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FIRST OPINION IN REASONABLENESS REVIEW PHASE
KERN RIVER COGENERATION COMPANY CONTRACT

I. Introduction

For more than a decade, this Connission has been
connitted to the inclusion of cogeneration and small power
production in electric utility resource plans consistent with
applicable law and utility résource needs. Although the
availability of standard offers adopted for the purchase of such
power has changed over the years to meet changing energy néeds, the
commission’s recognition of the benefits and the basic need for
qualifying facilities (QFs) has not. To the eéxtent that it is
carefully integrated into a utility system, a qualifying facility
can still provide least cost, efficient or renewable electricity
generation from facilities which can be less capital intensive, can
be quicker to develop, and, to the extent our adopted rules and
safeguards areée followed, can expose ratepayers to leéss rlsk than
traditional utility plant.

In the course of détermining the prices and teéerms under
which utilities purchase QF power, the Commission has endeavored to
ensure that ratepayers rémain indifferent to the sourcé of the
utility’s energy supply, whether from the utility itself or fron
the OF. We have also sought to ensure that a négotiated QF
contract creates no greatér risk for ratépayers or inequities for
other OFs than one of thé Commission’s adopted standard offers.

With this background in nind, this decision éxamines the
réasonableness of the négotiation, éxecution, and administration of
a single nonstandard QF contract between the Southern Callfornla
Edison Company (Edison) and thé Kern River cogénération Company
(KRCC) . Pursuant to a partnérship agreément, the Southern Sierra
Energy Company (SSEC), an Edison affiliate, owns a 50% partnership
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sharé of KRCC, with the other 50% held by Getty Energy Company
(Getty), now part of Texaco Producing, Incorporated.

our review of this agreemént is significant for a number
of reasons. First, this case marks the Comnission’s first review
of a nonstandard contract involving one of Edison’s QF affiliates.
second, the contract has raised issues related to imprudency and
self-dealing by Edison in its actions relatéd to the contract.

Based on our careful and thorough review of the record in
this case, we concludé that Edison daid in fact act imprudently in
the negotiation and execution of the KRCC contract. A total
disallowance of $48,370,708 for thé three-yéar récord period has
been ordered based on this imprudency. Furthér, we find that
certain actions taken by Edison havé réflected a disregard for the
appéarance of sélf-déaling and, in somé instances, have resulted in
Edison placing KRCC’s interésts ahead of thosé of its ratepayers.
This situation has created the ne¢éd for the cCommission to ensure
that safeguards arée in placeé, as contenplateéd by the Comnission in
approving Edison’s holding company, to préveéent self-déaling in the
future.

In making these findings, we wish to assurée thé QF
comnunity that this décision doeés not alter our previously stated
commitment to QF resources. In fact, this order recognizes the
valué of the Kern River projeéct to Edison’s ratepayérs and seeks to
presérvé Edison’s power purchases from KRCC by éncouraging contract
reformation.

our directives in this deécision are aimed solély at
providing a regulatory responsé to a utility vhich chosé not to
conform to the létter or intent of Commission décisions in effect
from the timé of Edison’s négotiation of thé KRCC projéct to its
request to récover costs associated with that contract. By taking
such action, the Commission has sought to protect both Edison’s
ratepayers and othér QFs by presérving the integrity of the
regulatory process.
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II. Background

This application, filed by Edison.on February 11, 1988,
included three requestst (1) an increase in Edison's electric
rates based on increases in revenue requirements rolated to
Edison's EBnergy Cost Adjustment Clause (ECAC), (2) approval of the
reasonableness of Edison's operations for the 1987 reasonableness
review period, and (3) approval of the reasonableness of its
nonstandard contracts with qualifying facilities for a three-year
period beginning December 1, 1984. Review of Edison's application
was divided into two phasest a forecast phase to address Edison’s
rate increase request, and a reasonableness phase to consider
*traditional® ECAC reasonableness issues for the record periéd 1987
and reasonableness issues centered on QF nonstandard contracts for
the period between December 1, 1984, and November 30, 1987.

A decision in the forecast phase was issued on
September 22, 1988, authorizing an increase of $471 million in ECAC
related revenues for Edison. n represents the first of
three decisions t6 be issued in the reasonabléness phase and
addresses the reasonableness of the nonstandard contract between
Edison and KRCC, a qualifying facility.

In November and December 1988, the Commission's Division
of Ratepayer Advocates (DRA) submitted its reports in the
reasonableness phase. DRA'srreport on the reasonableness-of the
qualifying facility contracts at issue in this proceeding was
submittéed on Decémber 5, 1988, following a lengthy investigation.

On December 14, 1988, a prehearing conference was held in

this proceeding to consider ocutstanding discovery requests and to
establish a schedule for the reasonableness phase of this
application. By Administrative Law Judge (ALJ) ruling dated
January 19, 1989, the reasonableness phase was further bifurcated
into two phases. The first phase was to address the "traditional-®
ECAC reasonableness issues and the reasonableness of Edison’s




A.88-02-016 ALJ/SSM/fs

execution and administration of the KRCC contract. All other
jssues were reserved for Phase 2.

In accordance with this ruling, hearings were held in
Phase 1 betweén February 21, 1989, and March 10, 1989, with
rebuttal hearings held between April 3, 1989, and April 13, 1989,
and on June 27, 1989, for a total of 23 days of hearing.
Concurrent opening briefs were filed on June 26, 1989, by DRA and
Toward Utility Rate Normalization (TURN) and on June 27, 1989, by
Edison and the Cogénérators of Southern California (C5C) and KRCC,
filing jointly. In discussing their joint brief, CSC and KRCC will
be referred to as KRCC. CSC is an industry organization of which
KRCC is a member: Reply briefs were filed on August 15, 1989, by
Edison, DRA, and KRCC. On October 31, 1989, an agrecment between
KRCC and DRA regarding the contént and serviceé of late-filed
Exhibit 183 (KRCC managenént committee neéting minutes) was
approved.

III. Scope of Review

Prior to hearings on the KRCC contract, the issue of the
scope of review of this contract in an ECAC proceeding was raised.
This issue was eventually the subjéct of a Commission décision
(D.89-01-047).

The events leading to the issuance of D.89-01-047
conmenceéd with DRA’s filing of a motion to compeél produétioﬁ of
relevant information on March 23, 1988. Thé information sought by
DRA includéd thée KRCC financial statements, thé KRCC partnérship
records, and the names of the officers of the CSC. In support of
its request, DRA asserted that its review of the reasonableness of
Edison’s purchaseé power agreements réquired *a clear understanding
of the corporate reélationships betwéen Edison and its various
subsidiaries and affiliates, both organizational and opérational,
at the time these nonstandard agreéments were negotiated.” (DRA




A.88-02-016 ALJ/SSM/fs

Motion at p. 1.) DRA also expressed the view that the
reasonableness review of nonstandard agreerents, particularly those
involving Edison’s subsidiaries, required consideration of contract
terms and overall contract costs, risks, and obligations.

In its filing, DRA indicated that Edison had allowed DRA
to inspect and take notice of KRCC’s 1985 and 1986 financial
statements, but not to receive a copy. According to pRA, Edison’s
refusal to supply the KRCC partnership docurents stemmed from
objections of Getty, the partner of Edison’s QF affiliate in the
Kern River enhanced oil recovery project. DRA indicated in its
motion that it understood Getty to have asserted that thé sole
relevant issue in this ECAC proceeding was “’a determination of
whether payments to KRCC undér its Parallel Generation Agreement
with SCE are above those which it would réceive under a standard
offer.’* (DRA Motion, at p. 10.) Getty never directly presented
its concerns to the Commission, except to the extent of joining a
reply €iling submitted by CSC.

on March 31, 1988, CSC filed a motion to limit discovéry
and to establish the scope of this proceeding. In this motion, CSC
sought the denial of DRA’s discovery réquests. Additionally, CSC
asked the Commission to define the ”"scope of (this] proceeding as a
determination of whether Edison’s paynents to nonstandard contracts
were reasonable in light of the payments it would have made under
the standard offer contracts or projected avoided costs as
available at the time of execution”. (CSC Motion at pp. 21-22.)

on April 4, 1988, both CSC and Edison filed rééponses to
DRA’s discovery motion. CSC renewed its position that the '
information requestéd by DRA was beyond thé scopé of this
proceéding as défined by cSC. Edison indicateéd that, based on
Getty’s objections, it had réfrained from producing the material
requested by DRA. Edison also stated that it shared Getty'’s
concerns although it remained willing to provide the information
under its control if directed to do so by the Commission.
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on April 11, 1988, DRA replied to the responses of CSC
and Edison to its motion. This reply focused in large part on the
apparent lack of cooperation by Edison in providing the requested
information, and the failure of Getty to filée on its own behalf
stated objections to the production of this material. DRA also
opposed any attempt to narrowly define the scope of the
reasonabléness inquiry related to nonstandard contracts. In
particular, DRA asserted that #{tlhe ternms of a negotiated contract
which alter the risks to the ratepayer are no less important than
the pricing provisions.” (Id., at pp. 8-9.})

on April 21, 1988, Edison responded to DRA’s résponse and
to CSC’s motion to limit discovery and establish the scope of the
proceeding. In this filing, Edison stated its position that,
having demonstratéd that avoided costs were the basis of payment
under a nonstandard contract, Edison was entitled to recover those

payments through its rates.
on April 22, 1988, CSC replied to the responses of DRA
and Edison. For the first time in any of these filings, CSC was

joined by Getty. In its reply, CSC again argued that the
information sought by DRA was “far outside the scope of this
proceeding and border(ed) on harrassmént.” (CSC Reply, at p. 4.)

in an ALJ ruling of Novembér 17, 1988, the partiées were
directed to meet and confer regarding DRA’s March 23 discovery
request. This meéting took place on Decémber 2, 1988, and was
followed by a letter to DRA from certain of thé parties offering a
conditional response to DRA’s request. DRA rejected this offer on
the ground that its teérms unreasonably limited thé scope of
discovery.

In Décembér, 1988, DRA also sét in motion réquésts aimed
at either a reevaluation by the Comnission of its decision to
approve a holding company structure for Edison or consideration of
jssues related to self-déaling by Edison in this proceeding. The
holding company had emergeéd as a result of the Commission’s
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approval on January 28, 1988, of Edison’s proposed plan to
reorganize and create a holding company structure. (D.88~01-063,
Application (A.) 87-05-007.) .

of inmportance to this proceeding, this structure involved
the creation of the SCE Holding Conpany (SCECorp) with two
separate, wholly owned subsidiaries. Of these two subsidiaries,
one was Edison, a régulated entity, and the other was the Mission
Group, an unregulated, nonutility subsidiary. Among the
subsidiaries of the Mission Group was the Mission Energy Company of
which SSEC is a subsidiary. SSEC is Getty’s partner in KRCC.

On Decembér 5, 1988, DRA filed a motion in A.87-05-007
requesting modification of D.88-01-063, and consolidation of that
application with this proceeding. This latter step was required
since the nodifications requésted by DRA were largely based on
evidence which DRA intended to present in this proceeding.
According to DRA, this evidence would show that Edison’s dealings
with its OF affiliates had abused its ratepayers and unaffiliated
OFs and that the Commission’s current regulations had or could not
adequately protect ratepayers and unaffiliated QFs fron these self-
dealing abuses.

On December 14, 1988, a prehéaring conference was held in
this proceéeding to éstablish a schedule for Edison’s ECAC
reasonableéness review. At that time, the ALJ directed DRA to file
its December 5 pétition in this proceéding as well. This stép was
taken to ensure proper consideration of all of the allegations
included and relief requested in this filing. DRA made this filing
on December 27, 1988.

The relief sought by DRA in its holding company petition
and ECAC motion was aimed at prohibiting or strictly limiting
Edison’s ability to enter néw purchasé power agreements with QF
affiljates. DRA also asked the Commission to order Edison’s
divestiture of all ownership in all QF/Edison ventures which sell
eléctricity to Edison. In the absence of divestment, DRA sought N
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the imposition of an ~affiliate cost adjustment.” This adjustment
would flow through to Edison’s ratepayers the profits Edison’s QF
affiliates earn above Edison’s authorized return or, as an
alternative, profits in excess of the average return carned by
california QFs.

In the event that the Commission chose not to take any of
these actions, DRA asked that all future Edison QF afflliate
transactions be limited to standard contracts, and that réporting
about OF affiliate purchases be increased. DRA concluded, however,
that any of its requests, except for a direct prohibition on new
QF/affiliate contracts, should await the conclusion of hearings in
this proceeding. .

On January 3, 1988, Edison and CSC respondéd to DRA’s
notion and petition, asking that DRA’s requests be denied. In its
response, Edison expressed thé view that current Commission
safequards against public utility self dealing were sufficient to
protect the ratepayers' interests and should not be rescinded:
Edison also conténded that nothing alleged by DRA justified
nodification of those safeguards. Further, Edison concluded that
DRA’s proposed alternate relief was unfair, unnecessary, overbroéd,
adverse to the ratepayers’ interest, beyond the Connission’s
jurisdiction to grant, and contrary to federal and state policy.

In its responsé, CSC focused on the impact of
consolidating the holding company application with this proceeding.
csc stated that such consolidation would (1} significantly
complicate and confuse the proper focus of the preésent ECAC
reasonableness review, (2) unreasonably expand the scope of this

review, and (3) prejudice the intérésts of the non-Edison parties

to the nonstandard contracts subject to review. The foundation for
thesée objections was CSC’s continuing position that the
reasonableness review of QF nonstandard contracts in ECAC was
limited to whether the payment stream included in a nonstandard
contract was less than or comparable to the expected avoided costs
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of the applicable standard offer. Using this standard, ¢SC argued
that the existence of any self-dealing by the utility was 4
irrevelant to the reasonablenéss réview of a nonstandard céntract
when that contract includeées risks and costs no greater than that of
the applicable standard offer.

On January 18, 1989, DRA replied to Edison’s and CSC’s
responses to its motion. In responding to Edison’s objections, DRA
indicated that no Commission regulation would have prevented the
abuses DRA alleged had occurred relative to contracts to be
considered in this proceeding. In contrast to CSC, DRA expressed
its position that its evidence of Edison’s relations with its QF
affiliates was completely relevant to a reasonableness review.

on January 27, 1989, the Commission issued D.89-01-047 in
this proceeding and a companion decision (D.89-01-048) in
A.87-05-007. By these deécisions, the Comnission denied DRA’s
notion and petition seeking modification of D.88-01-063 and
consolidation of A.87-05-007 with this proceeding. The Commission,
however, granted DRA’s motion to compel filed on March 23, 1988.
Specifically, this order provided: ”[Edison) is directed to
produce all of the information requested by DRA in that motion to
the extent that it is within Edison’s powWer and control.”
(D.89-01-047, at pp. 30-31.)

In addition, the commission in D.89-01-047 deniéd CSC’s
motion of March 31, 1988, and ordéréd the following:

"The scope of the pending reasonableness réview
in this proceeding shall include consideration
of all faceéts of Edlson s negotlatlon,
execution, and adninistration of its
nonstandard contracts: In partlcular, the
Comnission will apply close scrutiny to those
nonstandard agréenents énteréd betweéen Edison
and its QF affiliateés 1nc1ud1ng con51derat10n
of any evidénce of self-deallng by Edison in
these transactions.” (D.89-01-047, Ordering
Paragraph 4, at p. 31.)
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In support of this order, the Commission had analyzed
applicable decisions which had béen in effect prior to the filing
of this application. In particular, the Comnission noted that its
approval of Edison’s proposed reorganization in D.88-01-063 had
been conditioned on Edison following certain guidelines in the
operation of its holding company to preserve the Commission’s
ability to regulate Edison éffectively. Among the conditions
imposed was access by the Commission to all information necessary
to thovroughly analyze Edison’s costs and to monitor the
relationships between Edison and its nonutility affiliates.
(D.89-01-047, at p. 13.)

Iin D.89-01-047, the Commission emphasized that, although
broad rules governing Edison’s relationship with its QF affiliates
had not been spécified in D.88-01-063, we had foundt

#*In keeping with all réléevant Commission
decisions, we will expect Edison to minimize
the cost of service for its régulated
opérations and to deal fairly and évenhandedly
with all QFs; we will be prépared to examine-
any evidence to the contrary if and when it is
presénted. The other conditions we impose
should preseérve the information relevant to
such an investigation as well as our staff’s
ability to examine such information.”
(D.88-01-063, at p. 35; cited in D.89-01-047,
at p. 14.)

on the basis of this provision, the Commission concluded.in
D.89-01-047 that DRA should have the opportunity to present
evidence of seélf-dealing. Because thé forum for preséenting such
evidénce had not been identified or limited to the holding company
in D.88-01-063, the Commission concluded that based on the adopted
schedule in this proceeding, this ECAC was ~weéll-suited to our
consideration of DRA’s asserted evidence of Edison’s self-dealing.”
(D.89-01-047, at p. 15.) The Commission also found, however, that
DRA’s allegations did not, as yet, require the redpening of
A.87-05-007 or the modification of D.88-01-063.
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HWe did, howéver, reject Edison and CSC’s assertion that
an ECAC reasonableness review of a QF nonstandard contract is based
solely on the comparability of price streams between the
nonstandard agreement and the applicable standard offer. We found
instead that, beginning with D.82-01-103) and continuing through
more récent decisions relating to QF contracts, ¥our review of the
réasonableness of nonstandard agreements has reached far beyond
specific price terms.” (D.89-01-047, at p. 17.})

We noted that early in the QF program we had determined
that the object of nonstandard negotiations was to produce a
contract which was the "econonic equivalent of the standard‘éffer.”
(D.82-01-103, at p. 91.) The Comnission’s application of this
standard had led us to find that thée ~economic balance represénted
by the standard offer should be naintained in negotiated contracts”
and that this 7econonric balance is not limited to the exCﬁange of
dollars between the parties.” (13 CPUC 2d at p. 124; cited in
D.89-01-047, at p. 20.) Specifically, we found that our review of
the reasonableness of a nonstandard agréement had required us to
consider the following:

*the negotiations leading to execution of the
agreément; all benefits and risks to be
incurred by thé utility’s ratepayeérs; the
certainty of theé QF’s technology and the.
integrity and viability of the project; thé
prevailing financial and législative climates;
the impact of unique contract terms on the
utility’s bond rating, interest coverage, and
ability to raisé capital; the sociétal bénefits
of thé devélopment of a particular project: the
timéliness of the capacity being added to the
utility’s system; the operating flexibility

1 This decision was issued in Order Instituting Rulemaking
(OIR) 2, thé Comnission’s géneéric proceéding for éstablishing
guidelines for standard offer and nonstandard offér contracts:
between utilities and QFs. D.82-01-103 and others affecting QF
contracts are discussed throughout this decision.
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afforded the utility by the OF (i.e
dispatchability or curtailment)} and the manner
of payment. (See, €.9., D.82-04-087,
82-07-021, 86-09-040, 86-10-044, 87-03-068,
87-07-023, 87-07-086, 87-09-080, 88-03-0136,
88-05-030, and 88-08-021.)" (D.89-01-047, at
P 21.)

In D.89-01-047, we also found that our decisions had nade
clear that the introduction of the utility as a partner to the
agréement necessarily raised other separate and distinct issues
which the Conmission had committed itself to examine in each
instance. These issues included (1) the impact of utility
ownership of the QF on conmpetition and the regulated aspects of its
operation, including the impact on its ratepayers, (2) the terms of
the agreerent as compared to the applicable standard offér, and
(3) the approach used by the utility in negotiating agréements with
affiliated QFs as conpared to non-affiliated QFs. (D.89-01-047, at
pp. 17-18.) In this regard, wé cited D.82-01-103 which had
required "greater scrutiny” of utility operations by the Comnission
when an affiliate was involved.

In D.89-01-047, we concluded:

#7211 of these orders lead to thé obvious ‘
conclusion that our examination of nonstandard
contracts in an ECAC reasonableness review are
in no way limited to the issué of price as
urged by Edison and CSC. For transactions
between a utility and an affiliated QF in
particular, we are obligatéd to réview the
negotiations, all contract terms, and the
ownership rélation bétwéen thé parties. These
stéps are nécéssary to ensuré that the
agréement was reasonablé and fair to the
utility’s ratepayers and to all QFs.” (1d., at
p. 22.)

We found in D.89-01-047 that the documents sought by DRA

seemed to be only the most basic information that DRA would require
to determine the relations hetwéen Edison and the QFs with whonm it
had entered nonstandard agreeméents. DRA’s proposed evidence of
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self-dealing was also found to be clearly within the scope of our
reasonableness review. (D.89-01-047, at p. 22.)

IV. Standard of Review

Our review of D.89-01-047 above reflects that the scope
of a reasonabléness review of a QF nonstandard contract, especially
one with a utility affiliate, was néver intended by the Comnission
to be as limited as Edison and CSC had urged. The fact that this
review takes place in an ECAC proceeding does nothing to alter that
conclusion. By permitting a great deal of latitude to Edison in
presenting its case béefore the Comnission in this proceeding, we
find that a sufficient record on issues related to the
reasonableness of the KRCC contract and any related self-dealing
has been developed.

We begin this portion of the decision by examining the
basic standards by which the Comnission is to judge the
reasonableness of the KRCC contract and Edison’s manageément
decisions related to its negotiation, execution, administration,
and presentation to this Commission. In this regard, we note that
the “reasonable and prudent act” for both traditional and
OF-related utility decisions results from “theé exercise of
reasonable judgment in light of facts known or which should have
been known at thée time the decision was made.* (D.87-06-021, at
p. 19.) For this reason, this séction also examines the réqulatory
and legislativé conditions which were known or should have béen
known to Edison at the timé of its négotiation and execution of the
KRCC contract. Weé concludé with a summary of Commission décisions
jssued after execution of the KRCC contract which aré applicable to
our review of the contract and our consideration of appropriate
remedies.
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A. Basioc standards of Reasénableness Review

In our reviéw of the reasonableness of any utility
action, the Commission has applied certain general principles. The
starting point of the review of both traditional and QF decisions
by the utility has been the same. Nanely, the event or contract is
to be reviewed based on facts that are known or should have been
known by the utility managemént at the time. This standard is used
to avoid the application of hindsight in reviewing the
reasonableness of a utility decision.

In a recent decision considering the reasonableness of a
proposed amendment of a standard offer agreement, we noted our
obligation to protect ratepayer interests in determining its
reasonableness. Specifically, we c¢oncluded!

agtilities are held to a standarxd of

reasonabléness based upon the facts that are

known or should be known at the time. While

this reasonableness standard can be clarified

through the adoption of guidelinés, the

utilities should be aware that guidelines are

only advisory in nature and do not reélieve the

utility of its burden to show that its actlons

wére reasonablé in light of circumstances

existent at the time. Whatever guidelinés are

* in place, the utility always will be required
to demonstrate that its actions are reasonable

through clear and convincing evidence.”
(D.88-03-036, at p. 5.)

Similarly, with respect to the review of nonstandard agréements,
the Commission has found: “Whilé any power purchase agreemeént

based on suspended interim Standard Offer 4 would appeéar costly at

the présent time, we find that it is réasonableé to évaluate (thése)
agreements in light of thé actual Commission directivés and
economic conditions in efféct at the time of the parties’
negotiations.” (DP.86-06-060, at p. 26.)

our decisions reviéwing thé réasonabléness of utility
actions have also provided certain guidelines which can be applied
to utility decisions affecting traditional utility plant, as well
as QFs. Among them, the Commission has found:
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The act of the utility should cOmgort with
what a reasonable manager of sufficient
education, training, experience and skills
using the tools and knowledge-at his
disposal would do when faced with a need to
make a decision and act;

The Comnission, as the agency charged with
oversight and econonic regulation of the
monopoly utilities, has a legitimate
concern not only with the outconres of the
utilities’ decisions, but also the process
enployed to arrive at a particular
decision;

The reasonable and prudeéent act is not
linited to the optimum act, but includes a
spectrum of possiblé acts consistent with
the utility system neéd, the interest of
the rateéepayeérs, and the requirerments of
governnental agencies of competent
jurisdiction;

The action takéen should logically be
expected, at the time the décision is nade,
to acconmplish the desiréd résult at the
lowest reasonable cost consistent with good
utility practices.

The greater thé lével of money, risk and

uncertainty involved in a decision, the_

greater the care the utility nmust take in
reaching that decision}

Theé burden résts heavily upon a utility to
prove with cléar and convincing évidencé,
that it is entitleéd to the réquésted rate
relief and not upon the Commission, its
staff, or any interested party to prove the
contrary.

(D.83-05-036, 11 CPUC 2d 474, 475-(1983); D.86-10-069, at
pp. 31-32; D.87-06-021, at pp. 19-20; D.87-12-071, at p. 32i and
D.89-02-074, at pp. 8-9.)
B. R atory and Legislative Conditions--1976 - 1988

The application of the abové principles to QF purchase
power agreéments is further defined by regulations and decisions
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governing utility purchases of QF power which wére in effect at the
tinme of the utility’s negotiation and execution of the agreement.
This law is the foundation for the *knowledge®” that should have
been used by Edison’s management in negotiating, executing, or
administering the KRCC contract or seeking cost recovery before
this commission. Other facts or circumstances influencing Edison’s
decisions related to the KRCC contract are discussed in the
following section.

Because our review of the KRCC contract in this
_proceeéding involves Edison actions over almost a ten-year period,
we will examine the applicable legislation and Comnission deécisions
by time period. Included in this summary are two orders
(Résolution E-1938 (Procter & Gamble contract) and D.82-12-055 (an
Edison genéral rate case)) cited by Edison or its personnel as
influencing certain of its decisions.

1. Commission De01s1ons and State and
Féderal Requlations —- 1976 to 1984

a. 1976 to 1981

in 1976 the california Législature added a chapter to
the Public Utilities code entitled *pPrivate Energy Producers” for
the purposé of encouraging private énergy production as a méans of
neeting the state’s energy needs. (PU Codé, Sec. 2861, et al.) On
Decembér 19, 1979, this Comnission issued D.21109 specifically
recognizing the valué of alternate resources. In this order, the
Commission concluded that thesé resources promoted the efficient
use of fuels, the diversification of a utility’s reéesourcé plan, an
indepéndéncé from foreign fuel sourcés, a contribution to system
reliability, shorter construction lead timés than traditional
utility plant, and a shift in the cost of constructing a facility
from the utility to the private power producer.

In recognltlon of thése benefits, the Commission 1n
D.91109 authorized the Pacific Gas and Eleéctric Company (PG&E) to
pursué cogeneration with energy and capacity payments to bé based
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on PGLE’s full avolided costs. This deoision directed PG4E to file
price offers consistent with these findings.

In the same time franme, federal legislation was
adopted to promote the developnent of cogeneration and small power
production. (Public Utility Regulatory Policies Act of 1978
(PURPA) .} Section 210 of PURPA required electric utilities to
offer to purchase power from cogenéeration and small power
production facilities, defined as qualifying facilities or QFs.

As required by PURPA, the Federal Energy Regulatory
Comnmission (FERC) adopted final ruleés implémenting Section 210 of
PURPA in February, 1980. At the heart of these rules was the
requirement of each utility to purchase QF power at a rateée equal to
the utility’s avoided cost of génerating the power itself or
purchasing it elsewhere. Thé implementation of the Section 210
ruleés was reserved to state regulatory authorities and was to
conmence within one year of the issuance of the rules.

In réesponse to this legislation, the Commission
issued OIR 2 on Septémber 3, 1980. The purposé of this proceeding
was to establish standards governing the prices, terms, and
conditions of electric utility purchasés of electric power from
qualifying cogeneration and small power production facilities.

Prior to thé issuance of OIR 2, the Commissién, on
March 4, 1980, had directed Edison to file proposed contract terms
and provisions for the purchase of énérgy and capacity fronm
cogenerators and small power producers based on full avoided costs.
(Resolution E-1872.) Edison subnitted its first such price offer
in April, 1980.

In July, 1981, the Commission issued D.93364 (6 CPUC
2d 423) granting a request by San Diego Gas and Electric Company
(SDG&E) for approval of its cogeneration agreément with the Kelco
Division of Meérck & €o., Inc. (Kélco). The decision includéd a
description of the projeéect béing proposéd and the terms of the
agreement betweén SDG&E and Kélco. The Commission noted that at
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that time the issue of whether to issue advance approval of
#nonstandard” contracts was before the commission in OIR 2,
Nevértheless, the Commission felt that it could grant such approval
for the fivée years of the contract without interfering with that
policy decision.

The Kelco contract was then examined in terms of its
deviation fron a “standard offer” which SDG&E had filea with the
commission at that time and the benefits to be reallized fron the
contract by SDG&E’s ratepayers. The connission noted that the
contract provided for an energy payrment equal to 90% of SDG4E’s
avoided energy cost. There was assurance for Kelco, however, of a
»floor” on eénergy payments over the first five years.

In D.93364, the Comnission noted that SDG&E, while
seeking approval for the entire contract, had made it appear that
the only significant deviation betwéen the Kelco contract and its
standard offer was in the price térm in thé beéginning years. The
commission had then assuméd that for thé remaining term of the
contract the contract was consistént with the standard offer.

Instead, the Comnission discovered an additional ”"nonstandard” ternm
related to curtailment.

The Commission 7found it unacceptable that this
differencé was not mentioned when the contract was originally
téendered for review.” (Id., at p. 429.) Without any analysis of
this term in the record, the Commission decided that it could not

give advancé approval for the second ten years of the agreément.
SDG&E could theréfore expéct normal ECAC review for payments made
during that timeé.
The Commission concluded:
xShould any applicant seek advancé approval
in the futureé, it must identify all
substantial differéncés bétween the
contract and the utility’s standard offer.
Failure to identify all differences in the
contract for which approval is requested
may causé us to deny the application.”
(1d., at p. 429.)
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*

Oon October 6, 1981, the Commission issued Resolution
E-1938 in response to an advice letter request by Edison for.
commission authorization of a péwer purchase agreement between
Procter & Gambleé and Edison.? The Comnission determined that
General Order 96-A, under which Edison had made its filing, did not
apply to such purchased power agréenents and that Commission
authorization was not required for the contract to become
effective. Further, reasonable costs associated with the contract
could be recovered through ECAC rates. In reaching these
conclusions, the commission had réasoneéd:

#paison’s apparent purpose for requesting
prior Commission authorization of
cogeneration contracts is to support its
later requests for recoveéry of purchased
power éxpenseés in ECAC proceédings.
Generally speéaking, we do not think the
résolution procéess is appropriate far this
purpose at the présent time. In order to
verify that the pricés of the agreements
are baséd on Edison’s avoideéd costs, the
commission would have to éxamine at an
evidentiary hearing testimony concérning
Edison’s actual avoided costs. This cannot
bé doné by examining an agreement as
présented hére.” (Resolution at p. 2.)

b. January 21, 1982--D.82-01-103 :
6n January 21, 1982, the Comnission ordered the four

major California electric utilitiés to file standard offérs for
power purchases from qualifying facilities based on avoided cost
principlés. The decision was made in response to the Commission’s
own policy, state legislation encouraging the developrent of
qualifying facilities, and fedeéral régulations réquiring the
Commission to implemént the FERC Section 210 rules.

5 Theé contract, upon which Edison relied in drafting thé KRcC
agreement, bécame an éxhibit in this proceeding. (Exhibit 115.)
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(1) The Standard Offer
D.82-01-103 addressed a number of issues relevant
to the development and filing by the utilities of standard offers
for power purchases from QFs. In defining the standard o6ffer, the
comnission stated!

»(Sstandaxrd offer) is the expression
widely used by the parties to describe
the terns and conditions associated
with the utility’s obligation to
purchase from a QF at the utility’s
avoided cost. The standard offer is
available to all QFs, and represeats a
complete transaction including prices,
interconnection requiréments, and other
reléevant factors. A central aspect of
all such offers will be the standaxd
rates for purchase.” (D.82-01-103, at
p. 23.)

The Comnmission also found: #“The rate has rélevanceé only in
relation to the mutual obligations of the parties. In this
decision we consider the nature and extent of such obligations.

The result is the standard offer.” (Id., at p. 24.)
With respect to the recovery of costs under the
standard offer, the Commission concluded:

=fhe standard offer has particular
significancé in terms of the éxisting
and anticipated ratemaking treatment to
be afforded utility purchases of eénérgy
and capacity provided by QFs.
purchaseés under the standard offer are
per sé reasonable and a utility’s
expénses for such purchases are
recoverable in the same fashion as
other purchased powér éxpenses (in ECAC
proceédings, for the larger utilities)
without furthér réview. Purchases at
rates, terms, or conditions othér than
the standard offer are récovérable
through ECAC or othér appropriate
procédurés sub’ect to a showing of
reasonableness.” (Id., at p. 24.)
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In the decision, the Commission set forth the
basic parameters for the four types of standard offers each utility
was to filet a standard offer for as-availableé capacity and energy
(Standard Offer 1), a standard offer for firm capacity baseéd on
short-run avoided costs and a longer-term commitment (Standard
offer 2), a standard offer for QFs smaller than 100 kW in size
(Standard Offer 3), and finally, a standard offeéer to be based on
long-run avoided costs (Standard Offer 4). Under D.82-01-103, the
utilities, including Edison wére to file Standard Offers 1 and 2
within 45 days of the effective date of the order. The offérs were
to become effective two weeks after the date of filing. Provision
was also made for the filing by application of each utility’s
proposed Standard Offer 4.

Thé standard offer was to bé available to all QFs
for acceptance and was to be consistent with the terms and
conditions of D.82-01-103. (D.82-01-103, at p. 162.) Standard
Offers 1 and 2 wéré to be the subject of subsequent compliance
hearings.

(2) Nonstandard Contracts

in D.82-01-103, the Commission expréssed the view
that, having provided for a standard offer inténded to be widely
applicable to QFs of diversé charactéristics, there should be less
need for parties to negotiate nonstandard contracts. The
conmission even questioned whether it actually wanted nonstandard

contracts to be written.

Because the Commission could envision caseés in
which nonstandard terms might bénefit both the QF and the utility’s
ratepayers, however, wé concluded that such contracts could be

negotiated. The object of these negotiations, however, was "to
produce a contract that {wasj the economic équivalént of the
standard offer.” (Id., at p. 91; émphasis added.) Payments
pursuant to nonstandard contracts wérée to be “recoverablé through
7ECAC upon a showing of the reasonableness of such payments.* (Id.)
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pue to this ratemaking treatment of nonstandard
contracts, the Commission considered the propriety of advance
approval of nonstandard agreements. The comnission concluded that
it was ”"not legally compelled to provide for advance review of
nonstandard contracts.” (Id., at p. 100.) Revertheless, the
connission decided to provide such review concluding that without
it creative nonstandard offers could be stymied and QF development
would suffer., (Id., at p. 101.)

The Comnission observed that the type of
nonstandard contracts which it anticipated would generally involve
the following: ~some sort of debt guarantee, levelized payment or
payment floor which reduces risks for QFs and placés those risks
upon ratepayers.” (Id., at p. 101.) It was the Comnission’s view,
that in "return for taking such risks, ratepayers are afforded some
reduction on avoided cost payments.” (Id.)

As an éxample of a nonstandard contract
benefitting both ratepayérs and the QF, the Connission cited
SDGLE’s agreémént with Kelco. The Commission observed that this

contract appeared desirable for all parties, including ratepayers,
and concluded: "We can imagine othér such contracts which benefit
ratepayers. We will entertain such applications within the
guidelines established.” (Id., at p. 102.)

The guidelines announcéd by thé Commission were

as follows:

#Thé guiding principleé for nonstandard
contracts upon which applications
should be based is that theée contract
terms, taking into account the
associated risks, should not bé more
than expécted avoided costs under the
standard offeér: Ratepayers are
expected in most non-standard offers to
accept some technological or market
risk, in which ratepayérs should be
returned compensating benéefit.
Applicatiéns for nonstandard contracts
should clearly state all the
differencés betwéen the contract and
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the standard offer, and identify all
gains and costs for ratepayers. The
application should further demonstrate
why ratepayers should eithér be
indifferent to or prefer the
nonstandard contract over the standard
contract. In the rare event that the
nonstandard offer is above avoided
costs, an éxplanation of how ratepayers
otherwise benefit should be preésented.
In all cases, the burden is on the
applicant to denonstrate why the
nonstandard offer is in the ratepayers’
interest. We must caution all parties
that the Commission will review theése
contracts as a banker reviéws a loan
application, with scrutiny and
skepticism. While we want to eéncourage
QF developnent, we do not wish to
burden rateépayers in the process.”
(Id., at p. 103.)

The Commission then set forth the procedurés to
be followed by the utilities in seeking advance review:

#we ask that utilities submit only thoseé
offers for which the utility has
significant questions about whether weé
would find theé offer prudent. Once the
commnission has reviewed and éxpressed
its opinion as to the consistency of a
contract price and terms with avoided
cost principles, utilities should be
expécted to use these principlés to
sign similar contracts without review.
We will attempt to handle applications
for projécts léss than 10 MW thordugh
ex parte procédures. Applications over
10 MW will générally requiré hearings.
Exceptions may bé made depénding upon
the novelty of a particular
application, or theé deéegreé of
ratepayers’ exposure.” (Id. at
P 104.)

The Commission also asked QFs to séek financial support through
other institutions and "not through noénstandard offers.” (Id., at
p. 104.)
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The Commission concluded that it would nét be
involved in negotiating nonstandard offers. Rather, utilities were
to negotiate with QFs in good faith, and the Cornission would
review the contract for approval or disapproval.

(3) Utility Ownership of QFs

In D.82-01-103, the Cornission found that PURPA
permitted a utility to own up to 50% of a cogeneration or small
power facility. The Commission concluded that such facilities
should thérefore be eligible for full avoided costs under the
conditions adopted for all QFs.

Although recognizing such utility ownership of
QFs, the Commission did express numérous concerns with this

arrangenment. Its greatest concerns centered on thrée aréas:

1. Anticompetitive effect. The Comnission
concluded that it must consider the
potential anticompetitive aspects of
utility behavior. Thé Comnission
concluded: ~In this regard, when a
utility is approached by a large number
of aspiring QFs, wé must assure that
its own affiliates do not receive
special treatment, e.g., more rapid
consideration, less difficulty in
resolving interconnection issues, etc.
it is important that utilities do not
stifle competition in the QF market in
this or in any other way.* (Id., at
p. 11} emphasis added.)

Avoided costs. The Commission stated
that there was also concern that with
utility ownership of QFs the utility
would have an incentive to kéép avoided
costs high if theéir own affiliates
could recéive such prices. (Id., at

p. 11; émphasis added.)

uUtility Diversification into
Unrequlated Activities. Ideéentified by
the Commission as its “pérhaps most
inportant concern”, was theé fact that
utility ownership of QFs would be a

step toward utility diversification
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into unrequlated activities. The
comnission observed that any such
diversification into unregulated
ventures could have an impact on the
regulated utility business for which
the conmmission is responsible: The
Commission concluded: *Our primary
concern is the protection of the
financial integrity of the regulated
entity (i.e., new unregulated ventures
should not impair the utility’s ability
to raise capital, its bond rating,
etc.) and the avoidance of any
subsidization by the regulated entity
(and thus its ratepayers) of the
unregulated business.

The Commission concludéd that the utility’s

ownership 6f a QF would require the following:
#(sjuch involvement will réequire greater
scrutiny of utility operations on our
part related to the concerns addressed
above. Any utility may come forward
with a proposal for partial ownership
of a QF and we will review these
matters on a case-by-case basis, with
the intent of protécting theé interest
of both ratépayers and any QFs who
might be disadvantaged competitively.”
(1d., at p. 12; emphasis added.)
c. Other 1982 Decisions
Following an initial review of the standard offer
filings madé pursuant to D.82-01-103, the comnission diréected
Edison to furthéer amend its offers to base them on avoided costs
which it had not done originally. The aménded offers went into
effect in May 1982. (D.82-04-071.) :
In the spring of 1982, the Commission provided its
first review of a nonstandard contract since the issuance of
D.82-01-103. (D.82-04-087, 8 CPUC 2d 673.) By application, PGLE
had sought the approval of a levelized payment agreément with U.S.
Windpower, Inc., (USW) and recovery of all contract payments
through ECAC. .
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The contract which had recéived a ~thorough review”
by the Comnission’s staff was the subject of two days of hearing.
PGLE and USH combined to explain why the nonstandard provisions of
the agreement were essential to the developer, attractive to
investors, and beneficial to PG&E’s ratepayers. The staff review
focused on Commission policy in reviewing nonstandard offers and
the technical and financial risk to ratepayers created by the
agreenent. '

The Comnission concluded that the procedure followed
in this case was a “good exanple of the ’‘nonstandard review
process’ contenmplated in D.82-01-103.” (Id., at p. 674.) With
respect to the propriety of the agreement, the Conmission found
that thé evidence supported thé conclusion that the project would
be technically successful. The Commission also focused on the fact
that as conmpénsation for a levelized payment above avoided costs in
the agréements’ early years, PG&E had negotiated discounts of 3%,
5%, and 10% from the avoided cost price as well as interest
paynents on the paymént tracking account balance. The overall cost
for electricity was forecasted by PG&E to be well below PG&E’s
avoideéd cost ovér the life of the agreement. The Cornission also

recognized the need to attract investors to a new and emerging

technology such as wind pover.

The Comnission stated, howevér, that ~{a) more
troublesome issue is the question of whéther PG&4E’s ratepayers
should bear the risks and benefits présentéd by the Agreément.”
(Id., at p. 683.) Thé Commission concluded: “The Agreement
appears to offer the ratepayers high potential rewards at little
risk: thé fixed price is only slightly above currént avoided costs,
and there aré significant safeguards written into the contract to
avoid ratepayer losses should the projéct experience early
failure.” Recovéry of payments madée under the contract in PG&E’s
ECAC was therefore authorized.
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In the summer of 1982, thé Commission considered a
second request by PGLE to become a guarantor of certain bonds
issued for california Power and Light corporation (CP&L).
(D.82-07-021 (9 CPUC 2d 436).) The bonds were required to finance
the construction of a 49,900 kW biomass-fueled eleotric generating
plant in Madera County. PG4E’s first application for such approval
had beén considered deficient because the power sales agreement
negotiated between PGSE and CP&L posed runquantified risks for
PGLE’s custoners.” (9 CPUC at p. 438.)

In bringing the new application, which the Comnission
approved, the comnmission found that PG&E had made ”a crucial
change” by no longer asking that #jts custonmers bear any of the
technical or financial risks presented by the facility.” (Id.)
PGLE’'s customers under thé new agreement were to pay only for
delivéered power from CP&L, while PGSE’s shareholders were to bear
full responsibility for the guaranty payrments previously mpade the
responsibility of PG&E’s customers.

The Commission concluded that in reviewing-the second

application the following analysis had beén required:

7By aiding the financing of CP&L’s bionass
project, PG&E is diversifying into an
unregulated venture which may affect its
regulated utility business. Our concern
here is for thé protection of PGLE’s
financial integrity as wéll as the
potential for cross-subsidization by a
réegulatéed entity of an unrégulatéd vénture.
Thus, we first must détérmine that the
proposéd participation doés not create
unacceptable financial risks for PG4E. In
addition, we must préclude any cross
subsidization and the related
anticompetitive effects of utility behavior
which night result.” (Id., at p. 439.)

In December, 1982, the Commission issued two
decisions affecting Edison’s QF program. One related to Edison’s
test year 1983 general rate case (D.82-12-055, 10 cPUC 24 155), and
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the other was the first decision, applicable to all of california’s
major electric utilities, approving specific terms of standard
offers 1 and 2.

In Edison’s TY 1983 general rate case, the
comnission’s staff had presented testimony that, in negotiating
contracts with wind developers, Edison had been extronely reluctant
to sign standard contracts at full avoided cost. Instead, Edison
persuaded developers to sign nonstandard contracts at less than
full avoided cost in return for Edison’s offers of sale or lease of
Edison-owned land, assistance in the environmental permitting
process, or easing of interconnection requiréments,

In staff’s viéw, Edison’s offérs were used to exact
substantial discounts from avoidéd cost which were beyond the value
of Edison’s offérs of assistance. When Edison did offer the
standard avoided cost contract, the contract contained provisions
very unfavorablé to QFs, none of which had been included in
Edison’s standard offers after May, 1982, or in Edison’s signed
nonstandard contracts. Staff concluded that Edison’s pricing
policies during 1980 and 1981 had a chilling effect on the
devéloprent of QF reésources within Edison’s service area and were
contrary to the express policiés set forth by this Commission.

The Commission concluded that since January 10, 1978,
Edison had béen undér a duty to exercisé its bést efforts to pursue

and develop cogéneration and small power production resources using
avoided cost principlés. The Commission agreed with staff that
Edison’s pricing policies with réspect to QFs had beéén contrary to
the Commission’s clear intent to base QF payments on the utility’s
avoided costs.

The Commission found:

PO our great d1ssatlsfact10n Edison
continued its pricing p011c1es into 1982,
as 1nd1cated by Edison’s response to our
décision in OIR 2 issuéd in January. In
D.82-04-071 wé suspénded the initial
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standard offers which were filed in
accordance with the OIR 2 decision. 1In
garticular. we stated thatt ‘Edison’s

nitial offers are not based on avoided
costs. Inasmich as we do not concur with
Edison’s position that standard offoers
based on avoidéd costs are not required nor
appropriate, Edison should be required to
anend its initial offers to base them on
avoided costs.’

aye construe Edison’s actions in early 1982
as evidencing a contingin? pattern of
disregard for the cComeisslon’s avoided cost
policy of the past three years.” (Id. at
p. 258.)
In response to thesé actions, the Commission assessed a pénalty of
10 basis points on Edison’s return on equity for 1983 and 1984.
The Commission observed that this penalty was one-half the penalty
imposed on PG4E in 1979 for failure to promote cogeneration.
At the end of December 1982, the Comnission issuead
D.82-12-120 (10 CPUC 28 553) which reviewed thé three short-run
standard offers filed by PG&E, Edison, and SG&E in response to
D.82-01-103. These offers had been the subject of 40 days of
hearing in which nurerous issues had been raised. D.82-12-120
addressed somé of thé most critical issués, including terms related
to price, performance, and termination. The remaining issues
(i.e., interconnection filing requirements, insurance, and
miscellaneous contract terms) were left to a subsequent decision.
In D.82-12-120, the Commission reéviewed its findings
in D.82-01-103 regarding the differénces betweén as-available power
(standard Offer 1) and firm power (Standard offer 2). With respéct
to a firm capacity commitmént by a QF, the Commission found:
#(F)irn capacity was viewed as an increase
in the utility’s supply of eléctricity with
corresponding pérformance standards,
termination provisions, and sanctions. By
definition, firm power is providéd in )
predetermined quantities at preédetérmined
times with sufficient legally enforceable
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guarantees of deliverability to permit the
purchasin? utility to avoid the
construction of a generating unit of the
purchase of firm power elsewhere. A QF
providing firm capacity was determined to
avoid costs addition to those related to
as-availablé power. This result was to be
reflected in the firm capacity payment.”
(10 CPUC 2d at p. 568.)

In contrast to firm power, payments for as-available power would
not reflect any value for contract length, notice, termination, or
sanctions since such provisions would not be part of an as-
available offer.

The termination provisions adopted for firm capacity
Standard Offer 2 in D.82-12-120 weré intendéed to *encourage QFs to
fulfill their contractual obligations, provide reasonable certainty
of the consequéences of termination, and make the utility and its
ratepayers whole.” (Id. at p. 596.) In keeping with this goal,
the Comnmission directed the utilities to include termination
provisions in their firm capacity standard offers which meét the
following réquirerents:

1. A QF terminating with prescribed notice was
required to reimbursé the utility for
unearned capacity payments. Interest on
this réimburseément was to beé charged on the
basis of the Fedéral Reseérve Board three
months’ Prime Commercial Paper rate.

specific notice required for termination
with notice was to vary depénding on the
amount of capacity béing términated.
spécifically, thé Commission éndorsed the
notice provisions included by PG4E and
SDG&E in their standard offers. Under
PG&E’s proposal, QFs over 100,000 kW were
required to provide five years’ notice of
termination.

For a QF teéerminating without prescribed
notice the QF was required to réfund
ovéerpayments and to cover thé utilities’
replacement costs for the lost or reduced
capacity. The offérs were to include a
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liquidated damage clause calculating this

additional paymént for veplacemeént costs

similar to one proposed by PG&E, modified

to reflect the time needed, as indicated by

the notice table, to replace the lost

capacity. The utilities wére also

permittéd in their calculation of damages

to refer to future capacity prices. (See,

D.82-12-120, Ordering Paragraph 5, 10 CPUC

24 at p. 641.)

The Commission concluded that reimbursement of
unearned firm capacity payments was appropriate since the utility
was not required to pay moré than avoided costs for QF power. The
connission stated: Z“Any payment over this amount arising from
price levelization should therefore be r¢funded to the utility.”
(1d., at p. 597.) The Commission concluded that termination
provisions should also be appliéd to any reduction in firm
capacity.

d. cCommission Decisions in 1983

In May, 1983, the Comnission approved a purchase
power agreemnént betweén PG&E and AeroTurbine Enérgy Corporation
related to a 126 MW wind facility. (D.83-05-043.) The Commission
found that the agreemént’s nonstandard pricing provisions for Stage
I were prudent and reasonable for the development of this

commercial scale wind turbine project. The Comnission also found
that the opérating incentives and performance standards provided in
the agreement for AeroTurbine adequately limiteéd the risk assuned
by PGLE’s ratepayers in thé éarly years of the project.

The decision noted that preapproval in this case had

been sought bécause the pricing provisions of the AeroTurbine
agreemént did not conform with PG&E’s standard offer. In analyzing
the agréemént, the Commission notéd that PG&E’s thén effective
Standard offer 1 had served as the starting point for negotiations.
The décision included a détailed analysis of the contract térms and
PGAE’s enumeration of thé sevéral provisions of the agreément which
PG&E had asserted would minimize the ratepayer’s risk.
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PG4E’s testimony included the utility’s prediction
that "power purchases over the life of the Agreement will be below
PGLE’s avoided cost.” (Id., at p. 8.) The Commission staff
presented analyses by both its utilities’ division and its Legal
pDivision. The conclusion of these divisions was that the agreement
struck a fair balance tetween the risks and benefits of this
project.

On the basis of the parties’ analysés of the
contract, the Commission concluded that PGA4E and AeroTurbine had
#struck a reasonablé balance of the risks and bénefits created by
the non-standard pricing provisions for Stage I.” (Id., at p. 10.)
The Commission also found that, for the risks created for
ratépayeérs, the contract had “important compensating benefits.”
(Id., at p. 12.) In particular, the project would comnercialize a
largé-scale wind technology for the first time which could produce
substantial long-ternm kenefits to ratepayers.

The Commission concluded, however!

#This contract should not be viewed as a
precédent for other contracts between
utilities and spall power producers. The
price being paid to {AéroTurbine) in
Phase 1 is high, as is the ratepayer'’s
exposure to téchnological risk. For
téchnologies not in such a critical staté
of developnent, or which are without such
vast potential, we would not nécéssarily
find thesé contract provisions to be
reasonable.* (Id., at p. 21.)

In June 1983, the Conmnmission reiterated its
conclusion in D.82-01-103 that utilitiés were to neégotiate
nonstandard contracts in good faith. The Commission also found
that sanctions could be imposed for bad faith negotiations.
(D.83-06-109.)

on Septexter 7, 1983, the commission issued
D.83-09-054 (12 CPUC 24 604) approving interim Standard Offer 4, a
long-term offer to be based on the utility’s long-run avoided cost.
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The standard offer was thé result of negotiations between the
utilities, QFs, and Commission staff. The Comnission noted that
the offer was interim only in the sense that it might ultimately be
replaced by a differéent costing methodology or contract terms.
Until thén, however, QFs and utilities were to fully rely on the
options adopted for Standard Offer 4 in D.83-09-054. The
commission also concluded: ~Potential QFs who find they cannot use
Standard Offer #4, as approved today, still have the option of
pursuing a negotiated nonstandard contract with utilities.” (12
CPUC 24 at p. 609.)

In approving interim Standard Offer 4, the Comnission
made the following observationst

#(W)e have never said that QF power must be

developed at any cost, but rather that it

should be devéloped with reasonable cost to

ratepayers when viéwed in the longer teérm

perspective, In the long run, if we do a

reasonable job of valuing and pricing QF

powér, the ratepayers should be indifférent

as to whether eventually needed capacity is

supplied by QFs or eléctric utilities.”

(Ida., at p. 611} emphasis original.)

while capacity payménts and most contract terms under
Standard Offer 4 were to pirror those in Standard Offers 1 and 2,
three different enérgy paymént options weéré made available. Anmong
then was Energy Payment Option 3. Under this option, énérgy priceés
were to be based on (1) a forecast of the utilities’ incrémental
energy rates and (2) actual utility costs for incremental fuel.

The Commission found that Optioen 3, *while probably
most attractive to oil and gas cogenerators”, would be available to
all QF technologieés. (Id., at p. 630.) With respéct to
cogénerators, thé Commission observed: “We recognizé the benéfits
of having oil and gas cogenerators on the system to displace the
utilities’ incremental oil and gas generation units, but only to
the extent that: (1) cogéneration results in a more éfficient use
of fossil fuels (i.e., the cogénérator’s actual incrémental enerqgy
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rate is lower than the utility’s) and, (2) california’s resource
base, no matter how well it can be diversified, may require some
oil and gas generation units to reet demand.”- (1d., at p. 631.)
The Conmission expressed the concern, however, that Optioén 3
»could, over time, provide incentives to oil and gas cogenerators
that are not commensurate with the benefits described above.”
(Id.) In particular, the Commission found:

*whereas Options #1 and #2 place the entire
risk that a QF's actual production costs
may be higher than our projections of
avoided costs, Option #3 removés the risk
associated with fuel-price variability fron
fossil-fuel cogenérators. Instead
ratepayers are exposed to all of the fuel
price variations, which can be very
significant for oil and gas. Furthernore,
providing a band around the incremental
energy rate forécast mitigates some of the
potential efficiency bénefits that oil and
gas cogenerators can add to the system.”
(1d.}

Nevertheless, the Commission ultimately decided to approve the use
of Option 3 for all utilities.

on oOctober 19, 1983, the Commission issued
D.83-10-093, the second of three orders addressing the price and
contract terms of Standard Offers 1} and 2. This decision resolved
the majority of issues rémaining from the first order

(D.82-12-120): daté of determination of centract capacity value,

revisions in capacity tables, QF payment schedulés, requests for
energy sale conversions, data filings, inteérconneéction
requiréments, insurance requiréménts, intérconnection costs,
interconnection orders, standardization of contract terms, varying
the standard offer, rélations with governmental entities, relations
with third parties, and right of first refusal, QF abandonment, and
contract assignment. _

only a few issues reélating to Standard Offers 1 and 2
remained for thé third order (D.84-03-092). These included
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definition of certain contract terms and the applicqbilit& of
certain remedies, including dispute resolution.

With respect to insurance, the Conmission concluded
that the utilities should be directed to require QFs to provide
general liability covérage of no more than $1 million per
occurrence. Further, the utilities were advised that ”"any costs
fncurred by the utility resulting from liability exposure greater
than $1 nillion shall be recovered through rates.” (D.83-10-093,
13 CPUC 2d at p. 111,) The Comnission found that this
determination was reasonable *since the risks to the ratepayers,
given the QFs’ current safety record, appears very small at this
time.”

C. Commission Decisiéns From 1985 to 1988

In March 1984, the Connission issuéd its third and final
order on Standard offers 1 and 2 (D.84-03- -092, 14 CPUC 24 489).
The issues addressed in this decision related to certain contract
terms, OFs under 100 kW, PG&E’s standby tariffs, data on avoided
transmission and distribution costs, access to computer models, and

conversion of contracts.

During 1984 and 1985, theré were few decisions requiring
changes in the standard offer terms., Instead, the Commission
focused on réquests to approve nonstandard contracts (see, e:g.,
84-05-047) and eventually the need to suspend the standard offers
duée to QFs exceeding the capacity needs of the utilities.

In D.84-05-057, Commission reviewed an application for
approval of a power purchase contract between SDG4E and NCRRA. The
decision reviews application, contract terms, and technical and
economic risks of the contract. Thé contract was approved and
included the following nonstandard provisions! adjustments in
energy price and QF option of switching from price formula adopted
for enéergy to schedule of prices based partly upon 90% of SDG&E’s
forecast pricés appéaring in its Standard Offer 4. These térns
were negotiated to enhance financing of the project. SDG&E
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analyzed the risks and benefits of the agreement by comparing
projected results of the nonstandard pricing provisions with the
Standard Offer h contract. :

From August, 1984, through April, 1985, tho comnission
addressed the need to suspend Standard offer 4. Tho first action
taken by the commission in this regard was the susponsion of PGLE’s
Standard Offer 4, Paymént Option 3 for QFs over 50 MW. This
action, resulting in D.84-10-098, was based on assertions by PG&4E
of QF capacity in PG4E’s service territory excéeding PG&E’s neeéds.
The suspension was to remain in effect until December 5, 1984.

puring an en banc oral argumént on November S, 1984, to
discuss the suspension of the PG&E standard offer, Edison asserted
for the first time that it could bé faced with a similar problem of
OF capacity oversupply. In responsé to this situation, Edison
reconmended (1) the suspénsion of all standard offers for projects
over 50 megawatts, (2) the continued encouragénént of nonstandard-
contracts for projects over this size limit, with the use of the
Commission approval procéss as desired, and (3) consideration of
the status of Standard Offer 4 in an appropriate proceeding. These
réquests and statement of potential oversupply were restated in
comments filed with the Commission on November 16, 1984.

in December, 1984, the suspension of PGAE!s Standard
Offer 4, Payment Option 3 was continued. (D.84-12-027.) The
commission concludéd with respect to Edison, however: “We have no

basis to extend this suspension to theée interim Standard Offer 4 of
either Southern california Edison Company or San Diéqb'cas and
Electric Company.” (D.84-12-027, at p. 3.)

Later that month, the Commission issuéd its décision in
Edison’s 1985 test yeéar general rate case. In contrast to its
position at the earlier en banc hearing, Edison had argued the

following in its général rate case:
sg3dison submits that the marketing effort to
encourage new [QF) projects will néed to be
increased due to these obstacles {difficulty in
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Obtaining siting and permit approvals,
scheduled expiration o6f the federal energy tax
credits in 1985, the lower avoided cost payment

ratés and uncertainty among developeéers

regarding theé long-run standard offer). More

irportant is the Comnission’s continued

comnitment to support and éncourage developers

through thé series of hurdles required to bring

a project on-line. 1In any event, Edison argues

that the presence of thése obstacles reinforces

the need to maintain a vigorous program to

support the development of renewable and

alternative resources.” (Id.)

In February, 1985, the Commission addressed a motion
filed by Edison on January 31, 1985, for an “"Emergency Ex Parte
interin Order” to suspend its Standard Offer 4, Payment Option 3.
Although the Commission did not find that the information provided
by Edison in its motion réflected an “emergency” on the order of
that presentéd by PG&E, weé concluded that continued availability of
S04, Payment Option 3 for QFs over 50 MW *pay place Edison at sone
risk of having QF energy supplies exceed Edison’s needs in the very
near future.” (D.85-02-06% at p. 2.) A suspension of Edison’s
Standard Offer 4, Payment Option 3, was rade effective until
April 17, 1985.

on April 17, 1985, the Comnission ordered the conplete
suspension of Standard Offer 4 for all utilitiés pénding comments
on this action. (D.85-04-075.) On July 10, 1985, the standard
offer, as adoptéd by D.83-09-054, was suspended in its éentirety for
all utilities for an indefinite period.

in December,; 1985, thé Commission, in an SDG&E ECAC

proceeding, considered theé reasonabléness of a nonstandard power
purchasé agreement involving a former SDG&E subsidiary.
(D.85-12-104, 20 CPUC 2d 66.) In this réasonableness reviéw, the
compission focused on payments flowing from SDG&E to Applied Energy
Inc. (AEI), a former SDG&E subsidiary. In 1983, SDG&E had divested
itself of the ownership of ARI with the purchase of AEI by Energy
Factors, Inc.
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The issue in this proceeding centered on whéther SDG4E,
under the terms of a nonstandard purchase power agreenment, had paila
too much for energy from a cogenérator in which SDGSE had a 20%
ownership interest. The Commission also considered whether the
agreement should be modified.

The commission commended the staff for bringing the issue
before it, but found that the staff’s evidence was flawed by the
absence of a consistent theory or standard on which to test the
payments under the contract or the SDG&E - Energy Factors
relationship. SDG&E had argued that over time, the pluses and
ninuses of the payment formula under the agreement balanced out and
that its ratepayers were écononically indifferent. Aan interésted
party, the Utilities Consureérs Action Network (UCAN), however, had
urged the Comnission to treat Energy Factors no differéent than any
other similarly situated cogeéenerator and to reform the contracts so
that the agreement conforwed to a standard offer.

In adopting UCAN’s suggestions, the Conmission foundt

athe best way to establish an arms-length
relationship between SDG&E and its former
subsidiary is to treat AEI in the same manner
as any other cogenerator in the utility service
territory. A standard offer price relationship

i

is best ([sic) standard to use at this time. _
Standard Ooffer 2 most closeély fits the facts of
the current relationship. We will, therefore,
reduce the balancing account by $4,318,299
(through October 1985) and order SDG4E to
recomputé the balancing account in this same
panner to provide a more accurate result for
the year 1985 which we havé estimatéd. Also
paynents chargéd to ratepayers in thée future
will be computed in this mannér until SDG&E and
AEI arrive at someé different contractual
arrangement. This result will also bé carried
into the forecast péeriod.” (D.85-12-104, 20
cpuc 2d at 70.)

puring the period following the suspension of intérinm
Standard Offer 4, the Commission embarked on a course of devéloping
a final Standard offer 4 methodology and offer. In 1987, the
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comnission issued D.87-05-060 which was viewed as a further step
toward the implementation of a final Standard Offer 4 and the
reinstitution of standard Offer 2, which had been suspéended in 1986
{D.86-03-069).

By D.87-05-060, the Commission set forth the process by
which Standard Offer 4 would become available to Q¥s. One of the
last steps of this process was the announcement by the utility of
#the availability of long-run standard offer contracts based on the
capacity and the fixed and variable costs of the avoidable
resource(s)*. (D.87-05-660, at p. 5.) The utility would then
accept bids from QFs for these contracts with the winning bidder
signing the agreement upon compliance with the Qualifying Facility
Milestone Procedure.

of importance to this proceeding, the Comnission in
D.87-05-060, pernitted utilities to accept bids from their QF
affiliates under certain conditions. In particular, the utility
was required to provide equal access to the public of the market,
technical, or sinmilar data transferred to its QF affiliates under
the same terns and conditions it was made available to the
utility’s affiliates.

In allowing utilities to accept bids from their OF
affiljates, we found that "the auction procéss itself helps eénsure
the propriety and reasonablenéss of utilities’ dealings with their
QF affiliates.” (Id. at p. 17.) We also concludéd that “the
utilities’ obligation to compete fairly arises not only under
antitrust law but also, in our view, under the Public Utilities
Code. Any favoritism shown by a utility to its QF affiliate may
résult in unreasonable eéxpénses that nmust bé borne by shareholders,

not ratepayers.? (Id.)

on January 28, 1988, thé conmmission issued its decision
in Edison’s holding company application. (D.88-01-063.)
D.88-01-103 has been discusséd in the previous séction of this
decision on the scopé of review of this proceéeding.
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For purposes of this section, we note our findings in
that order regarding the conditions of our approval of Edison’s new
corporate structure. The purpose of the conditions which we
imposed was to ensure that there would bé “no diminution of the
comnission’s ability to regulate Edison effectively or Edison’s
ability to provide reliable utility service at reasonable rates.”
(D.88-01-063, at pp. 21-22.)

In particular, the adopted conditions were designed
(1) to ensure that all costs incurred by Edison resulting from its
affiliates?’ activities were recovered from the affiliates, (2) to
provide the commission with access to all information necessary to
thoroughly analyze Edison’s costs and to monitor the relationships
between Edison and its nonutility affiliates, (3) to ensuré Edison
ratepayers were insulated from all effects of nonutility
activities, (4) to preserve the reéegulatory control which the
comnission currently has over Edison’s activities, and (5) to
ensure thé financial health of the utility'’s opérations. One of
the specific conditions imposed on Edison was the requirément that
Edison ensure that the Comnission has access to books and records
of the holding company and each of its affiliates and their joint
ventures. It was our expectation that Edison and its affiliates
would either promptly comply with a Commission request for
information or prépare an imrediate showing to demonstrate why the
réquest was allegedly beyond the bounds of jurisdiction or
rélevance.

In D.88-01-063, we rejected DRA’S récommendation to
prohibit Edison from entering into any new contracts for power with
QF affiliates in Edison’s service territory. DRA had nade this
recommeéndation baséd on the potential for_ self-deéaling betwéen the
utility and its QF affiliates to the detriment of the utility’s
ratepayers. Our réjection of this request was baséd on the
existing safeguard of the QF bidding process adopted in
D.87-05-060.
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In 1988, as it had in previous years, the Commission
considered and reviewed numerous applications by utilities for
approval of nonstandard purchase power agreenents and amendments to
existing standard offers. (D.88-03-036, D.88-05-030, D.88-08-021,
D.88-08-054, D.88-09-038, D.88-10-038, D.88-12-32, D.88-12-095.)
In each of these cases, the focus of the Conmmission’s decisions was
on the ratepayer benefits to be realized from the agreement and the
existence of ratepayer econonmic indifference.

In rejecting one réquest by PG&E for approval of a
nonstandard agreement, the Commission found it inappropriate to
shift the developmént risk of a QF project to ratepayers by
allowing the extension of five-year deadlines on operation.
(D.88-12-032, at p. 17.) The Comnission further found that in
reaching its decision, ”“we merely apply our stated policy that
concessions sought by the utility should be proportionate to the
extent and significance of the modifications sought by the QF.”
(I_d‘t at P 18‘)

In our previous sectioen, we have discussed the impact of
D.89-01-047 on the scope of reviéew in this proceeding. This
decision, issued prior to theé comnencement of hearings in this
case, also included a number of findings regarding Edison’s
presentation of its casé before the Comnission.

In particular, we expréssed conceérn in D.89-01-047 that
Edison’s pleadings subnitted up to that time had reflected an
mapparent attempt to shiéld information from DRA on the basis of
objections from its QOF partnérs® (D.89-01-047, at p. 22). We
further stated that it had béen our intention with the imposition
of the conditions and saféguards in D.88-01-063 and OIR 2 "that the
utility would not use its non-regulated activities to hinder our
legitirpate inquiry into its regulated activities.” (Id.) Because
of these circumstances, we reiterated Edison’s obligation to
demonstrate the réasonablenéss of its actions through clear and
convincing evidence.
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V. The KRCC céontract

In the preceding section, we¢ have exanined the standard
of review to be applied to the KRCC contract. We now turn to the
terms of the agreement itself and the factual record related to its
negotiation, execution, and anendment, and the approach taken by
Edison in presenting the contract to the Commission for review.
Based on the applicable legislation and Comnission decisions
summarized above, a critical issue in our review of the KRCC
contract is its comparability with then-existing standard offers
and, in turn, the extent to which, if at all, the contract at the
tine of its execution exposed Edison’s ratepayers to greatér risk
than the standard offer. Of concern also is any evidence of
favoritism by Edison toward KRCC.

To provide a bettér understanding of the factual record
in this case, we begin this section with a summary of the major
differénces between the KRCC contract at the time of its éxecution
and the standard offers. Both Standard Offer 2 and Standard
offer 4, two offers which provide for firm capacity paymeénts, were
in effect during the contract’s negotiation and execution.

Following this comparison of contract terms, the factual
record of the negotiation and execution of the KRCC contract will
be summarized. This section will be followed by a review of the
subsequent amendménts to the contract and Edison’s actions in
responding to D.89-01-047 and présenting its case on the
reasonabléness of thé KRCC contract to the Cconmission.

A. KRCC Parallel Ceneration Agreément Terms--—January 16, 1984

The KRCC contract was éxecuted on January 16, 1984. The
KRCC contract, as éxecuteéd on January 16, 1984, provides for the
purchase by Edison from KRCC of 170 MW of minimum contract capacity

for 20 years. Provision is made for increasing the ninimun
contract capacity during the term of the project. (Exhibit 109,
App. B, Sec. 1.)

The project itself is defined by the contract as "a
conbustion turbine generator heat recovery steam generator
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cogeneration Facility” located at the Kern River 011 Fleld, near
Bakersfield, California. The combustion turbines have a noninal
electrical rate of 284 MW at 80 degrees fahrenheit. (Exhibit 109,
PGA, at p. 1) R

It is DRA’s position, largely undisputed by Edison or
XRCC, that it is most appropriate to compare the KRCC contract to
standard Offer 4, Energy Payment Option 3. In discussing the KRCC
contract terms below, this offer will be a major point of
reference, but note will also be taken of any relevant provisions
of Standard Offer 2.

DRA’s challenge to the KRCC contract stems from the many
terms of the agreement which differ from the commission’s standara
offers. It is DRA’s position that the KRCC nonstandard contract
terns weré not only at odds with the standard offers and Comnission
directives in effect during its negotiation and execution, but
resulted in exposing Edison’s ratepayers to greater risks than the
standard offérs without any compénsating bénefits. Edison and KRCC
argue that the agreement was in the interests of Edison’s
ratepayers and was required at the time of its exécution to meet an
Edison resourcé need and to respond to regulatory pressures. The
positions of the parties are reéeviewed at greater length in the next
section.

The KRCC contract relies on a nonstandard formula for
deternining énérgy payments. In général, the on and mid-peak
energy payments are derived from the product of Edison’s avoided
fuel cost, a 0.96 discount factor, Edison’s contract heat rate, and
the net kilowatthours delivered to Edison.

As defined by the contract, Edison’s contract heat rate
is based on the average heat rate of Edison’s gas and oil units.
The contract includes a fixed heat rate floor and ceiling through
the life of the contract (20 years). Theé contract heat raté floor
is sét at 9300 Btu/kWh, with thé ceiling set at 11,500 Btu/kWh. 1In
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addition, the contract provides that only oil or gas is to be
considered the marginal fuel under the KRCC contract when
calculating the average heat rate, except for a maxinum of 1,000
off-peak hours during which time the average of gas, oil, and coal
prices will be used when oil or gas is not the narginal fuel.

In contrast, Energy Payment Option 3 of Standard Offer 4
is tied to the system incremental heat rate, as opposed to the
utility’s average heat rate. Further, the standard offer uses the
actual marginal fuel to calculate the actual IER. Fixed heat rate
floors and ceilings are providéd under the standard offer for
13 years, as compared to 20 yeaxs under the KRCC agreenent.

Additionally, the forecasted IERs to bé used in
conjunction with Energy Payment o6ption 3 provided annual IER values
beginning in 1985 below 9300 Btu/xWh. The average of thesé annual
values forécastéd through 1997 is 8827 Btu/kWh. (Exhibit 105,
Appendix D.)

Under Standard Offers 2 and 4, the capacity price paid to
QFs is tied to the capacity pricé schedules subnitted on a
quarteéerly basis by the utility and approved by the Commission. The
capacity price under a standard offer is determined by theée capacity
price in effect during the yeéar in which the QF bégins firm
deliverieés to the utility. Under both Standard Offers 2 and 4, the
OF has the option of basing this price on thé Standard Offer 2
capacity Payment Schedule in effect at the time of contract
execution or at the time of firm operation. Edison’s capacity
pricé schedule in effect at the time of the execution of the KRCC
contract provided forecasted capacity prices for on-line dates
through 1988.

Additionally, thé standard offer provides for additional
capacity to be paid at a full standard Offer 1 price only if the
capacity is availableée 100% of the on-peak hours. As-available
capacity under the standard offer can receive no bonus payments.
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The standard offér also requires that the utility nust agree in
order to increase the contract capacity.

In contrast. "the KRCC contract, at the time of. its
execution on January 16, 1984, fixed the actual capacity payment to
be made by Edison to KRCC. Specifically, Edison agreed to pay KRCC
a capacity payment of $143.00/kW-year for the nininum contract
capacity (170 MW). The value of additional contract capacity was
to be determined based on the year in which it was delivered and
upon the length of the commitment, *as deternined from the then
prevailing ‘Annual Capacity Paymeént Table’ as filed with the
Ccomnission”. (Exhibit 109, aApp. B, Sec. 2 (b).)

At the time of the execution of the KRCC contract and the
commencenent of firm operation of the project (August 1985),
Edison’s filed capacity price schedule provided for a capacity
payment of $143/kW-year for eéenergy deliveéries beginning in 1986 and
a capacity payment of $132/kW-year for energy deliveries beéginning
in 1985. Under the terms of thée KRCC contract, KRCC was entitled
to conménce firm opération of thé project as early as June 8, 1985.
(Exhibit 109, PGA, Sec. 14.3.) KRCC comnenced firm operation in
August 1985, and began at that time to receivé capacity payments,
as provided by the contract, of $143/kW-year.

Additional capacity provided by KRCC receives the full
as-avallable capacity priceé if the capacity is available 80% of the
summer peak hours. KRCC can qualify for a bonus payment if this
capacity is provided for more than 85% of the sumner on-peak hours.
Prior to its date of opération, KRCC could increase the contract
capacity from 170 MW to 284 MW unilaterally.

3. Termination Provisions

In our prior section on Commission decisions in effect at
the time of the negotiation and éxecution of thé KRCC contract,
reference was made to D.82-12-120. In that order, issued
Decenber 30, 1982, the Commission adoptéd the guidelines to be
followed for termination provisions under Standard offer 2. Under
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standard Offer 4, these same principles are applied to reductions
in firm capacity. (Exhibit 105, SO 4, Sec. 9.1.2.6.,) The’
»capacity Reduction” section of Standard Offer 4 can effectively
result in termination of the contract as the contract capacity can
be reduced to zéro.

The significant features of the termination or capacity
reduction provisions of the Standard Offers 2 and 4 filed by Edison
and in effect in 1983 (Exhibits 104, 105, and 106) are the
following:

(1) Written notice of termination being
provided by the QF to thé utility, the
length of which varied depending upon the
anount of capacity being terminated or
reduced up to the maximum capacity any QF
could have. This notice ranged from
12 months for a capacity reduction of
25,0600 X¥ or under to 60 months (5 years)
for capacity reductions over 100,000 kW.

.. A refund béing providéd by theé QF to
Edison equal to the difference between

capacity paynents paid by Edison up toé the
time of Edison’s recéeipt of the reduction
noticé and the total capacity payments
which Edison would have paid if based on
the adjusteéd capacity price. Thé refund
was to be paid with intérest based on the
Federal Reservé Board’s threeé months prime
comnercial paper rate.

The requirenent of Edison to makeée capacity
payments, based on theé adjusted capacity
price for the amount of contract capacity
being reduced, from thé date thé reduction
notice was receivéd to the date of actual
capacity reduction.

Réduction of capacity by thé QF without
notice provided that thé QF provided ,
Edison with the réfund described above and
an amount equal to ”(i) the amount of
contract capacity béing reduced times

(ii) thé differénce bétweén thé Currént
Capacity Price and theé contract Capacity
Price, times (iii) the number of years and
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fractions thereof (not less than one year)
by which the seller (QF) has been
deficient in giving prescribed notice.”
(Exhibit 105, SO 4, Sec. 9.1.2.6 (d).) If
the current capacity price was less than
the contract capacity price, only the
refund described in itém (2) above was
due.

The termination provisions of the KRCC contract aré
contained in Section 5 of that contract. (Exhibit 109.) At the
tine of the contract’s execution, the section provided as follows:

Ssection 5.1 —-- Under this section, the contract
shall remain in éffect for twenty yeéars from
the date on which energy becones available.

Section 5.2 -- According to this séction, #{i)f
KRCC fails to make available Contract Capacity
throughout the térm of this Agreement pursuant
to Section 14, Edison shall have the right to
terminate this Agreémént upon nineéety (9$0) days!
written notice to KRCC., If, within said ninety
(30) day péeriod following such notice, KRCC
makes Contract Capacity available pursuant to
section 14, Edison’s noticé of términation
shall not be effective for terminating this
Agreement. KRCC shall exercise due diligence
to correct the reason for loss of Contract
Capacity and Net Energy.”

Section 5.3 -- This séction requires KRCC to
begin delivery of contract capacity of a net
170 MW by Décérber 31, 1986. This séction

also provides that “{u)lnléss eéxcused pursuant
to this Agréemént, if Edison declinés to accept
delivery at any timé throughout thé térm of
this Agreement, KRCC may términate this
Agreément upon ninety (90) days’ written notice
to Edison.”

Section 5.4 -- This section provides theé
following: ~“If KRCC fails to provide the
required Contract Capacity, a new Contract -
Capacity value shall be éstablishéd by the
Parties upon the basis of demonstrated
capacity.”




A.88-02-016 ALJ/SSM/fs

Section 5.5 -~ This séction provides the
followingt ~At any time, after the retirement
or defeasanceé of an¥ and all debt obligations
of KRCC or any subsidiary of KRCC incurred for
groiect financing of the Cogeneration Faoility,
f in KRCC’s opinion, its performance beécones
unprofitable at any time, KRCC shall have the
right to terminate this Agreement upon ninety
(90) days’ written notice to Edison. Upon such
ternination, KRCC shall pay to Edison an carly
ternination fee to be determined in accordance
with the following formula: Contract Capacity
% $169 kW x [1 - %/12)) where *X” is the number
of completed years of service fron the date of
first delivery pursuant to Section 14.3.”

4. Scheduled Maintenance

section 8.7 of Edison’s Standard Offer 2 (Exhibit 104) in
effect in February 1983, provided that the QF ”shall nake
reasonable eéfforts to schedule routine maintenance outside the Peak
Months (and during eéxpécted minimal generation periods for
renéwable résources) but in no evént shall outages for scheduled
paintenance exceed 30 peak hours during the péak months.”* Theseé
requirenents weré mirrored in Standard Offer 4 in Section 4.5.2
which similarly limited QFs to 30 hours of scheduled maintenaince
during peak months. Theé standard offers also prohibited QFs fron
scheduling major overhauls during peak months.

Under Section 12.1 of the KRCC contract, 7(é)ach Party
shall make évéry réasonable éffort to limit the outages during on-
peak and mid-peak périods to unscheduled failure of equiprent
directly related to electric generation.” Section 8.7 of the KRCC
agreenent permits KRCC to perform routiné maintenance during

periods 7when such maintenance will not adversely affect Edison’s
Electric System Intégrity insofar as it is practicable to do so.”
The agreement includes no limitation on the number of hours of

scheduled maintenance permitted during peak periods and no
prohibition on scheduling major overhauls during peak months.
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5. Other Provisions

In its report, DRA cited certain other provisions as also
differing between the KRCC contract and the -standard offers. Among
then were provisions governing force najeure, a QF’'s warranty to
maintain QF status throughout the term of the contract, and
capacity derating. In its brief, however, DRA indicates that it is
now persuaded by the evidence that the KRCC contract provisions
governing these terms, while different from the standard offer,
are not unreasonable.

) A difference in the contract terms which is still at
jssué relates to insurance requirements. Under the KRCC. agreemnent,
»{e}ach Party shall obtain and maintain in force . . .
comprehensive general liability insurance...with a combined single
limit of not less than five million dollars ($5,000,000) each
occurrénce”. (Exhibit 109, Sec. 18.1.)

Under Standard Offer 4, the QF aloné is required to
maintain coentractual liability coverage with a combined single
linit of not léss than $1,000,000 each occurrence for facilities of
100 kW or greater. (Exhibit 105, Sec. 14.1.) Under Standard
offer 2, as filed by Edison in February, 1983, the QF was required
to maintain a policy of $5,000,000 for éach occurrénce.

(Exhibit 104, Sec. 18.1.) The revised Standard Offer 2, with an
effective date of December 5, 1983, contained language similar to
that included in Standard offér 4. This terminology was baséd on
the commission’s conclusions regarding insurance coverage stated in
D.83-10-093. (Sée, 13 CPUC 24 at p. 111.)

B. Negotiation and Exécution of the KRCC Contract

The first discussions régarding the developnent of a
generating facility at the Kern River o0il field occurreda in 1975
between Getty, the predecessor to Téxaco Produclng Inc., and PG&LE.
The field, in which Getty owned or leased oil production rights,
was located in PGLE’s service territory, near its border with
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Edison’s service territory. Little progréss was ever made in these
discussions. ‘

In late 1980, Claire bedrick, then a Comnissioner with
this agency, was asked by a member of the Governor’s staff to
discuss the potential econonic benefits of cogeneration developnéent
with Getty. In December 1980, Dedrick met in Bakersfield with Ed
Shuler, vice- president of Getty. After explaining the benefits of
coqeneration development to Shuler, Dedrick found the Getty
represéntatives ”very receptive” to this development.

(Exhibit 153, at p. 4.) Based on an Edison policy announcément
that the utility intended to pursue cogeneration development,
pedrick urged Getty to contact Edison.

