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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE· OF CALIFORNIA 

In the Matter' o·f the Application of ) 
Pacific Gas and Electric Company for ) 
Expedited Approval of Electric ) 
Service Agreement with International ) 
Business Machines Corporation of New ) 
York~ ) 

'O'-39-E ) 

---------------------------------) 

Application 88-10-021 
(Filed October 12, 1988) 

Loyi~ Vin~en~, Attorney at taw, for Pacific 
Gas and Electric Comp~ny, applicant. 

Irene M09sen, Attorney at Law, for the 
Division of Ratepayer Advocates, 
protestant .. 

Agam L. EPmerantz, Attorney at Law, for IBM 
corporation and ~rol Sehmid-FhAz~e, 
Attorney at Law, tor Southern california 
Edison Company, interest~d parties. 

o P X N X OJ! 

On October l2, 1988, Pacific Gas and Electric Company 
(PG&E) filed this application for accelerated approval of an 
electric service agreement between it and International Business 
Machines Corporation of New York CIBM). PG&E and IBM executed the 
agreement on July 21, 1988 for electric service dolivered to IBM's 
plant in San Jose, California, under negotiated rates. 

By this decision, we deny PG&E's application. 

PG&E filed this application pursuant to the Expedited 
Application Docket (EAO) which was made effective on an 
experimental basis by Resolution ALJ-159 issued on June 15, 1987 • 
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The original purpose of the !AD procedure was to provide a rapid 
response to requests for approval of special service contracts 
offered expressly to prevent a customer from bypassing the 
utility's electric system or from substantially reducing its 
requirements by fuel switching. 

On November 1, 1988, the Division of RAtepayer Advocates 
(DRA) filed a protest to the application, arguinq that the contract 
does not meet the special contract guidelines established for the 
EAD proceaure in Decision (D.) 88-03-008. DRA cites three primary 
conditions required under 0.88-03-008 which are not met by the 
proposed contract terms. First, ORA believes IBM's cogeneration 
project does not pose a credible threat of IBM imminently leaving 
the system. 

Second, ORA states that the EAD quidelines call for a 
rate evaluation of the special contract based upon the time when 
the customer would have bequn independently generatinq power. In 
ORA's opinion, this date is indeterminable under the present 
agreement. 

Third, ORA finds that the contract terms extend the 
contract into a period when PG&E will nee4 ad4itional capacity, 
contrary to the £AO guidelines in 0.88-03-008. 

Under the EAO procedure, if a protest to the application 
is filed, a workshop is to be set and noticed not less than 27 days 
after the filing of the application. Accordingly, the assiqned 
administrative law judge (ALJ) noticed and held a workshop on 
November 10, 1988. During that workshop, PG&E explained the terms 
of its contract and argued that it is appropriately the subject of 
the EAD procedure. PG&E and ORA subsequently filed reports on the 
outcome ot the workshops. 

ORA's report to the ALJ states that it continued itz 
investigation of the proposed contract following the workshops ~ut 
could not resolve the many unanswered questions raised at the 
workshop. ORA's report also found that the contract may present 
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undue risks to PG&E's ratepayers and should therefore be the 
subject of a regular application process during which hearings 
would. be held .. 

PG&E's report argues that IBM's project does present an 
imminent ~ypass threat, and that the terms of the contract should 
not extend into any year when forecasts indicate that additional 
capacity will be needed to meet target reserve margins. PG&E's 
report also provides an analysis of the expected value of the 
project to ratepayers under different scenarios, showing that net 
revenues will be positive under any set of assumptions it used. 

Subsequently, on December 27, 1988, ORA filed a motion to 
dismiss the BAD application.. ORA's motion states that PG&E 
withheld information central to the issues in the proceeding and 
that it abused the EAO procedure by introducing such information in 
the context of its. status report and numerous informal contacts. 
The assigned A1J denied ORA's motion, but agreed with ORA that the 
IBM contract should not be the subject of the EAD procedure. The 
ALJ set forth a hearing schedule and dates for mailing testimony. 

