BEFORE THE PUBLIC UTILITIES COMMISSION

OF THE STATE OF CALIFORNIA

Order Instituting Rulemaking to Integrate Procurement
Policies and Consider Long-Term Procurement Plans.

R.06-02-013
(Filed February 16, 2003)

PRE-WORKSHOP PROPOSAL OF THE INDEPENDENT
ENERGY PRODUCERS ASSOCIATION

Steven Kelly, Policy Director
INDEPENDENT ENERGY PRODUCERS
ASSOCIATION

1215 K Street, Suite 900

Sacramento, California 95814

Telephone:  (916) 448-9499

Facsimile: (916) 448-0182

E-mail: steven@iepa.com

Date: March 7, 2006

GOODIN, MACBRIDE, SQUERI,
RITCHIE & DAY, LLP

Brian T. Cragg

505 Sansome Street, Suite 900

San Francisco, CA 94111
Telephone:  (415) 392-7900
Facsimile: (415) 398-4321
Email: bcragg @ gmssr.com

Attorneys for the Independent Energy Producers
Association



BEFORE THE PUBLIC UTILITIES COMMISSION
OF THE STATE OF CALIFORNIA

Order Instituting Rulemaking to Integrate Procurement R.06-02-013
Policies and Consider Long-Term Procurement Plans. (Filed February 16, 2003)

PRE-WORKSHOP PROPOSAL OF THE INDEPENDENT
ENERGY PRODUCERS ASSOCIATION

Pursuant to the schedule established in the “Administrative Law Judge’s Ruling
Setting Prehearing Conference and Setting Workshop on Review of Policy Proposals to Support
New Generation,” issued on February 23, 2006, as modified at the prehearing conference on
February 28, 2006, the Independent Energy Producers Association (“IEP”) submits its pre-
workshop proposal on new policies needed to support new generation.

I INTRODUCTION

The order instituting this proceeding set as the first order of business a review of
additional policies needed to support new generation and long-term contracts in California.
Placing this emphasis on identifying what is needed to support new generation and long-term
contracts is an implicit recognition that the state continues to have a problem attracting
investment in new generation.

The questions posed in the ALJ’s Ruling focus on how the costs of new
generation and long-term contracts should be allocated among parties that may benefit from
these resource additions, and reflect the perception that cost-allocation issues have impeded the

building of new generation infrastructure (except for new facilities supported by the investor-



owned utilities (“IOUs”) under a cost-of-service mechanism). Cost-allocation issues are
important, but they are not the sole impediment to new generation investment in California.
Certainly from the perspective of independent power producers (‘“IPPs”), a narrow focus on cost-
allocation issues in this first phase of the Commission’s long-term procurement proceeding will
miss a critical opportunity (a) to send the proper signals to the investment community regarding
new generation in California, and (b) to send the proper signals to ratepayers regarding the
Commission’s interest in placing construction and operation risk on plant operators and
developers rather than on consumers.

Accordingly, IEP urges the Commission to focus this phase of the proceeding on
answering the question:

e  What additional policies are required to spur investment in generation that
do not unnecessarily shift risks to ratepayers or increase the potential for
stranded cost recovery underwritten by ratepayers?

More specifically,

e  What is it about the California energy market and procurement process that
fails to produce long-term contracts with developers who are willing to shift
considerable risk away from ratepayers?

Independent power producers continue to offer significant benefits to ratepayers
and California energy markets. They are willing to develop power plants without shifting the
risks of planning, development, construction, and decommissioning to ratepayers. They bear the
costs of unsuccessful proposed projects without seeking or expecting compensation from
ratepayers. They bring a competitive outlook and innovation to an industry segment that was

technologically complacent. They have commercialized renewable resource technologies. They



were the driving forces behind improvements that have lowered the heat rates of gas-fired power
plants significantly, resulting in economic and environmental benefits.

