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FOURTH INTERIM OPINION, COMPLIANCE PHASE:
CAPACI‘J.'!’ VALUATION. VARIABLB ENERGY PRICD‘G.

In Decision (D.) 87-05-060, our first interim compliance V//'
phase opinion, we dealt with certain non-resource planning issues
in the implementation of final Standard Offer 4. We have since
held further hearings in this proceeding in June and July. These
bearings concerned resource planning and uniform contract
provisions for final Standard Offer 4, and possible reinstatemen:
of Standard Offer 2. In our second interim compliance phase
opinion, we found that (1) there are presently‘no avoidable
resources for purposes of final Standard Offer 4, and (2) that o
Standard Ofifer 2 should be reinstated for San. Dlego Gas & Electric o
Company (SDGSE). - | : g} w//f"‘
Today’s decision, our fourth interim opinion, deals with
the two remaining pricing methodology issues,!or all standard
~ offers and the development of a final Standard Offer 4 contract
form with (so far as possible) uniferm provzsions and terminolocy
for all utilities. . '
We find that the util;tzes ‘have generally complied W1th
our direction in D.86-11-071 regarding creation: of a relxabxllty
target and capacity value adjustment based on Expected Unserved
Energy. (EUE). We find the resulting Energy~Reliab111ty Index (ERI)
method should be used by SDG&E and by Southern California Edison
Company (Edison) for valuing capacity’ from. any source, includmng~
both Qualifying Facility (QF) and non-QF sellers and the utility’s
own plants and projects. We find the ERI does not yzeld reasondble
results for Pacific Gas and Electric Company (PG&E) , and we adopt a'”
temporary capacity value for use by PGSE in 1988. _ . :
For QFsrrecexving variable energy payments, ve’ conzzrm
our conclusion in D.85-07-022 that rinal Standard Offer 4 QFs.
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on-line in Period 1L of their contracts should have such payments
calculated according to the ”QFs-in/QFs—-out” method. All other QFs
receiving variable energy payments should also have such payments
calculated according to this method for the time being. However,
for the latter QFs, we may shift later to marginal cost pricing
(i.e., QFs-in), contingent on various changes in the electricity
market and requlatory environment, including possible changes to
the Energy Cost Adjustment Clause (ECAC) procedure, so that the
benefits of marginal cost pricing flow through to ratepayers.

' We approve the uniform final Standard Offer 4 contract
provisions jointly sponsored by QF and utility representatives and
by Public Staff (renamed the Division of Ratepayer Advocates (DRA)
after the close of these hearings). We reject certain alternate
provisions propesed by Independentlnnergy Producers Aasociatlon
(IEP) and by PG&E. ‘

IX. Capacity Valuation

We use capacity Qaluation in many ways, but in this
proceeding the chief functions are. -determining capacity payments.to
QFs and testing the cost: efrectlveness of proposed resource

additions. All parties,agree with the goal that the same capaczty
valuation method (appropriately differentiated between.short—term
and long-term) be used for both functions. 'All'parties also agree
that the capacity valuation method must be able. (1) to measure the
utility’s relative need for capacity over a‘qivén‘time frame (based
on an appropriate reliability target), and (2) to make
corresponding adjustments to the utility’s capacity payments.

The ERI method that we adoptcd;in D.86~11~071 was
intended to satisfy these goals. These goals are compromised
somewhat in that ‘the Calltornla Energy CommiSSLon (CEC) has its own
target resexve marg;ns for each utxllty, using the CEC’s
relxablllty nodel and a target based on a’ one-day—ln-lo—years Loss.
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of Load Expectation (ILOLE). (The ERI method has a reliability
target expressed as EUE and derived by analysis of the utility
system in one historical reference year.) Thus, there was
confusion in the resocurce plan hearings on- whose target resexve
margin was to be used by the utility fox purposes of its CEC-based
scenario. '

Fortunately, the methodological difference does not
significantly affect our conclusions at this time on either
avoidable resources or capacity payments. As we discuss shortly,
the ERI as implemented by SDG&E and Edison yields target reserve
margins almost identical to those specified for the respective
utilities by the CEC in its curxent Electricity Report (ER~6).
This is not the case for PG&E; however, there do not appear to be
any avoidable resources for PG&E even using the EVE target, which
PGSE rinds to be relatively more strangent (i.e., requare hagher
reserve margins) than LOLE. Thus, we arrive, via a dlfferent path,
at results that are in ract consistent with ER—G.

~There is general agreement that the utilities have
complzed with the ERI method specifaed in D.86-11-071. The
remaining ERI issues concern input assumptions and updating. The
ERI is a way to calculate short-term and long-term capacity values,
given the utility’s anticipated loads and resources for the
forecast period. Long-term capacity values are needed for the
standard offers with fixed capacity prlces (Standard offers 2~and ‘
4). Short~term capacity values are needed .for the standard otrers
with variable capacity prices (primarily Standard Offers 1 and 3, ‘
plus a few QFs under interim Standard Offer 4). Therefore, inmput
assunptions will affect priCes'under all'the standard offers. Manyif
parties dispute the utilities’- assumptaons on loads and. resources
from which ERIs (and ultimately capacity"values) are calculated.-
A. Nondeferxrability apd Cost Effectiveness ,

We will analyze plannzng assumptlons in greater- detaxl Ln57
the final decision for the compliance phase. Howevexr, one {
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oft-repeated criticism leveled at the resource plan f£filings
deserves immediate comment. The criticism is that Edison and PG&E
show many new ufility resources coming on-line during the next
eight years, despite alleged capacity surpluses, and without a
showing of c¢ost effectiveness. (An example is Edison’s Big Creek
Expansion Project.) Edison responds that the additions are mostly
peaking resources, thus nondeferrable by QFs and, in Edison’s view,
not subject to screening for cost effectiveness. _

Edison misreads D.86-07~ ~004.% Nondeferrable generat;on ‘
resources don’t belong in a resourxce plan unless they are shown to
be cost—et!ective-z To include such resources unfairly reduces
capacity payments £o3QFs and violates least-cost planning
principles. Reliance on such a resource plan would limit QF
opportunities at ratepayer expense. That is obviously
unacceptable. -

1 We have a four-part standard . for a showing of nonde!errabxl;ty‘\\ﬁ
on a project-specific basis. The showing must: #(l) establish the ..

project'sAcost-errectiveness, (2) set forth the aspects of the
project claimed to justify a finding of nondeferrabllzty,

(3) quantify the economic and operational benefits of such aspects,
and (4) describe the impact of attempted deferral through the use
of ‘adders’ and standard offer contracts.” (D.86-07-004, mimeo.,

Pp. 83-84.) The same decision says that peakers are nondeferrable:;

however, that generic statement can only be held to cover part
(2) of the required showing. There is such a thing as a capital-
intensive peaking facility--pumped storage projects such as
Edison’s Balsam Meadow and PG&E’s Helms are examples. These .
projects may have unique system benefits, but that doesn’t excuse
the utility from showlng that the benefzts are worth the costs.

2 Tdeally, this statement would also apply to conservation and
load-management programs. We are currently undertaking with the
CEC and interested parties the modifications to the joint CEC/CPUC
Standard Practice -Manual needed to ensure that strategies for
increasing electrical supply and managing or reducxng electrical
demand are compared on “a level playing field.” See Section
I.B.4.2 ot our Second Interlm Opinion - Compllance Phase.
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There is an exception to the above generalization on
nondeferrability and cost-effectiveness. The exception relates to
hydre relicensing. In a petition for modification of D.86-07-004,
PG&E has asked that “improvements to hydroelectric projects
proposed in the context of relicensing proceedings” at the Federal
Energy Regulatory Commission (FERC) be treated as generically
nondeferrable. According to PG&E, “[i]f the relicensing
improvements are ‘avoided’ by [a Standard Offer 4] contract, PGEE
may be precluded from complying with the Federal Powex Act’s
mandate to develop the resource” and thus “be unable to propose
plans giving its customers the best chance to retain these valuable -
resources.” L :
No party has opposed PG&E's request, and we have decided Ll

to grant it. Relicensing improvements are a unique case, in that ‘
the failure to pursue the improvement could cause the loss (thxbugh[~ “,:
denial of relicensing) of an existing resource. Furthermore, the - o
FERC reviews the cost-effectiveness of the proposed imprpvement.

Thus, it is_appropriatetto\treet‘relicensing-improvementsraSj

generically unavoidable by QFs. The resource plan of a utility
applicant should reflect such antic;pated improvements by , .
identifying the projected capacity, output, and operational date ot

each such improvement, but need not otherwise describe the

improvement or justi!y its: cost-e::ectiveness. ‘ : e
. B~ ERIL Updates . E ' Y;//;

D.88-03-026 has a complete picture of the periodic ‘

updating process for the standard offers. We discuss ERI updates T
now in order to clarify why we are setting some QF capacity ’ -
payments here and why some will be set. in other proceedings.

Standard orter 2 and final Standard offer 4 contain / S
long~tern fixed prices and eccordingly require long-term :orecasts._i,e
We do such forecasts in our biennial resource plan proceedings, oz

. ! !
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which this is the first. Thus, the fixed payments in these offers
will be set in the resource plan proceedind.

We have previously determined that none of the utilities
now has avoidable megawatts for purposes of final Standard Offer 4,
and we have alsco continued the suspension of Standard Offer 2 for
PG&E and Edison. Thus, the only long-term fixed prices to be set
in today’s decision are the capacity price schedules for SDG&E’s
Standard Offer 2.

Variable capacity payments (for the most part, contracts
under Standard Offers 1 or 3) depend on short-term forecasts and
should be updated annually. . Such payments should Dot be set in ,
this proceeding, which is biennial: and which is largely 1nsensxtzve "
to things such as business cycles that‘may have significant ;mp;;t N
for the short term. Our annual ECAC proceedings are ideally '
suited for such updating because they alreadyxrequire us to adopt
assumptions on the utility’s loads and~reseurcesfduring‘the one—
year forecast period. ECAC proceedings establish . the utility’s .
marglnal costs for several purposes: this feature should llm;t the

rgaming” that we fear.would occur: in 2 proceedxng held only to set e
short-run QF prices.

" Thus, we will update variable capacity‘payments each
year. In the future, this‘annual update will normally be done. in-
the ECAC proceeding for each utllxty., Capacity values for SDGSE
and Edison will belcomputed using the ER:fmethod specified in -

3 Since this is the first year of the annual update cycle, we
must deviate somewhat from our intended reliance on the ECAC

proceeding to update variable capacity payments. . See the utllitYﬁﬁ _eeV

by=-utility discussion that follows.
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D.86-11-071; for PG&E, we are using a temporary capacity value,
described in Section II.E below.?
C. Edison

We first reviewed Edison’s proposed EUEvtardet in
D.86=-11-071 and there expressed concerns over its derivation.
Edison provided an elaboration in its compliance phase testimony,
and we are now satisfied that the proposal, which coupleS'the EVE

4 OQur fourth interim opinion in this proceeding,deals with .

updating generally. However, so that everyone understands that we 7

are- not burdening the ECAC proceeding with additional litigation,
we briefly summarize now what is involved in the updating of

variable capacity payments. The ECAC proceeding already develops a

sales forecast and supply assumptions; ERI updating applies a

formula (described below) to the adopted ECAC assumptions to come ,;””

up with the capacity price.

First, an- annualized cost.or a combustion turbine for‘the
particular utility is needed. This cost is currently set in the
utility’s general rate case; in the future, it will be updated in
the biennial resource plan update proceeding, still using the
costing methodology established in D.82-12-120. Second, the
utility’s latest established combustion turbine cost will be
escalated using the previous year’s recorded: GNP deflator. (See
D.87=05~060, nmimeo., p. 29.) Third, the ERI is calculated using
(1) the load and resource assumptions developed during the: ECAC.
proceeding, and (2) the ERI  formula described in D.86-11-071 -and
applied to the block of QFs receiving variable capacity payments.
Fourth and finally, the annualized combustion turbine'costs are
multiplied by the calculated ERI.

This approach to-ERI updating may eliminate an issue from our¥5

general rate case proceedings and ensures consistency with the

results of our ECAC proceedings Witheut adding issues to the
latter.
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target with a target reserve margin, is reasonable and should be
approved.5

Edison’s target reserve margin seems consistent with CEC
planning criteria. Table 2-13 of ER-6 (”Reserve Margin Assumptions
for Key Years”) sets the reserve requirement for the Edison
planning area at 19.30% in 1990, declining to 17.50% in 1997 and
therafter. Edison’s target reserve margin is 18 * 2%. Thus, the
CEC’s reserve requirement throughout the ER-6 forecast period falls .
within the narrow band of the target reserve margin that we approve
for Edison for use in conjunction with the standard offers.

Under the former capacxty price updating procedure, this
issue was included 1n each utility’s general rate case. . Thus,
although the.methodologlcal questions for capac;ty.valuaticn_have-
been in this proceeding, the parties to Edison’s current general
rate case (Application 86~12-047) have litigated the question of
what resources are likely to be available in 1988 for purposes of

. adjusting Edison’s variable'capacity'paymeﬁts.tO'QFs.' We have,

therefore set these payments-in-D.87-12-066, in the general'fate
case, using the ERT method approved by today’s decision. Futire
updates to Edison’s variable capacity payments will be done. |
annually in an Edison ECAC'proceedlng.‘ Thus, the variable capacmty
price determ;ned in Appl;cation 86-12-047 Will continue in effect
until a new capacxty price is adopted in Edison’s 1988 ECAC.

5 EUE is a probabilistic concept, whlle the target reserve :
margin is deterministic but far easier to calculate. Essentzally,
under D.86~11-071, the utility would always plan to meet its target
reserve margin (within a stated tolerance) but would-base its
capacity payments: to QFs on EUE whenever such.analysmsxlndlcates .
that higher-than-targeted reserves-are needed in-order tosma1nza1n
system reliability at the level derzved from the historical
reference year.
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D. SDGEE

D.86-11-071 reviewed SDG&E’s initial EUE proposal and
requested certain clarifications and additional censexrvatism in the
choice of a reliability target. SDG&E responded to both fequests
in its compliance phase testimony. Also, at the request of Santa
Fe Geothermal, Inc., Union Oil Conmpany of California, and Freeport-
McMoRan Resource Partners (SFG/U/F), SDG&E provided a sensitivity
analysis showing the reaction of its ERI to changes in input data.
We are satisfied that the proposal (which, like Edison’s, couples
the EUE target with a target reserve margin) provides a reasonable -
method for valuing capacity on the SDG&E' system.

There is little dive:gehce between CEC planning criteria
and SDG&E’s target"reserve margin. . In ER-G the CEC assumes a -
, Capacity reserve requirement for SDG&E of 18.14% in 1990. This
declines rapxdly'to 15.30% in 1992, then declines slowly to 14.23%
in 1997, and remains at that level thereafter. SDG&E’S target
reserve margin is 15 + 1%. ‘Thus, except for the earliest years;
SDG&E and the CEC are very close in their projected reserve
' requlrements for the ER-6 forecast period. :

In SDG&E’s most recent general rate case (Appl;cat;on
84-12-015) , we deferred to this proceeding the issue of capacity

values for purposes of all the standard offers. (See D. 85—12-108;_5.

mimeo., p. 88.) We therefore deal with SDG&E’s variable cepac;ty
payments in today’s decision.: Consistent with the discussion in
Section II.B above, future updates-to SDG&E's variable capec;ty
payments will be done annually in an SDG&E ECAC proceeding.

SDG&E’s variable capacity payments are based at this t;me?f";”

on the full annualized fixed costs of a . .combustion turb;ne. In
1988, such payments should be based on the annualized fixed costs

multiplied by SDG&E’S ERY. for that year. SDG&E must supplement its

testinmony in one respect in order to perform this calculet;on-
SDG&E's cost for a combustion turbine, shown as $597 per k;lowatt
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(Exhibit 437), needs to be annualized, using the cost of capital
assumptions specified in D.86=07-004. ‘

We have decided, based on SDG&E’s near-term need for
capacity, to set SDG&E’s ERI for 1988 at 1.0. This is a
qualitative judgment, but such a judgment is necessary because the
record in this proceeding lacks an appropriate short-range forecast

(such as we would have in an ECAC proceeding) with which to perform

the quantitative analysxs specified in D.86-11-071. Therefore,
SDG&E’s variable capacity przces will continue to be based on an
ERY of 1.0 until a revised ERI.LS,adopted in SDG&E’s 1988 ECAC.

We have four problems with SDG&E’s proposed capacity
price tables for reinstated Standard Offer 2. First, pursuant to
our second interim opinion, there should be two 50 megawatt blocks,
1nstead of two 100 megawatt blocks,as shown in,Ethbmt 430.6
Second, the tables need to be. completed with capacxty price

schedules for each year in which the Standard Offer 2 QF is allowed'f‘

to come on—line, and for all contract lengths. to and including 30
years.7 (The schedules for the second block should assume for
each year that all QFs ‘from the first block are on=-line.) Th;rd
there was some confusion caused by the column in Tables 7B and 7c
(Exhibit 430) with the heading ”30 YEAR‘LEVBLIZEDAPAXMENT 15 YEAR -

DEFERRAL.” Standard Offer 2 QFs, unlike final Standard Offer 4

6 SDGLE endorses this . change in its*concurrent-brief.

7 It appears at present that.all of the hurdles to rexnstatznge
Standard Offer 2 for SDG&E will be cleared by early 1988. These

the end of calendar year 1988.or until fully subscribed, whichever
occurs first. Since the Standard Offer 2 QF has five years after

blocks of Standard Offer 2 megawatts should only be available until

contract signing within which to- come on-line, SDG&E mast produce .

capacity price schedules for each year through 1993. 1In the

biennial resource plan proceeding to follow ER-7, we will consider = - -

authorizing additional blocks under updated capaclty price
schedules. '




A.82=04-44 €T al. ALJ/SK/tcg *°

QFs, do not defer or avoid power plants on a megawatt-for-megawatt
basis. The capacity payment to be levelized is the fixed cost of a
combustion turbine (possibly adjusted in the early years of the
contract if the ERI is less than 1.0) for the entire period of the
contract, i.e., as much as 30 years. SDG&E witness Mitchell
corrected this ¢olumn on the witness stand; however, we take this
opportunity to emphbasize this aspect of the relationship between
Standard Offer 2 and final Standard Offexr 4.

Our fourth problem concerns the additional resources

assumed by SDG&E when calculating‘Standard Offer 2. capacity prices.aﬂ

We agree with IEP that the. only resource that SDG&E should add to

its resource plan before computing Standard Offer 2 capacity prioos “

Z

is the Silver Gate refurbishment. Had we found avoidable megawatts

for purposes of Standard Offer 4, those would have been added to
the resource plan and Standard Offer 2 capacity prices computed’
under the assumption that Standard Offer 4 ‘would be fully
subscr:.bed.8 ‘We did not accept SDG&E'S recommendation on.
avoidable megawatts, however, and consequently there are no -
Standard Offer 4 resources.to augment SDG&E’s supply. The
refurbishment of Silver.Gate, though not avoidable under Standard
Oofifer 4, is cost-effective in all of the SDG&E planning scenar;os,
at estimated fixed costsvmuca,less than a combustion turbine. It
Seems reasonable for:a'utility needing capacity but not energy
(which is SDG&E’s situation in at least the early years in the
deferral window) to choose the- lowest. cap;tal cost resource
addition (here, Silver Gate) and to add it ahead of more expens;ve
alternatives, 1ncludinq Standaxd. offer 2 QFs.

8 As stated in D. 86—07-004, '[thortage costs for short-run Qfs [ '

should be computed to assume full subscr;ption of final Standard
Offer 4. (m.' p‘- 71' Na 42 ) ' T
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Thus, we direct SDG&E to make the above adjustments to
its Standard Offer 2 capacity price tables. Also, pursuant to our
second interim opinion, we have reviewed comments on queue
management and on certain SDG&E proposals for incorporating
milestone and curtailment features of final Standard Offer 4 in
reinstated Standard Offer 2.. (See D.87-12-056.) We are sc¢heduling
the filing of these adjustments and amendments to SDG&E’s Standard
Offer 2 (Application 82-03-78) so that Standard Offer 2 can in fact
be reinstated shortly.

E. PGSE _ |

PG&E was the first of the utilities to have a Commission-
approved capacity value-adjustment.9 In approving that
adjustment, we noted several deficiencies in PG&E’s approach-_ We-
urged then, and have continued since to urge, that PG&E. develop a’
reliability taxget based on EUE. PG&E has explored several
appreaches in the interim, and has also developed an EUE-based ERT
that follows our directive in D.86=11-071. We are at long'laSt
persuaded that the EUE-based ERI in this form, however suitable it
may be for Edison and SDG&E, is not a reasonable way to adjust
capacity value on PG&E’s system._ :

The chief reason for our'conclusion is that EUE' (and
apparently other probabxlistic nmeasures. of rellabmllty) varles
exponentxally in,relatlon to changes in loads or resources, and.
that degree of sens;t;vity seems to us inappropr;ate for a ut;l;ty'”3
system, such as PG&E’s, that is highly dependent on as-avallable
resources such as hydro.

9 This first ERI was adopted in PG&E’s test year 1984 general

rate case, D.83-12-068 in Application 82-12-48. . For the subsequent[f“jf*

consideration in the present proceeding of ‘that ERI and other
approaches to capacity value adjustment, see D. 86-07-004, pp- 27-
30, 81, and D. 86—11-071 pp.,1-17. .
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Exhibit 454 illustrates this sensitivity. At the request
of the assigned ALY, PG&E calculated ERIs for 1988 using its
existing capacity value adjustment method, which has a target based
on Loss of Load Probability (LOLP). Pursuant to that request, PG&E
combined assumptions from its current ECAC preoceeding with dry and
average hydro year data. The results show that under average hydro
conditions, PG&E’s LOLP~based ERI would be 0.22--in other words,
the system would have capacity much in excess of the reliability
taxget. Under dry conditions, the LOLP-based ERI would be 1.11,
which says that the system would not meet its reliability target--

in other words, it would be capacity-short.® An EUE-based ERI would

similarly show extreme sensitivity to hydro availability.

The EUE-based ERI devéloped\bnyG&E.also~seems :
excessively conservative. In D.83=-12~-068, where we. first urged -
PG&E to develop an EUE target, there is certainly'no~indicatio#
that we intended a more stringent reliability criterion than the
one-day-in-10-years LOLP used for the earlier“ERI.. However, PG&E’S
zmplementataon.ot the EUE target. described in D. 86—11-071 seens tof“
have had that result. According to PG&E (see Exhibit 416), its
tables showing annual reserve margins and ERIs with the EUE target'
imply reserve requirements (to«reach.an‘ERI_ot 1-0) that exceed
30%. In contrast, ‘the reserve requirements implied‘by'PG&B's
value-of-service approach are around 20%, and the reserve
requirements implied by the former LOLP target (which- PG&F*feelsrls_
itself too stringent) tend to be less, than 25%. (Id., pp- B III-‘ :
11, =1l2.) We also note that the capacity reserve requlrements

shown in ER-6 for PG&E appear much lower than those: resultlng from'fr .

PG&E’s EUE target.®

10 For the Northern Calltornza supply plann;ng area, whmch

includes PG&E and the Sacramento Municipal Utility District, ER=6 .

shows a reserve requirement of 22.60% in 1990 declln;ng to 20. 04%.*
in 1997 and thereafter. ‘ , y
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PG&E has many other criticisms of the EUE approach
described in D.86-11-071. Some of these criticisms are generic to
the approach, while others are specific to PG&E’s circumstances.

“we agree with PG&E that there is a degree of arbitrariness and
subjectivity in the approach’s reliance on one historical reference -
year; however, some subjectivity inheres in any reliability target
that we know of. For example, as PG&E witness Poland candidly
acknowledges, PG&E’s value~of-service approach (compared to EUE,
LOLP, et al.) makes some kinds of subjectiVe judgments unnecessary -
but requires other kinds of subject;ve judgments. This record
doesn’t enable us to determine that one: approach is more subjective
than another, or that the more subjective approach thereby has less‘
validity. ' '

On the other hand, we agree with ‘PG&E that the
1nteractxon of 'various conservatlsms 1n our EUE approach seems to
. produce unreasonable results in this case. We would expect that
PG&E, because of its size and the- ;mportance of weather-dependent

. resources to: its. system, would have relat:wely higher reserve
requlrements than SDG&E or- even Edison. ‘This expectatron is
consistent with the CEC’s projected capacity requzrements for the :
respective systems in. ER~6. Nevertheless, the EUE approach 1mplres R

very much.higher reserve margins for PG&E than what we have v
prevxously‘zound prudent or necessary. We will not adopt such.-
higher reserve margins without'rhinking through theix 1mpl1cataonspf
for system bypass and the ultimate cuestion of how much.relrabllxty
are PG&E’s customers wmlling to pay for-llv ' ‘

11 PGSE has obviously made a good~faith effort to comply Wlth our
direction in D.86-11-071 to develop this EUE approach. The fact’ v
that PG&E made such an effort, and that PG&E has provided a -
scholarly and dispassionate critique of the approach also incline
us to give weight to PG&E‘s objectlons-'




’.
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Since we do not reinstate Standard Offer 2 for PG&E at
this time, we need not adopt a long-term capacity price table for
PG&E in today’s decision. However, we must address as-available
capacity prices for 1988. We think the most supportable action on
this record is te continue in effect the 1987 price ($42 per
kilowatt) which already reflects a substantial discount (based on
last year’s ERX of 0.62) from the full annuallzed fixed costs of a
conmbustion t:'o.x'l:u.rxe.:l'2 _

For future adjustments to PG&E’s variable capacity
payments, we invite comment on the following.propcsal. We would
make such adjustments based on DRA’s targetfreserve-ﬁargin proposal
from Phase II of: this proceeding, with slight modi£ications. The
target reserve margin would be taken from the CEC’s most recent ER.
The ERI would have a ceiling of 1.0 and a floor of 0.4. The
ceiling price would be paid whenever the projected reserve margln
for the forecast year (as determined in:a PG&E ECAC proceeding)
would be equal to'or less-than,the target. The ERY would decline
linearly until the projected reserve marg;n is six percentage

12 Since we are continuing the 1987 capacity payment without
inflation adjustment, the implicit ERXY is slightly lower tkhan that ,
in effect for 1987. The result seems at least qualitatively S
consistent with PG&E’s current circumstances. The 1987 ERY derives
from PG&E’s ILOLP-based capacity value adjustment that we approved

in D.83-12-068. We know that that ERI was predicated on a very lowyﬁf]”f"

projection of QFs coming on-line.  On the other hand, both

D.83~-12-068 and Exhibit 454 in the present proceeding suggest that: .
PG&E’s 1988 ERI might be higher than in 1987 rather than lower. .
The dim prospects for return to. service of Rancho Secc also suggest.
that any marked decline in PG&E’s ERI for next year is unwarranted.Q'

- 1l6 =~
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points over the target; at or beyond that point, PG&E would pay the
floor price for as—available capacity.13

We recognize that in a wet yeaxr, and in many average
years, the floor price will result in modest capacity overpayments
to as-available QFs; however, as Exhibit 454 shows, the ceiling
price will result in capacity underpayments in virtually any dry
year, no matter how large the apparent capacity surplus on PG&E’S
system. This seems to be a reasonably balanced approach to
adjusting variable capacity payments on a utility system where
hydro plays such an important part. ' '

’ PG&E’S comments on the proposed decision say that the
CEC’s target reserve margins (based on a long=ternm methodology) may -
not be appropriate for calculating pear-texm ERIs. According to
PGSE, the impact of uncertainty increases over time for various
factors, such as lead growth. These factors increase target
reserve margins from a 1ong—term planning perspective. Assumihg
that this is so, we think that there may be countexrvailing. factors, f
such ‘as’ weather, that tend to normallze over the long-term but
greatly affect short-term’ needs.’ However, we w;ll provide for
further comment on this and other aspects ‘of ouxr proposal.

The above proposal is not intended for'long-term plannzng
purposes. However, as PG&E has noted, PG&E's own thermal power
plant projects receive certitzcation from the CEC based on
conformity with the CEC’s prcjected capacity requirements from the
most recent ER. We think that the resource planning- crite:ia “
applied by the vafious]requlatory agencies should be reasonably

13 This formula would also apply to those few interlm Standard S
Offer 4 QFs that receive variable capacity payments._ ‘

The sugqested zloor price derives from: the cost of

refurb;shing a combustion turbine (as indicated by SDG&E's'data for e

Silver Gate) compared to the cost.of constructlng a new one.
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consistent, and since we have rejected the EUE-based ERI for PG&E,
it seems logical that we use the current CEC criteria in our own
proceedings whenever capacity planning on PGSE’s system is at
issue.

To summarize, we will use EUE-based ERIs for SDGSE and
Edison, and CEC-based target reserve margins for PG&E, in our
capacity planning approach for the respective utilities. The only
issue that remains open is the short~term capacity value adjustment
for PG&E. After taking comments on our floor/ceiling proposal, we
hope to adopt an adjustment method in the final decision of this
compliance phase. '
P. Reliability Models and Valuye-of-Sexwvice

The record of the resource plan hearings shows the
growing importance of reliability models in CPUC proceedings. The
number of such moedels, and the-cchcirelianceionlMARELa makes it
desirable for us to increase our understandinq-of them. We should -
know how. such models are calidbrated and. how'they dlzfer from-(oxr
are similar to) the production. cost models with which we are more
familiar. ' o

Also, the EUEs calculated by the utllltxes seem anomalcus‘i

when compared with’ each,other. Specifically, PG&E’s and SDGE&E’S =
EUEs bear roughly the same proportion as their respective peak.

demands. This seems logical. Edison'siEUE‘calculations, on the
other hand, are proportaonally much lower than PG&E’s or SDG&B's.‘

This does not affect the validlty cf the reliabllzty targets ox thef»j;-
ERI. As SDG&E points out, there are many reliability models, uszng;c.f}f

different methods to calculate’ EUE ‘wbat matters is (1) the
internal consistency of a given model, and (2) the cons;stent use
of a single reliability model by each utility. Still, it is

- puzzling that the absclute value of the EUEs. calculated by

different models seems to vary by an order of magnitude.

Pursuant to Assembly Bill 475 (Mcore, Chapter 1297 of theﬁf,“

1985 Statutes), we investlgated and have prepared a report to the
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California Legislature on tomputer models used in our proceedings.
We are alse develeoping rules for public access to such models under
that law. Our ongeing study of computer models is the appropriate
setting to develop information on reliability models:. DRA should
evaluate the reliability models used by the parties in this
proceeding and include its findings in future reports prepared
pursuant to Assembly Bill 475. This evaluation should include a
description and comparison of the various models and how they are
calibrated, and should recommend any appropriate modeling
conventions to be used in future proceedings.

Finally, both the CPUC and the CEC are committed to
improving our analyses of reliability and capacity valuation. For
example, the CEC is investigating potential refinements to MAREL,

' and both commissions have noted with interest PG&E’s ground-

breaking analysis of the value-of-service approach to capacity _
valuation. We believe that approach has potent1a1 advantages over
traditional measures. Whether (and when) that approach can be
substituted, for- tradit;onal measures is another question. DRA in.
coord;natxon with CEC stafz should hold a workshop, probably after
our final compl;ance phase decision, to determine what are the

utility plans in this area, and to develop a consensus on goals and
priorities.

G- Rauped Pavment Strean

-

cost-effectiveness analysis, and calculatmon of the f;xed (or
capital) costs of the deferred resource-‘

.One part of the paynent8~that the tinal ‘Standard otrer 4
QF receives is based on the fixed costs of the! de:erred resource on .
an annualized basis. This part is. establlshed ‘in ”real” terms

(discounted by the result of the second prxce auction if the orfer“ﬁ”

is oversubscribed) at the time the QF'enters into its contract. ‘
This part is. alsoradjusted ('ramped') accordlng to~actual 1n£1atlon

The Energy . Consulting Group (ECG) raises a final Standard
.Offer 4 implementation issue that implicates capaczty-valuat;on, '
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during the contract. The ramped payment stream provides
substantial price certainty to QFs but aveoids the risks of front-
loaded payments and keeps all parties indifferent as to the impact
of inflation. We derive the ramped payment stream using the so-
called ”“deferral method” (see D.87-05-060, mimeo., pp. 28-29).

. ECG questions the implementation of the deferral method
as propesed by the utilities. ECG says that the utilities ignore
the tax deductibility of interest expense, which results in a
discount rate which is too high by about 1.8% and thus overstates
the ramped capital costs. According‘to-ECG, the utility
implementation (1) delays the apparent cost-effectiveness of
baseload and intermediate plants, and (2) causes ratepayers to. .
overpay capital costs by about 4% each year. :

Edison’s rebuttal is succinect. ECG, according to—Edison -
witness Jurewitz, ~fails to recognlze that the zncome tax component
of utility revenue requxrements already incorporates the 1nterest
expense deduction. Thus, the incremental cost of capltal

,calculated by Edison represents- the return on investment requlred

by investors, already taking into account the tax. deductzbllity or
interest expense. (Exhibit 424, p. II-13.)

We agree with Edison that the tax deductszlity of
interest expense is,considered in determ;ning utlllty revenue
requirements. Furthermore, the utilities appear to-have_used
formulas here that are consistent with present practice for -
calculating revenue requirements. It seems from the prepared
testimony and cross-examination that the question is not whether
but how the tax deductibility of 'interest expense is to be '
accounted for. However, ECG also has a point in that the method
used for factoring certain tractions into the formula can affect
the bottom line. -

For present purposes,'i.e-, determining avoxded cost
payments for deferrxng/avoldlng a utlllty resource, we approve the
implementation of ramped payment streams as proposed in the
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utilities’ compliance filings. This is because these filings are
consistent with the derivation of the utilities’ own revenue
requirements and thus preserve ratepayer indifference as between
QFs deferring a given resource and the utility acquiring ig. >4

One of the main issues in the consolidated standard offex -
proceeding concerns the calculation of energy prices for QFs whose
contracts provide for variable energy payments.15 Such Qrs are
primarily on the short-run standard offers (Standard Offers 1, 2,
and 3) but also include interim Standard Offer 4 QFs at the end or

I3

14 Our conclusion here does not preclude a separate lnvestzgataon
of the treatment of taxes in calculating utility revenue ‘
requirements. We recognize the importance of this,subject, but lt
is beyond the scope of the present proceeding.

15 'Varlable enerqgy payments” are those that we recalculate
periodically, on a prospective basis during the. contract term, .
based on our latest projections of the price of the marglnal fuel

and of the incremental energy xate (IER) for each utility. (The e

IER reflects the utility’s use of thermal energy in producing
electricity at the margin; generally, the marginal unit of
electricity is generated by burning oil or gas, but the CPUC’s
energy pricing method alse recognizes periods when, e.g., non- ho
oil/gas fuels or power purchases are on the margin, and reduces the.
utility’s IER accordingly.) Marginal fuel prices have been updated
quarterly since the begimning of our QF program. In'our fourth
interim compliance phase opinion, we adopt a new updating procedure"
that continues the quarterly revision-of marginal ruel przces and '
institutes an annual revision of the IERs.

Some QFs (e.g., final Standard o:ter 4 QFs during Period 2,
interim Standard Offer 4 QFs early in their contracts) receive
~fixed energy payments.” By this term, we mean simply that at
least the IER used to calculate .such a QF’s energy payments' is
established by contract for some period longer than the update
cycle we use for recalculat;ng the bases for varzable energy
payments.‘ _ o
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the fixed price period, certain QFs under nonstandard contracts,
and final Standard Offer 4 QFs that come on-line during Period 1
(i.e., before the on-line date of the deferred resource). We
conclude that the calculation method known as ”QFs-—in/QFs-out,”
which we have previously approved for final Standard Offer 4 QFs
during Period 1 (D.85=-07=022), and for pricing short-run QFc on the:
SDG&E and PG&E systems, should be used at this time for all
utilities and all QFs receiving variable energy payments. However, |
we reject arguments that QFs—in/QFs—oﬁt is absolutely required by
federal law.
A. The Basics of OF Enmexrqy Payments

All parties would use the same basic components to
calculate variable energy payments to QFs; what is under debate
here is the derivation of one of the components, the IER.

Under @ll‘ot the various QF contracts that we mentioned
above, the QF gets paid on a cents per kilowatt-hour basis for °
énergy that it generates and. delivers to the grid... The. payment
essentmally results from a two-part formula. One part is'the -
purchasing utllxty's IER which is its incremental efflc;ency in
converting heat energy‘to-electrmclty and which is expressed as
British thermal.unmts (BTUs) per k;;owatt—hour. The other part is
the cost of the pﬁrchasing_utility's marginal fuel, typically oil
or gas. This-part‘isrexpresséd as'dollars-per million BTUs. -
Multiplying the IER by the fuel cost gives the cents per kiiowatt-
nour that the purchasing utility pays for the QF’s output.+®

16 The cents per kilowatt-hour f;gure is then tzme-dlzrerentxated
to reflect the purchasing utility’s varjation in marginal running
costs at different times of 'day and seasons of the year. Time=.
differentiation serves to give accurate price signals to QFs and- to
maintain ratepayer neutrality in havzng energy generated by the QF
rather than by the- utxlmty. : ,




A.82=04=44 ot al. ALJ/SK/tcg *

. The formula worked quite smoothly for the first few years
of the QF program. Currently, there is controversy that affects
both parts of the formula due to recent changes in circumstances.
The calculation of marginal fuel cost is complicated by major
changes in CPUC gas rate design policies set in motion by
D.86=12~009. We are now completing the implementation of that
decision and have held hearings on the issue of gas costs avoidable
by QFs.

The calculation of incremental efficiency was also easy

as long as QFs were a very small part of a utility’s resource mixs
if QFs account for relatively few kilowattéheurs, all parties agree .
that the geheration e!ticiency of the last kilowatt-hour dispatched
from the utility’s own.resources is a reasonable approx;mat;on of o
what the utility would do in the QFs’ absence. The problem that we -
address here is how to calculate the IER when (as is now the case) |
QF output is much greater, both proportionally and in absolute
terms, so that QFs in effect: back down many different utility
resources, with potentially many d;fferent e££1c1enc1e

our dzscusszon uses the terms 'QFs-;n” and "QFs-out” to
describe two kinds of computer runs that represent the operating
efficiency of any given utlllty system: by means of a production
cost simulation model. As their napes suggest, the only d;frerence
between the two runs is in the- treatment of QFs. The QFs=-out run. S
represents the projected dispatch of the system with. all- var1ably-“"'
priced QFs removed. .The QFs—-in run represents system dlspatch C
including all variably-priced QFs anticipated to be on-line during .
the forecast period. Finally; the term 'QFs-in/QFs-out’ refers to !
the average of the IERs calculated by. pertorm;ng the two runs for a:
given utility system. L L
c.mmmmummmmmm

As QFs are added to a utxlity's system, that utzlzty is
able to turn off its less efficient, higher running-cost plants an




A.82-04=44 et al. ALJI/SK/teg *’

increasing proportion of the time. 1In other words, the utility’s
IER drops. The present debate concerns what IER to use in
calculating variable energy payments: an IER representing the
utility’s efficiency for the last unit of electricity actually
dispatched (QFs-in); or an IER representing the utility’s average
efficiency in replacing QF power--i.e., the utility’s avoided cost
measured over the whole block of short~run QF output-=-if the
utility itself had to generate the electr;clty dellvered to its
system by these QFs (QFs~in/QFs=-out).

PG&E and Edison support the QFs—in approach.~’ They say
that QFs-in more closely simulates a competitive ”spot” market
price. They note that, as the number of.short-run QFs selling to a
particular utility grows, the difference between the QFs~in and the)
QFs-in/QFs-out IERs grows proportionally, and’ they clain that usingﬂ
QFs-in results in lower costs to ratepayers. Finally, they believe’
that QFs-in correctly interprets the directive in federal
'regulatlons that sales of QF energy be prlced at the purchas;ng
utility’s aveoided costs.

These utilities also caution that under certa;n

1?7

cxrcumstances, QFs-;n/QFs—out does nct realxstzcally'reflect what a   ;%

17 However, PG&E and Edison use different methods to calculate
the QFs-in IER. PG&E seems to have in mind its instantaneocus
marginal rate, which appears to be equivalent to what some partzes
refer to as “system lambda.” Edison uses a ~“zero~intercept”
calculation that accounts for certain start-up and other
operational costs resulting from a change in loads and not
reflected in system lambda. The consensus of commenters is that
Edison’s method, compared to PG&E’s, is less sensitive to minor
variations ln.assumptions, and PG&E has indicated that it is
willing to consider the method for its own use. We do not adopt a
QFs-in method at this time; however, the advantages of the zero-~
intercept calculation seem clear. PG&E.should be prepared to o
explain any reason for not adopting that calculation at such time
as we revisit the variable energy payment zssue.-




A.82-04=44 et al. ALJ/SK/tcg *

utility would have dene to replace short-run QF power. The
potential distortion occuxrs because QFs-in/QFs—-ocut is predicated on
dispatch of the utility’s existing system:; however, at some point,
consistent with prudent long-run planning, the utility would add a
new, more efficient resource (resulting in a lower IER than that
suggested by QFs=-in/QFs-out) rather than just running its existing
system harder. The likelihood of such distortion increases with
the number of short-run QFs. PG&E and Edison c¢oncede that the
refinements to QFs~in/QFs-out proposed by DRA and by SFG/U/F'mlght‘
mitigate this problem, but they believe that the refinements

(1) are hard to implement, and (2) do not provide the advantages
claimed for the QFs-in method.

DRA and QF representatives say that short-run QFs are
ent;tled under federal law to be paid for energy according .to the :
costs that a utility would have incurred “but for” the energy
delivered by these QFs.. The QFs—in/QFs—out IER calculation

'accurately measures such costs. . QFs—mn allegedly'undervalues

short-run QFs because the utility can recover its. full cost of.
replacing QF del;verles,mshould‘these fall short.or the quantity
estimated for purposes. of calculating the QFs-in. IER. Thus, the
benefits claimed for ratepayers under QFs-ln are illusory. ' ‘

DRA and QF representat;ves note that the electric. utllaty
continues to occupy an essentially monopsonzstzc posxtzon in this
market. They believe that QFs-in, rather than' promotlng

competition, strengthens the utility monopsony because only the QFs j‘ '

have to compete .at the QFs-in price, while the utility in case of
need can daspatch less efficient resources and still recover its
excess costs.through ECAC.

SFG/U/F (supported by IEP) and DRA.belleve that
QFs~in/QFs-out does not appropriately price short-run QFs’ energy

deliveries under all ‘circumstances. Atusome‘point, a utility wzll‘jﬂ‘ ,
incur enmergy-related capital costs to add a new resource (in order .
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to lower its operating costs) rather than run its existing systen
harder. These parties would all modify the QFs-in/QFs-out method
to provide a cap on variable energy prices wkenever a utility has
$0 many short-run QFs on its system that it would substitute 2 new
resource to lower its operating costs if all these QFs were removed
from its resourxce plan.

These parties present two different proposals for
identifying ~substitute” resources. However, the purpose of the
proposals is identical: to arrive at a continﬁously optinized
resource plan for each utility, such that short-run QFs in each

year receive energy prices that reflect an optimal,mix”ot‘existing-“'

and “substitute” resources, based on the latest CQnmission—adopted
planning assumptions;18' As these parties note, such optimization
is possible for a utility only by virtue of having QFs on its
systemn.

SDG&E generally supports using the QFs-xn/QFs-out method
but also believes. that the method could give improper price szgnals
if large amounts of QF power are being purchased. That is not
presently the case for SDG&E’sS system, and SDG&E recommends that
.the method not be modified until an actual s;tuatxon ;llustrates
why modlflcatlon is warranted.

18 ~Avoidable” resources are those that a utilmty would add with
all its existing resources shown in its resource plan; “substitute”
resources are those that a utility would add with short-run QFs
removed from its resource plan.. If an avoidable resource is
identified, it becomes the basis of a final Standard Offer 4
auction and may be built if not deferred through the auction; if a
substitute resource is identified, it would not be built but o
becomes the basis for limiting energy prices paid to short-run QFS;‘
Essentially, substitute resources are a device for ensuring that -
the presence of a large number of short-run QFs in a utility’s
resource mix does not result in the uneconomxc dlsplacement of
attractive long-run resources.
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Final Standard Offer 4 QFs are allowed to come on-line in
Period 1, i.e., before the projected on-line date of the utility
resource that such QFs defer or avoid. During Period 1, such QFs
are not paid based on the deferrable resource but instead are to
receive capacity payments based on the purchasing utility’s then-
current shortage costs and energy payments based on the QFs-in/QFs-~
out method. (See D.85-07=022, mimeo., pPp. 54-56.)

The debate in the compliance phase is pot over the
propriety of this treatment of final Standard Offer 4 QFs during
Perioed 1, but rather whether the treatment should be extended to
include all QFs receiving variable energy payments, as D.85-07-022
and D.86-07-004 (see pp- 77-78) suggest. In today’s decision, we
adopt a more qualified endorsement of the QFs—in/QFe-out method of
short-run energy pricing, so it is lmportant to make clear that,
regardless of the pricing: method. for othexr QFs receiving ‘variable
energy payuments, QFs-;n/QFs-out remains approprmate for final
Standard Offer 4 QFs in Period 1. ' : :

The reason for this dxst;nction.ls that even in Period 1,‘
a utility system has increasing operatxng costs that will
eventually justify a commitment of capital (so-called *energy-
related capital costs”) to improve' system efficiency. Final
Standard Offer 4 QFs, but not others, are specifically designated
to defer or avoid investments with energy-related capital costs;
the payment stream to final Standard Offer 4 QFs in Period 1 should
therefore reflect the cost characteristics of the utility system
that are projected to justify the addition of the deferrable
resource at the start of Period 2. This is exactly what the
QFs-in/QFs-out method does. ' o S

2. Substitute Resources ,

Everyone now- accepts the premises (1) that a. prudent

utility would not continuously ade short-run QFs, or other

. -
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. short-run resources, and thus (2) that the QFs-in/QFs-out method
could at some point produce unrealistic results because it relies
on modeling the dispatch of the utility’s existing system. In
theory, the method should therefore be modified to somehow account
for any long-run resources that a utility would substitute for . =
short-run QFs if they were all removed from its system. s

For now, we will not adopt either SFG/U/F’s or DRA’s %///f ‘
suggested modifications. There are at least three reasons for this
decision. ‘ _ -

First and most important, short-run QFs, although their
absolute numbers have increased enormously since the start of the.

QF program, are still a very small part of the utilities’ resource o
mix. No party has said that substitute resources would be found

now if the utilities were to conduct a resource plan analysis of
their QFs-out runs; and several parties, such-aSJSFG/U/F'andlthe. _
california Cogeneration Council, have testified that the problem is
likely to remain entirely theoretical at least until the late -
19908, when large nunbers of intexrim Standard offer 4 QFs reach the
end of the fixed enexgy price periods ln the;r contracts. The ‘
record seems to support these partles.

Second, both of the suggested modlfmcatlons xnvorve
fairly complex and hypothetical menlpulatlons of utility resource
plans. We agree with SDG&E that it is wise to gain more experxence
with the biennial-: resource plannlng process before maklng new
demands on that process. ~ _

Third, as we discuss below, we may changevthe basis for
calculating variable energy payments to QFs other than final .
Standard Offer 4 QFs in Periocd 1, depending on possible changes to o
the ECAC balancing account procedure and.. :urther evolution. of the.
electricity market such that the utilities and QFs- compete on 2
more even footing. Thus, ;he need to modiry the QFs-in/QFs~out
method may never arise.




..
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3. Marginal vs. Incremental Cost Enexqy Pricing

This brings us to the heart of the matter. Specifically,
we must decide on the method of calculating variable (short—-run)
energy payments that is consistent with our current regulatory
policies and with state and federal laws and regqulations on avoided
cost pricing.19 |

As we interpret this body of law and policy, the purpose
is to create a pricing structure that captures %o the extent
possible the efficiency and other benefits of perfect cdmpetition, ‘i
in electricity generation.zo It seems logical under such
conditions that a buyer (whether for the buyer’s own use or for
resale) would purchase electricity offered at a price that is lower
than the buyer’s own cost tbagenerate an equivalent amount of
electricity. Also, the bhuyer would continue to make pufchases up
to the price at which it could otherwise get the offered
electricity at the same or lower cost. Everybody benefits: - the
buyer(s) by minimizing costs, the ééller(s) by generating-at‘a
profit, and society at large by efriciénfly.allocating-itS'
resources. Unfortunately, neither QFs-in nor QFs=in/QFs—~out will .
fully capture these benefits under existing conditions.

19 The federal Public Utility Regqulatory Policies Act (PURPA) and
the California Private Energy, Producers Act supply the statutory
context for the development of avoided cost pricing. Also, the
Federal Energy Regqulatory Commission has adopted regulations ‘
implementing PURPA (FERC requlations), and all of these authorities -
have been interpreted in the extensive body of CPUC decisions on QF
matters. (See generally D.86«07-004 . and the decisions cited in '
Appendix € of that decision.) o

20 We emphasize “perfect” competition because we doubt that many
markets in fact behave as theory predicts, and because state and '
federal law do no more than loosely approximate a competitive
market in electricity: for example, the QF generally has few if
any buyers for its electricity other than the utility in whose
service area the QF is situated.- : ‘ _
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QFs=-in/QFs=out does not give an accurate price signal as
to the value of additional energy deliveries by QFs. The methoed
prices short-term energy based on the utility’s average cost €0
replace projected QF deliveries through other generation resources
available to the utility. As such, the method truly represents the
value to the utility of the increment of QF deliveries projeéted
for the forecast period; However, the last generation resource
backed down is likely to be cheaper than that average cost, so the
utility may be required in some circumstances. to pay a price to QFs
that it would not pay in a true ~spot” market because the utility
would prefer to run its own 1::1:1:11.'..2:L

The problems with QFs-in are worse. While QFs-in/QFs-out
gives an inaccurate signal on the value of additional energy ‘
deliveries by QFs, QFs-in prices all short-run energy deliveries as
if the utility could replace such deliveries at its so-called ‘
marginal cost. There are‘gtfiéast four powertullobjectiohs to
this. ‘

First, if the projection of loads and resources for the

forecast period is othérwise‘accurate, the utility would pot be ‘
able to replace a shortrall in QF enexrgy deliveries at a cost less o
than or equal to the QFs-in price. Depending on the timing of that

shortzall the utility might have to dispatch ‘plants sxgn;fzcantly f.;‘“f

more expensive than: the runnlng costs of the marginal resource in o
the QFs=in run.

21 Whether the result would be overpayments or underpayments to
QFs is less clear. If QF deliveries for the forecast period are
less than projected, then QFs receiving variable energy payments
would actually be underpaid- The problem is that QFs deciding
whether to develop new short-run projects or increase deliveries
from existing short-run projects would be making their decision

based on an average avoided cost, not a marginal cost. 0il and gasy-:

prices are currently very low, so the practical impact of this
distortion may be slight; the impact is likely to-;ncrease L
proportionally as fuel prices rise.
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Second, the utility does not have to absorb the increased
energy c¢osts just described. Those costs are picked up almost
entirely by the utility’s ratepayers. This is because the ECAC
balancing account presently flows through to ratepayers almost all
of the utility’s energy costs in excess of those forecast, subject
only to reasonableness review.?2

Third, because of the factors we have just noted, QFs-in
gives the utility an enormously powerful tool with which to expleit .
its typical position as primary or seole purchaser of a QF’s
electricity. Under QFs-in pricing, a utility could pursue a
deliberate policy of getting rid of QFs. simply by forecasting
excessive QF deliveries, thus depresszng the IER on which the
energy price is pased.?® Ecac insulates such a utility from the
econonic consequences of such a policy: rurthermore, unlike
weather-related uncertainty, there is no assurance that. forecast
error result;ng from bias will cancel out over tz.me.z4

Fourth, we don’t think that QFs=-in equates to marginal
cost pricing, even though PG&E and Edmson‘say 1t does, and though
we ourselves have referred to it as 'such for: convenience.
Fundamentally, QFs-in identifies the last_kllowatt-hour dispatched .

