in response to»Ordering Paragraph”

2 of D. 8&-08—118.r A decision will be issued in  arly‘1985 on’ this
matter.

4. This proceeding will also remain/open for the considebation
of the staff’' calculation of a disallowakce on the heat rate issue
discussed in Finding of Fact 10 and nelusion of Law 3, supra.
Staff's calculation shall be filed/on January 31, 1985, PGE and
other appearances of record shav be allowed an opportunity to
respond on or before February /15, 1985.

This order isefj%gg%ve today.

Dated DEC , at San Francisco, California.

I will file a written dissent. | DONNLD VIAL L
‘ o - ' PPUREI o President?-‘
VICIORACALVO\-~--*W3‘
PRISCILIA C. GREW "
FREDERICK:-R. DUDA .~
. Commissioners:




