Y

N ALT/KOT/jLE Malled

JUNT 1991

Decision 91-06-022 June 5, 1991
BEFORE THE PUBLIC UTILITIES COMMISSION OFEﬁ?E STATE OF CALIFORNIA

n
Order Instituting Investigation on ) @”Q 1” "{/"1
the Commission’s own motion to ) ULLL,“J'U
implement the Biennial Resource ) I1.89=07-0
Plan Update followmng the California ) (Filed July 6, 1989)
)
)
)

Energy Commission’s Seventh
Electricity Report.

(See Attachment 5 in Decision 90-03-060 for appearances.)
Jditi :
Marron, Reed & Sheehy, by Emilio E. Varanini III,
for Texaco Syngas Inc:; DRavid _R. Stevenson, for
Chevron U.S.A. Inc.; William Meckling, for

Recon Research Corporation; and
for Environmental Defense Fund: interested partle,.

PBBSE 1B OPINION: CHANGES TO FINAL STANDARD OFFER 4




‘o

1.89-07-004 ALJI/KOT/JELt *

Subject
PHASE 1B OPINION:

CHANGES TO FINAL STANDARD OFFER 4 FOR USE IN
CONJUNCTION. WITH. THE 1990 ELECTRICITY REPORT “aeeeneeee

I. Summaxy of DeciSion «ooe--- -.;1-...L

II. Background ¢ oar
.. The Role of the Update cessemsessesssrensessscenas
B. How Final ‘Standard Offer 4 Works ‘ :
C. Phas;ng of the ISSUECS ccvesen

Toward a Fully Competltxve

Market in Electric Generation ...... A P
A. - Easing the Transmission BottlenecX ..ceececencenss
B. Evaluating Resourxce Options seeeeceese e vessnane
C. Expand;ng Eligibility to Bid ....

Evaluatlng Envxronmental Qualxty o .
- and- Fuel. Diversity .. hressasessesasenesaanen
A. Introduction * = ' :
B. Background _ -
C. Air Quality Overview ......
D. . Positions of Parties e v et
l'-' PG&E- .‘.........«.........-~.... . " -n---...-
- 2'-' SDG&E --.-oot------n-.u-uooo---‘--.»---,,-"‘---o.----
- 3. Edison ; eae ales ue o
b  TURN. it e s vnsncsosene -,,;u.g;‘;b‘..;uu@..g
-s-.- - CEC Sy ey S S s e e N L L L
6. SCAQMD CICEE B A A A A A S I
7. - DRA .......-.,.-.----;a-..;-....;-uya.- ..... s

8‘- rerm . y ' ' e s e seeses,

90 GRA-/IEP cssssasmane b ees IR RN E
. Environmental Considerations (Startzng
with Air Quality) and the:Value of. Fuel
Diversity Should Affect Both Planning.
and Acquisition of New Electric Resources .....-
1. Accounting for Envirommental Quality
and Fuel Divexrsity Requires Both
Assigning Monetary Values and
Making Policy Judgments .....
2. Accounting for Environmental Quallty
and Fuel Diversity Should Affect Both
Planning and Acquisition Portions
of the Resource Procurement Process ...




I.89~07-004 ALJ/KOT/jft *

Supicect

The Same Value for Residual Em;ss;ons
Should Apply to All Resources'’ :
-Serving a Particular Utility ...
Non—-fossil QFs Should Be Paid a
Premium If Non-fossil. IDRs Depend ,
on Imputed Fuel Diversity Value ............
5. Impact of Offsets. Should Be Reflected ,
in the Resource Procurement ProcCess ....-..-.-.
6. Further Thoughts on Clear Air and Energy-
Policy Tradeoffs. ..... B PR
7. Emissions Monitoring

V. Competition Between Fossil and Non-foss;l QFs P A
A.. Length of Final Standard Offer 4 Contracts .......
B. Levelization of Shortage COSES .ccvvivnccssssnerenss
C. - Enexgy Bidding and QF Payment Structure ..........

1. Background _
a. Power Plant Cost Structure
and Payments to QFs .. ' e
b. Origin of the IER OPLiON .scececerncssccas
The IER Option Is Not a Complete .
Solution to the Payment Structure '
Problem and Creates Unequal Competltlon ceae
a. Financial Emulation ‘
b. Ratepayer RiSK ceceoceosces
3. Solution: Bid Both Energy and Capacxty creone
4.  Implementation ....eeecceesceosssresecncanonosne
5. Enerqgy Bmdd;ng and Curtailment ....diacse. cenecos

Second-Prlce Auctmon.-,,---.......................
How Competitive Markets WOrK .c.ceeceervedeccnnncns
Contracts Should Go to Low-Cost , ~ :

Producers, Not Clever: Bldders oo eaaate s
Theory Vs. Practice: o

Do Bidders Ever Reveal Thelr Costs? cemevsnnsnnn
Theory Vvs. Practice: Is Electricity == -

Too Complex a Commodity for o .

Uniform Price AUCLiONS? cevccacccensssracccssnse
Theory vs. Practice: Why Arxen’t g

There More Second=Price Auctxons’ emassssseereas
Conclusion -...-....--..' esesessessssesseess

VII. Slgnlflcance of the IDR Benchmark Przce—..............

VIII. Eligibility to Bid .




b e

1.89-07-004 ALJ/KOT/3ft *

Subject
Power Purchases Between Updates ....
A. Positions of the Parties ...
1. Checks on Utility Discretion .........
2. Impact on Non-QF ResSOUrces ..cccsve-
B. DiSCUSSiON sesceccccveccnncnccsccncs

QFs Entitled to Switch to
Final Standard Offer 4

Bidding by Standard Offer 1 QFS .ccceveccencss
Demonstration Projects ...cecccencrveneronnannen

Consideration of Uncertainty and
Strategic Preferences ceecscessssscnentsrvenans

Status of Standard Offer 2 .ce.ccvercceccenens
A. Background & B % 55 P s 5 0SS &SR e RS ES SR
B. Final Standard Offer 4 Is Generally
Superior to Standard QOffer 2 ..vecoen.
C. Future Role of Standard Offer 2 ....ecc.en
Prehearing Conference teereazcsenssesannrse
XVI. Comments on Proposed Decision .....
Findings Of FACL cvecccecscrsncvcssccconcnnns
Conclusions Of LAW ceccccccccovosnnncscen
FINAL ORDER - PHASE 1B
ATTACHMENT 1 Table of Acronyms and Abbreviations

ATTACHMENT 2 Landmark CPUC Decisions on Avoided Cost,
Standard Offers

ATTACHMENT 3 Summary of Standard Offers
ATTACHMENT 4 How Final Standard Offer 4 Works
ATTACHMENT S Public Utilities Code Section 701.1




-

1.89-07=004 ALY/KOT/jft

In today’s decision, we order. several. changes.to'final:
Standard Offer 4 and other standard offers created:in-the .. .-
consolidated Application (A.) -82-04-44 et al. Specifically, we - .
begin the task of incorporating consideration-o:fnon-price,factors;m
such as environmental impacts,  in determining appropriate levels of
Qualifying Facility (QF) development. Our goal is-to arrive at:
what has aptly been called ”environmental least cost” resource . .
plannmg.1 : S : : : S
We alsco order certain adjustments to the payment-and’
bidding structure of final Standard Offexr 4. These adjustments are-
designed to ensure fair competition between different generation:
technologies and to promote economic dispatch of utility resources .
by providing accurate price signals regarding QFs’ running costs.

IX. ' Backaround

' © Today’s decision is the 'second major step -in.the current -
Biennial Resource Plan Update (BRPU or Update). . In the BRPU,. we .
revise long-terxrm forecasts and address gencric issues related to
utility purchases of electricity from a broad class of nonutility
energy producers, called “qualifying facilities” or "QFs.” oOur
regulation of these purchases relies on two concepts: avo;ded
costs- (as to the purchase prlce) and the standard/offer (as to thex
contractual relationship). L - o

“Avoided costs represent: the costs a utmllty would 1ncurpﬁ
if not for the presence of QFs, to generate power itself or

.
f

1 Attachment 1 explains,each technxcal acronym or other
abbreviation that appears in this decision.  “u:7. oo uozo
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purchase it elsewhere. 'The'standard-offer is. an open utility offer
to purchase electricity from a QF, on terms and conditions stated
in the offer. The contract terms.:of the offer are developed fronm
guidelines adopted by this Commission.  .Over the past ten years, -we:
have refined and implemented these concepts in a serxies of- . .. .
deciszions. (See Attachment 2;)2_ e ATV

The BRPU provides us with .an 1ndustry—w1de foxrum- ror
continuing . our regulatoxy oversight of utility/QF matters.. -A .major.
purpose of the BRPU is to update the prices for final Standard-
Offer 4, our resource plan-based standard offer. This invélyes“-
quantifying the megawatts (MWs) that QFs:can fill on the basis of
each utility’s need for new capacity. - Each two-year Update cycle
commences upon issuance of the California Energy Commission’s. (CEC) .
Electricity Report. T PR : S el T

The BRPU is also the :orum for updatmng certain,
compeonents of QF payments that affect our short-run offers,
Standard Offexs 1, 2, and 3.% In Decision (D.) 88~09-026 and
D.89=-02=-017, we also directed parties to address issues relating to
Standard Offer 2 availability in this Update. . Finally, each BRPU .
provides a forum for considering changes. in. methodelogy.or contract
terms for all of our standard offers. '

2 The federal Public Utility Regulatory Policies'Act--(PURPA) ‘of ~
1978 and the California Private Energy Producers: Act.:(see: Public ...
Utilities Code §§ 2801-2824) supply the statutory context for the
development of these concepts. The decisions listed in Lhail =
Attachment 2 all elucidate this -legislation and. these concepts.

. 3 These three offers are referred to as “short-run” because the
enexgy price is computed on the basis of the purchasing utility’s
existing generation resources. In contrast to our final Standard
Offer 4 “long-run” pricing approach, przces for these standard
offers are calculated without consideration of possible resource. . .
additions. -Attachment 3 summar;zes the prxclng prov;sxons.of -our:
various standard offers. . . W T e e,
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How_Fipal sStandard Offler 4 WOXKS " ...0u o8 Sn vrodpehaond e u
- Before discussing the issues resolved in today’s .- = -
decision, we summarize briefly the structure created.for final.-: .. -
Standard Offer 4 in D.86~07-004. Unlike our short-run standard ... -
offers, final Standaxd Offer 4 derives from a utility’s- long=-run
marginal costs. These are determined- from the respective utility’s
resource plan, which includes all cost-effective: potential ' ..
generation additions (e.g., new plant comstruction, refurbishments,
power purchases, etc.).4- Payments to QFs under the long-run
offer are based on the fixed and variable costs.of those additions
that serve as baseload or intermediate-load resources. ' Such:.
additions are called “identified deferrable resources” (IDRs).-
Pricing under final Standard Offer 4 varies:according to.
when the QF comes on=-line. During Period 2, the .QF avoids-a.
specific utility resource addition, and the-QF receives. payments &
based on the fixed and variable costs of the avoided.resource. If
the QF comes on-line in Period 1, i.e., before the date:when the - -

avoided resource would have begun delivery of electricity, the QF -
meets near-term demand growth, and therefore the QF-receives .short-.
run marginal cost=based payments until the start of Period:2.

The Commission considers alternative scenarios-for-each: -

utility in determining a MW limit at each Update. - Whenever:.the -
capacity of QFs seeking contracts from a. given utility- exceeds that-
utility’s MW limit, the available contracts are allocated through’ -
bidding. The utilities are also authorized to.pay QFs-additional: .
sums for providing performance features (e.g., downward.:

LT
- v Cam o e e e e

4

4 QFs do not avoid or defer any resource that, as analyzed in
the resource planning process, would not be cost-effective. The
reason is that a prudent utility would not commit to such a
resource in the first place. (See D.86=07-004, 21 CPUC 24 340, 349
note 3 and accompanying text.) e e

AP
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dispatchability at the utility‘’s-direction) not-otherwiserregquired-:
undexr the standard-offers. -Attachment.4 presents.a more“detailed
chronological.overview of the. final: Standard otter A updatzng
process. . - T LT e W Dl e
s BRPU is a phased proceeding. in which general .. ..o
methodological issues for -the standard offers-are-treated = ~u.-oi.
separately from the resource plan review to determine .whether.the .-
utilities have long-term resource needs that should be put up-for.
bidding by QFs. We began this Update in response to the CEC’s 1988
Electricity Report. In Phase 1A, we adopted certain planning
assumptions for this Update and resolved certain generic issues..
over what constitutes a “committed” resource (not. subject 'to
deferral or aveidance by QFs) and how to test resources for cost— ..
effectiveness. (D.90-03=-060.)" v Do
The current phase (Phase 1B) . was: intended to berthe: .
resource plan review. However, by Administrative Law: Judge’s (ALJ) .
Ruling of June.l1l3, 1990, the schedule was changed.- The.ALJ noted: ..
that the 1988 Electricity Report, which had been issued late, would-
be superseded shortly by the 1990 Electricity Report (ER=90) .- .-
Assuming the CEC met its deadline for. fall issuance of ER-90, the
base case planning assumptions from the earlier report:would be
outdated before Phase 1B could be compieted.sv‘rhus, the ALJ:
ruled that the utilities should make their resource plan filings
using data from ER-90. These filings: will now follow: Phase 1B..
This change has. enabled us to.use Phase 1B to.consider ~-. -
refinements to the standard offers that could be implemented in
time for any QF auction resulting from ER-90. Specifically, we
wanted to ensure that our QF procurement process was well-suited to
all of the different electric generation technologies and didwpotm-w

5 The CEC adopted ER-90 on October 17, 1990.
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have a built=-in bias toward gas-fired resources. . Also,. we wanted ...
to enhance that process in order to value non-price. factors, such: .
as environmental impacts and fuel ‘diversity, in planning . and .. ..o%-
acquiring new resources. We also entertained proposalssforwchangewa
to the bidding protocol. " B A .

We indicated that any proposed: change to these- aspects of:
final Standard Offer 4 could be considered, subject to the . :
following criteria:

1. The approach for establlshlng MW for
purposes of the QF auction must continue to
rely on the identification of deferrable
resources, based on evaluating the cost-
effectiveness of a utility’s resource plan;
and

The changes must be of a reasonable scale
and fully elaborated, such that they could
be reviewed, adopted, and 1mplemented by
year-end.

We also asked for comment on the follewihg issues:

. 1. How should this Commission use the
ER=-derived base case in ;ts,determlnatzon
of deferrable resources? How, if at all, o
should the current procedure for : -
considering uncertalnty and strateglc
preferences be modified?

Now that final Standard'Offer 4 has been
completed, what igs the role of Standard
Offer 2, which contains fluctuating energy
prices put fixed capacity prices? How and
when should Standard Ofrer 2 be. remnstated’-

What restrxctlons, if any, should be placedﬂ
on utilities’ ability to commit to long-
term power purchases between Updates’ '
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In the following sections, we: summarize the parties” positions-and,ﬂ

discuss our. conclusions on these 1ssues.§ -AS usual- 1n .such-.

proceedings, the record is- volumxnous.? ‘We concentrate -on. the g
chief points of contention, and:do not try to summarize.every -

nuance in individual positions. We apologize for this but, believe .

that. the saving of space and the gain in clarity. justify using an
overview. : : ' o

6 Two issues that the June 13, 1990, ruling had'set for Phase 1B
were later deferred. First, we have been exploring the posszble
extension of the BRPU cost-effectiveness methodology—to test °

demand-side management programs. The: parties' agreed. that: presently

this subject was more approprlate for workshops than for
evidentiary hearings. The assigned ALJ directed workshops and
*pilot” demonstrations which are continuing at this time. Second,
the Commission issued Investigation (I.) 90-09-050.to consider
transmission cost allocation and wholesale wheeling -issues. The
assigned ALY ruled that some ¢of the parties’ proposed changes to
final Standard Offer 4 were properly the subject of the
transmission investigation. The Commission is presently
considering initial and reply comments filed in that investigation.

7 The record in Phase 1B consists of 35 exhibits (xnclud;ng
hundreds of pages of prepared testimony), 12 briefs, officially
noticed items (including ER-90), and about 1,500 pages of
transcript. The following parties were actlve in- the Phase 1B
proceedings: Pacific Gas and Electric Company (PG&E).; San Diego
Gas & Electric Company (SDG&E); Southern California Edison Company
(Edisen) : the Commission’s Division of Ratepayer Advocates (DRA);
CEC; South Coast Air Quality Management District (SCAQMD): Toward
Utility Rate Normalization (TURN); Coalition for Energy Efficiency
and Renewable Technologies (CEERT): Geothermal Resources
Association and Independent Energy Producers Association (GRA/IEP,
participating jointly):; Texaco Syngas Inc. (Texaco); Chevron U.S.A.
Inc. (Chevron): and British Columbia Power Exchange Corporation

(Powerex) .




1.89=07~004 ALJ/KOT/JLt ww

TIX. Toward.a Fully-Competitive .
Market in Electric G .

The issue in Phase 1B 15 not-over ' wherc to qo but how to
get there. All part;es ‘support increased competltlon among ‘
potential suppliers of electricity to- Callfornza they dlffer on
ways to achieve that result. ' S o

We discuss below three further steps that we must ‘take: to“
arrive at our goal of a fully competltlve market in-electric - - -
generation. 'All three steps are nccessary, ‘but the equence is
important. The first two must precede the third, or: we put all our’
progress to date in jeopardy. e
A. Es§;ng_&ns_mxenemzﬁezen_EQESLQnesE

Now and through most of the '1980s, the‘compétition”to
serve new demand in California has largely been petween cal;fornla
utilities and QFs. QF ‘generation as a percentage of power plant o
capacity in California has grown durlng that permod from a”
negligible level to about 12% of current’ dependable capac;ty. (See“
ER-90, page 3-3.) : o B

Thls growth in QF capaclty does not mean that' workable
competition exists in the’ california electrlc generatlon ‘market.
The growth has occurred in part pecause utilities are now" legally
required to interconnect w;th QFs and to buy their output undexr”
texrms and conditions supervised by ‘this Commission. ‘Before the
1980’s, the utilities had not aggress;vely pursued alternatzve
generation technologles or contracts with small power ‘producers.

Much of the utl*ltles’ market power in ‘relation- to ‘QFs
comes from utilities’ control over transmission. For the'
foreseeable future, the transmission sector of the electric
Lndustry will remain a natural monopoly. This means’ thot}dwitn" _
utilities controlllng the bottleneck fac;l;tzes, QFs have only-such*
access to the wholesale market as the znterconnectmng'utlllty is-
wxlllng to prov;de. Unless the QF can get the lnterconnectlng
utility to transmit (”wheel”) the QF’s output to other buyerS' “the"
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lnterconnectxng utmllty has a~v1rtual monopsony.over QFs in its
service area.

Wheeling is critical to achieving a fully competitive
market in electric generation.  Fully competltlve markets have many
buyers, many sellers, with ready acecess. to each other.[ To-compete,j
t0 serve a potential buyer, the QF nust have reasonable assurance
of the cost and other terms under which. it may have zts output
wheeled to that buyer. The terms of wheeling, servxce muat ensure
both that the wheeling ut;llty gets reascnable compensat;on and .
that it cannot use its control of bottleneck facilities to extract :
monopoly rents. I o

In a parallel proceeding (I. 90 09 050), we,, arc ‘
considering both transmission cost allocat;on issues ror the
utility buying nonutility power and possible terms and condltlons
for nondtxllty power producers that require transmzsszon-only
service from a utility. We expect 51gn1£1oant progress. 1n that
investigation during this ER/BRPU cycle.

B. Evaluating Resouxce Options

- Along with opening up the avenues of compet;t;on (the
transmission network), we still have much.work to do. on the bases,
of competition ln the electrlo 1ndustry., In other words, what are
the best electric resource options, cons;derlng all the features
that make an optxon more or less. valuable° This quest;on affects ,
the entire resource proourement process, xncludzng both plannzng
(defining the IDR) and acquisition (building the I0R orx fzndmng
superior alternatzves) ‘ . , e,

The current. auctlon selects w;nners by comparzné the e
bidder’s offered price to what it would cost the utxllty to bulld o
and run the IDR. The current auotlon does. ngtlconszder what are _1;
generally called ”non-przce :actors._ These factors may be defmned
as th;ngs associated with power plant operatlon that atzect the '
value to society of the electr:.c power but tha.t are. not usually | .
accounted for in the capltal and operatxng costs 1ncurred by the o
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power producer or 'in-.the price. paid. for the electricity.. One
examnple of a non-price factor is whether the bidder (compared to-
the IDR) will lessen, increase, or have no effect on our dependence
on fosgil fuels. Another example is whether the bidder (compared .
to the IDR) will improve, harm, or have no effect .on.our
environmental quality. : :

Fuel diversity and. environmental. qual;ty have long had a,
significant role in discussion of electric resource strategies both
here and at the CEC, but . until today’s decision we have not .. - -
established a quantitative basis for weighing these non-price ..
factors in determining the valuc of particular resource options.. . .
Without such cuantification, we limit the ways in which different
options can compete and increase the likelihood that some of the .
chosen options, when all factors are considered, provide:less value
than some that were rejected.® o

Most of our discussion deals with electrxc SuUpRly options
(i.¢., now generation) for meeting future demand. . It is also-

possible to slow demand growth and stretch current.supply:through
conservation, shifting load off-peak, improving the energy
efficiency of appliances and buildings, and other XKinds-of demand=-
side management (DSM). We need to improve the way: we: account. for. -
the value of DSM to ensure a fully competitive resource procurement
process. CQurrent analysis may undervalue DSM. in some respects and -
does not handle supply options and DSM in the same way.. . -

ol s
PRI NI o

e -

8 In addition to analyzing non=-price factors, there is ongoxng .
work on performance features that are not currently required in our
standard offer contracts but that might be.provided by .QFs ox other
electric suppliers. Such features jinclude options for controlling
deliveries to follow the purchas;ng utility’s load’ ‘and to-assist
the purchasing utility in maintaining system stability. We first
directed the utilities to develop such performance features in
D.86~07-004. In D.88-09-026, we directed the utilities to: file
revised reports on performance features in this Update.
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First, like QFs, the value: of.DSM is ‘better appreciated..:
when non-price factors are taken -inte .consideration. .Quantitative: .
analysis of these factors should produce better-informed judgments -
on the value of DSM in the electric resource mix.. . AR K

Second, we now use different methods to analyze the cost--
effectiveness of supply options and DSM. For supply options, both-
the California Public Utilities Commission. (CPUC) and the CEC use
the iterative cost-offectiveness method (XCEM):; for DSM, both
agencies use the Standard Practice Manual for the Economic Analysis
of Demand-Side Management Programs. .The differing methods for
quantitative analysis thwart efforts to directly compare: supply.
options with DSM. They also give rise to- charges that the CPUC-is .
trying to shield its QF program from competition, or that-the CEC-
is trying to shield its DSM programs from competition.. W

We are committed to head-to-head comparison of DSM. and
supply options in the planning process, and perhaps:ultimately in
the bidding process as well.  To get there, we need to test the
capabilities ¢f our analytic tools.. R : .

SDG&E has completed a pilot program using: ICEM.tO”"“ )
integrate DSM into its resource plan.  The SDG&E pilot has.-received
peer roview, and SDG&E indicates that it will use its pilot, with -
modifications, in presenting its ER-90 resource plan in the -next
phase of the BRPU. Meanwhile, PG&E and Edison will conduct theixr -
own pilot programs using ICEM and present their conclusions in
workshops during 1991. These efforts should illuminate what
factors are inveolved in directly comparing DSM and supply options,
and the advantages and limitations of ICEM in making that
comparison.
. A |

' The final Standard Offer. 4 auctlon is. now llmxted o QFs.[

The utll;tmcs can and do smgn power purchasc agreements outsxde~the*
auction with QF and other sellers, but everyone recognzzes that "
arm’s length competition in ;_single arena open to,all pqpequq;_

.y
L. L
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suppliers is likely to result in the:!most attractive bids. ~:The
name for this is all-source bidding, and we agree in principle with -
the many parties that support all-source bidding as a necessary
component of a fully competitive resource procurement process. . But
there are two compelling reasons why we are not yet ready foxr all- ' -
source bidding.

" Pirst, we axe still opening up ‘the avenues of competition
and establishing the bases of competition, as we’ve just discussed.
Those tasks are under way but far from finished, and until ithose
tasks are done, new QF projects are fundamentally disadvantaged in
the marketplace. They have no assured access to utilities '
acquiring resources, nor is their full resource value likely to be:
recognized. Under these circumstances, opening the ‘auction to non=-'
QF entities irrespective of the market power such entities may have -
will weaken competition, not increase it. : R '

Second, the QF category has not outlived its usefulness
The Federal Energy Regulatory Commission (FERC) developed this:
category in its regulations implementing PURPA. The ‘category
responds to the aims that PURPA embodies. ' QFs are not themselves
public utilities, and the regulations limit the amount of ecuity
that a utility may have in a given QF. QFs are limited in size:-
They must use renewable or alternative fuel sources; or meet.
certain efficiency standards 'if they use fossil fuels. . -

In short, QFs are the kind of entity that was essent;ally.
frozen out of the pre-PURPA electricity market. Utilities and
- other entities controlled by utilities have always participated in
that market. The auction does not prevent them from doing so: now,
but it does reserve a market niche that QFs .can.bid to-obtain.. :. oo
Until we have taken the steps discussed earlier, such-a n;che is:
necessary and appropriate. - S Coty

Arquments that the QF 1ndustry has grown or that it -
includes laxge corporations are beside the point.  The'relevant - =
question is whether the underlying market structure: has.changed-so- .
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that future QF projects can compete fairly. - We:find:that.it:has-:. .-
not. The successful addition of 1,000s of MW of QF capacity in the
past decade  is impressive, but it does nct'justify~abandoning~thefJ“
QF program, any more than do:the strides already made in energy -
cfficiency justify neglecting DSM. S L

There was little consensus on this topic, so we.will go .~
through the parties’ positions in some detail. However, we begin . -
by deseribing the approach we are adopting in today’s decision.
This approach follows directly from pelicies consistently .applied .. .
since our earliest decisions (D.85~07-022 and D. 86-07-004) on final -
Standard Offer 4. S : S

We adhere to our pollcy of allow;ng compet;tlon by all
technologies, without setting aside any given amount of:capacity
for non-fossil technologies to further environmental or fuel
diversity goals. We recognize the importance of those goals, and
in Section V below we make certain changes to the final Standard — ..
Offer 4 bidding and payment structure where current provisions were -
inappropriate for non-fossil technologies or directly favored = -
oil/gas~fired resources. In this section, we are modifying ouxr - -
resource planning and acquisition process so that environmental and
fuel diversity values appropriately figure in that process... -

Specifically, ICEM will henceforth reflect the “residual - -
emissions” (those remaining after application of appropriate .
control technology) associated with the operation of any resource ' -
being tested for cost-effectiveness. The (negative) value of such -
enissions will be determined using the principle of “revealed. .
preference,” which means that the costs imposed by relevant
regulatory agencies, for example, in requiring certain pollution - -
abatement actions, will be analyzed to calculate the: implicit- . .. .
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monetary value as signed to aveoid a given quantity of a given
pollutant. . e R o
' These values will apply ‘to the’ ldentlflcatzon of

deferrable resources and (as adders or subtractors) to" energy'
payments made “to winning bidders. ' In other words, resmdual
emissions will fiqure throughout the procurement process, ‘that is
in both the planning and the acqulsltlon of new resources.” 'If any
roffsets” (purchased reductions of emissions from exmstlng"sources
of peollutants) are associated with the deferrable ox bld resource,‘
the impact of such offsets will also be included. o '

For the time be;ng, we will only consider air quallty-
values, but we firmly believe that residual impacts on water and
land use must not be neglected. We expect progress in' these’ areas,"
particularly water use, in future Updates and Electrlclty'Reports.

We have not adopted a method for valulng'fuel dlverslty '
at this time. Some non-fossil IDRs, because they are generally
7¢clean” technologles, are llkely to appear szmply through inclusion’
in ICEM of residual emissions Should that not occur, we' darect ‘
the utilities to impute additional value to non-fossil resources
until non-fossil IDRs appear as the flrst addition durlng the next
elght years in their resource plans. Thzs wilX effectlvely
guantify the sxze of any premlum necessary ‘to secure non—fossml
IDRs. We will decide in the next Update'phase whether any “such
premium is reasonable._ We also encourage further work in future -
ER/BRPU cycles to adapt portfolio theory and other tools for
quantitative evaluation of fuel diversity.
B. Bagkgxound

ER-90 made major advances over prior California resource
planning efforts in its approach to envxronmental qualmty ‘and fuel -
diversity. All parties agree that: these factors - should affect -3 ThE
~ electric utility’s choices in meetlng ‘future demand on its’ ‘System, -
but there is llttle agreement on how the ut;l;ty should take them
1nto~account., . ‘ o SR
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| Part of the dlfflculty 'is that these ‘factors’ 1mpacts"on L

utility costs and society are not easy to.calculate. The, wvalue of
fuel diversity depends on assess;ng the £lnanc1al rlsks ot relyang _
too much on a given fuel, and on calculatlng how best to 1nsure L
against those risks. as for. env;ronmental quallty, the producers
(including utilities) that create pollutlon have generally not had

to bear all the costs of pollutlon but have lnstead ”externallzed” N

a substantial parxt of those costs to soc;ety as a whole.“ The
utilities logically should bear their. fair share of such costs,
although the size of that share is. debatable. )

For purpcses of thls dlscuSSLOn, aoqulrlna ”fuel )

diversity” for California utllltles means increasing the proportlon;

in their resource mix of electrlclty generated by plants that do ,

not rely on oil, coal, or natural gas as, their prlmary fuel source.

Some technologies burn small amounts of natural gas, e. g., gas-
assisted solar. A power plant uslng such a technology would stlll
be considered non-fossil if it uses natural gas for no more than
25% of its total energy input durlng a.calendar year.?

”Envxronmental quallty” lncludes air, water, and land use

conslderatlons. Most partles would limit evaluatmon efforts durlng
this ER/BRPU cycle to air quality 1mpacts.;°_ The reason for the N
limitation is that the analysxs of air quallty lmpacts has been
spurred by recent state and federal clean alr lcglslatlon and

actions by local air management dlstrlcts. Callfornla utllltles,,;

¥l

BUEEN
|

e e . . ot LR
c W f A . . . o

9 The record ‘does not clearly" define ‘fuel dlverslty, however,
our ‘concept (adapted: from testimony by PGLE witness Ross in Exhlblt.
207, ‘page 6) does not appear controverslal. ﬂ .

.--J - ‘.v.‘ ‘." L'.\

10 The exceptions are Edison, which has.a proposal regardlng -Land
use, and SDG&E, which could include water and land use in the post-
bidding phase of the resource acquas;tlon process that it proposes.
For further discussion of parties’ positions, see Section IV.D

below.

i
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along with other major sources of air pollutants, . are facing major ..
clean-up costs now or in the near future. Air basins in-California -
must now achieve annual reductions-inytotaleemissionSvotwspecified
air pollutants, and this will inevitably affect how each electric. .
utility plans and operates its system.. - R S

The imminence of these air quality- problems convinces us
that the priority given to evaluation of air quality impacts is -
appropriate. However, all Californians know that the state has a
water crisis. Environmental review during the pemrmit process for
new power plants should ensure that the plants have acceptable-
environmental impacts, but only if water is included along with :
other environmental considerations in procuring new generation will
a power plant project that preserves our water resources be able to-
use that fact to competitive advantage. . We urge that power plant - .~
inpact on water resources be further -examined in the next ER/BRPU
cycle. : S T ‘ SEE n

The following discussion serves chiefly to introduce some.
texrms and concepts that are inevitable when relating air qualmty to
electric generation. . T Lo o Comon L T rm e e

Ambient air qual;ty standards (AAQS) apply~to a rogue’s: .-
gallery of hazardous substances. These ”“criteria pollutants” & .~
include certain sulfur/oxygen compounds: (SOx), carbon monoxide, -
lead, particulate matter in suspension (PM), a group.collectively.
referred to as reactive organic gases: (ROG), -and ozone,-which is a .
principle component of smog. Nitrogen/oxygen compounds (NOx) are .
7precursors” (through. chemical reactions in the atmosphere) .to’
criteria pollutants, and alse. contribute.to: acid deposition, a non-
criteria pollutant-ll Carbon dioxide is also considered a

11 We will follow ER-90 usage in referring to NOX as 'a criteria™ -
pollutant.
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pollutant because it is. a “greenhouse” ‘gas and s¢.contributes to-

possible global warming. o T ST ey LT O LS
Concentrations of .criteria:-pollutants in excess!-of -AAQS - -

are unhealthy. When the concentration of a given criteria . =

pollutant in an air basin regularly violates AAQS, the air basin is:

designated a non-attainment area. . PG&E, SDG&E, and Edison all

serve major metropolitan areas that are also non-attainment areas. -

California is moving aggressively to address its.air -:

quality problems. “Beginning. in 1988, .the.California Clean Air act:

requires that local districts reduce emissions of non-attainment
pollutants or their precursors by 5% per year (by air basin).. -

Local districts are required to develop new air quality attainment

plans to meet [AAQS] by December 1991. These plans.include moxe : -
restrictive emissions limitations: for existing sources and new. -
procedures for permitting new sources.” ER-90, page 5-4 (footnote:
onitted). These requirements also apply to districts that are
themselves in attainment but that contribute to -attainment:problems:
downwind. : : Lo R

‘Air management districts have the abilityxto:require
retrofits of power plants as part of these plans. .Also, -air. . -
ﬁanagement districts may require new sources.to apply the.best
available control technology (BACT). -‘SCAQMD has taken both. of-
these actions to deal with NOx emissions.' Proposed. Rule.69:0f_the

San Diego County Air Pollution Control:.District.would apply-a-more -
stringent NOx emission standard than SCAQMD’s and-would cover - - .

virtually all utility electrical turbines - and boilers: in the -
district. ER-90 assumes that NOx retrofit requ;rements will: be-
adopted in both San Diego and Ventura Counties. Lo

New sources may also have to acquire ”cffsets” of any - .

residual emissions after application of BACT by arranging to reduce
emissions from an existing source. Specifically, regulations of
the federal Environmental Protection Agency require that all
increases in emissions resulting. from a,maj°rhn9W”?°9F°e~m?§t1Pe'”
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mitigated by the permanent reduction of emissions: from’existing
sources. “Offset requirements are admlnxstered by local air
districts and are set on a site-s pec;fzc basxs., ' (ER=90 at

page 5-7.) Air management distrlctsrln.nou-attalnmont areas may
require such offsets in a ratio greater than one-to-one. This is
the case with the San Francisco Bay Area (l.l: 1), Los Angoles
(1.2:1), and San Diego (l.2: l) aix basins.

Many of the pollutants mentioned above are produced when
fossil fuels are burned. In partlcular, burn;ng oil and gas will
produce NOx. The CEC notes that in its ICEM analy51s NOx was the
only pollutant whose value actually affected the tlmmng of new
resources, and NOx accounted for almost half the total value

attributed to residual_emissions.nj2

D. Positiops of Parties

Every party favors accountlng of ‘some sort for:v"
environmental quallty and fuel d;vcrszty ln the rcsource L
procurement process. No two parties agree on how to do thms.

Major issues include the followang.

¢ Should such account;ng occur through
quantitative analysis (for example,
attaching-menetary values to the impacts)
and/or policy judgments? If monetary
values are used, how hould‘they be
derived? . o TR

Where should such accounting be done:” in - -
plannlng (selection of IDRs), in L
acqumsmtlon of resources (deszgnatmon of
auction winners and setting final Standard
Offer 4 prices), or in both? . ‘ .

12 ER=90, page 6-12. ' The CEC says the predominance of- NOx is due,
to the small amounts of SOx, PM, and ROG put out by_power plants
relative to their NOx emissions. Also, accordmng to ‘the CEC, NOxX
emitted -from all sources is subject to stringent controls, which -
leads to 2a higher social value per ton. A third of the total
residual emissions value in ER=-90 came from carbon. Jd.
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If monetary values are assigned to’ S
environmental impacts, should the values be ..
the same regardless of the location of the
projects and IDR being compared, or may the. -
values differentiate between pro:ects {and
IDRs) inside and outside the acqumrlng '
utility’s sexvice area?

Should there be a set-aside or separate’
bidding arena or a premium:for non-fossil .
QFs, and if so, should there he a cap on
the amount by which payments to such QFs
night exceed payments to oil/gas-fired QFs?.

Should the valuation of IDRs and bldders
take account of offsets? ‘ . .

1. PGLE .

PG&E proposes a set-aside for hOnérossii and renewable
resources as an interim measure to deal with the lssues of: global -
warming and fuel d;vers;ty. However, envxronmental values should
not be 1ncorporated into the necd determlnatlon ‘for Northern
California. I :

PG&E’s set-aside involves two blddlng arenas, one- ‘ot
which would be llmlted to non-foss;l resources.. The other arena
would be open to all resources. Half of 1dent1£1ed need (up to 400
MW, nameplate) would bc quocated.tg thewnon-£05511,a:ena. In each
bidding arena, winners would be determined on the ‘basis of
benefit/cost (B/C) ratio. PG&E would allow the. set—as;de ‘bidders
€0 have a lower B/C ratio than.oxl/gas-fxred b;dders, prov;ded the
former have B/C ratios of at least 1 0 ox (1! less than 1.0) at
least 80% of the lowest winning ratio in the all—technologxes
arena. PG&E believes that the MW cap and reduced B/C threshold
should change over time as circumstances change, such as new or
more stringent emissions restrictions.

PG&E believes that NOx adders for bid selection would
create a. wxndrall for develcpers at ratepayer expense. - An adders
system is not compatxble wzth emissions. offsets,_accordlng to PG&E.,
Values of offsets dxffer'between Northern Callfornza and SOuthern -
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California, so the value assigned for Northern California. should
not be the same as' the: SCAQMD value.  The amount. of.NOX emission - .
reduction needed in Northern Cali:ornia;is-unknown,;so«SCAbMD«goals
don’t apply to:Northern Califormia... . -« = o e

PG&E believes. the marginal cost .of reduc;ng NOx emissions

depends on the degree of NOx emissions reductions needed. ... . .. :
Assigning value to NOx emissions in ICEM increases . the need for new
generating resources in a situation which is already biased toward
gas-fired plants. PG&E believes increasing this alleged bias is ..
contrary to Public Utilities Code § 701.1, which requires .the CPUC
to loock at ”all practicable and cost-effective conservation and
improvements in the efficiency of enexgy use. ”13
2. QDGR . S : S e

SDG&E opposes set—asides and proposes instead a two=phase
nulti-attribute bidding system where NOX emissions and -
dispatchability are valued in the first phase, followed by a
negotiation phase in which any and all other factors (emissions
other than NOx, other environmental -impacts,. fuel diversity,, . -
operational considerations besides dispatchability, project.
viability, flexible start date, et al.) might be weighed-by.- the
utility. The bidder would . pet know in advance the,valuesMplaced by
the utility on attributes in the negotiation. (This distinguishes
the SDG&E auction from the.”transparent”_auction, supported by all
other parties, in which bidders know in-advance how winners will be
determined.) SO - o e
SDG&E recommends that resxdual emission values/not be.. .
included in the planning stage (ICEM:analysis) at presentJdue,to -
uncertain ratepayer impacts. .SDG&E recommends valuing. emissions -
only in resource acquisition.

©33%  For-the full text of Public Utilities. CQde §-701 1,qsae~ 5
Attachment 5' L B o - fe ‘.' P '.\' J_, ,.:1 ~ £
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SDG&E: would incorporate environmental factors:into:the . o
bidding system using conservative “starting point”:values as’in‘the
Pace University Study. If the IDR requires emission econtrols.oxr ..
offsets, those costs are included in“the IDR costs. 'Offsets should:
be valued at the c¢ost to obtain those offsets, which inturn is
related to the cost of the technologles applled to-control the .
various emissions. e

SDGLE believes set-asides ‘are unnecessary because: = . -
reasonable values exist for air quality benefits, and' the record- . -
does not prove that set-asides are a'good proxy for. fuel diversity.:

Edison opposes the set-aside approach. Edison advocates:
a transparent auction and direct quantification of environmental
attributes and fuel diversity in the acguisition but not in the
planning portion of the resource procurement Process.: .. . .. - ..

The quantification Edison supports would use positive or -
negative adjustments to the projected costs of the IDR.4: -
Specifically, Edison would impute an extra 15% to the .projected
energy costs of the IDR if it is oil/gas-fired (oxr a substantially
higher premium if the IDR is coal~fired) and use the adjusted costs
in evaluating the benefits of a non=fossil bidder. . If:the IDR uses
an existing site and the bid project requires.development -of a new
site, 15% would be deducted from the capital portion of the.IDR.

According to Edison, using a set-aside is an. adnission
that non-price attributes cannot be cuantified and that renewables
cannot compete head=-on with other technologies. : Edison:believes
the amount of MWs set aside for renewables is an arbitrary number.
If a set=aside is adopted, Edison believes: the.price:cap-should not

R TR . ce o

e L L T .

14 However,- these adjustments would not be reflected Ln»the"prlce
paid to winning bidders. cn TS AT
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be set by a renewable resource, -and the size-of-the.set-aside
should be determined after examining ratepayer-impacts. ... -~ . . . .
4. TORN . O R P vh AR IS
- TURN believes ICEM should not be modiﬂied-touincorporate-r
values for residual air emissions. TURN asserts the record
contains no information on the rate impacts of valuing. res;dual 5
emissions in ICEM. Public Utilities Code § 701.1<doesgnqthrequxrcm‘
inclusion of residual emission values in ICEM, just consideration .
in the resource:procurement process. The-value of residual-
enissions remains disputed. S T

TURN believes thexamount_of«renewablesﬂtha;headh utility
acquires is a policy choice which is best-made explicitly through. ..
the use of a set-aside. TURN believes that an adders approach is.
likely to increase ratepayer cost without necessarily resulting in
the acquisition of renewable resources. TURN supports PG&E’s
approach for linking a set-aside with a price cap.

5. CEC e ' b : il

According to the CEC, environmental values should be used
in planning but not in the acquisition portion of the resource f
procurement process. The CEC supports set-asides to secure fuel
diversity, not environmental benefits. [The CPUC. should authorize ..
the use of set-asides where the CEC’s need assessment indicates a .
set-aside is appropriate. The CEC’s set—aside-recommendatipns,arev‘
based on a utility-by-utility assessment of need. Precise
valuation of fuel diversity is impossible at this time. . -

The CEC endorses the PG4E price cap approach as _
acceptable for implementing ER-90“s set-aside recommendat;ons,
although PG&E concedes that the approach may not result .in the
acquisition of any non-fossil resources, let alone the proportzon -
of non-fossil resources specified in ER-90. The CEC supports .
PG&E’s multi-attribute approach but opposes DRA’s adders proposal.
The CEC asserts that adders do not accurately account for the
effects of offsets and conflict with fuel diversity goals. .
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Also,'the~CPUC should adopt the CEC’s ER-90 wvalues for. .=
residual emissions for Edison. No values for residual emissions:.: -
should be adopted for SDG&E and PG&E at this time. Including:
values for residual emissions in ICEM is a’ reasonable method to
incorporate air quality benefits and costs in resource planning.
ER-90 shows that incorporating air quality values in XICEM is- -
workable and reduces total emissions. The ER-90 approach is -
consistent with Public Utilities Code §:701.1, which encourages the.
CEC and CPUC to use consistent values for environmental factors.

6. SCAQMD - I

SCAQMD supports incorporation of environmental. '
considerations throughout the resource procurement process. The -
appropriate value for residual emissions in Edison’s service area
is the marginal cost of control as revealed by BACT for NOX, ROG,
SOx, and PM. SCAQMD also supports valuation of carbon dioxide .
emissions. o S R
The CPUC should value residual emissions in its resource
procurement process through use of adders.: This method:should
reflect the valuation ¢f air gquality characteristics of a-QF-.
conmpared to the IDR on a regionally specific basis, where the value
of emission reduction is tied to the cost of control for specific
pollutants. The CPUC should value emissions in the payments to
winning QFs; this allows a less polluting bidder to get a:price
advantage which reflects its environmental benefits. . SCAQUD-
recommends not including the impacts of offsets in the calculation.
of adders. - ‘ R \ -

i

The CPUC should establish a separate- bidding -arena.for ..
non-fossil resources in addition to incorporating-envirornmental - .-
considerations into ICEM and QF payments. SCAQMD finds PGS&E’S set-—.
aside does not ensure the acquisition of renewable resources.-
7- DRA ' : o R LT T o
‘ DRA proposes that all costs associated with environmental:
impacts be included in both the planning and acquisition stages of:..
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the ‘resource procurement. process for each-utility. -DRA!s:-adders-:. .
proposal allows lncorporatlon of offsets. DRA‘PIOpOSGS(&KlO%hfuel?W
diversity premium. . : o v -

DRA recommends that: monetary values for resmdual
emissions be factored into the ICEM analysis used to determ;ne the »
least cost resource plan and the IDR(s). The monetary-values of
particular emissions are established and published before the - .- -
auction. The values for residual emissions are based on BACT. -

An adder (or subtractor) is based on the net difference
in emission rates between the IDR and the bidder’s project, .
multiplied by the value of residual emissions. The bidder-takes . -
the adder (subtractor) it would receive.inte account .when-- - ;
determining its bid, but the adder (subtractor) is applied-to the
contract cnergy price only after the winner is selected. -

DRA would take offsets into consideration when valuing a
QF relative to the IDR. - In a situation without offsets, the net
difference in value is readily calculated from the-difference- in
enission rate between the IDR and:.the QF. If the QF.has a lower
emission rate, it would receive an energy adder. If the IDR-has -
the lower rate, a subtractor would be applied to the QF’s energy
price. . o
If offsets are required at a ratio greater than one=to-..
one, then the IDR could potentially cause a net reduction in system.
emissions. In this case, the QF would receive a subtractor, unless:
it purchased enough offsets to have the same impact on. system - .-
emissions. ° CrLet L e IV

8.. CEERT o A A R RIS SR L SR

Under CEERT’S proposal, residual emissions. are explicitly-
valued during ICEM analysis,. while fuel diversity is-ensured. . .
through designation of a non-fossil IDR and a separate bidding

ot
\

arena for non-fossil bidders. This eliminates controversy over how

to calculate adders in the context of emission offsets. CEERI’s
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approach is interim; it supports- development.of explzcxt values for

environmental: benefits. St e T e D L e t"-'.:';:x__;‘

CEERT recommends that residual emissions be. valued:
explicitly for all three utilities, and: that SCAQMD”’s>BACT
requirements be the basis for valuing all residual emissions within:
the state. According to CEERT, Public Utilities Code § 701.1-
requires valuation of residual emissions in electric generation
planning. Lo S
CEERT recommends that half.of all identified need be
allocated through the non-fossil bidding arena. Also, the:. -
environmental and fuel diversity benefits of projects bidding in
the non—-fossil arena should be measured against the costs of a non-.
fossil IDR. Those ¢osts should be time-differentiated according to.
the value of deliveries at different hours and seasonsg. -

CEERT does not oppose-adders but urges if they are
adopted that they not include any offset effects. Resources:
offering environmental benefits should receive payments based on
the value of aveiding residual emissions, and those benefits should
affect the ranking of projects in the resource acquisition process..

9. GRALIER ‘ c Lo .

Half of all identified need should be reserved for non-
fossil QFs. The utilities should submit a non-fossil IDR cost
ostimate with their resource plans.  Failing that, the non-fossil -
IDR could be proxied by the costs of the last: non-fossil plant..
built or approved for construction by the utility. . =

The utilities should be ordered to cooperate in the
developnent of values for adders. GRA/IEP’s proposaluxs,amenable
to the incorporation of adders. Detrimental air emissions can be
reflected in both adders and emissions values in ICEM. . ‘
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Environmental Considerations (Starting. .
with Air Quality) and the Value of Fuel
Diversity Should Affect Both Planning

and Acquisition of New Electric Resources

Electric resources formerly were valued solely in ‘terms -
of their energy output and capacity (contribution to system
reliability). Such traditional valuation neglects some ‘aspects of
the social infrastructure in which electric resources play a vital:
part. The health and security’ or oux cmt;zons dlctate that we now
lnclude these aspects. - - S . ‘

Alir quality (and the 1aok of lt) has measurable impacts °
on our productivity at work, our enjoyment ‘of leisure; and the very
length of our life spans.  The political will, expressed at the
state and national level, is clear. We must address our air -
quality problems. While ‘electric gcnordtion is not the primary -
source of cr;terla pollutants, it is a major contributor. “Its' -
em;ss;ons lmpose costs on society that should be accounted- for.
Least cost planning nust become gn;;;gnmgn;gl least cost plannzng.'~
See Attachment 5 (Public Utilities Code § 70X. 1l). T K

Least cost planning principles must also assign ‘a value
to fuel diversity. Electric generation serving Californmia -~ =~
continues to be fueled primarxily by oil, natural gas}“and“codl;"
For example, the Energy Commmssmon found that in 1990, 60% of’
California’s dependable capaczty was. foss;l f;red.; (See ER-90 at
page 3=1.) These fuels are not renewable, so in the long Iun we
expect they will become s;gnlflcantly more costly as proven and ‘
more accessible deposits are exhausted. In the vhort run, o:l has ;
been subject to extreme price sp;kes and supply dlsruptlons.(__
Natural gas, which can be substltuted for oml in many cases, may be
subject to similar price risks. The price ‘and oupply of coal
appear steady, but coal has high environmental costs at every stage




I.89=07-004 ALJ/KOT/Jft *

of the fuel cycle, from mlnang ‘and’ transportataon,to combustlon.
The United States has huge domestxc coal deposrts, but‘the ﬂ““f
environmental costs of coal, which are still being. assessed’ may
mean that it.is neither so secure,nor,so.cheapdamfuelhaszwas once
thought. . . e ‘ o ;;. .
‘ A.resource plan is a. ”lea t cost” plan‘L: (among othcr .
thlngs) it results in reasonable costs. under the most lrkely future‘
case and does.not result in unduly hagh costs under alternatrve B :
cases with a significant likelihood of occurrence. Possml fuels _;”
are currently cheap and plentiful, but there are hort- and long- .
term risks in assuming that.they will continue to be so.‘ A Jeraly
least cost electric resource procurement strategy would hedge _
against these risks by diversifying cur generatlon mlx.y Developlng:
resources that rely on alternative and renewable. fuels wxll « |
(1) cushion the impact of price shocks rn fossrl fuel markets,_“:
(2) help to avoid such shocks by lowerzng demand and extendlng
current . supplles of fossil. fuels, and (3) improve. the efflcrency
and cost-competitiveness of non—fossxl technolog;es. . ‘
Having addressed these threshold matters, we turn ‘now to
the questions with which we began our summary of partlef' posztlonsv
in the preceding section. '

1. Accounting for Envrronmental Qualxty . .
and Fuel Drvers;ty Requmres Both hssxgnang ’

Non-price factors can have measurable economic ;mpacts
To determine just and reasonable rates, this Commission must know -
how resource procurement decisions will affect rates. ‘The ‘policy
rnstruments by which we are fosterlng compet;tlon in electric
generation - namely, the standard offex and avorded cost‘- are a

15 Note that many of these environmental costs are not captured
by consideration of residual power plant emissions.
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grounded in economics and are used to. structure .a contractuals: - .-
relationship. TFor all of these -reasons; assigning monetary values. .
secems the best way to begin analyzing how environmental quality and .
fuel diversity should figure in the’ plann;ng and acquisition of
electrxc resources. : B AR : N S PR

‘We will review the results of:that analysis in the next.
BRPU phase, when PG&LE, SDG&E, and Edison file resource plans -
responding to ER-90. At that time, ‘we will consider. the L
recommendations of the utilities and other parties from.a:poXicy . -
perspective. We agree with the CEC 'that: quantitative analysis:is .
not (and may never be) so finely developed that its results can be:
applied mechanically. In particular;-we“want“to wind: up with- final:
Standard Offer 4 solicitations that, despite some differences in
formulation from ER-90, substantzally conrorm to the ER=-90 .
integrated assessment of need. . . . . . . Ll o

The differences we just alluded to.stem from.our . ... .
preference for using a fuel diversity premium instead ‘of set-asides.
in acquiring non-fossil generation.  Such-a: premium-enables.a:.: = . -
better accounting for the benefits'and costs of non-fossil: - -
generation than deo set-asides.*® “Although- the ICEM-analysis -
performed in ER-90 did not find any non-fossil IDRs,. our treatment
of residual emissions places higher values on avoiding such
emissions, and we will also- imputefuel diversity value-to non-
fossil QFs where no non-fossil IDRs show up.in the respective
utility resource plans.

This process (using a fuel diversity premium instead of
set-asides) differs from ER=-90’s, but the purpose is identical and
the result should be substantially the same, namely, filling the
generation portion of need with a well-diversified portfolio of
fossil and non-fossil resources. We propose to do that through a
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strategy that ‘recognizes the:diversity value -of non-fossil: QFs..even; .
where the resource plan using the ER-90- -base case contains -only . .-
fOSSJ-l IDRs.. I o " NN T O O A TN Vi
- We prefer to derxve our values fox resxdual enissions.
from the air management districts’ calculations when. they:set; - - .-
abatement requirements for the various pollutants. The: districts
are responsible for developing programs to meet our aix quality -
goals, and the districts are best situated to detexrmine values for .-
the costs and benefits of those programs.  Wherxe a utility’s... . .
service area overlaps several air basins, values for residual.
emissions should come from the most significant air.managementL_
district for that .service. area.;7 - e TR T
Unfortunately, only SCAQMD. among the- relevant dlstrmcts
has taken final action from which we-can derive values.  SCAQMD’s . ..
recommended values for residual emissions are set. forth in its BRPU
testimony (Exhibit 230).. ‘Those values shall be used by Edison in
performing ICEM analysis and  shall be.applied in .calculating -adders .

(subtractors) for auction winners. -The adder (subtractor).:is an.
adjustment to the QF’s energy payment and -is separately -computed ;. .
for each pollutant by comparing the QF/s..and IDR’S enission rates.
We also dircct the same use of SCAQMD values for SDG&E.
The San Diego APCD has proposed rules similar to. SCAQMD’s oOx-even
stricter. Where vigorous regulatory action seems imminent, .the .
extremely low “starting point” values in the Pace Univers 1ty Study

17 TFor Ed;son, the doninant district is SCAQMD; for PG&E, it is
the Bay Area Air Quality Management District. SDGEE’S service area
is all or substantially all within the jurlsdlctlon of the San. .. .
Diego Air.Pollution Control District: (APCD). e o
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are unrealistic. Pending final action:'by the:San Diego:APCD, the
SCAQMD values are the best availakble for San: D:.ego.l8 R S
The situation for PG&E is different.because the relevant:
air managoment district has not taken steps from which:values are. -
clearly deducible. ER-90, however, projects $13 per kilowatt (1987
dollars) as the cost to PG&E of retrofitting its plants' for NOx
control. (Id., pages 5-7, 5-8.) PG&E's‘compliance,reporé.inuthe
next Update phase should convert this.cost to a dollars per.ton
figure, and provide a supporting. explanatzon oz how PG&E calculated
the conversion. Alternatively, PG&E ‘may value. NOx emmss;ons at 29%
of the SCAQMD value. This percentage-aa determined by comparing
the CEC’s projections of NOx retrofitting costs for PG&E ($S13 per
kilowatt) with those for Edison ($45 per kilowatt). Values for
most other residual emissions should come from the Pace Unlveremty
Study. The latter study does not contain a value fox RQlesokfor |
that pollutant PGSE should use the ER-90 in-state value ($3,300 per
ton in 1987 dollars). All of these values like those for SDG&E L
and Edison, shall be used by PG&E in performing ICEM . analys;s and
shall be applied in calculating adders (subtraeters).for,euctlon
winners. .
The values adopted. today for resldual emlss;ons on‘the
PG&E and SDG&E systems are intexim values. They should . be rev;sed
subsequent Updates to roflect emerging abatement roquxremcntf or
the relevant air management dlstrlcts.lsf:.

18 SDG&E and Edison should consult with SCAQMD in using SCAQMD
values. We envision SDG&LE and Edison using SCAQMD methods to
derive values for the first year in their planning horizon and
thereatter escalat;ng those values using the same escalation
factors employed in other elements of their resource plans.

19 We will’ also revise the values zor Edlson, zf‘SCAQMD actzons
supersede the values in today’s decision. - -

TR
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. Carbon dioxide, a “greenhouse” gas,.is not.a.criteria.

pollutant, but concern for potential global warming seems:certain . .-

to result in legislation to control greenhouse gas. emissions.

Thus, an intexrim value for carbon emissions (including carbon .-
dioxide) ‘is.also prudent. - All these utilities should apply:the-
value adopted in ER=-90 ($26/ton .in 1987 dollars) foxr carbon :
emissions.2? This value will ‘be used in the same ways .as'the . -
values for criteria pollutants.

2. Accounting for Env;ronmentnl Qualxty
and Fuel Diversity Should Affect Both
Planning and Acquisition Portions of

the _Resouxce Procurcment RIOCesSs

Once we have determined that clean generdtion‘and fuel
diversity are valuable things for a utility system, then- they must
figure both in planning and acquls;tlon as surely as- do the
systen’s needs for energy and capacity. This coordination is
necessary in order to know how much to pay'and how much or a good
thing is enough. ' S

Whatever one proposes to acquire,'it'seemérlogicél*to3
budget before shopping and to expect to pay for what: one wants. -
Stated bluntly, society cannot reasonably expect to get the clean
air that society values without offering to pay for it. ‘In fact,
offering to pay will stimulate the competition that should
ultimately drive down the cost of clean air. ' S

3. The Same Value for Residual
Emissions Should Apply to All

The environmental costs of electricity generated from

sources outside California or outside the service area of the . ...