22 The only qualification tc this generalxzatzon is that. the
utility is at risk for a portion of its. energy costs by virtue of
the Annual Energy Rate. This rate varies .among the utilities but

in each case represents a small fraction of the expenses subgect to -

balancing account treatment.

23° The utilzty has a similar incentzve under - QFs-in/QFs-cut but
not nearly to the same degree because .the averaqlng of IERs dllutesl'
the impact<o£ erroneous torecasts-

24 Without PURPA and the other legal requ;rements c;ted earlier,
a utility could refuse to purchase QFs’ deliveries or prefer its o
own more expensive generation only at some economic risk to itself.
Thus, in some ways, the interaction of ECAC with QFs-in enables
the utility to wield its market power over QFs even more
effectively than it could before the passage of PURPA.
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from non-QF resources on a utility system under a given set of load
and resource assumptions. That last kilowatt-hour could be
generated at a cost equal to or higher or lower than the utility’s
marginal cost as determined in a competitive market. Nobody knows
which, because the electricity market is far from perfect.zs‘ A
competitive market is characterized by many buyers and sellers, ..
many types of purchase contracts (some of them for terms of days or
even hours), and mest importantly, price-based decisions to produce
or to purchase a particular good. In particular, the economically
rational buyer in a competitive market will maximize the buyer’s
wealth by making all attraCtively‘priced~purchases, and would lose
wealth by foregoing such purchases. None of these conditions now
exists in the electricity market generally or for the utility buyer
" of QF power. In fact, as ECAC presently*works, some degree of
market failure is institutionalized.:

Thus, while conceding that good arguments support QFs-in
as the basis for variable energy payments, we think that: QFs-
in/QFs-ocut is clearly preferable given the current industry
structure. «

4. Consistency with PURPA S . o
' PURPA and the FERC regulations generally require that the
rate paid by a utility for QF power\equal the utility’s avoided: '

costs. These are defined as “the incremental costs to an electric

utility of electric energy or capacity or both which, but for the
purchase from the qualifying facility or qualifying facilities,
such utllity would generate: itself or purchase from another
source.” (18 CFR §292. 101(b)(6) ) In determlnzng avozded costs

25 Furthermore, it 13 only in the long-run equ;llbrlum state of a. .
perfectly competitive industry that the cost of producing the last
unit of output would equal the price paid by consumers for that R
unit. In contrast, utility ele¢tr1c rates to end—users‘are«based .
on average system costs.
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the state regulatory authority is required to consider numerous
factors as well as data provided by the utility. (18 CFR
§292.304 (e).)

We think that PURPA and the FERC requlations give the
states some latitude to determine avoided costs; in other words,
there is no neat formula for calculating avoided costs. The
touchstone is always that the rates for utility purchases (1) be
#just and reasonable to the electric gopsumers of the electric
utility and in the public interest” and (2) “not discriminate
against [QFs].” (See PURPA §210(b), emphasis added.)

The QFs-in/QFs-out method for calculating short-~run
energy prices seens consxstent with the PURPA avoided costs
standard. The method determines a price for an increment of QF
deliveries, and FERC defines avoided costs astxncrementel, not
marginal. Also, given our ECAC procedure, QFs=-in/QFs-out. truly
reflects the costs that ratepayers see 'but for” deliveries from
short-run QFs. :

However, it.does not follow that federal law precludes
the QFs-ln method. We believe the state regulatory avthority has
the abzlzty under PURPA to take into consideration the. kinds of
factors that we analyzed in Section III D.3 above and to reach a
different conclusion on avoided costs when conditions in the ‘
electric industry change. :

PURPA was passed’ prxmarlly to counteract electrlc
utilities” explo;tatlon of their market power to. restrict .
development of ‘potential electric qenerat;on by nonrutrlrty
entrepreneurs. That purpose would- be thwarted by having QF output
priced at a so-called marginal cost that the purchesrng utility did-
not have to meet or beat. Correspondingly, . 1: ECAC were changed |
such that the purchasing utility were at risk in making up for any
shortfall in QF deliveries at the utility’s stated marginal cost,
then it might very well be approprxate in a- subsequent b;enn;al
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. update to revisit the question of QFs-in as the basis for variable’
energy payments.
Changes to ECAC, of course, should be considered in an _ ,
ECAC proceeding or in a generic rulemaking to revise electric v*//{"f'
utility ratemaking mechanisms similar to R.86~10-00l. Furthermore, V”,
we cannot specify in advance the kinds of. changes necessary in
order to put the utility ”at risk.” We would have to weigh
proposed changes carefully to ensure that they are consistent with
our overall policies as well as with the QF program. On the other
hand, the utilities themselves have lndlcated a desire to poszt;onf :
themselves competitively. to respond to-problems such as uneconomic
bypass:; to the extent that ECAC flows through automatzcally some R
amount of fuel expense that is susceptihle to-management control, " -
ECAC contributes to.the byphss problem, and the utilities might V//('
actually be better off by roregoing;sueh'balancing account
treatment. - 3
) In short, the QFs-in/QFs—cut method meets the PURPA-
requirements -for QF pricxng. To the extent that changes in ECAC
and possibly other developments create’ a more competitive
environment and move this 1ndustry closer to a true spot market, lt
is appropriate and cons;stent with PURPA to reconsider marginal
enexgy cost pricing for short-run QFs.. Such recons;derat;on would .y
take place only in the biennial resource plan proceeding, which is
the appropriate. forum for dealing with standard offer
methodological issues.

A primary function of the standard orfers is tozreduce )
the transaction costs of creating power . purchase agreements between
utilities and QFs.. By prev;ously approv;ng the terms and .
conditions of standardized contracte, the Commission speeds the
process, helps to ensure its !alrness, and enables QF and ut;l;ty
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negotiators to focus on those areas where nonstandard provisions
may benefit both parties to the agreement.

The development of final Standard Offer 4 provides many
challenges and opportunities for contract drafting. Final Standard
Offer 4 has many unique provisions and requires adaptations to the
QF Milestone Procedure. Also, the QF Milestone Procedure was
created outside of the standard offer development process, and so
the procedure has existed as a separate document from the power
purchase agreements that it governs. This anomaly could be
corrected for final Standard Offer 4 by incorporating the procedure
in the contract form. ‘ ' |

Anothexr important goal is to achxeve the hzghest possible
degree of uniformity between the contract" forms and . term;nology o:_‘

the different utilities. This would ensure evenhanded treatment otgff.

QFrs throughout the state, while allowlng such variation as m;ght be';
compelled by the particular circumstances of individual: \

. The Comm;ssion has felt that all of these goals could be
advanced through consultation among. the parties in an lnrormal '
setting, leaving fewexr disputed areas foxr adjudicatlon.- The
parties brzng.to such consultation an impressive range of expertzse\ﬁ{,""
and experience with exlsting‘power purchase agreements. ‘
Discussions among these parties seems both prererable to weeks of

26 Workshops were held earlier in this proceeding to develop
uniform contract language for the other standard offers. One of
our tasks following the final compliance phase decision is to
review the agreements from these workshops for possible CPUC
approval. As we discuss in Section II.C.2 of the second interim -
opinion in this phase, some of the products of the final Standard
Offer 4 contract drafting may also be appropriate for other
standard offers; ordering paragraph 5 of that decision solzczts
comment on this point. _
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hearings and likelier to produce technically sound solutions that
everybody could live with.
A. sSummary of the Negotjations

The task was enormous. We cannot discuss the finished
product of this contract drafting effort without first
acknowledging and expressing our appreciation for the work that
went into it.

D.86=-07-004, ordering paragraph 1.b, directs the utility
applicants to amend their applications to include final Standard .
Offer 4 contract forms; making maximum use where feasible of
provisions from the other standard offers. .

On October 31, 1986, the utilities served their
compliance f£ilings, includihg propesed. contract forms. On November
21, 1986, SFG/U/F served rebuttal testimony that contested many
utility-proposed provisions and included its own proposed contract
form. IEP supported SFG/U/F’s rebuttal testimony.

At hearings on non-resource planning issues held in
December 1986, the ALY urged the parties to- hold workshops to txry -

to resolve the areas of dispute or at least to reduce the number of -

issues for hearings starting in June 1987. The utility applicants,
DRA, IEP, and SFG/U/F held workshops from early January on, for a
total of 18 days during the next five months. Also, SFG/U/F and
Edison met for several more ‘days during this period to draft
language as areas of agreement. were reached- At the end of May,
workshops had resulted in agreement on a unirorm final Standard
Offer 4 contract as to all but 10 areas of disagreement and two
areas (curtailment and power sales at the end of Period 2) on which
discussions were deferred due to time constraints.

On May 29 and June 1, 1987, the parties served testimony

_ on the areas of disagreement. Alsoc, PG&E served testimony on tive

areas for which it sought utility-specific variations from the
agreed-on proviSions.
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On the first day of the June hearings, the parties
suggested that further workshops might resolve some remaining areas
of disagreement. The ALT authorized workshops to continue, and
the parties met for four more days, ending July 2, 1987. There was
one more meeting between SFG/U/F and Edison to finalize contract
language on areas of agreement.

At this point, the parties to the workshops (other than
PG&E and IEP) had achieved agreement on all issues. The Joint
Testimony served on July 10, 1987, sets forth the agreement among
the parties and identifies areas that remain disputed by PG&E-and
IEP. (PG&E still has four objections, while IEP has one.) The
Joint Testimony presents a complete final Standard Offer 4 contract '
form for the Commission’s review. ‘

B. cContract Provisions of Fipal Standaxd offex 4 |

As summarized in the Joint Testimony (Exhibit 447); the
parties have followed the Commzss;on’s dxrectlve to use, . where '
poss;ble, provisions previously approved for use in other standard
offers. Thus, the parties based their agreements on the unlform
version of interim Standard Offer 4, with appropriate changes to
account for the different basis for calculating avoided cost in
final Standard Offer 4. The parties have also ;ncorporated new
provisions such aS-Projectfbevelobment Milestones (thus avoiding
the potential contusion':esulting=ffom”audiscrete'QF Milestone.
Procedure not contained within the four corners of the contract),
Abandonment, Power Sales at End of Period 2, and llquldeted
damages.

The Joint Testimony explains that, where the parties have f', -
modified prevzously existing standard offer contract provisions and iu5f_t
added new prov131ona, they did so to accommodate the- dlzrerlng 5 f“e
nature of final Standard. Offer 4._ They say (and' we: agree) that. the .
latter offer involves both a greater degree of disc1p11ne in the '
obligations of the QF, especially in development stages, and: a
greater degree of utility cooperation with the" QF. Thus, the




'.

A.32-04-44 et al. ALJ/SK/teg »

contract generally reflects a high level of commmunication and
information between the utility and the QF, and a balancing of
rigorous development nilestone requirements with appropriate
flexibility and reduced development risk.

Generally, the parties also stress that the agreed-on
provisions represent a whole series of compromises,and tradeoffs. to
reach a balanced, equitable agreement. On that basis, the parties
#cannot emphasize too strongly that deviations in one or more.
isolated positions will tend to upset that balance and likely yield
an agreement which is not evenhanded and on which agreement could
not have been reached.” (Exhibit 447, p. 2.)%’

The above summary barely hints at.the nagnitude and the
significance of the achievement marked by the Joint Test;mony. ‘ ,
Final Standard Offer 4 15 the most amb;t;ous standard offer we have
ever attempted. Someth;ng of this is‘suggested by the sheer size
of the contract form, which runs:to over 100 pages plus appendlxes-'
Much more impressive 15 the effort involved in giving l;ngu;st;c
expression to complex ‘formulas. The. partxes have not only met thls i
challenge, but bhave produced a document: that is easy to-follow and
even, with allowances for the'technzcal‘nature‘ot the subject easy‘\
to understand. ' |

No contract zorm can be so meticulcus as to wholly
forestall later disputes on the meanzng of the agreement,
particularly in a case,like:this,<whére~the*subject'or the -
agreement'is complex and the economic stakes are high.
Nevertheless, this 4Yoint effort has brought to bear a wealth of

27 In deference to thls v1ew, IEP did not sponsor the Joint :
Testzmony but has indicated that it takes issue with that testimony
in only one respect. PG&E did sponsor the Joint Testimony,
although it requests different provis;ons specific to-PG&E in four
respects. ,
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experience (some good, some bad) under other standard offers and
has fostered a common understanding and an atmosphere of
cooperative problem=-solving that .should.result in fewer and more
easily resolved disputes.

The mass and detail of the contract form again recall the
significance of the standard. offer-in reducing transaction costs.
Negotiating this contract would overwhelm the capabal;tzes of a.
small QF. We suspect that case—by—case negotlatlon of such
contracts would severely strain even large QFs and the utilities
themselves. Even nonstandard power purchase agreements are helped
because the parties to such agreements may be able to use most of
the standard provzslons and thus to-concentrate their efforts on
project-specific provisions (e.g.,. additzonal performance features)
that would benefit both seller and utillty. Ny

We think that the final Standard Offer 4 contract torm 15;7 J

one of the outstanding achievements Ln.the evolution. of the QF
1ndustry. That the contract form is the product of a cooperatlve .
effort of utilities, QPs, and. ouxr ‘own staf:, marks the fuxther
maturation of the QF industry. As we have often said, the full
integration of QFs in utlllties/ resource plannlng requires that !
QF/utxlxty d;sccurse occur more often at the bargalnlng table and o
less often in our hearing. rooms. ‘ ‘

For all these reasons, we are delighted thh the product
of this-negotiatlng effort.‘ ‘All the participants in that effort--

Edison, IEP, PGS&E, SDG&E,'SFG/U/F, and DRA-—have earned our. thanks 5

and congratulatlons._ S .
D. Mzeﬂ_:gx_mgx_m;m co

' One area put at issue in testimony sexved before the
Joinf.mestimony relates to.the capacity'factor assumed for the
avoidable resource. Some. parties“would fix this factor for the
duration of the contract at: the time the resource is identified: L
other parties would make some provzsion ror updatlng this ractor.;;ﬁf,
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The parties basically ran out of time to deal with this
issue. They jointly request that we approve the final Standard
Offer 4 contract as presented in the Joint Testimony, while
deferring the capacity factor issue to the next round of utility
resource plan filings.

This request makes good sense. In the absence of an
avoidable resource for any of the utilities at this time, we feel
no urgency in addressing this issue. We accordingly defer this
issue to the biennial update proceeding. We of course encourage
the parties to discuss the issue before that proceeding, and to
present any negotlated resolution for our consideration at that

The Joint Testimony says that the partles have reached '
agreement (with one qualification by PQ&E ‘that we will discuss
later) on the general terms of a provision'undér‘which the
purchasing utility could curtaal a QF’/s ‘output pursuant to one of
two options (to be ‘elected by the QF at the time it executes the- -
final Standard Offer 4 contract). 0ption‘I,allows the utility %o
curtail for a negative avoided cost or hydro spill condition,
without any limits on trequenéy, duration, or number of . ' Cl
curtailments. Option II allows the utility to curtail at its sole f,V.H
discretion for up to 1500 hours annually, during off-peak and super
off-peak periods, with a minimum duratlon of three hours.?®

The parties regquest that the Commisslon approve: these
curtailment terms and direct the: parties-to continue workshops to
draft the specizic language for the curtailment provision. These R
workshops are needed because agreement in prlnciple was reached too “'57

28 See Appendlx A of Exhibit 447 for a detalled summary of the
curtailment terms.
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late in the negotiations for detailed consideration of wording to
fit all aspects of administering the agreed-on terms.

We strongly endorse the concepts of the proposed
curtailment provision. It is another step in the integration of
QFs in utility system operation. Moreover, it achieves this
through use of flexible operating and pricing terms that recognize
the diversity of QFs rather than trying to force all QFs into a
single rigid mold. We approve the proposed curtailment provision
in principle and direct the parties to complete the drafting of the
provision in further workshops. We are alsodconsidering.includingﬁ,u
such a provision in Standard Offers 1 and 2. Accordingly, we.will
review as soon as it is available the"speciriC-language‘for\the
curtailment provision that is developed at the workshops.
¥. Provizion Disputed by TEP - | - |

IEP disagrees with the Joint iestihony’s treatment of. -
capacity payments to as-available QFs. Under that treatment, such
capacity payments would be limited to a’ level equivalent to the
effective capacity of the QF. . IEP‘would delete this lxmltatlon.

As-available QFs are: those which cannot or do net wish’ to .

' commit to provide firm capacity. orten, .such QFs use a weather-

dependent technology (e.g., wind, hydro). For planning purposes,
the purchasing ut;lity converts the . nameplate capaczty of such QFs
to some fraction, des;gnated the ’ertective” capacxty, which is
presently derived from aggregate hmstor;cal performance of QFs
using the same technology and which (together with bid price) is
the basis for allocating rinal Standard orzer % contracts to such
QFs. :

IEP says the limitation systematically underpays
as-available QFs. For example, a wind. QF. w;th highly reliable
equipment will. otten,outperrorm the average wind QF but will never

‘have that superior performance recognized in' its capacity payment. SR
The justirlcation for the Joint Testimony’s treatment (as '

explained by Ed;son) is that final Standard orfer 4 prices are

LT
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predicated on deferral or avoidance of specific resources. The
utility can only defer resources equivalent to the long-term
effective capacity of as—available QFs signing that offer:; the.
utility cannot defer resources based on temporary levels of
capacity produced by as~available QFs that exceed effective
capacity. In shoxrt, QF capacity is only as wvaluable as the
capacity that the utility can defer as a result of the QF’s
commitment.

We find that, while there are sound arguments on both
sides, Edison’s arquments are more persuasive in the context of
final Standard Offer 4. We also give some‘weight to the parties’
representation that the Joint Testimony’s recommendations must ke
treated as a balanced whole. Parties to a settlement need room to
compromise on issues; no such room exists if the settlement must

resolve each issue in exactly the same way as if the issue had beed\ “f

litigated in full. We have concluded that‘the'Joint“TeStimonyfs
uniform final Standard Offer 4 contract provisions, taken as a.

- whole, are reasonable and in the publie interest. That reasonable

pecple might dszer on some of the. provzs;ons does not negate our =
conclusion. _

'PG&E believes that certain of the agreed-on provisions
are unreasonable, at least as'applied to its own 'system. We have
allowed some variation between utilities in their respective
standard offer prov;sions.(e.g.; on QF. size for purposes of the
telenetry requlrements) where a ut;lity-speclrlc need is
demonstrated. However, we do not believe that PG&E has made a
convincing.showing_on any of the disputed provisions.

The dispute is that PG&E proposes,a firm capacity .
demonstratlon test that requ;res the QF to operate at 100% of xts
firm capacity commitment level for at least 80% of the hours over
30 consecutive days, while the Joint Test;mony; “in whlch Edison and
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. SDG&E concur, has a less stringent test, i.e., operation at 80% or

greater capacity level for 30 days.

PG&E fails to show, either that the less stringent test
is technically inadequate, or that conditions on the PG&E system
require the more stringent test. PG&E simply says the latter test
is ”not unreasonable.” (Concurrent brief, p. 65.) It well may be
"not unreasonable” but that does not persuade us to prefer it to a
technically adequate test that is acceptable to the other parties.
We reject the PG&E proposal. ' '

2. Surplus Sale Option L

PG&E would require the final Standard Offer 4 QF either -
to sell its net output to PG&E or to use some.of the generation | Lf]pﬁ
on-site and sell the surplus to PG&E. Retail sales to end-users V//f o
would not be permitted. | ‘ | P

PGSE concedes that retail sales to certain end-users are V’{{"
pexmitted when made by QFs operating under other standard. orfers‘o:_['
nonstandard contracts. Moreover, the Public Utilities Code -. ‘
expressly exempts. cogenerators-and users of unconwent;onal power | o
sources from public utility status even though they make certain V///C
retail sales to a class of. end-users specified in the code.‘ PG&E B
invokes current concerns about system bypass to-just;ty its N
proposal. However, QFs operating under final Standard Offer 4 seem }fﬁﬁ'
very unlikely to contribute to'gngggngmig bypass. This is becausc Q[t
final Standard offer 4. contracts only become available when the -
utility’s resource plan shows. a need for baseload or lntermed;ate
capacity. PG&E’S positlon\is untenable.

3. mgmmmum '

During a system emergency , the utxllty generally*preterf
that, so far as possible, generation sources remain connected to:
the grid and continue energy deliveries. This»helps to stab_lxze
the system, while unnecessary separatlon could exacerbate an !
abnormal system condltlon. :
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The emergency availability provision recommended in the
Joint Testimony says that ”Seller [i.e., the QF] shall use
reasonable efforts to deliver energy during periods of Enerdency at
an average rate of delivery at least equal to the Effective
gapagity. If Seller has previously scheduled an outage which
coincides with an Emergensy, Seller shall use reasonable efforts to
reschedule the outage. If Seller reschedules the outage pursuant
to this Section, [utility] shall waive the notice periods for
scheduled outages....” (Emphasis in original.)

PG&E’s version has an additional requirement, which PG&E
inserts between the first and second sentences of the Joint ‘
Testimony’s provision: '[I]h the event of a PGandE electric system -
frequency or voltage excursion which exceeds the normal limits of
regulation, but does not cause the Protective Apparatus to
automatically separate the ggng:g;;ng_ﬁgg;l;;x from the PGandE ‘

system, Seller shall not manually separate its ggng:g;;ng;ﬁgg;l;;x :
from PGandE’s system without first - notirying and obtaining o
permission from the PGandE’ Designated Sw1tch1nq Center. Such
permission shall not be unreasonably withheld. ' Seller shall not.
alter settings of the Protective Apparatus from the settlngs
established during the pre=-parallel ‘inspection.” (Emphasxs in
original.) N | : . B o

The concern that QFs seem to have with PG&E’s version is
that the version could effectively requlre the QF to sustain damage
to its plant if the relays either do not functlon or are set at
levels sufficient to protect PG&E’S equ;pment but not the QF’s
equipment. (See cross-examlnatzon,or PG&E witness Di Pastena by
SFG/U/F, Tr. 7971-74. ) ‘For exanple, we think.it probable that a
utility switching center in an ~emergency would ‘have hmgher ‘ ‘
pr;orities than to determine whether the relays at.a. five megawatt j

QF plant were malfunctloning, even thoagh the consequences to~that ff_f ﬁ

QF might be serious.
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We think that, under a fair reading of the Joint
Testimony’s emergency availability provision, the QF is already
required to continue to deliver enerxgy if it can do so without harm
to its equipment. What seems to underlie PG&E’s wordsmithing is a
concern that some QFs separate from the system.even when the
frequency or voltage excursion, at least in PG&E’s .opinion, is not
SO great as to endanger the QF. However, from the QFs’ viewpoint,
PG&E is demanding the right to make the final decision on a matter
affecting the safety of the QFs’ personnel and equipment.

We are satisfied with the approach taken in the Joint
Testimony. We alseo feel strongly that Appropriate QF respénse to
emergencies is vital if utilities are to rely on large amounts of
QF power. The Joint QF/Utility Consultative Comnittee that is
getting underway offers a suitable forum to discuss technical
problems and possible improvements in communication between the
utility and QF durihgfemergencies- .PG&Efshould pursue this topic
in the committee, particularly Since, as PG&E notes, the"thousands"
of QF megawatts already under contract with PG&E are not subject tOJ
the type of emergency requirement that PG&E seeks here. - ‘

4. curtailment : :

As. we mentioned in Section IV.E above, PG&E qualifies in
one respect its endorsement of the Joint Testimqny’S'curtailmentw
provision. PG&E’s support of the 1500 hour curtailment cption is

conditioned on our determ;ning that the IERs used for PG&E’S energyj'”
prices should be updated on a quarterly basis. Xf we do not accept

PG&E’s update proposal, then PG&E would oppose zncluding in its
final Standard Offer 4 an option to limit curtailable hours.
PGLE justifies its position on the basis that, unlike o
Edison and SDGS&E, PG&E’s system has a substantial quantity of hydro
resources. Unless there is'a mechanisn for updating IERs o
frequently, and so capture the impact of various levels of expected‘ *'
hydro generation, PG&E says that the limitations of the 1500 hour




A.82-04-44 et al. ALI/SK/tecyg *

curtailment option could result in energy payments above avoided
cost.

We think PG&E’s linkage of IER updating with curtailment
options under the final long-run offer is inappropriate. First,
curtailment is a contract drafting issue, while IER updating is
not. Neither final Standard Offer 4 nor any other standard offer
specifies any particular method for updating YERs. Second, and
more fundamental, IER updating‘aftects enexrgy pricing for QFs with
variable energy payments (see Section III.A above) but is largely
irrelevant to energy pricing for final standard Offer 4 QFs. For
example, the energy payments to such QFs for output corresponding
to what would have been delivered by the avoidable resource in .
Period 2 (the time after the avo;dable resource would have come
on-line) derive from either (1) an TER fixed when the contract is
signed multiplied by the system marginal fuel cost or (2) the.
avoided plant’s heat rate multiplied by the price of fuel that the
plant would have consumed. (See D.86-07-004, pPp- 79-80a.) The
relevant updating for final Standard Offer 4 is the cost of Zuel
(which we do quarterly), 0ot the TER.