Despite the benefits offered by IPPs, few IPP projects are actually being
constructed today, apart from a limited set of units selected in the separate Renewable Portfolio
Standard (“RPS”) process.1 If the problem were solely one of cost-allocation, then no projects
would be moving forward, but cost-allocation issues have not deterred the planning,
construction, and completion of utility-owned projects as evidenced by the fact that most utility-
sponsored projects are moving forward expeditiously. Something is wrong with California’s
procurement policies or at least with the implementation of those policies when only one sector
of the industry is able to advance its infrastructure investment plans.

IEP offers a series of recommendations to improve the climate for investment in
new generation in California and to promote the long-term contracts that will support new
generation in the current market structure. In summary, IEP recommends that the Commission

should:

e Reaffirm that all-source solicitations are the preferred mode of procurement, and

stop allowing exceptions to overcome the rule.

¢ Improve the Request for Offers (“RFO”) and evaluation process to ensure that

IPPs and IOUs are treated equally and fairly:
» Add transparency to the resource planning process.

» Ensure that the timing of RFOs and bid response dates does not unfairly favor

utility or affiliate projects.

» Ensure that the bid evaluation process does not explicitly or implicitly favor

" With the notable exception of some renewable projects, the only long-term contract awarded to
a large IPP project since the utilities resumed procurement responsibility was SDG&E’s 10-year
contract for the output of Calpine’s Otay Mesa power plant, and that arrangement may soon be
converted into conventional utility ownership.



utility or affiliate projects.
» Revisit and eliminate the role of debt equivalence in the procurement process.

» Ensure that collateral and replacement power provisions in contracts are

reasonable.
» Equalize the credit requirements imposed on IPP and IOU projects.
e Exert the Commission’s authority to improve market design:
» Establish an efficient capacity market.
» Develop tradable Renewable Energy Credits.
» Link real-time and forward markets.
» Enforce and verify compliance with RPS requirements.

e Take advantage of the private capital markets’ willingness to finance new
generation if the current obstacles are removed, and free up utility capital for

investment in transmission and distribution upgrades and expansions.

e Reduce the rate of return on utility investments in generation to reflect the

decreased risk of cost recovery after the enactment of Assembly Bill (“AB”) 57.

e Review and tighten the affiliate transaction rules for procurement-related

transactions.
These recommendations are explained in more detail in the remainder of this
proposal.

II. BACKGROUND

The Commission’s long-term procurement decision, Decision (“D.”) 04-12-048,
represents the latest major decision on procurement matters adopted by the Commission. That
decision went into considerable detail about how future utility procurements of generating
resources were to be conducted. In particular, the Commission determined the following:

e Utilities were to undertake procurement primarily or exclusively through



competitive all-source solicitations open to all resources, including conventional
generation, renewable generation, turnkey proposals, buyouts of existing plants,

and power purchase agreements (“PPAs™).”

e [PPs, utilities, and utility affiliates were to compete directly in the solicitations.
“PPAs and utility-owned resources need to participate in the same all-source open
solicitations . . . . The idea that all-source solicitations were to be the primary
vehicle for utility procurement was underscored by the statement that “[u]tility-

owned resources that are selected in a solicitation will be eligible for Cost-of-

Service ratemaking (future plant additions, annual O&M expenses, etc.).”™

e Even proposals for conventional utility-sponsored plants that required a
Certificate of Public Convenience and Necessity (“CPCN”) from the Commission
were to be tested in an all-source solicitation. Utilities “will not be allowed to file

a CPCN for a project unless it was selected in a solicitation.”

On the whole, D.04-12-018 provided positive signals to IPPs and to private equity
markets that often assist in the financing of new generation infrastructure.® However,
procurement activities after the issuance of D.04-12-048 have not met IPPs’ initial expectations.
To understand how IPPs’ perception of the risks and benefits of investing in California could
shift from the initial optimism resulting from D.04-12-048, the Commission must recognize that
much of this perception derives not from the Commission’s broad procurement policy decisions,
but rather from the implementation of those policies. To begin to understand the origin of

California’s problems, the Commission should review the track record of procurement to date,

2 D.04-12-048, pp. 126, 140-141, 237 (Ordering Paragraph 3).
3 D.04-12-048, p. 139.

4 D.04-12-048, p. 141 (emphasis added).

> D.04-12-048, p. 141.