N

20 The ER-90 value for carbon emissions, and also for NOx
emissions on PG&E’s system, must be converted to-a rlrst year-value

for purposes of ICEM. See jid. at.page 5=9.- ' ... . e s iwee
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utility acquiring-that electricity should becalculated:the:same as-
if the electrlclty were generated within the utility’s-sexvice: . ..
area. : . - T TS e e

Our decision to baseﬁvaluation.on the systemuservedyma
rather than the site of. the power plant, relies ' on long-standing
principles of utility regqulation. The ratepayers served by-an.-
interconnected utility systenm- all bear the costs of that system.
Edison customers in the Los Angeles air basin already: bear:the.
costs and get the benefits of Edison’s participation--in. out-of- . -
state coal and nuclear power plants, as do customers closexr:to. .
those plants. When we establish revenue requirements -and .design- -
rates, we do so on the basis of total utility system, not:on-the
basis of location either of facilities or communities. - -

The counter-arguments are that Californians- should- not\
have to pay for c¢leaning up neighboring states and that the values.
assigned to the abatement of residual em;ssxons come from air.
quality regulators with jurlsdxctlon over the proposed power plant,
not necessarily from local air qual;ty regulators in the service
area of the acqulrlng utlllty. We are not persuaded.

First, regarding the source of ‘air quallty values, these
should reflect the utilities’ marglnal costs of em1551on control.
An approprlate measure for such marglnal ¢osts is the cost of
abatement actxons requlred in those air basins where the utllltles
face major costs of compllance with air qualxty standards. - Thls 15
precisely the derlvatxon of the values we have dlrected ‘the" |
ut;lxtles to use. AR SRR

‘ Second, referrlng te the argument about cleanxng up other
states, that argument misses the 'real geographical issue we are "
facing. Our choice actually is between prometing dirty generation
out of state and promoting clean generation wherever it is located.
As noted earlier, the 7value” of residual emissions is negative. )
Such valuation in effect 1ncreases the prxce of-any:project- wathyhu
such emissions. If we value em;ssmons for ln-state projects but
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not for out-of-state projects, we confer an enormous-competitive -
advantage on the-latter for no reason'other -than. that.they-foul . .
someone else’s air. But a policy of “exporting” pollution would. . ..
not work if other states were to adopt a . similar policy, and it
would not work in any case because pollutaon, once emitted, -does. . . -
not respect state lines. . S ‘

The most important point, however, goes back‘to~our
earlier statement regarding interconnected utlllty_systems.;;Ita-‘”
more clean generation is added to such a system, the utility.can .
reduce its reliance on its dirtier plants.. Edison, by buying-power.
from a geothermal or solar QF (to name two examples), c¢an-help
clean up the 2air in Los Angeles whether the QF is in ox out.of . .
state, on or off system.  Air quality adders (or subtractors, as .
appropriate)” should therefore apply uniformly to energy payments to
any final Standard Offexr 4 QF, regardless of its location. .

4. Non-fossil QFs Should Be Paid a
Premium Xf Non=fossil XDRs Depend

gp_mmmg_nm_mm

The CEC in ER-90 did not adopt a method for quant;fymng
the value of fuel daversmty, although the CEC continues to support
development of non-fossil and rxcnewable resources. Thls created a
quandary for the CEC when 1t¢ ICEM analysis failed to 1dentlfy any '
non-fossil deferrable resources even with the lncluszon of the 1  '
social costs of air emxss;ons. The effect of such mncluSLon was ’
rather to accelerate the need fox new gas-f;red resources to =
replace aging gas—f;red units now on the utllaty systems.?l ‘

In order to capture the value of fuel dlversmty and to

promote continued advances 1n non—foss;l and renewable generat;on 3

T,

21 - The CEC concluded that:the: capxtal anten51ty of non-foss;l‘
resources was unable to overtake the cost-effectiveness of gas- o
fired IDRs except at values for residual emissions far ‘exceeding:- .
those used by the CEC oxr SCAQMD. See ER-90 at page 5-10.
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technologies, . the CEC determined- that a portion of needed MW for-.
SDG&E -and Edison should.be set aside for potential .deferral by non-
fossil bidders. The CEC also determined- that PG&E’s system is
already diverse and accordingly:did not recommend any set-aside. in-
the PG&E auction. o - Con » S

We agree with the,pollcy basis of the: CEC's aet-asmde
reconmendation. We will- implement that . policy 'in a different way,
however. Our implementation will enable us to check the potential.
ratepayer impact of the environmental least cost resource plan .
(possibly including a fuel diversity premium) against the ratepayer.
inpact of traditional least cost planning that looks only at the
capital and running costs of candidate IDRs.. Sl e

The problem with set-asides is that they mas k_theucostuof
the policy they are supposed to serve. Without quantifying: the
value of fuel diversity, we. cannot tell whether a 50% -set-aside: is
too much or too little.. PG&E’s price cap is little,: if any,
improvement, since the cap is meaningless if we can acquire- non=-
fossil resources more cheaply and counter-productive if the value .
of such resources is greater than the cap.22 We can confidently
predict, however, that a set-aside will increase -the cost to-:
ratepayers of acquiring such resources by creatlng A separate
bidding arena for non-fossil resources. . - : i

The approach we adopt in today’s decxslon tells us - _
exactly how much value we need to get from non-£ossil IDRs, in the
form of reduced air emissions. and . (if necessary). fuel price- :
VOl&tlllty ”znsurance,” in order to.prefer them to other: cand;date -

M

22 Edison’s proposed 15% adjustment to the capital and energy.
costs of certain IDRs is riddled with-problems. .:The proposal. would
apply only to the planning portion of resource procurement.:- Theﬂ,,
proposed values are highly subjective and not -supported by .the
record. Edison needs to go back to the: draw;ng board on th;s

issue.
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IDRs. The approach alsc ensures that:therauction:yields maximam-: .-
benefits to ratepayers by allowing all technologies to.participate.

Undex our approach, each utility will perform:XCEM-
analysis using values for residual emissions as specified-in . =
Section IV.E.1 above. In our interim approach, if a non-fossil IDR.
appears in the “deferral window”. (through 1999),.a fuel diversity
premiun- will not be calculated.?> If a non-fossil ‘IDR: does not.
appear, the utility will calculate a value for fuel:diversity -
sufficient to have a non-fossil candidate resource appear as.the .
earliest IDR in the deferral window. .- ‘ - ,

To calculate the fuel diversity premium, the utlllty WLIl
perform an additional ICEM run, replacing. the first fossil IDR (as -
identified in the utility’s fully built-out base case resource
plan) with the most cost-effective non-fossil candidate resource.
No other changes would be made to the base case resource plan.

The increase in total system operating and capital costs -
resulting from the replacement of the fossil IDR with the- non-
fossil candidate will then be derived in net present value terms,
and will represent the cost which ratepayers would incur. to acquire
a non-fossil resource. This cost will be divided by the capacity - .-
of the non-fossil candidate, and then annualized using the same .
discount and inflation rates otherwise used to .convert one=time .
capital costs into cost streams. : PRI

The annualized fuel diverslty premium, expressed in,
dollars per kilowatt, will be applied as an additional capacity - :
payment (based on effective capacity) to non-fossil and renewable . -
QFs, and will be published bhefore the auction. These QFs can then

BN

23 Lack;ng a methodology for lncorporatxng fuel dlver51ty Ln
our planning, we will not-apply a fuel. dlver51ty ‘premium where -
non-fossil IDRs appear in the deferral window, -even though- the~.ry
use of an appropriate premium might: result in the,;dentlfxcatlon
of more non-fossil IDRs. o
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factor in this premium in. formulating: their bids. "A QF that does.. -
not provide “fuel diversity” as:defined in-Section IV.B above:would::
not be eligible. to receive the premium. . ... . . - oo conumon, oo

Non=fossil QFs will have a substant1a1 value—based :
advantage in any auction using a fuel d;versmty.premmum-.\Allxotherw,
QFs face major costs due to offsets and will not receive the fuel
diversity premium. Thus, we expect that non-fossil. QFs.can f£ill a
substantial portion of the need offered through an auction uglng a o
fuel diversity premium. - o g :

We are not at this point absolutely comm&tted to using
the premium derived by this approach. in the coming auction. The
final decision on this point will be made in the next phase of the .
BRPU. At that time, we'will carefully exanine the potential. .
ratepayer impacts together with relevant uncertainties, strategic -
preferences, and policies both of this Commission and the. CEC.. . In .
particular, we want to explore the benefits of non=fossil resources -
under a high fossil fuel cost scenario using our adopted values: for.
residual emissions, since this is the contzngency that a,d;verSLty
strategy is intended to address. S

We have two. further observations regarding fuel diversity
value. First, our approach today is strictly interim. . Investment -
theory has reached a point where the:value of diversification ought
to be calculable, and it ought to be incorporated into any kKind of
least cost resource planning, whether from the traditional: or
social perspective. We look to the CEC for continued work:on fuel -
diversity value in the next ER/BRPU cycle. .

Second, we agree with the CEC that only a modest tuel
diversity premium should be adecquate for our purpoeses. (See ER-90
at page 4-9; cf. pages 6-12, 6-13.) We note that some non-fossil
QFs are successfully proceeding with Standard Offer 2 contracts.
Although the capacity and energy payments under f;nal Standard
Offexr 4 should be lower than under Standard offer 2 ‘the-.
env;ronmental adders payable_to QFs w1;h low g;rﬁe31551op$fyould,"”
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probably make final Standard Offer. 4 the more attractive.contract: .. .

for:  such QFs, and we expect that non-fossil. QFs could therefore:: ...

compete successfully in bidding: to defer any type of IDR. “For the =~
same reason, we are surprised that the CEC’s recognition of air
emission values did not produce non-£ossil IDRs .by. 1999 in. its ICEM: .
analysis. : e . R SR S AL GRS OL I
Conceivably, the capital costs used. for such IDRs were. .-
too high. QFs may be reluctant, for competitive reasons; to'reveal .
detailed cost data. The utilities, on the other hand, have rminimal .
experience with building non-fossil generation.z4 AR

The capital cost of non-fossil and renewable  technologies -
is often proprictary information but public sources may exist,
including published bids submitted for generation resource
solicitations conducted here and in other. states. We invite all
parties to critically review utility resource plans filed for the
next phase, with special attention to the capital cost data for.
non-fossil IDRs. ' L o ‘ . T

5. Impact of Offscts Should Be Reflected

in_the Resouxce Procurement Process

Builders of many types of power plants in many sites for
those plants will have to acquire air emissions offsets. . This
fact, like residual emissions themselves, must be. reflected in both
resource planning and acquisition. g SR '

Some parties would disregard offsets, at least for .
purposes of resource acquisition. These 'parties fear.potent;al-“::u
results that seem to them perverse. For. example, a gas-fired = ..
cogenerator that had to. acquire offsets in a ratie of 1.2 to 1

24 The two exceptions are geothermal”and’nuclear;““Howéver;*onﬁy"‘
PG&E has much experience with geothermal.: As for nucleaxr. its - .
capital costs are concededly very high, and the CEC indicates that
building new nuclear plants is infeasible in California at this =
time. (ER-90 at page 4-10.)
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might thereby. cqualify for-an air. .quality. adder when competing .
against a non-fossil IDR with zero: emissions of criteria ..o . - .
pollutants. That the acquisition process: “reads” the cogenerator.
as cleaner than a geothermal IDR strikes some parties as ... .
outrageous. LTt e

We disagree. A cogenerator that cleans up 120% of its
emissions is cleaner, from a social perspective, than -a geothermal
plant with zero emissions. The desirability of taking a social-
perspective on environmental cuality - is precisely the:reason for
considering residual emissions in the resource procurement process. .
We don’t know whether a cogenerator could bear these- offset costs-- -
and still bid successfully against non-fossil QFs to.defexr the. . .
geothermal plant; but if the cogenerator is successful, society -
will have cleaner air at a competitive. prxce.zs S :

On the other hand, the offset markets are new, and unt;l
all parties have more experience, it seems prudent_ to 'limit the
extent to which they influence our procurement process. -We will
only consider those offsets acquired by.a QF (1) to.comply with
requirements of the air management district with jurisdiction over:
the QF’s powerplant, or (2) to avoid a subtractor relative-to the
IDR. Any offset for the latter purposes would have to be located:
within the district and subject to the jurisdiction of the-aixr .
quality regulator that would have set the environmental:
requirements for the IDR. . R o

We understand that:air. management dzstrlctsvmay be
considering refinements or alternatives to their offset rules. -As 7

PN SN ‘.'nh ST e e LT e
VLT . [ - ol

25 The CEC found some ev;dence dur;ng ER-90 that offiset- prices -
are currently quite lew. Id. at pages 5-7, 5-8. If that. finding
is correct, it seems more a reflection of the 1nrancy of the offset
market than an indication of long-term price relationships. . As the.
cheaper offsets are bought up and offset sellers become better
informed, the price of offsets should rapidly approach the buyer’s
maxginal cost of emission control.
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with the wvalue of residual enmissions, we: intend to.work. closely ::: .
with the districts and to ensure that:the development . of new . :~::..,.,
generation will meet our goals of clean air and workable
competition. : O ' L -
6. Furthexr Thoughts on Clean Air
and_Enexdqy Policy Tradcoffs

Today’s decision is a.compromise that reasonably reflects:.
the tradeoffs society must make in everyday economic choices. At
one extreme, environmentalists who oppose all resources.that. .
increase net emissions will not be satisfied. Our procurement. .
process‘considers ¢lean air along with other benefits, and.a -
bidder’s other benefits may outweigh its residual emissions. in-some
circumstances where competing bidders: have lower.emissions.  We
want clean aixr, but we are limiting the price we are wzllxng €0 pay-.
for it. : = e
At the other extrene, some»commenters‘have.argued;that
the decision over-values clean: air by applying the same emissiens: -
values to each resource serving a particular utility, even if the, .
resource is located in an area that meets clean air standards. By
inmplication, clean aix in such a location is less valuable- (or |
increments of pollution are less costly) than in non-attainment . . -
areas such as the Los Angeles basin. The result according to these.
commenters is that the utilities may buy less electricity than
would be desirable, from an cconomic standpoint, from. resources
outside the key non-attainment air basins (the Los Angeles, San
Diege, and San Francisco Bay areas) that concern us here. - - . p

There are at least two major problems with this argument.
First, the externalities we are dealing with are those occurring at
the point of consumption, not at the point of production.lmrpis is
the basis of our adopted valuation method.. : o ', 'f”

Second, even assuming that' rea10nal economlc transactions;
balancing energy and air quality mlgh: be~desmrab1e, much work -
needs to be done before a ma;ket’:o;,such transacp;ons qquld(wq;k; “

e, ., ee
LR, Sl
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properly. There is always a cost-imposed by an-increment.of-aixr .-
pollution, though that c¢cost may not-be identical in all .. -
jurisdictions.26 However, the vast majority of the relevant. .
jurisdictions in the West have not.yet followed.SCAQMD in
establishing values for the various air pollutants. - R R

Even when all the jurisdictions have spoken, . our adopted
valuation method may still be appropriate as representing the.. -
utilities’ marginal costs of control.  Nevertheless, clean -air .
policy is evolving rapidly, and we will revisit the subject of
enissions valuation when the regional air gquality situation becomes:
more definite. It will alse be time for a fundamental change when .
we arrive at a truly competitive market in electricity, when
regulatory determination and enforcement of avoided cost is no
longer nccessary. However, we will continue to refine our values
for residual emissions as actions of the California air quality
regulators enable us to quantify more precisely the avoided-
cnvirennental costs for our regulated electric utilities

Also, we note that early this year, in Docket No. . 89-752
of the Nevada Public Service Commission, that Commission adopted
values for residual air emissions. This provides an. opportunity
for the respondents to perform an alternative resource plan
scenario that should illuminate the impact of residual emissions
valuation on the choice and costs of potential IDRs.  In . the
alternative sconario, the valuwation would depend on whether oxr not -
the residual emissions associated with the candidate new plant orx
power purchase would occur in an area that meets AAQS. If .the-area.
is a nonattainment area, then the utility .would apply the emissions
values that we adopt in today’s decision. .If the area is an
attainment area, then the utility would apply the:Nevada
Commission’s values. (Essentially, these values would be - -
representative. of pollution- costs in-a jurisdiction with: generally o

26 Moreover, there may be areas with relatively good air quality
(e.g., national parks) in which an-increment-of pollution would
nevertheless be vexy costly. Clean air policy may not allow
treating clean air as simply another commodity to be traded off
until all regions have uniformly mediocre air quality.

- 40 -
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good air quality.) We direct the respondents to include‘such .an:
alternative scenario in the;r complxance flllnge rollow1ng,today" S
decision.. = ' ' S L A RPRUELTS TV P INICTL I

We cmphasize that our adopted approach willmet .. .
discourage energy imports per se relative to the status quo. @ Both:
our adopted approach and the status quo value residual emissions
uniformly, but the status quo assigns no cost to them-at all, with
the result that dirtier forms of generation, regardless: of ‘their
location, appear more cost-effective than they really are. Today’s
decision will result in an environmental lcast cost .plan. that takes
advantage of clean resources wherever they are located.

However, bidders and IDRs in attainment areas will.
continue to have 2 significant cost advantage compared to competing
projects in, e.g., Los Angeles or San Diego, because the.latter .-
will have to internalize high costs of compliance with local air
quality regqulations, such as offset requirements greater than L:il.
Thus, we anticipate. that today’s decision will have little effect:
on the significant role that imported. electrzc;ty plays. in
California‘’s energy strategy. ‘

7. Emigsions Monitoxing . : \ ,

Our adders system requires means to ensure that the -
QF’s actual emissions are consistent with its claimed emissions. - -
Several factors (e.g., the QF’s size and technology, and-the: . .
requirements. of the air quality regulator in whose jurisdiction the .
QF is located) may affect the type of monztorlng that is o
appropriate. L « :

We do‘notahave4a.recordrthat.allows.uSuto resolve
these issues at this time. .We invite parties to 'address them in: -
the next phase of the Update. We:-especially solicit input from air..
quality regulators on the type(s) of emissions monitoring 'that
would be required for power plants subject to their jurisdiction. -

: tition Bet Fossil and Non—fossil OF

~ Final Standard Offer 4 now has no front-loadlng L
whatsoever in Lts pricing: provas;ons and a basxc contract term

. f E
R AT
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(defined as “Periocd 27) of'lsryears.% Also, the structure of

fixed and variable payments under final Standard Offer 4 differs -
according to whether or not the QF is oil/gas-fired. _Most of the.
parties have testified that these provisions place capital-. ..
intensive QFs (which are generally those: that use alternmative ox
renewable fuels) at a competitive disadvantage relative to olil/gas-
fired QFs. They recommend greater flexibility, which they believe
can be achieved without sacrificing avoided cost principles. We
agree and are adopting cextain changes, as described below. - -
A. Length of Final Standard Offer 4 cContracts - .
when we decided to set the. length of Period 2, we heard a.
large number of proposed approaches.' Some parties c¢alled for
maximum terms for final Standard Offer 4 contracts, some for . =
ninimum and maximum terms. Some parties wanted a term stated in. -
years (proposals ranged from 10 to 30), or as the.projected useful
life of the IDR, or some variation on these approaches. - We chose -
not to have a minimum or maximum term but instead set Period 2 at

15 years for all final Standard Offer 4 contracts. We chose- 15
years in order to lessen ratepayer exposure to planning exror.

(See D.86-07-004, 21 CPUC 2d 340, 375.) Some further discussion of-
our assumptions and information at the time of our prior decision
will help explain why we are now changing that decision. ' -

27 The flnal Standard Offexr '4 QF may come on-line’ ‘before the' o
projected on-line date of the IDR -(a period defined- in, the contract;
as ”Period 1”):; however, Period 1 payments to the QF are limited to
the purchasing utility’s short-run marginal costs (essentmally‘the~
same' as payments to a Standard Offexr 1 QF). Period 2, during which
payments are based on the IDR, lasts 15 years. Assumzng the QF has
useful life remaining at the end of Period 2, it has many options.
These include continuing to operate but selling its output under
Standard Offer 1 terms or bidding for another Standard Offer 4
contract from the same or a different utility.
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In 1978, cOngress'enadted:ﬂivetrelated bills, ~including . -
PURPA, that broadly addressed the nation’s enexgy problems. . From:.: =
that time through the late 1980s, most observers believed that. ... -
major new utility generation facilities were.likely to be coal= -
fired. The abundance of domestic coal deposits made.that fuel a
linchpin of national energy policy around the time of the second
0il embargo. This Commission and the CEC were reviewing huge coal
plants proposed by California utilities; most of these projects.
were eventually abandoned, but many coal plants were built in the:
Northwest and the Inland Southwest, in. some cases with equity -~
participation by California municipal or:investor-owned utilities.

-Coal plants have low fuel costs:-but high capital. .. -
requirements. The QF program was instituted, in part, to-relieve-
ratepayers of the risks involved in such capital-intensive utility -
construction projects. When such a project:is avoided by QFs, the
QF developers assume all the risks of construction cost overruns.
and delays. Furthermore, a long-run-standard offer based on-a-coal-
plant would solve most financing problems for QFs because fixed -
costs of the avoided coal plant would make up most of the QFs’
payment stream. L - ‘

That sounded good, but we saw the. 15—year contract. term
as an additional way to cut ratepayer risks. Forecasts:can: be high.
or low, utility systems change over time, so why not offer QFs a
substantial period of price certainty but not necessarily the whole
life of the IDR? If the QF wanted to continue on a long=run
contract after Period 2, it could still do so, provided that it was
2 successful bidder in an auction to avoid a plant scheduled to
come on~line at the end of its 15-year term. In this way, we-hoped;
to ensure that the utilities’ long-run QF contracts conformed as
closely as possxble to current perceptions of their long-run needs.}
Moreover, the ratepayer would actually*be better off than if the
utility had built the IDR, wh;ch would have to be. paxd for rully j
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even though the utlllty s needs had changed from those we had
ant;cmpated ln approvxng the IDR., I . ; m.w L .

The problem w;th the above reasonmng is that some QFs arew
also capltal—lnten51ve and requlre longer terms than 15 years. '
Geothermal, solar, and othex QFs usxng alternatxve or. renewable
fuels are some of the most desmrable QFs from the standpolnt of
envxronmental qualmty and fuel dzversmty, but in general thezr ‘
ratio of fixed~to-variable costs is more like that of a coal plant,”
than that of an oil/gas-fired cogenerator. An inflexible l5-year |
term treats this difference as immaterial. L | .

The materiality of this difference, however, has become o
clear in light of the findings of ER-90. The CEC did cons 1derabled”
ICEM analysis and found that the likely IDRs. for PG&E, SDG&E, and _
Edison are not coal-fired but gas-f;red (new comb;ned cycle plants.
or repowering of existing gas units). Gas—f;red plants are. llkely;,
to be far less capltal-;ntensmve than coal plant ~ This, compounds
the impact of a relatively shoxt contract term on capxtal-;ntens;ve
QFs. The contract term provides less certainty, than they would L
like and, depending on the IDR, the fixed costs paxd out over that
ternm may be much lower than we antlclpated 1n approv;ng the 15-year_
term.

‘We have. concluded that the prescrlbed 15-year term 15 not”
llkely to be a good deal. for ratepayers. Rmsk reductlon Ls one of f
the important goals of the QF program, bﬁt part of the rzsk o
reduction comes from the diversity that QFs brlng to our resource
mix. Diversity is jeopardized by a limitation on contract length
that puts non-fossil and renewable QFs at a disadvantage.
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Instead, the ternm of Perlod 2 should be up to the rull
projected 1ife of the IDR. 2% “this term will be available ‘to* all

QFs, irrespective of their technology.‘ This approach wmll help go

level the playzng field for all QFs’ and will expose ratepayers to

risks no greater (and probably less) than what they would ‘face” ;r“‘f
the utility were to build the IDR. There will also ‘be”a minimum "
term of 15 years (where the proaected life of the IDR is-at least

that long) or the projected life of the IDR if it is less than 15"
years. | | | T T
We stress that we are not precluding short-llved IDRs, '
even ones lasting less than 15 years. ' The utility may be .
consmderlng 10~15 ycar plant life extensions that involve energy—

related capltal costs or power purchases of ‘such” length w1th ‘a hlgh”

level of fixed costs. There may be QFs interested in deferrlnq

IDRs with such shorter lives, and we want to explore ‘this, at loast“

until experlence ‘demonstrates a’ low—end threshold for Permod 2. _

B.mgmww
Final Standard Offer 4 uses a payout method’ called

7ramping.” The methed applies to the fixed costs of’ an IDR and ‘"'f
ensuxes that in Period 2 the QF gets pald exactly those annualzzed

faxed costs net of :.nflatlon.29

Capltal intensive QFs prefor that contracts permlt some”

degree of ”front-loadlng," neaning that the value of payments under

the contract declines over time. The concern, as with’ contract

length, is financing. QFs face higher debt service in the’early =

28 The term may be less, at the QF’s election. A workshop will
be held following this decision to develop appropriate revisions to
the final Standard Offer 4 contract. Parties at the workshop
should also consider appropriate changes to the auction protocol to
ensure correct scoring of any bid by a QF proposing a contract term
less than the life of the IDR.

29 The way that the ramping method accomplishes this is
summarized in D.87-05-060 (24 CPUC 2d 253, 267-68).
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years of their operations and would.like a corresponding. revenue
stream. Co . S ok S A DA O FO N R O

In the past, we have allowed some .front-loading-in QF . . ..
payments. The most common form is levelization of so-called.. .. -
shortage‘costs.3°: A levelized payment is constant in nominal
dollars and thus is declining in “real” dollars (that is, net of
inflation). Both Standard Offer 2 and interim Standard Offer 4
have levelized shortage costs, together with security provisions .
that ensure the QF returns overpayments if it ceases operation.
before the end of the contract. . S - W e

We have concluded that levelized shortage costs together -
with appropriate security provisions are reasonable for final.
Standard Offer 4. We will allew-a final Standaxd Offer 4.QF to .
choose either a ramped payment stream or a partially levelized
payment stream. TP

There are three reasons for making this change. . First,
as the QFs correctly note, levelization represents far less front-
loading than we allow utilities in their recovery of capital. . = .
investments. ‘Second, as we discussed in the foregoing section, the
CEC’s latest findings on potential IDRs suggest that the difficulty
in financing capital-intensive QFs will be greater than we .. . .
anticipated when we chose to totally exclude front-loading from .
final Standard Offer 4. Third, levelization will increase the QF’s
cash flow without improperly shifting xisk to ratepayexrs, who will.
be able to recover any excess payments should the QF fail.

30 Shortage -costs are capacity payments made to short-run QFs,. . .
i.e., those QFs that do not defer or avoid new utility -resources, . -
and are also part of the capital cost payments to long-run QFs.
Shortage costs measure the QF’s contribution to the overall..
reliability of the purchasing utility’s system. They are based.on
the annualized cost of a gas turbine, which we use as a proxy for
reliability value because, in terms of capital cost, it is the
cheapest current alternative for new generating capacity.
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levelization will be available to all 'QFs, irrespective . .
of their technology. This is consistent with other changes in. .-
today’s decision designed to achieve as-far as possible uniform
treatment of all QFs. s t ‘ o K ‘

We do not permit levelization of any. costs other than
shortage costs, nor do we permit level;zat;on‘wlthcutwapproprlate"w
security.31 Such front=-loading would impose unacceptable risks on .
ratepayers, and QFs have not demonstrated that their financing
regquires levelization of anything besides shortage costs. ' (Indeed, -
our experience with Standard Offer 2 indicates otherwise.)
Moreover, in Section V.C below, we make certain changes in our
auction format that will effectively tailor the payment stream for .
each winning bidder to correspond to its own cost structure. This -
should substantially mitigate the financing problenms of capital=-
intensive QFs. : S :

C. Enexqgy Bidding and OF Payment Structure

In D.86-07-004, we recognized that ratepayers- and QFs
would both be at high risk if the payment structure for capacity .
and energy in QF contracts was wholly insensitive to the QFs’ fixed
and variable cost structure. This concern led us to adopt the
incremental energy rate (IER) payment option for oil/gas-fired:
ccgenerators.32 . , : S -

- In Phase 1B, many partxes, 1nclud1ng‘the CEC, PG&E,:
Edison, and DRA, have recommended that we drop th;swoptlon-Ln‘favor

31 The security provisions of Standard Offer 2 are probably.. e
adaptable for this- purpose.‘ We wmll allOW‘the partles at workshops
tO CORSlder th-ls- .' . i ] - “...,'-J s N

32 ”Optlon” is a mmsnomer--oxl/gas-f;red cogenerators muﬁn accept“
IER-based payments. However, the ”option” terminology:-has been -
around so long that to replace it would only confuse matters -
further, so we continue to. refer to the IER ”opt;on" 1n/today s,
decision. ~ M PRI
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of a new approach to payment structure. They argue that _the IER
option places solar, geothermal, and other capital-intensive QFs at
a competitive disadvantage relative-to oil/gas~fired ¢ogenerators- .-
because there is no similar mechanism- to link the capital-intensive-
QF’s cost stream with its payment structure. Also, DRA argues that-
the IER option exposes ratepayers to more fuel price risk.than.is .
necessary to reflect unexpected changes to. a cogenerator's energy. .
costs. :

Instead, these parties,.alongowith CEERI, propose that
all QFs bid capacity and energy prices separately.. -We-agree that .
such bidding will allow fossil and non-fossil QFs-equal opportunity.
to provide their full fuel diversity and efficiency benefits: to:
ratepayers. S AR .