" PG&E Exhibit 453 posits, based on ER-G, that large
amounts of non-oil/gas-fired generation will appear on the margin'
for PG4E in wet years by the late 1990s. This should not be a
problem because the vast majority of PG&E’s QFs, such as those
operating under interim Standard Orrer 4, have contracts that set
no limit on PGSE’s ability to invoke hydro-spill pricing or- :
negative avoided cost. curtailment-. The presence in £ina1 Standard
Offer 4 of an option limiting curtailable hours is logical
considering that the offer is only made available when the
utility’s.resource plan shows a need for baseload or intermediate
capacity.‘ ‘

The mcst surprising part of PG&E's pOSltlon is. that, on 3‘
the whole, the 1500 hour curtailment option seenms preterable from a
utility standpoint to the curtailment option Llimited. to‘negative y
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avoided cost or hydro spill conditions. The incidence of such
conditions to date has been extremely low (zexo for negative
avoided cost), while in contrast the utility can require
curtailment under the 1500 hour option whenever the utility finds
it economic to do so. We think that the greater flexibility of the
1500 hour option easily outweighs the limit on curtailable hours.
Possibly PG&E considers 1500 hours too conservative, given the
quantity of hydro on its system; if so, PG&E should have made a
utility~-specific showing to justify a higher linit, e.g., 2000
hours, such as PG&E has negotiated for sonme of its existing QF
contracts.

We find that Option IIX (the 1500 hour curtailment optxon)
should be included in PG&E’s final Standard Offer 4. We address in co
D.88=-03-026 the question of quarterly versus annual IER updatlng. 7&;/4f°g‘
H. Contract Implementation Requirements: Y

The Joint Testimony outlines several steps that need to
be taken in conjunction with approval of the final Standard Offer 4
contract form. . o _ , ‘

1- Allocation of Avajlable Transmission capacity

We grant the parties” request that each utility be
authorized to- submit, by advice letter filing, revis;ons to the
respective utility’s Taxriff Rule 21 (governing QF-utility system
interconnections) to provide for the allocation of available
transmission: capacity eon the utilzty system. . P

The reason for this request~is that final Standard orfer 5“‘s
4 incorporates milestones from the'QF Milestone Procedure without -
providing for the allocation of avai*able transmission capac;ty.

The proposed tariff revisions would say in’ essence that, tcr a QF
that (1) is not subject to the QF Milestcne Procedure, and (2) w1ns
a final Standard Offer 4 contract, entitlement tovavazlable
capacity on the utility’s transmisqion/distribution system and a
priority to such line capacity is establxshed.es of the date that
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the QF’s bid is determined to be a winner. The QF thereafter
retains its entitlement and priority so long as it does not default
in performance of its agreement.

We agree with the parties that the proposed tariff
revision is an appropriate-means to‘allocate transmission priority.

Ed;son and PG&E had. zncluded certaan.prov1szons in their
final Standard Offer 4 compliance filings that the parties agree
would more appropriately appear in the operating requirements
manual (implementing Tariff Rule 21) of the respective utility.
The provisions in question set forth generating. faczl;ty des;gn and -« .
szt;ng requirements.

We authorize Ed;son to file by advice letter approprlate
revisions to its Tariff Rule 21 and, upon our acceptance of such
revisions, to delete Sections 6.1(d), 6.1(e), 6.1(£), and 6. 3(j)
from its final Standard Offer 4 contract form. Of these four
sections, only Section 6. 3(3)° applies to PGSE, and none of-these
sections -applies to SDG&E.. We authorize PGSE, as with Ed;son, to

- make the appropriate revision and deletion.

3. Utility-s ific cont £ isi |

The Joint Testimony generally sets forth its
recommendat;onS-by'reference to Exhiblt 446, which is Edison’s
proposed final Standaxd otrer 4 contract form as of June 1987.:
That form has various provisions and termlnology spec;fzc to
Edison. Appendixes G and H to the Joint Testimony contamn a list ‘
of utlllty-specltlc mod;tlcatzons to Exhlbzt 446-needed to'adapt it
for use by PG&E and SDGLE, respectzvely. The bulk of the o
modifications serve to correctly identmty'the purchasing utility
and to be consistent w;th that utility’s termanology (E.g-, SDG&E‘
says “semi-peak” rather than 'mid-peak.”) We agree that PG4E and’
SDG&E, in conformang their final . Standard 0££er 4 contract forms,
should make these. modlfzcat;ons.
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Pursuant to Public Utilities Code § 311 and to our Rules
of Practice and Procedure (California Code of Regqulations, Title
20, Rules 77 to 77.5), the Proposed Decision of ALT Kotz was issued
before today’s decision. Four parties (DRA, PG&E, SDG&E, and
Edison) filed timely comments on the proposed decision. Two
parties (Cogenerators of Southern California (CSC) and SFG/U/F)
submitted late comments, accompanied by motions for leave to file
late. We grant their notions.?? Finally, ¢SC filed comments
replying to part of Edison’s comments. N

We have made a number of modifications and clarmtlcatxons
in response to these comments. We have also corrected
typographical errors and updated several sections where the
proposed decision fails to reflect developments'in various.
proceedings . that we refer to here. Although- ‘many pages ‘have
changes, we have made no substantive ‘modifications to the analysxs
or disposition of issues in the proposed dec;sion.

1. An EUE-based ERIT method-for valuing‘capACity was adopted
in D.86-11-071. The method, as implemented by SDG&E and Edison,
(1) produces reasonable results, (2) is: reasonably consistent with
capacity requlrements projected by the CEc-xn ER-6, and (3) is
suitable for use by these utilities in any proceedlng be!ore this

29 ECG requested changes to-the proposed decxs;on by letter to
ALT Kotz dated December 17, 1987. ECG’s letter did not comply-with
the rules governing comments, most notably. the rule. requzrlng

service on all parties (Rule 77.2). On December 22, 1987, ALJ'Ketz‘m]‘f

returned ECG’s letter, noting its noncompliance with the comment

rules and enclosing a copy of those rules. We are unaware of any
action by ECG to cure these defects. Accordingly, we cannot flle
or consxder the comments in ECG’S letter.
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Commission when projecting capacity need or valuing capacity
already on or to be added to their systems. _
2. The ERI method, as implemented by PG&E, does not produce L,’,l o
reasonable results. A temporary capacity value is needed for use ’
by PG&E for certain QF payments in 1988. A reasonable temporary
value would be to continue PG&E’s 1987 as—available capacity price
($42 per kilowatt). ,
" 3. Further comment is needed on how to make future capacity
value adjuétments‘for as-available QFs on PG&E’s system. For long- f , :
term capacity planning purposes, use by the CPUC of the CEC’s R
target reserve margins for PG&E (as projected in the CEC’s most ‘V/// o
recent Electricity Report) would result in consistent treatment of
different types of resource options. Reasonably consistent
treatment is one of the chief goals ot thls proceedlng and future
resource plan updates. .
4. The fact that a glven type of . generatlon resource, such
as a peaklng plant is nondeferxable: under D. 86—07-004 doe5~not by
. itself establish that such a resource ‘can or should be J.ncluded in
a utility’s resource plan. The utility must also show that the
resource is cost~e££ect1ve in order to just;ty such inclusion. o
5. Standard Offer 2 and final Standaxd Offer 4 contamn.long—jfc'
term fixed prices and accordingly require long-term forecasts.
Such forecasting is done for the PG&E, SDG&E, and Edison systems 1n
“the biennial resource plan proceedings, so«these proceedlngs axe
suitable for setting the fixed payments for these offers.
6. Because of the lack.of avoidable megawatts for purposes
of final Standard Offer 4 and the continued: suspenszon of Standard
Offer 2 for PG&E and Edison, the only long-term fixed prices that R
need to be established at this time are the capacity price ‘
schedules for SDG&E’s Standard Offer 2. .
7. Variable capac;ty payments to QFs (ch;efly under Standaxd
otfers 1 and 3) depend on short-term forecasts and should be .
updated annuallya_ ECAC proceedzngs are well sulted for such
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updating because they already involve the adoption of assumptions
on the utility applicant’s loads and resources during the one-year
forecast period.

8. Edison’s variable capacity payments have been set in‘'its
current general rate case (Application 86-12-047), using the ERI
method approved in today’s decision.

9. SDG&E’s variable capacity payments (pending revision in
its 1988 ECAC) will equal its annualized fixed costs of a-
combustion turbine. '

10. SDG&E’s capacity price table for reinstated Standard

}/// iy

Offer 2 needs prices for two blocks of 50 megawatts each (effective -

capacity). Upon relnstatement the blocks are to be available
until the end of calendar year 1988 or until fully subscribed,
whichever occurs first. Prlces<shown for the second block assume

that all QFs from the first block are already on-line. The table R

is to contain capacity price schedules for each year in which th;s
cohort of Standard Offer 2 QFs is allowed to come on-line (;.e.,
through 1993), and for all contract lengths to and 1nclud1ng-30.

‘years.

1ll. SDG&E's capacity price calculatlons :or reinstated
Standard Offer 2, as described in f;ndxng of fact 10, are to assunme'

the refurbishment of Silver Gate but no other addxt;onal resources.v'

12. Reliability models have great and growxng lmpcrtance in
CPUC proceedings. The on—goxng study of ccmputer models pursuant -
to Assembly'Bill 475-(Chapter 1297 of the: 1985 Statutes) is the ‘
appropriate setting to develop 1nformat;on on the various types o:
reliability models. | - : ' -

;3.“'v§riable enexgy payments” a:g‘those that are set
periodically, based on the current price of the marginal fuel and

the current IER for each utility. ~Fixed energy payments” are . .

those for which at least the IER is established by contract for -

some period longer than the update cycle'used for recalculating thel o

bases for variable energy payments-
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14. 7QFs=-out” (when used in relation to variable energy
payments) represents the computer-modelled dispatch of a utility
system with all variably-priced QFs removed... In the same context,
7QFs-in” represents system dispatch including all variably-priced
QFs anticipated to be on-line during the forecast pericd. ~”QFs-
in/QFs=-out” refers to the average of the IERs calculated by
performing both computer runs for a given utility . system.

15. Edison’s zero-intercept method for calculating the QFs=-in
IER has the advantage of being relatively insensitive (compared to
the instantaneocus marginal rate) to minor variations in
assumptions.

16. Underx certain ¢circumstances, QFs-xn/QFs—cut deoes not
realistically reflect what a utility would have done to replace
short-run QF pcwer.“chever, these circumstances are likely to -
exist only when short-run QFs constitute a relatively larger part
of a utlity’s resource mix than they presently'do for ‘PG&E, SDG&E,
or Edison. Also, rerznements to QFs—in/QFs-cut ‘proposed by DRA,
SFG/U/F, and IEP could m;txgate the problenm. .

17. QFs-in undervalues short-run QFs- so-long as’ the
purchasing utility can recover its full cost of. replacang QF ‘
" deliveries, should these £all short of the quantity estimated for
purposes of calculating the QFs-mn IER. Thus, QFs-ln.strengthens ‘
the utility’s market power because only the QFs have to compete at g
the QFs-in price, while'the utility in case of need can dlspatch
less efficient xesouxces ‘and still reccver mcst of its excess ccsts
through ECAC. ‘

18. QFs~in/QFs=-out is the approprxate encrgy'przcxng methodf ﬁc..f4

for final Standarxd Offer 4 QFs in Period. 1, regardless of the
pricing method for other QFs receiving variable energy payments.
19. The primary purpose of state and federal policies
rcgard;ng QF development is to create a pricing structure that .
captures to the extent pcss;ble the eftlc;ency and other bene:zts c!_
of perfect competition in electr;city generation, Neither QFs-zn«”
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nor QFs-in/QFs-out will fully capture these benefits under existing
conditions.

20. A primary function of the standard offers is to reduce
the transaction costs of creating power purchase agreements between
utilities and QFs.

21. The existence of standard offers also helps in the
creation of nonstandard power purchase agreements because the
parties to such agreements may be able to~use most of the standard .
provisions and thus to concentrate their effo:ts on project-~
specific provisions (e.g.,,addxtlonal performance features) that
would benefit both seller and utility.

22. It is‘appropriate to defer to the biennial update
proceeding following ER-7 the contract issue of when and for how
long the capacity factor assumed for the avo;dable resource should
be fixed. - -

| 23. The gemeral terms of the curtailment-provision proposed

in the Joint Testimony are consistent with the: ‘Commission’ s goal of .

integrating QFs in utility system operation through rlexlb&e
operating and pricxng terms. .

24. Under the final Standard. o::er 4 methodology the value
of a QF’s capacity is measured in terms of the. capac;ty that the
utility defers or avoids as a result of the QF’s commitment.

25. PG&E has not shown, elther that the firm capacity
demonstration test proposed in the Joint Testimony is technmcally
lnadequate, or that conditions on the PG&E system requlre a more
stringent test.

26. Sales of electricaty by final Standard Offer 4 QFs to -
certa;n.end-users are very-unlikely to contribute to uneconom;c
bypass. .

27. The relevant provision in the Joint Testimony reasonably 5
specifies the QF’s duties in a systen emergency. , ‘

28. The relatlvely high dependence of PG&E’s systen on hydro

resources has an impact on-the desirable freqnency of IER updat;ng,‘ ‘A‘f
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however, such updating has only a small effect on energy pricing V’ﬁ,/
for final Standard Offer 4 QFs.

29. It is reasonable to establish a mechanism in the
respective utilities’ tariff rules for alleocating available
transmission capacity to final Standard Offer 4 QFs. These tariff
rules could also appropriately include the respective utilities’
technical specifications for QF-utility system interconnections.

30. The implementation of ramped paymerit streams as proposed
in the utilities’ compliance filings is consistent with the
derivation of the utilities’ own revenue requirements and thus
preserves ratepayer indifference as between QFs deferring a given .
resource and the utility acquiring it.. |

1. The’EUE-based ERI method, as implemented by Edison and |
SDG&E, should be used by these utilities in any. proceeding before
this Commission when projecting. capacity need or valu;nq capeczty
already on or to be added .to their systems..

2. PG&E’s 1987 as—avazlable capacity prlce ($42 per _
kilowatt) should be contlnued until adoptlon of an appropr;ate
method for adjustlng variable capacxty payments to'QFs on PG&E'
system. : .

3. Forllong-termmcapacityjplanning‘perposes,”theQCEC'S‘
target reserve margins for PG&E. (as projected in the CEC’s
then-curxent Electricity Report) should be used- .

4. SDG&E should be directed to file a revxsed cepec;ty price B
table for rexnstated Standard otrer e cons;stent with findings of. “V;
fact 10 and 11.. . :

5-, A utility should show that any glven resource proposed
for future development in Lts.resource plan ls cost-effective,
regardless of whether the. resource would be . deferrable by QFs. ,

6. The. long-term forecasting needed- tor Standard Offer 2 and |
flnal Standard Offer 4 should be done bzennially, and these o:fers :
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should be updated in coordination with the CEC’s Electricity Report
process.

7. Variable capacity payments to QFs should be updated
annually in ECAC proceedings.

8. The QFs-in/QFs-out method for calculating shorterun
energy prices is consistent with the PURPA avoided costs standard.

9. To the extent that changes in ECAC and possibly other
developments create a more competitive environment and move the
electric industry closer to a true- spot market, it is consistent |
with PURPA to reconsider marginal energy cost prmcxng for short-run .
QFs.

10. The final Standaxd Offer 4 contract provisions set £orth
in Exhibit 446, as supplemented by*the agreements set forth in
Exhikit 447, should be approved in their entirety. Proposals by
IEP and PG&E to-modiry those provisions should be rejected. ‘

'11. The curtailment texms set forth in Appendix A of Exhibit
447 should be approved and the "‘parties should be directed to
continue workshops. to dratt conformlng contract language.

12. PG&E and Edison should be authorized to file advice
letter revisions to their respective tariss zules-regard;ng
technical spec;:icatxons for QF-utllity~1nterconnect1ons, as ‘
described in Section IV,H 2 of this decision. . PG&E, SDG&E, and
Edison should also file advice letter revisions to include in .

Tariff Rule 21 of each utllity a mechanism for allocatang avaalablef“

transm;ssion capacity to final Standard ofzer 4 QFs.
13. The capacity factor updatingmassue should be deferred to

the biennjal resource plan update.proceeding following ER-7. Save .

for this issue, PG&E, SDG&E, and. Edison should file a complete

final Standard Offer 4 in compliance with this ‘decision, such

" £iling to be- due no later than 90 days after today. .
14. This opinion and order should be made effectlve today in -

oxder to expedxte completion of the work in 1mplement1ng fxnal

- Standard Offer 4 and reinstatlng Standard otfer 2.
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15. PG&E’S petition for modification of D.86-07~-004 should be
granted with respect to the proposed treatment of improvements to
hydroelectric projects in the context of relicensing proceedings.

IT IS ORDERED that: |

1. San Diego Gas & Electric Company (SDGSE) and Southern (
California Edison Company (Edison) shall use the capacity_valuation”'
method described in finding of fact 1 and conclusion of law 1 for
purposes of the biennial resource plan,update'proceeding and in any
other proceeding before this Commission when projecting capacity
need or valuing capacity already on or to be-added to thoir
systens. ‘ - ‘ - :
2. The capacity price ror as-available Qualitying*racilities
(QFs) on the system of Pacific Gas and Electric Company (PG&E)
shall. continue to be $42 per kilowatt.. A schedule for comment on
the method for future adjustments to PGLE’S variable capacity
payments, including the proposal described in Section II.E of
today’s decision, shall be set by ruling of the ass;gned
Commissioner or Administrative Law Judge.

3. For long-term capacity planning purposos in proceedings
before this Commission, the target reserve margins for. PGSE as
shown in the then-current Electricity Report or the CaLifornia
Energy Commission (CEC) shall be used.,

4. SDG&E shall file within 30 ‘days of the date of 1ssuance
of this decision a revised capacity price table for reinstated oo B
Standard Offer 2 consistent with findings of fact 10 and' 11. With' ?&ﬁ‘
the limitatjons stated in those tindings, Standard offer 2 is ‘
reinstated for SDG&E effective 30 days after the £iling of the ! :
revised capacity price table and of the amendments to-Application«ﬂ§
82-03~78 previously ordered in DecisionA87—12-056. SDG&E shall - | |
serve these filings on all parties to Kppiication 82~04-44 et aliﬂ‘
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5. Division of Ratepayer Advocates shall study the
reliability models used by the parties in this proceeding and shall
include its observations in future reports prepared pursuant to )
Public Utilities Code Sections 1821-1824. This study shall include
a description and comparison of the various models and how they are
calibrated, and shall recommend any appropriate modeling
conventions to be used in future proceedings before this
Commission.

6. Division of Ratepayer Advocates, in coordination with cEC
Staff, shall hold a public workshop-to—dxscuss potential
improvements in analyzing electric system reliability and capaclty |
valuntxon, xncluding the value-of-service approach., ,

7. Variable capacity payments to QFs shall be: updated
annually in Energy Cost Adjustment Clause (ECAC) proceedings.

8. The final Standard Offer 4 contract provisions set forth =
in Exhibit 446, as supplemented by the agreements set forth in :
Exhibit 447, are approved.in their entirety. T

9. The curtailment terms set forth in Appendix:h.of Exh:b;t ﬁ'”
447 are approved in principle. The partles shall file their ‘
recommendatmons on final Standard offer 4 contract language L
conrorming to these terms within 90 days of the date of issuance of -
this decision. The parties are strongly enoouraged to develop &
Joint recommendation ror;tho”commission's,consideration.' -

10. PG&E and Edison shall file advice letter revisions to
their respective tariff rules regardlng technical spec;flcatxons
for QF-utility intercomnections (Tariff Rule 21) in’ order to.
incorporate certain material, as described in Section IV.E.2 of
this decision. PG&E, SDG&E, and Edison shall also file adv;ce
letter revisions to the same rule to include a mechanism for

allocating available transmission capaclty to-tinal Standard Offer ;Hﬂ t st
4 QFs. These advice letter revisions shall be f£iled within 90 days}s‘fH;gx

of the date of issuance of this decisxon.
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11. The capacity factor updating issue shall be deferred to
the biennial resource plan update proceedlng following the CEC’s
Seventh Electricity Report.

12. PG&E, SDG&E, and Edison shall file a complete final
Standard Offer 4 in compliance with this decision within 90 days of
the date of issuance of this decision.

13. Unlike other generation resources, improvements to
hydroelectric projects proposed in the context of relicensing
proceedings at the Federal Energy Regulatory Coxmission shall be
treated as generically unavoidable by QFs. In a biennial resource
plan update proceeding, the resource plan of a utility applicant
shall reflect such anticipated improvements by identifying the
projected capacity, output, and operatiocnal date of each such
ixprovement, but need not otherwise describe the improvement or
Justify its cost-effectiveness. :

14. Except to the extent granted in Ordering Paxagraph 13,_
PG&E’s petition for modification of. Decision ‘86=07-004" is denied.

. This order ﬁiRefﬁe@ﬁéve today.

Dated , at San Francisco, Callfornla.

JOHN B OHANIAN |

| CERTIFY THAT THIS DECISION. .
WAS APPROVED BY THE ABOVE
COMHISHONERS. TODAY.
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This table contains an expansion ¢f each acronym and
abbreviation used in today’s decision. Following the expansion is
a reference to the section in the body of the decision where the
acronym or abbreviation first appears.

ALY : Administrative Law Judge (II.E)

BTU British thermal unit (III.A)

CEC ‘ Calltornia Energy Commlssxon (IXI)
CFR Code of Federal Regulatlons (IIX.E.4)

CPUC or Commission Calitornza Publ;c Ut;litzes Comm;551on (II A)

Cogenerators of Southern Californxa () “szﬁ,,

DeCLSzon ()

Division of - Ratepayer Advocates of CPUC - 9',:f\},
- (formerly Public Staff Division) (I) v

Energy Cost Adjustmenn Clause (I)
ECG | - Energy Consultznq Group»(II.G) _
Edison Southern Callrornla Edzson Company (I)
The CEC’s Slxth Electr;cxty Report (II)
Enerqgy Reliability Index (I)
Expected Unserved Energy (I)
~ Federal: Energy Regulatory’Commxssxon (II. A)
«Independent Energy Producers Assoc;atxon (I)
Ineremental Energy Rate (III)
Loss of Load Erpectatxon CII)’
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APPENDIX A
Page 2
Loss of Load Probability (II.E)

Multi-Area Generation System Relxabllmty
Model (II. F)

Pacific Gas and Electric Company (I).

Public Utility Requlatory Policies act of
1978, as amended (IIX.E.3)

' Qualifying Facility (I)
Order Instituting Rulemaking (III.E.4)

SDG&E San Diego Gas & Electric Company ()
SFG/U/F Santa Fe Gecthermal Inc., Union 0Ll COmpary
. of California, and- Freeport-McMoRan Resource
Partners- (II D) :

Reporter s Transcrlpt (IV.G 3.
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THIRD INTERIM OPINION, COMPLIANCE PHASE:

In Decision (D.)87-05=060, our first interim compliance
phase opinion, we dealt with certain non-resource;planning issues
in the implementation of final Standard offer 4. We have since
held. further hearings in this proceeding in June and July. These
hearings concerned resource planning and ungfg:m contract |
provisions for final Standard Offer 4, and /possible reinstatement
of Standard Offer 2. In our second inte - compliance phase
opinion, we found that (1) there are presently no avoidable
‘resources for purposes of final Standard Offer 4, and (2) that
Standard Offer 2'should be reinstated for San Diego Gas & Electric
company (SDG&E). '

"Today’s decision,. ouxr third interim opinion, deals w1th
- the two remaining. pricing methodology issues for all standard
offers and the development of a rinal Standard Offer 4 contract
form with (so far as possmble» uniform provxszons and’ terminology
for all utilities. -

We find that the/utilities have: generally complied with
our direction in D.86-11~071 regarding creation of a- reliability ‘
target and capacity value adjustment based on’ Expected Unserved .
Enerqgy (EUE). We find»the resulting Enexrgy Reliability Tndex (ERT) |
method should be used”by SDG&E and- by oouthern California Edison ““
Company (Edison) Io:fvaluing capacity from any source, including
both Qualifying Facility (QF) and non-QF sellers ‘and the utility'
own plants and progects. We find the ERI does not yield. reascnable -
results for Pacific Gas and Electric Ccmpany (PG&E), and we adopt a ;///
temporary capacity value for use by PG&E in 1988-~

For QFs receiving variable~energy payments, we confirm
our conclusion in D.85=07-022 that final Standard Offer 4 QFs
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THXRD INTERIM OPINION COMPLIANCE PHASE:

In Decision (D.)87-05-060, our first interim conpliance
phase opinion, we dealt with certain non-resource planning issues
in the implementation of final Standard Offer 4. We have since
held further hearings in this proceeding in June andeuly. These
hearings concerned resource planning and uni form contract
provisions for final Standard Offer 4, and possab e reinstatenent‘
of Standard Offer 2. In our second interim compliance phase
opinion, we found that (1) there are presentlynno-avoidable
resources for purposes of final Standard orzer 4, and (2) that
Standard Offer 2 should be reinstated tor San Diego-Gas & Electric :
company (SDG&E) . : [ ,

Today’s decision, our third interrm opinion, deals with
the two remaining pricing methedology issues for all standard
offers and the development of a final- Standard offer 4 contract
form with (solrar as possible) unizorm_provisions -and terninology
for all utilities. - 'f

We find that the utilities,have generally complied With
our direction in D.86-11-071 regarding creation of a reliability
target and capacity value adjustment based on Expected Unserved

Energy (EUE)-. We find the resulting Energy Reliability Index (ERI),. L

method should be used by SDG&E andrby Southexrn California Edison o
Company “(Edison) for valuing capacity from any. source, including

both Qualifying Facility (QF). and non-QF sellers and the utility’s.ajwf g
own plants and projects. We find the ERI does not yield reasonablefl“_"”
results for Pacific Gas and Electric Company ' (PG&E) , and we adopt a;}', ‘

temporary capacity value adjustment for. use by PG&E in 1938.
; ,

4
]
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For QFs receiving variable energy payments, we confirm/
our conclusion in D.85-07=-022 that final Standard Offer 4 QFs
on~line in Period 1 of their contracts should have such payfients
calculated according. the ”QFs-in/QFs—-cut” method. All ofher QFs
receiving variable energy payments should also have sugh payments
calculated according to this method for the time being. However,
for the latter QFs, we may shift later to marginal £ost pricing
(i.e., QFs~in), centingent on appropriate changes/being made to
utilities’ cost recovery through the Energy Cosy Adjustment Clause
{ECAC) procedure, so that the benefits of marg
flow through to ratepayers.