® IEP filed a Motion for Clarification of D.04-12-048 on issues related to the role of the
Independent Evaluator, the selection and bid evaluation criteria, and exclusions of existing
generation. IEP also filed a Petition for Modification of D.04-12-048 presenting proposals for
improving the fairness of all-source solicitations.



including the results of the all-source solicitations, the RPS solicitations, and the successful
attempts to move projects to construction outside of the competitive procurement process.’

A. All-Source Solicitations

Southern California Edison Company (“SCE”). SCE conducted one all-source
solicitation for long-term capacity resources in SP15. After receiving proposals in response to
this solicitation, SCE withdrew the solicitation. Since the time SCE received competitors’ bids
and withdrew the solicitation, SCE affiliates have announced three new projects totaling 1,500
MW, all of which are located in SP 15. No new long-term solicitations have been announced.

Pacific Gas and Electric Company (“PG&E”’). PG&E conducted a long-term
all-source solicitation in 2005. To date, no results have been announced.

San Diego Gas & Electric Company (“SDG&E”). SDG&E conducted one all-
source solicitation in 2003, before the Commission adopted D.04-12-048. This solicitation
selected three generating projects. One winning project was the 500 MW Palomar Energy
Center, which is being constructed by an SDG&E affiliate and will be turned over to SDG&E
upon completion of construction. Once completed, Palomar will be a utility-owned plant, and
the cost of purchase will be recorded in SDG&E’s rate base. A second project, built by a third-
party firm, is a 50 MW peaking unit, which will also be owned by SDG&E upon completion of
construction. A third winning project was a 10-year power purchase agreement for the output
from the 585 MW Otay Mesa Power Plant owned by Calpine. Recent press reports indicate that
this project may be transferred to SDG&E to complete construction, own, and operate the facility

as a rate-based asset.

7 For purposes of this analysis and consistent with the scope of this proceeding, IEP is focusing
on long-term, rather than short-term, procurement practices.



B. RPS Solicitations

California’s RPS solicitations employ the Least-Cost/Best-Fit (“LCBF”)
evaluation methodology prescribed in Senate Bill (“SB”’) 1078 that integrates grid
interconnection costs into the determination of winners and losers.

SCE. SCE conducted a pre-RPS renewable procurement in 2003 and an
additional RPS procurement in 2005. The 2003 procurement resulted in eight signed contracts.
On December 7, 2005, SCE announced that six of the eight contracts were with projects that
either did not have final locations or had not begun the studies necessary to determine the cost of
interconnecting to the grid.® In the same filing, SCE indicated a low probability of meeting its
2010 RPS compliance goals.

PG&E. In its December 7, 2005 “Supplement to Pacific Gas and Electric
Company’s 2005 Renewable Energy Procurement Plan,” PG&E announced that “it is unlikely

that [PG&E] will achieve actual deliveries of 20 percent of its bundled retail sales by 2010”

(emphasis in original). Furthermore, PG&E states “it is unlikely that a sufficient quantity of
such new projects [i.e,. projects with contracts entered into in prior solicitations] will be on-line
and delivering energy as of January 1, 2010 so that 20 percent of all retail electricity sales in
2010 are supplied by RPS eligible resources.”

SDG&E. SDG&E has conducted a series of RPS RFOs. In its December 7, 2005
“Supplement to the Long-Term Procurement Plan,” SDG&E focuses primarily on transmission
and contingency planning. It does not speak directly to the probability of compliance with the

2010 RPS objectives. SDG&E’s March 1, 2006 compliance filing indicates that SDG&E is

® Southern California Edison Company’s Supplement to its Renewable Procurement Plan 2005-
2014, pp. 2-3, filed in R.04-04-026 on December 7, 2005.



meeting its annual procurement target for 2005. However, in neither report does SDG&E clearly
address the extent to which new generation (a) is contracted for (i.e., the quantity of MWs under
contract), (b) can become operational by 2010 or 2017, and (c) is deliverable without
construction of significant transmission upgrades and expansions.