One day of hearing was held on March 8, 1989. The case 
was s~mitted on March 31, 1989. 

In the present application, PG&E asks for approval of its 
agreement with IBM, which was negotiated to· avoid bypass at IBM's 
General Products Division (CPO) facility in san Jose. PG&E states 
that such an agreement would "capture substantial ~enefits for 
PG&E's ratepayers." 

IBM has at its San Jose facility an electrical generation 
plant Which is desiqned to provide ~ack up power to IBM in the 
event that PG&E's system fails. In 1984, IBM developed plans to 
modify its back up, system to a 65· megawatt (MW) cogeneration 
project, which IBM expected would provide it with most of its. 
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.. . 

electricity requirements.. In late 19&6, PG&E initiated diseussions 
with IBM 'tor special rates in an effort to keep IBM on PG&E's 
system. By that time, IBM had obtained the necessary permits to 
construct the plant and planned project start up for July 1991. 

IBM currently receives electric service trom PG&E under 
schedule E-20T, CUrtailable B. According to PG&E, its standard 
tariff rates are "not perceived by IBM to, be competitive with its 
cost of building and operating a cogeneration unit." PG&E 
estimates electric sales to IBM are providing an annual 
contribution to margin of $7.7 million. PG&E estimates that it 
will save $5.$ million in contribution to marqin if the contract is 
approved and IBM stays on PG&E's system. 

The terms of the sUbject contract are: 
Contract Length and Effective Dates.. The 
contract terms are in effect for tive years. 
The contract becomes effective two years after 
IBM gives notice to PG&E. IBM may give notice 
any time within two· years after the Commission 
approves the contract, a perioci durinq Which 
IBM has contract rates for non-firm service 
which are lower than the costs of a 
cogeneration plant. IBM may cancel the 
contract after providing one year notice to 
PGSE. 

Rates. Tariffed rates apply prior to the four
year activation period. Negotiated rates apply 
for the five-year contract term. Special rates 
include a fixed monthly charge and a 
time-of-use energy charge. Fixed monthly 
charges are based on the "fiXed" costs ot the 
cogeneration system; energy charqes are based 
on the "variable" costs of operating the 
cogeneration plant. Both are escalated 
accordinq to various indices. 

Floor and Ceiling- Limitations. Rates are 
sUbject to floor and ceilinq limitations. The 
floor price is based on PG&E's Standard Otfer 
1, plus allowances tor marginal costs ot 
generation and transmission capacity. ~he 
ceiling price is the otherwise applicable 
standard taritf, E-20T ~ It short-run maX'g-inal 
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costs rise al:'>ove the tariffed rate,. the 
contract price rises aeeordinqly. In this 
event, IBM may cancel the contract on 12 
months' notice. 

xxx. Major Issu~s 

ORA raised a nUmDcr of issues in this proceedin9. ORA 

questions whether IBM's coqeneration project presents a real threat 
of ~ypass. It doubts that the contract is cost-effective to 
ratepayers, arquin9 that PG&E may require additional capacity 
durin9 the contract pariod and that PG&E's economic analysis is 
flawed. 
A. Does the IBM cogener.ation 

Project Present a Threat of 
Bypass of NU's .system? 

DRA believes that it is doubtful that IBM's project 
presents a threat of bypass of PG&E's systom in large part l:'>ecause 
IBM's coqeneration plant is much less economical than it was when 
it was first desi9ned in 1984. Specifically, ORA points out that 
IBM's tariffed rates have fallen al:'>out 40% since 1986. 