We approve the uniform final S A
provisions jointly sponsored by QF and uyility representatives and
by Publxc Staff (renamed the Division of Ratepayer Adwocates.(nqu
after the close ot these. hearings). . fe reject certain alternmate
provisions proposed by Independent r-ergy'Producers Assocxatlon_“t
(IEP) and by PG&E. - , | | |

QFs and testing. the cost -zfectiveness of propo ed resource } -
additions. All parties -gree with the goal - that the same capacaty
valuation method be usgd for both- tunctrons. ALY partzes also
agree that the capac v valuation methed must be ‘able (1) to "
measure the utility': relative need fox. capac;ty over a given tlme B
Lrane (based on an appropriate rellabillty target), and (2) teo make
correspondlng ad stments to the utillty’s capaczty payments.




A.82=04-44 et 2)l. ALJ/SK/tcg

reliability model and a target based on a one-day-in~l0-years Los
of Load Expectation (LOLE). (The ERI method has a rxeliability
target expressed as EUE and derived by analysis of the utili
system in one historical reference year.) Thus, there was
confusion in the resource plan hearings on whose target serve
margin was to be used by the utility for purposes of i CEC=based
scenario. | ' |

Fortunately, the methodological differenge does not
significantly affect our conclusions at this t on either
avoidable resources or capac1ty payments. As ye discuss shortly,
the ERI as lmplemented by SDG&E and Edison y' lds target reserve
margins almost identical to: those specitie for the respective.
utilities by the CEC in.its current Electficity Report (ER-6).
This is not the case for PG&EY however,‘there do not appear to be ﬁ
any avoidable resources for PG&E ‘evenMusing: the EUE target, which
PG&E finds to be relatlvely'more st gent tnan LOLE. Thus, we
arrive, via a different path, at sultS-that*are,in fact
consistent with ER-6. o , :

There is general agr ent that the utilitzes have
complied with the,ERI method pecified in D.86-11-071. The
remaining ERI issues cone / input assumptlons and updating. The

ERI is a way to calculate ghort-term and long-texm capaclty'values,wfd

glven the utility’s anti pated loads and resources for the
forecast period. Long-fLerm capacity values are needed for the P
standard offers with fixed. capacity prices (Standard Orfers 2 and

4). Short-tern capycity values are needed for the standard orfers '
with variable cap ity prxces (prlmarlly Standard Offers 1 and 3,“‘
plus a few~QFs upder interim Standard Offer 4)-. Therefore, input

“affect prices-under all the. standaxd offers. Mhny?

partles dlsp e the utilities’ assumptlons on loadsAand resources
from which Is (and. ultimately'capacity values) are calculated- 4
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A. Nondefexxability and Cost Effectiveness
We will analyze planning assumptions in detail An the
final decision for the compliance phase. However, one/ft=repeated
criticism leveled at the resource plan filings deseryés immediate
comment. The criticism is that Edison and PG&E sho# many new
wtility resources coming on-line during the next Aight years,
despite alleged capacity surpluses, and wi
effectiveness. (An example is Edison’s Big Cy
Project.) Edison responds that the additiopé are mostly peaking
resources, thus nondeterrable‘by QFs and, .Edison’s view, not’
subject to screening for cost effectiveneSs. ' .
Edison miﬁreads D.86-07-004.1/ Nondeferrable genexation
resources don’t belong in a resource plan unless they are shown to
‘be cost-ettect:we.2 To include: su'- resources unfairly reduces .
capacity payments to QFs and viola-es least~cost planning |
principles. Reliance on.such.a rdsource plan would limit QF

1 We have a four-part stindard for a showing of nondererrabilxtyw\

on a project-specific basig. The showing must: #~(l) establish the:

project’s cost-effectivengss, (2) set forth the aspects of the
project claimed to justify a finding - of nondefexxrability,

(3) quantizy'the econon and operational benefits of such aspects,
and (4) describe the ippact of attempted deferral through the use .
of ’adders’ and standafd offer contracts.” (D.86-07-004, mimeo.,

Pp. 83-84.) The same/decision says that peakers are nondeferrabler - i

however, that generil statement can only be held to cover part o
(2) of the required/showing. There is such a thing as a capital--”
intensive peaking acility--pumped storage: projects such as. o
Edison’s Big CreeX and PG4E’S Helms are examples. These projects
may have unique gystem benefits, but that doesn’t excuse the.
utility from shéwing that the benefits are worth the costs.

this statement would alsc apply. to conservation and -
load=managempnt programs. We are currently undertaking with the =~ -
CEC and int rested parties the modifications to the joint: CECICPUC
actice Manual needed to ensure that strategies for — |
increasing electrical supply and managing or reducing. electrical
: compared on “a level playing field.” See Section
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opportunities at ratepayer expense. That is obviously
unacceptable.

There is an exception to the above generalization ¢
nondeferrability and cost-effectiveness. The exception relates to
hydro relicensing. In a petition for modification of D.8§6-07~004,
PG&E has asked that ”improvements to hydroelectric projécts
proposed in the context of relicemsing proceedings” the Federal
Energy Requlatory Commission (FERC) be treated as
nondeferrable. According to PG&E, ”“[i)f the relicensing
improvements arxe ’aveided’ by [a Standard offer/4) contract, PG&E
may be precluded from complying with the Fedexal Power -Act’s
mandate to develop the resocurce” and thus . unable to-propoSe
plans giving its customers the best‘chanc to retain these valuable~
resources.”

No party has opposed PG&E’S equest, and we have decided’
to grant it. Relicensing ;mprovemen are a unigque case, in that ]i

the failure to pursue the improvement could cause the- loss.(throuqh;'7

denial of relicensing) of an exis¥ing resource.‘ Furthernore, the_‘
FERC reviews the cost-effectivepess of the proposed1improvemeﬁt-‘
Thus, it is appropriate to treét- relicenSing'improvements'as _
generically unavoidable by QFs.. The resource plan of a utlllty
applicant should reflect sych anticipated improvements by

identifying the projecte capacity, output, and operational date ot je”

each such improvement, JYut need not. otherwise describe the
1mprovement or justify its cost- e!tectzveness.
B.

‘compliance phase decisxon will have a complete f
lodic uPGAting process. ror the standard ozzers

tandard Offer 2 and final Standard Orter 4 conta;n _ .
rlxed prices and accordingly require long—term rorecaste-T
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There is an exception to the above general;zatzon on
nondeferrability and cost-effectiveness. The exception relates to
hydro relicensing. In a petition for modification of D. 86=07=004,
PG&E has asked that ”improvements to hydreelectric proUects
proposed in the context of relicensing proceedings” s at the Federal
Energy Regulatory Commission (FERC) be treated assgenerically
nondeferrable. According to PG&E, 7[i)f the reXicensing.
improvements are ’‘avoided’ by (a Standard Offeéxij contract, PG&E -
may be precluded from complying w;th the Federal Powexr Act'
mandate to develop the resource” and thus 'be unable to propose
plans giving its customers the best chance to retain these. valuable
resources.” '

‘No party has opposed PG&E’sf request, and we have decided
to grant it. Relicensing improvemeyits are a unique case, in that .
the failure to pursue the improvement could cause the loss (through
denial of relicensing) of an existing resource. Furthermore, the-
'FERC reviews the cost—erfectivezzss'ofthe‘proposed improvement. -
Thus, it is. appropriate to treat relioensing‘improvements as
generically unavoidable by QPs. The. resource .plan of a utility
applicant should reflec ch anticxpated 1mprovements by !
identifying the project:Z(ﬁapaomty, output, and operational date oz
each such mmprovement, t need not otherwise describe the
inmprovement or justify 1t5~cost-ettect1veness.

B. ERI Updaten | |

our mourth/interim oompliance phase opinion has a. ¥
complete pzcture of the periodic updating process for the standard :
offers. We discugs ERI updates now in order to clarify why we are
setting some QF capacity pqyments here and why some will be set in
other proceedl} S. : -

' rd Offer 2 and fznal Standard orfer 4 contain
long~-term fi ed prices and accord;ngly‘requzre long—term.torecasts-
We do such orecasts in our b;ennial resource plan proceed;nqs, of
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We do such forecasts in our biennial resource plan proceedings, of
which this is the fixst. Thus, the fixed payments in these offer
will be set in the resource plan proceeding.

We have previously determined that none of the utildties
now has aveidable megawatts for purposes of final Standard Offer 4, -
and we have also continued the suspension of Standaxrd Offer 2 for -
PGSE and Edison. Thus, the only long-term fixed priced to be set
in teday’s decision are the capacity price scheduley/for SDGLE’s
Standard Offer 2.

Variable capacity payments (for the mogt part, contracts
under Standard Offers 1 oxr 3) depend on short-Yerm forecasts and
should be updated annually. Such payments siould not be set in v
this proceeding, which is biennial and whigh is largely xnsensitﬁvefee.
to things such. as business cycles that may have signlflcant xmpact o
for the short term. Our annual ECAC proceedings are ideally

suited for such updating because they already require us to adopt‘fss';:
assunptions on the utility’s loads and rescurces during the cne- . - K

year forecast periocd. ECAc.procee ings establish: the‘utlllty's
margznal costs for several purpogés; this’ feature should limit the

*gaming” that we fear would occir in a_proceeding held only to. se;,': ”

short-run QF prices. _

Thus, we will upd e variable capacity peyments-each o
year. In the tutuxe, this/annual update will norxmally be: done 1n
the ECAC proceeding for e Ach utllity. Capacity. values for SDG&E
and Edison will be compyted using the ERI method specified in

3 Since th is.the first yeax of ‘the annual update,cycle, we;hw-"w

must deviate gomewhat from our intended reliance on the ECAC

procesding tf pdate variable {opacity payments. ‘See the wtility-
by—utility i scussion that rollows.
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D.86-11-071; for PG&E, we are using a temporary capacity value
adjustment, described in Section II.E below.*

C. Edison _ g
We first reviewed Edison’s proposed EUE target in /////
D.86-11-071 and there expressed concerns over its dexivation.
Edison provided an elaboration in its compliance phase testimony, -
and we are now satisfied that the proposal, which couples the EUE

% our final decision in this prooe ing Wlll deal with updating’
generally. However, so that everyone/understands that we are not

burdening the ECAC proceeding with additional litigation, we

briefly summarize now what is involfed: in-the updating of. vuriablefft"

capacity payments. The ECAC procefding already develops a sales
forecast and supply assumptions; updating applies a formula

(described below) to the-adopte ECAC assunptions to- come- up'w1th ?"u'”i

" the capacity price..

First, an annualized co l of‘a combustion turbinenrorfthé‘

particular utility is needed{ This cost was formerly set in the S

utility's general rate case .in the future, it will be! updated in
the biennial resource plan/update proceeding, still using the .
costing methodology estabXished-in D.82-12=120. Second, the
utility’s latest establighed combustion turbine cost will be
escalated using the preyious year’s recorded GNP deflator. (See-
D.87-05-060, eo., P/ 29.) Third, the ERI is calculated using
(1) the load and resovykce assumptions developed during the ECAC -
proceeding, and (2) e ERI formula described in D.86-11-071 and
applied to the block/of QFs receiving variable capacity payments.
Fourth and finally,/the annualized: combustion turbine costs are
multiplied by the alculated ERI. 3

_to ERI updating eliminates.an,issue £rom,our
general rate cagé proceedings and ensures consistency with the
results of our - CAc~proceedings without adding issues to the
latter. : ‘ .
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target with a target reserve margin, is reasonable and
a.pproved.5

Edison’s target reserve margin seems consigfent with CEC
planning criteria. Table 2~13 of ER-6 (”Reserve Myfgin Assumptions

. for Key Years”) sets the resexrve requirement for

planning area at 19.30% in 1990, declining to }7.50% in 1997 and
therafter. Edison’s target reserve margin i 18 * 2%. Thus, the -
CEC’s reserve requirement throughout the 6 forecast period falls
within the narrow band of the target res e marxrgin that we approve
for Edison for use in conjunctlon with yhe standard offers.

Under the formex capacity pylice updatlng procedure, thls
issue was included in each utillty general rate case. Thus, _
although the methodological questi, ns for capaclty valuation have
been in this proceedlng, the pa ies‘to Edison’s current general p
rate case (Application 86=12~0 )‘hove-litigated the question of

what resources are likely to Ye available in 1988 for purposes*orﬂt,*-:"

adjusting Edison’s variable capacity payments to QFs. We will
therefore set these payments in a decision in.the general rate
case, using the ERI meth approved by today’s decision. Future
updates to Edison’s vardable capacity'payments wiil be done ‘
annually in an Edison/ECAC proceeding.
D. SDG&E

1 reviewed SDG&E's 1n;t1a1 EUE proposal and

- requested  certai clarlfxcatmons and. add;tional conservatxsm in the o

choice of a rel ility‘taxge:; SDG&E responded to both requests

a probabilistic concept, while the target reserve. - -
margin is/deterministic but far easier to calculate. Essentially,

6-11-071, the utility would always plan to meet its targetd,.}

reserve/margin (within a stated tolerance) but would base its: g
payments to QFs on EUE whenever such analysls indicates
gher-than-targeted reserves are needed in oxder to-maxntaln
reliability at the level derlved rrom the historical
refeYence. year. ' ‘ o
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in its compliance phase testimony. Also, at the regyest of Santa
Fe Geothermal, Inc., Union Oil Company of Califormjd, and Freeport-
McMoRan Resource Partners (SFG/U/F), SDG&E providéd a sensitivity
analysis showing the reaction of its ERI to chapges in input data.
We are satisfied that the proposal (which, liké Edison’s, couples
the EUVE target with a target reserve margin)/provides a reasonable
-method for valuing capacity on the SDG&E sybtem.

There is little divergence betwgen CEC planning criteria
and SDG&E’s target reserve margin. In ER-6, the CEC assumes a ‘
capacity reserve requirement for SDG&E/of 18.14% in 1990. This N
declines rapidly to 15.30% in 1992, then declines slowly to 14.23% . :
in 1997, and remains at that level thereafter. SDG&E’s target.
reserve margin is 15 + 1%. Thus, cept for the earliestiyears,
SDG&E and .the CEC are very close n their projected reserve
requirements for the ER-6 forecast period

In SDG&E’s most recey general rate case (Application
84-12-015), we deferred to th s,proceedzng the issue of capacity
values for purposes of all e standard orrers. (See D. 85-12-108,
mimeo., p. 88.) We theret e deal with SDG&E's variable capacmty
payments in teday’s decisjon. -Consistent with the discussion in
Section II.B-above, futuye updates to- SDG&E’s variable capacmty
payments will be done ually in an SDG&E ECAC proceeding. ‘ .

SDG&E’s varijable capacity payments are based at this t;me ,“ '
on the full annualized fixed costs of a. combustion turbine. In .
1988, such’ paymentsrshould be based on the annual;zed Lixed costs !
multiplied by . SDG&E’s ERT for that yeax. SDG&E must supplement its o
testimony in- one espect in ordexr to per:orm this calculation: _

- SDG&E’s cost :o a combustionAturbine, shown as $597 per k;lowatt
(Exhibit 437),'needs to be annualized, using the cost of capital
_ assumptions specified in D- 86-07-004._‘
W 'have decided based on SDG&E’S near-term need tor
oapacity, . set’ SDG&E's "ERY qu 1988 at 1.0. This is a B
qpalitati‘ judgment but such a judgment is necessary'because the
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record in this proceeding lacks an appropriate short-range forecast
(such as we would have in an ECAC proceeding) with which Lo perform
the quantitative analysis specified in D.86-11-071.

We have four problems with SDG&E’s proposegy capacity
price tables for reinstated Standard Offer 2. Firxgt, pursuant to
our second interim opinion, there should be two S0 megawatt blecks,
instead of two 100 megawatt blocks as shown in ibit 430;6
Second, the tables need to be completed with Lapacity price

schedules for each year in which the Standafd offer 2 QF is allowed

to come on-line,fand for all contract len s to and including 30
years-7 (The schedules for the second hlock should assume for

each year that all QFs from the first ¥lock are on-line.) Third,

we are puzzled by-the column in Tablgls 7B and 7C (Exhibit 430) with . :
the heading #30 YEAR LEVELIZED PA ' 15 YEAR DEFERRAL.” Standard.'
Offer 2 QFs do not defer or avo;d ower plants; the capacxty

payment to be levelized is the fdxed ‘cost of a combustion turbine

(possibly adjusted in the earl years of the contract if the ERI zsf*ﬁ,
less than 1.0) for the entire period of the contract, i.e., as. nuchf’”

as 30 years. SDG&E will nee¢dd “to explaln and correct thLS»column,

as appropriate. ' : v
Oux fourth prollenm concerns the addltlonal resources ‘

assumed by SDG&E when ¢ culating Standarad. o:zer 2 capac;ty prlce

6 SDG&E endors /s this change in its concurrent br;ez.

7 It appears t present that all of the ‘hurdles toAreanstatang B
'Standard Offer Z for SDGSE will be cleared by the end of 1987. . L
' These blocks of Standard Offer 2. megawatts should only be availab&e‘ﬂﬂ

until thé end/of calendar year 1988 or until fully subscribed,
" .8ince the Standard orfer 2 QF has Live

capacity'prace schedules for each year through 1993._ ””W

al resource plan proceeding to-follow ER-7, we will .. -
consider uthorlzing addztional blocks under updated capacxty prxce;
' .,chedule - : , \
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We agree with IEP that the only resource that SDGEE shouwld add to
its resource plan before computing Standard Offer 2 c ‘Qcity prices
is the Silver Gate refurbishment. Had we found avoidable megawatts
for purposes of Standard Offer 4, those would have
the resource plan and Standard Offer 2 capacity
under the assumption that Standard Offer 4 would be fully
subscribed.8 We did not accept 'SDG&E’S reco dation on

avoidable megawatts, however, and consequent there are no

Standaxrd Offer 4 resources to augment SDG&E/s supply. The
refurbishment of Silver Gate, though not aloidable under Standard _
Offer 4, is cost effective in all of the/SDG&E planning scenarics,‘i
at estimated fixed costs much less tharp/a combustion turbine. It
seems reasonable for a utility'needin " capacity but not energy .
(which is SDG&E’s sitnation in at ledst the early'years in the
deferral window) to choose the lowest capital cost resource

addition (here, Silver Gate) and o add it ahead of more expenSiveg‘
alternatives, including Standar Offer 2 QFs. : ‘ “

: " Thus, we direct SDG& to»make the’ above adjustuents to .
its Standard Offer 2 capacity price tables. . Also, ‘pursuant to our
second interim opinion, we ate reviewing comments on queue
nanagement and on certain &E prcposals for incorporating
milestone and curtailmen :eatures of :inal Standard Offex 4 in o
reinstated Standard Offef 2. We. are scheduling the f£iling of these 5
adjustments and our co ideration of the comments so that Standard .
Offer 2 can in fact b reinstated in our :inal compliance phase
decisien, to- be issugd shortly.

8 As stat d in D.86~07-004, '[thortage costa rcr'short-run QFs }
should be cgmputed to assume full subscription ‘of :inal Standard
Offer 4.7 Cni., P- 71, n. 42.) ,




E. RGSE .
PGSE was the first of the utilities to have a C

approved capacity value adjustment.9 In approving that,
adjustment, we noted several deficiencies in PG&E‘’s a roach. We
urged then, and have continued since to urge, that PGLE develop a
reliability target based on EUE. PG&E has explored several
approaches in the interim, and has alsordevelcpe an EUE-based ERI '
that follows our directive in D.86-11-071. We/are at long last
persuaded that the EUE-based ERI in this fory, however suitable it
"may be for Edisen and SDG&E, is not a reasgfable way to adjust
capacity value on PG&E’s system. | . o
| The chief reason for our concjisicn is that EUE (and
apparently other probabilistic measur of rel:abilxty) varmes .
exponentzally 1n relation to changes‘in loads or resouxces, and

that degree of sensitivity seems to/us inappropriate for a utility -

system, such as PG&E’s, that is ghly dependent on as-available -
resources such as hydro. - “t',f o

Exhibit 454° illustrytes this sensitiv1ty. ‘At tﬁe-request-’
of the assigned ALY, PGSE culated ERIs for 1988 using its

-t

existing. capacity'value.a ustment. method, which has a target: based}gf}
. on Loss of Load Probabiljty (LOLP). Pursuant to that request, PG&E“.“-

conbined assumptlons £y m its.current ECAC proceeding with dry and’ |

average hydre year da¥a. The results ‘show that under average hydro“”if

conditions, PG&E’s JOLP-based ERI would be 0. 22--xn other words,
the system would: ve capacity much- in excess of the rellabxlzty
target. TUnder conditxons, the IDLP-based ERI wculd be 1. 11,

9 Thi tirst ERI was adopted in PG&E’s test year 1984 general

, D-83-12-068 in Application 82-12-48.° For the subsequent |

consideration in the present proceeding of that ERI and other SR
es to capacity value adjustment see D 86—07-004, Pp-. 27-3:;g'<;
i, and D. 86-11*071, PP. 1-17. o

»
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which says that the system would not meet its reliability talget—-—
in other words, it would be ‘capacity-short. An EUE-based
similarly show extreme sensitivity to hydro availability

The EUE-based ERI developed by PG&E also se
excessively conservative. In D.83-12-068, where we fifst urged
PG&E to develop an EUE target, there is certainly no/indication
that we intended a more stringent reliability‘crite ion than the ‘
one-day=~in-10-years LOLP used for the earlier ERI./ However, PG&E’S
inplementation of the EUE target described in D.§6-11-071 seems to
have had that result. According to PG&E (see Eyhi i
tables showing annual reserve: margins and ERIs/with the EUE target
imply resexve requirements (to reach an ERI o 1.0) that exceed
30%. In contrast, the reserve requirements
value-of-sexrvice approach are around 20%,

requirements implied by the former IOLP tafget (wmch PGSE feels is

itself too stringent)’ tend to be less 25%.  (Id-, pp- B-IrI—"
11, -12.) We also . note that the capaci reserve requzrements

. shown in ER-6 for PGSE. appear much low than those resulting rrom

PGSE’s EUE target. O -/ ‘

PG&E has many other critic ms of the EUE approach
described in D. 86—11-071. ' Some of these cr;ticxsmsfare generic to
. the approach while others are spedific to PG&E’s czrcumstances.
‘We agree with PG&E that there is ,degree ot arbxtrarzness and. -
subjectivity in the approach’s re¢liance on- one historical . rezerencef;=
year; however, some subjectivit inheres in any rellabzllty targeth-f
that we know. of. For example, As PG&E witness Poland candidly ' “'
acknowledges, PG&E’s valne;of- ervice approach (compared to«EUE,"; ‘
LOLP, et . al.) mhkes.some‘kin ot subjective judgments unnecessary

10 For the Northern cal fornia supply plannlng area, which

includes PG4E and the Sagramento Municipal Utility District, ERré ‘-hf"f
shows a reserve requirepent or 22.60% in 1990 declinlng to 20. 04% S
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but requires other kinds of subjective judgments. This re¢ord
deesn’t enable us to determine that one appreach is more ASubjective
than another, or that the more subjective approach theri-y has less
validity.

On the other hand, we agree with PG&E thatfthe
interaction of various conservatisms in our EUE appf _
produce unreasonable results in this case. We woylld expect that .
PGLE, because of its size and the importance of peatber-dependent
resources to its system, would have.relatively n'gher reserve
requirements than SDG&E or even Edison. 'This/expectation is
consistent with the CEC’s projected capacity/requirements for the

respective systems in ER-6. Nevertheless, /fthe EUE approach impliég T

very mnch.higher reserve margins for PG&E/than what we have
previously found prudent or necessary.. Me will not adopt such
higher reserve margins without thinking through their ;mpl;cat;ons“'

for system bypass and the ultimate qudstion of how much relxab;l;ty" o <

are PG&E’s customers willing tovpay 'or.;;

Since we do not reinstatd Standard or:er 2 for PG&E at
this time, we need not adopt a 1lqg g-term capacity price table ror
PG&E in today’s decision. 'Howe'-r, ‘we must address as-available

capacity prices for 1988. We hink the most supportable act;on on. ;*;f;

this record is to continue in/ effect the 1987 price ($42 per
kilowatt) which already refYects a substantial discount (based on .

11 PG&E has ob iously'made a good-faith e:tort to comply with our
direction in D.§6~11=071 to develop this EUE approach. The fact
that PG&E made Auch an effort, and that PG&E has provided a- C
scholarly and gdispassionate critique of the approach, also 1ncline
us to give/ye ght to PG&E’s objections. ‘ .
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last year’s ERI of 0.62) from the full annualized fixed costs ot’a
combustion ‘turbine.*? v

For future adjustments to PG&E’s variable capacrq{
payments, we invite comment on the following proposal. We would
make such adjustments based on DRA’s target reserve margin proposal
from Phase I of this proceeding, with slight modifications. The
target reserve margin would be taken from the CEC’sfmost recent ER.
The ERY would have a ceiling of 1.0 and a floor o 0.4. The
ceiling price would be paid whenever the projected reserve margmn
for the forecast year (as determined in a PG&E/ECAC proceeding) |
would be equal to or less than the target. e ERI would decline ?
linearly until the projected reserve margin/is six percentage H‘ Rt
points over the target; at or beyond thatpoint, PG&E would pay the -
floor price for as-available capacity.d///p :

We recognize that in a wet year, and in many average
years, the floor price will. result i modest capaczty overpayments
© to as—available QFs; however, as E ibit 454 shows, the ceiling .

price will result-inﬁcapaCity~und¢Z§oyments in virtually any d:yff

12 Since we are continuing the 1987 capacity payment without
inflation adjustment, the implicit ERY is slightly lower than that
in effect for 1987. The/fresult seems at least qualitatively -

consistent with PG&E’S ent circumstances.  The 1987 ERI der1ves7 ’

from PG&E’s LOLP-based/capacity value adjustment that we approved.

in D.83-12=~068. We' w that that ERI was predicated on a very lowﬂ;j&

projection of QFs coxfing on-line. On the other hand, both

D.83=-12-068 and it 454 in the present proceeding suggest: that o

PG&E’s 1988 ERI might be higher than in 1987 rather than lower.