Inmediately following this meeting, Dedrick was calléd by
a DPGLE executive who indicated that PG&E intended to delete the
Getty project from its list of proposed cogeneration projects
because of Getty’s lack of interést. Dédrick then contacted Shuler
and gave him the teléphone number of Ed Myers, Vice préesident of
Edison. :

Dedrick’s term as a comnissionér ended on December 31,
1980. Dedrick testifiéd that she gave ”substantial encouragement”
to the development of a coqeneratlon facility at the Kern River oil
field. (Exhibit 153, at p. 5.) She did not, however, participate
in any contract négotiations, was not aware of the type of contract
the parties wanted, and was not part of any discussion regarding
whethér Edison would participate as an equity partner. She also
testified that she was never shown thée contract at issue in this
proceed1ng.

Regarding comnission policy at the time of hér
discussions with Getty, Dédrick stated that the promotion of Bcost
effective cogéneration power supply” was a first priority of all
five members of the commission. (Tr: 3156.) According to Dedrick,
however, it was “certainly not* the Commission’s policy to advance
cogeneration at any cost. (Tr. 3157.) Further, she indicatéd that
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the Commission would view both parties as *businessmen” who #*should
work out their arrangements on a business basis within the éxisting
rules.” (Tr. 3169.)

Early in 1981, Ed Myers and Shuler met to discuss
Edison’s possible involvement in the Kern River project. The
proposed cogeneraton facility was to be located near Getty's Kern
River oil field and would provide steam to the field for enhanced
0il recovery (EOR) and electricity to Edison.

on Nay 21, 1981, Getty and Edison agreed to prepare a
joint feasibility study of the project. In October, 1981, Black
and Veatch, consulting engineers rétained to prepare the study,
completed the Kern River Cogeneration Feasibility Study.

(Exhibit 4 of Exhibit 88.)

The Black and Veatch study analyzed the technical
feasibility, reliability, economic viability, and regulatory
requireménts for the facility with a plant rating of 289 MW. The
study concluded that risks associated with the project weére
manageablé and that any risks relatéd to the pérformance,
requlation, or econonics of the project were considered small or
nonexistent. Getty’s return on investment, based on an expenditure
start date of January 1, 1982, was éxpécteéd to be in the range of
46.0 to 69.1%, with the highést end of that range resulting from
electricity prices based on Edison’s full avoided costs. The
initial fuel supply was considered thé greatest uncértainty. The
report concluded with the following recommendationt ¥*Early filing
of pérnit applications should providé a favorable position for
Getty should the number of similar facilities béing planned for
Kern County bécome éxcéssive.” (Exhibit 4 of Commission
Exhibit 88, at p. 6-31.)

‘on November 20, 1981, Ed Myers wroté Shuler that, based
on Edison’s and Getty’s evaluation of the study, 7it certainly
appears this project is technically sound and offers an attractive
rate of return on investment.” (Exhibit 5 of Commission
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Exhibit 88.) Ed Nyers also stated that "based on these merits and
positive initial input, the proposed project should be
accelerated.” (Id.) The letter proposed a joint working fund in
order to file for a CEC permit, to confirm the hest primary fuel
source at the site, to pursue project financing options, and to
structure a joint venture, a power sales agreement, and a stean
sales agreement. Ed Myers also offered Edison’s engineering and
construction department as 7ideally suited for the joint venture
project.” (Id.)

In this letter, Ed Myers also discusséd the pricing
structuré. The letter réferenced PURPA and indicated that Edison
had published an *avoided cost” schedulé. The letter stated that
the projéct should be treated as a kase load plant and should not
be subject to minimum load payment restrictions. In Ed Myers’
view, *a firm power purchase agreement founded on base load
operation could yield a highér revenue stream by reducing the risk
of substantially lower revénues during ninimum load times.” (1d.)
Ed Myers suggested the possibility of a full capacity credit and a
nodified energy payment.

Specifically, Ed Myers proposed that, when oil was the
incremental fueél, thé combined capacity and energy payment would
yield 90% of the published avoided cost. During other tines,
Edison proposed to pay the full capacity credit and 100% of the
average cost to producé a kWh of énergy fron Edison’s thérmal power
generating systems. According to Myers, a¢t)his pricing structure
should have the added attractions of improving the financibility
(sic) of the project and be acceptable to theé regulators by
offering a tangible benefit for the rateépayeérs.” (Id.) ‘

On December 11, 1981, Shuler wroté Ed Myers to indicate
that Getty corporate managemént had approved in principlé a 300 MW
cogeneration facility in thé Kern River field. Shuler informed Ed

Myers that consideration of a joint venture had "also received
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favorable connent by management.” (Exhibit 6 of Commission
Exhibit 88.) .

on April 12, 1982, Getty and Edison entered a
#preliminary Agreement” (Exhibit 101) réflecting the parties’
intent to enter a purchase power agreement for a 300 MW
cogeneration facility located in the Kern River oil fie¢ld. In this
document, the parties also agreed to enter a joint vénture for
purposés of performing engineering studies, file an Application for
certification (AFC) with the California Energy Conmnission (CEC) and
take *other prelinminary action which...would permit them to
construct and operate a cogeneration facility”. (Exhibit 101, at
p. 1.) The parties also agreed "to negotiate in good faith and
make all reasonable efforts to consummate” a numbér of “collateral
agreements,” including a purchasé power agreemént and'a'joint
venture agreement for the construction of the facility.
(Exhibit 101.)

On Juné 8, 1982, Getty and Edison met. The minutes of
this meeting reflect the following:

*As a result of this meeting, Edison will
continue their work on the préparation of the
power salés agreemént, which is deésired to be
negotiated and executed prior to the formation
of thée joint venture to avoid any conflict of
interest, to dévelép a joint venture agréément
and to investigate various financing options.
It appeared from this mééting that Getty is
very anxious to proceéd in a fast track mode to
get the joint vénture going and to proceed
ahead with the projéct.” (Exhibit 9 of
Cormission Exhibit 88, at p. 3.)

These minutes weéere signéed by Robert Levine. Levine was
identified as one of thrée Edison émployeées présent at thé méeting.
The other two wére Michael Vogélér and James Pignatélli. Among the
Getty representatives were Shuler and Charles Myers, who was
described as 7Enérgy Coordinator.” Ed Myers was among the

recipients of copies of the minutes.
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Levine first became aware of Edison’s interest in a
purchase power agreement with Getty in 1981. At that time, Levine
was a member of Edison’s cogeneration and small power development
department. His immediate supervisor was Michael Vogeler.

puring this time period, Levine was assigned the task of
aputting together” a purchaseé power agreemént for the proposed Kern
River projéct. While stating that Vogeler and he wore *the primary
people responsible for putting that contract togethor” (Tr. 1324),
Levine als6 testified that hé had a *lead role” in the negotiation
of the contract, was "one of the chief negotiators” (Tr. 1392}, and
was the ~principal contact” between Edison and Getty on a daily
basis (Tr. 1328-1329).

Levine remained in this position from the start of
negotiations in 1981 until the contract was executed in early 1984.
In addition to negotiating the agreement, his role required him to
draft the agreement{ circulate the agreement for comment throughout
various départments at Edison; modify the agreement, if necessary,
based on thosé comments: and thén send the contract to Getty for
its review. 1In considering internal comments on the contracts,
Levine viewed his responsibility as *taking the comments from the
various departménts and reviewing thoseée and discussing those with
Mr. Vogeler, and then making a decision as to which one should go
in.® (Tr. 1481.)

Levine was verbally given two guidelines by his
supérvisors to follow in the negotiation of a contract for the Kern
River Projeéct: to negotiate a contract with Getty at or bélow
Edison’s avoided cost and to ensure that Edison’s system integrity
was not jeopardized by the pro;ect. No written guidance, howeéever,
was providéd to him. In response to how Edison défined at or below
avoided cost at that time, Levine indicated that his p01nt of
referenceé was a purchase power agreement which Edison had at the
time with Procter & Gamble.
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The Procter & Gamble contract, which was the subjeéct of
comnission Resolution E-1938 (October 1981) discussed previously in
this decision, was the only other nonstandard purchase power
agreement Levine had negotiated before the Kern River project.
Levine identified the Kern River contract as *the first contract
Edison had with a QF after PURPA came into place.” (Tr. 1344.)
Levine observed that he was not aware of any other contracts
involving projects of the size of the Kern River project in place
during 1982 and 1983,

It was Leviné’s understanding of the Commission’s
response to the Procter & Gambleé contract (Res. E-1938) that the
Commission did not want to réview parallel generation agreements on
a casé by caseé basis. In Levine’s opinion, it was "very clear”
from this resolution that it was the Commission’s view “that as
long as the utility felt that the contract was reasonable, the
Comnission saw no reason (for the utility) not to go forward with
the contract.” (Tr. 1430-1431.) Based on this understanding, it
was also Levine’s view that if ”Edison felt that the agrééments

were reasonable and in the interests of the ratepayer, that there
was no need to file thosé documénts with thé Commission and that

the réasonableness of theése Qqocuménts would be done in an overall
reasonableness proceeding.” (Tr. 1496.) _

As negotiations progressed in 1982 and 1983, Levine was
following developrént on standard and nonstandard offers at the
Commission ”on an extremely limited basis.” (Tr. 1396.)
Specifically, Levine indicatéd that he was just vagueély familiar
with the standard offérs filed in 1982 and 1983. In fact, Levine
could not recall whether he had read D.82-01-103 or if Edison had
filed standard offers. Hé was unawaré of whethér Mr. Vogeler was
more familiar with the terms of these agréements. Levine also
never compared any vérsion of the Procter & Gamble contract to
standard offers on filé with the Commission in 1982 or 1983 for
similarities or differences.
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Levine’s view that the KRCC contract was “"hetter” fox
ratepayers than the standard offers was not based on a conparison
vith standard offers, but rather on his understanding that the
contract was below avoided cost. Levine based his conclusion that
the contract was below avoided cost on the presence of the 963%
discount factor in thé énergy price formula.

Levine did not believe that Edison ever consideréd using
terms and provisions from the standard offers in the KRCC contract.
levine was also never informeda that decisions regarding Commission
preapproval of nonstandard agreements had been issued since the
Procter and Gamble decision. He also had no specific recollection
of any Commission decisions addressing utility ownership of QFs or
of anyone summarizing those decisions for him. He believed that
Edison had ensured an arm’s length transaction between theé partieées
by requiring theé contract’s circulation.

in addition to Levine, Patricia Neel-Glazier, an attorney
with Edison, was assigned to negotiate the Kern River contract.
Neel-Glazier referred to Leviné as the ~chief negotiator”, while
she acted as ”counsel.” (Tr. 2942.) Neeél-Glazier began work on
negotiations of the Kern River contract soon after she joined
Fdison in mid-1982. She continued this work through the execution
of the contract in 1984. In the negotiations, Neel-Glazier was
responsible for 7boilér platé provisions, the nonpricing provisions
and the nontechnical provisions.” (Tr. 2939.) She did not draft
termination provisions nor did she suggest termination language.

Neél-Glazier was the only attorney from Edison who workéd
on the Kern River contract. At the timé, she was also negotiating
an agreement with a similar project which did not go forward. Her
instructions from her supérvisor, a sénior counsel in thé contracts

section of Edison’s law department, were to negotiate the contract
on behalf of Edison’s ratépayers. She néver discussed with this
supervisor whether the contract should be brought to the Comnission

for preapproval.
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With respect to her understanding of the status or impact
of the standard offers during the negotiations, Neel-Glazier
testified:

#1t was my understanding that the standard

offers that would apply weré being reviewed by

the conmission at that time but had not yet

been adopted, and I had also been told that

Getty, who had reviewéd the drafts of tha

standard offers, was only interested in

negotiated contracts.” (Tr. 2952.)

Neel-Glazier could not recall ever having read or beconing familiar
with D.82-01-103 nor having any discussions with Levine regqarding
®any of theé decisions” issuéd by the Commission relating to
standard offers during the period of the negotiations.

(Tr. 2952-2953.)

For Getty, the two employeés charged with thé negotiation
of the Kern River contract weré Charleés Nyers and Harley:! Pinson.
Charles Myers defined himself as the #lead negotiator” for Getty
(Tr. 2459), with legal assistance from Pinson. Charles Myérs
indicated that Pinson’s focus was not on thé pricing provisions,
but rather on contract language and indennification. cCharles Myers
stated that his principal contact at Edison in the negotiation of
the contract was Robert Lévine.

According to Charles Myers, the 20-yéar térn of the
agreement matched the 20-yéar lifeé of the cogeneration projéect. In
negotiating with Edison, Charlés Myers described his “primary
directive” from Getty as followst

#»{7}o sign a parallél genération agréémént that
was baséd as much as possible on actual fuel
prices that wére being avoided and actual heat
rates that weré being discussed ang, in
addition, to be suré that the step-up provision
was included that allowéd us to convért the
unused megawatts in the Texaco operation in the
Kern River field to minimum dédicated capacity
in the parallel generation agréement.”

(Tr. 2617.)
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These goals were the "two primary reasons why Getty
desired a nonstandard agreement.” (Tr. 2510.) The *step-up”
provision was required to permit Getty to dedicate nore capacity to
Edison when it was no longer needed in the EOR process. Getty also
desired to move away from "price postings” and "IERS” and to secure
»a fuel price which would relate to (Edison’s) actual fuel price
and a heat rate that would relate to (Edison’s) actual oil and gas
heat rate¥, (Tr. 2466-2467.) Charles Myers indicated that Getty
was intent on tying “down a pricing mechanism for energy that
tracked actuals as much as possible.” (Tr. 2486.}

charles Myers stated that Getty was also interested in
ensuring operation of the project by 1985 in order to obtain
certain tax benefits associated with the project. To this end,
Getty included a number of incentives in its contract with Fluor
Engineers (Fluor) who were to puild thé plant. Spécifically, this
contract provided for a lump sum payment for conpletion of the
project by mid-December, 1985, and day-to-day bonuses for Fluor
for every day that the project was conmpleéted before Decenmber, 1985,

charles Myers indicated that Getty had insisted upon the
$143 per kilowatt-year capacity price based on theé start-up date of
1986 and the capacity table in effect for that year. He also
understood, however, that the contract being negotiated entitled
Getty 7to gain capacity prices at $143 per kilowatt if you started
during 19857 (Tr. 2474) and that the contract, "as proposed by
Edison,” did allow start-up opérations to begin as early as June,
1985. (Tr. 2489.)

Charles Myers describéd Getty’s ability to tie its price
to the 7true avoided cost of fuel” as a "big benefit” to Getty.
(Tr. 2581.) With respect to any specific corresponding benefit
Which Edison might have received, Charles Myérs stated: *I don’t
recall any specific contract provisions being exchanged one for
another in any instance.” (Tr. 2581.)
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With respect to the standard offers, Charles Myers
indicated that he felt he should be familiar with them. ' However,
he had never read Standard Offer 2 nor had anyone, including
Levine, ever referred him to that offer.

For Getty, corporate approval for the project was based
on a review of the project as a whole. The specifics of the
contract were never presented for corporate approval, such tasks
being reserved for the fdivision” level of the conpany.

(Tr. 2531.)

At Edison, beginning in the fall of 1982, Glenn Bjorkland
served as the vice-president of Edison’s Systén Development. In
this department a new qroup,-éogeneration and Small Power
Development, was formed. This group was headed by Maurice Kent, to
whon Michael Vogeler, Levine’s immediate supervisor, reported.

Bjorkland described himself as *the responsible officer”
for Edison in the execution of the Kern River contract. .

(Tr. 2777.) In this role, he ~“established policies and gave
directions to Edison pérsonnel to protect ratépayers’ intereésts in
the negotiation of the KRCC contract.” (Exhibit 148, at p. III-2.)
This step was acconmplished by verbally directing his managers who
reported to him to rerain aware that their obligation was to
protect Edison’s ratepayers and that no special consideration
should be accorded affiliatés, with greater protection being
extended to ratepayers in those instances.

In this regard, Bjorkland testified that no written
instructions or guidelines on contract negotiations were prepared
or given to his managers. Insteéad, Bjorkland chose to rely on
verbal comnunications and on his “confidence that thé people that

- were résponsible for that did the proper analysis and that I could
trust their response.® (Tr. 2761.)

Bjorkland statéd that, whilé he did make verbal inquiries
on the status of particular negotiatiens and any resulting
ratépayer benefits, he did not recall taking those steéps with
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respect to the Kern River project.. Bjorkland could not recall if
he was familar with the standard offers on file with the comnission
at the time nor did heé believe that he gave Edison personnel
directives to be familiar with those offers. He was not in direct
conmunication with Levine and *"was very dependent on the
responsible managers to carry out the directive and to represent
the company.” (Tr. 2783.) Bjorkland never participated in any
conparison of the Kern River contract with standard Offer 4.

Bjorkland also never authored nor directed the
preparation of written guidelinés on seeking Connission preapproval
of nonstandard contracts. The decision not to seek Cornission
preapproval of the Kern River project was part of a general policy
not to take such action *unléss there was sorething unique or
highly unusual.” (Tr. 2797.) Up to the time of the execution of
the Kern River contract, Bjorkland indicated that Edison had never
been presented with a cogenération project of the size of Kern
River in which Edison’s participation was desired.

Among the managérs reporting to Bjorkland was Maurice
Kent, manager of Edison’s Cogeneration and Srall Power Dévelopnent
Department and Michael Vogeler’s direct supervisor. In his
testinony, Kent stated that he had no direct role in the
negotiation or analysis of the Kern River contract. It was Ként’s
understanding, however, that “we should not refuse to offer a
standard contract to anyone and that wé should not refuse to
negotiate with anyone if they wished to negotiate.” (Tr. 2831.)
Kent accepted Vogeler’s reéecommendation to sign the Kern River
agreecent.

Kent indicated that early drafts of the KRCC contract in
late 1981 were based on the Procteéer and Gamblé contract bécause no
standard contracts existed. By the time Standard Offer 4 was
approved, Kent consideréd the drafting of the Kern River contract
to have béen 7”virtually” conpleted. According to Kent, #Edison was
convinced that Getty would not agree, at that late date, to abandon
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the parties’! lengthy negotiations in favor of considering execution
of an SO 4 contract.” (Exhibit 148, at pp. I1-9 to II-10.)

Kent, who stated that he was familiar with Dp.82-01-03,
testified that it was his decision not to seek Comnission
preapproval of the Kern River contract. 1In Kent’s view, “the
connission had made it clear that advance approval was to be
requested only in special and limited situations.” (Exhibit 148,
at p. II-12; enphasis deleted.) At no point in time did Kent
consider that 7any of the terms of the KRCC contract up to its
signing involved special conditions or situations that might have
warranted preapproval.® (Tr. 2852.)

Michael Vogeler described himself as the manager
responsible for the negotiation of the Kern River contract. He
{informed those assisting in the negotiations to act at all times in
the interest of Edison. While he did not negotiate the contract,
»I handed it to Mr. Levine and told him to implement the principles
that we had agréed upon as executives.” (Tr. 3067.)

With respéct to negotiations with Getty, Vogeler stated
that Getty would not accept a standard offer and ”insisted on a
nonstandard contractual arrangemént becausé of its concern that
standard offers did not provide sufficient energy price certainty
over the life of the contract.” (Exhibit 152, at p. 4.) Vogeleér
was also certain that Getty would have réfused to negotiate a lower
capacity price.

Vogeler viewed Getty’s concessions for receiving the
enérgy and capacity térms which it desired as accepting less than
avoided cost energy payméents and béconing operational more quickly
than required undéer thé standard offérs. With réspect to the fixéd
capacity payment, it was Vogeéleér’s view that #if that project was
capable to come on liné éarlier than 1986, thére was no logical
reason to penalize thénm by réducing their capacity payment.”

(Tr. 3052.) It was also Vogéler’s opinion that the bénefits of
providing capacity to Edison’s systeéem, on which there was a
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capacity need, *far outweighed any impact on the ratepayers of the
difference” in available capacity prices. (Id.)

Vogeler described his motivation in-encouraging the
successful negotiation of the Kern River contract as resulting from
the penalty assessed by the Commission in Edison’s 1983 test year
rate case. (D.82-12-055.) Specifically, Vogeler testified:

®And, you know, 100 to 300 megawatt cogeneration

project was large and was significant, and

frankly would go a long way 1in ny view of

getting me out of trouble with the Commission,

becausé I was the manager that was told to get

that penalty off of Edison’s back...”

(Tx. 3068.)

Vogeler viewed himself as *reasonably” familar with the
stardard offers, but that #we delegated péople to know the nuts and
bolts of contracts.® (Tr. 3071.) For himseélf, Vogeler stated that
he had *véry little to do with Standard Offérs 1 or 2.7
(Tr. 3113.) With réspect to Leviné’s familiarity with the standard
offers, Vogéler respondéd that it *was not something I felt was
really paramount to the negotiations.* (Id.) Because vogeler's
instructions werée to negotiaté a contract below avoided cost,
Vogeler *did nothing to éncourage Mr. Levine to encourage Getty 0il
to sign a standard offer contract.* (Tr. 3072.)

on the subjéct of termination provisions, Vogéler
instructéed Levine that #if wé wére going to have a termination
provision, that teérmination provision should recover anything other
than as-availablé payments.” (Tr. 3080.) Vogeler did not reécall
Stardard Offer 2 évér being discussed in theé negotiations nor his

ever asking Getty to consider changing some of the contract terms
to take into account the standard offers.

With respect to contract preapproval, vVogeler understood
fron the Commission staff that if thé contract was below avoided
cost and négotiatéd in good faith, it was not desirable to subnit
it to the staff. Vogelér, however, stated that he was not familiar
with Compission directives or decisions on préapprovai after the
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comnission’s resolution on the Proctér and Gamble contract.
Vogeler thought that it was in a discussion with Kent *where we
took a ook and said, well, they don’t want-us to subnit the
procter & Gamble contract, we have a sense of what the guidelines
are, let’s not go through the exercise.” (Tr. 3088.)

In September, 1982, Levine’s draft of a power purchase
agreement was circulated for internal review at Edison. among
other things, the draft included a capacity price of $169/kHW/year.
At the time, the published value for a firm power contract with
delivery starting in 1986 was $147/kW/year.

puring the circulation of the agreenment, various conceérns
were raised by other Edison employees. Among them, questions were
raised regarding the possibility of the paynents’ exceéding
Edison’s avoided costs based on the adopted énérgy price formula
and the differéence between the contract’s capacity price and
published capacity price. On Septenmber 23, 1982, the draft was
forwarded to Getty.

Oon February 22, 1983, Edison and Getty filed their
prehearing conference statenent in 82-AFcC-2 (Exhibit 173) beforeé
the CEC, and on February 25, 1983, a hearing was held béfore the
CEC on Getty’s and Edison’s réquest for certification of the Xern
River project. In the prehearing conferénce statement (Exhibit
173), Edison asserted that a CEC certification decision did not
require inquiry into the ownérship of the projeéct, fuel supply
assunmptions for the projéct, or the use of the power from the
projéct (except as to the neéd for the power). (Exhibit 173, at
pPpP. 15-16.)

puring thé February 25 hearing (Exhibit 174), however,
Edison did inform the CEC of a planned 50% equity ownership in the
Kern River projéct by the end of 1983. With respect to the
parties’ planned purchase power contract, Vogeler, on behalf of
Edison, merely stated that “there may be somé adjustmeénts that
would make the final agreement not look like a standard offer that
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welre all so familiar with here in the CPUC proceedings, but in the
big picture the price would not exceed anything authorized by the
conmission”. (Exhibit 174, at pp. 63-64.) Vogeler also indicated
that Edison was not contemplating submitting the contract for this
comnission’s review, because Edison had "not addressed subjects in
our negotiations which make us feel it would be necossary.”

(Exhibit 174, at p. 65.)

on March 23, 1983, a letter of intent was drafted by
Leviné and subsequently presented to Getty. The letter coverxed the
following contract terms: energy payments, capacity payments,
scheduled maintenance allowances, interconnection, metering,
electric system integrity, periods of forced generation, teérm of
agreerment, and dedicated capacity changes.

On March 23, 1983, a comparison of the Getty letter of
intent and a *standard agreemént' was apparently conducted by
Edison (Exhibit 13 to Commission Exhibit 99.) While Leviné’s
ijnitials weére one of the two sets on the document, he could not
récall undértaking this comparison nor could he recall to which
#*standard agreement” the comparison was made. Thére is no
indication on this documént nor did Lévineé recall that this
corparison included an eéxamination of termination or scheduled
maintenance terms.

on June 3, 1983, Edison formed thé SSEC as a wholly owned
subsidiary of Edison. Since the approval of Edison’s holding
corpany in January, 1988, SSEC has beén part of the Mission Energy
cospany, an Edison affiliate.

At the timeé of its formation, the officers of SSEC
included the following Edison employeest Glenn Bjorkland,
president; Michael Vogeler, vice-président and general manager{ and
patricia Neel-Glazier, secretary. While sérving in these
capacities, Bjorkland, Vogeler, and Néel-Glazier remained on the
Edison payroll and in their positions as an Edison vice-president,
manager, and attorney, respectively.
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SSEC’s bylaws, adopted June 22, 1983 (Bxhibit 156),
included among the officers of the company the president, vice-
president, and secretary. Under the bylaws,; the duties of the
president included #general supervision, direction, and control of
the business and officers of the corporation.” (Exhibit 156,
Article IV, Section 9.) The president also had "the general powers
and duties of managenment usually vested in the office of president
and general manager of a corporation”. (Id.} 1In the absence of
the president, the vice-president was to have "all the duties of
the President.” (Id., Section 10.) Both president and vice-
president weré to have any other powers or dutiés as prescribed by
the board of directors. The secretary’s duties centered on
providing notice of meetings and keeping the meeting minutes. .

On June 25, 1983, Edison and Geétty entered a partnership
agreement in which SSEC and Getty would each own 50% of the Kern
River facility. The partnership was to be managed by a management
committeé with two representatives from SSEC and two from Getty.
The comnittee was to meet monthly. Thé company resulting fron this
partnership was to be called the Kern River Cogéneration Company
(KRCC) . Neel-Glazier was involved in drafting the partnership
agreement which she stated was modelled on a prior Edison
partnership agreement which did not involvé a QF.

Thée two SSEC managément comnittée mémbers in KRCC were
Vogeler and another Edison émployee, Thonas Reed. Reed viewed

Vogeler as "the léad of the two of us on thé managemeént conmittee.”
(Tr. 2727.) Charles Myers served as KRCC’s executive director.

All parties involved in KRCC saw no conflict of interest
relating to thé negotiation of the KRCC contract and the choice of
the officers and management of KRCC. In this regard, Charles Myers
pointed to Section 12.3 of the partnership agreement (Exhibit 129)
which provides:

mNotwithstanding anythlng to the contrary 1n
this Agreement, with respect to the negotiation
of any contract or enforcement of rights
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arising under any contract between the

Partnership and a Partner or the Parent or

Affiliate of any Partner, the Partnership will

act through the Partner who is not and whose

Parent or Affiliate is not or will not be a

party to the contract.”

According to Charles Myers, this language was interpreted
by the partnership to preclude SSEC menbers of the KRCC managemeént
comnittee from having a vote on the approval of the KRCC purchase
power agreement. The non-interested party, Getty in the case of
the KRCC agreement, was to make all the decisions for the
partnership. cCharles Nyers viewed Section 12.3 as *there to
protect the partnership”. (Tr. 2559-2560.) Charles Myers
indicated, however, that there was no linitation on SSEC managéneéent
conmittee members making suggestions on the contract although he
could not recall any being made. Charles Myers, however, did
renémber Vogeler and Reed being present at meetings when the
contract was discussed.

Charles Myers also observed:

aphere was always concern that the negotiations
for the parallél generation agreemeént occurred
outside of the managénent committée. And I
bélieve that is why Mr. Levineé rather than
Mr. Vogeler took the lead in doing those
negotiations to Xeép a mémber of the nanagenent
committée from directly participating in and
being a léad representative of Edison during
the negotiations...” (Tr. 2563-2564.)
Charles Myers also expressed the opinion that #zsince KRCC is a
general partnership, it is not a regulated company, it is a
qualifying facility, its interpal docunents are not subject to
review by DRA.” (Tr. 2571.)
With respect to the Edison employeés also working for
SSEC, Bjorkland testified that as president of Southern Siérra, he
performed only “ministerial work that was required in signing
documents.” (Tr. 2755.) While Bjorkland executed the KRCC
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agreement for SSEC, he saw no conflicts between his dutles as
president of SSEC and vice~-president of Edison.

Although thé SSEC bylaws gave the -president the authority
to perform supervisorial functions, Bjorkland did not recall
performing any on behalf of SSEC and stated that the supeérvision of
vogeler remained under Kent. Bjorkland stated that SSEC was among
the first subsidiaries that Edison created for purposes of a QF
joint venture following the issuance of PURPA.

Neel-Glazier confirméd that at the same time she was
negotiating the KRCC contract she served as the secretary of SSEC.
she, like Bjorkland, saw no conflict in these dual roles since the
office of secretary was a nonvoting, adninistrative function. Her
duties were to take minutes, establish meeting times and agendas,
and send out correspondence. .

Neél-Glazier viewed the management committee membérs as
xphy and large not the principal negotiators on the (KRCC)
contract.” (Tr. 2949.) Neel-Glazieér recalled that 7Nr. Vogeler
did have somé input on the contract from Edison, not from KRCC.”
(Tr. 2949.) According to Neel-Glazier, he would not provide this
input at thé ranagement committee méetings, but in "reviewing the
contract at the office.” (Tr. 2950.)

Vogeler indicated that he remainéd on the SSEC managenént
committee until he left Edison in Juné, 1984. Vogeler stated that
he was never compensated for his work on behalf of SSEC. Reéd
testified that, while serving on the KRCC managenent comnitteé, he
was directéd to act at all timés to advance Edison’s interests and

thosé of Edison’s ratepayers. Reed could not récall any written
instructions to that effect.

on July 25, 1983, Edison and Getty executed a Letter of
Intent. (Exhibit 14 of commission Exhibit 99.) Thé terms embraced
by this lettéer of intent are largely those contained in the final
executed agréément discussed previously in this decision. The
letter, however, contained seéveral provisions relating to the
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eventual outcomeé of the negotiations. One, entitled ~Liability,”
stated: “Neither party shall have any liability to the other party
if for any reason theré¢ is a failure to consunmate a Parallel
Generation Agreemeéent.” (Exhibit 14 of Commission Exhibit 99, at

p. 25.) The second, entitled “Standard Offer Provision® providead:

»If at any time prior to January 1, 1986 there

is a change in the law, whether by statute,

administrative regulation or judicial

decisions, or any combination thereof, which

results in an Edison standard offer, approved

by the comnission, which in Getty’s sole

judgment is moré favorablée to Getty, then Getty

may elect to take that standard offér, and upon

exéecution of the standard offer by both

parties, the Agréement is terminated.” (1d.,

at P. 24.)

It was Levine’s understanding that Getty wished the
letter of intént 7to lock in the pricing terms so that they knew,
in effect, what the économics of the projéct would be.” ¥hile he
acknowledged the existence of the *Standard offer Provision,”
Levine *did not feel or believe at that time that Edison would have
offered the standard offer to the Kern River Project because it was
physically located outside of that sérvice territory and we wére
not undér an obligation to purchase that power.” (Tr. 1373.) In
addition, it was Levine’s opinion that when the partiés had beén
negotiating in good faith for a long time, it was not réasonable
#to go back and in a senseé rake a wholesale change and hand them a
totally different documént®. (Tr. 1427.) It was Levine’s
understanding of the létter of intent that if Edison failed to have
an agrééméent in place in accordance with thé terms of the letter of
intent that neither party would bé liable.

According to Charles Myers, the provision permitting
Getty to élect an Edison standard offer was placed in the létter of
inteént at Getty’s réquést. Charles Myers stated that it was
Getty’s intent ~“to just keep all their options opeéen”. (Tr. 2503.)
Edison was givén no concession for this provision nor was a similar
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clause considered which would have pérmitted Edison to use a
Standard Offer 4 if it considered it better for its ratepayers. It
was Charles Nyers interpretation of the partnership agreement that
Edison would have had no say as to the type of agreement which
would have been signed.

It was also Charlés Myers’s opinion that a request by
Edison to switch to a standard offer would not have been in keeping
with the prior 18 months of négotiation. In this regard, Charles
Myers stated that Getty “never really seriously considered” a
Standard Offer 4 contract. ({(Tr. 2463.)

Betwéen August and Séptember, 1983, the proposed purchase
power agreement was reviewed by Edison. Concérns were expressed in
written comments from three Edison employees: Carl Silsbee, J. A.
Kelly, and John Bunnell.

The concerns of these individuals focused on the thrée-
tiered energy price structure, theé use of a minimum heat rate,
reduction in contract capacity based on future table values, the
absence of termination provisions for lévelized capacity
overpayments, the 1000 hr./yr. linmitation on use of oil/gas/coal
average when neither oil or gas is avoided, the requirement that
coal is the only alternate avoided fuel, heat rate floor at odds
with the proposed long run standard offer which used périodically
updatéd IERs, and the lack of currént écononic analysis. In one
memo, Bunnell expresséd concern about the change from earlier
drafts from an eénérgy paymént based on 93% and 95% of avoided cost
to one baséd on a 96% discount. This individuval stated: “HWe reed
to bé especially careful of giving even the appearance -of a
sweetheart déal with our own subsidiary.” (Exhibit 25 of
Exhibit 88.) »

Oon October 13, 1983, Lowell Orren, an Edison employeée,
conducted a computéer analysis of the KRCC contract. (Exhibit 116.)
Assuning a 20-yéar firm capacity contract, a capacity value of
$143/kw-year, and no change in theée average heat rate from an
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assumed value of 10,530 Btu/kwh, the analysis conoluded that the
contract payments would represent 99.77% of avoided cost over the
life of the contract. Orren also observed that he made two
conservative assumptionst (1) the variable O&M factor would remain
constant at 2 mills per kWh, whileé theé Commission has authorized an
escalation in variablée 0&M, and (2) the line loéss factor was givén
a value of 1.0, even though it would have been reasonable to assume
that a line loss factor gréater than 1.0 would be approved by the
Conmission in the future.

Bunnell and Kelly testified that the analysis performed
by Orren, who was under Bunnell’s supérvision, addréssed Bunnéll'’s
concern about the decrease in the energy payment discount and
Kelly’s concern about the lack of an economic analysis. Bunnéll
also testified that at thée time of the contract negotiation the-
standard offer was not considered "the Holy Writ” that it is today.
(Tr. 2713.) According to Bunnell, at the time of the KRCC contract
negotiations Edison "had béen évaluating contracts in theéir overall
risk.” Based on that approach, there was *not a quid pro quo for
evéry line change in the contract.” (1d.) Bunnéll creatéd no
documénts comparing the nonpricé terms of the KRCC contract to
Standard Offer 4.

Levine could not recall seeing Orren’s analysis at the
time it was prepared, but hé knew that Edison was forecasting
payménts under thé contract to bé 99.8% of avoided cost. Levine
also did not recall éver speaking with Orren about his analysis.

Vogéler could not recall séeing Orrén’s analysis during
the négotiation or execution of the KRCC contract. Vogeler
indicated that he *didn’t particularly care what some analyst in
another office said and ran out on his calculator, because I daidn’t
think it was relevant and I still don’t.” (Tr. 3073.) The only
avoided cost analysis performed by Vogeler was the following:

#T took what I felt was the incréméntal heéat
rate of the Ed1son systen, thé cost of an oil
or gas fuel in dollars pér Btu and took the 95
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percent of that, that was thé extent of the
management type analysis that I did:; in other
words, it was fundamental principlée that if you
discounted by 5 percent, you were- below avoided
cost. That’s the extent of the in-house
analysis.” (Tr. 3077.)

On Decenber 27, 1983, Silsbee wrote a note to files on
the subject of a request for sign-off on theée KRCC contract recelved
from EG Myers with a due date of December 28, 1983. According to
this note, Silsbee had indicated that the KRCC contract differed
fron the standard offer in a number of key respects. Among then,
Silsbee cited the use of the average heat rate, a three-tiered
energy price structure, and a limitation on economy hours. He also
indicated that his group (révenue requirements) had had no real
opportunity to provide input. Nevertheless, Silsbee indicatéd: *I
recomménded signoff, but with the undérstanding that we were
disturbed on the deviation from standard offeér contracts.”

(Exhibit 16 of Exhibit 88.) Levine testified that the revenue
requiréments department of Edison would be the most knowledgeable
about standard offer terms: however, he never spoke to Silsbhee
about this remo.

puring hearings in this proceéeding, Silsbee acknowledged
his concern over the possibility that unforecasted events could
cause contract payments under theé draft KRCC contract to deviate
from payments under a standard offer. Silsbee did not consider,
however, that “these events were so likély to occur that the
contract should not be signed.” (Exhibit 148, at p. III-7.)

puring thé same time period, August, 1983, through
Decémber, 1983, cértain répresentations weré madé by Edison to the
Commission staff régarding the KRCC contract. 1In particular, on
August 25, 1983, the Commission’s Executiveé Director wrote Edison
indicating that the Commission had been *informeéd” that Edison

would be a substantial participant in thé Kérn River project. The
Executive Director asked for Edison’s response to a séries of
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questions attached t6 thé letter. On September 27, 1983, Edison
responded. (Exhibit 175.)

In Edison’s response, Edison indicated that its
participation in the project would be through a wholly owned
subsidiary which was a 50% partner of KRCC with Getty. Neither
the officers nor managenént of the subsidiary were identified.

Edison described the essential terms of its purchase
power agreement with KRCC as followst ¥20 years, 96% avoided cost,
negotiated contract, provisions similar to Standarad Offer No. 2
firm power.~” (Exhibit 175, Data Request 8/25/83, Answer No. 2.1.)
With respect to the contract’s termination provisions, Edison noted
that it had the right to terminate the agreement upon ninety days’
written notice to KRCC in the evént KRCC ”failed to make available
Contract Capacity throughout the term of the agréement pursuant to
the availability provisions®. (Id., Question 4.)

Edison was also asked whether officers and employees of
Edison would bé assigned éxclusively to the Kern River project and
how records and accounts would be maintained. Edison indicated

that a separaté, identifiable payroll grouping would be
established, through which séparate récords and accounts of these
enmployées would be rmaintaineéd.

According to Vogéler, several weeks before the KRCC
contract was finalized, he met with mémbers of the commission staff
to discuss 7the résults of thé final negotiation.” (Exhibit 152.)
vogeler had no writtén notés or description of theseé meetings, nor
did he recall the extént of the convérsation. Vogeler did récall
#f1ipping through the contract” with a staff mémber present and
discussing “thé concept béhind the pricing, the 20-year term".

(Tr. 3092, 3115.)

vogeler, however, nevér léft a copy of the contract or
earlier drafts with the staff, never met with any Commissioner
regarding the contract, and never sought the opinion of eithér the
commission’s technical or legal staff on whether Edison should
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submit the contract for préapproval. He also never provided the
connission staff with a copy of the partnership agreement due to
its confidentiality. -

Between August 10, 1983, and December 21, 1983, the KRCC
parallel generation agreément was revised seven times. Five of
those revisions post-dated the approval of Standard Offer 4 on
September 7, 1983. Arong the revisions occurring after this date
was the addition of Section 5.5 to the KRCC termination clause.

Between Decenmber 21, 1983, and Januwary 6, 1984, Edison
modified the capacity overpayment formula contained in the KRCC
contract. The value in thé denominator, inténded to reflect the
length of the firm contract, was changed from 20 to 12. On
January 16, 1984, thé purchase power agreement between Edison and
Getty was executed by Charles Nyers, Exécutive Director of KRCC,
and Bjorkland, VP Edison and President of SSEC.

According to Ként, Edison did not refuse to offer or
discuss terms and conditions 1liké those contained in the KRCC
contract to any other QF nor did any other QF ask for similar
payment provisions. Kent stated, however, that Edison never madé
known to other QFs what thée terms and conditions of the KRCC
contract were.

C. Amendments of the KRCC Contract-—June 7, 1984
to April 28, 1988

Between January 16, 1984, and the présent time, the
parallel generation agreemént bétween Edison and KRCC has beén
amended three timés. 7he first anendment, exécuted on June 7,
1984, résulted in thé déletion of Edison’s right to términate the
agreement upon 96 days’ writtén notice for KRCC's failure to make
contract capacity available, and KRCC'’s ability to obviate the
notice by making contract capacity available within thé 90-day

notice period. This change résulted in Section 5.2 of the contract

reading as follows:

Section 5.2¢ ~If KRCC fails to make available
Contract Capacity throughout the term of this
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Agreement pursuant to Seéction 14 (Capacity
Purchase and Salé), KRCC shall eXerogse due

diligence to correct the reason for loss of

contract Capacity and Net Energy.”