C. Recent Utility Acquisitions Discourage Independent Investment in New
Generation

While some competitive RPS solicitations have been implemented since passage
of SB 1078, the bulk of the new resources that are being constructed today (or that are moving
expeditiously toward approval to begin construction) in California have been (or are being)
approved outside of the competitive procurement framework. Even projects that were selected in
a competitive solicitation are or soon will be utility-owned plants:

e The Mountainview Power Project: D.03-12-059 authorized SCE to acquire
Mountainview Power Company, LLC as a wholly owned subsidiary from
Sequoia Generating Company and to enter into a “cost-based contract
providing for recovery of investment, fixed and variable costs, and a regulated

rate of return, over the 30-year life of the contract.”

e (Contra Costa 8 (“CC8”): In Application (“A.”) 05-06-029, PG&E seeks the
Commission’s authorization to acquire the CC8 generation facility from
Mirant Corporation as part of a settlement of claims related to the Mirant
bankruptcy. PG&E also seeks a Certificate of Public Convenience and
Necessity, consistent with its intent to own and operate CC8 as a utility-
owned plant subject to conventional ratemaking treatment. The cost of

constructing this 530 MW facility would be recorded in PG&E’s rate base.

e Otay Mesa Power Plant: In D.04-04-011, the Commission authorized
SDG&E to enter into a 10-year power purchase agreement with Calpine

Corporation to purchase the output of the Otay Mesa plant. On rehearing, this

’ D.03-12-059, p. 5.



authority was affirmed in D.06-02-031. Calpine is now in bankruptcy, and it
appears that SDG&E will take a larger role in completing construction and
possibly ownership of the plalnt.10 The Otay Mesa Power Plant is a 585 MW
facility.

¢ Diablo Canyon Power Plant and San Onofre Nuclear Generating Station: In
D.05-11-026 and D.05-12-040, the Commission authorized PG&E and SCE,
respectively, to undertake steam generation replacement programs to correct
for degradation of steam generators and to extend the useful lives of these

utility-owned nuclear power plants to the end of their existing licenses.

® Palomar Energy Center: SDG&E will puchase this 500 MW plant from its
affiliate Sempra Energy Resources, under a turnkey arrangement, as
authorized in D.04-06-011. D.05-08-005 approved the cost recovery and
ratemaking mechanisms for Palomar, including recovery of the cost and

expenses that SDG&E incurred before actually acquiring the facility.

Thus, the major power investments in new generation assets that have received
long-term commitments from utilities in recent years are either partly constructed plants
purchased from financially troubled IPPs, turnkey projects purchased from utility affiliates, or
life-extension projects for existing utility-owned nuclear power plants. This pattern is not a
formula for attracting sustained IPP investment in California, as the order appears to recognize.
Equally significant is the fact that all of these plants will receive conventional cost recovery or a
contract-based simulation of conventional cost recovery. Ratepayers will bear nearly all the
costs (and, hence, the risks) associated with constructing or purchasing, operating, maintaining,
and retiring these plants. These investments total approximately $3 billion, which will be

unavailable to finance improvements to the transmission and distribution system and much of

10° At the Commission meeting of February 16, 2006, President Peevey stated that construction of
the Otay Mesa plant would be completed “under the auspices of SDG&E.”



which will be added to the utility’s rate base.

III. CURRENT PRACTICES SEND DISCOURAGING SIGNALS TO INVESTORS

Together, the state’s electric market design and procurement practices have
created an environment that fails to attract and sustain investment in new generation and have
created a series of incentives for utilities that conflict with the actions needed to support new
generation. The utilities’ nearly complete failure, with one disappearing exception, to enter into
long-term contracts that could support new generation constructed by IPPs has not gone
unnoticed by independent generation developers and the financial community. The revelation
that some of the winners selected in ostensibly competitive RPS solicitations did not have
locations or had not even taken the initial step of requesting interconnection studies suggests the
unsettling possibility that contracts are being awarded to projects that have little probability of
actually being constructed in a timely manner. The state’s inability to design and implement a
stable, efficient, functioning market also deters investment in California.