1. Background
a. Power Plant:Cost Structure:
and_Payments €O OFs

All power plants have costs that are characterized as-
either fixed or variable. Fixed costs-mostly reflect.the.capital -
invested in building the plant:; variable costs reflect expenditures.
to run the plant, chiefly fuel. Our decisions use.the terms
7variable costs” and “energy costs” interchangeably. _

Diffexrent power plants have different cost streams.
Some have high fixed and low variable ¢osts, while others have low
fixed and high variable costs. The latter category includes plants
that chiefly rely on cil or gas: all other plants fall into the
former category.

The issue here is not the total amount to be'paid QFs
under fxnal Standard Offer 4 but rather how. that amount Ls- tOJbe 1EW
split up for purposes of QF payments. Spec;:mcally, should QF ‘
payments for capacity and energy‘match the IDRfs-mzx:or f£ixed andfﬁf
variable costs, or should the IDR costs be redistributed to mateh
the QF’s own: m1x° The answexr to that questlon now'depends on- the;g:
QF’s fuel type.. PRAml T e
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b. Oxigin-of the IFR-Option : ~© ~ .= i oo,

 The IER option was.conceived at a time when, as - -
discussed earlier in this decision, the California utilities were: .
proposing teo build large, central station coal plants. Coal plants
have low, stable fuel costs but-high capital costs. We-expected
that capital-intensive QFs could compete with a coal plant since
their pattern of fixed and variable costs would match that of the
expected coal-flred IDRs. o

" We believed, however, that-cogenerators would not be
able to compete to defer these resources if their energy payments . .
were derived from the low energy costs of such IDRs. Xf . ...,
cogenerators did try to compete on such a basis, we feared that-
ratepayers would be exposed to grave default risks. The IERooption»
responded to this problem. x -

The IER option was designed to- convert payments based
on IDRs with high fixed and low variable costs to a payment
structure suitable for cogenerator QFs, who have low fixed and high
variable costs.33 We intended the IER option to reflect:the: . .
cogenerator’s proportion of energy costs in its payment structure. -
but not to increase projected total paymente (capaczty plus- energy);
over the life of the contract.. o T

‘The IER option relieves' cogenerators from the need to
enmulate the IDR’s cost structure. But for capital-intensive QFs, .

P A
LERN

33 "The IER option combines and ramps the expected enerqgy. Costs.. -
and capztal costs (minus shortage costs) of the IDR, converting
them into a stream of IERs.' The conversion is done-so. that the -
present value of the deferred plant’s fixed and operating-costs. is -
equal to the expected shortage value of the plant plus the forecast
system marginal fuel price over the life of the plant multiplied by
the YER stream. The expected cost of the deferred plant is equal
to expected payments to cogenerators under this option. Actual
payments to cogenerators are indexed to the actual systen marginal -
fuel prices and paid on a time-differentiated basis.
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payments-under final Standard Offer 4.are-now designed.to-emulate- -
the IDR’s cost structure. ' - 7 UL on Lo Coin T Jﬁ;&;ffﬂﬂfﬁ

2. The IER Option Is Not a: cqmplete
Solution to the Payment Structure

n

When we adopted the IER option, we stre ssed our intention
to monitoxr its impact on the utility system. We 1nd1cated that we
would reconsider its merits in future Updates.‘ our chlef concern
was that the IER option mxght perpetuate Calrfornla s over-
dependence on oil/gas=fired generatlon, thus expos;ng ratepayers to
excessive fuel price volatility rlsk

‘ In Phase 1B, nearly all partzes agree that the IER opt;on

does not go. far enough to address the problems which arlse when a
QF’s payments are insensitive to lts flxed and varzable cost o
pattern. They identify two def;cxencxes mn the current payment
structure that deprive ratepayers of the full fuel d;vers;ty and
efficiency benefits offered by QFs. Flrst the current ‘auction
protocol. and payment structure has no provms;ons to relleve
capital-intensive QFs of the need to. emulate the IDR's cost A )
structure.  Second, payments to cogenerators under the IER opt;on l
may transfer too much risk to ratepayers. h

o - : o _ ' _;

. The current auction. requxres all QFs to b;d a
capacity price expressed as a percentage. of the capztal costs of
the IDR. For non-fossil. QFs,‘all other costs are. recovered through
variable payments equal to the var;able costs of. the IDR.h ‘This N
puts capital-intensive QFs at a dlsadvantage, relatlve to oll/gas-“
fired QFs, when bidding.on an IDR .such as a combxned cycle, Wlth a
low fixed and high variable cost structure.( ‘ B

The disadvantage occurs because a capltal-lnten51ve f
QF would have.to recover a portion of. its. fmxed costs through IDR-
based variable payments. Its. cost coverage Ls uncerta;n, 50 1ts_fﬂ
financing costs will be high. . Capltal—lntensxve QFs must f;nance 2
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large proportion of total costs, so. these.extra costs may.have-a--...
significant effect on their ability to compete in.the auwction. - If.-
an otherwise competitive non—foss;l QF:is- precluded AXon. winning
the bid, ratepayers will lose szgnzflcant fuel dmver51ty and
environmental benefits.

Current c1rcumstances dlctate ‘that we address the
financial emulatlon problem. Despite some’ progress, ‘California -
utilities remaln highly dependent on oil/gas~fired resources.- In -
ER-90, the CEC found that in 1990, one-half of California’s :
dependable capaolty was gas-fired. Further, the CEC’s ICEM "
analysis found that likely IDRS for all the investor-owned '
utilities are gas-fired combined cycles or repowered existing gas
units. We are thus in a situation where we need ‘fuel dlver51ty but-
are unlxkely, without modifying final Standaxrd Offer 4, toacquire -
the QFs that could help dzversmry our ruel mix. R

b. Ratepaver Risk | *
~ DRA believes that the IER option expoSes‘ratepayers”
to unnecessary fuel prlce ‘risk because it links the 'IDR’s ‘energy’
costs and some of the cogenerator s capacxty payments to-0il and -
gas prices. Accordmng to DRA, the IDR’s ‘energy and ‘capital costs
have only limited relation to the ruel przce rxoks as sociated with -
the ggggggxa;g;_g energy costs. - L

To mitigate the contract default risk which ar;ses
from the flnanc;al emulatlon problem, DRA would linX only ‘the
cogenerator's energy costs to fluctuatlng -0il and gas prices. -DRA
would allow cogenerators to bid on ‘IDRs that are not oil/gas-fired,’
but in that case DRA would impute an added 10% “to the ‘cogenerator”’s.
energy price bid. DRA believes that5tni5“imputation”is*necesSarywl
to ensure that ratepayers are gett;ng a good deal whenever a- B
cogenerator defers a non-fossil IDR. | :

We share DRA’s concern about ratepayer risk under the
IER opt;on. We do not‘adopt DRA’s‘proposed imputation"because
ratepayers are adequately shielded by our payment structure’:
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Both defxc;encxes in the current” payment ‘structure are
corrected lf QFs are requxred to bid both energy and capacxty )
prices. Energy payments would then be " escalated to reflect the
actual fuel costs of the winning bidders. Most parties; lncludlng‘*
the CEC, CEERT, DRA, PG&E, and Edison, support these modifications.

. We are persuaded that the IDR should remain the benchmark
for QF blddlng but that avoided cost principles do not require ‘QFs’
to match the IDR payment structure. Both capltal-lntenulve ‘QFs and
cogenerators should beneflt from bidding a payment structure that -
corresponds to the cost structure of the plant to be flnanced. '
This translates to lower risks to QFs, and ultimately to
ratepayers. Indeed, we are more likely to‘achieve'our'goals?of
fair competitlon and a diverse portfolio of QFs lf'QFs are not )
constralned to an IDR- or IER-based payment structure. .

Bidding energy and capacity has many advantagesiq"Fifst,
it permits all types of QFs to bid a payment structure appropriate
to their techhology The current bidding system favors QFs whose
cost structure is similar to that of’the IDR. The extra‘finahcing
cost for QFs whose cost structure differs from the IDR'means that ‘
they must bid a higher price than they could under a more"
appropr;ate payment structure. Bmddlng'both energy and capacity
allows all QFs the same opportunaty to have the;r benefits to the
ratepayer ralrly evaluated. S I

- Second, such blddmng shlelds ratepayers from: undue—fuel
price risks. By escalating energy payments based:on’ the QF’s own'
fuel type, ratepayers get the fuel dzversmty benefits of non—fosszl
QFs and the fuel efficiency benefits of cogenerators.' I

Third, having a more accurate picture of the QF’s energy
cost means that utilities can d;spatch the system more efrlc1ent1y.
Econonic curtallment dec;smons are based ‘on the varlable cost

-y
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payments made to QFs. Currently, variable cost payments are based

on the'projected costs of the IDR. Changing, thms o llnk#paymentsﬂ‘

to a QF’s own cost stream should enable the purchaumng utml;ty to
make more efficient. curtailment deczﬂlons and should make QFs
indifferent .to such decisions. In particular, those QFs (e g.,
solax) whose fuel source makes it ‘hard for them to curta11 should

benefit since their low varxable costs w1ll vmrtually ellmznatc the'

possibility of economic curtallment.

4. JImplementation ,
- DRA, PG&E, and deson all provxded detaxlcd methods to
;mplement a system which requires bldd;ng of energy and capacxty.

The methods do not differ drastmcally,, however, each was developed',

as part of an xntcgrated proposal in Phase 1B. In light or tne
rest of today’s decision, part;es nay want to reconsxder some

aspects of their implementation proposals.“ Partles are dlrected to”
work out the details of implementation and the necessary contract

changes in a workshop. As guidance to the partles, we descrlbe .

below our general expectations of energy and capacity b;ddlng under

a second-price auction with envzronmental adders
In the following descrlptlon, we modlfy the proposed
dec;szon in one respect regarding bid preparation and evaluat;on.

The proposed decision would compare the pro;ected net present valuef

of the IDR with that offered by the compctxng bids. Th1¢ comparl
seems unduly. c¢omplex and requires assumptlons about the reapectmve
bidders’ energy delivery profiles. On further consxderatlon, we
prefer a first-year cost basis for eveluatmon. such evaluatlon -
involves combining the fixed and variable costs of the IDR 1nto a
single cents per kilowatt hour rzgure, and szmllarly comb;nlng the
cnorgy and capacity bids of each bldder. Whexe thc IDR and bld )

project have different escalatlon rates, these can be converted to :

a common basis using the methedology lllustrated in DRA' A
tostimony. (See Exhibit 223 and. Appendlx A to DRA's concurrent

brief.) ,
Begore the auction, the ut;l;ty wzll publzsh all '

pertinent physical and cost characteristics of the IDR. These

include econonmic life, capacity factor and hours of operation,
shortage and other capital costs (and allocation factors for those
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costs), fuel type(s), residual emission rates, offsets, -operation
and maintenance costs, first year fuel price, heat rate,..assumed
fuel price escalator, GNP deflator, and all othex projections or
assumptions specific to the IDR used in calculating its cost-
effectiveness. TUsing these characteristics and an explicit . .
methodology, the utility will combine the stream of projected fxxcd
and variable costs into a single first-year cost expressed in cents .
per kilowatt hour. This number will be the IDR benchmark. -

QFs will then analyze their own coOst characteristics
compared to the IDR. They will submit a sealed bid for a stated
effoctive capacity and separately stated variable (energy) and
fixed (capacity) prices, with the following knowledge. First, they
will know that the utility will recombine their energy and- capacity -
price into a single cents per kilowatt hour first-year cost, using
the same methodology used to calculate the IDR benchmark. Second,
they will know that the winning biddexrs will be chosen under -
second-price rules by comparing each bidder’s and the IDR’‘S.- .
projected first-year cost. Finally, they will know what .
environmental adders/subtractors (and fuel diversity premium, if
any) they can expect to receive if they win the bid. . . .

once the winning bidders are chosen, variable: payments
will be based on the actual energy price bid plus any environmental
adders/subtractors. Escalation will depend on the fuel type of the.
QF. Variable payments to non-fossil QFs will escalate with- GNP.
Variable payments to other QFs will escalate based on the same fuel
index and price update schedule,already adopted for final. Standard. -
Offer 4. - - - : . iy e :

Capacity payments will be“determined“by-subtracting¢theg_*
energy bid by the winning QF (or.the:convertedqenergy,price,‘whefe,
the QF’s energy bid was converted to get a common escalation basis)
from the fotal first-year cost of the lowest losing bid. The
remaining cents per-kilowatt hour will be converted to dollars per
kilowatt fixed payments, will be divided between shortage and other
capital costs, and will be paxd as,already adopted, on a. time-
differentiated basis. QFs can choose to receive levelxzed shortage.
payments as described mn Sect;on;V.B above- :
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Much of the pol;cy basms for energy b;dd;ng is that the
utility dispatcher should be making decisions to dispatch or. .
curtail a specific resource based on accurate knowledge of the
running costs of all generation resources (including QFs) at. the
utility’s disposal. The policy necessarily implies that low

running cost QFs can expect to be curtailed very rarely, while high

running cost QFs (basically, oil/gas-fired cogenerators) should
plan to be curtailed, or to receive an energy payment based on
actual system running costs, for many hours during the year. We
must reconsider the curtailment options under final Standard , .
Offer 4 to ensure that the options are consistent with this- policy.
We are particularly concerned about three current aspects of.

curtailment.’ - ‘ :
First, the QF can now choose to be curta;led for ¥

theoretically unlimited numbexr of hours per year but -only if the
purchasing utility would otherwise experience negative avoided - ..

costs due to continued deliveries from that:QF. -We have no record. .
that the respondent utilities have ever experienced such conditions

on their systems or requested QFs to curtail for this reason.34

We cquestion the continued need for this option.. .Low running cost

QFs need not hesitate to choose the econonmic curtailment option,

since the dispatcher will now see their true running costs,.and a
utility that used its curtailment authority imprudently would be
subject to having its excessive energy expenses disallowed.
Cogenerators, on the other hand, should be regquired to take
economic curtailment; the advantages of enexgy bidding would

largely disappear if the dispatcher were unable to curtall a hlgh
running cost unit except under negative avoided cost- conditions.. ...

LI

34 Hypothetxcally, a utml;ty mlght have to turn off a baseload
unit to accept QF deliveries off-peak and then be unable t& re-

start that unit in time to'meet load:during the following. day’s ,\;

peak, necessitating expensive emergency purchases from off-system
sources. Since long-rxrun QFs will now be procured strictly on the
basis of need, the chance of a negative avoided cost episode
occurring should become increasingly remote.

- 55 -




-

1.89-07-004 ALI/KOT/jft *

" Second, the other curtailment: option now.available under
final Standard Offer 4 allows the utility to" curtail for.any reason.
but only up to 1,500 hours. per year. Reports filed regularly by .
the utilities indicate that gas-fired units are  on the margin the .
majority of the time, but that other resources’ hours- on-the margin'
could easily exceed 1,500 hours per year. This suggests that the
1,500=hour limit is teoo low. The payment structure of .final -
Standard Offer 4 now assures the QF of coverage of its fixed . costs,.
so we believe that the purchasing utility can and should be . vested:.
with more liberal curtailment authority. However, we also: believe.
that “economic” curtailment should continue to allow the QF either
to actually curtail to a minimum level, or to generate normally but
receive a specially calculated energy paymcnt.35 - U

Third, the QF choosing the current economic: curtallment
option would receive energy payments based on the .IDR’S running .
costs but time-differentiated according to the system load profile.
and adjusted to assume curtailment during low cost hours. . With -
energy bidding, the QF would receive energy payments based on its .
own running costs. We therefore question the need to continue-this
complex calculation of energy payments during non-curtailment
hours. The QF instead should be paid according to its. energy bid
(for hours when the IDR was planned to run) ox. the purchasing. - -
utility’s short-run avoided operating costs (for hours . when the IDR
was planned not to run). ‘ o s

Lo

Nty

35 The formula for calculat;ng the paynent for. QF ~enexgy-.: v
deliveries.during periods when the purchasing utility has.xnvoked
economic curtailment is contained in Section 16. 3(h) (1) (Li) and
Appendix J of -the uniform final Standard Offer 4.power purchase -
agreement. Briefly, the payment for such deliveries is the Jlesser
of the uvtility’s actual incremental cost during the curtailment
hour or average short-run avoided operating cost based on the
utility’s average incremental energy rate over the total hours
subject to potential economic curtailment.
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Comments on the proposed decision- generally-support the
bidding innovations in this section: but seek clarification-or:
reassurance on a number of points.. TFirst, economic, curtailment.
affects only energy payments: to QFs,-not their-capacity~payments.:~w
This is already clear in the curtailment provisions of final,
Standard Offer 4, and this aspect of these provisions is contlnued -
under today’s decision. - Second, . the utility dispatcher shall look -
only to the QF’s energy bid in deciding whether to invoke economic -
curtailment, and shall disregard for these purposes any. air quality
adder (subtractor) or fixed payments (including- the fuel diversity,.
premium, if any) applicable to that QF. : C e e s

GRA/IEP believe that, for the time belng, sone overall
limitation on curtailability is appropriate. We agree, but we will
lcave to the workshop the question of how much to raise the current
1500~-houxr ceiling. GRA/IEP also ask us to provide for monthly .
audits of the utilities’ dispatch logs “so that unwarranted . -
curtailments are discovered and terminated in the shortest: posumbleﬂ
time.” (GRA/IEP comments, page 6.)  The audit mechanism proposed -
by GRA/IEP is unclear, but we agree in principle that .increased QF
responsiveness to the purchasing utility should be accompanied by,-
increased utility accountability. This subject also appears to be..
appropriate for the workshop, as there may be various ways.-to -
accommodate QF concerns in this regard. .

As previously noted, we will hold a workshop shortly
after today’s decision to develop appropriate revisions to the
final Standard Offer 4 contract. We note that the current
curtailment provisions were cooperatively developed, and we will
allow the parties at the workshop latitude to consider . R
modlf;catlons to these prov;slons, however, the'modlflcatrons_“
should respond to~the concexns we have just expressed.;f OV
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In Phase 1B we revisited' the issue- of auctzon,format-v
The specific issue is what price to pay winning biddexs.: .Earlier,
in D.86-07-004, we adopted Edison’s proposal that final Standard.
Offer 4 contracts be awarded to the low-bidding QFs, up- to- the ,
total capacity of the IDR, but that the price paid to these QFs be .
that in the lowest losing bid. This. is referred to as a-“”second-
price” auction, and alsc as a “uniform price” auction in that it

esults in a single price for wmnncrs in any given round of
bldd;ng. , ' : DU R T
Since D.86-07-004, EdisonzhaS'joined_PG&E'and¢SDG&E,inv ,
urging that' each winning QF be paid. the price it bids. This.so- .
called “first-price” auction results in “discriminative” pricing in,
that sellers (here, winning QFs) are paid different prices-for the .
same product. S - L :

This: debate takes us back to- the fundamentals of avoided.
cost pricing and competitive markets. We find that the: principles
supporting our adoption of full avoided cost pricing for . QFs -(in.
D.91109) also apply to our choice of auction format. The.second-, &
price auction better serves our policies in the QF‘program and
should be retained. : ' ‘ : :

A. W atitiv s W . . e

Generally speaking, a competitive market in any g;ven
commodity will arrive at a uniform price for that commodity. This
uniform price--the ”“market-clearing” price=--is the price where
supply and demand are in equilibrium. That equilibrium shows that
the resources consumed in producing the last increment of the
conmodity exactly match the value to society of that increment. In
other words, the level of production of the commodity has reached
its social optimum.
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The market-~clearing price is probably well above the
marginal costs of many of the sellers-in that market. In fact, it
is the potential for sales at a price above marginal costs (which
the textbooks call 7economic rent”) that attracts new entrants and
promotes technological innovation. The consumer alse benefits from-
economic rents because in the long run, competition will increase -
and technological innovation will lower production costs. .The -
result is that the market-clearing price drops. o

Any rule that tends to constrain each seller- to a-price
at exactly its marginal cost will discourage investment. There
will be few new entrants, little innovation, and less production
than would have occurred had the market been allowed to ”“clear.”

In other words, the total production of the commodity will fall
short of the social optimum. The consumer also suffers because the
declining market~clearing price expected in a fully competitive
market never materializes. ‘ S o

The uniform pricing in a second-prlce auctlon conforms
much more closely to the market-clearing price of a competitive
market than does discriminative pricing in a first-price auction.
Our adoption of a first-price auction would reduce competition.in .
the California electric generation market over the long term, which
means that over the long term, ‘consumers would suffer. As we will .
show next, the short-term benefits claimed for the first-price
auction are also illusory. S '
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. Ba COnﬁmct:s‘TShonld Go.to:Low=CoSt. .. - .l

P v I PRSI, . .{,.,r R
e -

Figure A (reproduced  from the: test;mony of PG&E witness -
Kann in Exhibit 207, page 49) seems to :hypnotize-advocates. of-the,

first-price auction.

Umicrm Prica

Each ”step” in the figqure represents:a block of capacity bid-at-a -
particular price. The ~Quantity Accepted” for purposes: of this ..

discussion represents the capacity of. the IDR. The 7Uniform:.Price” -

is the price bid by the lowest loser (i.e., the first: block ¢f -
capacity to the right of the Quantity Accepted). Advocates of
discriminative pr;c;ng ;ns;st that the dellars represented by the
shac 3d area in the fzgure (between the Uniform Price line and the
steps marking the individual bid przces) somehow constitute
overpayments to winning QFs. Under a tzrst-prmce auctlon, these
advocates claim, those dollafs would be captured by the- purchas;ng
utility for the benefit of its ratepayers. o

The fallacy in this claim is that it supposes that
bidders will submlt the same bids regardless of the chozce or
auction format. Th;s 15 not the case. ' o .
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The bidder in a second-price: auct;on ‘has A’ strong e
incentive to bid a price reflecting $ts true marglnal -€ost;, T rio- more
and no less.- This is because the second~-price auction ensures that
the bidder gets mere than its bid if it wins. As-long-as the bid
is based on the bidder’s best estimate of its true marginal costz,
the bidder maximizes its chances of winning,'consistent with |
receiving a price that exceeds its cost (Ln other words, vields
econemic rents), which is what crzg;nally motlvated the bidder to
compete in this market. The result ;s that the seccnd—pr;ce
auction reveals bidders’ relative ccst qu;t= accurately and awards
contracts to the low=cost bidders. -;/.“ C

The bidder in a first-price auct_on nas 2 st*cng
incentive to bid pore than its marginal cos.,,;n fact, to bid

strategically to come in just slightly under what it anticipates %o
be the lowest losing bid. Such strateq-c b;dd;ng has two

consecuences. L
The first ccnsequence 14 that under 2 firut-prlce

auction, bids are highex than under a second-przce auctioen. The
result is that the averace price paid under a first-price avction
is about the same as the uniform price paid under a: second-price .
auction. Th;s rrevenue egquivalence”:is: 1llustrated by. Figure.B:
adapted from PG&E witness Kahn’/s: test timony. ~The ”averagenpr~cef in“
Figure B is identical to the “uniform price” in Figure A.-

|
sftA > "‘..’. Fx}%—‘ -.: s

,.x“ec:ed 3déing -3
Senavieor In
First-price

Auction.

ecnuiBimL;q _43
Behaxior in
Second=-price
Auction.
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The second consequence is that the iarst-pr;ce‘auctxon
doesn’t necessarily award contracts to«low-cost bxdders, but rather
to bidders who are good at guessmng how~much to 1n£late thelr bids
and still win. ' C

Both of these consequences strongly support our
preference for the second-przce auctxon. Ir the expected ‘revenue
equivalence occurs, . then the frrst—pr;ce auct;on will reduce
competition over the long texm without any otr-settlng short-term
savings. But the 1ne£f1c1ency of potentially: awardlng ‘contracts to
higher-cost biddexs concerns us even more. A producer s costs
nmeasure its consumption of goods and services in the productlon
process. A bidder with relat;vely high costs ls usmng more of
society’s scarce resources--burning more fuel using. ‘more:
materials, possibly dirtying moxe alr—-than a 1ower-cost bidder.

The erflczency of the second-prlce auction . in choosing
low-cost bidders chiefly motlvated us to adopt. xt in D. 86-07—004.
Nothing since then has made lnefflcrency 2 better deal.

C. Theory vs. Practlce' Do Biddexs ' ‘
Evex Revea) Theix Costs?

~ PG4E witness Kahn cites the literature supportlng the
revenue equlvalence theorem, and his f;gures used above nxcely
lllustrate its operat;on. ‘But Kahn believes strateg;c b;ddzng will
also ocecur ‘under a second-prlce auct;on, nullrfymng the advantages
of that auctlon format. o ' ‘ Co e

' Kahn argues that a w;nning bidder will never want to -
reveal any economic rent 1nherent in 1ts bld prlce through B
truthrully revealmng its own margrnal ‘costs in its bid: 'The reason
is that the w1nn1ng pidder strll has to deal with suppllers o '
fuel, equzpment, labor, and’ construction services. Some of these**
suppliers may have some degree of market power, such-that" they‘can
extract the economic rent that the bldder has captured by winning™
the auction. Worst of all, the b;dder Stlll has to face government

permitting agenc;es* Gl
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#Clearly, government. agencies - have market:power -
over electricity supplaes. The market power of
government agencies is not motivated by profit ™
maximization, as . in the prlvate sector. - . o
Rather, government agencies seck to maxlmlze
the soclal beneflt of regulatlon...

”Imaglne how these negotlatlons ‘would progress

if the developer were the winner of a second-
price auction. The government agency would say .-
to the developer that his revealed ‘true cost’
shows he can clearly afford all the proposed -
mitigation and mere. Indeed, the amount of

money ‘on the table’ revealed by the auction
could influence the amount of control the
government agency deems required. Surely it is
no longer a remarkable proposition to assert

that government agencies have a tendency to

spend all available money. It -is difficult to
imagine that this scenario would not occur to a
bidder in a second=-price auction. The decision '
to adjust ‘true cost’ for this kind of rent
extraction is just normal business procedure.”
(Exhlblt 208, pages g§=9.)

As to Kahn’s pomnts regardlng suppller markets,‘we do not

believe that potential bidders are helpless in the' face of
potential predation by suppllers. Surely, a prudent bldder--
xggaxdless_gﬁ_ggg:ign_ﬁgxmg&-—would negotlate w;th suppllers pgxgxe
submitting ;ts bld. Furthermore, electrrclty auctlons and requests
for proposals, here and in other states,‘have attracted capac;ty
offers far exceeding the capaclty requested, orten by a factor of
10 or more. This fact suggests that many bidders are conv;nced
they can keep the economic rents from thelr electrzc;ty sales. -
Neither Kahn nor anyone else 1n ‘this proceedlng prov;ded
ev;dence on the degree of market power exercmsed by supplaers._‘
However, thexe is ~good reason to thlnk that suppller markets are _
themselves. becomlng more competltlve, in part because of regulatory
action by thas Commlsslon regardlng natural gas and transportat;on.
The case that relevant supplmers are 1n a pos;tlon to extract a
winning bidder’s economic rents hasn’t been demonstrated.”:fd'

-
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Turnmng to Kahn’s crlthue of government agenc;es,,we~ L
agree that excessive costs: 1mposed on’ any project by regulators can
be a serious problem. . Such costs may result from undue:.delay,
conflicting requlatory signals, or.inappropriate mitigation.
measures, and they are a risk for both QFs and utilities.- . ... .- -

California policy-makers are sensitive to-the problem. - .-
The CEC, which provides one-stop siting for major thermal power -
plants, was created in part to reduce.or eliminate .such costs; the
Permit Streamlining Act is another legislative response to the
problem. oOur joint effort with the CEC to cooxdinate QF ‘-~
procurement with the CEC’s integrated assessment of need is
similarly motivated. R S S A

0f course, we may.differ with PG&E witness Kahn on:what -
requlatory costs are excessive. The polluter is often:able: to.-
externalize the costs of its emissions, but in the BRPU we:are. .. - -
trying to internalize such costs in the resource procurement.
process. This is similar to a principle:we try to- apply in rate
design, namely, that the person causing specifi¢ costs: should bear:
them. We think this principle is entirely consistent with a. .
market-oriented philosophy of regulation.. . o

Whether regulatory costs' are adequately controlled An
California is a matter of opinion. 'The more important. point is
that they are real costs that we fold into our resource procurement
process: The IDR’s estimates include estimated costs for -
permitting and environmental mitigation. - Those estimates are known
to the bidder in advance, and the bidder can make its own- judgmentwn
of siting risks compared to those of the IDR. . . o

'~ Siting risks thus seem similar to all the other costs of-
a project that can’t be known with certainty. . In a first-price - ..
auction, the bidder would likely add a premium to its risk
assessment; in the second-price“auctionﬁﬂthe-bidder!s~incentive‘is,,
to bid realistically. L

A
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D. Theory vs. Practice: “Is Electrlcmty TOO”

PG&E\witness Kahn-and*Edison:witness Jurewitz argue that -
uniform pricing is appropriate only for simple commodities.: -Kahn .
cites wheat: One bushel is perfectly substitutable. for another, he:
claims. In contrast, any given kilowatt-hour is made up of
indivisible ”joint products” and may have more oxr. less social value:
than another, depending not only on its price but-also on-the fuel .
used to generate it, the emissions associated with its generation, -
the reliability, timing, and location of its delivery to the. . ..
utility, ete. Jurewitz testifies that we should be looking:for the.
highest valued kilowatt-hours, price being only one component. of
value among others, and that, compared to uniform pricing, ”the
first-price auction environment is a lot friendlier [to]. an-auction-
process that awards bids to: low~cost bidders and-not just-low-
priced bidders.” (Reporter’s Transcript (RT) 1819=20.) - .