PG&E testified that it does not believe IBM's 
c0generation plant is cost-effective to IBM. Nevertheless, PG&E is 
convinced that IBM l:'>elieves the project is economical and will 
leave PG&E's system if its contract with PG&E does not l:'>ecome 
effective. IBM did not testify in the proceedinq_ 

ORA does not take issue with PG&E's assumption that IBM 
can obtain or has obtained all necessary construction permits for 
the c0generation plant. Xt also a9rees with PG&E's estimates of 
the costs of the coqcneration plant. Both PG&E an4 DRA express 
some dou~ts, however, as to- whether IBM's c0generation plant would 
retain "qualifying facility" (QF) status under federal guidelines 
because of design sbortcomin9s. If the plant does not retain OF 
status, the plant will be less economic to build because IBM would 
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not realize the benefits of cogeneration gas rates or power sales 
to PG&E. 

Discu~sion. ORA convinces us that IBM's project may no 
longer be economical to IBM because of changed circumstances. 
IBM's electrical rates have fallen significantly since 1984, and we 
have stated our intention to continue moving rates closer to cost 
in order to· prevent uneconomic bypass. Other complications, such 
as the plant's questionable QF statu~, are likely to affect to a 
lesser extent IBM's decision regarding whether to build the plant. 
Further, IBM'~ delay in building the plant suggests it has had some 
reservations regarding the eost-effectiveness of the project. 
Completion of this plant~ now scheduled for 1991, was originally 
anticipated to be 19S7. 

B. Does the contract Extend into 
a Period When PGS will 
hgJ1ire capacity?· 

ORA protests PG&E's application on the grounds that the 
contract may extend into a perioQ when capacity is needed. 
Although the contract periOd is five years, it may not become 
effective for four; consequently, the contract periOd could extend 
out as'far as 1998. 

ORA comments that special contracts are economical to 
ratepayers during periods of surplus capacity, when marginal costs 
are below average costs. Keeping a customer on the system under 
these circumstances is economical to ratepayers as long as the 
negotiated rates are higher than marginal costs. The difference 
between the negotiated rate and the marginal cost represents 
contribution to· margin. Howev~r, when additional capacity is 
required, marqinal costs could rise above averaqe costs. Under 
such circumstances., bypass. could benefit ratepayers DY allowing the 
utility to defer new projects. Oiscounted special contracts, under 
this scenario·, could represent a su]:)sidy from the general body of 
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ratepayers to the contracting customer. ORA cites 0.88-03-008, 
which states~ 

"'l'he purpose of allowing special contracts is to 
take advantage of existing excess capacity. 
Considerable justification will ~e required to 
demonstrate the benefits of extendin~ 
discounted rates into a period When 1ncreased 
demand creates a need for additional capacity." 

As support for its belict that it will not need capacity 
during the contract period, PG&E cites 0.87-11-0Z4 in Which the 
COInlllission found "SOG&E, ~ut not PC&E or Edison, needs signific.ant 
additional capacity over the next eight years." ORA notes that 
this language does not find that PG&E does not need capacity; 
rather it refers to SOG&E's need for ~igniticant capacity. 

PG&E further cites the California Energy Commission's 
(CEC) 1986 Electricity Report, which indicates that PG&E will not 
need additional capacity until 1995 or 1996. ORA points out that 
the contract may extend beyond 199$ and could be in effect until 
1998. ORA. also· cites the CEC"s lllore recent Electricity Report 
draft, which forecasts that PG&E's capacity deficit could grow to 
318 MW by 1992. ORA believes the CEC reports are conservative 
because they assume the continued operation of the troubled RanCho 
Seco nuclear power plant, which is a 900 MW facility. 

ru.scussion. Consistent with 0.88-03-008, the issue of 
excess capacity is critical to our determination of whether the IBM 
contract is reasonable. The value of the IBM contract to 
ratepayers is Significantly affected during periods when capacity 
additions are required. 

PG&E has not convinced us that it will have excess 
capacity throughout the term of its contract with IBM. 0.87-11-024 
does not support PG&E's argument that it will not need capacity 
through the contract period. That order refers to "siqnificant" 
capacity through 1995-. PG&E's contract with IBM could extend to 
1998. The dr3ft CEC reportr while not endorsed by Energy 
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Commission mambers r casts additional doubt on PG&E's view that it 
will not need capacity ~etore 1998. Further, the 198~ etc report 
does indicate some capacity requirements in the 1990s. 