IEP recognizes that certain aspects of market design are not within the control of
the Commission. However, the Commission has authority over the procurement practices of its
jurisdictional utilities. Accordingly, while recognizing the vital importance of attaining a proper
market design within California, IEP will focus the remainder of its comments on policies that
are within the Commission’s authority to amend, remove, or implement and that will enhance the
prospect of attracting investment in new generation in California, when and where it is needed,
to the long-term benefit of ratepayers and consumers in California. Specifically, the
Commission must revise and implement its policies so that the incentives faced by participants in

California energy markets are aligned with the Commission’s goals.

-10-



A. Existing Incentives Undermine the Commission’s Commitment to Open,

Transparent, Competitive Procurements By Favoring Utilities and Affiliates

Existing incentives favor financial commitments by the IOUs to utility-owned or

utility-affiliated projects. As a result, these are the projects that advance to the Commission for

approval. The utilities have little financial incentive to promote the open, transparent,

competitive solicitations the Commission selected as the primary vehicle for procurement in

D.04-12-028. Thus, existing regulatory incentives undermine the Commission’s preferred

vehicle for procurement, the all-source solicitation. Examples of these incentives are as follows:

The earnings of regulated utilities are derived from the rate of return applied
to the rate base. Generating plants that are added to rate base help boost the

utility’s earnings. The larger the rate base, the greater the earnings.

Utilities’ payments under contracts with independent power producers are
passed through directly to ratepayers, and the utility earns nothing on these

contracts.

Contracts with utility affiliates produce earnings for the parent of both the

utility and the affiliate/seller.

The current tools to protect against abusive self-dealing or affiliate
transactions, including the Independent Evaluator (“IE”) and Procurement
Review Groups (“PRGs”), are inadequate. The IE is paid by the utility,11
which immediately raises the question of the IE’s true independence.
Similarly, at least one utility’s PRG includes representatives of the Coalition
of Utility Ernployees,12 who may have their own reasons for supporting

utility-sponsored projects.

The California Independent System Operator (“CAISO”) has taken on the role

of ensuring that shortages of supply are avoided, at least in the short term.

1'D.04-12-048, p. 136.
12 R.05-06-040, Tr. p. 341.
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The costs of the CAISO’s procurement are spread to all transmission
customers. An individual utility has less incentive to take action on its own to
guarantee against a supply shortage on behalf of its ratepayers if another entity

performs that function and spreads the costs more broadly.

® The timing of procurements is at the sole discretion of the IOUs. This
discretion raises the possibility that utilities might time procurements to fit the
development schedules of utility- or affiliate-sponsored projects. SCE’s long-
term procurement for SP 15 resources, for example, required indicative offers
to be submitted within 41 days of the issuance of the RFO, and projects had to
come on line between 2006 and 2008. That particular solicitation was
cancelled, but the timing and deadlines might have aroused suspicions if a
utility- or affiliate-sponsored project had emerged among the winners. The
lack, so far, of regularly conducted procurements can also lead to a reliance on
“unique, fleeting opportunities,” which are becoming a standard feature of

IOU procurement in California.

In combination, these incentives explain a great deal about why the Commission’s
procurement policies have failed to attract the desired level of investment in California. The
utilities have the financial incentive, ability, and latitude under the Commission’s decisions to
implement the procurement process to further their own objectives, at the expense of their
competitors and to the detriment of ratepayers. To fix the problem, the incentives must be
aligned with the desired solution.

B. Existing Policies For Open, Transparent, Competitive Procurements Are Not
Supported in Practice

The Commission in D.04-12-048 announced that all-source solicitations, where
utility-sponsored projects would have to compete directly with IPP proposals, would be the

preferred mode of procurement. Bilateral contracts were “discouraged,” but permitted on a case-
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by-case basis.”® In practice, the exception for bilateral contracts has overwhelmed the rule that
all-source solicitation would be preferred.