The parties also removeéd language in Section 5.4 of the
ternination provisions. 1In particular the first sentence of
Section 5.4 read: “If KRCC fails to provide the required contract
capacity a new Contract Capacity value shall be established by the
Parties upon the basis of demonstrated capacity.” 1In the
amendment, the parties removed the language *established by the
Parties.”

on April 12, 1985, Edison and KRCC executed a second
amendment of the parallel generation agréémént. Section 13.4 of
the agreement was amended to pérmit KRCC to begin operation on
May 1, 1985. Previously, Section 13.4 had provided that the
earliest date of operation was June 8, 1985. The agreerent was
also amended to add a seéction permitting KRCC to receive full
as-availablée capacity payments for capacity delivered by KRCC to
Edison at any time after May 1, 1985, but prior to the availability
of the contract capacity. (Exhibit 109, Section 14.4:)

on April 28, 1988, Edison and KRCC executed a third
amendment to the parallel generation agreement. According to
Section 3.1 of the amendment, the améndment was to be effective
retroactively to January 16, 1984. Edison states that the changes
undertaken in the third aréndment were based upon concerns DRA had
expressed during the discovery phase of this procéeding regarding
the reasonablénéss of certain provisions of the KRCC contract.
Edison states that in ordeér to "moré clearly state the original
intent,” Edison sought and obtained the third amendment from KRCC.
Edison alleges that 7(n)o consideration was given to KRCC by Edison
for the execution of this améndment because it reflécted the
original intent of the partiés.” (Edison Opening Brief, at p. 45,
footnote 90.)




A.88-02-016 ALJ/SSN/fs

The amendment itself alters and adds numerdéus provisions
of the contract relating to scheduled maintenance, contract
capacity, qualifying facility definition and warranty, termination,
the determination of thé contract heat rate, and the period
performance factor and the on-peak capacity factor used in the
calculation of KRCC’s capacity prices. Anong other things, these
anendments resulted in changing the repayment formula under Section
5.5 from "Contract Capacity x $169/kW x (1-(X/12))” to ~Contract
Capacity x $169/kW x 1-(X/20)}*.

In addition, significant changes were made to Section 8.7
of the contract. Originally, this section had required KRCC to
perforn routine maintenance when it would not adversely affect
Edison’s system integrity ~*insofar as it is practicable to do so.”
The amendnént resulted in Section 8.7 becoming a section heading,
»Maintenance,” original section 8.7 becoming section 8.7.1 and five
addition subsections being addéd. These subséctions require KRCC
(1) to maké a reasonablé effort to schedulé routine raintenance in
non-peak months, (2) limit the numbér of annual and peak period
paintenance hours, (3) permit the accumulation of unused annual
paintenance hours with a limit on the amount accumulated and its
use "consecutively and only for major overhauls, and (4) the
application of those hours only when Edison had been notifiéd to
apply thé hours to thé béginning of the outage until thé end.

The valué to bé givén the contract heéat rate used in
calculating energy payments was also changed. In particular, a new
section was addéd to appendix B, Section 1 of the agreement to
requiré that this value ~"shall be based upon oil used in Edison’s
thermal generating stations. »

The formulas used to detérmine thé “period peéerformance
factor” and ”“on-peak capacity factor” used to calculate KRCC's
capacity price were also amended. Both factors were also limited
to a value no greater than 1.0:
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D. Events in 1988 to 1989 Related to the
commission’s Review of the KRCC Contract

On February 7, 1989, CSC filed an expedited application
for stay of D.89-01-047, issued in this proceeding and reviewed
earlier in this decision. The basis of thée request was CSC!s
intention to file an application for rehearing of D.89-01-047 no
later than February 10, 1989. In the application for rehearing,
CSC intended to clarify ambiguities in the Commission’s decision
related to the Comnission’s granting DRA‘’s motion to compel.

On February 21, 1989, hearings on the scope of
reasonableness review of the KRCC contract issues commenced.
During the second day of hearing on February 22, counsel for DRA
stated that, despite the Comnission granting DRA’s notion to compel
docunents in D.89-01-047, DRA had yét to receive this information.
DRA stated that it had made its first réquest for this information
on February 7, 1989, in a letter addressed to counsel for Edison.
Based on responsés réceived from Edison, it was the opinion of
DRA’s counsel that, while ¢SC’s application for rehearing was
pending, Edison did not intend to produce the docunments which DRA
sought. DRA expressed its concern that Edison’s action would
prevent DRA from using this information during hearing.

In responsé to counsel for DRA, the ALJ indicated that
the filing of an application for réhéaring or stay did not stay a
utility’s compliance with a Commission order. Further, the ALJ
stated that an automatic stay in this case was not possiblé due to
the decision having becomé effectivé thé date of issuance.

In response, CSC’s attorney, also répresénting KRCC,

stated that, in the absénce of a Commission décision on the stay or
the application for rehearing and a decision by thé california
Supreme Court on appeal of that order, compliance with D.89-01-047
was not réquired. Counsél for Edison concurred with CSC and
statedi! #I do believé that CSC and Getty Enérgy Company have
substantive rights to appeal of the Commission’s January 27
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decision, and by producing the documents without somé degreé of
protection, Getty and CsC’s rights to appeal would be denied.”
(Tr. at p. 1099.) Counsel for Edison continuedt #(H]e are now in
a position of being torn between two--the rights of our partner and
the potential liabilities we may incur as a result of doing
something not in accordance with their desires and our desire to
comply with the Commission order.” (Tr. at p. 1100.) At the end
of the discussion before thé ALJ, Edison and CSC/KRCC had made
clear that neither party intended to provide the fnformation
requested by DRA until the case had been decided by the california
Supreme Court. )

on February 23, 1989, the ALJ addressed Edison’s failure
to comply with D.89-01-047. 1In discussing theé issues raised by the
parties, the ALJ made threé lettérs éxhibits in the proceeding.
The lettérs, two authored by Edison’s counsel and one by DRA’Ss
counsel, had béen written betweén February 10, 1989, and
February 17, 1989, and addressed DRA’S desireé for the documents
which were the subject of DRA’s motion to compel. (Exhibits 93,
94, and 95.) In Exhibit 95, Edison had stated that it would
providé DRA the requested information but only when D.89-01-047 had
become final.

in reviewing this correspondénce, the ALJ stated that
both by statute (Public Utilities Code, Seéction 1735) and by rule
(Commission Rules of Practice and Procedure, Rule 86) the filing of
an application for rehearing did not éxcusé any party from
complying with or obeying any order or commission decision, éxcépt
under such térms as thé Commission directed. The ALJ noted that
D.89-01-047 had unconditionally granted DRA’s motion to compel
production of cértain information filed on March 23, 1988. The ALJ
in turn directed Edison to produce all of the information requested
by DRA within its control.

Noting that D.89-01-047 did not provideé any proteéctive
order for any of the items requésted by DRA, thé ALJ concluded that
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there would bé no confidential treatment of the KRCC managemeént
copnittee minutes and the partnership agreement betweén KRCC and
Southern Sierra Company. The ALJ continued that if these two items
were not made available to DRA by the end of the first weéek of
hearings, the ALJ would reconnend to the Commission a finding that
the utility had failed to meet its burden of proof of showing the
reasonableness of the costs associated with the KRCC contract. The
aALJ aid, however, permit the KRCC management comnittee minutes and
its financial records to bé provided to DRA as confidential. To
the extent that DRA needed to d1sclose thése documents in the
course of héarings, DRA could then request that the confidentiality
of the documents be lifted.

On March 10, 1989, at the close of Edison’s direct
showing on the KRCC contract, the ALJ expressed concern with the
inadequacy of Edison’s showing on the reasonableness of the KRCC
contract. Edison’s case had consisted of two witnesses, one who
addressed Ccommission decisions and policy on QFs, and anotheér who
had reviewed the KRCC contract and found it to be reasonable.
Neither witness had been involved in the negotiation or execution
of the original KRCC contract, the creation of SSEC, or the
partnership agreément betweén SSEC and Getty.

In particular, the ALJ notéd that Edison had not
presented diréct testimony on a number of issues which, according
to Comnission orders in effect since 1982, would have'been
important to the determination of thé réasonableness of a
nonstandard purchase powér agréémént with a utility or afflllate.
As part of these comménts, the ALJ réminded Edlson, as the
Commission most réceéntly had in D.89-01-047, that it was the
utility’s, not DRA’s, obligation to démonstrate that its actions

were reasonablé through clear and convincing evidence.

on March 23, 1989, DRA moved to postpone rebuttal
hearings on traditional ECAC issues, and use the hearing days set
aside for this purpose to consider testimony on the KRCC contract.
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In making this request, DRA noted that on March 16, 1989, Edison
had served its rebuttal testimony. DRA stated that this testimony
included over 150 pages of preparéed téstimony sponsored by 22
witnesses. Of the 22 witnesses involved, 18 were to sponsor
testimony on the KRCC contract.

on March 27, 1989, an assigned Commissioner’s xuling was
issued. This ruling reviewed both the record and the AlLJ's
conments at the conclusion of Edison’s direct showing in this case,
as well as DRA’s request of March 23, 1989. The ruling granted
DRA’s request to postpone hearings on the traditional ECAC
reasonableness review issués. The Comnissioner made clear,
however, that his consideration of DRA’s request did not mean that
the testimony being presented by Edison was in fact rebuttal, that
it was not subject to motions to strike, or that the Comnission
condoned Edison’s approach in this case. Theé assigned
comnissioner’s ruling states that the Connission was in fact quite
concerned with Edison’s decision to follow an approach that was
wasteful of valuable Commission resources, including staff and
hearing time.

In the ruling, the assigned Conmissioner advised Edison
that any future relief réquested by the utility would be required
to be supported by a complete affirmative showing by which Edison
met or attempted to meet its burden of proof. Rebuttal would be
heard only to thé extent that Edison had met this burden and to the
extent that it was directly résponsive to testimony filed by DRA or
other interested parties. In particular, the assigned
Comnissioner’s ruling advised Edison to corréct its practices in
its next ECAC reasonableness filing in which many of thé sane
jissues related to nonstandard QF contracts would bé considered.

By D.89-04-088, dated April 26, 1989, the Conmission
denied the applications for rehearing filed by CSC and Getty on
February 14, 1989. Thé order notes that the items in quéstion had
been produced; however, the applications would have been dénied
even if this information had not beeén forthcoming. Denial would

have resulted because neither applicatiOn made a case for the
clarification which the applicants had nominally requested.

- 80 -
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VI. Reasonableness of the KRCC Contract

In this section, we will examine the positions of Edison,
KRCC, DRA, and TURN on theé reasonableness of the KRCC contract and
Edison’s actions retated to it, including the existence of any
self-dealing. This summary will be followed by our discussion and
résolution of the issués presented in this case.
A. Parties’ pPositions

pPreviously in this order, we noted that the
reasonablenéss of the KRCC contract is to be measureéd by the facts
and conditions that weré known or should have béen known to Edison
at the time of the contract’s negotiation and éxecution. Edison,
KRCC, and DRA accept this basic principle. Depénding on the
party’s viewpoint, however, thé emphasis or interpretation given to
the applicable laws, policies, and events varies greatly between
Edison and KRCC, on the oné hand, and DRA and TURN, on the other.
The parties also differ significantly on whether the contract terms
provided risks or benefits for Edison’s ratepayers and whether

Edison engaged in self-dealing in its negotiation and execution of
the contract.

while most of Edison’s testimony in this proceeding was
presented as a reésponse to DRA’s réport, we will nevertheéless
exanine Edison’s position first. Edison was permitted to place
into evidence its rébuttal testimony and may usé the entirety of
theé record to argue thé reasonableness of its acts. This
circunstance, howéver, doés not preclude our considération of DRA'’s
concerns régarding Edison’s approach to presenting its case.

1. Edison

Edison characterizés the standard of review and the issue
involved in this casé as follows!

»#Jt is Edison's position that thé same standard

of reviéw appliés to a utility’s decision to

enter into a QF contract as that used in the

reviéw by this Commission of any other decision
made by utility management. Undeér that
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standard, theé relevant question is whether the
utility’s management acted réasonably, taking
into account all of the information management
considered or should have consideréd when its
decision was made. cites, D.87-06-021,

PP. 19-20} D.86-10-069 g. 31.] Thé preOise
question to be answere& in this procéeding is
pot whether Edison should have negotiated and
executed the KRCC contract. It is, instead,
whether Edison’s decision to exécute the
contract falls with a spectrum or ‘bandwidth’
of possible business decisions, any one of
which prudent utility managers could reasonably
have made under the circumstances, taking into
account all of the circumstances -- regulatory,
econonmic and other -- that existed whén those
décisions weré made.” (Edison Opening Brief,
at pp. 38-39; emphasis original.)

Edison does not agree that thé reasonableness of the
contract should be judged *solely” on the basis of its
comparability to Standard Offer 4, Energy option 3, and *whetheér
the two contracts are egually beneficial to the Company and its
ratépayers.” (Edison Opeéning Brief, at p. 39.) According to
Edison, even assuning that "a standard offer contract répresents

the optimum QF contract, it has long been séttled that a utility is
not 1imitéd to choosing the optimum solution wheén it makes a
business decision.” (Edison Reply Brief, at p. 42.)

Edison’s view of the issue preéesented in this case cénters
on one critical piece of evidéncé. Specifically, Edison asseérts
that the récord in this casé demonstrates that at the time of the
KRCC contract’s exécution, Edison had no choice bétwéen thé KRCC
contract and 4 Standard Offer 4 contract because Getty would not
navé accepted the lattér. Undér this circumstance, »Edison’s
choice was betweén thé KRCC contract and no contract at all, ang it
is the prudency of that decision that is before thé Commission for
réview.” (Edison Opening Brief, at pp. 39-40{ émphasis deleted.)

applying its standard of review to this issue, Edison
states that the following circumstances justified its negotiation
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and execution of the KRCC contractt (1) a perceived need for
additional baseload capacity, (2) federal and state regulatory
policies requiring utilities to purchase electric power fronm
cogenerators, (3) éncouragement by this commission for Edison to
develop a pioneering enhanced oil recovery cogeneration resource in
Kern county, (4) arm’s length negotiations in which Edison
enmployées repréesented only ratepayers’ intérests, and (5) the
prudency of agreeing to a nonstandard contract. In addition,
Edison asserts that its managemént structure and review process
ensured that its ratépayers’ intérests weré fully protected
throughout the negotiation and execution of the contract.

In support of its position, Edison states that between
1981 and January 16, 1984, the utility reasonably projected a need
for and was actively pursuing the acquisition of additional
baseload capacity. According to Edison, when the KRCC contract was
executed in January, 1984, the capacity which the project provided
was "the single most significant accomplishmént” toward meeting
Edison’s goal, announced in October 1980, of bringing 1,900 MW of
rénewable and altérnativé generation résources on line by 1990.
(Edison’s Opening Brief, at p. 25.) Edison found that the résponse
of other QF technologies left considerable doubt as to whether
Edison could meet its goal.

Edison also lists the many merits of thé Kern River EOR
facility. Specifically, Edison notes that the project représented
the first najor enhancéd oil recovéery cogéneration facility to be

brought on line in california and demonstrateéd the feasibility of
largé-scale EOR cogénération in california.
Thé intereést of state and féderal govérnment in the

developmnént of alternative résources and the resulting regulatory
pressuré are other major reason cited by Edison for its policy of
pursuing QF cogenération contracts during this périoed. In
particular, Edison states that its décision to pursuée an agreément
with Getty for the Kern River projéct was "due in no small part to




A.88-02-016 ALJ/SSM/fs

the dedication of then CPUC Commissioner Claire Dedrick to the
development of that project.” (Edison Opening Brief, at p. 27.)
Edison states that former Commissioner Dedrick acted to éxpedite
cogeneration projects and encouraged california electric utilities
in this effort.

In téerms of "regulatory pressure,” Edison cites PURPA,
the resulting FERC regulations, and decisions by this Commission
and the CEC as éncouraging QF development generally and
cogeneration in particular. This “regulatory pressure” also
consisted of the $8 million pénalty assessed against Edison in its
test year 1983 genéral rate case. Edison states that its goéal in
negotiating and executing the KRCC contract *was to reach an
agreemént that would assure Edison a 20-yéar firm supply of
baseload capacity and energy at prices at or below Edison’s full
avoided cost, while satisfying, in part, Edison’s obligations under
the then-current federal and staté energy policies that strongly
favored the developmént of R/A (renéewable and alternative
generation) energy sources.” (Edison Opéning Brief at p. 28.)

Edison beliéves that the négotiation of the KRCC contract
was ”at arm’s léngth betwéen Edison employeés, bargaining on behalf
of Edison and its rateépayers, and Getty émployees, bargaining first
on behalf of Getty 0Oil Company and its subsidiary, Getty Energy
Company, and latér on behalf of KRCC afteér that partnership was
forméd.” (Edison Opening Brief at p. 30.) Edison further states
that Edison employées négotiated without regard to the fact that an
Edison subsidiary would havé a 50% ownership interést in KRCC.
Edison notes that both companies took steps to avoid even the
appeéarance of favoritism by designating Getty to répresent KRCC in
negotiating the KRCC contract with Edison.

Edison states that, whilé it may now seem that theére was
an “appearancé” of an opportunity for favoritism by Edison, the
reality was to the contrary. In support of this statement, Edison
cites the instructions by Bjorkland to "Edison pérsonnel
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responsible for negotiating contracts with affiliates” that their
obligation was to protect Edison’s ratepayers, to provide no
special consideration for affiliates, and to bé more protective of
ratepayers’ intérests in affiliate transactions. (Edison Opéning
Brief, at pp. 30-31.)

Edison also asserts that its decision to agree to a
nonstandard contract was prudent. In this regard, Edison states
that the Comnission had directed the utilities to negotiate
nonstandard contricts in good faith at the QF’s request, and that
such contracts could contain floors or lévelized payments if the QF
were interested.

According to Edison, the negotiated contract was
necessitated by the following factors: (1) the absence of a
comnission-approved standard offer when the negotiation process
began in early 1981, and (2) the *virtual” completion of the
drafting of the KRCC contract by the timé the Commission approved
standard Offer 4. With respect toé this second point, Edison states
that it had alréady signéd a letter of intent which fixed the
principal econoric terms of the contract as of July 25, 1983.
Further, Edison indicatés that it was convinced that Getty would
not have agréed at that point ”to abandon the parties’ léngthy
negotiations in favor of considering the exécution of an S04
contract.” (Edison oOpéning Brief, at pp. 32-33.) Edison was also
convinced that Getty would not sign a contract that did not contain
the energy price certainty and in turn the enérgy price formula
dénanded by Getty.

Edison places gréatest emphasis on its inability to leave
the bargaining table without risking a bad faith claim.
Specifically, Edison argues:

=Moreover, Edison could not have threéaténed to

leavé the bargaining table if Getty refused to

discuss an S04 contract. Thé Commission had

ruled that any QF could choosé to have a

negotiatéd contract and that, if it did, the .

utility was obligated to negotiate with the QF
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in good faith, using its management expertise

and judgment, in an effort to reach agreement.

(Edison Openlng Brief, at p. 35.)

In Edison’s opinion, the requiremént of good faith negotiations
coupled with its $8 million general rate casé penalty for failure
to offer full avoided cost payments in nonstandard QF contracts
would have made it imprudent for Edison not to have continued to
negotiate a nonstandard contract with Getty after Standard Offer 4
was approved.

For these reasons, Edison states that its negotiators
continued to work from late July 1983 to January 16, 1984, toward
obtaining a firm 20-year nonstandard powér purchase agreement with
Getty. Based on the econonic analysis performed by Lowell Orren,
Edison detérmined that ~theé KRCC contract would fully protect
ratepayers’ interests and would bé better for ratepayers than the
Commission’s approved SO4.” - (Edison Opening Brief at pp. 36 - 37.)
Edison states that in recommending that thé agreéement be signed,
the agreement represented the most favorable contract for Edison’s
ratepayers that could be negotiated with Getty.

Edison rejects any assertion that it intentionally
favored KRCC and that Edison’s negotiators and their supérvisors
failed to do their jobs. According to Edison, any réliance on
Leviné’s "scant attention” to Edison’s standard offers ignores the
testimony of his superiors (Vogélér and Ként). Edison states that
these managérs were fully awaré of Commission decisions, poliéies,
and standard offérs and took them into account in reviewing the
KRCC contract.” In Edison’s viéw thé knowlédge of these
supervisors and othérs who reviewed the contract at Edison "both
proteécted ratepayérs'and assured that the KRCC Contract would not
be inconsistent with thé commission’s standards.” (Edison Reply
Brief, at p. 36.)

It is Edison’s opinion that with the choicé being the
negotiated KRCC contract or no contract at all, the latter choice
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would have been imprudent. In support of this conclusion, Edison
cites (1) the commission’s strong cormitment to alternative energy,
specifically the large EOR cogeneration facilities in Kern County,
(2) the $8 million general rate case pénalty, (3) the requirement
to negotiate in good faith with OFs désiring a nonstandarad
contract, and (4) Edison’s projection that the KRCC contract would
be more beneficial to Edison’s ratepayers than a Standard Offer 4.
(Edison Reply Brief, at p. 45.) .

With respeéct to the specific contract terms, Edison
states that, at the time of signing thé KRCC contract, it
»reasonably appeared” to Edison that (1) KRCC would deliver firm
capacity to Edison for the 20-year term at a price at or below
Edison’s posted avoided cost; (2) the capacity and energy pricing
terns and the nonprice terms of the KRCC Contract, taken as a
wholé, were below Edison’s avoided cost, were beneficial to
ratepayers, and were better than those then available under an S04
contract; and (3) the risks to ratepayeérs under thé KRCC Contract,
if any were less than those under an §04 contract.” (Edison
opening Brief, at pp. 40 - 41.)

It is Edison’s position that the KRCC project is a firm

capacity résource, not an as-available resource. Edison reaches
this conclusion based on thé following!
(1) The economic incentives of both parties to

perform under thé KRCC contract and the
technical realities of the Rern River EOR
projeéct.

The contract requiremént that KRCC make
meyeéry reasonable effort” to linit outages
during on-peak and mid-péak périods to
unscheduléd failure of equipment directly
related to électrical geénération.

The prospective économic viability of KRCC
making it highly improbable wheén the
contract was executed that KRCC would éver
wish to terminate its pérformance, or be
able to show its pérformanceé was
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unprofitable after its debt was retired or
decreased.

(4) Edison’s declining to accept deliveries

being an évent over which Edison had
conplete control.

Edison states, however, that "to avoid any concern by the
Commission” with respect to the scheduled maintenance or
termination provisions these terms were amended by the Third
Arendnent to the KRCC contract éxecuted in April, 1988. Edison
notes that no consideration was given to KRCC by Edison for the
execution of this amendment “because it réflected the original
intent of the partiés.” (Edison Opéning Brief, at p. 45,
footnote 90.)

Edison also dismisses thé contention that no fee was
réquired to be paid in the event of termination after 12 years and
that if KRCC ceéased performance during the fourth through twelfth
years, the términation fee was léss than the fee under a Standard
offer 4 contract. Edison finds the criticism unjustified because
(1) the Third Ameéendment extendéd the repaymeént period for the full
20-year life of the Contract, and (2) the KRCC termination fee
formula would have resulted in higher payments than under a
Standard Offer 4 contract if KRCC had terminated performance during
the 1985, 1986, and 1987 record periods.

To remove any possible concérn regarding this provision,
Edison rénews its commitmént 7to protect its ratepayers in the
unlikely event that KRCC does terminaté its performance.” (Edison
Opening Brief, at p. 48.) Edison states that it has accomplisheéd
this result by agreeing, through the téstimony of its witness
Barrett, to indemnify its ratépayérs to thée same extent that
ratepayers would bé protected undér a Standard Offer 4. According
to Edison, SSEC has indémnified Edison against the cost of such

protection.
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It is also Edison’s opinion that any oriticism of KRCC's
right to increase contract capacity ignores the facts which existed
at the time the KRCC contract was executed. Edison believes that
this provision was reasonable as it met an e¢arly 1990's resource
need and satisfied an operational requirement of the EOR projeéct.

Edison states that its decisions regarding the capacity
price of $143/kW-yéar under the KRCC contract were reasonable.
specifically, Edison asserts that the decision to base the contract
term on the 1986 capacity payment was appropriate due to the then-
anticipated date of firm opération. Edison also states that it
reasonably believed that Geétty would not agree to accept a capacity
pricé of $132/kW-year based on earlier operation. When KRCC
commenced operation in August, 1985, Edison states that it could
not have préevented this elected start-up date and it was then
conpelléd under the language of the contract to pay KRCC a capacity
price of $143/kW-year.

With réspéct to the KRCC contract energy pricés, Edison
states that, at the time of contract execution, Edison bélieved
that energy costs under the contract would be lower, on a
cumulative basis over the life of thé contract, than Edison’s
posted avoided energy costs. Edison reached this conclusion
based on the following considerationst

(1) The contract heat raté ensures that energy
payments will not exceed Edison’s avoided
cost of energy.

(2) The KRCC contract energy price formula
includes a 4%‘di§¢ouptrfacto§_for the
purpose of reducing énergy prices below
Edison’s avoided énergy cost when oil or
gas is Edison’s- marginal fuél.

The KRCC contract énérgy pricé formula

includes a provision to better approximate
avoideéd energy cost during periods when
neither oil nor gas is Edison’s marginal
fuel;
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The heat rate floor and ceiling responds to
Getty’s insistence on energy price
projectioni

The reasonable projection that KRCC
contract energy pricés would be below
Standard Offer 4 eénergy prices.

Getty’s insistencé on énergy price
certainty made it reasonable to extend the
KRCC énergy price for the life of the
contract, seven years longer than the
forecastéd IER undér a Standard Offer 4
contract signed on the same day.

Edison states that its decision not to seek preapproval
of the KRCC contract by the Comnission was also réasonable. In
support of its position, Edison cites Resolution E-1938, in which
the Comnission rejected the advicé letter filing of the Procter &
Gamble contract, and D.82-01-103. Edison interprets the language
of D.82-01-103 as follows: ¥([T)hé Commission made it clear that
advance approval was to be requésted only in special and limited
situations.” (Edison Opéning Brief, at pp. 74-75: emphasis
original.) Edison states that it did not believe in January 1984
or now that there weré any significant questions regarding thé
prudence of thé KRCC contract.

Edison further claims that it did keep thé Commission
staff informed of developments régarding the KRCC contract.

Edison notes that no staff member ever advised Vogéler that it was
necessary to submit for advance approval contracts which were
expected to be below avoided costs.

on the issue of favoritism toward affiliated QFs, Edison
asserts that *DRA has thé burden of supporting its recommeéndations
for rémedial action with evidence that theé utility has engaged in
conduct which warrants such action by the Commission.” (Edison
opéning Brief, at p. 52.) Edison states that the évidénce citeéd by
DRA in support of its claims of discriminatory treatment by Edison
of affiliated OFs in late 1984 and 1985 actually supports Edison’s
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positfon that it dealt fairly with all QFs. Speoifically, Edison
contends that its signing affiliate contracts while requesting
suspension of Standard Offer 4 occurred almost a year after the
KRCC contract was executed and has no rélevance to this proceeding.
Edison also states that, if favoritism was inténded, Edison should
not have revealéd its capacity concerns to the Comnission prior to
signing any other affiliate contract. Edison notes that it signed
many standard offers prior to Standard Offer 4 being suspended in
April, 1985,

Although not addressed in its opening brief, in its reply
brief Edison discusses at great length the propriety of its initial
showing on the KRCC contract and concludes that no sanctions should
be imposed for the approach it chose. In this régard, Edison
asserts that its initial showing on the reéasonableness of the KRCC
contract complied fully with the Ccmmission’s requirements as
reflecteéd by *the Commission’s unquestioning acceptance of earlier
Edison filings in respect of QF contracts.” (Edison Reply Brief,
at p. 62.)

In Edison’s view, its direct showing went far beyon&
Edison’s prior ECAC direct showings and beyond the showing that
public Staff Division (PSD), the prédecessor of DRA, had requested.
According to Edison, its opinion on the appropriaté review of QF
nonstandard contracts was shapeéed by Commission ECAC decisions
issued prior to thée 1985 récord period and the Edison and staff
testimony filéd in those earlier proceedings.

Edison also states that it timely provided all documents
DRA réquested related to thé KRCC contract excépt three catégories
of items which Edison withheld only pending a détermination by the
commission of their discoverability. According to Edison, its
production of thése documents was withheld aftér the commission’s
determination was made in D.89-01-047 only because the
confidentiality sought by CSC/Getty could not othérwise be
protected pending an appeal. Edison states that it was required to
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accede to Getty’s position because "Getty, as the controlling
partner of KRCC with réspect to matters relating to Edison, did not
want to provide the financial statements of - KRCC and had instructed
Edison not to do so6.” (Edison Reply Brief, at p. 95.)

Additionally, it is Edison’s opinion that the statements
of the ALJ during hearings and in the assigned Commissioner’s
ruling regarding Edison’s initial showing were unwarranted based on
Edison’s prior ECAC showings and the absence of any objections to
its filing by PSD or DRA. Similarly, Edison takes exception to
D.89-01-047. According to Edison, a review of D.82-01-103 could
have led reasonablé persons to differ on whether the utility was
expectéd to make an affirmative showing regarding the negotiation
of nonstandard QF contracts in an ECAC proceeding.

2. ERCC

It is KRCC’s position that the Commission’s review of the
KRCC contract should be quided by an analysis of whether the
agreément is the 7eéconomic eéquivalent” of the standard offer. KRCC
also asks the Commission to consider its active promotion of
cogeneration projects and its penalty of Edison as reéasons
supporting Edison’s involvemént in the Kern River project. In
KRCC's view, the Kern River project réprésented a mpreféerred
project” because it provided a wide range of désired benefits which
its size served to énhancé. KRCC states that thé ”partnership
intérest in the project by an Edison subsidiary was not pérceived
as 'unusual’ since féderal law and Commission régulation had
authorized this type of ownership structure.” (KRCC opening Brief,
at p. 13.)

KRCC believés, howéver, that, in addition to the

comnission’s orders, principlés of california contract law must be

taken into account in the Commission’s review of thé KRCC contract.
Thése principles, according to KRCC, require that DRA establish
that somé harm resulted from thé challénged act or contract term
before the challénge is 7actionable”, and that thé challenge be
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based on material and substantial claims. In KRCC’s view, *absent
a showing of harm to Edison’s ratepayers, Edison’s posture during
the negotiations should be of little concern to the Conmission.”
(KRCC Reply Brief, at p. 14.)

With respect to self-dealing, KRCC states that this case
is not a forum for DRA to revive its argument regarding self-
dealing which was made and rejected in Edison’s holding company
application. KRCC concludes that there is no demonstrable harm to
ratepayérs even if self-dealing took place.

On the issue of the prudency of the negotiations, KRCC
asserts that Levine’s level of sophistication in contract
negotiations is not significant since he was “not principally (or
solely) résponsible for negotiating the KRCC contract.” (KRCC
Reply Brief, at p. 12.) KRCC also points out that the concerns of
Edison employees regarding the KRCC contract were disspelléd prior
to its execution. KRCC sharés Edison’s view that Edison could not
have abandoned the negotiations or the contract.

With respect to the spécific contract terms, KRCC
believes that there are ratepayér bénefits présented by the KRCC
contract which render it moré advantageous than the standard offer.
These benefits include the following:

1. Energy price savings realized during the
récord period related to thé operation of
the enérgy payment provisions in the KRCC
contract.

The absencé in thé KRCC contract of a
provision réquiring Edison to continue for .
90 days to pay for capacity that KRCC fails
to produce in an uncontrollable force
situation.

The réquirement that additional dedicated
capacity has to meet theée same Performance
Factor as firm capacity.

KRCC's receipt of payménts for capacity at
the contract rate of delivery.
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The lack of & probationar¥ périod to meest
firm capacity and thé obllgation to make
every “"reasonablée effort” to provide full
capacity “during all operating periods.”

The requiremént that KRCC provide insurance
at levels five tinmes that of the standard
offer.

7. KRCC's contractual right to increase

contract capacity.

Wwith respeéct to the contract’s termination provisions, it
is KRCC's view that KRCC’s termination rights do not diminish its
obligation to provide firm power for the full term of the
agreerent. In this régard, KRCC views its termination provisions
as much more réstrictive than a standard offer,

In particular, KRCC states that Section 5.5 of the KRCC
contracts provides that KRCC may terminaté the agreement upon 90
days noticé only after the retirement or defeasance of any and all
debt obligation of KRCC and if, in KRCC's opinion, its performance
bécomés unprofitable at any time. Since the original KRCC debt
carried a 12-year finance périod, KRCC states that the contract
could not be terminated at all under the first condition precedent
of this section until after 1997. KRCC states that, in the absence
of an assessment of the likelihood of a termination occurring under
these conditions, "no meéeaningful judgment could be rendered
concérning the ’firm’ naturé of the 20 year KRCC comrnitment . *

(XRCC Opening Brief, at p. 22.)

KRCC concurs with Edison that the risk of unprofitability
once the project was on line and opérational was éssentially non-
existent. KRCC asserts that the KRCC agreement #contains a conplex
balance of economic incentivés to assuré the long term, firm nature
of the agreemént.” (KRCC Opening Brief, at p. 25.) )

In KRCC’s view, différences bétween the standard offer
and thé KRCC contract relative to peénalty or recapture costs do not
diminish KRCC’s obligation to provide firm power for the full




A.88-02-016 ALJ/SSN/fs

20-year term of the agreement. KRCC statés that the amount of the
termination fee is particularly irrelevant if the conditions
precedent to termination are unlikely to be met. Further, KRCC
asserts that 7in the first three years of the project operation,
when thé risk of project failures is the greatest, the KRCC
termination fée was actually higher and moré onerous than the
Standard Offer.” (KRCC Opening Brief, at p. 26.)

KRCC states that there is no foundation to the assertion
that KRCC's option to terminate under Section 5.3 could be
triggered by an immaterial Edison breach. According to KRCC, a
one-hour Edison refusal to accept deliveries would amount to only
an immaterial bréach and would not justify the exerclise of
termination rights.

KRCC also rejects any argumént that the agreement’s
provision for $143/k¥-year is unreasonable. According to KRCC,
the reasonablenéss of this provision is supported by conditions at
the time of négotiation and the fact that a capacity payment is not
bound by thé standard offér table in order to be deened
reasonable. In particular, KRCC cites Edison’s need for baseéload
resources, the increasing price of power, and the Comnmission’s
continuing scrutiny of Edison’s failure to bring on-line
cogeneration resourceés as active factors in establishing the
neégotiated pricé for thé KRCC capacity. KRCC notes that it also
agreed to a much moré confining schédule than that available to a
standard offer developer as an éxchange for the négotiated capacity
price.

With respect to enérgy prices, KRCC argues that the heat
rate floor is not too high, and that a comparison of the KRCC heat
rate floor with Standard Offer 4 énergy payments is inappropriate.
In support of this point, KRCC cites the differences bétwéen the
two energy price formulas in Standard offer 4 and thé KRCC
contract. KRCC also bélieves that thé provision of thé KRCC heat
rate floor and céiling for the entire term of the contract provides
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added certainty over the standard offer IERs which terminate in
1998. This added certainty for XRCC *carries significant benefits
for ratepayers.” (KRCC Opening Brief, at p: 37.) For this
certainty, KRCC states that it specifically traded away its right
to receive payments at the full avoided costs of e¢nergy.

KRCC rejects any claim that it is unrestricted in its
ability to schedule maintenance during on-peak poriods. In
particular, KRCC refers to Section 12.1 of the KRCC agreement
requiring each party to make ”every reasonable effort” to limit the
outages during on-peak and mid-péak periods to unscheduled
fajilures.

It is also KRCC’s opinion that reliance in this
proceeding on the third amendment of thé KRCC contract is
appropriate. According to KRCC, the third améndmént élininates the
majority of the concerns rélating to the differences between the
KRCC agreeément and the standard offer. In KRCC’s view the
amendment représents an express statement of the parties’ intent in
construing the original contract térms.

KRCC rejects DRA’s argument that bécauseé these terms were
in éffect during the record period harm could have occurred. KRCC
believes this argument has no weight becausé no harm diad occur.

Finally, KRCC does not bélieve that Edison’s decision not
to seek preéapproval of thé contract was unréasonable. According to
KRCC, 7(w)hile a pre-approval procéss was adopted by the
Commission . . ., the process was explicitly left at the option of
the utility” and was to bé uséd “sparingly.” (KRCC Openiﬁg Brief,
at p. 12.) Like Edison, KRCC also emphasizes that Commission staff
members were informed of #features of the project development” and
gave no indication that preapproval was necéssary.

3. DRA )

While DRA does not disagreé with Edison’s general
presentation of the history of commission décisions and policies,
it is DRA’s position that Edison’s actions in negotiating and
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executing the KRCC contract failed to adheré to those policies.

DRA asserts that the criteria established in D.82-01-103 related to
nonstandard agreerents, preapproval, and scrutiny of utility/QF
affiliations are applicable to ECAC reasonableness reviews of QF
nonstandard contracts.

In DRA’s opinion Edison mischaracterizes state and
federal energy policies as excusing Edison from negotiating and
executing a contract which fully protected its ratepayers’
interest. Contrary to Edison’s suggestion, DRA states that the
Commission never indicated that Edison was to put its
responsibility to encourage the developmént of QF power before its
responsibility to its ratepayers.

DRA is also concerned that KRCC has misunderstood and
misapplied the law in this case. DRA has no quarrel with the idea
that a disallowanceé must be based on denmonstrable harm. It is
DRA’s view, in contrast to that éxpressed by KRCC, however, that
the record in this case demonstratés that the KRCC contract was
costlier and riskier for ratepayers than a conmparable standard
offér contract. '

Additionally, DRA finds KRCC’sS relianceée on civil court
casés involving contract rescissions to beé valueless to the issues
now before the Commission. According to DRA, this procéeding is
not an action by either party to the contract for either rescission
or contract damages, but is one inténded to protect Edison’s
ratepayers, who were not partiés to thé contract, from Edison’s
lack of prudency in exécuting this contract.

DRA réjects KRCC and Edison’s assértions that the
comnission is foreclosed from taking any action on the KRCC
contract becausé no harm resultéd in the form of a contract
termination or capacity reduction to Edison’s ratepayers durlng the
record periocd. DRA pélieves that this approach mischaractéerizes
the nature of contractual obligations, costs, and risks. According
to DRA, utilities negotiate electricity purchase contracts on
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either as-available or firm capacity bases. DRA states that an
as-available QF is not obligated to supply electrioity to the
utility, while a firm capacity QF is required to provide
electricity to the utility over a specified period, and if thé QF
fails to do so, the utility can imposée contractual remedies. 1t is
DRA’s position that in this case Edison improperly agreed to pay
KRCC for firm capacity based on a contract whose terms actually
provided for the purchase of as-available electricity.

DRA states that its position regarding the impropriety of
such a transaction is no less valid becausé events which could have
caused contract termination failed to occur during the record
period. In DRA’s view, utilities pay for the contractual right to
receive firm capacity and that this assurance, which is not presént
under an as-available contract, has great value to the utility,
even if the utility doés not later take thé power. DRA states that
the difference in éxpéctations causes the difference in pricing
between firm and as-available electricity.

Wwith respect to the KRCC contract’s negotiation by
Edison, it is DRA’s view, that Edison drafted the KRCC contract
without regard for the Commission’s standards. In particular, DRA
states that Levine, Edison’s chief negotiator for the KRCC
contract, did not know about Commission standards and guidélines
and was unfamiliar with standard offer contracts used as the
measuring stick for nonstandard contracts. DRA contends that
Leviné’s superiors failed to adequately supérvise or instruct him
in his negotiation efforts, and failed, like other involved Edison
personnel, to do théir own jobs propérly with respéct to the KRCC
contract. The reéesult, in DRA’s viéw, is a contract that includes

no consideration of Commission standards, creates greateér risks and
costs for Edison’s ratepayers, and favors an Edison QF affiliate
over other QFs.

DRA points out that the only guideéline levine réceived
was to negotiate a contract at or below Edison’s avoided cost.
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According to DRA, this emphasis on avoided cost alone disregards
important commission directives governing non-price terms and the
risks which could be created by such terms. DRA notes that there
{s no evidence that anyone at Edison ever considéred or evaluated
the KRCC non-price clauses in light of the-risks of those teéerms for
Edison’s ratepayers.

DRA beliéves that the goals of Levine’s supervisor,
Vogeler, werée confused. Spécifically, DRA notes that Vogeler,
instructed to negotiate a contract below avoided cost, was
unfapmiliar with and did not care about the only econonic analysis
performed by Edison which projected contract payments at 99.77% of
avoided cost.