The dim prospects for return to service of Rancho Seco also suggest .-

that any marked gécline in PG&E’s ERY for next year is unwarranted-;{~

13 This formula would also apply to those few~1nterim Standard -
ozfer 4 QFs thit receive variable capacity payments- :

The- suggested tloor price derives from the cost of L
refurbishing a combustion turbine (as indicated by SDG&E’s data zor%, ,
- compared to the cost of constructing a new one.
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year, no matter how large the apparent capacity surplus on PG&E’s
system. This seems to be a reasonably balanced-approach to
adjusting variable capacity payments on a utility systen wher
hydro plays such an important part.

The above proposal is not intended for long-tery planning
purposes. However, as PG&E has noted, PGLE’s own therm power
plant projects receive certification from the CEC base¢d on
conformity with the CEC’s projected capacity requiresients from the
most recent ER. We think that the resource planniylg critexia
applied by the various regulatory agencies should be reasonably
consistent, and since we have rejected the EUE-Pased ERI for PGSE,
it seems logical that we use the current CEC ¢griteria in our own
proceedings whenever capacity planning on E -E's system is at
issue. . .

To summarize, we will use EUE-bAsed ERIs for SDGSE and
Ediscon, and CEC-based: target reserve ma gins for PG&E, in our

capac;ty planning approach for the regp ective utilities. The only g‘“‘

issue that remains open is the shortéterm capacity value adjustment’l

for PG&E. A:ter taking comments off our floor/ceiling proposal, we it"w

hope to adopt an adjustment meth-- in the final deciSion of this
compliance phase-
F- :- . '... X i 5 V"- . . 'x'. ". k.-—.. L. "

The record or the esource ‘plan hearinqs shows the

growing importance of reli:-ility models in CPUC proceedings. TheV“f‘QFM

number of such models, and the CEC’s reliance on MAREL, makes it

desirable for us to incykase our understanding of them. We should L

know how such models ate calibrated and how they differ from (or
are similar to) the p oduction cost models wath ‘which we- are more -
familiar. ‘

Also, tie EUEs calculated by the utilities seem’ anomalous el
when compared wifh each other-‘ Specitically, PG&E’s and SDG&E’sS g”*a;i
EUEs bear roughly the same proportion as their respective peak S
denands. Thig seems_logical., Edison’s EUE calculations, on the



A.82-04-44 et al. ALJ/SK/teg

other hand, are proportionally much lower than PG&E’s or S ’s.
This does not affect the validity of the reliability targefg or the
ERI. As SDG&E points out, there are many reliability 396215, using
different methods to calculate EUE; what matters is (

of a single reliability model by each utility.
puzzling that the absolute value of the EUEs ca
different models seems to vary by an order of gnatude.

Pursuant to Assembly Bill 475 (Mooxe, Chapter 1297 of theum

4

1985 Statutes), we investigated and have pyepared a report to the
California Legzslature on computer models/used in our proceedxngs.

We are also developing rules for public access to such models under_'

that law. Our ongoing study of computer models is the appropriate
setting to develop information on refiability modols. DRA should
evaluate the reliability models use¢d by the parties in this '
proceeding and include its findiags'inatuture,reports prepared
pursuant to Assembly Bill 475. /This evaluation should include a
description and comparison of she various models and how-they are
calibrated, and should recommend any appropriate modeling .
conventions to be used in ﬂéture proceedings. :

Flnally, both t'é CPUC and the CEC are commltted to ‘
improving our analyses‘?! reliability and capac;ty valuation. For |

example, the CEC is inyestigating potential refinements to'MaREL,fxfj“'

and both commissions ave noted with interest PG&E’s ground—
breaking analysis o, the value-or-service approach to~capac1ty
valuation. We bem&eve that approach.has potent1a1 advantages over
traditional measpres. . Whether (and when) that approach can be |

substituted foy traditional measures is another question. - DRA,niaf ” :
coordinat;on/ﬁ&th CEC staff, should hold a workshop, probably a:tez?ﬁv”‘

our final: compliance phase decision, to determine what are the -

utility pl in- this area, and to~develop a consensus on goals and”‘
priorities.
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G. Ramped Payment Stream

The Enexgy Consulting Group (ECG) raises a final §
Offer 4 implementation issue that implicates capacity valuation,
cost-effectiveness analysis, and calculation of the fixed (or
capital) costs of the deferred resource. .

One part of the payments that the final Stanhdard Offer 4
QF receives is based .on the fixed costs of the defe¢fred resource on
an annualized basis. This part is established ip/“real” texms:
(discounted by the result of the second price | ,
is oversubscribed) at the time the QF enters fnte its conmtract. .
This part is alse adjusted (”ramped”) accor ng to actual Lntlatlon.
during the contract. The ramped. payment ean provides _
substantial price certainty to QFs but oids the risks of front-
loaded. payments and keeps all partles d;fferent as to the. meact
of inflation. We derive the ramped eyment stream using the so- -
called “deferral method” (see D.87 5—060, mimeo., PP- 23_29)_, .

ECG questions the . implenentatxon of the deferral method
as proposed by the utilities. ECG says that the- utilit;es lgnore
the tax deductibility of intexést expense, which results ln a
discount rate which is too high by about 1.8% and thus overstates '
the ramped capital costs. , ccord;ng tO'ECG, the utxlity
implementation (1) delay the apparent cost-erfectnveness of
baseload and intermediafe plants, and (2) causes ratepayers to
. overpay capital costs /by about 4% each year.,‘

Edison's”;ebuttal is succinct. ECG, according to Edison . . ..
witness Jurewitz, Yfai

requirements already‘incorporateslthe 1nterest
Thus, the increnental cost of capital

/We agree with Edison that the tax deductzb;l;ty ot
1nteres expense is considered in determining utilxty revenue

1ls to recognize ‘that ‘the income tax componentif‘"
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requirements. Furthermore, the utilities appear to have used
formulas here that are consistent with present practice for
caleulating revenue requirements. It seems from the prepared
testimony and cross-examination that the question is not/ whether
but how the tax deductibility of interest expense is 9o be
accounted for. However, ECG alse has a point in thaf the method
used for factoring certain fractions into the formyla can affect
the bottom line. -

For present purposes, i.e., determinifg avoided cost
paynents for deterring/avoiding‘a7utility resglirce, we approve the -
' implementation of ramped payment streams as proposed in the
utilities’ compliance filings. This is becalise these zillngs axe
consistent with the derivation of the uti Ltles' ownurevenue
requirements and thus preserve ratepayer, indifference as between
QFs deferring a given resource and the tility acqulring it

One of the maln 1ssues {ithe consolidated standard'orfer"

proceeding concerns the calcula- on of enexgy prices for QFs whose
contracts.prov1de‘£or variable,enex;gy'paynents.n"5 Such_QFs‘are_V

14 our conclusion here Aoes not preclude a separate invest;gatzon-[ o
of the treatment of taxfs in calculating utility revenue R
requirements. We recognize the importance of this subject,,but ;tﬂ‘”:f
is beyond the scope o the-present proceeding. : ,

15 #Variable energ payments' are those that we. recalculate- . -
periodically, based on our latest projections of the price of the - .
marginal fuel and/of the incremental energy rate (IER) for each

utility. (The IBR reflects the' utility’s use of thermal enerxgy in"d"'

producing electyicity at the margin; generally, the marginal unit .
of electricity Ais generated by burning oil or gas, but the CPUC’s:
energy pricin- method also’ recognizes periods when, e.g., non=

(Footnote copitinues on next page)
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primarily on the short-run standard offers (Standard Otfe;s i, 2,
and 3) but also include interim Standard Offer 4 QFs aE/the end of
the fixed price period, certain QFs under nonstandard gontracts,
and final Standard Offer 4 QFs that come on-line duxdng Period 1
(i.e., before the on-line date of the deferred resgurce). We
conclude that the calculation method known as “QFs—-in/QFs-out,”
which we have previously approved for final Standarxrd Offer 4 QFs
during Period 1 (D.85-07-022), and for pricing short=-run QFs on the
SDG&E and PG&E systems, should be used at thds time for all

utilities and all QFs receiving varidblewerergy payments. However, o

we reject arguments that QFs-in/QFs-out if required by federal law,
and we are willing to consider changes o our ECAvaalancing
account procedure that may justity'marllnal cost pricing (i.e.,
QFs=in) for QFs on short~run contracths.

All parties would use thg same'basic'compohénts to .
calculate variable energy payments to QFs; what is under debate
here is the derivation of one of the components, the IER. '

(Footnote continued f£roj prev;ous page)

oil/gas fuels or power, purchases are on the margin, and reduces the
utility’s IER accordiyigly.) Marginal fuel prices have been,updated
quarterly since the Jeginning of our QF program. In our final
compliance phase degision, we plan to adopt a new updating. :
procedure that conyinues the quarterly revision of marginal ruel ‘
prices and instit es at least an annual revision of the IERs.

7.9, final Standard Ofter 4 QFs during Period 2,
interim Standajpdl Offer 4 QFs early in their contracts) receive
~fixed enerqgy payments.” By this term, we mean simply that at -
least the IER/ used to calculate such a QF’s energy payments is - .
established Yy contract for some period longer than the update . |

cycle we usé for recalculating the bases for variable. energy
payments. -~
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Under all of the various QF contracts that we mentioned
above, the QF gets paid on a cents per kilowatt-hour basis Lor
enexgy that it generates and delivers to the grid. The pZyment
essentially results from a two-part formula. One part ¥s the
purchasing utility’s XER, which is its incremental efficiency in
converting heat enerqy to electricity and which is e)pressed as |
British thermal units (BTUs) per kilowatt-hour. Thé othex part isj
the cost of the purchasing utility’s maxrginal fue), typically oil
or gas. This part is expressed as-dollars per

The formula worked quite smoothly‘ or the first few years
of the QF program. Currently, there is co : ove:sy‘that affects
both parts of the formula due to recent’ ges in circumstances.
.The calculation of marginal fuel cost is/complicated by major
changes in CPUC gas rate design polmcxe set 1n motion by
D.86-12-009. We are now completing 1mplementatlon of that _
decision and have set hearings (to begin on February 22, 1988) on5

the issue of gas costs avoidable by/QFs. o
The calculation of incr ental efficiency was also-easy[
as long as QFs were a very small art of a utilxty s resource mixs

if QFs account for relatively'f \ kilowatt—hours, all part;es.agreefﬁiif
that the generation efficiency, of the’ last kilowatt-hour dzspatchediw”i{

from the utility’s. own resourtes is a reasonable approximation of .

what the utility would do ip/ the QFs’. absence. The problem that' weﬁ ef 
address here is how to caldulate the IER when (as is now the case) "

l6 The cehts.per kflowatt-hour figure is then tlme-dlftefent:ated*"'

to reflect the purchasing utility’s variation in marginal running,

costs at different Aimes of day and seasons of the year. Time— -

differentiation setves tomgive accurate price signals to.QFs and toﬁﬂf
maintain ratepay ‘neutrality in having energy generated by the- QF
rather than by tle. utility. ‘ :




QF output is much greater, both proportionally and in absolupe
terms, so that QFs in effect back down many differept utility
resources, with potentially many different efficiencies.

+ Qur dlscuSSLOn uses the terms “QFs-in” and fQFs-out” to
describe two kinds of computer runs that represent ghe operating
efficiency of any given utility system by means of a production
cost simulation model. As their names suggest, the only difference
between the two runs is in the’ treatment of QFy. The QFs-out run
represents the projected dispatch of the systém with all variably-
prmced QFS~removed. The QFs-in run represegts system dispatch .p
including -all variably-priced QFs anticipafed to be on-line during.
the forecast period. Finally, the temm -Fs-;n/QFs-out' refers tov
the average of the IERs calculated by pérforming the two runs for a
given utillty system. : :

‘ ~As QFs are added to a ut" ity s system, that utility is
able to turn off its less efficlejt, higher running—cost plants,an ‘

lncreaslng proportion of the tine. In other words, the utllxty’s
IER'drops. The present debate concerns what IER.to—use in ,
calculating variable- energy ~--ymen.tS' an 'IER representlng the
utility’s efflclency for thr‘last unit of electricity actually :
dlspatched (QFs-in) ;- ary/ TER representing ‘the utzl;ty's average

efficlency in replacing JF .power--i.e., the utillty s avo;ded coft ifif

neasured over the.whole block of. short-run QF output--;! the
utility itself had to enerate the electric;ty delmvered tolxts
system by these QFs QFs-in/QFs-out)-
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PG&E and Edison support the QFs-in approach.17

that QFs-in more closely simulates a competitive ”spot” market
price. They note that, as the number of short-run QFs seXling to a
particular utility grows, the difference between the QF ‘
QFs-in/QFs=~out IERs grows proportionally, and they claim that using
QFs-in results in lower costs to ratepayers. ina , they belleve
that QFs-in correctly interprets the directive in ederal
regulations that sales of QF energy be priced a the purchaszng
utility’s avoided costs.

These utilities also caution that der certain

circumstances, QFs-in/QFs~out does not rea stically reflect what a’  *ﬂ7 ,

utility would have done to replace short-fun QF power. The _
potential distortion occurs because QFs in/QFs-out is predicated. on 
dispatch of the utzlity's gx;g;ing sy emm.however, at some point,
consistent with prudent long-run plapning, . the utility would add ag

new, more efficient resouxce (resu ing in: a lower IER than that .

‘suggested by. QFs-zn/QFs-out) rathdr than.just running its exlstlngﬂ o

system harder.  The 1ikelihood ‘such. -distortion increases with
the number of short—run QFs.‘ G&E and. Edison concede that the
refinements to QFs-in/QFs-ou _proposed by DRA and by SFG/U]F m;ght,'

17 However, PG&E and/Edison use different methods to calculate
the QFs-in IER. PG&E/seems to have in mind its -instantaneous -
marginal rate, which appears to be equivalent to. what some parties
refer to as ”system/lambda.” Edison uses a “zero-intercept” ‘
calculation that aglcounts for certain start-up and other
operational costs/resulting from a change in loads and not o
reflected in sysiem lambda. The consensus of commenters is that =
Edison’s method/ compared to PG&E’s, is less sensitive to minor,
variations in aSsumptions, and PG&E has indicated-that it is’

willing to conSider the method for its own use. We do not adopt a‘jfﬂﬁ

QFs-in method/at this time; howevexr, the advantages of the zero—
intercept culation. seem clear. PG&E should be prepared to . .
explain any/reason for not adopting that. calculation’ at such tzme
as we revigit the variable energy payment 1ssue. S _




mitigate this problem, but they believe that the refinements
(1) are hard to implement, and (2) do not provide the/advantages
claimed for the QFs-in method.
D. Axgqumen Lo QOFS=1/ QI U D nental ., . ing

DRA and Qr representatmves say that siort-run QFs are
entitled under federal law to be paid for eneptyy according to the |
costs that a utility would have incurred ~“byt for” the energy
delivered by these QFs. The QFs-in/QFs-o0 IER calculation
accurately measures such costs. QFs=in Allegedly undervalues
short-run QFs because the utility can yecover its full cost of
replacing QF delzveries, should these fall short of the quantity
estimated for purposes of calculatiyg the QFs-in IER. Thus, the
benefits claimed for ratepayers upfler QFs-in are illusory. .

DRA and QF representa ives note that the electric utzlltyf-
continues to occupy an essentixlly monopsonlstzc position in this
market. They believe that QEé-in, rather than promoting —
competxtion, strengthens thy ut;llty'monopsony because only the QFs‘?f~
have to compete at. the QFs in price, while the utility in case o: ‘
need can dispatch less efficient resources and still recover its |
excess ¢osts through ECAC. ’

SFG/U/F (supported by IEP) and DRA believe that .
QFs-in/QFs-out does not appropriately price short-run QFs” energy | R
deliveries under a circumstances. At some po;nt, a ut;l;ty wzll'

incur enexgy-relafed capital costs to add a new-resource (in order“j"" R

to lower its opefating costs) rather than run:its existxng system:

harder. These/barties would all modify the QFs-in/QFs-out method - R

to provide a gap on variable energy'prices whenever a utility has.: -

so many shozf-run QFs on its system that it would substitute a new = = %
resouxce tg lower its operating costsAif all these QFs were removedf';}}'“'

from its Yesource plan.
These parties presentAtwo dirterent proposaIS-tor

identifying 'substitute" resources. However, the purpose of the jiﬁ“fﬂ

propogals is‘identical' to~arrive at a continuously optlmlzed
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resource plan for each utility, such that short-run QFs ;y/gach

' year receive energy prices that reflect an optimal mix ¢f existing
and “substitute” resources, based on the latest Commission-adopted
planning assumptions.18 As these parxties note, sucb/optimization
is possible for a utility only by virtue of having’ QFs on its
systen.

SDG&E generally supports using the @F's-in/QFs—out method_
but also believes that the method could give improper price signals
if large amounts of QF power are being purfhased. That is not
presentlthhe case for SDGLE’s system, 3/d SDG&E recomwends that
the method not be modified until an acjhal situation illustrates
why modification is warranted.

B .

Final Standard Ooffex 4 QFs are allowed to come on-l;ne Ln
Peried 1, i.e., be:ore‘the ‘profected on-line date of the utility g
resource that such QFs defer Ar aveid. During Period 1, such QFs
are not paid based on the dfferrable resource but instead are to
receive capacity payments éased on the purchasing utility’s then-

‘current shortage costs ajd enmergy payments based on the QFs—zn/QFs-,ﬁﬁﬂ‘w“’

out method. (See D.85 07-022 mimeo., Pp- 54-56.)

18 ~avoidable” resources are those that a utility would add w1th R
all its existifg resources: shown in its resource plan’ "substitute'ﬁ;;
resources are/those that a utility would add with shoxrt-run QFs. . .-
removed from/its resource plan. If an avoidable resource is ,
~identified, /it becomes the basis of a final Standaxrd Offer 4 , .
auction and may be built if not deferred through the auction: if a
substituted/ resource is identified, it would not be built but

becomes the basis for Limiting energy'prices paid to short-run Qfse;::ﬁ

Essentially, substitute resources are a device for ensuring that
the prefence of a large number of short-run QFs in a utility’s
resourfe mix does not result in the uneconomic displacement of
attra tive long-run resources.
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The debate in the compliance phase is not over xh
propriety of this treatment of final Standard Offer 4 QFs during
Period 1, but rather whether the treatment should be gitended to
include all QFs receiving variable energy payments, /as D.85-07-022
and D.86-07-004 (See pp. 77-78) suggest. In today’s decision, we
adopt a more cqualified endorsement of the QFs-infQFs~out method of
short~run energy pricing, so it is important tg¢ make clear that,
regardless of the pricing method for other QFs receiving variable
energy payments, QFs-in/QFs-out remains apyp
Standard Offer 4 QFs in Period 1.

The reason for this distinctighn is that even in Period 1,
a utility system has increasing operaping costs that will
eventuﬁlly'justify a commitment of -pital (so~called ~energy-
related capital costs”) to improve system efficiency. Final
Standard Offer 4 QFs, but not othérs, are specifically desxgnated '
to defer or avoid investments with energy-related capital costs;

the payment . stream-to‘final Standard Offer 4 QFs in Pexriod 1 should;wxj ‘3

therefore reflect the cost claracteristics of the utility systen
that are projected to-just y the addition of the deferrable '
resouxce at the start of Feriod 2. This is exactly what‘the

short—run QrA if they were all removed from its system. _
e will not adopt at this time ejther- SFG/U/F's or DRA'

suggested'uodifications. There are at least three. reasons for thls
decision I




f
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First and most important, short-run QFs, although theixr
absolute numbers have increased enormously since the start of the
QF program, are still a very small part of the utilities’ resource
mix. No party has said that substitute resources would be found
now if the utilities were to conduct a resource plan analysis of
their QFs—cut runs; and several parties, such as SFG/U/F and the
California Cogeneration Council, have testified that the problen i
likely to-remain entirely theoretical at least until the late
1990s, when large numbers of interim Standard Offer 4 QFs reacil the
end of the fixed enerqgy price periods,in their contracts. e
recoxd seems to support these parties. '

Second, both of the suggested modifications i.'olve
fairly complex and hypothetical manipulations of utiljly resource

plans. We agree with SDG&E that it is wise to gain fiore experience‘"\”‘

with the biennial resource planning process befor making new
demands on that process. ' . .
Third, as we discuss. below, we nay --ange the basis tor
calculating variable energy. payments to-QFs, -ther than final _
Standard Offer 4 QFs in Period 1, depend 00 on possible changes. . to §

the ECAC balancing account procedure. -aus, the need to modify tne i

QFs-in/QFs-out method may never arise,/

. . - " =
3. Marqginal vs nerepents Cost Enerqay P "

- This brings us to tne ‘hedrt of the matter. SpecificallY}[f F',

we must decide on the method of alculating variable (short-run)
enerqgy payments that is consis ent with our current regulatory

policies and with state and ederal laws and regulations on,avoided.;jf
" cost pricing. ‘

19

19 The federal lic'Utility\Regulatory;Policies'Actu(PURRA)<an&fw ’
the California Prifate Energy Producers Act supply the statutory. = -

context ror'the‘ velopment of avoided cost. priCing. ‘Also, the

(Footnote contiynues on next page)
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As we interpret this body of law and policy, the purpose
is to create a pricing structure that captures to the extent
possible the efficiency and other benefits of perfect competition
in electricity generation.zo It seems logical under such
conditions that a buyer (whether for the buyer’s own use or for
- resale) would purchase electricity offered at a price that is lcower
than the buyer’s own cost to'generate‘an'equivalent anount o
electricity. Also, the buyor would continue to make purch
to the price at which it could otherwise get the offered/
electricity at the same or lower cost. Everybody benefits: the
buyer(s) by minimizing costs, the seller(s) by gene ting at a
profit, and society at large by efficiently allocxting its :
resources. Unfortunately, neither QFs-in nor 5-in/QFs-out w111 :
fully capture these benefits under existing cghditions. -

QFs=-in/QFs-out does not give an curate price signal as.
to the value of additional energy deliver'es by QFs. The method
prices short-term energy based on the llity’s average cost to .
replace projected QF deliveries thro fh other generation,resources?

available to the utility. As such,/the method-truly-repreéents-tho'o
value to- the utility of the increpent of QF deliveries projected -
for the forecast period. Howevef, the last generatiom resource = "%

(Footnote continued fr prevmousApage)
Federal Energy Regulafory Commission has adopted regulatlons

implementing PURPA (FERC requlations), and all of these authorit;és?:iﬁ”
have been interpretéd in the extensive body of CPUC decisions on QF

matters. (See genérally D. 86-07-004 and’ the decisions cited in
Appendix C of %t -decision.)