These arguments against the second-price auction recall
the utilities’ former resistance to paying QFs at.full avoided -
¢cost, which is also a uniform price system. We endorsed- full
avoided cost pricing more than a decade ageo. (D.91109),:even betore
the FERC. adopted it in the requlations implementing. PURPA. Full
aveoided cost was adopted for many reasens, including our desire to -
simulate a competitive market. The second-price auction is-the
logical extension of full aveoided cost, with the loweft‘ldsing-QFw
replacing the IDR as the price benchmark whenever QFs offer more -
capacity than the utility seeks. L e e Ll

Paying QFs full avoided cost has pever requlred us to-
ignore differences in value between the output of -different QFs.
For example, we time-differentiate capacity and energy payments .
seasonally and by time of day to reflect the higher valueof -~ .
capacity and energy during peak periods. -As-available QFs .receive
less favorable pricing terms than QFs committed to provide. firm - .
energy and capacity. Firm QFs must provide upward dispatchability.
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The firm QF can also get a bonus for high reliability but suffers a
penalty if it falls below minimum reliability. T

Other contract provisions  are designed to-increase.- the
value to ratepayers of QF output. For exanple, there are -
performance requirements relating to system emergencies and
coordinated maintenance. Special priecing and curtailment - .- -
provisions apply when the purchasing utility experiences negative
avoided cost or hydro-spill conditions on-its systen.:

These are all features of the short-run standard offers,
and the performance requirements and pricing signals folded into -
the long-run final Standard Offer 4 are even more extensive. We
can easily add more features to this structure as we refine our QF:
solicitation to consider differential impacts on such things-as
transmission costs, environmental cuality, and fuel diversity. -All
that is necessary is that the QF know before bidding what.costs it
will be expected %o bear and how the benefits that it offers the.
ratepayer will be scored by the utility. In other words, the
auction rules must be “transparent,” a principle that we have
already endorsed together with the second-price format.

We question whether the ”joint products” assocmated thh
electric generation are particularly unusual or problematic. Of
course, society is concerned with.how-electricity is: produced and
how and where it is dellvered--but the same is true of wheat.?’6
Possibly no commod;ty is s;mple 1£ one exam;nes 1t closely.nmnﬂ

S e

TN - . “m PR . P . . i . . .
. . . . L S e g s e e

36 For example, wheat farmers may differ in their consumption of
fertilizers and pesticides or in their need for ;rrxgatzon..
Society is also concerned with land use implications of .
agriculture, and farmers choosing between different crops w111 soon
be (or already are) weighing opportunities for -converting the chaff
to methanol or burning the chatr 1n b;omass fac;lltzes to generate'
electricity. S , -
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Any shoppexr knows that cheap. goods are:.not necessarily

the best bargain. We agree with Edison witness Jurewitz that the . .

objective here should be to select those bidders offering the
highest value. The second-price auction . is well—adapted to
achieving that objective. -
E. Theory vs. Practice: Why:Aren't’
The other main argument offered by proponents of ..
iscriminative pricing is a simple nose count. Most states
considering the issue have opted for a first-price auction.. .-
Nevertheless, economic literature continues to support uniform-
price auctions, and the National Regulatory Research Institute .
(NRRI) recently published a study endorsing that format for.
electric generating capacity solxc;tat;ons.37 SEINRY 4
We think rcasonable people. may differ over-the rxelative.
merits of uniform pricing versus discriminative pricing. It is

37 The NRRI-spudy.is

(November 1988)

»Second-price bidding is. preferred for its strong- o
efficiency advantages. As it is never to a bmdder s
advantage to submit a bid that deviates from its '
true cost under a second-price bidding procedure, -
the selection of the most efficient power producers
is more likely. This cost-revelation feature also
eliminates the expenses related to the analysis of
the costs and bidding strategies of other potential
bidders. The third advantage is that the more
efficient power producers would have a stronger
incentive to expand. As they expand, less efficient
power producers are driven from the market resulting:
in a decline in the cost of electrxc;ty for the host
utility and ratepayers. S

Ig., Executive Summary, page V. NRR: is funded by the Nat;onal
Association of Regulatory Utility Commissioners. The quoted
material was read into the record of this proceedlng by GRA/IEP-
witness Branchcomb (see RT 2390-91), who also endorsed the study'
conclusions.
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clear that uniform pricing is appropriate here, where.we.are trying
to foster competition. Even in other contexts uniform pricing is -~
not exotic and is often proposed by utilities. themselves.- :

For example, we have a storage banking program for.
natural gas, in which utilities make available a portion of their .
underground storage capability to accommodate customer-owned gas.
Space is allocated and priced uniformly under an auction format
proposed by PG&E and approved in D.88«11-034 (29 CPUC 24 499,
507-08). The format determines a ”“reservation fee” that:- looks much-
like a market-clearing price (it simultaneously:allocates and .
naxinmizes reservation of available banking capability),.and could -
be lower than the price that the banking customex is willing to pay
for the volume awarded. Both features rescmble our second-price -
auction for electric generation. R

Another striking proposal by PG&E is now pending -in Oxrder-
Instituting Rulemaking (R.) 88-08-018, where we are c¢onsidering
possible ways to allocate pipeline capacity controlled by gas
utilities to those utilities’ transportation customers. Pipeline
capacity allocation is complicated because there are many paths and
many constraint points between any given source region and the
California delivexy point. PG&E proposes X "*opnisticated form of
auction...because of the multi-dimensional nature of the-problem, _
and the objectlve of max;mleng value to customers.  The’ proposal
is for a uniform price auction: ”[T]he price chargcd the
successful bidders will be set by charging the competitive - _
equilibrium (market-clearing) price for capacity at each bottleneck
and summing those prices. along the paths.J PG&E notes that,

general, the price paid- wxll be lower than the bmd pr;ce.ﬁ??

38 PGLE, 'Integrated Capacmty Prlorxty Program Proposal” ST

(February 17, 1989), pages 40-41. - Our discussion of-this: proposal
does not indicate acceptance . or re;ect;on of the. proposal OF v o
otherwise prejudge the outcome of mattoers:.pending:in: R. 88-08—018.;w
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"In PG&E’s - pipeline capacity proposal,:as-in:our second- ..
price auction, a pricing system that seceks the market=-cloaring: .
level is preferred to one that would maximize monetary gain. to: the -
party seoliciting the bids.. Moreover, the complexity: of the
auctioned commodity is seen, not as a bar to a uniform price
auction, but. as part of the" just;fmcatlon.39 c PRI

Choosing an auction format requires vigorous: analysis and
close inspection of ends and means. We are satisfied with-our .
choice and do not find a nose count of: other jurisdictions either:
persuasive or illuminating. - - ‘

7 Qur thorough scrutiny of auction format in Phase 1B .

should put this issue to rest.. S B SR SR

We recognize, however, that-auctions are: not.the:only .
nodel for compatitive procurement. ‘We have long encouraged arms-
length negotiations between our utilities and potential sellers of-

' Lo

39 PG&E‘’s p;pel;ne capacity proposal, which is Stlll under ,
review, differs from our electricity auction in certain ways._ The.,
uniform price in the PG&E’s proposal secems to come from the last
winner’s bid, while the uniform price here comes from the first
loser’s bid. The former method more closely follows the definition
of market-clearing price, but the tradeoff is that, under PG&E’S
proposal, there is still some incentive to bid strateg;cally
because at least one bidder will actually receive the prmcc mt
bids.

Another dszerence is that, in PG&E’s proposal the blds are
treated as confidential even after they are opened. (Only ‘the
market-clearing prices and capacxtles awarded would be-announced
not the initial prices and capaczt;es contained in the bids.) PG&E
believes this is necessary in order for bidders to bid their true
willingness to pay, without revealing possibly market-sensjitive
information. In our second-price auction, the bids are published
after they are opened, to discourage collusion. However, .
confidential treatment would address PG&E witness Kahn’s charge
that first-price behavior would occur even in a second-price
auction. We are willing to entertain proposals regardlng bid
confidentiality in the next phase of the BRPU. e
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electrxc;ty, -not-limited to QFs.. -We have-even predicted. (in
D.86=07-004) that such negotiations, over txme, will increasingly
displace the standard offer as QFs’ preferred means for - -
contracting. This displacement depends on progress-on outstanding |
issues regarding transmission access and,evaluating.xesouxceJ,,q
options. (See Section III above.) ,

First, QFs still lack assured access to potent;al .
markets. - We look to our wheeling/transmission cost allocatmon -
investigation (I.90-09-050) for solutions that. substantlally,d
increase such access in time for its impact to be felt in the ..
auction for this ER/BRPU cycle. - Ce et e e,

Second, there is still much work to do to-.ensure. that the,
ratepayer is getting (and, offering) reasonable value for QF
generation. We have now made;awstart-at,valuinggfaddersﬁ,fqrg e
system stability and load following: features, environmental - = .
impacts, and fuel diversity. All of these. must:also be .analyzed - .
and compared on a consistent basis with DSM programs.--We are ..
committed to completing this work, but it will require strenuous .
effort throughout the next ER/BRPU cycle.

The rewards for success in these endeavors w;ll be ,
substantial: a fully established independent power. industry and an
electric resource procurement process that is finely-tuned and..
market-responsive. We hope-at that: time to be able. to dispense
with Commissiop-supervised auctions, and possibly evenawithgthe
BRPU: itself. : , T
In the meantlme we w111 monxtor the resulto around the
country of this and other competitive:solicitations:for electric
generation. Should we find solid evidence that the second=-price .
auction is not producing the benefits we have described, we. will . .
reconsider in later updates our-cheoice of the,secondfp:ice}ayctipn,m

P
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In the final Standard Offer 4 auction, QFs bid to becat-a. >
utility aveided cost benchmark computed from the projected capital::
and running costs of the IDR. The second-price auction rules .
require that QFs displacing the IDR receive payments computed from "
the lowest losing QF’s bid if there is an “oversubscription” (the
capacity of QF bidders exceeds the capacity of the IDR). If there -
is an undersubscription, all bidding QFs are winners and receive
payments computed from the full projected costs of the IDR. In the
sense of being the potential auction prlce-setter, the IDR ¢can be~
considered the utility’s bid. R

But suppoce that the utility actually builds the IDR, as
might happen, for example, if the auction were undersubscribed: Is-
the utility in that situation bound to build the IDR for the:
capital costs indicated in the benchmark price?- In other woxds,
should the benchmark price be treated-as the utility’s -bid:for
purposes of setting rates to recover 'utility investment in the IDR?

QFs and DRA argue that the answer- should be.yes. . They"
believe the IDR benchmark would not:be credible if the utility
itself were not constrained by the benchmark price. The:presence
of such a constraint would give utilities a strong incentive to:
carefully investigate the costs of potential IDRs.. The lack:of -
such a constraint, according to QFs and DRA, would: give utilities a
chance to manipulate cost data and, consequently, the determination
of need in” the ER/BRPU cycle. : = : o

' " The utilities, supported by the.CEC, argue that the .
answer should be no. The utilities maintain that precise.estimates-
for a large number of IDRs~-the kind of estimate they would make: .~
before committing to build a given power plant--are costly, time-.
consuming, and more exact than necessary for the purpose of
identifying deferrable resources. They note that Califeornia law
already requires the CPUC to establish a cost cap for a utility




~
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power plant ;n.;ssu;ng a certmfmcate of publ;c conven;ence and ;ff'”
necessity for the plant._ (Publmc Utllltles cOde § 1005 SA) ) ‘
Finally, they believe that treating the IDR benchmark as the e,
utility bld would be unfa;r.. Thms 1s because, 1n.the1r vzew, the'e:"
utility would be at risk for cost, overruns, lmke QF bxdders, but
unlike QF bidders the utility could not earn more than 1ts . .
authorized rate of return if it managed to bu;ld the IDR for less o
than the benchmark price. )

We have decided not to treat the IDR benchmark as a ,
binding cost estimate on the utmlxty at this tlme., There are good
arguments on both sides of thls issue. In. partlcuiar, exact .
estimates of IDR costs are crmtlcal put we believe the ER/BRPU
cycle already contains adequate safeguarxds to ensure the _
credibility of the IDR bcnchmark.,q_,_v ‘ o

Delxberate manxpulatzon of the IDR benchmark by the \ ‘
utilities would be dlfflcult . given the publ;c scrutzny that cost»vi

40 The ex;stlng safeguards would ng;‘work if the- utrllty were )
permitted to bid against its.own IDR. ."Such bidding: would set: ey
ratepayers’ interests at odds with shareholders and would subvert .
our concept of the IDR, which is that 'the IDR itself Trepresents the
utility’s best judgment of how the. utllmty, through its own means,
would meet its generation needs. e v

"If the utility could do better than the.IDR, ratepayers are -
entitled to have that superior resource used to set.the benchmark
price. Utility Pkidding would result in an IDR “straw’ man” for the
utility to shoot at for shareholder profit.  However, the issue of:-
utility bidding is moot given our decision, discussed in
Sections III and VIII, to continue to restrmct the !1nal Standard'"

Offer 4 auction to QFs only.

‘This does not mean that the utility can never “win” the: =~ -
competition. We suspect that some utility IDRs will withstand QF.
bidding. For example, QFs may not be able to match the economics
of repowerxng. Even among non-fossil technologies, PG&E’S
experience with geothermal development: should enable it to put
together a competitive project.
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estimates receive here and at the CEC. Moreover, the utzllty has a
strong xncentave to be accurate. ‘Zow cost ‘estimates’ would cause e
more new resource additions to be round ‘cost-effective and’ !
potentially deferrable by QFs, s0 thls strategy could res ult in
more QFs in the utllmty s resource mlx, not’ fewer. Hagh cost ?“:
estimates would ‘result in fewer IDRs but increase the l;kerlhood
(given the inflated benchmark prlce) that QFs would rxlr‘all e
identified need, so the utility would never get to build the IDR.
Finally, we expect the utility to explaln any ‘inconsistency between™
resource assumptions it uses in the BRPU and those it uses in other
proceedlngs. Thus, “gaming” the BRPU estimates is unlikely to'go -
unnoticed ‘and could jeopard;ze the utlllty case ln matters outside
the BRPU. ' B

Another important conszderatmon is that the’ utlllty-xs
net “committed” to build the deferrable resouxce as of the-date it
is identified. Followlng our decision specifying IDRs in the
plannlng phase of the Update, the utility puts together and -
publishes its formal QF solicitation. There follows a three-month

solicitation period during which QFs submit sealed bids. Only
aftexr the bids are opened and winners designated does the utility
know how much of the 1dent1f1ed need w111 be deferred through QF
contracts. Dependxng on the result of the auctzon and posszbly
other changes of circumstances, the utlllty may buxld the IDR, .
downsmze the IDR build some other resource, pursue a comblnatlonw-o
of strategies, or wait for the next Update.  Whatever the utility
decides, we would review the reasonableness of -its decision: based
on the. c;rcumstances existing when the decision was ‘made.’ ‘That- o
could follow the specification of IDRs by several months. .In all_?h
likelihood, the utility would pnot pursue the IDR exactly as CoT
proposed in the Update because QFs would .be: deferring some .
substantial portion of the need. How to apply the IDR benchmark as
a bandlng cost estimate in these clrcumstances 15 unclear.. ‘;Mj'jgyﬁ
On balance, we. think the ratepayer is- well served by - i;
reasonableness review and cost caps. developed pursuant to Publlc ‘,f

et . N 7,..\, o
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Utilities Code §.1005.5.. If experience shows that cost estimates
in the.  BRPU  are unrealistic, we may reconsider the question of .. .-
whether and how to hold the utility:to the: benchmark price:r. -

R

- Currently, only QFs may bid in the final Standard Offer 4
auction. We will retain this limitation. for the"time.being, but-we:
intend to move toward “all-source” bidding.41 This move depends:
on making significant progress in'evaluating non-price factors. and
in allowing nondiscriminatory access. to electric transm;ss;on
sexrvices (”“wheeling”) for nonutility power producers. R :

To recapitulate our reason;nglln‘Sectlon,III above, both .
the bases and avenues of competition must be firmly established
before QFs will be able to compete directly with traditional
utility supply options. These conditions are necessary for.a..
conmpetitive market to exist.  Absent these conditions, theresults -
of alle=source b;ddlng would be renewed reliance on traditional
supply optzons.r oo ' IR PR SRR

T e saett ,

41 The term ”all-source" bldd;ng has been used togrefer to almost
any liberalization of the current restrictions on entities eligible
to participate in the auction. " Thererare nonutility: “independent”
power producers in addition to QFs, and these other power. producers
are the most frequently mentioned new bidders. ~ Some parties’ would
also allow bidding by other utilities or the purchasing utllmty
itself. We observe, without further consideration at th;s‘txme, .
that serious questions of self-dealing are raised by some of these
proposals. For example, an “independent” power producer may be a
wholly owned subs;dlary of a utility. (Federal regulations limit
utility equity in a QF to 50%.) When we again take up the subject
of expanding the kinds of entities that may bid, we expect the
proponents of such expansion also to take the initiative in
proposing appropriate regqulations to ensure that self-dealing does
not subvert the goal of enhanced competition.




1.89=07-004 ALJ/XOT/Jft *

'On the other hand, we have no desire to continue ... -
restrictions on bidding eligibility any longer than necessary.. ' :
Work in the Update and the transmission investigation. is intended:
to remove the block to full competition in electric generation. To
the extent that the work is successful, competition truly would
increase through broader participation in the auction.

The work will not be completed overnight. -It:is also
conceivable that progress will come in stages.. For. example,. -
parties’ comments in I1.90-09-050. indicate that wheeling. serxvice is-
likely to be subject to various limitations and that some Xinds of -
wheeling may be harder to provide than others. ' Similarly,-some
non-price factors may prove more elusive to evaluate than: others.-
The question, then, is how we should react, in terms of auction
modifications or otherwise, to partial progress on-these  tasks.. . .

We may be able to limit controversy in future Updates by -
establishing a2 set of check points to elaborate on our -broad policy.
discussion in Section IIX. The check points would link specific
modifications to final Standard Offer 4 with specific: achievenments -
in providing transmission-only service and evaluating non-price . -: -
factors. The purpose would be to create a common understanding of
where we are heading and how to get there.

The Phase 1B record does not enable us to establish check
points in this decision. Instead, we direct the assigned ALY to
solicit the parties’ input at a prehear;ng conference to be held
before the start of the ER-QO phase of thxs proceedxng.,. ot

" Powerex, in its comments on the ALJ’s. proposedrdeCLSLOn,
says that there are Canadxan ent;tles who meet the PURPA and FERC
requlrements for QF status but who might be excluded from the: .
auct;qn because FERC can cnly'certlfyjas_QFsAent;t;est}n51QQ,the;jj;
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United States.42 Powerex believes such an exclusion would lack

any sound policy basis and would violate trade agreements between
the United States and Canada. /.0 =0 .. 00w s

We agree with Powerex that foreign entities meeting all..
requirements for QF status other than FERC-certmfxcatzon»should.,ww'
probably be eligible to'bidnalongtwitnrduly“certifiedesté? e
However, the purchasing utilities,. in lieu of such certification, . -
must have a suitable alternative means. of ensuring that:-the foreign
entity meets all other requirements for QF status initially, and
maintains its compliance throughout the term of the- contract, as. .-
would be required of a U.S.~based QF. B N R

We do not not know whether the Canadian government has, -
or would wish to carry out, a program functionally the equivalent ..
of FERC certification. We believe such a 'program may not be
necessary if appropriate contract provisions, applicable. to fore;gn
entities, could be crafted for final Standard Offer 4. We will:
hold workshops to develop various contract modifications in . -
response to today’s decision, and we encourage the parties-at the: .
workshops to draft proposed provisions accommodating bidding.by
foreign entities that meet the requirements for QF status.

42 Powerex indicates in its comments that it ”is a wholly-

owned subsidiary of the British Columbia Hydro and Power Authorlty
(’B.C. Hydro’), a crown corporation of the Province of British
Columbia. An important mission of Powerex is to promote trade
between Canadian energy developers and utilities, and United- States
purchasers of electric power, through mutually beneficial. and- C.
environmentally sound arrangements. -Powerex arranges sales. of
power from cogeneration and small power production facilities
located in western Canada to purchasers in the United States. ..
Powerex also arranges transmission servxce fronm these: facllrtles to
United States purchasers.” S SRR o

43 Because we agree with Powerex as a matter ot pollcy, we do not
reach and express no view on, the Powerex argument regardmng :
international trade agreement. ST
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We asked the parties to make recommendations in this -
phase on how QFs can effectively compete with power purchase
opportunities that arise between Updates. We were concerned that, .-
for various reasons, significant opportunities might-be lost if all-
such opportunities were required to undergo. -analysis-as potential .-
IDRs in an Update; but we were alsc troubled by the prospect.of .
utilities committing for much of their resource needs without such
analysis. Our review of the various: recommendations-convinces. us
that the present system is reasonably good and requires little if
any modification. . . S S
A. Rositions of the Parties LTl e i D

Generally, the BRPU process places few constraints on the-
utilities’ ability to make power purchase commitments.-between .. .
Updates.44 ‘We.do not approve. such commitments prospectively~but“;v-
review the reasonableness of resultzng power purchases. . in-
subsequent proceedings. T S : ;

The QFs believe that utilities have too much discretion
between Updates. For example, CEERT says “All inter-utility
contracts should be subject to displacement by QF purchases.
Similarly, any utility efforts to acquire long-term resources
between [Updates] should automatically trigger a new final Standard.

;

44 We: have prevzously d;scussed between—update power purchase-nu 3
opportunities. . See, e.g., D.86=07~004 (21 .CPUC 2d:340 at-380-81)
and D.87-05-060 (24 CPUC 2d 253 .at 274-75). These. deczszon5~stress
that utilities may negotiate power purchase agreements at any. tine, -
but that they may not modify a long-run standard offer. during. the
three-month solicitation period. The decisions also say that a.
utility conszderlng a resource opportunity during the 5011C1tatlon
period must consider whether the opportunity ds still attractive
assuming full subscription of the solicitation at. var;ous‘prlce
levels at or less than the IDR benchmark. .
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Offer 4 solicitation. Without such-safequards,.utilities have.too ...
many incentives to ‘game’ their ICEM analyses and IDR cost.. PO
estimates....” (Exh;blt 228, pageclz.) GRA/IEP eXpress - smmllar
views. 4> : e : C
The utilities apprecxate the ablllty to sign contracts
between Updates but feel that the present system .still creates - . -
difficulties. The limited experience to date indicates.that a new. -
BRPU or Electricity Report, and sometimes both, will. always be in ..
progress at any given time. The utilities believe that, as a &
result, a power purchase commitment made outside the Update will. be
attacked as premature or a device to avoid competitive bidding by
QFs. TFurthermore, the utilities urge that short-term purchases
(£ive years or less) be considered nondeferrable.. , -
PG&E and SDG&E address these problems by proposmng that a.
long=term power purchase contract between Updates be deemed. -
reasonable and nondeferrable if it meets a stated price threshold.. .
For example, under the SDG&E proposal, any such contract.whose
price is at or below 90% of the final price to QFs-as determined in_
the most recent Update (or 90% of the long-run aveided- cost. o
projection in. that Update i1f no QF contracts were awarded)- would be
deemed nondeferrable and would not be subject to reasonableness-
review. Any contract whose price  exceeds the threshold would be
subject to reasonableness review. BRI o
DRA alsc supperts. the threshold concept but would havew--«
separate thresholds for short- and:long-term contracts, and would, -

e

45 Also, GRA/IEP propose that, when a utility executes a- Shbrti***
term power. purchase between: Updates, the. capacity. payment: .-
associated with the purchase should serve as the minimum capacxty
payment to that utility’s as-available QFs, unless  the Commission -
has explicitly approved some -other floor. (Exhibit 231, page 43. )
This proposal goes beyond the scope of Phase 1B but may be brought
before us in Phase 3, where we will examine methodological issues, -
including calculatlon of short-run marginal costs.
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subject any non-price terms of these contract to . the usual'~
reasonableness review. g ST Cortan e L

All parties accept that a power purchase can be an IOR. .
However, some parties claim that the present system.inhibits some
potential sellers from reaching their bottom line before the
Update. Also, the utilities say that an offeror is unlikely to .
leave an offer on the table for QFs to'bid against. This raises -
the issue of determining when the texrms of a potential power.
purchase have achieved sufficient definition for that purchase to
serve as an IDR. : o " P

In the CEC’s view, the problem of contracts between
Updates is simply one aspect of the more fundamental problem that |
the Update presently limits bidding to QFs only: " “The real problem
is not that options may arise between updates, but that the current
process does not provide any mechanism for: allowing.resources: other
than QFs from competing directly for the right to meet the -
utilities’ needs.” (Exhibit 224, page 29.) ~ According to this
testimony, DSM and utility plants are among_the'resources-thatv
“cannot compete against a-QF“inrtheucurrent system'” (Ig )
B. Discussion L T L

The fundamental purpose of the BRPU is to: mmplement a
long-run standard offer at a level of potential comm;tmentwto,QFs
that both this Commission. and the  CEC believe is consistent with
the need for electricity in. California. -Such implementation .. :-
recquires us to make a coordinated review of the resource plans of
the major investor-owned electric utilities. The integrity of this
process also requires that utility actions taken between the
coordinated review be consistent with the assumpt;ons and pol;c:es'“
that form the basis of the utilities’ resource plans Thus, the L
utilities must either use the same assumptxons ox xdentlry and et
justify, in whatever forum such,utxlxty actxons are»rev;ewed any
departure from those assumptions. ' S

AN
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" We can achieve this fundamental purpose. without:either
freezing utility commitments between Updates or requiring some:sort.
of auction procedure every time a resource opportunity arises. So-.
long as utilities observe the rule of consistency that,we just
described, a utility should be able to consummate a-deal when the
utility thinks the time is right. There is nothing to.the contrary.
in any of our prior decisions in this~proceeding.«”ThehQF;proposals
are generally too restrictive and are rejected. . s :

On the othex hand, the reasonableness thresholds proposed“
by PG&E, SDG&E, and DRA are unnecessary and undesirable. The . ..
problens that a utility encounters in justifying a power purchase
are not simply a function of the QF program. A utility could. ..
always be second-guessed as-either committing prematurely;or‘y-
settling for less than the best deal. . c : ;

The task of demonstrating reasonableness properly falls-
on the utility, and it is not our responsibility to find ways to
make that demonstration easy. We cexrtainly expect that - - |
reasonableness review will cover the timing of the utility . _
comnitment, including the issue of whethexr the price or other terms
of an offer were so good as to. justify the utility’s decision not.
to risk the lapse or withdrawal of the offer by treating it as an
IDR in an Update.