In spite of the consensus that California needs new generation, the results of all-
source solicitations for the long-term contracts that might stimulate investment in new generation
have been mixed. As noted above, SCE’s long-term RFO was withdrawn; the results of PG&E’s
long-term solicitation have not yet been announced; and the results of SDG&E’s solicitation
(which preceded D.04-12-048), at least with respect to new IPP development, were controversial,
resulting in a second round of Commission review and approval. Meanwhile, SCE’s affiliate
proposes to construct 1500 MW of new projects located in SCE’s service territory;14 PG&E has
asked for approval of what it characterizes as a bilateral agreement to purchase the CC8 plant
from Mirant; and it appears that SDG&E may purchase Otay Mesa from Calpine. Thus, the
emerging pattern is that rather than acquiring new resources through all-source solicitations, as
the Commission directed in D.04-12-048, utilities will acquire ownership or equivalent interests
in new resources through bilateral agreements or through the Commission’s approval of “unique,
fleeting opportunities.”

In the context of RPS solicitations, the methodology for determining winners and
losers in the RPS procurements, as prescribed by law, is the LCBF methodology designed to
specifically incorporate transmission factors and locational attributes. Yet the results publicly
released to date reveal that a surprisingly high number of contracts (and, presumably, MWs
associated with those contracts, although this information has not been made public) will require

significant transmission upgrades that apparently were not considered in the selection of winning

5 D.04-12-048, p. 141.

" IEP’s members are happy to compete against utility affiliate projects in all-source solicitations
if the solicitation and evaluation process is open, transparent, competitive, and fair.
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projects. This experience raises fundamental questions about the implementation of the
Commission’s RPS procurement practices:

* How can a utility conduct an evaluation of bids using the LCBF methodology,
which specifically requires the assessment of the costs of integrating the
generation unit into the transmission grid, when 75% of the “winners” fail to
provide the information needed to properly determine integration costs? What

are the standards for evaluation that permit this result?
Equally troublesome, in light of the utility admissions that attainment of the 2010 RPS goal are

problematic at best, are the unknown answers to the following questions:

* What happened to projects that were not selected as “winners” but that had
incurred the costs to provide the information needed for a proper evaluation of
integration costs (and included the recovery of those costs in their bids)? If
integration costs were properly considered for all bidders, would they have
been among the winners? Could these projects be operating and delivering

renewable power by 2010 to help meet the RPS goals?
At a minimum, this experience demonstrates the need for more transparency in
the RPS program, so that policymakers, consumers, and market participants are aware of the
extent of real progress toward meeting RPS goals.

C. Regulatory and Market Design Uncertainty Inhibit Investment in New
Generation

The Commission’s jurisdiction over wholesale market design is limited, but the
Commission nevertheless has an important voice on market design issues. Clearly, the current
market design has not produced adequate investment in generation in a timely manner. From a
policy perspective, and to provide greater certainty to generation investors, it is crucial to take
the following steps as soon as possible:

e Establish stable policies that ensure the commencement at a date certain of an

efficient, functioning capacity market for the procurement of short, medium, and

-14-



long-term capacity.

e Establish stable policies that ensure an efficient, functioning market for tradable
renewable energy credits as a complement to installed generation needed for RPS

compliance.

e Establish stable policies that result in clear synergies and linkages between real-

time and forward markets, including the day-ahead market.

e Establish stable policies that ensure that resources to meet RPS requirements are

measurable and verifiable.

A better, more efficient market design will support a more effective procurement
process and eliminate or lessen many of the problems of the current procurement
implementation.

IV. POTENTIAL SOLUTIONS TO IMPROVE INCENTIVES

To begin the process of attracting investment in new generation in California, the
Commission can and should take some immediate steps.

A. Commission Policies Should Be Targeted To Better Allocate Scarce Capital
for Needed Investment in Infrastructure, Including T&D

By definition, investment capital is limited. Presently, California, with its large
and growing economy, potentially has access to tremendous amounts of investment capital, but
current policies are undermining the state’s ability to tap the full range of sources of potential
capital. The Commission’s present policies fail to take advantage of the available capital “pools”
presented by the IPP sector and the IOU sector. If these two capital pools can be aligned to
complement, rather than compete with, each other, California has a much better prospect of
attracting investment capital to meet the state’s generation, transmission, and distribution
infrastructure needs.