Finally, we note that PG&E's analysis assumed that the 
Rancho Seco p,lant would. be operational, an assumption that now 
appears impro~able~ PG&E may need additional capacity before 1998. 

Thus, the risk of the IBM contract to ratepayers is signifieantly 
greater than it would be if excess capacity were known to exist 
throughout'the contract period. This risk should be offset by 
potential benefits and protections in order to be reasonable. 
C.. Does the Contract Px'ovide 

ASSequateJmt§AUX' ProtectionS'? 

According to ORA, the IBM contract could require PG&E to 
sell electricity to IBM below the cost of serving IBM. Under the 
ter:ms of the contract,. IBM could, upon 12 months' notice,. terminate 
the contract and pay tariffed rates if the contract "floor" rate 
exceeds tariffed rates. The floor rate could rise above tariffed 
rates because it is based on short-run marginal costs. If short
run marginal costs, and therefore the floor rate, rise above 
tariffed rates,. they will do so because of capacity ad.ditions which 
are required to, serve IBM, since IBM is the "marginal" customer for 
purposes of analyzing this contract. Accordingly, the general body 
of ratepayers could ultimately subsidize IBM by paying tariffed 
rates that are higher because of capacity additions required to 
serve IBM. 

PG&E responds that this contract term is not risky to 
ratepayers ~ecause IBM will have purchased electriCity at the 
higher rate for at least 18 months before the tariffed rates could 
go into effect. This is because the floor must exceed tariffed 
rates averaged over a one-year periOd in order for IBM to exercise 
its option to terminate the contract. 

DRA also expresses concern with PG&E's economie analys:f.s. 
DRA undertook a sensitivity analysis which includes an assumption 
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that capacity will ~e needed during the contract period. Onder a 
scenario whereby industrial electrical rates rise more slowly than 
the consumer price index (CPI) , IBM's contribution t~mar9in under 
the rate contract would De $6 million less than what could be 

obtained if IBM were to bypass the system. (IBM may still provide 
contribution to margin if it bypasses PG&E's electrical system 
mainly because it would purchase natural gas services from PG&E for 
operating its cogeneration plant.) Under the same scenario, IBM's 
contribution would be ~7.2 million less than a situation where IBM 
paid tariffed rates. If electrical rates were to· escalate at 100% 
of CPI, ratepayers would be better otf by $3 million it IBM were to 
bypass the system. ORA argues that PG&E's assumption of electrical 
rates rising at 125% of CPI is unreasonable because industrial 
rates have been decreasing in recent years. 

According to ORA's analysis, the risks posed under the 
contract are greater than if the contract is not undertaken. This 
is because the range of potential contriDutions to· margin is 
greater if the contract is signed. The contribution to margin it 
bypass occurs varies between $10 million and $14 million; the 
contribution to margin if the contract is signed is $4 million to 
$22 million depending on the assumptions used. 

PG&E argues that ORA's economic analysis is unreasonable 
because of the improbaDility of simultaneously requiring capacity 
in 1992 and cost increases occurring at an average of 75% of the 
consumer price index (CPI) over the contract term. PG&E comments 
that DRA's witness testified that he was not aware of any nine-year 
period during which PG&E's ind.ustrial rates have risen at 75% or 
less of CPl. Both ORA's and PG&E's economic analyses are presented 
in Appendix A. '. 

~o protect ratepayers from potential losses under the 
terms of the contract, ORA recommends that the Commission establish 
a cost-based floor for purposes of ratemakinq. Costs would De 
based on the lonq-term marginal costs tor capacity and energy in 
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the upcoming biennial resource plan update proceedinq tor long-term 
standard offers. DRA would. use long-term margin~l costs rather 
than short-term marginal costs because the latter does not capture 
the costs and benefits of a decision to add. capacity during that 
(short run) period. Under ORA's proposal, PG&E would be required 
t~ credit the ERAM (or its successor) with revenue requirement 
equal to these long term marginal costs. 