Furthermore, the threshold proposals violate an 1mportant
regulatory prlnclple._ The reasonableness- of a utility: decision :
depends on th;ngs Xnown or reasonably knowable by the- utlllty when
the decision was made. In contrast, . ‘the thresholds do not. depend
on current.lnformatlon but. lnstead relate back to long—run avomded
cost progectlons made durlng the most recent BRPU., We - -hope : and ..
expect that those projectlons will not ke hathy sens;tave €0 j
short-term phenomena such as. mlght arise: durlng the ER/BRPU cycle,
but we . nevertheless requlre “the’ utlllty to act on . the best v
information currently available to it.
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Neither-we nor the parties. can possibly. foreseethe
vagaries of the energy market next:year or:the year after.: We: . - .-
stress that utility management retains the discretion: and the: .
responsibility to respond to that market.4® .- REAPR
‘ Thus, we neither increase the current constraints.on ... -
purchases between Updates, nor do we approve price thresholds to: .
provide advance assurance of reasonableness for such purchases..
There will be time to consider appropriate constraints if and when-
we have evidence that utilities are abusing. the considerable
discretion they now have. o~ o o o T o LT
We note that the utilities may have means to tes t~the::“ww
waters between Updates short of a full-scale final Standard. Offer 4,
solicitation. For example, GRA/IEP suggest as a model the recent. -
contract between Edison and the Bonneville Power Administration. - .
As described by GRA/IEP witness Branchcomb, QFs had -an opportunity
in A.88-10-048 to comment on Edison’s proposed purchase; they -
responded that the purchase terxrme were .not likely to be matched or..
beaten in a QF auctzcm.47 : D A R PR I T TR .
An ‘application should not be necessary, howeverfv A
utility that believes negotiations have reached»anrapproprlate:uk

st
T

46 The reasons stated in~the text: compel:rejecting the threshold -
proposals, but we also think the implications of these proposals
for competition are too dxsturblnq o 'ignore. The short-run-
avoided costs of California wtilities have long: been public .. ‘
knowledge. No buyer likes to reveal such information, but so long
as there are many willing sellers, competition may be expected-to'
result in a price lower than avoided costs. On the other hand, we..
see definite detriment in amnnouncing to w;lllng sellers how much or
a discount below aveided costs is “reasonable.” This kind of- R
threshold seems unllkely to result in lower: prices -but-could. well
act as a ”flocox.” The administrative convenience that these
threshold proposals provide seems’ small compensat;on for such an -
effect. - B R

47 RT 2407-08. The Commission determined the proposed purchase
to be nondeferrable. See D.89-01-019.
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stage could contact individual QFs and QF groups, stating:generally.
the anticipated terms and seeking expressions of. interest. It .. ...
should be to California utilities’ advantage to use QFs to prompt
better terms from non—-QF sellers, and we expect our utilities-to:'. .
exercise their ingenuity in making this. happen. N .

Turning to the CEC’s comments, we have explained above in
Sections III and VIII why we .continue to limit the final Standard.
Offer 4 auction to QF bidders. The present industry. structure . .
simply deesn’t enable QFs (or DSM) to compete directly with othex
resource options; nevertheless, the ER/BRPU process preserves a-. - .
niche for QFz and DSM without disabling the utilities from. pursuinga
the universe of resource options. : R : :

ER-90 ensures that DSM will far predominate over.
genexation options, however. This is accomplxshed‘through tho_
category of “uncommitted DSM,* which consists of programs-that are::
not currently in place but that the' CEC expects to receive
regulatory approval during the forecast period. (See ER=-90 at -
page 4-12.) Table 6~-2 of ER-90 identifies a new resource need of.
2,694 MW for PG&E by 1999, of which 2,506 MW (93%) is. to be filled
by uncommitted DSM. The CEC’s need assessment f£or Edison likewise -
assumes that most resource need (about 72%) will be filled by
uncommitted DSM. (ER-90, Table 6-5.) . SRR . .

Planning for QFs (BRPU’s fundamental purpose) involves
the whole resource plan, including DSM..'We have previously. -
expressed concern over the way the CEC handles uncommitted DSM.

For example, in our first Update, we agreed with
criticisms over the determination of such DSM in the CEC’s Sixth-
Electricity Report, but we accepted the CEC’s forecast in .
preference to the position of parties who would have totally .
excluded uncommitted DSM from the base case resource plans.' We
strongly endorsed the goal of ensuring that ”the benefits of all.
resource options, to the extent they are cuantifiable, are
quantified on a common basis, and to the extent that.qualitative ..
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judgments must be made, that the qualities:are-identified in. .
advance.” D.87-11-024, 26 CPUC 24 62, '71l. RTINS PE T

" We have not yet reached that:goal, but-we. have taken .
initiatives to pursue conservation opportunltmesvaggresszvely.A«~‘
with the CEC’s active participation-and support, we have created.
incentive programs for electric utilities that for the first time
give those utilities a positive stake in the success of
conservation efforts. Together with the CEC, we have refined the
Standard Practice Manual that is used at both agencies to test DSM

programs for cost-effectiveness. The Standard Practice Manual- does
not analyze generation options, so we have directed the utilities -

to explore the capabilities of ICEM. for testing DSM: together.with
generation resources. Again, we welcome and solicit the CEC’s

input, since a primary purpose of these explorations is to help the

two agencies reach agreement on appropriate DSM levels.: ,

This Commission’s ultimate geal is direct competition
among all generation options. Eventually, generation and DSM may
also compete directly, and the basis for reserving some portion of
need for particular resource categories may vanish. Until then,
requlators must ensure that traditional utility resources still
retaining market power do not displace:cleaner, smaller, more
efficient alternatives.

A few QFs, dating back to the time when we were first
developing standard offers, are operating under. contracts with.
provisions that entitle them to switch to final Standard Offer 4.
These provisions were incorporated in early power- purchase,:
agreements at our direction in order to spur the development.of the
independent powexr industry. ‘ : : : e T PINRE A Re

These QFs have been waiting -as: much as. a decade,. whlch is.
approximately how long it has. taken for us to develop final.,
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Standard Offer.4 and for new: capacity . mneeds-to appear. We did-not..
allow these QFs to switch to interim Standard Offer 4,..but we made - .
clear when we adopted the second-price.auction -that these QFs do..: ..
not count against the MW limits and are not required to bid. They
are affected by the second-price auction only to the extent that,
like the winning kidders, their price is set by the lowest:losing.
bid. If they are dissatisfied with the:price, they need not .
exercise their right to switch but can wait for an auction:in a
later Update. g i S
Modifications to the existing: auction. format may K
complicate the switching process. For example, if we.were.to.adoptr
a discriminative auction, there would likely be . manydifferent-
winning prices. Which price does the switching QF get? How.is the
switching QF’s price affected if residual emissions are factored
into the bidding system? R ‘ o

In the future, parties propoolng changes to final
Standard Offer 4 must indicate how switching QFs-would exercise
that right under their proposals. We will not entertain-any
proposal that would require such. QFs to submit competitive bids.
Such a proposal would have the effect of retroactively .limiting the-
QFs’ contractual right to switch. ‘ L B L SR e

We are today adopting. a modification to the existing- .
format. As described previously, the second-price auction now
requires a bid with separately stated energy and capacity prices;
the actual capacity price that a winner receives is determined from
its energy price and the result of the auction. We propose the
following procedure for switching QFs and invite comment on the
procedure in the next phase of the Update.

Undex our proposal, switching QFs would submit an energy
price under seal. After the utility announces: the-auction result,
switching. QFs that choose to exercise thexr rlght would ‘tell the |
ut;llty to-unseal their submitted energy prices. and compute a-
capacity prxce using the,same calcula;;on method applmcable to
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winning QFs. A QF that chooses not to:switch-aftexr the . S
announcement would ' $6 notify the utility, which: would lmmedlatelyuhu
return the QF’s enerqgy prxce.submmttalugngngngg- IS
No environmental adder or suvbtractor would apply to . -~
payments undexr final Standard Offer 4 to a switching QF. . .Such QFs- .
get the price resulting from the auction without having its own
residual emissions compared to those of the IDR.. This follows from-
the fact that the switching QF is an existing resource and, unlike . -
the winning bidders, is not deferrxing or avoiding the IDR. . Stated.
differently, the QF that is contractually entitled to switch has
the same impact on system emissions . whether or not it exercises . . -
that right. For similar reasons, switching QFs do not. quallry Lox
a fuel diversity premium. ‘ S - : -

e Co .

PG&E proposes that, pending further study, QFs currently
holding Standard Offer 1 contracts be. barred from participation in .
final Standaxd Offer 4 bidding. PG&E. concedes that.such QFs axe - -
eligible to participate under current rules, but asserts-that =
ratepayers might realize significantly higher benefits from-new QFs .
winning the final Standard Offer 4 auction as compared to.winning

48 This procedure protects commerciallysensitive. information and:
encourages the switching QF to submit a realistic energy price. If
a QF that submitted an energy price fails, within 30 days-of = = '
notification by the. utlllty of the auction result, to.notify the
utility of its. decision whether to switch, it loses its right to
switch for purposes of that auction only, and the utility returns’
the unopened energy price submittal.
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Standard?Offervl'QFs;49. Standard Offer 1 does not contain-a- . .

contractual ‘right to switech to final Standard Offer 4, SO0 PG&E’S . ..
proposal effectively bars all Standard: O0ffer 1 QFs from:.ever ...
bidding for a final Standard Offer 4 contract, except pexrhaps. .
through negotiation with the utility. - R RN

No other party supports PG&E’S proposal wh;lc DRA and
Chevron actively oppose the proposal.. . RN - R S :

We have no desire to ”“freeze” the status of Standard
Offexr 1 QFs. In fact, to the extent that such QFs are technically: .-
and otherwise able to provide firm energy and capacity, they should
be encouraged to do so and should have access to appropriate.
contracts for firm power sales. All parties acknowledge that f£irm
sales have greater value to the purchasing utility than: do-as- . -
available sales. Furthermore, on a nameplate rating basis, a- firm .
QF can avoid utility resources up to the full amount. of. the QF’s
capacity commitment, while an as—available QF can aveoid only its
7effective” capaclty.so : ! - R s o

" PG&E is concermed that some portlcn of an IDR!s cost-v'
effectiveness depends on savings attributed toalowernenergyn”.h~‘am
paynments to Standard Offer 1 QFs.  If the XDR constitutes -a

49 ' D.86-07-004 contains rules on’ ellg;b;l:ty to- bld for f;nal
Standard Offer 4 contracts. The rules say that QFs currently under
contract may bid, but only after they have fulfilled their
obligations under their existing power. purchase agreement..- - - -
However, Standard Offer 1 QFs have few such obligations. They
deliver ~as-available” energy and capacity, and they are
contractually entitled to terminate their power purchase agreement
at any time without penalty. In effect, consistent with the
eligibility rules, a Standard Offer 1 QF is free to bid in any
auction and need only terminate its existing contract 1: 1t w1ns.,

50 The as—available QF’s effective .capacity relates to. 1t¢ L
expected ability to deliver energy during the purchasing ut;llty s -
peak hours. Effective capacity varies, based mostly on the - -
technology that the QF uses, but effective capaclty is: usually a
small fraction of the QF’s nameplate rating.
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significantxfraction:of«the’utility*s»system,’and?ixzthe%IDR;isQn;ra
replaced by Standard Offer 1 QFs,:.and if the auction produces no-: .-,
discount from the IDR price, then (PG&E.posits) the. resulting: QF: ;-
nix might not be cost-effective compared-to the IDR.. :This:
hypothetical concern seems very remote. - T S PRI

It is true that lower running costs are a major: element
of an IDR’s cost-effectiveness, and that payments to QFs receiving -
short-run marginal cost-based energy payments are a -majox- element
of a utility’s running costs. However, Standaxrd Offer 1 QFs are a ..
small fraction of the QFs receiving such energy payments, -and- there
is no reason to think that all Standard Offer 1 QFs would-be. .
successful bidders, to the exclusion of all other bidders:-in:a -
given auction, even assuming that they could satisfy the- - :
substantially more arduous performance requirements of final. . .= =
Standard Offer 4. S ‘ ‘ ) TR

Moreover, the participation of Standard Offer 1-QFs in -
the second-price auction could result in a lower_prxcemtoualkr/pg
successful bidders. In short, the analytical 'inconsistency
identified by PG&E is unlikely to be significant and could easily
be more than off-set by the benefits resulting from Standard :- .
Offer 1L QFs’ participation in the auction.

Thus, we will allow Standard Offer 1 QFs to participate
in the final Standard Offer 4 auction, s¢ long as such a QF
prov;des new capacity, e.g., by expandxng its plant {~) of commlttlng
to firm operat:.on.51 If that QF 15 success!ul 1n the auct;on, the
purchasing ut;lxty should count the QF's capacmty toward the MW )

51 This restr;ctlon is consxstent wzth the purpose of flnal
Standard Offer 4, which'is to 'defer-or avoid new/additional -utility
generation by means of new/additional -QF supply. The only exastlng
QFs not subject to this restriction are.those QFs: (the “pioneers,”
see D.87-01=049, 23 CPUC 24. 499) contractually entxtled -to- swztcn
to final Standard Offer. 4. : o L m e
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limit, using the appropriate. nameplate-to-effectivercapacity .-«
conversion factor when comparing the QF’/s system: contribution under-
Standard Offer 1 and final Standard Offer 4. The QF would:also-
receive environmental adders and a fuel diversity premium, if
applicable, to the extent of its new capacity. ey

‘Texaco proposes that this Commission:implement.incthe .
BRPU one of the-CEC's‘recommendations‘in“ER—QO;sz\ Specifically, . v
the CEC urges municipal and investor-owned utilities: to.considexr
contracts that encourage non-utility generation technoleogy:
development. Such contracts, in the CEC’s view, would carry. a
higher price tag (in proportion to the risk inherent .in‘ -
demonstration projects) than contracts with developers: using.
proven, commercially available technologies; however, the CEC
suggests that demonstration of new techneologies is in: the long=-run
public interest and that the publi¢ “investment” in. such.- ‘
demonstration could be protected through appropriate licensing:
provisions or discounts from purchases made during commercial
application. (See generally ER-90 at pages 8=-9 to 8-10.) :.

Texaco and the CEC believe the standard offers are not
suitable for demonstration projects.  According to the-CEC,
nonstandard contracts are needed “with adequate payment mechanisms
to provide incentive for such projects.  Such payments could - ,
include fixed capacity and/or energy: payments f£or the durationxofwwv

52 fTexaco is purchasing the Cool Water Coal Gas;flcatlon.Plant
from Edison. Texaco says it is converting that plant to a- -
research, development, and- demonstration :(RD&D) project: beyond the
plant’s original scope; it is presently applying-for. certlf;catxon
of the plant by the CEC as an RD&D project under : Public: Resources -
Code § 25540.6(e).
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the project’s demonstration.phase.”  :(ER-90 at-page 7-19.)-: . Texaco. :
recommends .that these contracts be 1nd1vxdually ‘negotiated ‘between
the project.sponsor and the utiity. . . .. . SR R L
" Under Texaco’s proposal, there would be anu”allocat;on”wrw
in each BRPU of 300 MW for demonstration projects.sg_ The
allocation would be considered nondeferrable and would not be
subject to the final Standard Offer-4. bidding process. Also, the
allocation would be cumulative, so that if some part of the
allocation were not contracted for in a given update c¢cycle, those
MW would be added to the 300 MW allocated in the next update cycle..
Texaco is not suggesting: that these allocations -be .- u
treated as a set-aside: In other words, non-utility demonstration. ..
projects would not bid against each other in a separate forum, nor ..
would the contracts awarded under the allocation count against the
purchasing utility’s need for new resources, as determined-.in the .
BRPU. Eligibility for the allocation would be c¢ontingent.-on a
determination by the CEC that-the candidate project is a,”research, .
development,. or commercial demonstration project” within the . . . .
meaning of Public Resources Code § 25540.6(e). G e
Other parties withhold judgment on Texaco!s propo sal. =
DRA and the CEC-believe a complete resolution of issues relating to
demonstration projects would greatly exceed the scope of Phase 1B.
They are right. Texaco’s position has-some relevance to- such -
Phase 1B issues as the ER-~derived base case and power purchasc -
opportunities arising between updates. Oux discussion-here does
not purport to be a comprehensive approach to the regulatory and .. . .
ratemaking treatment of non-utility RD&D.

Vo,

53 ¢ There is mo proposal to~fuxther allocate the 300 MW améng th “w
individual -investor-owned-utilities, nor‘does-Texaco smtestlmony
expressly address municipal utilities. - .. 207 wn g gtz e

- 89. - .
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“First, we agree that any demonstration. project. should not
count against “need” for purposes of BRPU. A utility fills need
with dependable resources. A technology still in-some stage short
of successful commercial demonstration may well prove dependable,
but there is no assurance that it will. Thus, we are unwilling to -
allow demonstration projects to-defer other resources. -

Second, ER=-90 recommends that “these special. contracts be'
made available to po mere than 300 MW...in any Electricity Report . -
cyecle.” (ER-90 at page 8-10.) The potential under Texaco’s _
cumulative allocation proposal for a huge numbexr of MW:in a-single
ER ¢ycle is risky and inconsistent with the CEC’s' recommendation.
Any such allocation should be non-cumulative. ST .

Third, the BRPU is not suited to determining the value to
ratepayers of demonstration projects in general or of particular
demonstration projects. The CEC in its demonstration siting ‘
decisions determines such lssues.as whether a project (1) qual;f;ee
as a demonstration project and (2) has demonstratlon beneflts for -
California that justify the project'S-costs. These determ;nat;ons
should assist the projeot sponsor. in. negot;at;ng Q. nonstandard '
contract with a utility. As DRA notes, this Commmssmon has
approved many nonstandard contracts, both before and after the
creation of the standard offers. We believe our past decisions on
nonstandard contracts and on utllxty/QF negotlatzons g;ve adequate
cguidance for demonstrat;on pro:ect sponsors at: thms t;me.s§A ; :

54 - See also our dmscuss;on of Standard orfer 2 1n Sect;on XIV 5:
below. , e




I.89-07=004 ALJ/KOT/JLt »

All resource plannlng dec;s;ons deal 1mp11c1tly OX, - o
explicitly with uncertalnty..s Dealing -with uncertalnty'generally
requires formulation of a strategy based on the risk preferencesroﬂﬁ
the decision-maker. Our experience. with long-run standard offers
teaches that uncertainty should be dealt with explicitly in the
planning process, that known. risks should be quantified, and.that .
strategic elements should be built into the resource plan: to -
respond to those nsks.s6 I 2 oL ;

The controversy concerning.. uncertalnty analys;s is. not

whether but where to do it. The CEC recommends that all such

by -
et hes

55  We assume in making this assertion that the dec¢ision-maker has
imperfect knowledge or control of some of the factors affectlng the
decision. If resource planners had perfect knowledge of all -
possible outcomes and the likelihood of each outcone,-we-would not
need to consider uncertainty. In reality, experts hold widely '
divergent views on all major resource planning variables, and even
the existence of a broad consensus is no guarantee that the .
consensus view will prove accurate.

56 In our first resource plan review for final Standard Offer 4,
we considered a “go short” strategy proposed by SDG&E. That
strategy called for reserving a portion of long-term need ' '(as
defined by SDG&E) to be met Dy power purchase opportunities outside
the auction. SDG&E supported this strategy on the grounds that
capacity surpluses existed outside its service area, and that
premature commitment to QFs had an opportunity cost in the form of
displacing potentially more cost-effective purchases from other
sources.

We did not specifically reject or endorse this ”“go short”
strategy, because we found that SDG&E then had only nondeferrable
resource additions in its resource plan. However, we noted that
7the capacity made available for possible deferral by QFs...might
be less than that suggested by use of the CEC’s projections of
supply and demand.” We might choose that strategy ”if, after
uncertainty analysis considering the risks and benerlts, it appears
to optimize results for ratepayers.” D.86-11-071, .22 CPUC 24, 311,
320.
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analysis be confined to the ER-process as part-of .the CEC’S.. Iy
integrated assessment of need. .- If changes occur followlngﬂadoptlon~
of an ER, such that the analyses and conclusions- require: .
revisiting, then the CEC suggests-”a cooperative. process thh the
CPUC” whereby the CEC could tailor its consideration of- these
changed circumstances “to meet the immediate needs-of the-BRPU’s-
acquisition process. [But the CEC opposes]) any procedure,thatv; .
automatically and routinely invites the [ER parties] to relitigate,-
in the BRPU, the need assessments and uncertainty issues that.are -
fully examined and decided in the [ER] 7 CEC Phase 1B Concurrent -
Brief, pages 32-33. - Co

" All other parties. taklng a pos;tlon on thls lssue oppose
the CEC. " PG&E puts it most succinctly in-advocating: that-”any .. ...
Comnission which performs resource planning analysis' should also. - . .
¢conduct: uncertaanty analysis.” PG&E Phase 1B Concurrent: Brief,
page 10l. - T : R P
We have decided to continue—includingzuncprtaintyap,‘ _
analysis and strategic preferences .in our consideration of. resource:
plans in the Update. This decision could easily be misconstrued,
so we begin by correcting two faulty perceptions regarding our .
relationship with the CEC. : ; < e ;

First, the CEC and the CPUC are not engaged in . a tug-of—ﬁ

war over: electricity resource planning. The task:is to.coordinate
the two- agencies’ resource planning efforts. .Starting with ... .
D.86=07-004, the CPUC has committed to make final Standard Offer 4‘
solicitations consistent with the CEC’s assessment of need in its .-
current ER. Both agencies agree that achieving thed”consistencyﬂ‘”
we seek has both procedural and substantive aspects.. For example,-
CPUC determinations in various proceedings on utility costs and ... .
rate design must feed into the ER process, just as CEC projections-
of supply and demand in the ER must feed- into the BRPU. -We will
have more to say below about consistency. The point . for now.is . .-
that the present dialogue on thiSﬂsubjectjha3<beenwgoing_Qn_forg,wé
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some time and has: been actively encouraged.by .both -agencies. It . . .
has produced better understanding, increased direct:participation, - -
and improved information flows at both agencies; and-CaXifornia
resource planning is the better for it. - R T T, T

Second, we do not intend, under the rubric of uncerta;ntya
analysis, to undermine the ER=-90 forecasts or somehow compensate. -
for perceived deficiencies in the ER process. ER=-90- is the third. ..
Electricity Report to invelve coordination with final Standard .-
Offer 4. During that time, the CEC generally has been responsive
to our BRPU decisions and has refined the ER process in ways.that
answer many of our concerns. There are many examples: the common- .
use of ICEM at both agencies, improvements to the analysis of aging
power plants, the CEC’s own analysis of uncertainty, and.the, -
progress in evaluating non-price factors, to name a few.. Not long -
ago, the CEC and the CPUC treated resource planning- in different -
ways using different terminology. Increasingly, the ER/BRPU ¢ycle -
uses shared analytical tools and a common language to address what
both agencies believe to be the key issues. - L

Nevertheless, the CEC and the CPUC‘perform dlfterent
functions in relation to resource planning. As long as that.is so,
the translation of ER findings into a final Standard Offex- 4
solicitation ¢an never be wholly ninisterial. e

The CPUC is charged with establishing just and. xeasonable
utility rates. It projects utility costs,=computes‘the,revenue;
requirement, and c¢reates rate schedules to meet that requirement.
These responsibilities explain' why the CPUC and not- the. CEC. has
always conducted the QF program, since it. is the CPUC that:: -
determines the marginal utility costs. from which-avoided cost
payments to QFs are calculated. It is also the CPUC, -and-only the
CPUC, that can review the reasonableness of utility expenses.

Given our obligation to ensure that utility rates -are
Just and reasonable, we are also. obliged to ensure that the. . o
resource plans on which final Standard Offer 4 solicitations are. -
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based incorporate appropriate hedging strategies.:Such:strategies::
will protect ratepayers from undue exposure to:increased costs,. ...
should the future differ from our forecasts, as-it surely will to -
some degree. (Cf. D.88-09-026, 29 CPUC 2d.263, 272=73.)" -

We would want to do some analysis of uncertainty.and - .
consideration of hedging strategies even were we to agree ‘entirely ..
with the ER ”base case” resource planning assumptions and.
subsidiary findings. Here, we have reached different conclusions
from ER-90 on several matters, most importantly, how to pay final
Standard Offer 4 QFs and how to value air gquality and fuel
diversity. These are further reasons why the utility compliance
reports should contain uncertainty analysis that responds to our . -
directions here as well as assumptions from ER=-90. : ,

For several agencies to perform somewhat overlapping
analyses is not a planning failure, it is inevitable in something
with as many complex ramifications as electricity resource:
planning. IXndeed, resource planning can be no one agency’s .
exclusive domain. Each of these entities=~the CEC through .
forecasting and energy efficiency standards, the CPUC through rate—
setting, the Air Resources Board and local air management districts.
through air quality regulations—--strongly and legitimately affects.
resource planning. Each agency has its own perspective,.’
conditioned by its own expertise and statutory mission. . As joint:
problem solvers, we <¢an ensure that resource plan ”solutions” are
sufficiently robust to meet the many goals.and programs electric -
utilities must satisfy. . : : DTS

In conclusion, the utility compliance reports in the next
phase of the Update will reflect directions in . this decision and in
D.90-03-060 '(our Phase 1A decision) to the extent such-directions -
differ from ER-90. We expect that these differences may affect.the
type and timing of IDRs and possibly suggest different hedging . ...
strategies. However, we also expect to meet our commitment to
tailor the ensuing QF solicitation to ER-50’s integrated assessment
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of need. . The “barebones” analysis, which iz ICEM’s starting.-point,..
should draw its demand and: fuel. price forecasts for.each-utility ..
from ER-90 (¢f. D.90-03-060, 36:CPUC,2d-2, 48-49), and.the total MW-

in the solicitation should not exceed the needed capacity -

identified by the CEC for each utility over the next eight years in

ER-90. (Cf. D.86-07-004, 21 CPUC 2d-340, 373, and- D.88-09-026, 29..
CPUC 24 263, 272-73. ) L .

- XXIV. ﬁ&ﬂ&ﬂﬁ_ﬂﬂ_ﬁtanﬂﬁzﬂ_thﬁx_Z

We asked the parties in-this-phase of the BRPU to make .-
recommendations on the future role of Standard Offer 2. We agree. ..

with the general consensus that final Standard Offer 4 should be .
our primary instrument for directly involving QFs in resource
procurement. We do not xule out reinstating Standard Offer 2,
provided that such reinstatement is accompanied by certain.
nodifications, and is for a limited amount of- time and capacity.-
Standard QOffer 2 may also be useful as a model for some kinds of -

nonstandard contracts. We do- not envision making Standard: Offer 2.

available on an ongoing basis.

A- Background

Standard Offer 2 is a short=run offer in that it uses
short-run principles to determine energy and capacity prices, but . .

it has some important characteristics of a long-run offer. It is a

long-term commitment by the QF. Standard Offer 2 contracts can be

for as long as 30 years and cannot be ¢ancelled at the QF’s
election. :

- Alse, in contrast to the other short-run offers, the .
Standard Offer 2 capacity price is projected at the time  the
contract is signed, using the full annualized cost of a combust;on:
turbine, and fixed and levelized for the whole term of the
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contract.s? The Standard Offer 2 -.QF.delivers ”“firm” energy and
capacity.: It is penalized for failing to meet a stringent e
availability requirement during the puxchasing utility’s peak, andAﬂ
it can also earn bonus payments by substantially exceedlng,that_
minimum availability requirement. : S

Originally, a new QF could s;gn a Standard Ofrer 2 x
contract at any time, and without regard elther-to~the‘numberﬁoerF‘
megawatts already under contract or on-line, or to the purchasing. - -
utility’s need for new capacity. These factors led us to -suspend -
the availability of the offer.se,-We-later reinstated Standard

Offer 2 but only for SDG&E. We also limited the availability of
the reinstated offer to a specified time and total capacity-.of new -

Final Standard Offer 4 Is Generally
Superior to Standaxd Offer 2 = S S
Standard Offer 2 was important in the early days of the-
standard offers. It has a front-loaded payment structure with
fixed capacity prices. Standard Offers 1l and 3 have neither
feature, so Standard Offer 2 was virtually the only contract _
suitable for capital-intensive QFs both before the availability of
interim Standaxrd Offer 4 and after we suspended the latter offer.:
Unfortunately, Standard Offer 2 suffers from the samne .
deficiency as interim Standard Offer 4 in not being clearly. tied to .
a determination of deferrable MW. ' Another disturbing aspect of
Standard Offer 2 is that, although it is a long~term commitment by .

S7 The Standard Offer 2 QF also has the option of having its
capacity price projected at the time it comes on-line, but most QFs
choose to take the capacity schedule in effect at the time their

cantract 15 s;gned.