In DRA’s view, Edison managemént never fully addréssed
nor corrécted many of the probléms raised by Silsbee and other
Edison pérsonnél. DRA cites Silsbee’s December 1983 nemo as
reflecting that responsible Edison pérsonnel were not given #a real
opportunity to provide input.” (Exhibit 16 to Commission
Exhibit 88.)

It is DRA’s position that these same facts demonstrate
favoritism by Edison toward its QF affiliates. In this regard, DRA
notes that the KRCC contract terms were nevér includéd in contracts
with Edison’s nonaffiliated QFs nor was thére any evidencé that
Edison offeréed such terms to nonaffiliated OFs.

According to DRA, thé record also reflécts favoritism by
Edison towards its QF affiliates in actions taken beforeé the
commission. In particular, DRA argués that Edison signed
nonstandard contracts with its affiliates for significant amounts
of eleéctricity then requested the commission toé suspeénd its
standard offéers in November 1984 due to thé potéential for
ovércapacity on Edison’s systen. This action, in DRA’s view,
denied nonaffiliated QFs, without the benéfit of inside
information, the opportunity to compete in theé utility’s QF
progran.
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It is DRA’s view that an unavoidable conflict of interest
exists when a utility buys electrioity from itself. In this case,
DRA believes that Edison greatly increéeased its conflict of interest
by employing the same Edison personnel résponsible for the KRCC
contract as officers and directors of KRCC or SSEC. In this
regard, DRA cites the dual roles served by Bjorklund, Vogeler,
Reed, and Neel-Glazier. DRA notes that corporate officers are
fiduciaries of the corporation with a duty to maximize profits. 1In
DRA’s opinion, an officer or director charged with the duty of
maximizing the sellér’s profits cannot also protect the buyer’s
ratepayers.

DRA rejects Edison’s assertion that no actual conflict
arose because its employees wére instructed to act solely on behalf
of Edison’s ratepayérs. In this regard, DRA cites the testimony of
jits witness Kinosiant ¥’I don’‘t se¢e how it would be possible for
soneone who knew the bargaining position of both sides to be able
to go into a negotiation and forget everything it knows about what
the other party’s bargaining position is.’” (DRA Reply Brief, at
p. 87: citing Tr. at p. 1948.)

DRA refutes Edison’s assértions that the penalty imposed
in Edison’s genéral rate case and its duty to negotiate in good
faith justified entering a contract that exceeded avoidéd cost and
was riskier to ratepayers than the standard offer. DRA asserts
that in the interval between the date thé Commission issued the
penalty (Decembér 13, 1982) and thé date Edison éxécutéd thé KRCC
contract (January 6, 1984), Edison éxécuted contracts for over
3,300 MW of QF capacity. Undér thése circumstances, DRA argues
that execution of the KRCC contract at above avoided cost and with
unreasonable risks for its rateépayérs was hardly esséntial to
meeting Edison’s goal of having 2,241 MW of QF capacity under
contract by the end of 1984. In addition, DRA argués that the
mandate to negotiate in good faith with QFs did not change Edison’s
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continuing duty to ensure that any negotiated contracts were at
reasonable cost to the ratepayers.

DRA contends that the record falls to support Edison and
KRCC's assertion that they were “locked into” the nonstandard
agreement at the time Standard Offer 4 was adopted by the July 1983
letter of intent. In particular, DRA notest (1) Edison was under
no obligation to execute the nonstandard agreement, (2) Edison
ignored the Commission’s standard offers before the letter of
intent was executed, and (3) Edison’s and KRCC’s own actions with
respect to the KRCC contract and other contracts are inconsistent
with their claim of being ~locked into” a contract by July 1983.

specifically, DRA notes that the letter of intent
expressly provided that neither Edison nor KRCC was obligated to
consumnmate a nonstandard agreemént or a cogeneration project. DRA
asserts that standard offer guidance was also available béfore the
letter of intent in the form of Edison’s Standard Offer 2 which
became effective on February 14, 1983. DRA notés that Edison has
never attempted to explain why it did not use Standard Offer 2 as a
guide during the KRCC negotiations.

It is DRA’s opinion that Edison’s own actions ¢ontradict
its clainm that the contract terms wéré sét by July 1983. DRA notes.
the seven revisions to the agreement occurring after the letter of
intent, with five being drafted after Standard offer 4 was adopted.
DRA states that these revisions pertained to contractual terms no
less important than those Edison conteénds were lockeéd in place by
July 1983,

In DRA’s view, the standard offers weré too important not
to consider no matter how far négotiations had progressed. DRA
argues that since early 1982 the Commission had made clear that
utilities must gauge the réasonableness of proposed nonstandard
contracts against the standard offers.

DRA believes that Edison had reasonable alternatives to
executing thé KRCC contract. These altérnatives, according to DRA,
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included a nonstandard contract equivalent to a standard offer in
terms of price and risk. DRA states that its objection to the KRCC
contract is not that Edison negotiated a nonstandard contract :
instead of a standard offer, but rather that Edison executed a
nonstandard contract which excéeeded avoided costs, both in terms of
actual payments and in terms of the allocation of risk between the
QF and Edison’s ratepayers.

According to DRA, there is no evidence that Edison’s
choicé was between thée KRCC contract or no contract. DRA notes
that Getty’s principle focus was on obtaining energy price
provisions which decreased the risk of forecast changes impacting
the Standard Offer 4 energy payments. It is DRA’s position that
KRCC's insistence on this term, however, did not mean that KRCC
would have réfused a contract which contained this energy price
certainty, but also contained other terms equivalent to the
standard offers.

Additionally, DRA statés that no evidence exists of
Edison even attempting to négotiatée commensurate ratepayer benefits
in exchange for giving KRCC added énergy price certainty or
assuming any other risk under the contract. According to DRA,
there is also no evidence that KRCC would have rejected terms
equivalent to the standard offers since Edison had neéver suggested
then. In this regard, DRA points to the fact that KRCC willingly,
and without consideration, accépted Edison’s proposed thirad
amendment which aligned the language of the KRCC agreément more
closely with theé standard offer. ‘

DRA beliéves, however, that if at the time of contract
signing the choicé had béeén betwéen the KRCC contract and no
contract, no contract would have been preferable.' DRA noteés that
Edison was néver obligatéd to exécute an unreasonable nonstandard
contract. 1In DRA’S view, the Commission’s encouragément of QF
dévelopment never altered, but in fact reinforced, Edison’s duty to
sign reasonablé nonstandard QF contracts.
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At the heart of DRA’s argument of Edison imprudency is
DRA’s view that the KRCC contract exceeds avoided cost and is
riskier than a firm capacity standard offer. - The starting point
for DRA’s analysis is a comparison of the nonstandard contract to
the appropriate standard offer. DRA states that the Commission’s
quidelineés for eévaluating the nonstandard contract require the
commission to explore the differences between the contract and the
standard offer, identify all gains and costs for ratepayers,
demonstraté why ratepayers should either be indifferent to or
prefer the standard contract, and more closely scrutinize the
contract if it involves a utility QF affiliate.

In its review, DRA stateés that it comparéd the KRCC
contract to Standard offer 4, Paymént Option 3, the contract for
long-tern powér purchases. DRA stateés that such a comparison was
appropriate since both this offer and the KRCC contract includeé
fixed, lévelizeda capacity payments and energy payménts tied to a
fixed heat rateé. Bécause Standard Offer 4 was in place prior to
the exéecution of the KRCC contract, DRA asserts that Edison knew or
should havé known of this Commission standard for long-term power
purchase contracts.

For DRA, this comparison revéaléd that the following
terms créated risks for Edison’s rateépayers greater than the
standard offer: capacity payments higher than a standard offer,
jncremental energy ratés highér than a standard offer, términation
provisions which allow KRCC to unilatérally cancel the 20-year
contract on 90 days’ noticé or to unilaterally cancel if Edison
commits a minor breach, provisions which allow KRCC to keep all
capacity overpayménts if KRCC cancels after 12 years, and the -
absence of a limit on scheduled mainténance during peak périods.
DRA states that there is no evidénce that Edison requestéd or
recejved concessions on behalf of its ratepayers in return for
thesé generous contract teras.
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In particular, DRA notes that under Standaxd Offer 4, a
QF could receive $143/kW-year for 20 years if it began firm
operations in 1986 and agreed to provide firm capacity for 20
years, subject to specific early termination penalties. DRA states
that if the OF terminates before the 20 years are up, the QF must
repay with interest the overpayments it received by having a
levelized price based on a 20-year contract.

In contrast, DRA notes and finds unreasonable the
provisions of the KRCC contract requiring firm capacity payments of
$143/XW-year, while permitting operations to begin in 1985. DRA
states that KRCC’s operation in 1985 was anticipated and did in
fact occur.

DRA rejects the argument that such terms wére necessary
to permit KRCC to obtain federal tax benéfits. DRA observes that
the development of the lévelized, firm capacity price table was
based on maintaining costs equal to avoided cost to the utility
over the contract term, not on what tax benefits might be realized
by thé seller.

DRA also disputes Edison’s rationalée for paying KRCC
$143/kW-year because it was compélled by the languageé of the
contract., DRA rejécts any implication that ~the Commission must
find any paymént made by Edison undér this or any contract to be
reasonable simply becausé Edison agreéd to pay it®. (DRA Reply
Brief, at p. 3.)

DRA finds a further problem with the capacity price.
specifically, thé KRCC términation répaymént provision clause
corrésponds to thé termination provisions of a 12-yeéar, not a
20-year, Standard Offer 4. DRA notés that under Standard offer 4,
a OF must répay capacity overpayméents with interest if it
terminates any timé during theée teérm of its contract. In contrast,
DRA states that if KRCC terminates after 12 years it may keep all
capacity overpayments and that the amount to bé repaid during the
third through twelfth years is substantially less than under
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Standard Offer 4. Under a 12-year Standard Offer 4, a QF beginning
firm operation in 1985 would réceive a capacity payment of
$114/kW-year. DRA notes also that thé KRCC contract allows KRCC to
unilaterally cancel the 20-year contract on 90 days’ notice, and
contains no 1imit on the number of péak hours of scheduled
maintenance during the péak months.

DRA notes that, under Standard Offer 4, a QF may reduce
the contract capacity only upon proper notice to Edison, and upon
repayment of capacity overpaymeénts. Five-years’ notice is requireéed
for a project the size of the Kern Rivér project. If the QF fails
to provide the proper notice, which is tailored to the sizé of theé
project, it must pay the utility any overpayments plus a pénalty
equal to the value of thé reduced capacity for the period of the
deficient notice. 1In contrast, DRA emphasizes that the KRCC
contract permits the QF to terminate thé contract at any time after
retiring its debt obligations, without penalty, if in KRCC's
opinion its performanceé becomes unprofitableé at any time and it has
provided 90 days’ notice.

Additionally, DRA notes that the standard offér requires
a 30-hour limit on schéduled maintenance during peak months.
citing D.82-12-120, at page 58, DRA states that the purpose of the
30-hour cap during peak months is to ensure ®appropriate timing (of
schéduled maintenance) to avoid periods of greatést demand on the
utility system.” DRA notés that firm capacity payments are
prémised on the availability of QFs during theése periods of
greatest demand.

In contrast, DRA states that thé KRCC contract does not
contain a cap on scheduled mainténance during peak months. DRA
also takes exception to KRCC béing permitted to schedule
maintenance during peak months if it is not practicable to do it at
another time. DRA statés that under Standard Offer 4 the
scheduling of major overhauls during péak months is prohibited
altogether.
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To DRA, the result of these provisions in the Kree
contract is to place risks on the ratepayer which are equivalent to
an as-available, as opposed to a firm capacity, contract. In DRA’s
view, if the contract permits a QF to terminate at its own
discretion without penalty and imposes no significant restrictions
on when that capacity is to be delivered, then the contract is by
definition not a firm capacity contract and the QF is not entitled
to firm capacity prices. Under these circumstances, DRA heélieves
that Edison should only recover the amount it would have paid for
as-available capacity from KRCC.

DRA rejécts Edison’s and KRCC’s arguments that the KRCC
contract is a 20-year, firm capacity contract because the partiés
intended it to be one. DRA believes that Edison has impropérly
focused on the probability of a QF acting on its contract rights,
rather than on thé actual existence of thése rights or terms. In
DRA’s opinion, the Comnission has not made the focus of review on
the likelihood of a QF taking an action permitted under the
contract, but the comparability of thé actual contract terms with
the standard offer. DRA notes that in déveloping its standard
offer contracts the Commission had relied on contractual
protection, rathér than on factors outsidé of the contract, to
ensure a particular level of performancé under the contract.

DRA notes that in interpreting a contract, the courts
look for an expresséd intent undér an objective standard.

According to DRA, “(a}bsent ambiguity, évidence cannot be admitted
to show that thé parties intended the contract to mean othér than

what it says. (Witkin, Sumnary of Contract Law, 9th ed., Sec. 684,
p. 617.)” (DRA Opéning Brief, at p. 43.) DRA concludes: #Just as
courts must look to thé plain meaning of the contract to interpret

the contract, the Comnission must look to the plain language to
avaluate thé reasonablenéss of thé contract.” (Id.)

With respéct to Edison’s arguménts of the unlikelihood of
KRCC scheduling maintenance during peak peéeriods, DRA statés that
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QFs under Standard Offer 4 recelive the same price signals
discouraging scheduled mainténance during peak months as does KRCC.
Nevertheless, DRA notes that thé Comnission still found it
reasonable to impose a 30-hour limit on such waintenance.

DRA notes that Edison has not offeréd a single rationale
for the greater leniéncy of the termination provisions under the
KRCC céntract and instead focuses on the improbability of KRCC
beconing unprofitable, a prerequisite to termination under the
contract. DRA states that there is no evidence that Edison
evaluated the risks and probabilitiés of KRCC invoking its
ternination rights when deciding to include those terms in the
contract, or that it obtainéed more ratepayer benefits than under a
standard offer in exchangé for accepting those risks. In DRA’s
view, the possibility of KRCC terminating the contract is also
increased because the contract does not define ”performance,”
»ynprofitable,” or %at any time.”

DRA also takes excéption to thé energy pricé methodology
used in the KRCC contract. DRA’s review indicates that, as
conpared to the Standard offer 4, thé energy price methodology
shifts an unreasonable amount of risk onto the ratepayers without
providing commensurate bénefits. Although DRA does not recommend a
disallowance for énérgy payments made during the record period, DRA
concludés that Edison was imprudént in agréeing to this methodology
at the time it executed thé KRCC contract.

Among DRA’s criticisms of the KRCC énergy price
methodolegy is the inclusion of fixeéd heat rate floors and ceilings
throughout the 1lifé of the contract, as comparéd to only 13 Years
under thé Standard offér 4. As a result of this provision, DRA
believes that the KRCC contract imposés a risk on ratepayers that
the actual heat ratés will be lower than those contained in the
contract.

In addition, DRA finds unreéasonable thé spécification in
the KRCC energy price provisions that only gas or oil be considered
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the marginal fuel when calculating the incremental energy rate
(IER), except for a maximum of 1,000 off-peak hours. ODuring these
off-peak hours, the average of gas, oil, and coal prices will be
used if oil or gas is not thé marginal fuel. In contrast, DRA
notes that Standard Offer 4 uses the actual marginal fuel to
calculate the actual IER. In DRA’s view, the terms of the KRCC
contract protect KRCC from the possibility that oil or gas will not
be the marginal fuel by shifting the risk to ratepayers. DRA
states that, while Standard Offer 4 allows Edison to refuseé (and
not pay for) deliveries if accepting the énergy would result in the
utility incurring higher costs or spilling hydro-energy, the KRCC
contract requires Edison to take the power and to pay for it.

The final aspect of the KRCC enérgy price provisions
found unreasonable by DRA is the requirémént of basing the heat
rate on the aveérage heat rate of Edison’s gas and oil units, as
compared to the system increméntal heat rate (which could include
other than gas and oil resources) under - Standard Offer 4. ‘'It is
DRA’s position that this provision gives KRCC the added certainty
that the enérgy price paid will moére closely correspond to the QF’s
cost of production since it too is a gas fueled resource. DRA does
not find, however, a corresponding ratépayér benefit to this term.

Despite the added risk to ratépayers created by the
energy provisions, DRA states that it has not found any
overpayments duée to these nonstandard provisions during the record
period. It is DRA’s view, however, that this result is due to
ratepayéers not being subject in this récord period to the added
risk of the 20-yeéar KRCC heat raté versus the 13-year Standard
Offer 4 heat raté. For this reason, DRA asks that KRCC energy
payménts be reviéwed in future ECAC procéedings when that added
risk comes into play, and that any ovérpayments bé disallowed at
that time.

DRA finds that the following provisions, assérted by

Edison to bé supérior to Standard offer 4, either increased risks
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under the KRCC agréement or do not significantly alter the
allocation of costs and risks under the contract. These provisions
fncludet (1) insurance coverage, (2) provisions for changes in
contract capacity, (3) threeé-year deadline for beginning capacity
deliveries, (4) no payment for enérgy deliveries in excess of
contract capacity, and (5) no capacity payment during
uncontrollable force events.

With respect to insurance coverage, DRA states that the
KRCC contract réquires both partiés to maintain $5 million of
conprehénsive general 1iability insurance on thée KRCC project. DRA
finds this provision to be léss béneficial to ratepayers than
Standard Offer 4 which requires the QF alone, and not the utility
or its ratepayérs, to provide insuranceé coverage for its project.

According to DRA, even if theré weére no additional costs
to adding KRCC as an insuréd under Edison’s policies, this
provision of thé KRCC contract is very costly to ratepayers in
terms of risk. In this regard, DRA statés that it is logical to
assume that Fdison’s insurance costs, and thus the ratepayers’
costs, would be increased if KRCC were to make claims as an insureéd
under Edison’s insuranceé policiés.

DRA also takes exception to the KRCC contract provisions
governing changes in capacity. DRA states that the KRCC contract
defines *contract capacity” as the total of “minimum contract
capacity,” which is purchased at the fixed contract price, and
madditional contract capacity,” which is paid the as-available
standard Offér 1 price. According to DRA, unlike QFs with standarad
Ooffér 4 contracts, KRCC has the unilatéral right to increasé its

minimum contract capacity, and to incréase or decrease its
additional contract capacity. In DRA’s viéw, while under Standard
offer 4 a QF is paid only as-avallable prices for deliveriés above
contract capacity, KRCC may unilaterally decide whéther to
designate increases in capacity as “minipum® or x3dditional” in
order to maximizé the price it will be paid for that capacity. DRA
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notes that Edison did not have a resource need at that time
justifying such a provision,

DRA also disagrees with Edison and KRCC that any
ratepayer benefit was gained by imposing a three-year, as ¢pposed
to five-year, deadline on the start-up for the KRCC project.
According to DRA, Edison fails to explain how a three-year versus a
five-year 1¢ad time for project development provides any added
ratepayer certainty.

Further, it is DRA’s opinion that the Standard Offer 4
provisions provide greater incentives to meet development
expectations than does the KRCC contract. According to DRA, this
circumstance results from a Standard Offer 4 QF being paid only
as-available capacity prices for early deliveries in advance of its
scheduled firm capacity date. DRA states that, as a result, the
ratepayer is cértain that it will not pay more for capacity than it
is worth,

In contrast, DRA finds that KRCC had an incentive to
begin deliveries as early as possible, since its 1986 firm capacity

price was guaranteed by contract, rather than ensuring that its
expected operation date corrésponded to its actual operation date.
In DRA’s view, this résult gave ratepayers less certainty for the
purposes of resourcé planning, not more, than the Standard Offer 4.
In this reégard, DRA notes that Edison’s own resource plans at that
time showed that thé KRCC capacity would not be néeded until 1989,
more than five years after the contract was signed. 1In DRA’s view,
requiring KRCC to provide capacity before it was needed reduces the
value of the capacity.

DRA responds to Edison’s assértion that theé absénce of
provisions for payment for delivéeries in excess of contract
capacity is a benefit of thé KRCC contract. DRA agrees that under
the Standard Offér 4, thé utility is réquired to pay as-available |
capacity pricés for deliveriés in excess of contract capacity. DRA
notes that the KRCC contract permits KRCC to unilaterally adjust
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{ts contract capacity to capturé paymeénts for such deliveries at
its own discretion. Therefore, DRA views this "ratepayer benefit¥”
as being provided at KRCC’s discretion and is in turn one upon
vhich ratepayers cannot depend.

DRA rejects Edison and KRCC’'s argument of a ratepayer
benefit created by thé absencé in the KRCC contract of the Standard
offer 4 requirenent that the utility nake capacity payrents to the
QF for up to 90 days in the event of an uncontrollable outage. In
this regard, DRA states that the uncontrollable forces clause of
the KRCC contract does not address payments at all and coulad be
interpreted by KRCC to require Edison to continue paking capacity
payments indefinitely, unlike a standard offer. DRA is also
concernéd that, if Edison were to maintain that it was not
obligated to make any payments, KRCC could perceive such an action
to be a breach of contract by Edison.

With réspect to the third amendment of the KRCC
agreement, it is DRA’s opinion that this amendment doés nothing to
avoid a finding that Edison unreasonably negotiated and éxécuted
the KRCC contract or to avoid a disallowance. In support of this
position, DRA notes the third améendment was executed after the
period under review here, and théréefore has no effect on the costs
and risks Edison’s ratepayers faced during the record period. It
is DRA’s view that the third amendment’s sole effect is to
émphasizé that Edison’s KRCC negotiations and contract exécution

weére unreasonable during thé record périod. DRA concludés that in
reasonableness reviews costs and risks borne by ratépayers during
the récord period cannot beée altered by events which occur aftéer the

record period.

DRA cites thé testimony of its witness Robert Kinosian
for other shortcomings of the third améndment:

#!The sécond point about the Third Amendment is

that it is an unaccéptablé améndment

unavailable to othér QFs. In this instance,

the Third Amendmént in effect attempts to

convert an as-availableé contract to a firm
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contract. No Commission décision indicates

that utilities may choose to do this,

particularly in the absence of comgensation to

ratepayers (e.g., an appropriate disallowance

for receiving as-availableé eleéctricity at firm

prices.)’” (DRA Opening Brief, at p. 70,

citing Exhibit 141, at p. 16.)

According to DRA this attempted conversion from an as-available to
a firm capacity contract without a disallowance would result in
Edison’s ratepayers paying for as-available capacity in 1985, 1986,
1987, and part of 1988, at firm capacity prices. DRA also
expresses the concern that, given the overcapacity which éxists on
Edison’s systenm, Edison and KRCC had no right to amend the KRCC
contract to provide firm capacity, especially without seeking
preapproval from the Commission. DRA also notés that the third
amendment does not changé many of thé unréasonable KRCC contract
provisions including thé formula for capacity overpayments, a
capacity price baséd on a 1986 start date, and KRCC’s right to
terminate without peénalty upon 90 days’ notice.

With respect to Edison’s indemnification proposal, DRA
notes that the unprofitability of KRCC, a prerequisite to
termination, would result in thé unprofitability of SSEC, and the
indemnification would do nothing to protect the ratepayers from the
risk of nonperformance. In addition, DRA finds that, like the
third améndment, the indémnification agréemeént cannot undo the
unreasonablé risks to which Edison’s ratépayers weére subjected
during the récord peried.

With respect to Edison’s décision not to séek preapproval
of the agreemeént, DRA éxpresses thé following view:

It is hard to imaginé 4 nonstandard contract

more appropriaté for advancé reviéw than the

KRCC contract. Thé KRCC contract was executed

aftér thes Commission had approvéd the Standard

offér 4, and it cleéarly deviatés significantly

from it. The Standard Offéer 4 constitutéd the

definitive standard of Commission-approved

long-texm avoided cost principlés at that tirme.

And even if Edison, for unknown réasons,
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belleved that the KRCC contract met Commission,

standards, given the explicit Commission

warning that transactions between utilities and

their gP affiliates would bé subject to great

scrutin{, Edison’s failure to séek preapproval

is nothing less than imprudent.” (DRA Oponing

Brief, at p. 66.)

DRA notes the following statement in D.82-01-103: ¥“(O]}nce the
commission has reviewed and expresseéd its opinion as to the
consistency of a contract price and terms with avoided cost

~ principles, utilities should be expected to use these principles to
sign similar contracts without review.” (D.82-01-103, at p. 104.)
DRA states that Edison has not offered any evidénce of Commission
review or approval of contract terms similar to the majority of
those térms which distinguish the KRCC contract from the standard
offers.

Finally, DRA argues that Edison failed to present
evidencé to meet its burden of proof in this proceeding. In this
regard, DRA states that a utility must affirmatively prove by clear
and convincing evidence the reasonabléness of energy expenses,
including costs associated with nonstandard QF contracts. Such a
showing includes theé usé of percipient witnesses in support of all
elements of its showing and is to bé made in its direct case, not
in rebuttal. In particular, according to DRA, the utility must
démonstrate why a QF nonstandard offer is in the ratepayer’s
interest.

In DRA’s view, Edison failéd to comply with these
requirements in this procéeding for two reasons: 7(1) Edison’s

direct showing lacked an affirmative réasonableness demonstration
of any kind, and (2) Edison’s direct and réebuttal testimony
established imprudence, not prudence.” (DRA Opening Brief, at

p. 12.) DRA cites the comments of the ALJ during hearings and the
assignéd Commissioner’s ruling also questioning the adequacy of
Edison’s showing.

-
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. DRA urges the Commission to ”strongly acknowledge
Edison'’s fallure to meet its burden of proof” due to the “"hundreds
of millions of dollars” paid by Edison each year to QF affiliates.
(Id., at p. 12.) In DRA’s opinion, Edison’s failure to make an
adequate direct reasonableness showing was inexcusable due to
Edison’s knowledge long before hearings of DRA’s deoision to
contest the reasonableness of the KRCC contract. DRA also states
that this failure, along with Edison’s refusal to respond to
legitimate discovery severely impeded DRA‘’s own reasonableness
investigation of the KRCC contract.

4. TURN

TURN’s participation in the review of the KRCC contract
was limited to the filing of an opéning brief. In its brief, TURN
exprésses its support for DRA’s position and its continued
opposition to allowing utilities to purchase eléctricity from their
affiliates bécausé of the opportunities for self-dealing. It is
TURN’s position that the récord in this case provides unequivocal
evidence of the problems assochiated with affiliate transactions and
demonstrates the wisdom of a prohibition against utility purchases
from affiliated QFs.

In particular, TURN concludés that the KRCC contract is
unreasonable based on the following: (1) DRA has identified
contract terms which increasé ratepayers’ risk abové an equivalent
standard offer; (2) an inhérent conflict of intérest exists because
personnel weéré involved in contract negotiation on behalf of both
Edison and KRCC: and (3) Edison’s justifications of the KRCC
contract aré baseéd on hindsight and should be rejected. With
respect to its sécond point, TURN statest #since no méthod exists
for the Commission to go back and probé theé hearts and minds of
Edison’s personnel during the KRCC négotiations, the decision in
this case must bé based on an analysis of objeéctive facts and not
subjective intent.” (TURN Opening Brief, at p. 4.) According to
TURN, “(n)o matter how carefully Edison personnel were instructed
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to further Edison’s interests and to be consclious of ’!what hat .they
were wearing’, their loyalties were nécessarily split because of
the positions they occupied with Southern sierra/KrRCC.* (1d:
enphasis original.)

As an example, TURN points to Neel-Glazier’s testimony.
it is TURN’s opinion, that as an attorney representing Edison,
Neel-Glazier had an ethical obligation to vigorously représent her
client’s interests and as an officer of SSEC she had a fiduciary
duty to further the interests of those corporations. This
conflict, in TURN’s view, is obvious and inescapable irrespective
of her subjective intent.

TURN rejects Edison’s argument that theé contract
provisions found objectionable have been modifiéd by the third
amendment. According to TURN, 7(s)ince the claimed modifications
occurred long after contract formation, they are ipso facto
irrelevant to the conditions existing at the time of contract
formation.* (TURN Opéning Brief, at p. 6.) TURN also argues that
since these modifications did not take placeé until after the record
period théy cannot rétroactively reduce ratepayers’ exposure to
risk during that period.

B. Discussion

The focus of this decision is the reasonabléneéss of a
single nonstandard purchase power contract betweén Edison and a QF
affiliate, KRCC. Within this seemingly limited subject, however,
lie significant issues which touch on almost every aspect of our
involvement in OF development since 1979. This résult has been
triggered by one circumstance--the existénce of a nonstandard
purchasé power agreemént between a utility and a QF affiliate under
which the principal contractual obligations of thé parties are
defined very differently than thé Commission’s standard of QF
contract reasonableness--the standard offér: The issués to be
decided by the Commission are whéther Edison acted prudently in
signing the KRCC agreement based upon the facts and conditions
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which were known or should have beén known at the time and whéther
Edison engaged in self-dealing in its actions related to the
contract. The numerous decisions summarized at the beginning of
this order provide the frapework for our review of this agreement.

Edison has steadfastly maintained throughout this
proceeding that it properly concluded that evidence of its
negotiation of the KRCC contract or its affiliate relationship with
KRCC was not relevant to our review of the agreement. In support
of this position, Edison and KRCC had initially arqued that this
commission’s review of the contract was limited to a comparison of
the payment streams between the KRCC agréement and the applicable
standard offer. Even in its brief, Edison continues to assert
that, until the Conmission issuéd D.89-01-047 in this proceeding,
the negotiation of a nonstandard agreement had never bheen
considered in an ECAC réasonableness reviéw. These arqunrents
reflect Edison’s and KRCC’s basic position that: the KRCC agreément
should be regarded as beéing no different than any other nonstandard
agréeement which Edison signed during this record period or any
previous récord period.

This approach, however, is not consistent with the
reality of this case. Thé KRCC contract is not just another oné of
Edison’s nonstandard QF agreements. By Edison’s own adnission, the
Kern River projéct was the first largeé-scalé cogeneration project
signed by Edison, the first successful EOR facility in California,
the subjéct of a contract by which all other similar agreémeénts
would be measuréd, and Edison’s first major QF affiliation.
Further, the terms of the KRCC agréément did not match any prior
Edison nonstandard contract or any Commission approved standard
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offer. wWhile Edison resisted our consideration of its
negotiations and partnership with Getty, it was only through a
complete understanding of that history that this Comnission could
properly evaluate the end product -- the KRCC contract.,

The regulatory éncouragemént and pressure to develop QF
projects which Edison and KRCC cite as support for the execution of
the KRCC contract relate to benefits which Edison’s ratepayers ’
night realize from the project itself as distinguished from
ratepayer benéfits related to the contract’s terms. We obviously
agree with Edison and KRCC’s statenents regarding the value of this
EOR project. During the early 1980's, we found that alternative
resourcé generation was an appropriate and beneficial way in which
to meet then-existing utility resourcé neéds. Our decision to
foster the development of QF power was a policy wé had endorsed on
our own and as a résponsé to state and federal mandates. Our
response to legislative requiréments included our adoption of the
FERC regulation pérmitting a utility to hold a 50% equity interest
in a qualifying facility.

This policy picture, however, did not exist in a vacuum
and did not exist without rules and limitations. Edison has cited
prior Comnission orders stating that a prudent act by a utility is
not limited to the optimum act, but includes a spectrum of possible
acts consistent with the utility systém neéd, theé interest of the
utility’s ratepayers, and the requirements of governmental agencies
of competent jurisdiction. This *spectrun” of possible acts,
however, in turn éxists within the spéctrum of all laws and

3 Thé record in this case indicates that Robert Levine used a
purchase power agréément Edison had entéréd with Procter & Gamble
as a mode) for the initial draft of the KRCC agréemént. When
signed, howéver, the major térms of the KRCC contract differed
significantly from the Procter & Gamble agreément. Further, the
Procter & Gamblé contract was never reviéwed for reasonableness by
the Commission due to its convérsion to a standard offer.
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conditions in effect at the time of the utility action. The
utility cannot isolate oné or two requirements or conditions as
justifying its actions, but nust take into consideration all of the
applicable laws and facts in reaching a decision.

The failure to pay careful attention to all of theseé
requirements and to weigh all possible alteérnatives can by itself
be a critical flaw in the judgment of a utility manager. The neéd
for such vigilance is heightened when the utility is charged with
the particular résponsibility of maintaining its ratepayers’
indifference to a transaction and ensuring equal treatment of all
others who might bé parties to similar transactions.

The *spectrum” of conditions which Edison claims as
support for its actions included the followingt: a pérceivéd need
by Edison for additional baseload capacity; federal and state
policy requiring the purchase of electric power from cogenerators,
with particular emphasis on the statements of a single CPUC
comnnissioner; and Edison’s claiméd néed to accede to the dermands of
jits affiliate’s partnér as a measure of good faith negotiations.
Edison réjects DRA’s assessment of theé reasonableness of the KRCC
contract based on its comparability to Standard Offer 4, Paynént
option 3 alone. In its testimony, an Edison witness expressed the
view that only now has thé standard offer attained the status of a
*Holy Writ” requiring a guid pro guo éxchange for changes in
standard offer térms.

This extrémely narrow viéw by Edison of theé laws and
policies defining the "bandwidth” of possiblé business decisions
which Edison could have madé with réspéct to thé KRCC contract does
not take into considération the éntiré body of law.and conditions
existing at the timeé or the importance of the standard offer.
our previous reviéw of thée many Commission décisions issuéd between
1979 and January 1984 makeé clear that éven in that time frame the
standard offer was to seérve as the bénchmark for all utility
purchases from QFs. At its inception thé terms of the standard

- 118 -
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offer were those proposed by the utilities in 1980 set against such
rudinmentary guidelines as providing for avoided cost pricing. By
January, 1982, the ovérall guidelines for standard and nonstandard
offers had béen set. By Décember, 1982, thé significant pricing,
performancé, and termination provisions for purchases of as-
available capacity and energy and firm capacity wero defined. By
October, 1983, long-term pricing and the remaining standard offer
terminology was in place with the exception of a few minor
provisions. w#hile the Cormission intended to promote alternative
generation, the development of QF power, even cogeneration, was not
to be at any cost.

our decisions, which weré the result of enormous timé and
manpower commitments by this comnission’s staff, California’s
electric utilities including Edison, and active third parties, also
addressed many issués on the operation of the QF progranm itself.,
The standard offer was viewed as the heart of a program intended to
benefit ratepayérs and énsuré equal tréatment of all QFs. Further,
the standard offer was found to bé per seé reasonable and in turn to
form the standard against which the reasonablénéss of all utility
actions related to QF transactions was to be measured.

We found the adequacy of theé standard offers to be so
compléte that uncertainty was éxprésséd regarding even thé neéd for
nonstandard offers. The Commission concluded, howéver, that théreée
might bé circumstancés where such offeérs might be required to
facilitate OF dévelopment. In our éarly ordérs, however, those
circumstances weré viewed very narrowly -- to enhance a QF’s
financeability or unique technology.

The nonstandard offer, which by definition would deviate
from the Commission’s approved offér, was never intéended to avoid
Commission réview for réasonablenéss. To some degree, the choice
of this review was left to thée utility. Reviéw following the

exécution of a nonstandard agréémént would take place in the
utility’s ECAC, with unréasonable costs being disallowed. As an
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alternative, the utility could seék preapproval of the nonstandard
contract prior to signing. The latter approach was designed to
provide a means by which the utility could be assured of cost
recovery and theréby promote the use of such offers when hecéssary.

The Comaission did not encourage preapproval in eévery
instance. Edison has noted that the Commission stated that
utilities were to submit only those offers for which the utility
had *significant questions.” (D.82-01-103, at p. 104.) The
comnission, in the following senténce, further defined what the
utility could consider a "significant question.” sSpecifically, we
found: ~Once thé Comnission has reviewed and expressed its opinion
as to the consistency of a contract price and térms with avoided
cost principles, utilitiés should be expected to use thesé
principlés to sign similar contracts without review.* (Id.:
emphasis added.)

Whether by preapproval or ECAC review, however, the focus
of the commission’s review of nonstandard agreéments was to be the
same -- was the nonstandard offér in the ratepayer’s interest and
would the ratépayér "be indifferent to or prefer the nonstandard
contract over the standard contract”? (D.82-01-103, at p. 103.)
The Commission, not only in its standard offer decisions, but in
its early review of nonstandard agreements brought to the
Conmission for preapproval, provided thé guidélines by which to
judge the agréemént’s reasonableénéss. While theé econonic reference
point of avoided cost was a critical point of comparison, the
overall standard by which the réasonablenéss of the nonstandard
agreement was to be judged was its comparability to the standard
offer as a whole.

For each additional risk to which the ratepayer was to be
exposed under a nonstandard agreément, a “compensating benéfit” was

to be provided in return. Thé analysis to be used in any

application for preapproval, and in fact in our décisions on such
applications (D.93364, D.82-04-087, D.82-07-021, D.83-05-043), was
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to include a clear statement of *all the differences betweén the
contract and the standard offer” and an identification of %all
gains and costs to ratepayers.” {D.82-01-103, at p. 103,) Our
decisions on nonstandard offers issued during the negotiation of
the KRCC contract make clear that thesé standards applied to even a
single difference betwéen the nonstandard agreement and the
standard offer and that even a single difference could be a cause
for concern as well as a basis for seeking preapproval. Evén if a
utility manager decided not to seek advance approval of a QF
nonstandard contract, our findings in D.82-01-103 and subsequent
decisions reviewing nonstandard contracts provided the regulatory
policies each utility manager would bé éxpected to know and follow
in the negotiation of éach nonstandard contract.

Thése guidelinés had équal applicability to nonstandard
agreeménts between the utility and a QF in which the utility held
an equity interest. Whilé Edison is correct that the commission
permitted partial utility ownership by a QF, we intended that this
ownership carry with it an énhanced tevel of reésponsibility by the
utility to ensure that its ratepayers were adequately protected.

In this proceeding, Edison has émphasized that SSEC,
Getty’s partner in KRCC, is now merely an Edison affiliate, a part
of the unregulated subsidiary of Edison’s holding company. wWhile
this circumstance has been true since 1988, at thé timeé of the
negotiation and execution of the KRCC contract and throughout the
record périod of this procééding, SSEC was a direct subsidiary of
Edison, thé regulated utility. 1In D.82-01-103, the commission
announced that, whén a utility chose to participate in the
ownership of a QF, the Commission would require greater scrutiny of
utility operations. The utility would bé permittéd to come forward
with a proposal for partial ownership of a QF. Such proposals were -
to bé reviewed by thé comnission on a *case-by-case basis, with the
intent of protecting the interest of both ratéepayers and any QFs
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who might be disadvantaged conpetitively.* (D.82-01-103, at
p. 12.)

These findings directly stemmed from our concerns rélated
to the potential for harm to the utility’s ratepayers and other QFs
which might result from such relationships and the utility’s
diversification into unregulated activities. In particular, the
commission cited the need to ensure that such relationships did not
producé any anticonmpetitive effects, incentives to increase the
utility’s avoided costs, the subsidization by ratepayers of the
unregulated business, or the inmpairment of the financial integrity
of the regulated entity. At no point in this proceeding, has
Edison suggested that any of the comnmission’s findings in
D.82-01-103 regarding utility ownership of OFs, othér than our
pernitting such arrangements, had any significance in the éxecution
of the KRCC contract or Edison’s request to récover costs
associated with that contract.

It is against this background that we review Edison’s
actions in negotiating and executing the KRCC agreement. HWe do not
quarrel with Edison’s assertions that the utility’s baseload need
and governzent policies in effect at the time of the négotiations,
as well as Edison and Getty’s own feasibility study, made this
projest a *good one” for Edison to considéer and even actively
pursue. From that point forward, however, these arguments do not
justify signing an agreément which so radically differea from the
standard offer and, in many important ways, exposed Edison’s
ratepayers to significantly greater risks.

sinilarly, weé accept that former comnissioner Dédrick’s
contacts with Edison and this commission’s decision to impose a
penalty on Edison for offeriné QFs pricés below avoided costs could
have been influéntial on the decisions made by Edison’s managemént.
Yet these circumstances cannot éxcuse actions taken by that
managezent which ignoreéd decisions of the full Commission that
provided specific direction on the negotiation and provisions of

- 122 -
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nonstandard contracts with QFs and with QF affiliates in
particular.

Additionally, we note that cComnissioner Dedrick had left
her office at this Comnission before the issuancé of even
D.82-01-103. With respect to Edison’s rate case penalty, this
penalty had been necessitated by Edison’s reluctance to sign
standard contracts with wind deévelopers at full avoided cost. 1In
particular, we found Edison’s pricing policies, including Edison’s
position that standard offers based on avoided costs were not
required nor appropriate, ¥as evidencing a continuing pattern of
disregard for the Comnmission’s avoided cost policy of the past
three years.” (D.82-12-044, 10 CPUC 2d 155, 258.) Although Edison
credits this penalty as contributing to the regulatory pressuré on
Edison to négotiate the KRCC agreement, thé penalty can also be
viewed as résulting from an Edison practice of disregard for
commission QF pricing policies.