ORA recommends that this floor should remain in etfect 
until five years after the contract takes effect, whether or not it 
is cancelled by IBM. Whenever the revenue from the contract (or if 
the contract is cancelled, the revenue from the volume of sales' 
that would have been sold under the contract) is less than the 
cost-basod floor, PG&E's sharoholders should bo liablo for tho 
difference .. 

ORA suggests that if the Commission does not adopt such 
an approach, it should require modifications to the contract which 
would provide comparable safeguards. ORA reeommends the Commission 
approve the contract only if that provision is eliminated which 
would allow IBM to- cancel the contract after one year. 

ORA's proposal to establish a cost-based floor for 
purposes of ratemaking increases risk to PG&E's shareholders by 
making PG&E, rather than its ratepayers, liable for contracts 
terms.. DRA states that this additional risk to· PG&E is offset by 
PG&E's ability to keep a large customer satisfied and on its system 
under contract terms which PG&E characterizes as nearly risk-free. 

PG&E objects strongly to this proposal because it would 
increase risk to PG&E shareholders without increasing the potential 
return. If the Commission imposes this condition of risk, PG&E 
proposes that shareholders be allowed to receive the revenues, net 
of costs, associateCl with the contract throu9hout its term. PG&E 
objects to ORA's marginal eost floor because,. based on a fitteen
year supply contract, it is Hnot a good matchH with a ~ive-year 
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agreement. PG&E notes that its agreement with IBM includes a 
$0.005 per kilowatt hour "adder" t~-the price floor. 

Qisc;ussion. The terms of the IBM contract illlpose J 
significant risks upon ratepayers. PG&E is correct that floor 
rates which exceed the tariffed rates may be in effect for 18 
months before IBM may beqin paying lower tariffed rates. Under 
that circumstance, however, IBM could pay tariffed rates below its 
cost-of-service for the next three and a halt years. 

We are also concerned with the potential 
cost-effectiveness of the contract to ratepayers based on our 
review o-f the economic analyses of the parties... PG&E's asswnption 
that inaustrial electrical rates will rise at 125% of CPI is 
unsupported by its testimony. The ranqe of possible revenue 
outcomes under the contract is significantly greater than that 
under other scenarios, resultinq in higher ratepayer risk, as DRA 
suggests .. 

For these reasons, and because we are uncertain About 
future capacity requirements, we will deny approval of the 
contract. 

Our decision in this case aoes not signal that we are 
abandoning our poliey of permitting special contracts in cases 
where uneconomic bypass would otherwise occur. We recognize that 
special contracts between PG&E and its industrial customers may 
promote efficient use of utility resources ana simultaneously 
benefit utility ratepayers. On the other hand, we will not 
unconditionally approve special contracts where potential risks to 
ratepayers are greater than benefits. It is tor that reason that 
we require advance review of these contracts and a stronq showing 
by the utilities. We also- continue to view these contracts as 
beneficial primarily durinq periods of excess capacity. To- the . 
extent additional capacity may be required, special contracts are 
unlikely to- provide the ratepayer benefits we intended when we 
established guidelines for their review • 
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Eingings 01' E~ 
1. PG&E has requested in this application that the 

Commission approve a contract between it and IBM under whieh PG&E 
would provide electricity at t)lon-tarif:f'ed rates. 

2. PG&E does not believe ISM's cogeneration plant would be 
cost-effective to IBM, but does believe IBM will bypass PG&E's 
system if it does not receive discounted rates from PG&E. 

3. The evidence in this proceeding does not demonstrate that 
PG&E will have excess capacity throughout the contract term. 