20 We emphasife per:act’ competition because we doubt that many

markets in fact behave as theory predicts, and because state and [p-fd”~

federal law do no more than loosely approximate a competitive - o
market in elgctricity:  for example, the utzlities retain the;r W
monopsony pysition v1rtually untouched. . '
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backed down is likely to be cheaper than that average cost, so the
utility may be required in some circumstances to pay/a price to QFs
that it would not pay in a true ”spot” market becawse the utility
would prefer to run its own plant.zl

The problems with QFs-in are worse. ile QFs=in/QFs-ocut

gives an inaccurate signal on the value of agditional enexgy
deliveries by QFs, QFs=-in prices all short energy deliveries as
if the utility could replace such delivepfes at its so-called ..
' maxginal cost. There are at least fouy/ powerful objections to
this. . ‘ o : o
First, if the projection #f loads and resources £cr’thee

forecast peried is otherwise‘accu te, the utility would not be: o
.. able to replace a shortfall in energy-dellverles at a cost less - .

than or equal to the QFs-in prdce. Depending: on the t;mlng of thatu', '

shortfall, the utzlity might ave to dispatch plants significantly .

nore expensive than the ing costs of the marglnal resource in |

the QFs-in run. | . o

Second, the u lity does not have to absorb‘the increased

energy costs just desc Lbed. Those - costs are picked up almost

entirely by the utilj Y’s ratepayers.f This is because the ECAC

balancing account pyesently flcws through.to ratepayers almcst all

Y the result would be overpayments—or underpayments to

QFs is leis clear. If QF deliveries for the forecast period are o
less thaf projected, then QFs receiving variable energy payments
would agtually be underpaid. The problem-is that QFs deciding

to develop new. short-run projects or. increase deliverles

sting short-run projects would be making their decision -
based/on an average avoided cost, not: a marginal cost. Oil and gas
pricds are currently very low, so the: practical impact of this ' .
distbrtion may be slight; the impact is. likely to increase
proporticnally as fuel prices rise. ‘ ,

o/
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of the utility’s enexgy costs in excess of those forecast, subject
only to reasonableness‘.review.22

Third, because of the factors we have jy5St noted, QFs-=in
gives the utility an enormously powerful tool wi which to exploit
its monopsony power. Under QFs-in pricing, utility can pursue
a deliberate policy of getting rid of QFs siyply by forecasting
excessive QF deliveries, thus depressing IER on which the
energy price is vased.?> ECAC insulates fhe utility from the
economic consequences of such avpolieyv furthermore, unlike.
weather-related uncertainty, there is/no assurance that forecast
error resulting from bias will canc " out over time.Z¢

Fourth, we don’t think tjfat QFs-in equates to marginal -
cost pricing, even though PG&E - Edison say it does, and though
we ourselves have referred.to i¥ as such for convenience.
Fundamentally, QFs-Ln identitjes the last kilowatt-hour dlspatched

from non-QF resources on a ufility system under a given set of 1oae L

and resource assumptions. at last kilowatt-houxr could be
generated at a cost equal/to or higher or lower~than the~utality’s .

marginal cost as dete mifed in a- competitive . market. Nobody knows 'ﬂ;

22 The only qu ificatlon toithis generalizatzon is that the
utility is at rjsk for a portion of its energy costs by virtue of
Rate. This rate varies among the utilities but vw”
presents a small fraction of the expenses subject to
balancing ac unt treatment. _

23 The'u lity has a similar incentive under QFs-ln/QFs-out but o
not nearly/to the same degree because the averaging of IERs’ d;lutes*
the impacy of erroneous forecasts , ‘

24 wighout PURRA ‘and the other. legal regu;rements cited earlier,-=‘
a utiljty could refuse to puxchase QFs’ deliveries or prefer its
own mgfe expensive generation only at some economic risk to ltselt.

in -some ways, the interaction of ECAC with QFs=in enables '
the ytility to wield its market power over QFs even more -
effgctively than it could before the passage of PURPA.
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which, because the electricity market is far from perfectl > a
competitive market is characterized by many buyers and Sellers,
many types of purchase contracts (some of them for t of days or
even hours), and most importantly, price-based deciéions to produce
or to purchase a particular good. In particular,/the economically
rational buyer in a competitive market will maxAmize the buyer’s
wealth by making all attractively priced purgases, and would lose-
wealth by foregoing such purchases. None gf these conditions now ‘
exists in the electricity market generally or for the utility buyer
of QF power. In fact, as ECAC presently works, some degree of
market failure is 1nstitut1onal;zed. :

Thus, while conceding tha good arguments support QPs-mn

as the basis for variable energy pAyments, we think that QFs=~
in/QFs-out is clearly preterable iven the current industry

PURPA.and the FERG/ regulations-generally'requlre that - Lhe-' .

rate paid by a utility‘:or QF power equal the utility’s avoided,
costs. These are derine- as #the incremental costs to an electrmc
utility of electric ene gy or capacity or both whmch, but for the
purchase from the qua fying facility or. quallfying facilities, o
such utility would ggnerate. itselft or purchase from another . ,
source.” (18 CFR §£92.101(b) (6). ) In determining avoided costs,
the state regulatgry authority is required to,conSLder numerous a

factors as well As data provided by the utllity. (18 . CFR
§292.304(e).) . |

25 Fu ermore, it is only in the long=run equ;llbrlum state o: a-‘ =
y competitive industry that the cost of producing‘the-lastn:z
r output would e?ual the price paid by consumers for that ;

In contrast, ut

lity electric rates to end-users are based
2 system costs.: _ ‘ :
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We think that PURPA and the FERC regulations give/the
states some latitude to determine avoided costs:; in other/words,
there is no neat formula for calculating avoided costs./ The o
touchstone is always that the rates for utility purchaSes (1) be u“fiﬁ

electric S

_ The.QFs-ip/QFs—out_method'for oalculr;ing'short-run
energy prices seems consistent with the PURPA/avoided costs
standard. The method determines a price foA“an increment of QF
deliveries, and FERC defines avoided costs/as incremental, not
marginal. Also, given our ECAC procedur= QFs-in/Qstout truly
reflects the costs that ratepeYers see fbut’ for” deliveries from
short-run QFs. "

However, it does not folloy that’ federal law precludes
the QFs-in method. We believe the gtate regulatory authormty has”
the ability under PURPA to take ipto consideration the k;nds.ot ot

. factors that we analyzed in Sectfon TIII.D.3 above and to reach'a
different conclusion on uvoides’costs when conditions in the
electric lndustry change..‘ :

. PURPA was passed pfimarily to counteract electric

utilities’ exploitation or heir market power to restrict
development of potent;al dlectric generatxon by non—util;ty
entrepreneurs. That purpose would be thwarted by having QF output
priced at a so-called 'arginal cost that'the purchasing utlllty d;d
not have to meet or beat. Correspondxngly, if ECAC were changed NS
such that the purchafing utility were at risk in making up for any - R
shortfall in QF deldveries at the utility’s stated marginal cost, - ...
then it might vexry well ‘be approprlate in a subsequent biennial
update to revisit the question of QFs-in as the. basis tor varaable

Anges to-ECAC, of course,‘should,be*considered in'an
ECAC procedding or in our rulemaking to revise electric utility -
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ratemaking mechanisms (R.86-10-001). Furthermore, we canihot
specify in advance the kinds of changes necessary in order to put
the utility ”at risk.” We would have to weigh proposefl changes
carefully to ensure that they are consistent with oyf overall
policies as well as with the QF program. On, the ofher hand, the
utilities themselves have indicated a desire to pPbsition themselves
competitively to respond to problems such as tcononic bypaSs? to
the extent that ECAC flows through automatically some amount of
fuel expense that is susceptible to managem t'control ECAC
contributes to the bypass problem, and the ut;lities would actualxy,
be better off by foregoing such balancing account treatment.

In short, the QFs-in/QFs-out ~ethod meets the PURPA
requirements for QF. pricing. To the ent that changes in ECAC
and possibly other developments. creafe a more competitive L
environment and move thxs-industry closer to a true spot market, it
is appropriate and consistent with PURPA to reconsider marginal
energy cost pricing for short-ryn QFs.

IV. peAndard O p i MYlegtone ontract Drafting

A primary functfon of the standard offers is to reduce ”
the transaction costs of/ creating power purchase agreements betweenf7
utilities and QFs. By/previously” approving the terms and ‘
conditions of standardized contracts, the COEEISSlon peeds the
process, helps to epsure its tairness, and enables QF and ut;quy
negotiators: to focus on those .areas where nonstandard prov;sions
may benefit both parties. to~the agreement.~

The d velopment ot final ‘Standard- Offer 4 provides-many

challenges ang °Pportunities tox contract dra:txng. Final S't:nndn.::'r.if.~‘"‘=

Offer 4 has pany unique provisions and requires adaptations to the
QF Milestoné Procedure. Alsoq the QF Milestone Procedure was
created oytside of the" standard offer development process, and so
the procgdure has existed as a. separate document zrom the power .
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purchase agreements that it governs. This anomaly could be
corrected for final Standarxd Offexr 4 by incorporating the procedure .
in the contract form.

Another important goal is to achieve the highesy possible
degree of uniformity between the contract forms and terpinology of
the different utilities. This would ensure evenhanded/ treatment of
QFs throughout the state, while allowing such variatdon as might be’
compelled by the particular circumstances of individual
utilities.2® _ ‘

The Commission has felt that all of tliese goals could be
advanced through consultation anong the partids in an informal
setting, leaving fewer disputed areas for agjudication. The
parties bring to such consultation an impréssive range of expertlse
and experience with existing power purchise agreements.

Discussions among these partzes seems hHbth preferable to weeks of
hearings and likelier to produce te ically sound solutions that
everybody could live with. | - | '
.a.smm:_m_mmm_ .
' The task was enormous.,/ We cannot discuss the finished
product of this contract drafty g effort-without first .
acknowledging and expressing gur appreciaticn for the work that
went. into it. -
D.86-07-004, ord rzng paragraph 1.», directs the'utlllty
applicants to amend thei applications o -include final Standard .’

26 Workshops weyk held earlier in this proceeding to develop
uniform contract flanguage for the other standard offers. One of
. our tasks following the final compliance phase decision is to =
review the agrefments.from these workshops for possible. CPUC
approval. Asje discuss in Section II.C.2 of the second interim
opinion in s phase, some of the products of the final Standard -
Offer 4 contfact drafting may also be appropriate. for other ‘

standard offers: ordering paragraph 5 ot that deci51on sol;cltc ‘
comment ox this peint. ‘
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Offer 4 contract forms, making maximum use where feasible
provisions from the other standard offers.

On October 31, 1986, the utilities served thgir
compliance filings, including proposed contract fo . On Novenber
21, 1986, SFG/U/F served rebuttal testimony that coftested many
utility-proposed provisions and included its own pftoposed contract
form. IEP supported SFG/U/F’s rebuttal testimony.

At hearings on.non-resourceaplanning3 ssues held in
December 1986, the ALY urged the parties to-h .d workshops to txy
to resolve the areas of dispute or at least Yo reduce the number of
issues for hearings startzng in June 1987./The utility appllcants,

DRA, IEP, and SFG/U/F held workshops £x0 early January on, for a

total of 18 days during the next five mgfths. Also, SFG/U/F and
Edison met for several more days during this period to draft
language as areas of agreement were rgached. At the end of May,
workshops had resulted in agreement/on a uniform final Standerd~
Offer 4 contract as to all but 10 Areas of disagreement and two

areas (curtailment and power salgh at the end of Period 2) on whzch'liief

discussions were deferred due tg ‘time constraints. : ,

on May 29 and June r 1987, the parties sexrved test;mony i
on the areas of disagreement Also, PG&E serxved testimony on trve ‘
axreas for which it sought‘ ility-specirlc variations zrom the :
agreed-on provisxons.

on the first 4 y of’ the June,hearlngs, the part;es
suggested that turther orkshops might resolve some remaining areasg
of disagreement. The -authorized workshops to contimue, and o

the parties met for: our" more days, ending July 2, 1987. There wesoifl

one more meeting between - SFG/U]F and’' Edison to flnalxze contract-
llanguage on areas of agreement. '
At thi point, the parties to the workshops (other than
PG&E and IEP) a achieved agreement on all issues. The Joint ;
Testimony ser ed on July 10, 1987, sets: :orth the agreemenz among .
da idehtifies_areas that remain disputed by PG&E «:u:\ci;1 ;;Kw
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IEP. (PG&E still has four objections, while IEP has one.) /The

Joint Testimony presents a complete final Standard Offer A contract
form for the Commission's review.

the potential confusion resulting fro fa: discrete QF, Milestone
Procedure not contained within the £ corners of the contract),

Abandonmént, Power Sales at End of eriod 2, and liquidated
damages.

The Joint Testimony lains that, where the parties have
nodified previocusly existing sjfandard offexr contract provisions and

added new provisions,‘they‘d so~to _accommodate the differing .
nature of final Standard Offfer 4. They say (and we agree) that: the
latter offer involves botly a greater degree of discipline in the:
obligations of the QF, e ecially in development stages, and a’
greatexr degree of utilily cooperation.w1th the QF. Thus, the
contract generally reflects a high level of commmunication and
information between e utility and the QF, and a balancing of
rigorous developme milestone requirements.with appropriate
flexibility and x duced development risk. :

Generally, the parties also stress that the‘agreedron

provisions represent a whole series of compromises and tradeofts to B

reach a balanded, equitable agreementu On that basis, the parties
“cannot . empl size too strongly that deviations. innone or more .

isolated itions will tend to upset that balance and likely yield ‘; ”QJ
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an agreement which is not evenhanded and on which agreeme
not have been reached.” (Exhibit 447, p. 2.)27
C. A Valediction
The above summary barely hints at the magndtude and the
significance of the achievement marked by the Joing Testinony.

Final Standard Offer 4 is the most ambitious stapBlard offer we have“ o

ever attempted. Something of this is suggested/by the sheer size
of the contract form, which runs to over‘1003voges plus appendixes.
Much more impressive is the effort involved giving lihguistic‘ N
expression to complex formulas. The part'4s have not only met th;s;
challenae, but have produced a document that is easy to rollow‘and
even, with allowances for the technica nature of the subject, easy .
to understand. '

No contract form can be s¢ metlculous as to wholly
forestall later disputes on the m=-'1ng of the agreement,
particularly in a case like thi-~ 'where the subject of the
agreement is complex and the egonomic stakes are,hagh- ,
Nevertheless, this joint effoft has brought to bear a wealth of
experience (some good, some/bad) under other standard offers and
has fostered a common: und-;standing and an atmosphere ot ‘
cooperative problem-solv'.g that should result in tewer and more B
easily resolved disputes.

, The mass ang’ detail of the contract form again recall: them?;i_
signiticance of the Atandard ozrer in reduc;ng transaction costs. ,f]@

Negotiating this cohtract would overwhelm the capabzlitmes of a
small QF. We suspect that case-by-case negotiation of such
contracts would Geverely strain,even large QFs and the ut;litles :

27 In deference to this view, IEP aid not sponsor the Joint . ..o
Testimony/but has indicated that it takes issue with that testznonyuffg

¢$ne respect. PG&E did sponsor the Joint Testimony, = .
it requests difterent provisions specific to PG&E in zour 3‘w;
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themselves. Even nonstandard power purchase agreements are helped
because the parties to such agreements may be able to use most oI
the standard provisions and thus to concentrate their efforts ong
project~specific provisions (e.g., additional performance featufes)
that would benefit both seller and utility.
We think that the final Standard Offer 4 contra
one of the outstanding achievements in the evolution of
industry. That the contract form is the. product of a ¢ perative
effort of utilities, QFs, and our own«staff,.marks the/further
maturation of the QF industry. As we have often said, the full
integration of QFs in utilities’ resource planning Lequires that
QF/utility discourse occur more often«at the bargdining table and
less often in our hearing. roons. ‘ ‘
For all these reasons, we are delig ed With.the product _
of this negotiating effort. All the particifants in that ettort—-:
Edison, IEP, PG&E, SDGLE, SFG/U/F, and DR? |
and congratulations.‘

One area put at issue in t{-timony sexved before the
Joint Testimony‘relates t0~the capan ty ractor-assumed for the
avoidable resource. Some parties ould £ix this factor for the
duration of the contract at the Aime the. resource is identified'
other parties would make some lrovision forx. updating this factor.

The parties basica}ly ran out of time to deal with this“
issue. They jointly'reque: that we approve the final ‘Standard
Ofter 4 contract as presefited in the Joint Testimony, while _
dezerring the capacity actoxr issue to‘the next round of utility
resource plan filings - ‘

This. requebt makes good sense. In the absence of an

avoidable resourc—'for any of the utilities at this time, we feel Tﬁ“jw“

no urgency_in.ad- essing this issue. ‘We' accordingly defer this >
issue to the bijfnnial update proceeding.' We of course encourage:
the parties tg discuss the issue betore that proceeding, and to.
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present any negotiated resolution for our consideration at tiat

agreement (with one qualification by PG&E that we wi

later) on the general terms of a provision under wj

purchasing utility could curtail a QF’s output p suant to one of
two options (to be elected by the QF at the tfu- it executes the
final Standard Offer 4 contract). Option I aZlows the utility to-
curtail for a negative avoided cost or'hydrr spill condition, |
without any limits on frequency, duration/ or numbexr of.
curtailments. Option II allows the utility to-curtaxl at its ﬁole

discretion for up to 1500 hours annual}(, Quring off-peak and super'” RC

off-peak periods, with a- minimum durafion of three hours.zg

The parties request that yhe Commission approve these
curtailmentjtermsland'direct,theg--rties to continue workshops to
draft the specific lenguageﬁfor /he curtajilment provision. These g
workshops are needed because agfteement in principle was reached: too{
late in the negotiations for 7etailed consideration of. wordzng to
fit all aspects of administ¢ ing the agreed-on terms.

We strongly‘end- se the concepts of the proposed ,
curtazlment prov;slon. Pt is another step in the ;ntegratzon of {
QFs in utlllty system --=ration.' Moreover, it ach;eves thls .
through;use of flexib)e operating and’ pric;ng ternms that recogn;ze -
the diverSity of QFs rather than.trying to force all QFs into a’

single rigid mold./We approve the proposed curtailment provzs;onfff'f

in principle and Airect the parties to complete the drazting;or,rhej |
provision in fuy -er'workshopSL;,We”are‘also-considering including
such a provisidn in Standard Offers 1 and 2. Accordingly, we will ..

28 See ‘ppendix.A of Exhibmt 447 for a detailed summary of- the




A.82-04-44 et al. ALJ/SK/teg

review as soon as it is available the specific language fox/the
curtailment provision that is developed at the workshops.
P. PExovigion Disputed by IEP ‘

IEP disagrees with the Joint Testimony’s trgatment of
capacity payments to as-available QFs. Under that treatment, such
capacity payments would be limited to a level equifalent to the
effective capacity of the QF. IEP would delete ‘

As-available QFs are those which t or do not wish to
commit to provide firm capacity. Often, suc
dependent technology (e.g., wind, hydro). :
the purchasing utility converts the namepl}éte capaczty of such QFs " .
to some fraction, designated the vaftective” capacity, wbich is
presently derived from aggregate'histo cal performance of QFs
using the same technology, and which ftogether with bid price) is
the basis for allocating final Stan ard orzer 4 contracts to such -
QFs.

IEP says the 1imitatio systematically underpays
as-available QFs. For example,/a wind QF with haghly reliable - :
equipment will often outperfo theraverage wind QF but will never}
have that superior pertfo e recognized in its,capacmty payment.’

The justificatio for the Joint,Testimony‘s treatuent (as
explained by Edison) is t at final Standard offer 4 prxces are .
predicated on deferral ‘avoidance of specific resources. The
utility can only defer/resources equivalent to the long-ternm |
effective capacity o as-available QFs signing that offer:; the
utility cannot defe resources based on.tempora:y levels of
capacity produced as-avallable QFs that exceed effective
capacity. In shofgt, QF capacity is only as. valuable as the
capacity that utility can dezer as.a result or the QP'
commitment. : :
.~ We find that, while there are sound arguments on both
sides, Ediscy’s arquments are moxe: persuasive in the context of - -
final Standird Offer 4. We also give some we;ght tothe partles’j
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representation that the Joint Testimony’s recommendations/must be
treated as a balanced whole. Parties to a settlement nfed room to
compromise on issues; no such room exists if the settXement must
resolve each issue in exactly the same way as if th¢/ issue had been
litigated in full. We have concluded that the JoiAit Testimony’s
uniform final Standard Offer 4 contract provisiofs, taken as a
whole, are reasonable and in the public interegt. That reasonable
peocple might ‘differ on some of the prOVLSlon does not negate our’
conclusion. |
G. Provisiopns Disputed by PGEE |
PG&E believes that certain of fhe agreed-on provisions

are unreasonable, at least as applied ¥o its own system. We have = -

allowed some variation between utilitfes in their respective
standard offer provisions (e.g., on/QF size for purposes of the
telemetry requirements) where a upility-specific need is
demonstrated. However, we do ngf believe that PG&E bas made a
convincing showlng on any of tie dlsputed prov;sxons.

1. Firn Capacity DemopStration Test ‘ :

The dispute is thit PG&E proposes a firm capacxty

demonstration test that refuires the QF to<operate at 100% of lts
firm capacity commitment/level - for at least 80% of the hours over

30 consecutive days, wifile the Joint Testimony, in which Edison and‘:"'

SDG&E concur, has a 224 stringent test, i. e,, operation at 80% or
greater capacity leyel for 30 days.

PG&E fails to show, either that the" less str;ngent test
is technically-i--deqnate, or that' condltions on the PG&E system '
require the moxré stringent test. PG&E slmply‘says the latter test‘t

is “not unreagbnable.” (Concurrent brief, p. 65.) It well may be-”"'

»not unreaso able” but that does not persuade s to prefer lt toa
technicall adequate test that is acceptable tovthe other part;esm'*
We reject he PG&E’ proposal.
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2. Surplus Sale Option

PGSE would require the final Standard Offer 4 Qffeither
to sell its net output to PG&E or to use some of the gengration
on-site and sell the surplus to PG&E. Retail sales to/heighboring
end-users would not be permitted.

PG&E concedes that retail sales to neighhoring loads are
permitted when made by QFs operating under other ftandard offers or
nonstandard contracts. Moreover, the Public Utj ities Code
expressly exempts cogenerators and users of -’onventienal power
sources from public utility status even thoudh they make certain
retail sales to neighboring loads. PG&E iffvokes current concerns
about system bypass to justify its propo--l. However, QFs.
operating under final Standard 0££er 4 fSeem very unlikely to
contribute to uneconomic bypass. Thig is because final Standard

Offer 4 contracts only become available when the utility’s. resourceﬁ;_;g

plan shows a need for baseload or ‘ntermedlate capac;ty. PG&E’s
position is untenable.

o

Joint Testimony says that "Seller (i.e., the QF] shall use

£ to deliver enexgy. during periods of Emergency at" ..

an average rate/of delivery at least equal to the Effective
Capacity. If Seller has previously scheduled an outage whlch

coincides wirh an Emergency,. Seller shall use reasonable efforts toV,,‘g
reschedule £he outage. If Sellex reschedules-the ocutage pursuant oL

to this S Séction, [utility] shall waive the notice periods for
scheduleé_outages....” (Emphasxs ln.original ) .




PG&E’S version has an additional requirement, which PG&E
inserts between the first and second sentences of the Joiht
Testimony’s provision: 7”[I)n the event of a PGandE eletCtric system
frequency or voltage excursion which exceeds the normfl limits of
regulation, but does not cause the Protective Apparitus to
automatically separate the ggng;a;ing_zaggllgy frofy the PGandB
system, Seller shall not manually separate its Gg¢nerating Fa i
from PGandE’s system without first notifying and obtaining
permission from the PGandE Designated Switchi)g Center. Such
permission shall not be unreasonably withheld. Seller shall not
alter settings of the Protective Apparatus/from the settings
established during the pre-parallel inspeftion.” (Emphasis in
original.) , ' ' '

The concern that QFs seem to/have with PG&E’s version is

that the version could effectively reg ire‘the QF to sustain damage¢ J.xf:?

to its plant if the relays ezther d¢/ not functzon or are -set at
levels sufficient to protect 'PGEE’ equ;pment but not the- QF’s

" eéquipment. (See cross-examinatigh of PGSE witness Di Pastena by
SFG/U/F, Tr. 7971=74.) Foxr exayble, we think it probable that a '
utility switching ‘centexr in an/emergency ‘'would have highexr S
priorities than to determine jhether the relays at a five megawatt
QF plant were maltunctionin-, even though the consequences.to~that
QF might be serious.g- !

We think that, ynder a fair reading of the Joznt .
Testimony’s emergency ava ilabil;ty provasien, the QF is gl;gggx
required to continue tg/deliver energy if it can do so without' ha:m
to its equipment. Whayt seems to underlie PGSE’s wordsmithing is a
concern that some QFj separate rrom the system even when the . .
frequency or voltagg excursion, at least in PG&E’s op;n;on, Ls-not,g

so great as to‘en-..ger the QF. However, from the QFs’ viewpoint, y“;;
PG&E is demanding/the right to make the final decision on a matterf o

affecting the 83 ety of the QFs' personnel and- equipment.
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We are satisfied with the approach taken in the Joint
Testimony. We also feel strongly that appropriate QF response yo
emergencies is vital if utilities are to rely on large amounty’ of
QF power. The Joint QF/Utility Consultative Committee that /As
getting underway offers a suitable forum to discuss technigal
problems and possible improvements in communication betw en the
utility and QF during emergencies. PG&E should pursue
in the committee, particularly since;'as PG&E notes,
of QF megawatts already under‘contract witthG&E ard not subject to.
the type of emergency recquirement that PG&E seeks Jere. ‘

4. curtailment : o ‘

As we mentioned in Section IV.E above/ PG&E qualifies in
one respect its endorsement of the Joint Testifnony’s curtazlment
provision. PG&E’s support of the 1500 hour ilment option is
conditioned on our determining that the IEFS used for PGSE’S energy

prices should”be-upddted;onra quarterly bAsis. If we do‘not,accept;,;Ya:.ﬁ

PG&E’s update proposal, then PG&E would/oppose including in its
final Standard Offer 4 an option to li t curtailable hours.
PGSE justifies its positiof on the basis that, unlike |
Edison and SDG&E, PGAE’s. system hag/a substantial quantity of hydro
resources. Unless there is a mecjianism for updating IERs o

frequently, and so capture the jfipact of various levels of egpectedh, ‘,_‘ )

hydro generation, PG&E says thit the limitations of the 1500 hour
cu:tallment option could res t in energy payments above avoided

‘We think PG&E’S lnkage of IER‘updating with curtallnentﬁ
options under the final ong-xun offer is- 1nappropr1ate. Flrst,
curtailment is a contr drafting issue, while IER updating is:
not. Neither final S{andard Ooffer 4 nor any other: standard orter
specifies any particdlar method for updating TERS. Second, and o
more fundamental, ‘updatingvattects'energygpricing,fdr QFs with ..

variable energy pyyments (see Section III.A above) but is‘laxgelyff“_j_3
irrelevant to enfrgy pricing for final Standard offer 4 QFs. TFor ”y'"
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exanmple, the enexrgy payments to such QFs in Period 2 (the time
after the avoidable resource would have come on-line)/derive from
either (1) an IER fixed when the contract is signed fultiplied by
the system marginal fuel cost or (2) the avoided pAant’s heat rate.
multiplied by the price of fuel that the plant wglild have consumed.
(See D.86=~07-004, pp. 79-80a.) The relevant'up eting for final |
Standard Offer 4 is the cost of fuel (which wef/do quarterly), not
the IER. : , ,

PG&E Exhibit 453 posits, based on/ER-6, that large
amounts of non-oil/gas-fired generation will zppear on the margin
for PG&E in wet years by the late 1990s. This should not be a°
problem because the vast mnjority of E’s QFs, such as those . )
operating under interim Standard Offe 4, have contracts that set ‘
no limit on PG&E’s ability to invoke/hydre spill pricing or ﬁ
negative avoided cost curtailment. The presence in final Standard
Offer 4 of an option limiting ‘Llable hours is logical,
considerlng that the offer is only ‘made available when the L
utility’s resource plan shows . need ror_paseload or intermediate .
capacity. o : o .
The most surpris part of PGLE’S positlon is that on’ b

the whole, the 1500 hour ilment option seems«pre!erable from a‘f‘plwu'

utility standpoint to the curtailment option.llmlted to negative .
avoided cost or hydro sp 11 conditions. The incidence of such
conditions to date has feen extremely low (zero for negatlve'
avoided cost), while jh contrast the utility can require .
curtailment under th¢ 1500 hour option whenever the utility‘rmnds :

it economic to do sf. We think that the greater flexibility of the T

1500 hour option sily outweighslthe limit on curtailable hours.
Possibly PG&E copfsiders_ 1500 houxs too‘conservative, given the
quantity of hydyo on its system.‘if 50, PG&E should have made a.
utility—specif ¢ showing to justify a- higher lim;t, e.ds, 2000
hours, such PG&E has negotiated ror some or its exist;ng QF
contracts.
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We find that Option II (the 1500 hour curtailment optlon)///
should be included in PG&E’s final Standard Offer 4. We reserve

our final compliance phase opinion the question of ¢uarterly versus
annual IER updating. ‘

We grant the parties' request that each
authorized to submit, by advice letter filing, mevisions to the
respective utility’s Tariff Rule 21 (governing gdF-utility system
interconnections) to provide for the allocati- ot availab1e 
transmission capacity on the. utility system./ :

The reason for this request is tifat final Standazrd Offer
4 incorporates milestones from the QF Miléstone Procedure without
providing for the -allocation of availab e ttansmission"capacity.
The proposed tarirf revisions would s2 in‘essence that, for a QF. o
that (1) is not subject to the QF "~estone Procedure, and (2) wins'
a final Standaxd Offer 4 contract, entitlement to ava;lable
capacity on the utility’s transm -sion/d;stribution system and a
priority to such line capacity {s established as of the date that
the QF’s bid is.determlned to/be a winner. The QF thereafter = ‘
retains 1t5-entitlement.and -riority so long as 1t does not defaulti'
in perrormance of its agreg ‘

We agree with %
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A

avoided cost or hydro spill conditions. The incidence of such /
conditions to date has been extremely low (zero for negatxv‘//
avoided cost), while in c¢ontrast the ut;llty can require
curtailment undexr the 1500 hour option whenever the utllzty finds
it economic to do so. We think that the greater flexnbii;ty of the
1500 hour option easmly outweighs the limit on curtailable hours.
Possibly PG&E considers 1500. hours. too-conservetivefrgiven the
quantity of hydro on its system; if so, PG&ElshouIa have made a
utility-specific showing to justify a hxgher limlt,v .g., 2000
hours, such as PG&E has negotzated for sonme Qtflto ex;stan QFr
contracts.