The récord in this case indicates that, with réspéct to
the KRCC contract, Edison’s adherénce to Commission adopted
standard offers or avoided costs principles did not improve
significantly after Edison’s 1982 general rate case¢ decision. 1In
fact, each mémber of Edison’s personnel involved in negotiating and
signing the KRCC contract had a common characteéristic. HNone
attached any great importanceé to the standard offérs or the
Commission’s decisions défining those agréements.

Edison takes excéption to DRA’s emphasis on thé “scant
atténtion” paid by Robéert Levine to the standard offers. Looking
up the "chain of command,” howéver, the attention paid to these
offers by Edison’s managément was never significantly greéatér than
Levine’s, and, for Lévine’s diréct supervisor, Michael Vogeler,
*was not something I felt was really paramcunt to the
negotiations.” (Tr. 3072.)

of those responsible for negotiating the KRCC contract,
at the bottom of the Edison personnel ladder, but at the top of the
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négotiating chain, were Levine and Patricia Neel-Glaziexr. Both
{ndividuals admitted to knowing 1ittle, if anything, about the
commission’s standard offer decisions. Aas our review above
indicates, the absence of knowledge about these decistons also
represented an absence of knowlédge about the comnission’s policies
on nonstandard offers and utility/QF affiliation.

As their tool in the KRCC contract negotiations, these
two individuals, both essentially novices to QF contracts, used an
agreenent which had never received Commission approval nor was
based on any standard offér. Levine and other Edison personnel
cited thé Commission’s resolution declining to approve the
Procter & Gamble contract as precedent for the Comnission declining
to preapprove purchase power agréenents, In fact, the résolution
does not stand for this principlé at all, but is based instead on
the rationale that the resolution procéss or advice letter filings
were not a suitable method for seeking revieéw of purchase power
agreements or thé utility’s avoided costs. The Comnission viewed
these issues as réquiring more in-depth review and hearings not
available through advice letter filings.

Edison’s position in this regard also ignores the
commission’s decision issuéd threée months earlier pernitting
preapproval of a nonstandard contract between SDG&E and Kelco based
upon an application filed by the utility. (D.93364.) Thé analysis
appliéd to that agreenent, including its comparison to SDG&E’s
»standard contract” and a detérmination of thé resulting risk and
benefits for the ratepayers and QF, was the very one adoptéd by the
Commission in D:82-01-103. In fact, in D.82-01-103, thé Kelco
contract was citéd as an éxample of a nonstandard contract
béenefitting both ratépayers and thé QF.

The "benefit-risk” exchange contémplated by tne
Ccommission for nonstandard contracts was apparently understood by
Edison’s Edward Myérs at the outset of the negotiations.
Nevértheless, Edison now appears to suggest that the standard offer
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had little relevance to its negotiations with Getty since these
negotiations began when there was no comnission-approved standarad
offers. While no Commission decision approving specific standard
offers had been issued at that time, the utilities had in fact
filed initial price offerings based on avoided costs in response to
early commission orders. Further, by the time Levine had
circulated his draft of the agreement in October, 1982, the
Comnission had already issued D.82-01-103 and Edison had filed
standard offers in résponse.

Moving up Edison’s personnel ladder, we find individuals
whoseé motivation to succeéssfully sign a contract with a large
cogéneration project appeared to cloud théir judgment. For
Vogeler, the contract répresented an opportunity to *get that
penalty off our backs.” Under these circumstanceés, the contract,
for Vogeler, needed only to meet his definition of being "below
avoided cost,” without regard to the findings of Edison’s own
analysts. For Kent and Bjorkland, each concluded that verbal
instructions to their employeés to act on behalf of Edison’s
ratepayérs were sufficient aloné to énsure a contract which they
would find reasonablé. Bjorkland testified that he was noét
fapiliar with the standard offers nor had he directed his
managenent to be familiar with those offers.

Kent, thé only one of this group who claimed xnowlédge of
all of the Connission’s decisions, appéared to do little to ensure
that those decisions were being followéd. 1In fact, based on his
intérpretation that advance approval of nonstandard offérs should
be sought "only in spécial and limited situations” or “unusual
cases”, hé nade the decision not to submit thé KRCC contract to the
Commission for preapproval. (Exhibit 148, at p. I-4, II-12.)
These phrases used by Kent do not appear in the commission’s
decision, but are in fact Edison’s interprétation of that order.
Based on this approach, Edison concluded that the KRCC Contract did
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not involve *an unusual case for which a requést for Comnission
preapproval was appropriate.”* (Id, at p. I-4.)

In using this logic for not seeking preapproval, we find
an inherent inconsistency in Edison’s argument. For purposes of
justifying Edison’s signing the KRCC contract, tho Kern River
project was the largest, most significant endeavor which Edison had
undertaken up to that point in purchasing power from QFs and
provided a unique opportunity to provide the first successful EOR
project and Edison’s first significant QF joint venture. For
purposés of presenting the résulting contract to the commission for
its preapproval, however, the project was not an *unusuwal case” or
a "special” situation requiring such action.

wWe do not find that a brief conversation with a
comnission staff membér about thé contract was the equivalent of
the réquest for preapproval contemplated by D.82-01-103. There is
no evidence in this récord that the Commission or a member of its
staff told Edison that preéapproval, as contemplated by D.82-01-103,
of this particular contract was unnécessary or unwarrantéd.

This record reflects that the information provided to
this Commission and the CEC regarding the KRCC contract and the
ownership rélation betweéen KRCC and Edison was extremely limited.
In fact, the répresentations madé by Edison to the two Commissions
camé principally fron Michael Vogeler. Baséd on the récord in this
proceeding, Vogelér’s own appreciation of thé impact of all of the
KRCC contract terms and understanding of theée standard offers
appear to have been minimal. We noté that Edison in its written
summation to the Commission’s Executive Director regarding the KRCC
contract stresséd Edison’s ability to términate the agréement in
90 days. In fact, this térm, which might have been significant for
Edlison’s ratepayers and this Commission, was rémoved by amendment
to the agreement six months aftér its execution.

None of Edison’s management decisions or theé absence of
such décisions has significance, however, if the KRCC contract
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provided Edison’s ratepayers with the econonic équivalent of the
standard offer. Based on firm capacity payrents and bonuses
received by KRCC, the parties’ statements, and thé contract’s
stated duration of 20 years, the KRCC agreement would be required
to be the economic equivalent of a firm capacity standard offer.
In D.83-10-093, wé specifically found that the *econonic balance”
represented by the standard offer and required to bo maintained in
a nonstandard conicact was 7not linited to the exchange of dollars
between the partiés.” (D.83-10-093, 13 CPUC 24 84, 124.) 1In this
regard, we found that ¥{c)hanges in nonprice terms can haveé very
real econonic éffects on ratepayers and the parties to the
contract.” (Id.)

We conclude, as DRA has ably démonstrated, that thé KRCC
contract was not the economic equivalent of a firm capacity
standard offer. The térms of this agreement were not désigned to
ensure a firm capacity commitment, to maintain ratepayer
indifférence, to shield ratepayers from risks greater than those
incurred undér a firm capacity standard offer, or to provide
ratepayers with significant compénsating benefits in exchange for
those risks.

Thé only térm for which there is evidénce of a
*pbargained-for exchange” by Edison on behalf of its ratepayers as
contemplatéd by the Comnission in D.82-01-103 involved a portion of
the energy pricé formula. In particular, Gétty requésted energy
price certainty in the form of 1levelized énérgy payments, a feature
which became part of the standard offérs in September, 1983.  In
return, Edison requestéd a discount on its avoided cost of eénergy.

Despitée Edison’s and KRCC's réferéncé to other “benefits”
of the KRCC contract, nothing in this record indicates that Edison
ever negotiated thése “benefits” on behalf of its ratepayers as
compensation for, in DRA’s words, thé "generous”™ térms given to
KRCC. Even Getty’s chief negotlator could not recall any specific

contract terms ”"being éxchanged one for another in any instance.”
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(Tr. 2581.) Additionally, we find that the *phéenefits” ocited by
Fdison and KRCC are not sufficient to serve as compensation to
ratepayers for any of the ”generous” nonstandard terms.4

The benefits realized by Getty and KRCC and the risks
incurred by Edison’s ratepayers are part of the same 1ist. That
1ist includes: (1) energy prices based on a formula at odds with
the standard offers and creéating the potential for costs above
avoided costs in the later years of the contract, (2) capacity
prices in excess of those forecasted for QFs beginning firm
operation in 1985, and (3) termination and scheduled mainténance
provisions which did not énsure a 2¢{rm capacity” commitmént by the
QF. These latter provisions permitted significant operating
decisions to be madée unilatérally by the QF and failed to provide,
for the term of the contract, the repaymént upon termination
necessary to make the utility whole and its ratepayers indifferent
to the transaction.

With respect to this list, wé note that the energy price
formula negotiated by Edison and Getty went far beyond the
compensation récéived by Edison’s ratépayers in the form of a

discount applied to Edison’s avoided cost, a discount which over
the term of the negotiations continually shrank. For capacity
prices, KRCC's beginning opération in mid-August, 1985, could
easily have been anticipatéd by the parties in light of the taXk
incentives to bé realized by KRCC and a construction agreement

4 We noté that our discussion of thé néed for nonstandard
contract térms in D.82-01-103 rélated to difficulties a OF might
encounter financing his project or developing his téchnology.
Nowhere in this récord is theré any evidénce that Getty and Edison
ever expériéncéed difficulty financing this projéct or that
particular contract terms wére necéssary to furthér this éffort,
with the possible excéption of énérgy price certainty. Further,
one of the things which Edison management had found most attractive

about the Kern River projéct was its #off-thé-shelf” technology.
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which provided for significant incéntives for complétion 6f the
project before mid-December 1985. The requirement of a threée-year
operation deadline for this project, as opposed to the standard
offer five-year deadline, was an insignificant concession for
higher capacity prices given the state of #réeadiness® of the
project as of the date of contract signing.

Edison and KRCC have argued that Edison’s ratepayers weére
benefitted by the chosen energy price formula because the
application of this formula between 1985 and 1987 résulted in KRCC
being paid less than Edison’s avoided costs. In KRCC's teéstimony,
Exhibit 134, KRCC stated that the difference between thesé two
price streans resulted in "ratepayer énergy savings (that] ranged
from $24.9 million to $38.6 million for the récord period,
excluding interest savings.” (Exhibit 134, at p. 22.)

The record in this proceeding is clear, however, that
this result was neither intended nor forécasted by the parties.
Edison had only forécasted that payments under the KRCC contract
would be 99.8% of avoided cost. At béest such an analysis réflécts
that Edison had negotiated only an infinitesimally small
improvement in cost for its ratépayers over the standard offer.
This difference was not sufficient to compénsaté ratepayers for
risks assumed under the contract and was based on an analysis, as
explained below, which was flawed due to erroneous assumptions
regarding capacity price and termination. In fact, if the propér
assumptions had been made the forecast would have revealed a
contract price stream well above avoidéd cost.

To avoid the application of hindsight, a reéasonableness
review of a utility’s purchase power agréements, as even Edison has
concurréd, is not outcome orientéd. Theé fact that the application’
of theé KRCC energy priceée formula during thé record period resulted
in lower payménts is not relevant to the considération of what the
parties anticipated and inténdéd at theé timé of the contract’s
execution. The standard offer énergy provisions, approved by the
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comnission, were the standard of reasonableness. Fron this
standard, the KRCC energy price formula deviated significantly,
The fact that energy payments to KRCC were below Standard offer 4,
option 3, payments for the record period was the result of
happenstance, not design.

Additionally, because the operation of the KRCC energy
price formula could produce payméents above avoided costs in future
record periods, as demonstrated by DRA, the Conmmission is
foreclosed from finding the formula to be beneficlal to ratepayers.
The discount on avoidéd cost included in KRCC’s enexgy payments was
insufficient compensation for Edison’s ratepayers given the risks
inherént in the provisions as a whole.

With respect to Edison’s avoided cost forecast performed
in October 1982, we find this forecast to have been flawed since it
erroneously assumed that the KRCC project would be entitled to a
1986 firm capacity price based on a 1986 operation date. In fact,
KRCC was only éntitled, at most, to a 1985 firm capacity price
based on its date of operation, and not the 1986 firm capacity
pricé requiréd under the contract. The result of this contract
tern was to require capacity payments to above Edison’s avoided
costs. Further, the analyst failéd to considér the impact of the

lenient and highly fléxible termination provisions on the actual
capacity price which should havé béen paid to KRCC.

While the price provisions adopted for the KRCC agreement
are at odds with the standard offers, it is thé contract’s

provisions for termination and mainténance which esséntially
nrecharactérize” the nature of thé contractual obligation 7
undertaken by KRCC by failing to énsure a firm power comnitmént by
the QF. It is in thése provisions whéré thé most significant
departurés from the firm capacity standard offers are found
especially related to restrictions on and prérequisites to
termination and maintenance and provision for repayment to Edison
upon termination.
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Yet, one set of standard offer terms which were
specifically in place well before Edison and Getty’s July 1983
letter of intent wére the termination provisions for firm capacity
contracts adopted in D.82-12-120. No one diréctly negotiating the
KRCC contract on behalf 6f Edison or supervising that negotiation
claimed to have any knowledge of these provisions or to have
considered their application in thé KRCC contract.

KRCC has argued that california contract law is
applicable as a means of limiting any disallowance the Commission
might make in this proceeéding. We agree with DRA that KRCC’s
argument nisundérstands a Comnission reasonabléness review. Our
standards for this reviéew have been developed to respond to a
situation unique to utility reégulationi namely, our obligation to
protect the utility’s ratepayers, who are not privy to the
negotiation and exécution of a purchase power agreement, but must
pay for its costs.

In one way, however, contract law is applicable to this
procéeding. Specifically, the parties’ intent regarding an
anbiquous contract term is evidencé of the intéerpretation to be
givén that term. Where no ambiguity exists, however, the parties’
intent is not relévant and certainly should be given little weight
when it differs significantly from the plain meaning of the words
used. '

In this régard, we find that Edison and KRCC have rélied
on their intentions as a means of ~explaining away” many of the
KRCC contract’s téermination and mainténance provisions which aré at
odds with thosé réquired for a firm powér contract. We concur with
DRA that the languagé of the téermination and scheduled maintenance
provisions in the KRCC contract réduces KRCC’s obligations under
the agreement, increases ratepayer risks, and undermines the
20-year firm power commitmént from KRCC which Edison and KRCC claim
was intended.
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In D.82-12-120, the Commission made clear that the
performance standards and termination provisions adopted for firm
capacity QFs had these goals: to ensure that the QF was providing
firm capacity and to make the ratepayers whole in the event that
the QF failed to provide firm capacity. Commensurate with its
obligations beyond those required of an as-available QF, the firm
power QF was entitled to earn higher capacity payments and even
bonuses to reflect the degrée to which the utility could rely on
the QF's contribution for resource planning.

The términation and mainténance provisions ¢f the KRCC
contract did not achieve the goals which the Comnission inténded
such provisions to méet in a firm power contract. In particular,
the agreement contained maintenance and termination provisions
without restrictions and repayment provisions comparable to a
20-year firm capacity standard offer. Furthef, the contract
permitted significant operating and termination decisions to be
made by the QF aloné. The result of thesé circumstances was a
contract which failed to ensure a firm capacity comnitment by the
QF.

Among othér things, the agréeément, as signed, contained
no limit on scheduled mainténance during peak periods and pernitted
KRCC to schedule mainténance during peak months upon KRCC's
determination that it was not practicablé to perform mainténance at
another timé. The contract’s termination provisions containéd
repayment térms which wverée not comparable to a 20-year firm power
standard offér and gavé KRCC "the right” to terminate the agreéément
upon 90 days’ notice to Edison after retiring its debt obligations
'if in KRCC’s opinion, its performance becomes unprofitablé at any
time~®. (Exhibit 109, Section 5.5¢ émphasis added.) Thé contract
also permatted KRCC to unilaterally cancel thé agreément upon 90
days’ notice if Edison, unless othérwise excuseéd under thé
contract, declined to accept delivéry ¥at any time”., (Exhibit 109,
Section 5.3.)
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KRCC and Edison argue that, beécause KRCC did not
terminate the agreement during the record period, Edison’s
ratepayers were unharmed. As we have indicated, however, the
neasure of the contract’s reasonablenéss doés not depend on what™
actually occurred, but what the contract terms permitted to occur
and the resulting risks to which Edison’s ratepayors were exposed
at the time of the contract’s execution.

With these pricing and contract terms in mind, we turn
Edison and KRCC’s assertions that the parties were essentially
®)ocked in” to theése particular provisions by the July 1983 letter
of intent and the requirément that Edison bargain in good faith
with Getty. In this reégard, Edison justifies many of the
nonstandard contract terms on the basis that Getty ~insisted upon”
their inclusion.

In several of our standard offer decisions, we repeated
the requirement that utilitiés were to bargain in ~good faith” with
OFs. Our nééd to address this topic stemmed from utilities
refusing to consider any QF requests for changes to the standard
offers. Not in any of thesé orders, however, did the Comnission
ever state that this requiremént of good faith negotiations meant
that a térm was to be included in a nonstandard offer because the
QF "insisted” upon it. The only requirement placed on the utility
was to consider, but not necessarily includeé the term. The
decision for inclusion was uniquely a utility manageément decision
to bé made in thé context of the applicable law.

That law, as wé have discussed, réquired comparability
béetween thé standard and negotiated offérs and ratépayer
indifférence to the two transactions. Weé fully concur with DRA-
that thé standard offers and our décisions relating to thém were
sufficiently significant that at no point up to the time of
contract execution was it appropriate to ignoré them.

Further, Edison’s choicé was never solely beéetween a
standard offer and no contract. As DRA has pointed out, Edison had
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an opportunity to negotiate a contract and respond to Gétty's
principle concerns related to energy price certainty and contract
capacity changes without providing additional terms highly
favorable to the QF for which no compensating benofits were
obtained for Edison’s ratepayers. The fact that Edison felt it had
to accede to Getty’s demands did not mean that it could or should
no longer bargain vigorously for its ratepayers and obtain
conpénsation for these demands. Without these efforts even being
made, there can be no assertion that the only choice Edison faced
in January 1984 was between the agreemeént which was signéd and no
contract at all., Weé also do not find in this record any evidence
of such an ultinmatum being given to Edison by Getty.

Finally, if the letter of intent signed by Getty and
Edison truly ”“lockéd in* the terms of the agreement, weé questxon,
as has DRA, (1) the reason for a provision absolving the parties
from 1iability in the evént that a contract was not executed,
(2) the ability of Getty to switch to a standard offer if desired,
and (3) the fréeedom of the parties to revise the agreement several
times after the letter of intent was signéd. Among these révisions
was the final critical revision shortly before the contract’s
execution changing thé dénominator in the termination formula from
mo0% to ¥12%. We concur with DRA that at the very least this
change alone éfféctively altered KRCC’s obligations to provide firm
power from 20 to 12 years.

+ With réspect to the impact of thé KRCC contract’s third
amendmént, wé agreé with DRA that this amendment has no relevance
to our review of thé reasonableness of the KRCC contract at the
timé of its éxecution. No matter what rétroactive effect was given
to this amendment by the parties, the fact remains that the
contract térms contained in the améndmént did not exist nor were
even contemplated at the time of thé contract’s éxecution or this
récord period. Undér these circumstances, the amendnent certainly
could not be included among the conditions ~existing at the time”
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which would have or should have influenced Edison’s actions or our
perception of the reasonableness of those actions.

As we explain in the following sections dealing with
remedies, however, we do not share DRA's view that the parties were
precluded fron amending their agreement. Our approach instead is
to encourage the contract’s reformation and to énsure the
continuance of a highly beneficial QF project.

Based on the record and the applicable law in this
proceeding, we find that Edison and its managers did not act
prudently in négotiating or executing theé KRCC contract. The
actions taken by Edison belié their responsibility to their
ratepayers in signing this nonstandard OF contract. The fact of
Edison’s ownership interest in the project should have heightened
Edison’s attention to this cCommission’s decisions and the interests
of its ratepayers and other QFs. Insteéad, we find that Edison was
almost uniformly inattentive to the comnission’s standards of
reasonablenéss governing purchase power agrééments with QFs and the
comnmission’s guidelines for préapproval of nonstandard QF
contracts. The résult was an agreement which provided increased
risks to ratepayers over thée standard of fers without compénsating
benefits and was thereforeé unréasonable.

We further find that DRA has presénted a reasonable
theory on which to basé a disallowancé rélated to this contract.
Namely, it is DRA’s position that the result of all of thée KRCC
contract terms was to créate an agréement for as-available as
opposed to fimm capacity. We agréé with this conclusion and
discuss its application and ramifications for this contract in our
following séction on rémediés.

Althoéugh this casé has primarily focuséd on thé impact of
the KRCC contract on Fdison’s ratepayeérs, DRA has also asserted
that other QFs were harmed by this agréémeént. The most significant
evidence in this régard was the testimony of Ként that Edison had
never réfused similar contract terms to other QFs. 1In fact,

- 135 -
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however, neither Kent nor apparently anyone else at Edison had ever
pade known to other QFs that such terms were avallable,

DRA believes that another instance of favoritism toward
Edison’s QF affiliates occurred during the end of 1984 whén Edison
first requested the suspension of its standard offors while still
negotiating and eventually signing nonstandard agroements with its
affiliates. The record in this proceeding related to these events,
however, is not sufficient to conclude in this decision that Edison
intended a course of conduct related to these events specifically
designed to favor its affiliated QFs over nonaffiliatea QFs.

we do not intend, howevér, to prevent further évidénce on
this issue being received in Edison’s next ECAC reasonableness
reviews which will examine other nonstandard contracts signed with
Edison affiliates during 1984 and 1985. We will therefore leave
open for those procéedings the issué of whether the signing of
these other nonstandard contracts favored Edison’s affiliates over
other QFs. )

Consideration of this issue, however, directly raises the
issue of Edison’s burden of proof in demonstrating the
reasonabléness of its nonstandard agréements with QF affiliates.

It is Edison’s position that, while it has the burden of proving
the reasonableness of théseé agreémeéents, DRA has the burden of
supporting its recommendations with sufficient evidence.

This latter statement viewéd in isolation is no doubt
true. DRA, howévér, cannot effectively make it$ recomméndations
unless the utility has first met its burdéen of proving the
reasonabléness of its agreement and providing all requested,
relevant documents. In this case, Edison had the traditional

burden of proving the réésdnablénes§ of the nonstandard agréeément
with KRCC, but also the further burdén, once it agréeéd to own the
facility, of showing that no harm was causéd to its ratépayers or
otheér QFs by this action. This conclusion is well- -supported by
D.§2-01-103 which séts forth precisely the concerns which the
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comnission expects each utility to address when utility ownership
of the OF is involved. Weé have noted previously that in this case
Edison has chosen to largely ignore or ninimize these requirements
of D.82-01-103,

Based on the facts presented in this proceeding, we
advise Edison that in its next ECAC reasonableness roview, Edison
will be expected to demonstrate through clear and convincing
evidence that its nonstandard agreéement with affiliates resulted in
no harm to Edison’s ratepayers or nonaffiliated QFs. We find that
a statement that no QF was ~“refused” a nonstandard agreement
similar to one with an Edison affiliate, by itself, will not be
adequate to meet this requirement giveén Edison’s actions in late
1984 requesting the suspension of its standard offers.

With respect to this proceeding, we conclude that the
conments of thé ALJ during heéaring and the assigned Commissioner in
a subsequent ruling were totally appropriate in advising Edison of
the weakness of its showing. The many reasons offered by Edison in
its reply brief to support its approach do not justify the stark
absence of information regarding the negotiation and execution of
the KRCC contract or the partnership of SSEC and Getty.

what occurréd in prior Edison ECACs has little rélévancé
to the issués which thé Commission was required to consider for the
first time in this procéeding. Edison’s exclusive réliance on its
prior ECACs as support for its showing in this case ignores the
significant départuré of the KRCC agréemént from the standard
offers, the ownership tie betwéen Edison and KRCC, and the
commission’s orders on both standard and nonstandard offers. The

record is clear that Edison was wéll aware almost a yeér prior to
hearings in this procééding of DRA’s concérns with thée KRCC
agreément. These concerns in fact led Edison to executé a third
amendment to the agreemént months béforé hearings took place.

Because the récord in this casé included all evidence,
whether entitled “rebuttal” or *diréct,” necessary to evaluate the
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contract, we do not intend to impose a sanction on Edison for its
approach in this proceeding. We advise Edison, however, that, with
the issuance of this decision, there can no-longer be any question
regarding the nature and the level of proof réquired to demonstrate
the reasonableneéss of its nonstandard agreements with affiliates.
We also intend to ensure this result by adopting DRA’s
reconnmendations for increased réporting requirements related to
nonstandard agreements between Edison and its QF affiliates. This
recommendation is discussed in the section of this decision dealing
with remedies.

The issue of affiliation brings us finally to DRA’s
concerns with the éxistencé of sélf-dealing related to the KRCC
contract. Based on the récord in this proceeding, we find these
concerns to be leégitimate. Edison and KRCC, similar to their
arguments in support of the KRCC agreement, assert again that the
absencé of any harm related to sélf-dealing results in a clainm
which is essentially not actionable.

We reiterate, however, that the Commission’s oversight of
utility action is not focused on what occurred, but with the risks
to which Edison’s ratepayers and other QFs were éxposed beyond
those of a standard offer and beyond those found in non-affiliate
QF transactions. The fact that Edison creatéd the potential or
even thé appéarancé of a conflict is cause for concern.

In this case, the potential for a serious conflict of
interest was présent. No matter what instructions weré reécéived or
actual functions undértaken, Edison personnel had the opportunity
to serve and hold simultaneously fiduciary rélationships to two
very different and conflicting interests. On the one hand, these.
individuals weéré to negotiate a contract on behalf of Edison’s
ratepayérs: on the othér, as officers of SSEC, each held an
obligation to promote the interests of that company.

The evidence in this proceeding doés little to reassure
us that a conflict of interest was not present and did not result
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in self dealing. In one respect, Edison asks the commission to
place little emphasis on Levine’s lack of knowledge of standard
offers because his immediate supervisors within Edison, including
Bjorkland and Vogeler, were éffectively making the utility’s
decisions on the negotiations and were familiar with the
commission’s standard offer orders. Yet, when reforring to
Bjorkland’s and Vogeler's activities with SSEC and the SSEC
nanagement committee, Edison would like us to perceive that neither
man was primarily involved in the negotiation of the KRCC contract.

In this regard,:ué note the testimony of Charlés Myers
that it was important that thé members of the management committeée
not be the individuals primarily résponsiblée for the negotiations.
Yet Vogeler, even without a vote on the approval of the contract
for SSEC, seemed to bé truly involved on both sides of the
bargaining table. The record indicates that he was present at all
KRCC management committee meétings at which the contract was
discussed and, during the same time period, in his office at
Edison, provided advice and direction on the agreement to Edison
employees.

The record in this case, as a wholé, also reflects a
willingness by Edison to act according to the wishes of its
affiliate’s partner, Getty, on important décisions madée contrary
evén to specific guidance or diréection provided by the commission.
These steps not only related to Edison agreeing to terms upon which
Getty *insisted” in the KRCC agreéement, but also acceding to
Getty’s wishes to withhold information which Edison had béen
directly ordéred to produce by the Commission. Edison has
apparently eéxténded the logic of Gétty’s control over KRCC
panagement committée decisions involving contracts with the other
partner’s parént to & control by Getty over decisions made by
Edison directly impacting its régulation by this comnmission.

It is our sinceré hopé that no agreemént éxists in which
Edison’s actions which are specifically the subject of requlatory
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oversight are guided or influenced by an unregulated third party,
while we do not believe that DRA’s proposed wholesale changes in
Edison’s holding company structuré are required as a result of this
case, we do believe that the record in this proceeding requires
some action to protect Edison’s ratepayers and other QFs from any
further conflicts of interest or the potential for such conflicts.
DRA’s proposals and our conclusions in this regard are discussed in
our subsequent discussion of remedies.

VII. KRCC contract Administration

In the case of the administration of the KRCC contract,
as well as thé remedies for lack of prudency associated with the
agreemént, thé framework for these issues has been set by the
recommendations of DRA. In its report (Exhibit 87) DRA cited two
incidents occurring after the Kern Rivér project bécame operational
which DRA believes raises issués regarding the contract’s
administration. ‘

The first incident involved thé scheduling of maintenance
hours. This épisode began with a létter by KRCC to Edison on
November 4, 1985, asking that Edison review and revise its
computation of KRCC’s Séptember 20 to October 20, 1985, on-péak
hours. (Exhibit 132.) In Edison’s original statemént of energy
and capacity purchases from KRCC for this time périod, Edison had
found KRCC to have an on-peak capacity factor of 83.126%. Under
the terms of thé KRCC contract, thé QF is entitled to a bonus
payment in éach peak month in which the QF provides contract
capacity for all on-peak hours and theé on-peak capacity factor
exceeds 85%.

The question of KRCC’S on-peak hours during this périod
centéréd on KRCC’s plant capacity being réduced for five days due
to the loss of a boiler feedwateéer pump motor. In its November 4,
1985, letter, KRCC stated that Edison had erred in its cqmputatién
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of KRCC's on-peak hours and, as a result, in determining that KrCC
was not entitled to a Capacity Bonus Payment for September 20 to
octoter 6, 1985. In particular, KRCC assertedt ~The reduction in
plant capacity éxperienced on September 20 was a forced outage, and
as such, the seécond ‘on-peak’ day of the five-day reduced plant
capacity should k2 considered as maintenance.” (Exhibit 132.) The
letter, howevér, also contained the following statemontt ~The
systen for reporting scheduled outages as per Terms and conditions
of the Parallel Generation Agreement, has not béen followed as it
should.¥ (Exhibit 132.)

The contract term referenced in the letter was the
requirement of one wéek’s notice for scheduling outages of one day
or more. (Exhibit 109, Section 8.4.1.) For the outage in.
question, KRCC had not provided Edison’s Operating Representative
with any advancé notice. According to a mémo from Edison to Getty
dated November 15, 1985, Edison’s Pardee substation was notified of
the outage "but was unable to prove or disprove this claim [of a
scheduled outage) baséd on the substation log.* (Exhibit 130.)

A few weeks after the September 29 outage, KRCC again
failed to properly schéedulé maintenance. By letter of November 5,
1985, KRCC asked Edison to consider an outage on October 11 and
octoter 15, 1985, related to the inspéction of one of theée project’s
conbustion turbinés, to be a scheduléd outage ¥although it was not
reportéd as such.” (Exhibit 132.) Thé letter acknowleédged that
while thé KRCC managérent committee was aware of the inspéction,
Edison was not advised of this scheduled maintéenance in accordance
with the terns of thé KRCC contract.

In two separate letteéers from Edison to Charles Myérs on
November 21, 1985, Edison concluded that for the first outage KRCC
was éntitled to a schéduled raintenance allowance, and in turn a
capacity bonus payment for the period Séptémber 20 to October 18,
1985. (Exhibit 130.) Edison paid KRCC a péaX month bonus payment
of $124,253 for the period Septembér 20 through Septeémber 30, 1985.
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For the outage occurring in October, Edison concluded
that it was "unable to meet (KRCC’s) requést for additional
mafintenancé hour credits for the payment period of September 20,
1985 to October 18, 1985.7 (Exhibit 132.) This conclusion was
based on KRCC’'s failing to #notify Edison in advance of the planned
outage as réquired by contract térms.” (14.)

The second incident challénged by DRA involvés KRCC's
entitlement to certain winter on-peak bonuses. Under the contract,
KRCC can qualify for a bonus payment in non-peak months if all the
péeak Month bonus réquireménts havée béén met for all Peak Months,
the on-peak Capacity Factor for each of the year’s Péak Months was
at least 85%, and the non-peak months’ capacity factor éxkceeds 85%.
(Exhibit 109, Appendix B, Section 2; emphasis added.) The contract
provides that *([c)urréntly, but subject to change with reasonable
notice, the péak months for thé Edison system are June, July,
August, and Septémber.” (Exhibit 109, Séction 4.20.)

On August ¢, 1985, KRCC initially madeé its contract
capacity available to Edison. KRCC’s capacity factor was 96.92%
for the period August 9, 1985 to August 31, 1985 and 94.49% for the
period September 1, 1985 to September 30, 1985. From October 1985
to May 1986, Edison paid KRCC $3,043,084 in non-peak month bonuses
éven though KRCC did not provide contract capacity in either June
or July.

A. Parties’ Positions
1. DRA

In its téstimony DRA states its position on contract
adnministration as follows:

»oncé a contract has beén executéed, theé facility
has been constructéd and Edison has bégun to
purchasé power from thé facility, the utility

is responsiblé for administéring thé contract
in a reasonablé and prudent manner.

prudent contract administration réquires Edison
to propérly implemént the various pricing
provisions, monitor and enforce the terms of
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the contract, exercise its rights under these

contracts in a timely manner, and execute

amendments consistent with Comnission

guidelines.” (Exhibit 87, p. VII-1.)

Based on this standard, DRA beliéves that Edison’s
reclassification of KRCC's outage in Séeptember 1985 as scheduled
maintéenance was unreasonable because the reéclassification did not
conform to the terms of the contract. According to DRA, the
essential element of a “scheduled” outage is that it must be
scheduled. Further, DRA states that KRCC did not comply with the
contract because it falléd to supply the oné week’s advance notice
to Edison’s Operating Répresentative as required by the contract.
DRA states that the Pardéeé substation 1og contained no evidence
that KRCC had notified Edison that it inténded to schedule any
maintenance hours, and KRCC, by its own admission, states that the
contract provisions governing the reporting of scheduled outages
had not been followed.

DRA also takes issue with Edison’s paymént to KRCC of
non-peak bonusés of $3,043,084. DRA notes that, since KRCC first
made its contract capacity available to KRCC on August 9, 1985,
KRCC did not achieve an 85% capacity favor for either June or July.
In DRA’s opinion, this circumstanceé méans that KRCC could not
legitimately éarn thé non-péak bonus because of the contract’s
requireménts that KRCC méét the peéak month bonus requiréments for
all peak months, identified as June, July, August, and September.
Undér these circumstancés, DRA concludes that Edison improperly
paid non-peak bonuses which did not meet theé requirements of the
contract.

2. Edison

In Edison’s view, béecause the KRCC contract is a pay-for-
performance contract, the issué of contract administration centers
on whethér Edison "propérly implemented its pricing provisions and
monitored, enforced, and éxércised Edison’s rights under the
contract.” (Edison Opéning Brief, at p. 82.) With respect to the
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reclassification of the outage, Edison states that this
reclassification was appropriate since no harm to ratepayers
resulted from it. In particular, Edison asserts that there was no
differencé in its operation as a result of the tachnically improper
notice. Further, it is Edison’s opinion that KRCC acteéd in good
faith in its first attempt to comply with the scheduled maintenance
provision of the KRCC contract and did in fact notlify Pardee
substation of the reduction as soon as it occurred.

Edison also believes that it acted reasonably and in
conformance with the Commission’s intent in deéetermining that KRCC
was entitled to winter non-peak bonus payments. Edison states
that, in administering theée contract, Edison determined that, for
firn operation béginning mid-summér, a QF which operated thereafter
at 85% of contract capacity should not bé précluded from qualifying
for winter bonus payments. Edison acknowleédges that the KRCC
contract does not address this unique situation, but the definition
of peak month undér the contract makes clear that as little as one
month or as many as four months each year may be designateéd as peak
months. Under these circumstances, it is Edison’s opinion that
KRCC!s operation during the final two months of summer, including
Edison’s peak month of September, satisfied this contractual
requirement.

Edison states that a reasonable interpretation of
D.82-12-120 supports Edison’s administration of the contract. 1In
particular, Edison asseérts that D.82-12-120 provides that the QF
must consistently exceed thé minimum lével of availability of the
peaking unit uséd as a proxy to achieveé bonus.payments. According
to Edison, citing D.82-12-120, at pages 56-57, the utility was left
to establish a réasonable method for detérmining *consistent
availability.” Edison concludés that KRCC’s standard of
performanceé for the two peak months of 1985 justified Edison
awarding the QF the winter bonus payments.
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3. KRCC

KRCC states that DRA’s allegations of impropriety in the
adninistration of the KRCC contract demonstrate a disregard for the
evidentiary record and a failure to acknowledge prudent and
reasonable contract administration policies. According to Krcc,
DRA’s challenge to a credit for KRCC’s scheduled maintenance is
contrary to the contract provisions and unsupported by Edison’s
factual determination at the time of the outage. In particular,
KRCC cites Edison’s 7in-depth” reviéw which demonstrated that the
incident “while not letter perfect” was sufficient to credit KrCC
for a mainteénancé outage. (KRCC Opening Brief, at p. 41.) In
KRCC's view, DRA’s challenge ¥exalts form over substance”, noting
the absénce of any harm to Edison’s ratepayeérs in the initial
exércisé of these provisions by KRCC. (Id.)

Like Edison, KRCC referencés this Commission’s silence on
how a utility is to apply bonus payments to QFs that begin
commercial opération during the summer on-peak months. According
to KRCC, sincé KRCC contributed greatly to Edison’s capability to
neét peaking requiréments in all months following commercial
operation, Edison propérly determined that KRCC had met the
perfornance requirements of the bonus payment. XRCC asserts,
without cite, that this approach is réasonable *because Edison has
uniformly applied it to all Standard Offer and nonstandard
contracts.” (KRCC Opening Brief, at p. 45.)

B. Discussion

We find that DRA has appropriately brought into questibn
two incidents involving Edison’s administration of the KRCC
contract. We concur with DRA that effective contract
adninistration requirés thé utility to énsure compliancé with the
contract térms. Although we can imagine instances in which it is
reasonablé for thé utility to show a dégréé of latitudé toward a
QF’s performance undér some terms of a purchase power agreement, weé
expect stricter compliancé when the direct result is the payment by
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the utility of a significant bonus to the QF. The reason for this
approach is clear -- Edison’s ratepayers directly bear the burden

of shouldering the costs of the agreement. -It is this comnission’s
duty to ensure, therefore, that those costs were reasonably
incurred.

We do not find that Edison’s payment of a capacity bonus
to XRCC for its performance between September 20 and October 6,
1985, was reasonable. KRCC adnitted that the procedure which it
folloved to ”schedule” maintenance was not the one dictated by the
terms of its agreément with Edison. Additionally, there is
{nsufficient evidence that the outagé was indeed scheduled
paintenancé. Finally, based on information avajlable to it at the
time, Edison had propeérly concluded initially that a capacity bonus
payment was not warranted. The request by KRCC to Edison to’
reconsider this decision provided an inadequate basis, even when
coupled with Edison’s review of the incident, to justify the
reclassification of the outage as scheduléd maintenance.

Similarly, we do not find that Edison’s payment of winter
bonus payments to KRCC following thé operation of the facility in
August and Séptember, 1985, was reasonable. The explicit terms of
the contract limits the paymént of non-péak bonuses to instances
whén the QF performed at an 85% on-peak capacity factor for all
peak months. In this caseé, KRCC opératéd at this level in only two
of the four péak months and thérefore did not meet thé contract
réquirements for non-péak bonuses. Despité Edison and KRCC’s
assertions, we havé no evidence in this proceeding that Edison,
administering similar provisions under its standard offers, has
fact provided non-peak bonus payments for meéting bonus
requirements in fewer than all of thé peak months designated under
the contract.

We, theréfore, conclude that it is appropriate to
disallow the bonus payments to KRCC by Edison rélated to these two
incidents..- We noté, however, that our adoption of DRA’s
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characterization of the KRCC contract as oné for as-available
capacity results in a disallowance, discussed in the following
section, which incorporates the firm capacity bonuses paid during
the reécord period. No further disallowances is therefore xéquired
to reflect Edison’s imprudence in administering the KRCC contract.

VIII. Remedies

A. Disallowance

In the previous séctlons, we have found that Edison acted
inprudently in signing the KRCC contract and without regard for the
appearance of self-dealing. In this section, we address the
parties’ positions on the appropriate commission responses to these
actions.,

1. Parties’ Positions
a. DRA
DRA has récomnénded a disallowance of $52.23 millijon
for Edison’s imprudency rélatéd to the KRCC contract. In

pnaking this recommendation, DRA réviews specific disallowances
related to the contract’s 1985 vérsus 1986 start date, 12-year
versus 20-year price, firm capacity payments for increased contract
capacity, and as-availablé versus firm prices.