Presently, however, these two capital pools compete and conflict, particularly in

-15-



the area of new generation infrastructure. Currently, IOUs are investing considerable capital in
the generation sector, an area where IPPs and private capital markets stand ready to invest if
deterrents are removed. however, utilities also face significant demands for capital investment
required to maintain and upgrade the transmission and distribution systems (T&D”’). Unlike
generation, T&D represent natural monopolies where there are not willing independent investors
who are eager to shift risks away from ratepayers. When IOU capital is expended on generation,
that capital is not available to invest in T&D. By removing the obstacles to IPP investment in
generation, the Commission could free up capital needed to improve the state’s T&D systems
and benefit ratepayers by reducing the risk associated with generation that would otherwise fall
on them.

Thus, the diversion of utility capital from T&D to an area (generation) that could
otherwise attract [PP investment:

e creates inadequate investment in T&D,

* unnecessarily discourages and displaces IPP generation investment,

e creates the incentives for IPP capital to be invested elsewhere (e.g., Texas,

Colorado), and
® shifts generation risks onto ratepayers and away from private capital markets.
Not to take advantage of the willingness of private capital markets to help finance the
construction of new generation, from society’s perspective, is not terribly efficient, particularly
when congestion on the transmission system can greatly increase the costs of delivering power
and undermine the reliability of the entire grid.

B. Commission Policies Toward Affiliate Transactions Must Be Effective

In 2002, the Commission conducted a detailed consideration of the issues of

utility transactions with affiliates. This investigation culminated in D.02-10-062, which imposed
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a moratorium on procurement transactions with affiliates, beginning on January 1, 2003. The
Commission also adopted minimum standards of behavior, including Standard 1:

Each utility must conduct all procurement through a competitive
process with only arms-length transactions. Transactions
involving any self-dealing to the benefit of the utility or an
affiliate, directly or indirectly, including transactions involving an
unaffiliated third party, are prohibited.

In D.04-01-050, the Commission’s initial decision on long-term procurement, the
Commission again addressed the problems related to affiliate procurement transactions, and
concluded:

We do not have the same level of oversight and authority over
affiliate transactions that we do over direct utility operations. We
recognize that cross-subsidies and anti-competitive conduct has
occurred in the past in affiliate procurement transactions and that it
could occur in the future under the market structure we adopt here.
The most direct and effective means to avoid any potential conflict
of interest is to simply prohibit the transactions. However, we will
grandfather already existing contractual relationships with
affiliates (e.g., QF contracts) for the life of the existing plant in
order to ensure that existing resources with such relationships can
continue to serve California. The holding companies and affiliates
of each utility should plan for future generation investment to be
made outside of the utility’s service territory and sold to other load
serving entities."

In D.04-12-048, however, the Commission revisited the affiliate transaction issue
and reached a different conclusion:

Given our desire to consider all competitive options, instead of
continuing the ban, and carving out exceptions for unique
resources from time to time, we now find that it is in the best
interest of the ratepayers and consumers to allow for a full vetting
of all available resources in a RFP. We will institute appropriate
safeguards for the solicitations for long-term transactions, in part
through continuation of utility PRGs and through the use of IEs.
Such safeguards can protect consumers from any anti-competitive
conduct between utilities and their affiliates. Therefore, by this

5D.04-01-050, p. 71 (footnote omitted).
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decision we lift the ban on long-term affiliate transactions for
transactions entered into through an open and transparent
solicitation process. However, we maintain the ban on short-term
transactions because the short-term market moves too fast and
there is too great of a potential for abusive self-dealing, with little
or no possibility for Commission oversight of these types of
transactions.'®

IEP has previously noted how recent procurement decisions by the IOUs have
taken place outside of the all-source solicitation framework that was intended to provide the
openness, transparency, and competition that the Commission desired, and how nearly all of the
utilities’ long-term commitments are to projects that are [OU-owned, IOU-turnkey, or IOU-
affiliate projects. As a result ratepayers are required to assume considerable risks associated
with projects that receive a nearly guaranteed return on investment and recovery of variable costs
for lengthy periods (30 years or the life of the plant).