We.find'that Option Iz (the 1500 hour curtailment optiony‘n
should be included in PG&E’s final Standard Offer 4. We address in =
ocur fourth interim compliance phase opinion the question of ‘
quarterly versus annual IER updatlng

The Joint Testimony out ines several steps that need to

contract form. /o . _
1. . . : . .

We grant the partﬁés"request that each utll;ty be
authorized to submit, by ad@ice letter flllng, revisions to- the
respective utility’s Tarmtr Rule 21 (governing QF=-utility system -
interconnections) toiprdéide for the allocation of available
transmission capacity on the utility system.. ,

The reason/tor this request is that final Standard offer.
4 incorporates mllestones from the QF Milestone Procedure without
providing for the. dllocation.of available transmission capaczty.
The proposed tarzf% revisions would say in essence that, for a QF

‘be taken in conjunction with ii?roval of the final Standard Offer 4

that (1) is not 5“bﬂe¢t to the QF Milestone Procedure, and (2) wgn,jnf R

a final Standard Offer 4 contract,‘entitlenent to available
capacity on the utility’s transmission/dlstrzbutlen system and a ‘; 
priority to such line capacity is established as of the date that
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The provisions in question set forth generating facility design and
' siting requirements. ‘ ‘

. We authorize Edison to file by advice letter appropriate
revisions to its Tariff Rule 21 and, upon our acceptancé?if such

revisions, to delete Sections 6.1(d), 6.1l(e), 6.1(f) 3pa 6.3(3)
from its final Standard Offer 4 contract form. Of Lhese four
sections, only Section 6.3(J) applies to PG&E, an ndge of these
sections applies to SDG&E. We authorize-PG&E,i thh Edison, to
make the appropriate revision and deletion.

The Joint Testimony generally sety £
recommendations by reference to Exhibit 44¢€, fhich is<Edison’s
proposed final Standard Offer 4 contract foyh as of June 1987.
That form has various provisions and ternm ology specific to
Edison.: Appendixes G and H to the Joint estimony contain a list

of utility-specific modifications to ibit 446 needed to adapt lt,_i"fM\

for use by PG&E and SDG&E, respective - The ‘bulk of the
modifications sexve torcorrectly'ide izy the’ purchasing utility
and to be consistent with that uti ty’s terminology (E.g., SDG&E
says “semi-peak” rather than “mid-Heak.”) We agree that PGLE and
SDG&E, in conforming their £inal tandard Offer 4 contract !orms,
should make these moditicatio 3

Findings of Fact

1. An EUE—baSed”ERI m yod’for valuing capacitf was adopted - .

in D.86~11-071. The method), as implemented by SDG&E and Edison,
(1) produces reasonable rfsults, (2) is reasonably consistent w:th
capacity requirements prejected by the CEC in ER-6, and (3) is
suitable for use by th e utilities infany proceeding before this
Commisgion when proje ing capacity need or valuing capaCity
already on or to be dded to their. systems.

2. The ERI methed, as implemented by PG&E, does not produce i
reasonable resultgl A temporary capacity‘value adjustmemt is
needed for use by PG4E for certain QF payments in 1988. A
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reasconable adjustment would be to continue PG&E’s 1987 as—avamlable
capacity prlce ($42 pexr kilowatt) through 1988. /

3. Further comment is needed on how to make future capacity
value adjustments for as-available QFs_oh PG&E’s system. For long-
term capacity planning purposeé, use by the CPUC offsthe CEC’s
capacity requirements for PGSE (as projected in - CEC’s most
recent Electricity Report) would result .in consiftent treatment of
different types of resource options. Reasonab}yr consistent
treatment is one of the chief goals of this. ‘oceeding and future
resource plan updates.

4. The fact that a given type of generation resource, such
as a peaking plant, is nondezerreble under D.86-07-004 does not by :
itself establish that such a resource or should-be included in
a utility’s rxesource plan. The utili must also show that the
resource is cost-effective in orderfto Justifty such inclusion. o

5. Standard Offer 2 and finfl Standard Offer 4 contain long-“
term fixed prices and accordingly require long-term forecasts.

[

Such forecasting is done for PG&E, SDG&E,. and Edison systems in

the biennial resouxce plan.pr eedings, so these proceed;ngs are
suitable for setting the £i d payments for these offers.

6. Because of the 1 Ck of aveoidable megawatts for purposes
of final Standard Offer 4/and the continued suspension of Standard 7
Offer 2 for PG&E and EdjBon, the only‘long-term fixed prices that
need to be establlshed at this tinme are the capaclty price
schedules for SDG&E’sf Standard” otter 2._ ‘

7. Variable
Offers 1 and 3) de end on short-term torecasts and should be
updated annually./ ECAC proceedings are . well suited for such L
updating becaus they already involve the adoption of assunptions ;3

on the utility applicant's loads and- resources during the one-year'dlffd

forecast per




A.82-04=-44 ot al. ALJY/SK/teg

/

8. For 1988 only, Edisen’s variable capacity payments will
be set in its current general rate case (Application ‘6-12-047),
using the ERI method approved in today’s decisien.

9. SDG&E’s variable capacity payments for X988 will equal
its annualized fixed costs of a combustion turbife.

10. SDG&E’s capacity price table for reifistated Standard
Offer 2 needs prices for two blocks of 50 megawatts each (effective:
capacity). Upon reinstatement, the blocks Are to be available
until the end of calendar year 1988 or unyil. fully subscribed,
‘whichever occurs first. Prices shown fqf the second block assume
that all QFs from the first block are Miready on-line. The table
is to contain capacity price scheduled for each year in which this
cohort of Standard Offer 2 QFs is a)lowed to come on-line (i.e.,
through 1993), and for all contra lengths‘tofahd includingeBO‘
years. . : «
11. SDG&E’s capacity pric calculations for reinstated

Standaxd Offer 2, as describe in :inding of fact 10, are to assumei.- uwfgﬂ

the refgrbishment of Silver Ghte but. no other additional resources.y:_
12. Reliability model have great and growing: importance in e

CPUC'proceedings. The on=foing study*of computer nodels puxsuant ‘

to—Assembly-Bill 475 (Chi¥fpter 1297 of the 1985 Statutes) is the

appropriate setting: to evelop information on the various types of L

reliability nodels. S : :
© 13. *~variable nergy payments' are those that are set
periodically, basedfon. the current price of the marginal fuel and
each utility. "Fixed energy payments' are

presents the computer-modelled dispatch of a utility
1 all variably-priced QFs removed. In the same. context,n,
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QFs anticipated to be on-line during the forecast perio¢. “QFs-
in/QFs-out” refers to the average of the IERs calculatéd by
performing both computer runs for a given utility sysgtenm.

15, Edison’s zero;intercept method for calculléting the QFs-in
IER has the advantage of being relatively insensifive (compared to
the instantaneous marginal rate) to miner variathons in
assumptions.

16. Under certain circumstances, QFs-infQFs-out does not
realistically reflect what a utility would ave done to replace
short-run QF power. ‘However, these cir tances are likely to
exist only when short-run QFs constitute relatively larger part
of a utlity’s resource mix than they prgsently . do for PG&E, SDG&E,'
or Edison. Also, refinements to QFs-j /QFs—out proposed by DRA, '
SFG/U/F, and IEP could mitigate the problem.

17. QFs-in undervalues ShortF QFs so long as the
purchasing utility can recover it tull cost of replacing QF
deliveries, should these fall shfrt of the quantity estimated:- for )
purposes of calculating the Qrgfin IER. Thus, QFs-in strengthens_ﬂ.
the utility monopsony because only the QFs have to compete at the
QFs=-in price, while the utildty in”case of need can dispatch less"‘
efficient resources and st L recover its excess'costs through |
ECAC. ‘ : , o
18. QFs-in/QFs—ou is the appropriate energy pricing methodﬂ
for final Standard offfr 4 QFs in Period 1, regardless of the o
pricing method for other QFs receiving variable enexgy payments. -

19. The prima purpose of state and. rederal poliCies
regarding QF deve pment is to create a pricing structure that
captures to the ent possible the efticiency and other benefits
of perfect comp tition in electricity generation. Neither QPs-in

nor QFs-in/QFgiout will rully ‘capture these benerits,under existing '_‘
conditions. . L

13
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20. A primary function of the standard offers is to regduce
the transaction costs of creating power purchase agreements/hetween
utilities and QFs.

21. The existence of standaxd offers also helps i

parties to such agreements may be able to use most
provisions and thus to concentrate their efforts

would benefit both seller and‘utility.'

. 22. It is appropriate to defer to the

proceeding following ER-7 the contract issug of when and for how
long the capacity factor assumed for the. 'oidable resource should ‘
be fixed. > o

23. The general terms of the ‘ : ailment proViSion.proposed
in the Joint Testimony are consisten‘ with.the Commission’s goal of
integrating QFs in utility system eration through flexible '
operating and priCing terms. ' o :

24. Under the final Stand‘ a Ofrer 4 methodology' the value
of a QF’s capacity is.measure ,in terms of the capacity that the
utility defers or. avoids as ‘result of the QF’s commitment.

25. PG&E has not sho , either that the firm' capacity
demonstration test proposgd in the Joint ‘Testimony is technically
inadequate, or that con tions on the: PG&E system require a more
stringent test. ‘

26. Sales of e ctrioity by final Standard Offer 4 QFs to
neighboring retail Joads are very unlikely to-contribute to
uneconcnic bypassy !

/ 27. The refevant provision in.the Joint Testimony reasonably
‘specifies the .
28. The relatively high dependence of PG&E's system on: hydro

resources an impact_on the.desirable trequency of IER updating,f :i
however, s updating is 1arge1y irrelevant to energy pricing for .,

final Stagdard O:zer 4 QFs.
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29. It is reasonable to establish a mechanism in the
respective utilities’ tariff rules for allocating avai}able
transmission capacity to final Standard Offer 4 QFS;//These tariset
rules could also appropriately include the respective utilities’
technical specifications for QF-utility system interconnections.

30. The implementation of ramped payment sfreams as proposed
in the utilities’ compliance filings is consisfent with the
derivation of the utilities’ own revenue re '
preserves ratepayer indifference as between Ps deferring a glven
resource and the utility acquiring it. |
Concluzions of Law .

1. The EUE-based ERI method, as
.SDG&E, should be used by these utilit es in any proceeding before f
this Commission when projectanq capafity need or valuing capaczty
already on or to be added to their/systems.

2. PG&E’s 1987 as-availab capacity prlce (542 per
Xilowatt) should be continued ough 1988.

3. For long-term capac "_planning-purposes,‘the CEC’s
capacity requirements for | Qi
current Electricity Report should be . used-‘

4. SDG&E should ‘directed to file a revised capacity prmce_=<dy

table for reinstated St dard Offer 2 consistent with flndangsuof
fact 10 and 11. g

5. A utility hould show thatlany given resource proposed
for future. develcp ent in its resource.plan is . cost-effectrve,
regardless of wh er the resource would be dererrable oy QFs.

6. The 1l g-term forecasting needed.zor Standard offer 2 andf;)iz

final Standard/Offer 4 should be done biennaally, and these offers -
should ke upgated in coordination with the CEC’s Electric;ty Reportlf"”
process. :

7. ariable capacity payments to QFs should be updated
annually/in ECAC proceedlngs. .
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8. The QFs-in/QFs-out method for calculating short—r?n
energy prices is consistent with the PURPA avoided costs standaxd.
9. To the extent that changes in ECAC and possibly other
developments create a more competitive environment andgf
electric industry closer to a true spot market, it isfconsistent |
with PURPA to reconsider marginal energy cost pricipg for short-run
QFs.

10.

in Exhibit 446, as supplemented by the—aéreem;
Exhibit 447, should be approved in their entixpt
IEP and PG&E to modify those provisions shouJd be rejected. ‘

11. The curtailment terms set forth i Appendlx A of Exhlbxt
447 should be approved and the parties shf 1d be directed to |
continue workshops to draft conforming ,4ntract language.

12. PG&E and Edison should be’ authorized to file advice
letter revisions to their respective fariff rules regarding
technical specifications for. QF-ut1‘7ty interconnect;ons, as
described in Section IV.H.2 of this decision. .PG&E, SDG&E, and
Edison should also file advice le ter revisions to znclude in

Tariff Rule 21 of each’ utility -fmechanism for allocat;ng aVallablef~f-*“‘

transmmssion capacity to final/Standard Offer 4 QFs.
13. The capacxty facton updatxng issue should be dezerred tof‘
the biennial rescurce plan pdate proceedlng followmng ER-7. Save f'
tor this issue, PG&E, S-‘-‘, and Edison.should file a complete
final Standard offer 4 ‘irf compliance with this dec;smon, such
£iling to be due no latéxr than 90 days after today.
14. This opiniory and order ‘should be made effective
today in order to expledite completion of the work in implementxng
final Standard Offef 4 and reinstating Standard Offer 2._

15. PG&E’s ptition for modification of D.86-07-004 should be;' L

granted with respect to the. proposed treatment of improvements to
hydroelectric pfojects in thevcontext ‘of’ relicenslng.proceedlngs.
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IT IS ORDERED that:

1. San Diego Gas & Electric Company (SDG& and Southermn
California Edison Company (Edison) shall use th capacity valuation
method described in finding of fact 1 and con usion of law 1 for -
purposes of the biennial resource plan upda proceeding and in any
other proceeding before this Commission wh¢n projecting capacity
need or valuing capacity already on oxr t¢/ be added to their
systens.

2. The 1988 capacity price for s-available Qualirying
Facilities (QFs) on the system of Patific Gas and Electric Company |
(PG&E) shall be $42 per kilowatt. schedule for comment on the
method for future adjustments to &E's variable capacity paynents,‘
including the proposal describ in Section II.D of today s
decision, shall be set by rulj g of the assigned Commissionexr or .
Administrative Law Judge. ol .

'~ 3.  For long-term ca acity planning purposes.in proceedings (
betore this Commission, the capacity reguirements for PG&E as shownf
in the then-current Elegtricity Report of the Califormia Energy |
Commission (CEC) shall) be used. j‘

file within 30 days of the date ot issuance‘
of this decision a/revised capacity price t.able for reinstated
Standard Offer 2 Lonsistent with tindings of fact 10 and 1l.
' 5. Divisien of Ratepayer: Advocates shall study the :
reliability mofels used by the. parties !in this proceeding and shallp‘
include its servations_in future reports prepared pursuant to

Public UtilAties Code sections 1821-1824. This study shall include.i‘ | 'x

a descrip ion and - comparison of the various models ‘and how they are
calibratéd, and shall recommend. any appropriate modeling
conventfions to be used in zuture proceedings before this
Commigsion. e :
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6. Division of Ratepayer Advocates, in coordinatégn with CEC
Staff, shall hold a public workshop to discuss potent{al

improvements in analyzing electric system rellabxlx y and ¢ aczty
valuation, including the value-of-service approacn/
7. YVariable capacity payments-to Qrs shall be upgated
annually in Energy Cost Adjustment Clause (ECAsy’proo dings. ,
8. The final Standard Offer 4 contract/provi ons set forth .
in Exhibit 446, as supplemented by the agreements et :orth in
Exhibit 447, are approved in their entirety.

9. The curtailment terms set forth Ln pendix A of Exhibit o

447 are approved in principle. The part;es 11l f£ile their
recommendations on final Standard Offer 4 x. |
conforming to these terms within 30 days/6f the date oy issuance of
this decision. The partxes are strongl encouraged to~develop a |
joint recommendation for the Commissi 's,consideratxon.

10. PG&E and Edison shall £il advzce letter revisions to
their respective tariff rules regayd g technzcal specxfzcat;ons
for QF-utility interconnections arisLs Rule 21) in order to
incorporate certain’ material, a described in Section IV.H.2 of
this decision. PG&E, SDG&E, and Ed%son shall also file advice
letter revisions to the same/rule to include a mechan;sm for.

allocating available trans ission capac;ty'to-final Standard offer

4 QFs. These advice let r revisions shall be filed within - 30 daysﬁ
of the date of issuance/of this decision. .M
11. The capacity factor updgting issue shall be deferred to

the biennial resourc plan.updatetproceeding followang the CEC’s,

Seventh Electricity Report. g

12. PG&E, SPG&E, and Edison shall file a complete flnal o
Standard Offer 4/ in compliance with.thiS-decision within 90 days- oﬂi
the date of isguance of this decision. ;
e other genexation resources, improvements to
projectS-proposed in.the.context of relzcensmng
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15. PG&E’s petition for modification of D.86-07-004 shcyid be
granted with respect to the proposed treatment of improvemepts to
hydroelectric projects in the context of relicensing proceédings.

'

. IT XS ORDERED that:

1. San Diego Gas & Electric Company‘(SDgﬁE) and Southern
California Edison chpany-(Edison) shall use the capacity valuation
method described in finding of fact 1 and cenclusion of law 1 for

purposes of the biennial resource. plan update proceeding. and in any
other proceedmnq before thls.COmmLSSLOn.when projecting capacity .
need or valuing capac;ty already on o torbe added to«thexr
systens. o . : /
) 2. The capaczty price for as~ava;lable Qual;:yxng Facmlmtzes 2
(QFs) on the system of Pacific Ga ,and Electric Ccmpany (PG&E) y///f
shall ccnt;nuevto be $42 per- kabcwatt. A.schedule ‘for comment: on B
the methed for future adjustments to PGSE’S variable capac;ty
payments, lncludzng the proposal described in- Section II.E of .
today’s decision, shall bejﬁat by'ruling of the ass;gned
Commissioner or Admlnistrative Law Judge. o
3. For long-term capaclty planning purposes in prcceedxngs b//kf,
before this Commission,/the target reserve margins for PG&E-as. v
shown in the then-curreént Electricity-neport of the talifornia
Enexgy Commission ( ) shall be used.
4. SDG&E shall file within 30 days of the date of issuance.
. of this decision a/revised capacity price table: for reinstated’
Standard Offer 2 fonsistent with findings of fact 10 and 11.. |
5. Div:.s:.cn of Ratepayer Advocates sb.all study the :
reliability models used by the parties in this proceeding and shall
include its. observatxons in future reports prepared pursuant to
Public Utzl%#&es Code Sections 1821-1824. . This study shall lnclude4 _
a description and: comparison of the varlous mcdela and how they are S
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)

treated as generically unavoidable by QFs. In a biennial resource
plan update proceeding, the resource plan of a utility applicant
shall reflect such anticipated improvements by identifying the
projected capacity, output, and operational date/of each such

"improvement, but need not otherwise describe thé improvement or

justify its cost-effectiveness.
14. Except to the extent granted in o:derzng ‘Paragraph 13,
PG&E’s petition for modification of Dec;s;on 86-07-004 is denied.
This order is effective today. ;F
Dated : ’ atﬁSan Pranciscoy'Californiar
/
;y
i

i
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calibrated, and shall recommend any appropriate modeling
conventions to be used in future proceedings before this
Commission. y

6. Division of Ratepayer Advocates, in coord;natxon with CEC
starff, shall hold a publlc workshop to discuss potent;al
improvements in analyzlng electric systen relmab;lzty and capacity
valuation, including the value-of-service- approach’

7. Variable capacity payments to QFs shipl_be updated
annually in Energy Cost Adjustment Clause (ESpC) proceedings.

8. The final Standard.Of:er_4;cont;3gt.provisions set forth
in Exhibit 446, as supplemented by the agreements set forth in....
Exhibit 447, are approved in-their-entiré%y.

9. The curtailment terms-set :q" in Appendix A of Exhibit
447 are approved in prmnc;ple. The Pé§:2es-shall file their
recommendations on final Standard Offer 4 contract language
conforming to these terms within 90 days of the date of issuance- of
this decismon.‘ The partmes are, trongly~encouraged to develop a
joint recommendatlon for the gpmmlssion's consideration.

10. PG&E and Edison shall file advice letter revisions to
thelr respective tarlrf rulég regardlng technical speczflcatlons
for QF-utilLty Lnterconnections (Taritt Rule 21) in order to
incorporate certain mate;xal, as described in. Section IV.H.2 of
this decision. PG&E, ng&E, and Edison shall also txle advice
letter revisions to thé same rule to include a mechanism for
allocating available/transmission capacity to final Standard Offer ‘v;
4 QFs. These advice letter revis;ons shall be filed within 90 days y’/,'
of the date of issdance of this decision. ot

1l. The capacity factor updating issue shall be deferred to
the biennial resburce plan update proceeding tollow1ng the CBC's
Seventh Electri&xty Report.

12. PG&E, SDG&E, and Edison shall- tlle a complete final .
Standard Offer 4 in compliance thh this decxsxon.wmthmn 90 days or
the date o‘,xssuance ot this decLsion.
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APPENDIX A
Page 2_

Multi-Area Generation 8ystem Relzab;l;ty
Model (IX.F) K

Pacigic Gas and Electrlc Company (L)

PURPA Public Utility Regulatory Policies Act o:
1978, as amended (IIiJE -3)

QF ' Qualifyzng FacflityaKI)

R. Order Instltutlng Rulemak;ng (IXI.E.4)

SDG&E ' sSan Diego Gas & Electric-Company (I)

SFG/U/F santa Fe Geothexmol, Inc., Union 01l Company |

of California, and. Freeport-McMoRan Resource
Partners (II D) ‘

Reporter’s Transcript (IV.G.B)
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‘l" APPENDIX A

Page 1 /

A4

This table contains an expansion of euéi acronyn and
abbreviation used in today’s decision. Following the expansion is
a reference to the section in the body of the/decision where the
acronym or abbreviation first appears.

ALY Administrative-LnW"Jﬁdge‘(II.E)

BTU British thermal unit/ (IXI.A)

CEC " california Energy CommisSion (II)

CFR Code of Federal Regulations (III.E 4) 7
CPUC or Commission California Public Utilities CommASSion (II.A) .
D. : -Dec;sion (I)

DRA Division of Ratepayer Advocates of CPUC
(tormerly Public Starr Division (X)

ECAC ‘ Energy Cost Adjustment c1ause (X)
ECG o : Energy Consulting Group (II. G) o
Edison: _ Southern Caliﬂornia Edison Company CI) '
The CEC’S Sixth Electricity Report (II)
Energy Reliability Index (X)
Expected Unserved Energy (I) _
Federal Energy Regulatory CommiSSion (II A)
Independent Energy‘Producers Association (I)
Incremental Energy Rate CIII)
Loss of Load Expectation (II)
Loss ot Load;Probability‘(II.E)

.
1
i
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13. Unlike other generation resources, ;mprovements to
hydroelectric projects proposed in the context of relicensing
proceedings at the Federal Energy Requlatory cOmm;ssmon shall be
treated as generically unavoidable by QFs. ,In a biennial resource
plan update proceeding, the resource planfcf 2 utility applicant
shall reflect such anticipated lmprovements by identifying the
projected capacity, output, and operat;onal date of each such
improvement, but need not otherwise qggcrlbe the improvement or
Justify its cost-effectiveness. - 4

14. Except to the extent granted in Ordering Paragraph 123,
PG&E’s petition for mod;flcatlonfof Deczslon 86=07=-004 is denied.

This order is erfectlve today.

Dated ’ at San Francisco, Callrornla-