As éxplainéd in the prévious sections, it is DRA’s
position that the KRCC agréement during theé record period did not
represent a 20-year firm capacity contract with firm operation
beginning in 1986. DRA’s first threé disallowance recomméndations,
listed below, placé a value on separate contract terms which DRA
has arguéd were unréasonable. The final recommendation, which
would incorporate all of DRA’s récommendations and would require no
additional disallowance for the record period, is baséd on DRA’s
theory that the KRCC contract represented a contract for as-
available, as opposed to firm, capacity.




A.86-02-016 ALJ/SSN/fs

1.

1985 Versus 1986 Start Daté, According to
DRA, KRCC began operations in 1985 and
under Standard Offér 4 would have received
$132/kW-year for firm capacity. Imn
contrast, DRA states that KRCC receives
$143/kW-year. DRA argues that the
differenceé between these two prices of
$5,326,000 in nonminal dollars for the
record period should be disallowed.

12-Year Versus 20-Year Price. DRA states
that the $143/kw-yr and $132/kw-yr prices
stated abové are Standard Ooffer 4 prices
for a 20-year firm contract. However,
unlike a Standard offer 4, the KRCC
contract allows KRCC to terminaté after

12 years without penalty. The Standard
offer 4 price for a 12-yéar firm contract
beginning operations in 1985 is $114/kw-yr.
DRA recomrends that a disallowancé of
$14,042,317 in nonminal dollars for the
récord period be ordered to refléct the
difference in capacity payménts to KRCC of
$143/kH-yéar and $114/kW-year. DRA notes
that this disallowance réflects corrections
to includé Eore accurate information
provided by Edison regarding theé actual
payménts made to KRCC and changes in the
level of contract capacity.

Firm Capacity Payments for Increased
Contract Capacity. DRA states that KRCC
pay increase thé amount of firm capacity
entitléed to $143/kw-yeéar at its sole
discretion, unliké standard offer 4 QFs who
require thé utility’s consént for such a
change. DRA notés that during the record
period KRCC incréaséd its firm capacity
sales from 170 MW to 195 MW and should
receive the short-~run avoidéd capacity
price, like a Standard Offér 4 QF would,
for this 25 MW change. DRA asks that $1.2
million in nominal dollars bé disallowed
representing theé differéncé bétwéen the
firm and short-run prices for this capacity
increasé. According to DRA, only $500,000
needs to bé added to the $14,042,317 noted
in the section above to reflect this
disallowance.
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4. As-Available Versus Firm Prices. In
addition to disallowancés for the
individual contract terms described above,
DRA states that a disallowancé of
$37,455,675 in nominal dollars for the
record periocd should be adopted for tho
difference bétwéén thé KRCC contract
capacity price and the as-avallable
capacity price in Standard Offér 4. This
recommendation reflécts revisions to
incorporate more accurate information
provided by Edison in its rebuttal.

DRA notes that Edison represents that $34,053,506 is the
appropriate disallowance if the Commission were to adopt DRA’s
uvltimate recommendation. According to DRA, the difference betweén
this figure and DRA's proposed $37,455,675 is the value of énergy
deliveries above contract capacity at theée as-available capacity
price. DRA states that Edison improperly crédits this amount
against the récommended disallowance since testimony by Edison on
the issue of an as-availableé capacity crédit was struck by thé ALJ
ruling on April 6, 1989. DRA notes, howevér, that, despiteé this
action by thé ALJ, Edison had reflected in a table to Exhibit 148
the value of the as-available capacity in excess of the contract
capacity.

As part of its disallowance réconnéndation, DRA statés
that all of its disallowance valués, présented above in nominal
dollars, must be escalated to présént day dollars. DRA recommends
that the Commission escalate the proposéd disallowancé by the
utility’s authorized rate of return. Using this éscalation factor,
DRA calculatés the disallowance incorporating all of its
recommendations to be $52.23 million.

DRA believes that basing the interest on the disallowance

on the threée-nmonth commercial paper normally used in ECACs is
inappropriaté in this casé. DRA réasons that, bécause this case
involves overpayments made by thé utility to a subsidiary, the
amount overpaid by the utility to its QF affiliate flows back to
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the utility’s stockholders. In DRA’s view, the utility has access
to this money and may use it in any way it wishes. As a result,
DRA asserts that *[a)t the very least, the utility can make a
profit with this money équal to its raté of return by, for example,
retiring existing utility debt.* (DRA Opening Brief, at p. 76.)
In DRA’s opinion, application of the three-month commercial paper
rate to overpayments to a QF affiliate would, therefore, result in
the balancing account sérving to reward the company.

DRA also examines the issue of the impact, if any, of the
record period KRCC enérgy payments on DRA’s recommended
disallowance. DRA states that it has shown that the KRCC energy
price provisions are unreasonable. Only beécausé no overpayments
resulted from the operation of these provisions during the record
period, does DRA believe that a disallowance at this time based on
these provisions is not appropriate. DRA asks the Commission,
however, to find theseé provisions imprudént and determine the
appropriaté disallowancé in futurée record periods when the
imprudent terms come into play.

It is also DRA’s position that the KRCC énergy price
provisions résult in *undérpayments® by accident, not by design.
According to DRA, it is contrary to the standard of evaluating
contract in light of circumstances at the time of contract
execution to offset capacity disallowances with energy
#underpayments.”

specifically, DRA concludes that éven though “Edison now
beliéves particular enérgy pricing componénts to bé better than

- those in Standard Offer 4, it is évident that at the time of
contract exécution, Edison considéréd and bélieved that the KRCC
energy price térms would be 99.77% of avoidéd energy cost.” (DRA
Oopening Brief, at p. 51.) DRA further statés that there is “no
evidénce that the .03% forecasted ’discéunt’ was bargained for in
exchange for Getty’s ’‘bottom-liné négotiating position’ of price
cértainty for the life of the contract. (Id.) In DRA’s view, any
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difference batween what Edison predictéd with respect to the KRCC
energy price provisions and what actually occurréd was “a product
of accident” and should not be taken into consideration in
calculating.the appropriaté disallowances. (1d4.)

DRA also notes that a utility is entitled to recover all
of its payments based on reasonable forecasts even {f actual costs
exceed those forecasts. DRA believes the converse is also true,
and that ~overpayments associatéd with terms which were known or
should have been known to be unreasonable at the time of contract
execution will be disallowed.” (DRA Opening Brief, at p. 52.)

Finally, DRA states that its recommendations aid not
include any suggested modifications to the KRCC contract which
would enable Edison to avoid future disallowances during later
reasonableness reviews. DRA states that its objections to KRCC's
consideration of a retroactive convérsion of the contract to a
Standard Offeér 4 are thé same as those voiced with respect to the
third amendment of the KRCC agréement. In particular, DRA notes
that such changes could not undo the harm to ratepayers occurring
in the récord period. DRA also beliéves that it is premature to
discuss changés to prevent future disallowances until the
Coznission rules on the reasonableness of KRCC contract terms in
this proceeding.

b. Edison

puring this proceeding, it was Edison’s viéw that a
disallowance related to thé KRCC contract was inappropriate bécauseé
Edison had been prudént in eéxecuting the agreemeént. Edison asked, -
however, that if the Commission did adopt DRA’s récommendations,
certain adjustments bé made in the proposed disallowance.

The first adjustmeént Edison séeks is for the
Connission to adopt a three-month commércial papér rate in
calculating thé interést on thé disallowancé. Edison stateées that

this position is consistent with current commission policy for an
ECAC disallowance as announced in D.89-02-074. Edison asseérts that
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DRA’s proposal for ap interést rate based on Edison’s rate of
return woulad require a retroactive change to Edison’s ECAC
preliminary statement which provides for the use of a three-month
conmercial paper rate in the récorded operation of the ECAC
balancing account. Edison believes that changes to this
Conmission-approved statement should bé made prospeotively only.

It is also Edison’s contention that DRA's proposal
goes beyond the scope of ECAC reasonableness reviews. According to
Edison, #{w)hether or not SCEcorp shareholders benefitted from the
alleged QF overpayments to KRCC i{s not germané to this proceéding
the purpose of which is to determine if expenses incurred by Edison
(an electric utility and subsidiary of SCEcorp) during the defined
ECAC Record Period were reasonably incurred.* (Edison Opening
Brief, at pp. 79-80.) Edison believes that its ratepayers and
shareholders will bée placéd in the sameé position they would have
beén, but for the recording of any unreasonably incurreéed énérgy
expense, if its approach on interést is followed. This approach
requires the removal of unréasonably incurréd éxpénses fron the
ECAC balancing account together with a component for accrued
interest using the three-month commérical paper rate. It is
Edison’s position that DRA‘s proposeéd interest rate removes an
amount from the ECAC balancing account greater than what was
originally récordéd.

Edison statés that DRA’s proposed disallowarce is
overstated based on a comparison to as-availableé capacity pricés
for all capacity delivered to Edison by KRCC. According to Edison,
the $3.4 nillion added by DRA to the disallowance is savings to
ratepayers baséd on KRCC not receiving as-available capacity.
Edison views this sum as a benefit to ratepayers received at no
cost.

Edison also asserts that DRA’s disallowance for
increased contract capacity was never éxplained nor justifieéd.
Edison states that DRA did not propose a disallowance until the
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last day of the hearings, and the $1.2 million figure was not the
amount recommended. According to Edison, neither the $1.2 million
nor $500,000 has any record support nor is its manner of
calculation clear from DRA’s discussion. Edison has also corrected
the proposed disallowance to énsure that DRA’s disallowances for
1985 and 1986 bonus payments for alleged imprudent contract
administration should not be double counted with any capacity
payment disallowances.

With these corréctions, Edison asserts that the
proposed disallowance based on a comparison of firm to as-available
capacity prices should be $34,053,506. This figqure, according to
Edison, also accounts for the portion of the payment allocated to
Edison’s Annual Energy Rate when it was in effect during the Record
Periods.

Finally, in determining a disallowancé, Edison states
that the test of reasonablenéss "which is not outcome oriented”
(Edison Reply Brief, at p. 46} énphasis original) is confused by
DRA with the test for a disallowance, which, according to Edison,

is outcome oriented. In support of this proposition, Edison cites
D.89-02-074 in which the commission recognized certain benefits of
a purchase power contract and credited énergy savings realized from
those beneficial provisions against a proposed disallowance.

Fdison states that it is, therefore, appropriate to apply
any énergy underpayments resulting from the KRCC contract to
capacity ovérpayments. According to Edison, this approach would
result in a reduction of DRA’s proposed §52 million disallowance by
$47 million. Edison states this number is derived by detérmining
the amount by which as-available energy prices éxceeded those
actually paid to KRCC ($38 million) and escalating that figure as
proposed by DRA.

c. ERCC

KRCC joins Edison in asserting that any calculation
of a disallowance related to the KRCC contract should balance the
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KRCC energy payments which were below avoided costs against the
KRCC capacity payments. According to KRCCt “The determination of
a remedy requires that the Commission: (1) determine the ’harm’
(or benefit) to ratepayers under the entiré KRCC Agreement, by
comparing the stream of payménts that actually occurred during the
record period and, (2) the payment stream under the applicable
standard.” (KRCC Reply Brief, at p. 17.) KRCC offers no cite or
support for this statenent.
KRCC asseérts that if theré is cognizable harm from
Edison’s actions, the proper remédy is not disallowance but sonme
form of a pénalty. While DRA has made clear that abrogation of the
KRCC agreement is not sought, Edison has not. Therefore, KRCC
asks: ~*If theré is sone penalty that the Comnission determines
Edison should beéar in this proceeding it is imperative that the
commission carefully consider thé nature of thé sanction in'light
of Edison’s comments concerning contract abrogation.” (KRCC
Opening Brief, at p. 60.) If a disallowance is used, KRCC asks
that thé Commission spécifically direct Edison to maintain the
sanctity of the QF contract.
2. Discussion

We have previously found that Edison acted imprudently in
the negotiation and execution of thé KRCC contract. We have
enumérated the many significant contract terms which placed
Edison’s ratépayers at greatér risk than those contained in
Standard Offérs 2 and 4.

Under thése circumstancés, a disallowance of certain
costs associatéed with thé contract for the récord périod 1984
through 1987 is appropriate. We find that DRA has identified
several approachés which atteénmpt to quantify thé unréasonablé costs
associated with thé contract. Based on the significant differénces
betwéen thé KRCC contract and thée firm capacity standard offers
which requiréed less of KRCC than othér firm capacity QFs and
provided KRCC the opportunity to réceive payments above Edison’s
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avoided costs, we conclude that DRA’s assessment of the KRCC
contract as in fact an as-available contract is appropriate.

Previously in this decision, we recited our findings
regarding firm power (D.82-12-120) and the leével of performance
required of a QF providing firm capacity. In exchange for
providing a firm resource, principally defined by requirements
related to perfornance, termination, and maintenance, the QF was
entitled to earn a higher capacity payment. Without that
commitment, the QF was to be considered an "as-available” QF and
paid commensurately less.

In this case, the termination and maintenance provisions
of the KRCC contract served to diminish KRCC’s *firm power”
commitment. Even if KRCC did not exercise any of its termination
or maintenance options under the contract during the record period,
our review is based on the contractual commitment of the parties as
undéertaken at the time of contract execution. Coupled with this
reduced commitmént are pricing provisions permitting KRCC to be
paid above Edison’s avoideéd costs.

We theréfore adopt DRA’s proposed total disallowance of
$37,455,675 in nominal dollars for theé three-year recoxrd period.
We bélieve that this disallowance, which will bé absorbed by
Edison’s shareholdérs, properly réflects the impact of Edison’s
management decisions which did not adéguately takeé into account the
interésts of its ratepayers as defined by thé Commission’s
décisions and adopted standard offers. Edison makes clear in its
arquments that it continues to have unwavering faith in the
reasonabléness of its actions. This "réasonablenéss™ standard,
however, was oné developed by Edison, not this Commission, and did
not provide sufficiént considération for Edison’s ratepayers.
Under thesé circumstanceés, it is unreasonable to require those
ratepayers to bear the costs of Edison’s decision-making.-

The adopted disallowance does not refléct a reduction for
$3.4 nillion in capacity ”savings” assertéd by Edison. DRA
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properly notes that consideration of such savings was not included
in the record in this procéeding.

In ordering a disallovance, we must also address three
other significant issues. These issues include: (1) the interest
to be applied to the disallowance, (2) the impact on the
disallowance of any *savings” in KRCC’s energy payments, and
(3) the impact of the disallowance on the status of the contract.

On the issue of the applicable interest rate, we agreée
with Edison that in ECAC proceedings the appropriate fnterest rate
to be applied to a disallowance is the three-month commercial paper
rate. We find no basis in this record to change this approach or
to adopt DRA’s proposal. There is no evidence that costs
associated with this contract weré reflected or used in Edison’s
balancing account in any way different than those associated with
any other purchase power agreemént. The application of the three-
month commercial papér rate in this proceeding to theé adopted
disallowance results in an overall disallowance of $48,370,708 for
the three-year record périod.

Both Edison and KRCC havé argued that during this record
period thé KRCC contract énérgy payments weére below those which
KRCC would have recéived under Standard Offér 4, Energy Payment
option 3. Thése parties have urgéd that these #savings® be used to
offset any disallowance adoptéd in this decision.

In our réview of Commission réasonabléness standards, we
have noted that a détermination of thé réasonablénéss of an act or
contract is not ®7outcomé-orienteéd.” This approach is to avoid the
use of hindsight in assessing the prudéncy of a utility’s actions
baseéd on conditions existing at the time. :

Applying this principlé to the instant case, wé find that
the partiés to the KRCC contract did not inténd nor forécast that
the payments under that agreement would be significantly different
than the forecasted avoidéd costs. Further, we have found that the

energy provisions themselves contain terms which, due to their
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potential for causing harm to ratepayers in the future, rénder
these payment provisions unreasonable. The fact that the enexrgy
provisions resulted in lower energy payments in this record period
does not, therefore, mean that the same result will occur in future
record periods.

It is Edison’s position that, while a “reasonableness*®
review is not "outcome-oriented®, a disallowance can take into
account the actual operation of the contract's terms, The cases
cited by Edison in which offsets on disallowances have been made,
however, are distinguishable fron this case in one very critical
wayt the savings applied to those disallowances stemmed from
contract provisions which the Commission had found to be beneficial
to the utility’s ratepayers. In particular, we found in
D.89-02-074, upon which Edison has relied, the following:

*Qur consideration of an appropriate

disallowance for SDG&E’'s imprudent actions in

relation to the PNM [Public Service Company of

New Mexico) contract is tempered by our

recognition of the benefits of the contract and

the many prudent actions and decisions SDGLE

took in its negotiation and evaluation of this

contract.” (D.89-02-074, at p. 96.)

In this case, we have found that the energy payment
formula of the KRCC contract creates risks for Edison’s ratepayers
for which they have not been adequately compensated. The operation
of that provision may also cause Edison to incur unreasonable costs
in futuré record periods. Under thése circumstances, despite
savings from the operation of the KRCC énergy price formula during
the 1984 to 1987 record period, we are precluded from applying
those savings to offset the adopted disallowance:

KRCC has expressed concern that by disallowing costs

associated with the contract, the Commission will in turn

jeopardize continued viability of the contract. This result is one
which the Commission wishes to avoid to the extent that the
unreasonable provisions of the contract are reformed.
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At the beginning of this decision, we indicated our
continued recognition of the value of alternate resources. One
fact which is clear from this record is that the Kern River EOR
project is a significant and beneficial cogeneration facility. It
is not the Commission’s intent by ordering this disallowance to
impair or alter the value of that facility to Edison’s ratepayers.
Instead, we have intended the disallowance adopted by this decision
to serve as a regulatory response to actions taken by Edison
vhich were at odds with specific Commission directives and placed
Edison’s ratepayers at risks greater than those under the standard
offer agreéements.

We therefore find that this decision should not serve as
a basis for abrogation of the contract. We also réeject DRA’s
position that current regulatory and resource conditions 1limit the
parties’ ability to reform the contract. In this regard, wé
conclude that D.85-12-104, involving SDG&E's contract with a former
affiliate, provides the best approach for permitting and
encouraging the parties to cure deficiéncies in nonstandard QF
contracts. In D.85-12-104, the Commission did not restrict the
reformation of the contract to a standard offer and indicated that
the disallowance or basis for disallowance would continué in the
future until the partiés had *arrive[d) at some different
contractual arrangemént.” (D.85-12-104, 20 CPUC 66, 70.)

We therefore eéncouragé the parties to considér moving in
the direction started with the third anéndment of thé KRCC
contract and réform the agreémént in keéeping with the standard
offer terms in effect at the time of its execution. In our
discussion below on self-dealing, weé also concluded that the

standard offer can sérve to ensure the propriety of future déalings
between Edison and its QF affiliates.
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B. Self-bealing

1. Parties’ Positions

a. DRA :

According to DRA, the reasonabléness of the KRCC
contract and the résulting disallowance aré not the only important
{ssues in this case. DRA believes that the Comnission must also
take steps to protect Edison’s ratepayers and nonaffiliated QFs
from the self-dealing abuses and unfair conmpetition evidenced in
this case. It is DRA’s position that in response to the récord in
this case, the Commission must order major changes in Edison’s QF

progran.

DRA believes that the natural conflict of interest which
resulted from Edison acting as buyér and seller in the sane
transaction was incréased in this case by Edison negotiating and
executing a contract with the sane personnel on both sides of the
bargaining table., DRA also asserts that Edison has discriminated
against nonaffiliated QFs by (1) nevér offering these QFs contract
terms similar to those contained ia the KRCC agreement and (2) by
signing up great blocks of affiliated OF power and then requesting
the suspension of standard offérs because of potential
overcapacity.

DRA notes that the KRCC contract is the only Edison QF
affiliate contract which DRA has reviewéd in deéepth to date. DRA
states, howéver, that Edison has signed significant nonstandard
contracts with other QF affiliates, including one modeélled after
the KRCC contract which will bé the subjeéct of review in Edison’ s
1989 ECAC. (A.89- 05-064 ) 1t is DRA’s concérn that the *KRCC
contract may not be the only affiliatée contract characterized by
high costs, high risks, and favoritism for Edison’s QF affiliates.”
(DRA Opéning Brief, at p. 82. )

It rémains DRA’s concern that “Edison and its QF
affiliates will always posséss and use their superior inside
information which nonaffiliated QFs can never hope to match.”
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(Edison Opening Brief, at p. 83.) This situation, according to
DRA, deprives nonaffiliated QFs a fair chance to compete in the
utility’s QF program.

The conflict of interest which exists when the utility
acts as both buyér and seller of QF énergy, in DRA’s opinion, also
presents too many incentives for the utility to maximize its
profits to its shareholders without a similar incentive to mininize
costs to its ratepayers. DRA notes that, of the three major
california electric utilities, only Edison currently sells
electricity to itself.

PRA finds this conflict to be intensified by Edison
personnel serving as officers and diréctors of the affiliate. It
is DRA’s position that a corporate officer charged with a fiduciary
duty to the séller cannot also protect the buyér'’s ratepayérs. 1In
DRA’s view, #(i)f Edison insists on seélf-dealing, it should have
separated pérsonnel so that Edison employees with KRCC contract
responsibility would not be directors or officers of KRCC or
Southérn Sierra.” (DRA’s Opéning Brief, at p. 85.) In DRA’s view,
a verbal instruction to act solely on behalf of Edison’s ratépayers
given to Edison’s pérsonnel, who also served as the affiliate’s
corporate officers, is not an éffective meéans of justifying or
avoiding an obvious conflict of interest.

Baséd on théseé circumstances, DRA récommends that the
commission take specific action to prévént future self-dealing
abuses by Edison. It is DRA’s opinion that, given the
inéffectiveness of currént regulations to prevént Edison’s sélf-
dealing abuses, the only appropriaté rémedy is for the Commission
»to prohibit further Edison purchasés from nonaffiliated QFs and to
encourage Edison’s holding company to divest itsélf of QF
ownership.” (DRA Opening Brief, at p. 87.) DRA states that a
=spever ending series of reasonableness reviéws” is an inadequate
approach to ensuring propriéty in dealings between a utility and
its QF affiliate. According to DRA’s testimony, “(t)he DRA sStaff
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is not equipped to monitor and investigate all possible abuses in
utility transactions with affiliates and headquarters.”
(Exhibit 87, at p. 1V-26.) :

1f this recommendation is not adoptéd, DRA requésts that
one of the following alternative recommendations be adopted:

(1)

The Ccommission should request Edison’s
holding company, SCE Corp., to divest its
ownership interest in QFs with which Edison
does business. In DRA’s view, divestment
will prévent self-dealing abuses of all
kinds, including those related to the
execution and administration of QF
agreenents.

If divestment cannot be accomplished for
any réason, the cCommission should adopt
DRA’s proposed Affiliate Cost Adjustment.
This adjustment permits a flow-through to
Edison’s ratepayers of the profits Edison’s
OF affiliates éarn in eXxcess of Edison’s
authorized rate of reéturn or, as an
alternative, profits in excéss of the
average return earned by california QFs.

If its other recommendations are rejected,
DRA asks the Commission to ordeér that all
of Edison’s future QF affiliate
transactions be limited to standard
contracts. DRA notes that the Comnission
has thoroughly scrutinized the standard
contracts and found them fair to ratepayers
and all QFs.

With respéct to the Affiliate Cost Adjustment, DRA states
that it pattérned this adjustment after the Western Electric
Adjustmént which theé california Supréme Court ordered the
Commission to apply in theé City of Tos Angeles V. publjc Utility
commission, 7 €.3d 331 (1972). In DRA’s opinion, if Edison
continues to deal with OF affiliates, the Affiliate Cost Adjustment
is necessary to énsure that Edison’s ratépayers do not pay any.
excessive costs associated with affiliate nonstandard agréemeénts.
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Regarding the impact of the affiliate Cost adjustment on
avoided cost, DRA agrees that the connission has no jurisdiction to
change the general policy concept of paying avoided costs to QFs.
DRA argues, however, that its adjustment is appropriate herée
because it is a remedy for Edison having paid its QFr affiliateée more
than avoided cost and favoring its QF affiliates over other QFs.
According to DRA, PURPA legislation or legislative history does not
prohibit a state commission from applying a remedial adjustment to
correct QF abuses.

As a final recommendation, DRA asks that, to the extent
that Edison continués to purchase power fron affiliated QFs,
increased reporting réequirements about such dealings should be
imposed. DRA proposés that the utility’s exhibit on the
reasonableness of QF purchasés in its annual ECAC filing shoulad
provide the following information for each QF in which Edison or
jts affiliate has an ownerhsip inteérest: (1) the percent of
ownérship, (2) thé namé of the affiliate, and (3) the date
ownership was acquired. DRA also asks that for each individual QF
report, Edison provide: (1) kvWh production by time period by
month, (2) energy and capacity payments by time period by month for
firm capacity QFs, (3) on-peak capacity factor by month,

(4) capacity bonus payments by month, (5) scheduled downtime by
month, (6) unschéduled outagés by month with an explanation of the

outage cause, and (7) an accounting of steps Edison has taken or
considered taking Lo récover overpayments or damages from its
affiliates when they may have bréached theéir contracts, and all
other steps taken or considered in administering QF contracts with
affiliates.

DRA responds to Edison’s claim that DRA’s réecomméndations
are inappropriaté becausé current Commission decisions, including
the holding company décision and OIR-2 décisions, providé adequate
safeguards. DRA states that, whilé the self-dealing abuseés in this
case occurred before the holding company decision, the Commission
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was unaware of theseé abuses when it issued its decision. " BRA is
unaware of anything in this record to demonstrate how the holding
company decision can protect ratepayers against the type of abuses
experienced in this case,

DRA also asserts that Edison has already disregarded
guidelines established in OIR 2 and the holding conpany decision
when Edison negotiated the KRCC contract. DRA states that *{a)
central theme of the Holding Company decision is that Edison and
its unregulated affiliates would provide the Commission and DRA
with all thé documents and other information from unregulated
affiliates.” (DRA Opening Brief, at p. 93.) It is DRA’s opinion
that Edison did not conmply with this réquirenent leaving DRA “to
rpainfully dig’ for information about KRCC (cite to Tr. 1986),
instead of Edison and KRGC supplying thé information voluntarily.”
(Id.) DRA states that it wvas forced to file notions to compél to
recéivé documents which Edison and KRCC should have supplied
without question and which were even refused in the face of a
Commission order.

b. Edison

It 'is Edison’s position that the Comnission may not
lawfully take any of the actions réecommended by DRA to prevent or
restrict future dealings by Edison with affiliated QFs. Edison
also believes that such actions are not appropriate california
regulatory policy.

According to Edison, a prohibition against Edison
affiliatés having ownership intérests of 50% or less in QFs would
negatée FERC regulations explicitly authorizing such ownership. In
Edison’s view, the supremacy clausé of the United States
Constitution prévénts a state réegulatory égéncy from negating
FERC’s authorization of limited utility ownership of QFs.

It is Edison’s opinion that cCommission adoptlon of
the Affiljate Cost Adjustment proposéd by DRA would also négate
FERC regulations exempting QFs from régulation as utilities.
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Edison asserts that state laws and régulation that attempt to
subject QFs to cost-of-service rate regulation are both preempted
by PURPA and contrary to FERC'’s regulations. In Edison’s view,
DRA’s proposed Affiliate Cost Adjustment would impose cost-of-
service rate regulation on affiljated QFs that sell power to
Edison.

Edison states that thé fundamental premise of utility
regulation is the authority to regulate rate of return. In order
to implement the affiliate cost adjustment, Edison asserts that the
commission would of necessity be required to réeview both révénues
and expenses of KRCC and also determine a reasonable rate of réturn
for its operations. &as a result, Edison argues that QFs affiliated
with Edison would be subjected to cost-of-service rate régulation
which would constitute state action expressly precluded by PURPA
and the FERC’s reéegulations.

Fdison beliéves that DRA’s recomméndations are also
contrary to sound California regulatory policy. Edison asserts
that DRA’s recomméndation to prohibit transactions between
utilities and unrequlated QFs has been rejected in the OIR-2
proceeding and Edison's holding company proceeding. In this
regard, Edison cites D.87-05-060 in OIR 2 permitting affiliated QFs
to bid in the utility’s final Standard offer 4 auction. In that
decision, Edison notes that the commission found that it could dény
rate recovery for éxpénses which are found to bé unreasonable as a
result of favoritism shown by a utility to a QF affiliate.

Further, Edison statés that in its holding company
decision the Commission specifically recognized these OIR 2
saféeguards as assuring that ratépayers would be protectéd in the
oricing and purchaseé of QF-produced electricity. According to
Edison, “{t)hose safeguards should bé given an opportunity to work
before they are, in effect, rescinded by prohibiting Edison from
entering any néw power purchase agreements with a QF affiliate.”
(Edison Opening Brief, at p. 102.)
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If the Commission should maké any determination of
favoritism, Edison beliéves that the disallowance remedy provided
in ECAC proceedings will protect ratepayers’ interests. Edison
rejects any of the alternate recommendations madée by DRA.

c. EKRCC

According to KRCC, unless some harm can be
denonstrated, self-dealing cannot be relied upon to disallow
reasonable costs of thé KRCC agreement. It is KRCC’s position that
some resultant cognizablé harm must have résulted from the
utility’s actions for a sanction to be applied.

2. Discussion

We have found that in its actions related to thé KRCC
contract, Edison repeatedly shovwed a disregard for the appearance
and potential of a conflict of interest. In addaition, Edison has
acted in several instances, both in its negotiations of the
contract and its actions in.this proceeding in a manner indicating
that its affiliate or the QF affiliate’s partneér had greater
influence over the utility than direct orders of this Commission.

we also find that Edison’s negotiation of the KRCC
contract reflects the difficulty in ensuring that a transaction
between the utility and a QF affiliate is truly ”arm’s length.” 1In
this regard, Edison followéd a course of action which was not in
keéping with its verbal policy of actively asserting and pronoting
the interests of its ratepayérs.

in reviewing the many recommendations made by DRA to
address self-dealing, we find that the most severe proposals are
not justified baséd on the record in this particular case. Strict
prohibitions on Edison affiliating with QFs is not consistent with
the record of sélf-dealing which éxists in this case. Only
inferentially can the Commission conclude that Edison may have
considered thé intérests of its QF affiliate before its ratepéyérs
and other QFs. Similarly, wé do not bélieve that adoption of DRA’S

proposed affiliate cost adjustment is appropriate at this time.




A.88-02-016 ALJ/SSM/fs ¢

our decision not to impose a prohibition on Edison’s
ownership of QFs, however, does not mean that this Commission is
without the jurisdiction or the tools to act on direct and
compelling evidence of self-dealing. We renind Edison that its
current corporate structure was the direct result of a Commission
decision approving the holding company. We can and are prepared to
reconsider that decision at any time when facts warrant such a
change.

Wwe do not, however, believe that such a change is
necessary at this time, and in fact find that the holding company
decision (D.88-01-063) provides the safeguards necessary to respond
to the record in this case. Specifically, the Commission found
that the bidding process adopted in D.87-05-060 provided an
adequate safeguard to ensure the propriéety of utility and QF
affiliate transactions. 1In reviewing that decision again in this
order, we find that the bidding process adopted in that decision
specifically involved bids on standard Offer 4 only. It was in
this context that the Commission concluded that the utility could
accept bids, under certain conditions, from its QF affiliates.

Given this Commission'’s reliance on that order in
approving the holding company and given the facts of this case, we
gust now consider how best in the future to protect against any
potential for self dealing abuse, or potential for confusion in the
application of Commission guidelinés by utilities.

Several issues need to be discussed as we consider how to
regulate contracts between utilitiés and their affiliates in the
future. First, the Commission could limit utilities only to
Standard Offéer contracts wheén éentering into purchases from non-
utility power generators in which the utility has a financial
stake. This would remove the Commission from a micromanagement
role while still affording the necessary protections for
ratepayers.
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The advantage to limiting a utility to use of a Standard
offer in dealing with affiliates is the ease of administration and
implementation for the utility. It is impractical to require the
utility to seek pre-approval of every contract it may entexr into
with its affiliates. Utilities require flexibility to deal quickly
with market conditions and management needs lattitudo to make cost
effective decisions without enduring regulatory delay and
adninistrative burden. Therefore we will allow Edison to sign
Standard Offer contracts with affiliates without requiring prior
Comnission approval.

However, the Commission will not linit Edison to Standard
Offers alone in future agreements with affiliated non-utility power
producers. Limiting Edison to Standard Offers might frustrate the
ability of the utility to take advantage of unique alternative
energy opportunities which require non-standard contracts:. If we
do not allow utilities to capture these opportunities it ultimately
could be to the detriment of ratepayers and California as a whole.

Further, in the future our currently adopted Standard
Offer contract format may change. For example, modifications to
the Standard Offers are under review for final Standard Offer 4, in
the Biennial Resource Plan Update (Update) proceeding
(1.89-07-004). In the future we may move to a bidding systém, in
which projécts with different characteristics in varied locations
may have very different prices and contract terms. A standard
contract with standard pricing terms and contractual provisions may
be difficult to define.

In the event that Edison wishes to sign a non-standard
contract for a power purchase from projects in which Edison has an
interest, either directly or through affiliates, thé contract must
be approved by the Commission prior to taking effect. To avoid

undue delay in the review of these non-standard contracts, we will

review the contracts via an Expedited Application Docket.
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In the future, we recognizé that as the Commission’s
policies toward non-utility power producers progresses Standard
Offers as we have known them may change or ceaso to exist. Should
tlre time come where Standard Offér Contracts are no longer
available, we will direct Commission staff to prepare new contract
rules for all utilities to follow. Those new rules may replace,
vlere appropriate, the rules we adopt today for Edison.

Limiting the transactions between a utility and its
affiliate is not new. Specifically, the Commission concluded in
D.35-12-104, with respect to SDG&E's dealings with its QF
svbsidiary, that the "best way to establish an arms-length
relationship® was to treat the affiliate like any other similar QF
in utility's service area and that the best standard to ensure that
equal treatment was the standard offer. (D.85-12-104, 20 CPUC 2d
77, 70.) 1In light of the issués discussed above, we believe that
requiring prior approval of non standard power purchase agreements
is an appropriate and logical extension of this policy.

Further, while limiting utility affiliates to standard
offers might seem to assurxe utility ratepayers and other QfFs of
ara’s length transactions, we feel that Edison’s actions in this
czse require the extraordinary actions we decribe above. This
Ccrmission is mindful of actions which appéar to substitute
Cormission decision-making for the judgemeént of utility management
ar3 are reluctant to take on such dutiés. Yet, the appearance of
celf-dealing describéd in this case requires us to mandate this
pra-approval requirement on Edison's contracting with affiliates.

¥While the prior approval requiremént provides a
reasonable means of protecting ratepayers and other QFs in future

transactions involving Edison and its affiliates, it is stil}

r.ecessary to addréss curréently existing contracts in which Edison
buys power from a QF affiliaté. For this réason, we will adopt the
réporting requirerents recommended by DRA for use in Edison’s
reasonableness reviews to ensure that DRA and this Commission are
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provided with sufficient information to propérly evaluaté Edison QF
affiliate nonstandard contracts at issue. We also alert Edison
ttat, consistent with the findings in this decision, any
uvrreasonable costs associated with existing nonstandard contracts
b:=twveen Edison and its QF affiliates are subject to disallowance in
fviure ECAC reasonabléness reviews.
Comments to ALJ's Proposed Decision

Initial and reply comments to the proposed decision of
tt> Administrative Law Judge have been recéived and considered by
tt= Commission in preparing it final order.
rirdings of Fact

1. This Commission remains committed to the inclusion of
cogjeneration and small power production in electric utility
resource plans consistent with applicable law and utility resource
ne=ds.

2. To the extént that it is carefully integrated into a
vtility system, a qualifying facility can provide least cost,
eificient or renewable electricity generation from facilities which
czn be less capital intensive, can be quicker to develop, and, to
t}> extént the Commission’s adopted rules and safeguards are
fcllowed, can expose ratepayers to less risk than traditional
utility plant.

3. The utilities’ rateéepayers are to rémain 1nd1ffercnt to
t'= source of the utility’s enérgy supply, whether from the utility
itzelf or from a qualifying facility.

4. A negotlatéd QF contract is to create no greater risk for

rztepayers or inequitites for other QFs than one of the
Ccamission’s adopted standard offers.
5.
t*s negotiation, éxécution, and admlnlstratlon of a QF nonstandard
ccatract bétween Edison and the Kern River Cogenerat1on Company
[!? C) and any instances of self-dealing bétwéen Edison and its QF
ffiliate, the Southern Sierra Energy Company {SSEC).
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6. SSEC, an Edison subsidiary during the negotiation and
execution of the KRCC contract and the record period of this
proceeding, owns a 50% partnership share of KRCC, with the other
50% held by Getty Energy Company (Getty), ncw part of Texaco
producing, Inc.

7. This case marks the Commission's first review of a
nonstandard contract iavolving one of Edison's QF affiliates.

8. Prior to hearings on the KRCC contract, the issue of the
scope of review of this contract in an ECAC proceeding was raised.

¢. For transactions between a utility and an affiliated QF,
the Commission is obligated to review the negotiations, all
contract terms, and the ownership relation bétween the parties to
determine whether the agreement was reasonable and fair to the
utility’s ratepayers and all QFs.

10. In D.89-01-047, the Commission concluded that information
sought by DRA related to the KRCC financial and partnership records
was relevant to this proceeding and should be produced by Edison
and that DRA's proposed evidence of self-dealing by Edison relative
to the KRCC contract was within the scope of the commission's
reasonableness review of that contract.

1. By permitting Edison a great deal of latitude in
presenting its case to the Comnission in this proceeding, a
sufficient record on issues related to the reasonableness of the
KRCC contract and any related self-dealing was developed in this
proceeding.

12. The "réasonable and prudent act" for both traditional and
OF-related utility decisions results from "the exercise of
reasonablée judgmeént in light of facts known or which should have
 been known at the time the decision was made.” {D.87-06-021, at
p. 19.)

13. The above standard is used to avoid the'application of
hindsight in reéviewing a utility decision for reasonableness;

- 170 -
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14. The Commission has applied the following guidelines in
determining the reasonableness of a utility decision or acti
(1) the act of the utility should comport with what a reasonable
manager of sufficient education, training, experience and skills
using the tools and knowledge at his disposal would do when faced
with a need to make a decision and acty (2) the Commission has a
legitimate concern not only with the outcomes of the utilities’
decisions, but also the process employed to arrive at a particular
decision} (3) the reasonable and prudént act is not limited to the
optimum act, but includes a spectrum of possiblé acts consistent
with the utility system need, the intereést of the ratepayers, and
the requirements of governmental agencies of competent
jurisdiction; (4) the action taken should logically be expected, at
the time the decision is made, to accomplish the desired résult at
the lowest reéasonable cost consistéent with good utility practices,
and (5) the greater the level of money, risk, and uncertainty
involved in a decision, the greater the care the utility must take
in reaching that decision.

15. The burden rests heavily upon a utility to prove with
clear and convincing evidence, that it is entitled to the requested
rate relief and not upon the Commission, its staff, or any '
interested party to prove the contrary.

16. The regulations and decisions governing utility purchases
of QF power in effect at the time are the foundation for the
"knowledge® that should have beén used by Edison's management in
negotiating, executing, and administering the KRCC contract or
seeking cost recovery before this Commission.

17. Between 1976 and 1984, state and federal leglslatlon and
regulations and Commission decisions were issued governing theé
purchase of QF power by electric utilitieés, including Edison.

18. In January, 1982, the Comnission issued D.82-01-103
réquiring utility filing of standard offers for the purchase of
firm and as-available QF power.
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19. Electric utility power purchases under the standard offer
are per se reasonable.

20. D.82-01-103, in addition to providing the basic
guidelines for standard offers, provided guidelines for nonstandard
QF contracts and QF ownership by utilities} such ownership was
permitted under this order and FERC regulations up to a 50% equity
interest by the utility.

21. In D.82-01-103, the Commission permitted utilities to
submit nonstandard contracts about which the utility had
"significant questions" for preapproval; otherwise, the contract
was to be reviewed in the utility’s ECAC.

22. A request for Commission preapproval of a nonstandard
contract requires a clear statement of all differences between the
nonstandard contract and the standard offers, an identification of
all gains and costs for the utility’'s ratepayers, and a
demonstration why ratepayers should either be indifferent to or
prefer the nonstandard contract over the standard contract.

23. Nonstandard contracts are reviéwed with scrutiny and
skepticism, and the burden is on the utility to demonstrate why the
nonstandard offer is in the ratepayers’ interest.

24. Nonstandard contract terms, taking into account the
associated risks, should not be more than expected avoided costs
under the standard offer.