-,

58 See D. 86—03—069 (mlmeo ),An as—os—oz4 (21 cpvc TS 124). [
59 See D.88-03-079 (27 CPUC 2d 559, 566-68). .. - - ;I'£§i~ifwxi
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the utility and QF, its oncrqy“payments?aroitied~to:the'pﬁfbhasingAV-
utility’s short=-run marginal ¢ost. -This in effect increases the ...
ratepayer’s. exposure to-r;s;ng o;l and" gas prlces eventif: thc.QF i
not oil/gas-fired. ) : B o

We have suggested previously that Standaxd Offer'2 might
have a role to play in acquiring non-fossil QFs, at least those
that could meet the offer’s requirement to provide firm. capacity. -
However, we believe that modifications made in today’s:-decision to =~
final Standard Offer 4 have removed any bias against such'QFs; so
there is no longer a speclal “environmental” role for Standard
Offer 2 to play.6° ’
C. ERuture Role of Standarxd Offex 2 » o

If final Standard Offer 4 works as intended, even a
limited reinstatement of Standarxd Offex 2 should be- unnecossary.
Nevertheless, we hesitate to rescind ‘the offer entlrely, glven the
difficulty we’ve experienced in developing a. sat;sfactory -long-run
offer. ’ B ;
Should we decide to reinstate Standard Offer 2.for
whatever reason, we expect that the reinstatement would be limited
as it was for SDG&E. The limitations would include block: pricing. -
and caps on the time and the total capacity for which the-offer
would be available. 2lso, the fuel price risk mentioned-above
should be mitigated by appropriate indexing of the .energy payment
if the QF is not oil/gas=-fired. Finally, the qucuc. management -
rules should be improved to resolve oversubscription, as occurred
during the SDG&E reinstatement.

We also recognize that utilities will continue to receive
requests for nonstandard contracts from QF developers for whom the

60 Moreover, the payment structure of Standard orfer 2 mlrrors
that of a.gas turbine; this:would limit the:usefulness-of.the-offer
in acquiring capital-intensive QFs. See the analy51s or payment
structure in Section V above. S L
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available standard offers are unsuitable. ' One example “is:waste-to-
energy QFs. We are interested in encouraging this technology, : .
which ‘promises both energy:and environmental ‘benefits. However, .it
is a capital-intensive technology that our experience shows has a .
long and uncertain lead time. A nonstandard power purchase .
agreement drawing many of its provisions .from Standard Offer 2 may
prove to be the most appropriate contractual vehicle for such QFs.
our past docisions on nonstandard contractsz should guxde the
utility and QF in negotiating such contracts.

Many tasks await us in. the next phases of the BRPU.and in-
our investigation of transmission wheeling service .and cost" - ‘
allocation. Consultation with the parties is appropriate to
schedule and coordinate these tasks. “The assigned ALYs should
promptly notice a joint prehearing. conference for these.proceedings-
for this purpose. The parties should consider the following =~ .
priorities in formulating theixr scheduling proposals. _

-Our top priority in the BRPU is.to make changes to:final
Standard Offer 4 and the auction protocol consistent with today’s
decision. These conforming changes should. not be contentious.” In.:
the past, the utilities, QFs, and DRA have drafted the. precise
contract language used in the final Standard Offer 4 power;purchasé-
agreement, following general directions provided in D.86=07-004 and
other decisions. The product of these drafting efforts was
reviewed in the same manner as other types of stipulations and
settlements, with opportunity for objcctxng partlef to be heard.
The same process should work now. Interested partzes should be . ..
prepared at the prehearing conference to-suggest a meetlng scnedulef
to begin the joint contract drafting effort. . Lo

Our second prlorxty in the BRPU is to conduct the next
phase of- BRPU reviewing utxl;ty resource plans Ln response to‘ER-QO

T ST R R
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(”ER-90 .phase”). - That phase will commence with utility resource ... .
plan compliance reports filed nine weeks: after the-effectiverdate ..
of today’s decision. (Cf. D.88-09-026, Appendix B.) We. intend to -
complete the ER-90 phase in time for a final: Standard -Offer 4 .. . -
auction in early 1992‘61 A B I T TR R

The transmission investigation must be closely . . - .
coordinated with the ER=90 phase of the BRPU. We anticipate -
issuing an interim order in that investigation soon. The interim. .
order will analyze the initial and reply comments. and the ..
respondents’ data production pursuant to the January 10, 1991
Assigned Commissioner’s Ruling.  We also-anticipate the interim
order will give general policy directions, from which the parties
to the transmission investigation may rethink their own.proposals
and begin discussion with other parties aimed at narrowing.the .
issues. L o B
-Our third priority in the BRPU is Phase 3, the .., e
methodology phase. We update a number. of things.-in the BRPU. . .
besides resource plans. (See generally D.88-03-026.) -Also, -
changes in natural gas regulation require csome rethinking of our.
method for calculating short-run maxginal costs. On the other
hand, we do not intend Phase 3 to open up every question in the = -
history of the QF program. In particular, po matter resolved.in .
today’s decision is subject to reconsideration in_Phase.s,G?;_Any»‘~
party proposing an issue for Phase 3 shall be expected at the

R

61 SDGLE is presently revising“its"pilép program for applying
ICEM to DSM cost=effectiveness analysis. - PG&E- and-Edison are:: /.-
presently conducting their own pilots to- investigate this-type.of. . .

integrated planning. Each utility should include i;s‘find;ngsiip B

its compliance report for the ER-90 phase.’ E

62 An exception can be made if progress in the'tfansﬁigsion
investigation has reached the point where we shouldconsider making”
conforming changes to final Standard Offer 4.
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prehearing conference to justify. inclusion .of that issue,.stating
specific reasons demonstrating its timeliness and-importance.- .ol

s e emum

Pursuant to Public Utilities.Code Section 311 and our’
Rules of Practice and Procedure, the ALJ’s Proposed Decision was . '
published on April 19, 1991; parties thereafter had an-opportunity
to file comments and reply comments.63h.We‘have considered the = -
comments and have changed or clarified the Proposed. Decision in'
various ways. All of the principles of the Proposed Decision are
affirmed, but we have adopted several suggestions that will make
implementation of those principles easier or more preclse.64 we
address certain additional points below. : ,

Some of the utility commenters object to the discussion
of the ~transmission bottleneck” (Section IXI.A) on the grounds.
that transmission issues were relegated to 1.90-09-050. This is
inaccurate. Utility proposals regarding line losses and: .
interconnection costs were properly deferred to I.90-09-050, but
the discussion in Section III.A deals, not with those proposals, .
but with competition. Moreover, the discussion responds to utility
advocacy of all-source bidding, an issue which the assigned ALY
ruled (over QF objections) was germane to this phase of the BRPU..
The relevance of transmission to competition in electric generation

ok

[P

RN % -..‘-.

63. We. recelved comments from PG&E, SDG&E, Edlson, CEC, DRA
SCAQMD, GRA/IEP, CEERT, TURN, Texaco, ‘and Powerex. We also™ o
received reply: comments from PG&E, Edison, DRA, SCAQMD' TURM;;;u i
GRA/IEP, CEERT, Texaco, and Chevron. . . . L

64 We have also made other changes to ;mprove the dlscussmon, hdd
references to the record, or correct typographical ‘errors. =~
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is well-established -and bas:beenzexhaustively reviewed-by this. .. ...
Commission as recently as its decision-on:the proposed-merger. .
between SDG&E and Edison. (See generally D.91-05-028.)

We emphasize that our remarks-in- Section III.A go to the
nature of bottleneck facilities in general. We do not find, norxr
should any inference be drawn,. that any of the respondents has made
improper use of its transmission facilities.. L

~TURN. expresses concern that the rate, lmpacts of today :
decision, especially the treatment. of residual emissions, . are not _
quantified. We think TURN is premature.-.The rate impacts must.be. -
quantified in the context of utility resource plans.: The;ekwill;bea
filed in the next phase of the Update. - . B

In the meantime, we have:many. qualltat;ve assurances that,
we are doing the right thing. for ratepayers. We start with-an .
optimal utility strategy for meeting energy and air quality neceds.
We arrive at that strategy by concidering uncertainy.and strategic
preferences. Timing will be an issue (e.g., are we spending too | .

much too soon?) We then go through an acquisition process. designed
to secure for ratepayers equivalent benefits at a cost. that-is
likely to be lower than what the utility would- have to- spend to

provide those benefits on its own. . . . e me

All parties must recognize, however, that. 1nterna11z1ng
environmental costs will have a rate impact.. Many .things will be,,
necessary to minimize that impact, most -importantly, coordination .
between the utilities, the CPUC, the CEC, and the air quality
regulators.

Many commenters have asked that we expand on the proposed
decision’ s dzscussxon of workshops. We note, first, that .the . ...
workshops are technical in nature. they'are not for the-purpose of ‘
creat;ng pollcy but instead:serve to: translate -our pol;caes, set
forth in today’s decision, into the technical terms necessary to-
1mplement those policies through the f;nal Standard Offer 4
contract and bidding protocol. s e SOLD e

t
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Second, we have for the: most part declined-to:go. into
detail on what contractual terms must be developed to -implement:
today’s decision. While we think our policy discussion:is: ¢leax, .
the parties undoubtedly have greater technical expertise,. which is - -
why we are holding workshops in the first place. . Should . .
disagreements develop over what our policy requires, the workshop
participants can present consensus views where consensus. is..
reached, and propose altermative resolutions where disagreements
remain. We can then review these results for consistency: with
today’s decision.55 At the prehearing conference (see Section XV -
above), the assigned ALY should solicit .the parties’. suggestions
for the timing and conduct of the workshops. T L
Findings of Fact R - o L

1. Growth in QF capacity in California has occurred .in part
because utilities are now legally regquired to interconnect with QFs
and to buy their output under terms and. conditions supexvised by
this Commission. S SR ' ' L

. 2. Much of the utilities’ market power in relation-to . QFs -
comes from utilities’” control over transmission. - o
3. For the foreseeable future, the transmission sector of
the electric industry will remain a natural monopoly. .
4. Wheeling of QF power is an effective means of promoting .
competition in electric generation. Competitive markets have many
buyers, many sellers, and ready access between the "twol .. ‘

65 This is the process we followed successfully inour .=
implementation of the 1986 Update decision, where the parties were--
able to agree on most contract. drafting.issues, but-where we also
heard and decided proposed alternative provisions supported by scme
of the parties. See D.88-03=-079 (27 CPUC 24 559, 576=-82).  ~ = -
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5. By cuantifying the value: of fuel diversity and: ..
environmental quality, the CPUC can expand the ways:in which:
different resource options compete and can increase the. likelihood -.:
that the chosen options, all th;ngs considered, provide-the-
greatest value to ratepayers. ‘ : T

6. We need to improve the way we account for the value.of .
DSM to ensure -a fully competitive resource procurement process.-

7. For supply options, both the CPUC and the CEC use ICEM;. . -
for DSM, both agencies use the Standard Practice Manual fox.the
Economic Analysis of Demand-Side Management Programs. . The: . -
differing methods for quantitative analysis thwart efforts to
directly compare supply options with DSM. S

8. We are committed to head=-to-head comparison o¢f DSM and .
supply options in the planning process. s

9. All=-source bidding is a necessary component of a. fully
competitive resource procurement process, but we are not yotuready_
for all-source bidding. First, opening the auction to non=QF ..

. entities irrespective of the market power such entities may have
will weaken competition, not increase it. Second, the QF:category
has not outlived its usefulness. .

10. The electricity market structure has not. yet changed SO -
that future QF projects have. a»surance“that they can compete .
faa.rly. . : . - S . =

1l. CPUC policy allows:competition,by all technologies,
without setting aside any given amount of capacity for non-fossil
technologies to further environmental or fuel diversity goals.

12. The impact of new electric resources on water and land
use should be addressed in future Updates and Electricity Repoxts.
13. The value of fuel diversity depends on assessing the

financial risks of relying too much on a given fuel, and on.
calculating how best to insure agalnst those risks. ‘ ‘

14. The producers (1nclud1ng utilities) that create pollut;onQ
have generally ‘not had to‘bear,aJ‘.‘J‘._ the costs of - polluf.:x.on“but ‘have -
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instead “"externalized” a substantial part of: those: costs to society
as a whole. The utilities logxcally should bear their. fair-share .
of such costs. S RN <P AR

15. . Acquiring “fuel diversity” for California utilities means-
increasing the proportion in their resource mix of electricity . .
generated by plants that do not rely on o0il, coal, or naturxal gas.
as their primary fuel source. .Some technologies burn-small . amounts
of natural gas, e.g., gas-assisted solar. A power plant-using such-
a technology would still be considered non-fossil if it uses.
natural gas for no more than 25% of its total energy lnput during a-
calendar year. : Co oo ‘ : Coar T :

16. Analysis of air qualmty 1mpacts has bcen spurred by
recent state and federal clean air legislation and: actxons~bytlocalf
2ir management districts. cCalifornia utilities, along with-other .
major sources of air pollutants, are facing major clean-up costs
now or in the near future. - Air basins in California must now -
achieve annual reductions in. total emissions of specified air
pollutants, and this will inevitably affect how each electric
utility plans and operates its system. - Doy

17. Concentrations of criteria pollutants in excess: of AAQS
are unhealthy. When the concentration of a given criteria
pollutant in an air basin regqularly violates AAQS, the air basin is
designated a non-attainment area. PG&E, SDG&E, and Edison all -
serve major metropolitan areas that are also non-attainment areas.

18. Many pollutants are produced when fossil fuels are-- ..
burned. In particular, burning oil and gas will produce -NOx. The -
CEC notes that in its ICEM analysis, NOx was the only-pellutant
whose value actually affected the timing of new resources;nandwNOx-
accounted for almost half the total- value attributed-to residual -
emissions. S ' S o L

19. Air quality (and the'lack~o£~it) haSumeasu:ablemimpactsg;
on productivity at work, enjoyment-of leisure, and:the length:of .-
life spans.
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©.20. :Electric generation serving: California continues to . be - -,
fueled primarily by oil, natural gas, and ¢oal.: . .7 .o sc. .o

21. A resource plan is a “least cost” plan if (anong.other . .-
things) it results in reasonable costs under. the mostmlgkely,future
case and does not result in unduly high costs under alternative ...
cases with'a significant likelihood of occurrence. . Fossil fuels. . .
are currently cheap and plentiful, but there is short- and.long-.
term risk in assuming that they will continue- to be so. . :

22. Developing resources that rely on alternative and -
renewable fuels will (1) cushion the impact of price shocks-in .
fossil fuel markets, (2) help to avoid such shocks by lowering.
demand and extending current supplies of fossil fuels, 'and
(3) improve the efficiency and cost-competltzveness,or non~-fossil.
techneologies. SR TR

23. Assi¢ning monetary'values seems. the best way to~begln
analyzing how environmental quality and fuel diversity should ,
figure in the planning and acquisition  of electric resources. . .. -

24. Using a fuel diversity premium instead of set-asides-in . . .
acquiring non-fossil generation enables a bettex accounting: for the
benefits and costs of non-fossil generation than does set-asides.

25. This process (using a fuel diversity premium instead of.
set-asides) differs from ER-90’s, but the purpose is identical and. .
the result should be substantially the same, namely, filling- the . .
generation portion of need with a mix of fossil and. non—fossxl
resources not exceeding the total MW -of.new generation. found needed
for each respondent utility in ER-90.. S TP~ P

- Where a utility’s:service area overlaps aeveral AR » o
baszns, values for residual emissions should come from the. most ey
significant air management district for that service area. .. .. ... .

27. The air quality adder (subtractor) is an adjustment to
the QF’s energy payment and is separately computed for -each |
pollutant by comparing the QF’s emission rate-to; the IDR’s..
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28. Society cannot reasonably expect to.get-the clean air
that society values without. offering to pay for it. -In fact, - ‘
offering to pay will stimulate the competition that should . ... . -
ultimately drive down the cost of clean air. , S :

29. If we value emissions for in-state projects but not for
out-of-state projects, we confer an enormous competitive-advantage:
on the latter for no reason other than that they foul someone .
else’s air. But a policy of “exporting” pollution would not work. -
if other states were to adopt a similar policy, and.it would not
work in any case because pollution, once emitted, does. not respect

state lines. .
30. If more clean generation is added to an 1nterconnected

utility system, the utility- can reduce its-reliance on its dlrtxer
plants. - SN S S T T T
31. A set-aside, compared to a single bidding: arena-fox.all. . -
technology types, will increase the cost to ratepayers. of acquzrxng.
non-fossil resources. = - - , R RS .

32. Non-fossil QFs will. have a substantlal,,value-based
advantage in any auction using a fuel diversity premium. -

"33. Investment theory has reached a point where-the-value of
diversification ought to be calculable, and it ought to be.
incorporated into any kind of least cost resource planning,- whether
from the traditional or social perspective. : ,

34. The utilities have minimal experience with bu;ldlng non=-
fossil generation. The QFs themselves:should be. a better source .
for the capital costs of non-fossil and renewable technologies.. - -

35. 'A cogenerator that cleans up 120% of its emissions is - -
cleaner, from a social. perspective, than a non-fossil plant with . ..
zero emissions. - ' o '

36. As the cheaper offsets are- bought up and~orfset sellers
become better informed, the price of- offsets should- rapidly
approach the buyer’s marginal cost of emission control. - ... .-




I.89-07-004 ALJ/KOT/jfE *

37. The prescribed l5=-year term now.in. final Standard Offer 4
is not likely to be a good deal for ratepayers. . Diversity:is-
‘jeopardized by a limitation on contract’ length that puts non-fossxl.

and renewable QFs at a disadvantage. : T

'38.  The utility may be considering 10-15 year plant lee
extensions that involve energy-related capital c¢osts.or power
purchases of such length with a high level of fixed costs.. There
may be QFs interested in deferring IDRs with such shorter .lives;
and we want to explore this, at least until experience demonstrates
a low=-end threshold for Period 2. ‘ o ST

39. Levelization represents far less front- loadlng than we
allow utilities in their recovery of capital investments.

40. The CEC’s latest findings on potential IDRs suggest. that .
the difficulty in financing capital=-intensive QFs will be greater
than we anticipated when we chose to totally-exclude front-loadlng
from final Standaxrd Offer 4. ‘ S % s

41. QFs bave not demonstrated that their financing: requ;res
levelization of anything besides shortage costs.. L

42. Different power plants have different cost. streams. Some
have high fixed and low variable costs, while others have low fixed
and high variable ¢costs. The latter category includes:plants that -
chiefly rely on oil or gas, 2ll other plants fall into:the former -
category. o o Lo

43. The current auctionvrequires'all.QFs-to bid a.capacity
price expressed as a percentage of the capital costs of: the IDR.-
For non-fossil QFs, all other costs are recovered through variable-
payments equal to the variable costs of the IDR. This-puts .
capital-intensive QFs at a disadvantage, relative to oil/gas-fired -
QFs, when bidding on an IDR, such as a combined cycle, with. a low
fixed and high variable cost structure. n '

44. Califormia ut;l;t;es.remaxn.hmghly dependent on.o:l/gas--z
fired resources. - » ST e
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45. Bidding energy and capacity has many .advantages..- First, - -
it permits all types of QFs to bid a payment structure -appropriate .
to their technology. The current bidding system favors QFs whose
cost structure is similar to that of the IDR. -Second,:such bidding -
shields ratepayers from undue fuel price risks. ., Third, having-a -
more accurate picture of the QF’s energy. cost means that utilities
can dispatch the system more efficiently. . :
46. Linking variable cost payments to a QF’s own. cost stream
should enable the purchasing utility to make more efficient .
curtailment decisions and should make QFs indifferent to such:
decisions. In particular, those QFs (e.g., solar) whose fuel
source makes it hard for them to curtail. should -benefit since their
low variable costs will vxrtually eliminate the - -possibility of.
economic curtailment. ' P T ‘
47. The uniform pricing in a second-prlce augtion, conzorms
mach more closely to the market-clearing price of a competitive .
market than does discriminative pricing in a first-price auction.
48. The bidder in a second-price.auction has a‘'strong:
incentive to bid a price reflecting its true marginal cost.. The .
result is that the second-price auction reveals bidders’ relative .
costs quite accurately and awards contracts to the low-¢ost.
bidders. ' “o Do
49. The bhidder in-a first-price,auction‘has.aastrong
incentive to bid mexe than its marginal cost. Thus, under a first—
price auction, bids are higher than under a second-price’ auction.
Also, the first-price auction doesn’t necessarily award contracts
to low—cost bidders, but rather to bidders who are good at: guessxngw
how much- to. inflate their bids and still win. A o
50. California policy-makers are sensitive to the problem of
requlatory costs. The CEC, which provides one-stop.siting for
major thermal power plants, was created in part to reduce-.ox
eliminate such costs:; the Permit Streamlining Act is another
legislative response to the problem. Our joint effort with the CEC
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to coord;nate ‘QF procurement with the .CEC’s xntegrated .assessment
of need ‘is similarly motivated. .. oo o L em T e e e

51. In the BRPU we are trying to internalize pollut;on costs;;
in the resource procurement process.. This is similar to the -rate . ..
design principle that the person causing . specific costs should bear .
them. This principle is entirely consistent with: a market=oriented. .
philosophy of regulatien. oL ‘ ' e

52. Regulatory costs are real costs that we fold into our
resource procurement process. The IDR’s estimates include- -
estimated costs for permitting and environmental mitigation. Those.
estimates are known to the bidder in advance,. and the bidder can
make its own judgment of siting risks compared to those of.the IDR..

53. The second-price auction is the.logical extension of full
avoided cost, with the lowest losing QF replacing the IDR:as the - .
price benchmark whenever QFs offer more capacity than the utility
seeks. S - T
54. Our resource procurement process is sufficiently. flexible.
to consider differential impacts of various resource.options on
such things as transmission costs, environmental quality, -and fuel
diversity. All that is necessary is that the QF know before N
bidding what costs it will be expected to bear and how the-benefits
that it offers the ratepayer will be paid for by the utility.

55. Exact estimates of IDR costs are critical, but the .
ER/BRPU cycle contains safeguards that may be adequate to-ensure - -
the credibility of the IDR benchmark. - SR -

- 56. We may be able to limit controversy in- ruture Updates by -
establishing a set of check points to:link specific modifications - -
to final Standard Offer 4 with specific achievements in providing .. -
transmission-only service and evaluating non-price factors.

57. It should be to California utilities’ advantage to use
QFs to prompt better terms from non-QF sellers.
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58. <‘ThefER/BRPU1processfpresérves“a*niche“tor QFs and-DSM. .:uu
without "disakbling the utmlxt;es from pursulng “the universe of =
resource options. . S e e amee

- 59.° Uncommitted DSM consists of programs that are not .
currently in place but that the: CEC expects to receive regulatory
approval during the forecast period. .

60. This Commission’s ultimate goal is direct competition
among all generation options. Eventually, generation and DSM may . -
also compete directly, and the basis for reserving some portion of
need for particular resource categories may vanish. Until then,
requlators must ensure that traditional utility resources still
retaining market power do not dlsplace cleaner, smaller, more .
efficient alternatives. ST e ‘

61. We propose the following procedure for switching: QFs and-
invite comment on the procedure in the next phase: of the Update.
Switching QFs would submit an energy price under seal. After the
utility announces the auction result, switching QFs that choose to -
exercise their right would tell the utility t¢ unseal their
submitted energy prices and compute a ‘capacity price using the same.
calculation methods applicable to winning QFs. A QF -that chooses
not to switch after the announcement would so notify the utility,
which would immediately return the QF’s energy price submittal
unopened. If a QF that submitted an energy price fails, within 30
days of notification by the utility of the auction result, to -
notify the utility of its decision whether to switch, it would. lose
its right to switch for purposes -of that auction only, and the
utility would return the unopened energy price submitta. . B

62. Lower running costs are a major element of an IDR’S cost-
effectiveness. Payments to QFs receiving short-run marginal: cost-
based energy payments are a major element of a utility’s-running: .
costs. However, Standard Offer 1 QFs are a small.fraction of the -
QFs receiving such energy payments, and there is no reason to-think
that all Standard Offer 1 QFs-would be successful bidders;:to:the :
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exclusion of all other bidders .in a given.auction, even. assuming
that they could satisfy the substantially more arduous performance -
requirements of final Standard Offer 4. S s e

63. The participation of Standaxrd Offer 1 QFs in.the second-
price auction could result in-a lower price to-all successtul -
bidders. oo . ‘ Lo e e P
64. The BRPU is not suited tOudetermining-theﬁvalueyto"“
ratepayers of demonstration projects in general cr‘o£~parti¢ularlv‘,
demonstration projects. C R o

- 65. Our past decisions on nonstandard contracts and on.. .
utility/QF negotiations give adequate guidance for QF- demon,trat;onﬁ
project sponsors at this time.. : ‘ e R .

66. Our experience with long-run atandard offers teaches that_
uncertainty should be dealt with explicitly in the planning
process, that known risks should be gquantified, and that strategic.
elements should be built into the resource plan to respond to those:
risks. L S - R
67. We do not intend, under the rubric of uncertainty
analysis, to undermine the ER-90 forecasts. or somehow compensate
for perceived deficiencies in the ER process. AT

68. For several agencies to perform somewhat overlapplng ,
analyses.ls ‘not a planning failure, it -is inevitable in ste;hlng‘_
with as many complex ramifications as electricity resource
planning. . Resource planning can be no one agency’s exclusive .
domain. L AET o
69.. Standard Offer 2 is.a short-run offer in that it uses ..
short-run principles to determine energy and capacity. prices, but .
it has some important characteristics of a long-run offer.

70. ‘Standard Offer 2 suffers from the same deficiency as..
interim Standard Offer 4 in not being clearly tied to a o
determination of deferrable MW.  Also, although Standard Offer 2 ls
a long-term commitment by the utility and QF, energy payments are -
tied to the purchasing utility’s short-run narginal cost. . This
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increases the ratepayer’s exposure to.rising oil-and. gas prices -
even if the QF is not oil/gas=fired. . . 7 oo oo R

7. If final Standard Offer 4 works as 1ntended, even a
limited reinstatement of Standard:Offer 2 should be unnecessary. .- -
Should we decide to reinstate Standard Offer 2 for. whatever reason,
we expect that the reinstatement would be limited:as it was for
SDG&E. -Also, the fuel price risk should be mitigated:by - - -
appropriate indexing of the energy payment if the QF is not -
oil/gas-fired. Finally, the gueue management rules-should be
improved to resolve oversubscription. .

- 72. Waste=to=onergy QFs promise both energy and environmontal
benefits. However, they use a capital-intensive technology that
our experience shows has a long and uncertain-lead time.- - A .-
nonstandard power purchasce agreement drawing many of - its provisions
from Standard Offer 2 may prove to be the most appropriate:
contractual vehicle for such QFs. Our past decisions.on.nonstandard
contracts should gquide the utmlmty and QF in nagot;atzng such .
contracts. . C — S -

73. Enerqy bidding'mayvrequireucertainrchangesqto‘existingn.‘v
curtailment provisions of final Standard Offer 4 so that these.
provisions' are consistent with the policy basis. for energy bidding.

L. The category of non-utility power: producers known-as QFs
was developed to implement PURPA and includes  various restrictions:
and requlrements furthering the statutory intent. -

2. ICEM should reflect the “residual emissions”. (thcse
remaining after application of appropriate.control technology)
associated with the operation of any resource being tested for
cost~effectiveness. The (negative) value of such emissions should- .
be determined using the principle of “revealed preference,” which
means that the costs imposed by relevant regqulatory agencies, for-
example, in requiring certain pollution abatement actions, will be

T AR
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analyzed to calculate. the implicit monetary. value-assigned- to. |
avoiding a given quantity of a given .pollutant. . . . -

3. 'Residual enissions should:fiqure-throughout the -
procurement process, that is, in both.the planning and the. -
acquisition of new resources. - - ... ‘ L s ew

4. If any ”offsets” are associated with the deferrable ox..
bid resource, the impact of such offsets should also be‘lncludedwxng
the procurement process.. Co o ST -

5. Some non-fossil IDRs, because they are generally ”clean”
technologies, are likely to appear simply . through inclusion 1n~ICBMA
of residual emissions. Should that not occur, the utilities should
impute additional value to non-fossil resources until non-fossil
candidate resources appear as the first addition during:the next
eight years in their resource plans. - This will effectively.
quantify the size ¢of any premium necessary to secure non-fossil
resources. We will decide in the next Update phase whether any . .-
such premium is reasonable. , -

6. Air managenrent districts have the ab;llty to requ;re
retrofits of power plants. "Also, air management. districts may
require new sources to apply BACT. . : .

7. New sources may also have to acquire- ”offsets” of any_,\

residual emissions after application of BACT. Air management. .
districts in non-attainment. areas mnay requmre such offsets in-a
ratio greater than one-to-one. Lo - G e

8. While electric generation is not the pr;mary .source of
criteria pollutants, it is a major contributor. Its emissions
impose costs on society that shouwld be accounted for.... - - . -

9. To determine just and reasonable rates, this- Commszlon
nust know how resource procurement decisions will affect rates. .. ..

' 10. The air management districts -.are responsible for - -
developing ‘programs to meet air quality goals, and the. dzstrlcts .
are best situated to determine values for the costs and: benefits of

those programs.
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11. SCAQMD’s recommended:values for residual:emissions shall.--
be used by Edison in performing ICEM analysis and shall be applled B
in calculating adders (subtractors) for auction winners. . _

12. The San Diegco APCD has proposed rules similar to. SCAQMD'
or even stricter. Pending final action by the San-Diego-APCD, the
SCAQMD values are the best available for San Diego. .