4. In general, marginal costs of electrical generation arc 
lower during periods of excess capacity than durinq periods in 
which additional capacity is needed. 

5. PG&E has not demonstrated that the risks to ratepayers of 
the IBM contract are offset by potential benefits .. 

G. IBM's rates havo fallen about 40% since it began planning 
its 6S MW cogeneration plant. 

7.. PG&E did not meet its burden to demonstrate that its 
contract with IBM is reasonablo during tho contract period, a 
poriod during which PG&E may not have excess capacity available. 
~"~l!lsi2Ds .. J)~Xel.w 

l~ The Commission found in D.88-03-008 that the utilities 
have a considerable burden to demonstrate the reasonableness of 
special contracts which are in effect during periods Where capacity 
additions may be necessary. 

2. PG&E's application for approval of its IBM contract 
should oe denied .. 
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Q.R.D E R 

IT' IS ORDERED that Pacific Gas and Electric Company's 
application for approval of its contract with International 
Business Machines is denied. 

This order is effective today. 
Dated _ J~! ... ~' .l9jj _, at San Francisco, California. 
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.• _._ .. '-, APPENDIX A .. 

• CXHrRJJnL'lClf. 'lO JmR:XM NW::lSXS 

AsS'!.'!1IP1:ioos Negotiate:! ~ DJ,i1sL5cepario Tgi:: Fate souroe 
:I. ... Escalation • 

75% CPI; no 
capacity req.:1. $ 10,626,131 $ 10,938,164 $ 10,626,131 (EX. 3, Attachmt m) 

.2.. Escalation • 
125% CPI;. no 
capacity reqd .. $ 17,380,354 $ 11,886,359 $ 17,380,354 (EX .. 3, Attachmt II) 

3. EscaJ ation • 
200% CPI; no 
capacity r~. $ 21,980,100 $ 13,549,624 $ 29,228,204 (E)(. 3, Attaehmt m) 

4. Escalation • 
125!1;; CPI; 
capacity reqj. 
in 1995 $ 13,948,522 $ 11,405,26l $ 13,948,522 (EX. 4, Table 2) 

5.. Escalation -
125% CPI; ""-
capacity reqd. 
in 1992 $ lO,819,235, $ lO,966,.576 $ 10,819,235- (IX. 04, Table 1) 

~ation • 
75% Q?I; 
capacity req:l. 
in 1992' $ 4,065,,012 $ lO,Ol8,382 $ 4,065-,.01.2 (EX. 6) 

(END OF APP.ElmIX A) 
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IlDdings of FA£t 
1. PG&E has requested in this application that the 

Commission approve a contract between it and IBM under which 
would provide electricity at non-taritfed rates. 

2. IBM's electrical rates have fallen siqnit 
b~gan planning its cogeneration fACility in 198&. 

3. PG&E does not believe IBM'S c0generation 
cost-effective to IBM" but does believe IBM will 
system if it does not receive discounted rates 

4. The evidence in this proceeding does 

PG&E will have excess capaeity throughout the go:ntl~ac:t term. 
S. In general, lnarginal costs of el 

lower during periods of excess capacity 
whieh additional capacity is needed. 

generation are 
during periods in 

6. PG&E has not demonstrated 
the IBM contract are offset by ""'~1r-.~"11". 

7. IBM's rates have fallen 
its 65 MW cogeneration plant. 

s. 

risy~ to ratepayers of 
benefits. 

40% since it ~9an planning 

to demonstrate that its 
contract with IBM is during the contract period, a 
period'during which PG&E may have excess eapacity available. 
,CSm,stlY&U.<ms Qt 14", 

1.. in 0.88-03-008 that the utilities 
~.~~c" to- demonstrate the reasonableness of 

wu~.~.~ are in efteet during periods where capacity 
have a consid.erable 
special contracts 
additions may be 

2. PG&E"s 
should be denied • 

;' 

ication tor approval of its IBM contrac:t 
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