25. Ratepayers are expected in most non-standard offers to
accept some technological or market risk for which ratepayers are
to be returned compensating bénefits. 7

26. D.82-01-103 requires that a utility submit a nonstandard
offer for preapproval for which the utility has "significant
questions® regarding the contract’s prudency and that, once
nonstandard terms have beén reviewéed by the Commission, the
utilities should use the Commission’s findings in signing similar
contracts without review.
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27. A utility's ownership of a QF requires greater scrutiny
of utility operations with attention to the impacts on competition,
avoided costs, and ratepayers which could result from the utility’s
diversification into unregulated activities.

28. The Commission’s reviews of nonstandard contracts have
focused on the differences between the nonstandard contract and the
standard offer and the risks and benefits to be realized by
ratepayers from those contracts.

29. A firm capacity commitment by a QF jis viewed as an
increase in the utility's supply of electricity with corresponding
performance standards, termination proviéions, and sanctions.

30. Firm capacity is provided in predetermined quantities at
predetermined times with sufficient legally enforceable guarantees
of deliverability to permit the purchasing utility to avoid the
construction of a generating unit or the purchase of firm power
elsewhere.

31. A QF providing firm capacity avoids costs in addition to
those related to as-available power and is entitled to a higher
capacity payment to reflect this result.

32. Termination provisions were adopted for firm capacity
standard offers to encourage QFs to fulfill their contractual
obligations, provide reasonable certainty of the consequences of
termination, and make the utility and its ratepayers whole.

33. Firm capacity termination or capacity reduction
provisions include requirements related to notice of termination,
refunds of capacity overpayments, and replacement costs.

34. OQF power is not to be developed at any cost, but rather
at reasonable cost to the utility’s ratepayers.

35. The Commission has found that the bést way to establish

arms-length relationship bétween a utility and a subsidiary is

treat the subsidiary in the same manner as any other cogénerator
the utility'’s sérvice territory and that the standard offer
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price relationship is the best standard to use to ensure this
result.

36. In approving Edison’s holding company, the Commission
imposed several conditions, including Commission access to holding
company and affiliate records, to ensure this Commission’s
effective regulation of the utility.

37. The Comnission has found that the QF bidding process
adopted in D.87-05-060 provides an existing safeguard to prevent
self-dealing abuses in utility and QF affiliate transactions.

38. 0D.87-05-060 permitted participation by utility OF
affiliates in the bidding for Standard Offer 4 contracts.

39. A utility is not to use its non-regulated activities to
hinder the Commission’s legitimaté inquiry into its regulated
activities.

40. The project which is the subject of the KRCC contract is
a combustion turbine génerator heat recovery steam generator
cogeneration facility located at the Xern River 0Oil Field, near
Bakersfield, California. '

41. The KRCC contract, as executed in January, 1984,
provides for thé purchase by Edison from KRCC of 170 MW of minimum
contract capacity for 20 years.

42. Provision is made under the KRCC contract for increasing

the minimum contract gapacity during the term of the contract; the
Kern River facility has a maximum capacity of 284 MW.

43. As executed on January 16, 1984, the KRCC contract
includes terms govérning energy payments, capacity payments,

termination, scheduled mainténance, and insurance, among others,
which differ from the standard offer.

44. The reasonableness of the KRCC contract is to be measuréd
by the facts and conditions that were known or should have been
known to Edison at the time of the contract’s negotiation and
execution.
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45. Depending on the party’s viewpoint, the emphasis or
interpretation given to the applicable laws, policies, and events
affecting the negotiation and execution of the KRCC contract varies
greatly between edison and KRCC, on the onée hand, and DRA and TURN,
on the other.

46. The Kern River project was the first large-scale
cogeneration project signed by Edison, the first successful
enhanced oil recovery facility in California, the subject of a
contract by which all other similar agreements would be weasured,
and Edison's first major QF affiliation.

47. The terms of the KRCC agreement did not match any prior
Edison nonstandard contract or any Commission approved standard
offer.

48. It is only through a complete understanding of the
negotiation of the KRCC contract and Edison's partnership with
Getty that this Commission could properly evaluate the end
product -- the KRCC contract.

49. The regulatory eéncouragement and pressure to develop QF
projects cited by Edison and KRCC as support for the execution of
the KRCC contract relate to benefits which Edison’s ratepayers
might realize from the project jitself as distinguishéd from
ratepayer benefits related to the contract’s terms.

50. The Commission’s policy in the early 1380’s to encourage
alternative resources did not exist in a vaccum without rules and
limitations.

51. The °spectrum® of possible acts available to thé prudent
utility manager exists within the spectrum of all laws and
conditions in effect at the time of thé utility action.

52. A utility cannot isolaté one or two requirements or
conditions as justifying its actions, but must take into

consideration all of thé applicable laws and facts in reaching a

decision.
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53. The need for a utility to pay careful attention to all
laws and conditions and to weigh all possible alternatives is
increased when the utility is charged with the particular
responsibility of maintaining its ratepayers’ indifference to a
transaction and ensuring egqual treatment of all othors who might be
parties to similar transactions.

54. The Commission's decisions issued betweon 1979 and
January, 1984, make clear that the standard offer was to serve as
the benchmark for all utility purchases from QFs.

55. By October 1983, the guidelines for all standard offers
and nonstandard offers were in place.

56. The standard offer, which is per se reasonable, is the
standard against which the reasonableness of all utility actions
related to QF transactions is to be measured.

57. The nonstandard offer, which by definition would deviate
from the Cormission’s approved offer, was never intended to avoid
commission review for reasonableness.

58. Whether by preapproval or ECAC review, the focus of the
Commission’s review of nonstandard agreements was to be the
same -- was the nonstandard offer in the ratepayer'’s interest and
would the ratepayer be indifferent to or prefer the nonstandard
contract over the standard contract.

59. While the economic reference point of avoided cost is a
critical point of comparison betweéen a nonstandard contract and a
standard offer, the overall standard by which the reasonableness of
the nonstandard agreement is to be judged is its comparability to
the standard offer as a whole.

60. TFor each risk to which the utilitY's'ratepayeis are

exposed under a nonstandard agreement, a =compensating benefit" is
to be provided in return.

61. Even a single difference betwéen a nonstandard agreement
and the standard offer can be cause for concern as well as a basis
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for a utility manager to seek preapproval by the Commission of the
nonstandard agreement.

62. The Commission intended that a utility’s partial
ownership of a QF would require an enhanced level of responsibility
by the utility to ensure that its ratepayers were adequately
protected.

63. At the time of the negotiation and execution of the KRCC
contract and the record period of this proceeding, SSEC, Getty's
partner in KRCC, was a direct subsidiary of Edison.

64. Proposals for utility ownership of QFs were intended to
be reviewed by the Commission on a case-by-case basis with the
intent of protecting the interest of both ratepayers and any QFs
who might be disadvantaged competitively.

65. The Commission has sought to ensure that utility - QF
affiliate relationships do not produce any anticompetitive effects,
incentives to increase thé utility’s avoided costs, the
subsidization by ratepayers of the unregulated business, or the
impairment of the financial integrity of the regulated entity.

66. While Edison’s baseload need and government policies in
effect at the time of the KRCC negotiations, as well as Edison's
and Getty’s own feasibility study, made the KRCC project a “good
one” for Edison to consider these circumstances did not justify
Edison’'s signing an agreement which radically differed from the
standard offer and exposed Edison's ratépayers to significantly
greater risks.

67. Contact by a Commissioner whose term expired at the end

of 1981 and a rate casé pénalty imposed on Edison for offering QFs$
prices below avoided costs cannot excuse actions taken by Edison‘’s
management which ignored decisions that were issued by the full
Commission after 1981 and provided specific directions on the
negotiation and provisions of nonstandard contracts with QFs and QF
affiliates in particular.
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68. The penalty imposed on Edison in D.82-12-044 can be
viewed as resulting from an Edison practice of disregard for
Ccomnission QF pricing policies.

69. With respect to the KRCC contract, Edison’s adhexrence to
commission adopted standard offers or avoided cost principles did
not inprove significantly after Edison’s 1982 genoral rate case
decision.

70. None of Edison’s personnel involved in negotiating and
signing the KRCC contract attached any great jmportance to the
standard offers or the Commission's decisions defining those
agreerents.

71. The Edison employees principally responsible for the
negotiation of the KRCC contract knew little, if anything, about
the Commission’s standard offer decisions.

72. The absence of knowledge about the Commission's standazd
offer decisions in turn represents an absence of knowledge of the
Comnission’s policies on nonstandard offers and utility/QF
affiliation.

73. The tool used by Edison’s negotiators in developing the
KRCC contract was an agreement which had never received Commission
approval nor was based on any standarxd offer.

74. The Commission’s résolution finding that the Procter &
Gamble agreement did not require Commission auwthorization to become
effective was based on the rationale that the reésolution process or
advice letter filing was not a suitable method for seeking review
of purchase power agreements or the utility’s avoided costs, issues
which required more in-depth review and hearings not available ‘
through advice letter filings.

75. Three months prior to the resolution on the Procter &
Gamble agreement the Commission had approved a nonstandard contract
based upon a utility application.

76. While no Commission decision approving specific standard
offers had been issued at the time Edison commenced its negotiation
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of the RRCC contract, Edison had filed initial price offerings
based on avoided costs in response to early Commission orders.

77. By the time a draft of the KRCC agreement had been
circulated in October, 1982, the Commission had issued D.82-01-103,
and Edison had filed standard offers in response.

78. A brief conversation with & Commission staff member about
the KRCC contract just prior to its béing signed was not the
equivalent of the request for preapproval contemplated by
D.82-01-103.

79. There is no evidence in this record that the Commission
or a menber of its staff told Edison that preapproval, as
contemplated by D.82-12-103, of the KRCC contract was unnecessary
or unwarranted.

80. The information provided to this Commission and the CEC
regarding the KRCC contract and the ownership relation between
Edison and the QF was extremely limited.

81. The “economic balance® represented by the standard offer
and required to be maintained in a nonstandard contract was not
licited to the exchange of dollars between the parties.

82. The Commission has found that changes in nonprice terms
of the standard offer can have very real economic effects on
ratepayérs and the parties to the contract.

83. The terms of the KRCC agreemént wére not designed to
maintain ratepayer indifference, to shield ratepayers from risks
greater than those incurred under the standard offer, or to provide

ratepayers with compensating benefits in exchange for those risks.
84. With the exception of a discount on avoided costs used to
calculate thé KRCC energy payments, none of the “benefits™ of the
KRCC contract assertéd by Edison and KRCC were negotiated on béhalf
of Edison’s ratepayers as compénsation for the "generous- contract

terms provided KRCC nor were any of these *benefits* sufficient to
serve as compensation for those terms.
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85. The risks incurred by ratepayers and benefits provided to
KRCC and Getty resulting from the KRCC contract include (1) energy
prices based on a formula at odds with the standard offers and with
the potential for costs above avoided costs in tho later years of
the contract, (2) capacity prices in excess of those forecasted for
QFs beginning firm operation in 1985, and (3) termination and
scheduled maintenance provisions which did not ensure a “firm
capacity® commitment by the QF.

86. The termination and scheduled maintenance provisions of
the KRCC contract permitted significant unilateral operating
decisions to be made by the QF and failed to provide, for the term
of the contract, the repayment upon termination necessary to make
the utility whole and its ratepayers indifferent to the
transaction.

87. The energy price formula negotiated by Edison and Getty
for the KRCC contract goes far beyond the compensation received by
Edison’s ratepayers in the form of a discount applied to Edison’'s
avoided cost.

88. The requirement of a three-year operation deadline for
the Kern River project, as opposed to the standard offer five-year
deadline, was an insignificant concession for higher capacity
prices given the state of *readiness® of the project and the
construction incentives provided as of the date of the contract's
exécution.

89. The circumstance that application of the KRCC energy
price formula between 1985 and 1987 resulted in KRCC being paid
less than Edison’s avoided costs was a result that was neither
intendéd nor forecasted by the parties.

90. Edison's forecast of payments under the KRCC contract
being 99.8% of avoided cost was not sufficient to compensate
ratepayers for risks assumed under the contract and was based on an
analysis which was flawed baséd on érroneous assumptions regarding

capacity price and termination.
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91, KRCC was only entitled to a 1985 firm capacity price
based on its date of operation and not the 1986 firm'capacity price
required under the contract} this contract term resulted in
requiring capacity payments to KRCC above Edison’s avoided costs.

92, Given the proper assumptions, Edison‘'s forecast of XRCC
contract payments would have revealed a contract price stream well-
above Edison’s avoided cost.

93. To avoid the application of hindsight, a rcasonableness
review of a utility’s purchase power agreements is not outcome-
oriented.

94. The circumstance that the application of the KRCC energy
price formuwla during the record period resulted in lower payments
is not relevant to the consideration of what the parties
anticipated and intended at the time of the contract’s execution.

95. The operation of the KRCC energy price formula could
produce payménts above avoided costs in futuré record periods and,
as such, this formula cannot be found to be a benefit to
ratepayers.

96. The discount on avoided cost included in KRCC's energy
payments was insufficient compensation for Edison’s ratepayers
given the risks inherent ian the provisions as a whole.

97. Edison‘'s avoided cost forecast performed in October 1982
was flawed since it erronedusly assumed that the KRCC project would
be entitled to a 1986 firm capacity price based on a 1986 operation
date and since it failed to consider thé impact of the lenient and
highly fléxible términation provisions on the actual capacity price
which should have been paid to KRCC.

98. The KRCC contract's provisions for termination and
maintenance "recharacterizé" thé nature of the contractual
obligation asserted by KRCC and Edison by failing to ensure a firm
power-commitment by the QF.

99. Despite the existence of standard offer termination
provisions prior to Edison’s and Getty's letter of intent, the KRCC
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contract contained termination and maintenance provisions
significantly different from the firm capacity standard offers
especially with respect to restrictions on and prorequisites to
termination and maintenance and provision for repayment to Edison
upon termination.

100. No one directly negotiating the KRCC contract on behalf
of Edison or supervising that negotiation claimed Lo have any
knowledge of the firm capacity termination provisions adopted in
D.§2-12-120 or to have considered their inclusion in the KRCC
contract.

101. The Commission’s standard for reasonableness reviews have
been developed to respond to a situation unique to utility
régulation; namely, the Commission’s obligation to protect the
utility's ratepayers who are not privy to the negotiation and
execution of a purchase power agreement, but must pay for its
costs.

102. Where no ambiquity exists in a contract term, the
parties’ intent is not rélevant and should be given little weight
when it differs significantly from the plain meaning of the words
used.

103. The termination and scheduled maintenance provisions of
the KRCC contract reduced KRCC's obligations under the agreemeént as
compared to a firm capacity standard offer, permitted significant
operating and termination decisions to be made by KRCC alone,

increased ratepayer risks, and undérmined the 20-year firm power
commitment from KRCC which Edison and KRCC claim was intended.
104. The termination and mainténance provisons of the KRCC

contract do not achieve the goals which the Commission intended
such provisions to meet in a firm power contract.

105. The measure of the KRCC contract’ reasonableness doés not
depend on what actually occurred, including the absence of any
termination during the record period, but on what the contract
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terns permitted to occur and the resulting risks to which Edison’s
ratepayers were exposed at the time of the contract'’s execution.

106. The requirement of good faith negotiations related to QF
power purchase agreements does not mean that a term is to be
included in a nonstandard offer because the QF “"insisted® upon it,
but rather that the utility is to consider, but not nocessarily
include, the term.

107. The decision to include a term in nonstandard agreement
is a utility managerent decision to be made in the context of the
applicable law.

108. The standard offers and the Commission's decisions
relating to them were sufficiently significant that at no point up
to the time of the execution of the KRCC contract was it
appropriate to ignore them.

109. The record in this case does not support Edison’s
arguuent that Edison's choice was solely between a standard offer
and no contract since Edison had an opportunity to negotiate a
contract and respond to Getty’s principle concerns related to
energy price certainty and contract capacity changes without
providing additional terms highly favorable to the QF for which no

conpensating benefits were received by Edison's ratepayers.

110. The assertion that Edison and Getty were "lockeéed into-
the principle contract terms by a July 1983 letter of inteat is
undermined by (1) a provision in that letter absolving theé parties

froa liability in the evént that a contract was not executed,
(2) the ability of Getty to switch to a standard offér if désired,
and (3) the freedom of thé parties to revise the agreement several
tines after the letter of intent was signed, including a critical
revision changing the denominator in the termination formula from
“20° to *12.-

111, The third améendment of the KRCC contract has no relévance
to cur review of the reasonabléness of thé KRCC contract at the
tine of its execution since the contract terms contained in the
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arendnent did not exist nor were éven contemplated at the time of
the contract’s execution or this record period.

112. The result of all of the KRCC contract terms was to
create an agreement for as-available as opposed to firm capacity.

113. The record in this proceeding is not sufficient to
conclude in this decision that Edison intended a course of conduct
related to events occurring in late 1984 which would have favored
its affiliated QFs over non-affiliated QFs.

114. Further evidence on the issue of Edison’s treatment of
affiliated versus non-affiliated QFs can be received in Edison’s
future ECAC reasonableéness reviews which will examine the
nonstandard contracts signed with Edison affiliates during the late
1984 through early 1985 time period.

115. DRA cannot efféctively make its recommendations unless
the utility has first mét its burden of proving the reasonableness
of its agreement and providing all requested, relevant documents.

116. Edison has the burden of demonstrating through clear and
convincing evidence that its nonstandard agreenents with affiliates
were reasonable and resulted in no harm to Edison’s ratepayers or
nonaffiliated QFs.

117. A statement that no QF was “"refused® a nonstandard

agreement similar to one with an Edison affiliate, by itself, is
not adequate to meet Edison’s burden of proof recited in the
finding above given Edison’s actions in late 1984 requeésting the

suspension of its standard offers.

118. Comménts by the ALJ during hearing and the assigned
Commissioner in a subsequent ruling appropriately advised Edison of
the weakness of its showing in this proceeding. :

119. prior Edison ECAC reasonableness reviews had little
relevance to the issués which the Commission was required to
consider for the first time in this proceeding including the
significant departure of the KRCC agréement from the standard
offers and the ownership tie between Edison and KRCC.
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120. Edison was aware almost a year prior to hearings in this
proceeding of DRA's concerns with the KRCC agreenent.

121. During the negotiation and execution of the KRCC
agreerent, Edison’s personnel had the opportunity to sorve and hold
fiduciary relationships to two conflicting interests -- Edison's
ratepayers and SSEC.

122. As a member of the KRCC management committee and as the
manager in charge of Edison’s negotiation of the KRCC contract, one
Edison employee had the opportunity to be involved on both sides of
the bargaining table related to the negotiation of the KRCC
contract.

123. Edison has demonstrated a willingness to act according to
the wishes of its affiliate’s partner, Getty, in making important
decisions contrary to specific guidance or direction provided by
this Commission.

124. The potential or appearance of a conflict of interést
requires a Commission response to protect the utility'’s ratepayers
and other QFs from any further conflicts of interest or the
potential of such conflicts.

125. To ensure that the utility's ratepayers pay for costs
reasonably incurred under a purchase power agreement, effective
contract administration requirés the utility to ensure ¢compliance
with the contract terms with stricter compliance being required
when the direct result is the payment by the utility of a
significant bonus to the QF.

126. Edison's payment of a capacity bonus to KRCC for its

performance between Séptember 90 and October 6, 1986, was contrary

to the terms of the KRCC agreemént and was not reasonable.

127. Edison’s payment of winter bonus payments to KRCC
following the opération of the facility in August and September,
1985, was contrary to the terms of the KRCC agreement and was not
reasonable.
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128. No evidence exists in this proceeding that Edison, in
administering standard offer winter bonus provisions similar to
those contained in the KRCC agreement, has provided non-peak bonus
payments for meeting bonus requirements in fewer than all of the
peak months designated under the contract.

129. Edison’s acts of imprudency in the negotiation,
execution, and administration of the KRCC agreement requires a
disallowance of certain costs associated with the contract for the
record period 1984 through 1987.

130. Based on the significant differences between the KRCC
contract and the firm capacity standard offers which resulted in
requiring léss of KRCC than other firm capacity QFs and provided
KRCC the opportunity to recéive payments above Edison’s avoided
costs, the KRCC contract can be considerxed to be in fact an as-
available contract.

131. DRA’s proposed total disallowance of $37,455,675 in
nominal dollars for the three-year record period is appropriately
based on the difference between the KRCC contract capacity price
and the as-available capacity price in Standard Offer 4 and
incorporates all other appropriate bases for disallowance in this
proceeding.

132. DRA‘'s proposed disallowance properly reflects the impact
of Edison‘s managémént decisions related to the KRCC contract which
did not adequately take into account the inteérests of its
ratepayers as defined by the Commission’s decisions and adopted
standard offers.

133. DRA‘s proposed disallowance properly doés not include
capacity ~savings® assérted by Edison which were not part of the
record in this proceeding.

134. In ECAC proceéedings, the appropriate interest rate to be
applied to a disallowance is the three-month commercial paper rate.

135. There is no evidence in this proceeding that costs
associated with the KRCC contract were reflected or used in
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Edison‘’s balancing account in any way different than those
associated with any other purchase power agreement and would
therefore require the application of an interest rate different
than the three-month commercial paper rate.

136. The application of the three-month commercial paper rate
in this proceeding to the adopted disallowance results in an
overall disallowance of $48,370,708 for the three-yecar recorxd
period.

137. Given the absence of any intent or forecast by the
parties to the KRCC contract that payments under the agreement
would be significantly different than forecasted avoided costs and
the potential for harm to Edison's ratepayers from the operation of
the KRCC energy price provisions in future record periods, enéergy
cost *savings® occurring during this record périod cannot be used
to offset the disallowance adopted in this decision.

138. The disallowancé adopted in this decision is not intended
to impair or alter the value of the Kern River project to Edison’'s
ratepayers, and is, instead, required to serve as a regulatory
response to actions taken by Edison which were at odds with
specific Comnission directives and subjected Edison’s ratepayers to
risks greater than those under the standard offer agreements.

139. The disallowance adopted by this decision is not a basis
for abrogation of the KRCC contract.

140. Current regulatory and resource conditions do not limit
the parties ability to reform the existing KRCC contract.

141. In its actions related to the KRCC contract, Edison
repeatedly showed a disregard for the appearance of a conflict of
interest. _

142. Edison's negotiation of the KRCC contract reflects the
difficulty in ensuring that a transaction between a utility and a
QF affiliate is truly "arm’'s length."®
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143. In negotiating the KRCC agreement, Edison followed a
course of action which was not in keeping with its verbal policy of
actively asserting and promoting the interests of its ratepayers.

144. Strict prohibitions on Edison affiliating with QFs or
adoption of DRA's proposed affiliate cost adjustmont at this time
are not consistent with the record of self-dealing which exists in
this case.

145. By inference, it appears that Edison may have considered
the interests of its QF affiliate before its ratepayers and other
QFs. .
146. Although the Commission has the authority to reconsider
Edison’s holding company décision based on evidence of self-dealing
abuses, changes in that order aré not necessary at this time.

147. The holding company décision (D.88-01-063) provides the
safequards necessary to respond to the record in this case.

148. Given the Commission’s reliance in D.88-01-063 on the
safeguard on Edisonf/QF affiliaté transactions provided by the
Standard Offer 4 bidding process adopted in D.87-05-060, it is
appropriate to limit any futuré transactions between Edison and its
affiliates to the standard offers.

349. The Commission has previously relied on the standard
offer to ensure arm’s length transactions between a utility and its
QF subsidiary.

150. The standard offer, which the Commission has found to be
per se reasonable, assures the parties, the utility’s ratepayers,
and other QFs of an arm’s length transaction which will be in the
interests of the utility’s ratepayers and fair to all QFs.

151. Where a standard offer is not practicable, prior
commission approval of non-standard contracts between utilities and
affiliated QFS will assure a utilitiés’ ratepayers and other QFSkof
equitable transactions betwéen partieés. '

152. The reporting requiréments proposed by DRA for future
Edison ECAC reasonableéness reviews are necessary to ensure that DRA
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and this Commission are provided with sufficient information to
properly evaluate Edison QF affiliate nonstandard contracts at
issue,

153. Consistent with the findings of this case, unreasonable
costs associated with éxisting nonstandard contracts between Edison
and its QF affiliates are subject to disallowance in future ECAC
reasonableness reviews.

Conclusions of Law

1. The "reasonable and prudent act" for both traditional and
QF-related utility decisions should result from the exercise of
reasonable judgment in light of facts known or which should have
been known at the time the decision was made.

2. To avoid the application of hindsight, the Comnission’'s
reasonableness review of a utility's purchase power agreements
should not be outcome oriented.

3. A negotiated QF contract should create no greater risk
for ratepayers nor inequities for other QFs than one of the
Commission’s adopted standard offérs and should maintain ratepayer

indifference to the source of the utility's enexrgy supply.

4. Edison had the burden to demonstrate why the KRCC
contract was in its ratepayers’ interest, and the Commission is
required to review such an agreement with scrutiny and skepticism.

5. The Commissions should apply gréater scrutiny of utility
operations when utility ownership of a QF is involved to ensure
that the relationship doés not have a negative impact on
competition, avoided costs, or the utility’s ratepayers.

6. The Commission’s review of nonstandard contracts focuses
on the differences between the nonstandard contract and the
standard offer and the risks and benefits to be realized by
ratepayers from the nonstandard contract.

7. A firm capacity commitment by a QF réQuites

corresponding performance standards, termination provisions, and
sanctions.
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8. QF power should not be developed at any cost, but rather
at reasonable cost to the utility’s ratepayerxs.

9. A utility should not use its non-regulated activities to
hinder the Commission’s legitimate inquiry into its regulated
activities.

10. The reasonableness of the KRCC contract should be
measured by the facts and conditions that were known or should have
been known to Edison at the time of the contract’s negotiation and
execution.

11. The standard offer is the standard against which the
reasonableness of all utility actions related to QF transactions is
to be measured.

12. For each risk to which the utility'’s ratepayers are
exposed under a nonstandard agreement, a conpensating benefit
should be provided in return.

13. A utility’s partial ownership of a QF should require an
enhanced level of responsibility by thé utility to ensure that its
ratepayers are adequately protected.

14, The principle terms of the KRCC contract differed
significantly from the terms of the firm capacity standard offers
and exposed Edison's ratepayers to risks greater than those related
to the standard offers.

15. In negotiating and éxecuting the KRCC contract and
deciding not to seek Commission preapproval of thé agréement,
Edison showed a disregard for applicable Commission decisions and
standard offers.

16. The "économic balance” répresented by the standard offer

and required to be maintained in a nonstandard contract is not
limited to the exchange of dollars between the parties and can be
impacted by changes in nonprice terms.

17. At the timée of its execution, the KRCC contract terms did
not reésult in maintaining ratépayer indifference, did not shield
ratepayers from risks greater than those incurred undér the
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standard offer, and did not provide ratepayers with compensating
benefits in exchange for those risks.

18. At the time its execution, the KRCC contracl’s provisions
for termination and maintenance resulted in diminishing the
commitment otherwise required of a firm power QF undor the standard
offers and increased ratepayer risks and were not reasonable.

19. The energy and capacity price provisions of the KRCC
contract, to the extent that they differ from the applicable
standard offer and create greater risks for Edison’s ratepayers,
are not reasonable.

20. The KRCC contract was not the economic equivalent of a
firm capacity standard offer.

21. The KRCC contract terms result in the agreement being
one for as-availablé as opposed to firm capacity.

22. Edison and its managers did not act prudently in
negotiating or executing the KRCC contract.

23.. Edison's negotiation of thé XRCC contract resulted in an
agreément which provided increased risks to ratepayers over the
standard offers without compensating benefits and was therefore
unreasonable.

24. Because the record in this case eventually included the
evidence necessary to evaluate the contract, no sanction should be
imposed on Edison at this time for its showing in this proceeding.

25. Edison has the burden of demonstrating through clear and
convincing evidencé that its nonstandard agreements with affiliates

were reasonable and résulted in no harm to Edison’s ratepayers or
nonaffiliated QFs. :

26. With the issuance of this decision, there should be no
question regarding the naturé and the level of proof required by

Edison to demonstrate the reasonableness of its nonstandard
agreements with both affiliates and nonaffiliates.

7. Furthér evidence on the issue of Edison's treatment of
affiliated and nonaffiliated QFs should be received in Edison's
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future ECAC reasonableness reviews which will examine the
nonstandard contracts signed with Edison affiliates during 1984 and
1985.

28. Edison showed a disregard for the potential and
appearance of a serious conflict of interest related to its
ownership interest in KRCC and its negotiation of the KRCC
contract.

29. Edison has shown a willingness to act according to the
wishes of its affiliate's partner, Getty, in making important
decisions contrary to specific guidance and direction by this
Commission.

30. The Commission should respond to the potential or
appearance of a conflict of interest to protect the utility’s
rateépayers and other QFs from any further conflicts of interest or
the potential of such conflicts.

31. Effective contract administration requires the utility to
ensure compliance with thé contract terms.

32. It would be appropriate to disallow bonus payments to
KRCC related to KRCC's performance in the summer and fall of 1985
to the extent that these bonus payments are not otherwise
incorporated in thé overall disallowance authorized by this
decision.

33. The Commission should disallow certain costs associated
with the KRCC contract for the récord period related to Edison’s
imprudency in negotiating, éxecuting, and administering the
contract.

34. A total disallowanceé of $48,370,708 for the threeé-year
record period should be adopted to reflect the differencé between
firm capacity payments made to KRCC during the record period and
as-available capacity payments undeér Standard Offer 4 to which KRCC
was in fact entitled.
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35. The total disallowance adopted by the Commission properly
includes interest calculated at the three-ronth commercial paper

rate.

36. BEnergy cost "savings™ resulting from payments made to
KRCC during the record period under energy price provisions which
have been found to be unreasonable should not be used to offset the
disallowanced adopted in this decision.

37. The disallowance adopted by this decision should not be
used as a basis to abrogate the KRCC contract.

38. The parties should be permitted to reform the KRCC
contract in keeping with the findings of this decision.

39. Use of the standard offer in transactions between the
utility and its QF affiliate ensures an arm's length transaction
which is in the interests of the utilitf’s ratepayers and fair to
all QFs.

40. Edison should be directed to limit all future purchase
power agreements with its affiliates to the available Standard
Offers or to receive prior commission approval of any non-standard
contract before any non-standard contract terms shall becone
effective.

41. The réporting requirements for EdisonfQF affiliate
transactions proposed by DRA for future Edison ECAC reasonableness
reviews should te adopted.

42. Unreasonable costs associated with existing nonstandard
contracts bétween Edison and its QF affiliates should be subject to
disallowance in future ECAC reasonabléneéss reviews.

43. To ensuré a prompt adjustment to Edison‘’s ECAC balancing
account, this order should be made effective the date of issuance.
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ORDER

IT IS ORDERED thatt

1. Southern California Edison Company 'Edison) shall reduce
its Energy Cost Adjustment Clause (ECAC) account to reflect a total
disallowance, including interest calculated at the three-month
comwercial paper rate, of $48,370,708 of the costs unreasonably
incurred by Edison during the record period from December 1, 1984,
through Novenmber 30, 1987, related to the purchase power agreement
between Edison and the Kern River Cogeneration Company (KRCC).

2. EBdison shall limit all future purchase power agreements
between itself and its qualifying facility affiliates to the
Commission’s adopted Standard Offers in effect at the time of
contract signing and to which the QF is entitled pursuani to any
applicable bidding requirements. In the event that Edison shall
negotiate a non-standard contract with its affiliate, Edison must
receivé prior commission approval of that contract before the
contract terms shall become effective.

3. The disallowance adopted in this decision shall not serve
as a basis for abrogation of the XRCC contract.

4. Edison’s exhibit on the reasonableness of QF purchases
made in all future annual ECAC filings shall provide the following
information for each QF in which Edison or its affiliate has an
ownership interest: (1) the percent of ownership, (2) the name of
the affiliate, and (3) the date ownership was acquired. Each
individual QF report shall include the following: (1) kih

production by time period by month, (2) energy and capacity

payménts by time period by month for firm capacity QFs, (3) on-peak
capacity factor by month, (4) capacity bonus payments by month,

(5) scheduled downtime by month, (6) unschéduled outages by month
with an explanation of the outage cause, and (7) an accounting of -
steps Edison has taken or considered taking to recover overpayments
or damages from its affiliates when they may have breached their
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contracts, and all other steps taken or considered in administering
QF contracts with affiliates.

5. Further evidence on thé issue of Edison's treatment of
affiliated and nonaffiliated QFs shall be received in Edison's
future ECAC reasonableness reviéws related to nonstandard contracts
signed by Edison with its affiliates in 1984 and 1985,

This order becomes effective 30 days from today.
Dated September 25, 1990, at San Francisco, California.

G. MITCHELL WILK
President
FREDERICK R. DUDA
STANLEY W. HULETT
PATRICIA M. ECKERT
Commissioners

commissioner John B. Ohanian,
being néecessarily absent, did
not participate.

I will file a written concurrence.

/s/ STANLEY W. HULETT
Commissioner

I CERTIFY YHAT THIS DECISION
WAS APPROVED BY YHE AZOVE
COMMISSIOMERS YODAY

Tt o2

i C/IU‘N.AN E:\G»Uihe Dicclor
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LIST OF APPEARANCES

Applicant: Bruce A. Reed, Frank J. Cooley, Richard K. Durant,
Carol B. Henningson, Michael Gonzales, and Julie A. Miller,
John R. Mcbonough, Attorneys at Law, for Southern California
Edison Company.

Interested Partiest Lindsay, Hart, Neil & Weigler, by Michael
Alcantar and Paul J. Kaufman, Attorneys at Law, for Cogenerators
of Southern Californiaj; Barbara Barkovich, for CLECA, California
Steel Producers Group; Jackson, Tufts, Cole & Black, by Allan
Thompson, William Booth, and Evelyn K. McCormish, Attorneys at
Law, for CLECA}; Morrison & Foerster, by Jerry R. Bloom, Attorneéey
at Law, for California Cogeneration Council; R. H. Berby, for
CLECA} Matthew Brady and Dian X. Grueneich, Attorneys at Law,
for California bDepartment of General Services} Deborah Bosch,
for Energy Modeling Forumj David Branchcomb, for Henwood &
Associates, Inc.} McCracken, Byers & Martin, by David J. Byers,
Attorney at Law, and Reed V. Schnidt, for California Streét
Light Association; Bryan Cope, for Sierra Energy and Risk
Assessment, Inc.} Brobeck, Phleger & Harrison, by Gordon E.
Davis, Attorney at Law, for California Manufacturexs
Association; Sam DeFrawi, for Naval Facilities Engineering
Command; Karen Edson, for KKE & Associates; Mike Florio,
Attorney at Law, for TURN; Steven Geringer, Attorney at Law, for
California Farm Bureau Federation; Cynthia Hall, Attorney at
Law, for Department of the Navy; Biddle & Hamilton, by ,
Richard L. Hamilton, Attorney at Law, for Western Mobilé Home
Association; Jan Hamrin and Jan Smutny-Jones, for Independént
Energy Producers; William Marcus, for JBS Energy, Inc.; Graham &
James, by Robert C. Lopardo and Martin A. Mattes, Attorneys at
Law, for California Hotel and Motel Association; A. Kirk _
McKenzie and Antonia Radillo, Attorneys at Law, for California
Energy Commission; John D. Quinley, for Cogeneration Serxrvice
Bureau} Thomas D. Clarke, Jeffrey E. Jackson, and Lisa T. )
Horwitz, Attorneéys at Law, and Roy M. Rawlings, for Southern
California Gas Company} bDonald G. Salow, for Association of
California Water Agenciés; Donald W. Schoenbeck, for
Cogenerators of Southern California; Gary Simon and Stéve
Harris, for El Paso Natural Gas; Clark Smith, for Transwestern
Pipéline Conmpany; James D. Squeri, for California Building
Industry Association; Downey, Brand, Seymour & Rohwer, by
Philip A. Stohr and Christopher T. Ellison, Attornéys at Law,
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for Industrial Users) Michael R. Weéinstein and Thomas G.
Hankley, Attorneys at Law, for San Diego Gas & Electric Company;
Harry K. Winters, for University of California; Bill Dixon,
Bernie Garcia, and John Chabot, for Utility Workers Union of
America} Lawrence E. DeSiméne, for Energy Managemont Associates,
inc.; Norman Furuta, Attorney at Law, for Federal Executive
Agencies} and Harvey Mark Eder, for Public Solar Power Coalition
and himself} Baker G. Clay, for the City of Vernon, Paul Crost
and Glenn Rothner, Attornéys at Law, for IBEW, Local 47 and
WRUA, Local 246} Rae Sanborn and Hiilie Stewart, for Local

Union 47 and IBEW} Wayné Yeeks, Kathi Roberxtson, and Victor
Scocci, for Simpson Paper Companyi Ray R. Coulter, for Winter,
Ltd.; and Graham & James, by Norman Pederson, Attorney at Law,
Kathryn L. Stein, Robert wWéisenmiller, and Joseph G. Meyer, for
themselves. :

Division of Ratepayer Advocatest Robeért C. Cagen and Hallie
Yacknin, Attorneys at Law, Bill Y. Leée, and Meq Gottstein.

Commission Adviscory and Compliance Divisiont Frank Crua.

(END OF APPENDIX A)




STANLEY W. HULETT, Commissioner, concurringi

Today the Commission closes a lengthy and litigious
chapter in its ten year effort to implement the directives of
the Public Utility Regulatory Policies Act of 1978. This
decision is not just another reasonableness review case or even a
utility affiliate case but is fundamentally part of our long line
of decisions dealing with implementing PURPA and spurring the
development of Qualifying Facilities in California. From mny
perspective as the assigned Commissioner for both this
reasonableness review and many of theé Commission's significant
efforts on establishing and developing our policies toward
independent power producers I feel compélled to add my comment'’s
on this decision. Although Commissioner Ohanian is necessarily
absent today and thus unable to voté on this decision, he and I
have discussed this decision at length. These comments reflect
both of our viéws.

I geénerally concur with today's decision. The decision’s
discussion of Edison’s behavior in negotiating this non-standard
agreéement is almost frightening. While I do not believe that
Edison's actions were part of a purposeful strategy to maximize
shareholder réturns from this contract, théy must be held
accountable for the ratepayer éxposuré causéd by thosé actions.
California‘’s investor-ownéd utilities have, at this commission'’s
discretion, beéen givén the freedom to invest in non-utility
enerqgy suppliérs for a numbér of years.

In every decision establishing and preéserving this
privilegé, howeveér, Commissions have taken pains to make clear
that ratépayers would not be allowed ta bé éxposed to éxcessive
or unréasonable costs by the allowancé of thése investmeénts. I
strongly agrée with these standards and am more than willing to
exercise remediés, on the ratepayer's behalf, when utility




transgressions in affiliate relationships are demonstrated. I
share this decision’s finding, based on the voluminous record
presented in this reasonableness review, that unxeasonable
behavior has takeén place.

I dissent, however, with the remediés established in this
decision for Edison’s action. I believée the disallowance
contained in this decision is excessive and unreasonable. DRA
demonstrated during the hearings that the KRCC énergy price
formula could produce paymeénts to KRCC above avoided costs in
future record periods. While this possibility may refléct poorly
on Edison’s ability to construct an energy price formula that
guaranteés bénefits to ratepayers over its life, it does not
necessarily maké thosé terms unreasonable. While the methodology
does not conform to the méthodology uséd in standard offers, it
clearly did not harm ratepayers during the récord périod and, in
fact, provided some benefits to offset some of the more onerous
provisions in the contract.

I do not believe that the evidence présented in this
proceeding on the energy methodology conclusively démonstrated
its unreasonableness. Furthér, réfusing to recognizé the
benefits of a methodology beéecause it differs from standard offer
methodologiés, the essential basis used for réfusing to apply a
credit in this decision, is troubling. Such réasoning could
erode thée value of nonstandard offers by pénalizing contracts
which differ excessivély from standard contracts. I am concerned
over the précedent this may set for future non-standard
contracts. If this is the signal we intend to give, weé might
just as well consider eliminating the option of nonstandard
contracts. I believe this is the signal weé aré sénding with
today's decision and it is that signal with which I disagree.

I believé an appropriate disallowance should take into
account the lower energy costs enjoyed by thé ratepayers from




this contract, These benefits, equal to $24,253,036, should be
used to offset the capacity disallowance determinéd in the
decision. This would result in a total disallowance, after
applying the appropriate interest rates, of $16,988,856. This
disallowance is not an insubstantial sum, and it would send the
appropriate signal to Edison of our displeasure with their
actions in formulating this contract.

/s/ Stanley W. Hulett

Stanley ®W. Hulett, Commissioner

San Francisco, California
Septémber 25, 1990