13. ER-90 projects $13 per kilowatt (1987 dollars) as the
cost to PG&E of retrofitting its plants for NOx control. PG&E‘’S
compliance report in the next Update phase should convert this cost:
to a dollars per ton figure, and should explain how PG&E caleulated.
the conversion. Alternatively, PG&E may use 29% of the SCAQMD
value for NOx. Values for ROG should come from ER=90 (in-state)
and other residual emissions on the PG&E system sheuld come from
the Pace University Study. : | '

14. The emissions values adopted today are interim. values.
They should be revised in subsequant Updates to refloect: emerging
abatement requirements of the relevant air management districts. -

15. An interim value for carbon emissions is prudent.- The -
utilities should apply the value adopted in ER=90 ($26/ton in 1987
dollars) for carbon emissions. This value will be used in.the same
ways as the values for other residual emissions. ‘ s :

16. The environmental costs of electricity. generated trom ”
sources outside California or outside the =zervice area of the
utility acquiring that electricity should be calculated the same as
if the electricity were generated within the utility’s service
area. ' - ' '

17. For the next Update phase, each utility will perxforxrm ICEM
analysis using values for residual emissions. If a non—-fossil IDR .
appears in the ~deferral window” (through-1999), a-fuel diversity ..
premium will not be calculated. If a non—-£0ssil IDR does not
appear, the utility will calculate a value for fuel diversity.
sufficient to have a non-fossil candidate resource appear as the
earliest IDR in the deferral window.. In making this calculation,. .
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the ut;lzty will follow the approach described  in Sectmon IV.E.4 of
today’s decision. S L rm v w

18. A QF that does not prov;de ”fuel d;versxty” would . not getd
the fuel diversity premium. . Lol : o RS :

19." The term of Period 2:in final. Standard Offer 4 should be. .
up to the full projected life of the IDR.  This texrm-will be - L
available to all QFs, irrespective of their technology.- The term
may be less, at the QF’s election, but must be at- least 15 years .,
(if the projected life of the IDR is 15 years or more)..or the life
of the IDR (if its projected life is less than 15 years).. . . = .,

20. Levelized shortage costs together with appropriate
security provisions are reasonable for final Standard Offer 4. A
final Standard Offer 4 QF may choose either a ramped payment stream
or a partially levelized payment stream. U -

21. Levelization will be available to all. QFs, irrespective
of their technology. This is consistent with other changes in.
today’s decision designed to achieve as far as possible uniform.
treatment of all QFs. SRR : - :

22. The IDR should remain the benchmark for QF bmdd;ng, but
avoided cost principles do not require .QFs to match: the IDR payment
structure. Both capital-intensive QFs and cogenerators should = .
benefit from bidding a payment structure that corresponds to the
cost structure of the plant to be financed. e s

23. Before the auction, the utility should publxsh all o
pertinent physical and cost characteristics of,the_IDR.,uThese-
include economic life, capacity factor and hours of operation, . . |
shortage and other capital costs (and allocation factors for those
costs), fuel type(s), residual emission rates, offsets, operation .
and -maintenance ‘costs, first year fuel price, heat rate, assuned . -
fuel price escalator, GNP deflator, and-all other projections. or .. .
assunmptions specific to the IDR used in calculating its cost- . . .
effectiveness. Using these characteristics and an explicit . =
methodology, the utility will combine the stream of projected. f;xed
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and variable costs into. a:single-first-year cost.expressed in-:cents
per kilowatt hour. This numbex will.be the IDR benchmark. . o

24.. Bidding QFs should analyze their own cost character;stmcsm
conpared to the IDR. They will .submit a sealed. b;d,;orﬂahstated‘_ .
effective capacity and separately stated variable (energy).and.
fixed (capacity) prices. The QFs will know tha:;thewutility wil1
recombine their energy and capacity price into a single cents. per =
kilowatt hour first-year cost, using the same methodology used to .
calculate the IDR benchmark. They will also know that. the winning .
bidders will be chosen under second-price rules by comparing each
bidder’s and the IDR’s projected first-year cost. Finally, they. . .
will know what environmental adders/subtractors (and fuel diversity
premium, if any) they will receive. if they win. R -

25, Once the winning bidders are chosen, variable. payments
will be based on the bidder’s enexgy price plus any environmental .
adders/subtractors. Escalation will depend on the fuel type of the.
QF. Variable payments to non-fossil and renewable QFs will .
escalate with GNP. Variable payments to other QFs will escalatc
based on the same fuel index and price update schedule already.
adopted for final Standard Offer 4. - Co : ‘

26. - Capacity payments will be. determ;ned by subtractmng the
energy bid by the winning QF .(or the converted energywprlce,_whqre_
the QF’s energy bid was converted to get a common escalation basis).
from the Lotal first-year cost of ‘the lowest losing bld.‘ The . ‘
remaining cents per kilowatt hour will be converted to-dollars.per,
Kilowatt fixed payments, will be divided between. shortage and other
capital costs, and will be paid, as already -adopted, -on a.time-. ..
differentiated basis. = -~ = . . . B L R e v

- '27. The principles supportlng -Qur adoptlon of full avoldeduw7

cost pricing for QFs also apply to our choice-of auction format. ..
The second-price auction serves-our_ policies-in the: QF program and
should be retained. -
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28. The next phase of BRPU'shouldinclude consideration-of :
proposals to keep QF bids confidential .even after they are opened. .~
The purpose of such confidential treatment would -be to further the
cost-revealing properties of the second-prlce auction by guarding
possibly market-sensitive information. : UL

29. The utility has the burden of noting any xnconsxstency L
between resource assumptions. it uses in the BRPU and those it uses -~
in other proceedings. The utility must also explain and justify.-
such inconsistencies in these other proceedings.

30. The utility is not ”“committed” to build the deferrable
resource as of the date it is identified. , T ;

31. Reasonableness review and cost caps developed pursuant to.
Public Utilities Code § 1005.5 provide protection against. cost |
overruns on utility construction projects. : If experience shows
that cost estimates in the BRPU are unrealistic, we may reconsider.
the cuestion of whether and how to hold. the ut;llty to. the
benchmark price.’ Co I . : ‘ cO

'32. Currently, only QFs may bid. in the €final. Standard Offer 4
auction.” We will retain this limitation ' for the time being,-but we-
intend to move toward “all=-source” bidding.  This: move depends.on. . .
making significant progress in evaluating: non-price' factors and in
allowing nondiscriminatory access to electric transmission: services
(”wheeling”) for nonutility power producers. Absent these:-
conditions, the results of all-source bidding would be renewed

reliance on traditional supply options. = - - = ST
' 33. When we again take up the subject of expandzng the~k1ndsg‘
of entities that may bid, we expect the proponents of such-
expansion also to take the initiative in proposing appropriate .
regulations to ensure that selr-deallng does not :subvert the goal
of enhanced competition. T : R _
34. TUtilities may negotiate power purchase agreements at any,
time, but they may not modify a long-run standard offer.during the -
three-month solicitation period. A utility considering a resource
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opportunity during the solicitation period.must consider..whether ...,
the opportunity is still attractive assuming. full:subscription-of. -
the solicitation at various prxce levels at.or.less.than- the IDR

benchmark. : : ' B LS R

35. GRA/IEP may~bring'upvinlpnase 3mofvthi5”proceeding¢theirr;
proposal for a capacity payment:floor for a utility’s . as-available -
QFs based on short-term power purchases made by that utility
between Updates. DWW o

36. The fundamental purpose. of the:BRPU is to 1mplement a
long-run standard-offer at a level. of potential commitment to-QFs -
that both this Commission and the CEC believe is consistent with:
the need for electricity in California.  Such implementation; . - - -
requires us to make a coordinated review of the resource . plans.of
the major investor—owned electric utilities. ' The integrity of this.
process also requires. that utility actions taken: between the.
coordinated review be consistent with: the assumptions and policies
that form the basis of the utilities’ resource plans. . Thus, the -
utilities must either use the same assumptions or identify and
Jjustify, in whatever forum such utility actions are reviewed, any.
departure from those assumptions. o S

37. The reasonableness thresholds for power purchases -
proposed by PG&E, SDG&E, and DRA are unnecessary and undesirable. .

38. Reasonableness review of power purchases should' cover the
tinming of the utility commitment, including the issue of whether
the price or other terms of the purchase were so good as'tofjustify
the utility’s decision not to risk the lapse or withdrawal of the -
offer by treating it as an IDR in an Update. .. - ...~ .

39. The reasonableness of a utility decision depends on -
things known or reasonably knowable by the utllltymwhen.theq:¢«r;Lm
decision was made. Our long-run avoided cost projections .made - .-
during the most recent BRPU should:not be . highly sensitive.to =
short-term phenomena arising during the ER/BRPU.cycle, but-we .
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nevertheless require the utility to. act on power purchase. : . . .. .-
opportunities based on the best currently available information.

40. QFs entitled to switch to final Standaxrd Offer 4 do not

count against the MW limits and are not required to bid. They are. -

affected by the second-price auction only to the extent that, like

the winning bidders, their price is set by the lowest losing bid.. .

If they are dissatisfied with the price, they need not exercise
their right to switch but can wait for later Updates.. )

41. In the future, parties proposing changes to fznal
Standard Offer 4 must indicate how switching QFs would: exercise.
that right under their proposals. We will not entertain any .

proposal that would require such QFs to submit competitive bids.

42. No envircmnmental adder or subtractor should apply to
payments under final Standard Offer 4 to a switching QF.. - .

43. QFs currently under contract may bid, but only-after they
have fulfilled their obligations under their existing power.
purchase agreement. However, Standard Offer L QFs have few.such

obligations. They deliver “as-available” energy and, capacity, and.

they are contractually entitled to terminate their power purchase
agreenent at any time without penalty. In effect, consistent with
the eligibility rules, a Standard Offer 1 QF is free to bid in any
auction and need only terminate its existing contract if it wins..
44. To the extent that Standard Offer 1 QFs are technically

and otherwise able to provide firm energy and capacity, they should

be enccuraged to @o so and should have -access to appropriate
contracts for firm power sales. . ‘ VP

45. Standaxd Offer 1 QFs may partlc;pate in the flnal
Standard Offer 4 auction, s0 loeng as such a QF provides new.
capacity, e.g., by .expanding its plant or committing to firm . .
operation. IZf that QF is successful in the auction, the purchas;ng

utility should count the QF/s capacity toward the‘MW;l;mzt,uusxngﬂm
the appropriate nameplate-to-effective capacity conversion factor .




1.89=-07-004 ALY/KOT/jfLt

when comparing the QF’s. system,contrlbutlon under Standard Offer 1
and final Standard Offer 4. O S IR o o e

46. Any demonstration project should not:count aga;nst ”need”.
£or purposes of BRPU. R

47. The potential under Texaco’s cumulative allocat;on
proposal for a huge number of MW in a single ER cycle is risky and
inconsistent with the CEC’s recommendation. Any such allocation of
MW for demonstration projects should be non-cumulative.

48. The CPUC is charged with. establmshxng just and - reasonable
utility rates.. : S < - : ‘ ST e

'49. Given the CPUC’s obligation to ensure. that utml;ty rates -
are just and reasonable, the CPUC is also obliged-to ensure that .. -
the resource plans on which final Standard Offer 4 solicitations .
are based incorporate appropriate hedging. strategies.. '

50. The utility compliance reports in the next .phase- of the ,
Update will reflect directions in this dec¢ision and-in D.90=03-060" -
to the extent such directions differ from ER-90. We expect that.
these differences may affect the type-.and timing of IDRs and
possibly suggest different hedging. strategies. . However; we also-
expect to meet our commitment to tailor the ensuing QF solicitation
to ER-90’s integrated assessment of need. . Co D,

51. Final Standard Offer 4 should be our primary instrument.
for directly involving QFs in resource procurement. We do not rule
out reinstating Standard Offer 2, provided that such reinstatement
is accompanied by certain modifications, and is for a limited
amount of time and capacity. Standard Offer 2 may also be useful
as a nodel for some kinds of nonstandard contracts. We do not
envision making Standard Offer 2 available on an ongoing basis.

52. The Assigned ALYs in this proceeding and in X.90-09-050
should promptly notice a joint prehearing conference to schedule
and coordinate tasks in the two proceedings, consistent with the
discussion in Section XV of the foregoing opinion.
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53. The utility should not:be:permitted to bid-against -its -
own IDR. If the utility could do better than the IDR, -ratepayers '
are entitled te have that superior resource used: to-:set:the
benchmark price. SIS

FINAL ORDER = FHASE 1B ..

IT IS ORDERED: that: . L A v

- The uniform final Standard: Offer 4 power purcnase
agreement and auction protocol shall be modified to conform with
the discussion, findings, and conclusions in-this decision. The
Assigned Administrative Law Judge shall convene workshops-to:. -
develop- these modifications. ) S - Ll e

2. The Assigned Administrative. Law. Judges shall notlce a -

joint prehearing conference in this proceeding and in Investigation

90-09-050 to coordinate scheduling and priorities consistent. with- |

this opinion. e , S ‘ e
3. Nine weeks from the. effectxve date of: th;sAorder,
respondents Pacific Gas and Electric Company, San Diego-Gas &

Electric Company, and Southern California Edison Company shall f;le
their compliance reports containing their resource plans following -

the 1990. Electricity Report and in conformity with- this-decision
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and Decision 90-03-060. The reports shall also contain
respondents’ latest work on integrating demand-side and supply-side
resources on a common analytical basis.

This order is effective today.

Dated June 5, 1991, at San Francisco, California.

PATRICIA M. ECKERT
President
G. MITCHELL WILK
JOHN B. QOHANIAN
DANIEL Wm. FESSLER
NORMAN D. SHUMWAY
Commissioners
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ATTACHMENT L. . .
Page: 1l .-

Table of Acropnyms and Abbreviations

Appllcatlon

. Ambient Air: Quallty Standards

Adninistrative Law Judge.

Best Available Control Technology g
Benefit/Cost Ratio (a measure of: cost—effectzveneas)
Biennial Resource Plan Update

California Energy Commission: .

Coalition for Energy Efficiency and Renewable
Technologies & S

Chevron U.S.A. Inc.

California Public Utilities Commission

Decision Lo e s : .
Division of. Ratepayer Advocates (Part of CPUC staff)
Demand-side Management - ' J
Southern California Edison Company

1990 Electricity Report of the CEC

Federal Energy Regulatory Commission

A measure of overall price changes in the economy,
equal to the ratio of gross national product (GNP)
measured in current, or nominal, dollars to GNP
measured in constant, or real, dollars.

Geothermal Resources Association and Independent
Enexgy Producers Association

Investigation

Iterative Cost-effectiveness Methodology
Identified Deferrable Resource

Incremental Enexrgy Rate

Megawatt

Nitrogen/Oxygen Compounds

National Requlatory Research Institute
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PG&E
M
Powerex
PURPA

San Diego APCD
SCAQMD

SDG&E

SOx

Texaco

TURN

Update

ATTACHMENT" l
Page 2

Pacific Gas and Electric Company ' '~
Particulate Matter (suspended)

British Columbia Power Exchange- Corporation
Public Utility Regulatory Policies Act
Qualifying Facility S
Rulemaking

‘Research, Development and- Demonstratxon

Reactive Organic Gases

Reporter’s Transcript .

San Diego Air Pollution Control District
South Coast Air Quality Management District
San Diego Gas & Electric Company
Sulfur/Oxygen Compounds v

Texaco Syngas Inc. .

Toward Utility Rate Normalization

Biennial Resource Plan Update

(END OF ATTACHMENT: 1)
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ATTACEMENT" -2
Page 1

Landmark CPUC Decisions on
\{

The following list, although not exhaustive, shows where
to find answers to the key questlons that the Commlsszon has
addressed regarding QFs. The summaries are necessarlly terse and
are not intended either to indicate each issue in any given
decision or to substitute for review of the actual text of the
opinion and order. In addition to these decisions, our general
rate case decisions have been used in the past to‘updéte'certain
standard offer terms. Finally, dec;s;ons in general rate case and
fuel offset proceedings often contain analys;s cf marglnal cost
that is broadly relevant to QF policy. : ‘

I. Foundational Decisions

D.91109 - adopted“"avoxded cost” priELhé for utility
purchaues trom ”pr;vate encrgy producers”

0.82-01-103 =~ guxdellnes for standard ofters

D.82-04-071 ~ authorized “hydro savzngs prlcee” during
: spill condmt;ons e _

D.85-07-022 ~ long-run avoaded cost methodolcgy
Decisions Implementing Variable
Energy Payments and Standard Offers 1

D. 88-07-024'
D.89-02-065

D.84=-03-092
D.84-04-012

D.82=12-120
D.83-10-093

Decisions on Interin Standard Offer 4
[{the Interim Long-xun Offer)

D.83~09-=054
D.83-12~-050
D.84-08-035
D.84-10-098
D.85-01-040
D.85-02-069

D.85-04=075
D.85=-06~163
D.85-07=-121
D.86-10-038
D.86-12-013
D.86-12-104
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Show Cause Pxoceeding (RGEE)- - -

D.84-03-093

D.84=08-031 -

Investigation of Transmission Constraints,
Development of QF Milestone Procedure, and -

D.84=08-037
D.85-01-038
D.85-01-039
D.85-08=045
D.85-09-058
D.85-11-017

D.85-12~073
D.86-02-033
D.86-04-053
D.86-11-005
D.86~12-017
D.87-04-039

D.87-08-028
D.87~09-030
D.88-04-067

rgood faith” quidelines for utllxt;es in
negotiating: with QFs

D.89-01~044 .- -

D.89-07-058

Standaxd Offer 2: Suspension and Reinstatement

D.86-03=-069
D.86-05-024
D.36~11-071

D.87-09=-025
D.87~11~024
D.87-12=056

D.89=-02=-017

D.89=07~022

- D.89=08-031 .

Development of the Resource Plan-based Offer
(Final Standaxd Offex 4) :

D.85-07-022
D.86=07-004
D.86-10-030
D.87~05~060

" ”

D.93035

D.93364

D.82-04-087
D.82-07-021
D.83=~05-043
D.83=05-047
0.83-06-109
D.84=05-057
D.86~03-030
D.86-06-060

Energy Reliability Index (ERI)
v Va) {on Mothod

D.86-11-071

e

D.87-11-024
D.88-03-026
D.88-03=079
D.88-09-026

»

D.86-07-032
D.86-08-017
D.86~09-040
D.86-10-039
D.86~-10-044

D.86-12-018

D.86-12-061
D.86-12-062
D.86-12-098
D.86~12-100

D.88-03=079

D.89-07=045
D.90-03-060

D.87-01-049

D.87-03-068
D.87=05=065

D.87=-07-086
D.87-08=-047
D.87=09-~074.
D.87=09-080
D.87=-10~-038

D.87=11-063 .

{Curtailment)

D.88~-03-036

D.89-06-048
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X. Qut-of-Service Area OFs
D.88=04=-070 D.88=09~-067
XX. Aveidable Gas Costs
D.88=-07-024 D.89=09-099 D.90=-12-028

: Adnini .
D.88-10-032 in R.88-06-007 (Guidelines)

(END OF ATTACHMENT 2)
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STANDARD OFFER 1: Variable Capacity and Energy .
The QF’s energy and capacity are sold on an-as=-available

basis, meaning that the amount and time ¢f delivery of the energy
is not quaranteed. The QF is paid full short-run avoided energy
cost, plus current shortage cost, on-a per kilowatt-hour -basis, for
all energy delivered to the utility. Energy and shortage-costs are
updated quarterly and annually (respectively), with the- energy cost
based on the incremental energy rates established in the utility’s
last fuel offset proceeding: and the expected fuel costs for that
quarter. Shortage costs are based on the utility’s cost of a:
combustion turbine. This contract is used by all technologies, but
particularly wind, due to the uncertain nature. of that resource.
STANDARD _OFFER 2: Firm Capacity and Variable Energy S

The QF’s capacity is sold on a firm basis, meaning that
an amount of capacity is guaranteed to be available to.the: utility
during its peak load period. The capacity payments are based on
levelized, forecasted shortage costs, which are stated in the
contract and are fixed for the life of the contract. Energy prices
are the same as in Standard Offer 1. . Many cogenerators and biomass
QFs hold Standard Offer 2 contracts.. . o

SIANDARD OFFER 3: Variable Capacity and: Energy From QFs Not
More Than 100 K;lowatts o

This offer is the same as Standard Offer 1 in: pract;ce,g
but the contract terms and QF respons;b;l;tles are less involved,
due to the small size of the facilities. -

. l/ Source: D.88-09-026 (in A.82-04-44 et al.), Appendix D.
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Long-term' Capacity and Enexgy, Based on
Forecast of Short=-run Marginal Cost

This offer has fixed payment rates over long-time spans-: -
(up to 10 years). There are three energy payment.options and two
capacity options. : R : o e

Energy Option 1)  Energy prices are fixed and are based
on forecasted avoided energy costs.. The QF can choose to have 2
nix of forecasted and current short-run avoided costs for the.
energy price, with oil & gas-fired-cogenerators limited to.20% of .
the price being based on the forecasted prices.

Energy Option 2) This is similax.to optmon 1, except
that the forecasted energy prices are.levelized and oil & gas-
fired cogenerators may not use this option-at all. NP

' Energy Option 3) Energy prices are based on flxed,
forecasted utility incremental energy rates and utility oil- & gas -
costs. Payments are made based on short-run costs, then-adjusted
at the end of the year to reflect the forecasted prices.: This _
option is used by cogenerators and is designed to-.have the energy
price reflect changes in fuel costs. TSIy T

Capacity Option 1) .As-available: The QF can - choose
payments based on either short-run shortage costs, or flxed,”-
forecasted shortage costs, which are not-levelized.- .- = .. . ,

Capacity Option 2) Flrm.J Payments are based on flxed,mﬁ
forecasted, levelized shortage costs.
EIEBIL§IBHDBBD_QEEEB_£ ' Long~term Capacity and: Energy, -Based on

Avo;dable Resource

See Attachment 3.

(END OF ATTACHMENT 3)
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me/

Unlike the short-run standard offers and the 'intorim
long=-run standard offer, final Standard Offer 4 derives from the '
respective utility’s resource plan (including potential new plant
construction, refurbishments, power purchases, etc.); as reviewea"
by the Commission in a biennial update”proceeding."Pricing*hndér
final Standard Offer 4 varies accordlng to when the QF- comes o
on-line. During Period 2, the QF avoids a specific utility
generation resource, and the QF receives paymcnts'basedioh the
fixed and variable costs of the avoided resource. If the QF comes
on-line in Period 1, i.c., before the date when the avoided
resource would have begun delivery of electrxczty; the QF meets
near-term demand growth, and therefore the QF recc;ves short-run
marginal cost-based payments until the start of Period 2. - The
Commission considers uncertainties and procurement strategies for
each utility in determining a megawatt (MW) limit at each ‘update
proceeding. Whenever the capacity of QFs seeking final Standard
Offer 4 contracts from a given utility exceeds' that utlllty's MW
limit, the available contracts are allocated through blddlng. The '
utilities are also authorized to pay OFs additional sums for =~
providing performance features (e.g., downward dlspatchablllty-at
the ut;llty s direction) not otherwase requlred under the standard
offers.’ ' SR '

U T

We have adapted the following chrohOIOgical“oveEViéw‘frdﬁ°
prior orders. We think the details of the flnal Standard’ Offer 4
resource planning process are more easaly grasped wnth the total -
desxgn zn mlnd. : : SRS

I
O

l/ Source: D.88=-09-026 (in A.82-04-44 et al.), Appendix A.
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Step 1: zng;g;ili:z_gppligg;ign{ Following the latest
Electricity Report of the California Energy Commission. (CEC), the
Pacific Gas and Electric Company, the San Diego Gas & Electric.
Company, and the Southern California Edison Company each file a |
resource plan, with a l2-year. plannlng horizon. The plan 1dent;f1es
within the herizon those potentmal resource addltlons that the ,
applicant believes are cost-effective for its system. The plan
states the costs associated with each such resource and the point
in the planning horizon when that resource. becomes cost-effectlve.‘w
The plan also states all relevant asuumptxons., The applzcant .
presents its assumptions in internally cons;stent ”scenarlos. _ .The
latest CEC Electrzc;ty Repoxt forecasts give the supply and demand
assumptions for the base case scenario. The applicant may alsom
file additional scenarios, or otherwise deal with the range of
uncertainties underlying the forecasts, in order_ﬁo'expiciﬁ_the
applicant’s preferred procurement strategy. | | ,N‘ . ”

Step 2: Heaxings on the utility applications. The
Commission’s staff and other participants critique each resource
plan. They may note internal xnconsmatencles in any of the
applicants’ scenarios, present alternative scenar;os of thelr own,
criticize the applicant’s assessment of uncertamnty, and challenge'
the reascnableness of an applicant’s assumpt;ons._ They also check '
that the applicants have correctly implemented the CQmm1551on' _ ‘
cost-effectiveness methodology. Finally, these participants may
explain their choice of the scenario best sulted to the .. .
determination of avoidable plants.,”m -

Step 3: mission determination of aveoidable plax £
the respective utilities. Awoidable plants are essenﬁiaiiyﬁihe
cost-effective baseload or intermediate resource additions
appearing in the first eight years of the resource plan that is
preferred by the Commission. This choice is the key Commission act
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in the long-run standard offer process. - The Commission makes this
choice according to the following criteria, among others: .Are the.
plan and underlying assumptions plausible (i.e., intermally: .. . . .=
consistent and reasonable, given known forecast uncertainties)?
Does the plan expose ratepayers to unnecessary risks, either of - .
premature commitments or of shortages? Is the plan consistent with
energy requlatory goals and policies? The Commission decision
comes about five months after filing of the applications.

Step 4: Ihe utilitics’ solicitation process and OF
auction. After making any modifications ordered by the Commissien,
the utilities announce the availability of long-run standard offer
contracts based on the capacity and the fixed and variable costs of
the avoidable resource(s). QFs have a three-month solicitation
period to respond. Each interested QF indicates (1) the resource
that the QF sceks to avoid, (2) the QF’s own technology and
capacity, and (3) the QF’s bid, which is the lowest percentage of
the resource’s fixed costs that the QF would be willing to accept.
The bid cannot exceed the resource’s fixed costs. The utility
opens the responses at the end of the solicitation period. If QFs
seeking to avoid a resource do not cumulatively exceed the
resource’s capacity, all these QFs are offered contracts at the
full fixed costs of the resource. If such QFs do exceed the
resource’s capacity, contracts up to that MW limit are offered to
the low-bidding QFs, and they receive that percentage of the
resource’s fixed costs bid by the lowest losing bidder. (This is
known as a ”“second price” auction.) Contract signing occurs after
the winning bidder complies with the prerequisites of the QF
Milestone Procedure, roughly one year after the utility
applications.




[ T I ‘o
gt 3 e

1.89-07-004 ALJ/KOT/3jft

he long-run - standard offer.:::-The:. . -:
update is scheduled every two years-and follows each CEC .- -
Electricity Report. The utilities file new resource plans, and ‘
Steps 1 through 4 are repeated, with . such modifications to the .~
process as the parties may suggest and the Commission approves. - ..
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(END OF ATTACHMENT 4) .-~ > 050 :

' R S




1.89-07-004 ALI/KOT/jft

ATTACHMENT 5

Public Otilities Code Section 701.1
Added by Asscmbly Bill 3995 (Sher),

701.1 (a) The Legislature finds and declares that, in
addition to other ratepayer protection objectives, a principal goal
of electric and natural gas utilities’ resource planning and
investment shall be to minimize the cost to society of the reliable
energy services that are provided by natural gas and electricity,
and to improve the envireonment and to encourage the diversity of
energy sources through improvements in energy efficiency and
development of renewable energy resources, such as wind, solar, and
geothermal energy.

(b) The Legislature further finds and declares that, in
addition to any appropriate investments in energy production,
electrical and natural gas utilities should seek to exploit all
practicable and cost-effective conservation and improvements in the
efficiency of energy use and distribution that offer equivalent or
better system reliability, and which are not being exploited by any
other entity.

(¢) In caleculating the cost effectiveness of energy
resources, including conservation and load management options, the
commission shall include a value for any costs and benefits to the
environment, including air quality. The commission shall ensure
that any values it develops pursuant to this section are consistent
with values developed by the State Energy Resources Conservation
and Development Commission pursuant to Section 25000.1 of the
Public¢ Resources Code. However, if the commission determines that
a value developed pursuant to this subdivision is not consistent
with a value developed by the State Enérgy Resources Conservation
and Development Commission pursuant to subdivision (¢) of Section
25000.1 of the Public Resources Code, the commission may
nonetheless use this value if, in the appropriate record of its
proceedings, it states its reasons for using the value it has
selected.

(END OF ATTACHMENT 5)