In light of these developments, it is time for the Commission to revisit its rules
regarding procurement-related affiliate transactions. The Commission’s primary tools for
protecting against affiliate abuse—the IE and PRG—have not yet been shown to be effective.

As noted above, there are reasons to suspect that the IE and PRG may not work as intended when
affiliate transactions are involved. At this point, it is unclear whether these protections will be
adequate to root out and expose the potential for affiliate abuse.

What is perfectly clear at this point, however, is that the Commission must ensure
that no favoritism occurs in the procurement process when affiliates are involved. If utility
projects or affiliate proposals are allowed to compete with IPPs in solicitations where the utility

retains the primary power to select winners, it must be beyond dispute and transparent to all

1D.04-12-048, pp. 128-129.
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participating parties that the winning projects are selected on a fair and unbiased basis."’

C. RFOs Must Be Open and Transparent, and Competition Must Be Fair

To achieve the open, transparent, competitive procurements called for in D.04-12-
048, the Commission must ensure that individual utility RFOs are conducted in a manner that
attracts the participation of many bidders. If IPPs have reason to believe that they face an “un-
level” playing field, IPP investors will focus their development teams in other areas of the
country, and IPP investment in new generation in California will be thwarted.

To counter this effect, the Commission’s policies must ensure the following:

e Resource planning must be transparent.'® Development of new generation
requires foresight and planning. Site control and preparation, interconnection
studies, equipment purchases, preliminary engineering, etc., are critical to
building and operating a new facility in a timely and cost-effective manner.
These critical pre-construction steps are vital, and much of the work can be
accomplished in advance of actual RFOs, if developers have some sense of the
future, long-term needs of the load-serving entities. Such advance knowledge

should not be restricted to utility planning or project development departments.

¢ RFOs must provide sufficient time for bidders to develop feasible responses.
RFOs frequently give bidders only a short time (30-90 days) to respond.
Particularly in an environment in which market participants have little access to
utility long-term planning information, RFOs with limited response times

minimize participation in the RFO and will tend to favor utility-sponsored

' IEP notes that the Commission may soon be forced to confront this issue squarely, because
Edison Mission Energy, an affiliate of SCE, filed Applications for Certification with the
California Energy Commission for two 500 MW projects late last year (Walnut Creek and Sun
Valley), and Edison Mission Group recently announced that it intends to develop another
proposed 500 MW project in partnership with BP. All of these plants are within or near SCE’s
service territory and may be expected to participate in future SCE solicitations.

'8 [EP recognizes that the Commission’s rulemaking on confidentiality (R.05-06-040) is related
to the transparency of planning. A draft decision in the confidentiality proceeding is expected at
the end of this month.
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projects.

The bid evaluation process must be fair for all bidders. To date, [OUs have
shown a greater willingness to enter into long-term commitments for utility- or
affiliate-sponsored projects than with IPP competitors. For example, in the
SDG&E RFO, the SDG&E turnkey facility (Palomar) received a life-of-the-plant
commitment while the IPP facility (Otay Mesa) received a 10-year contract. The
length of the commitment term affects many of the other components of a
proposal. For example, if recovery of the capital costs of a plant can be spread
over 30 years, the bid for that plant will be lower than for an identical plant that
must recover the bulk of its capital costs over ten years. The difference in
commitments or contract terms must be accounted for in the evaluation process to

permit a fair comparison of different projects.

Procurement solicitations should be developed in collaboration with
prospective bidders. Many of the problems that have arisen in utility RFOs
likely could have been averted if the potential bidders had been consulted
beforehand. Well-designed solicitations will attract more bidders, and the

increased competition will benefit ratepayers.

Rates of return for generation investment should be reduced. Under AB 57,
which added section 454.5 to the Public Utilities Code, utilities receive assured
recovery of the costs of purchases that are the result of competitive procurement
processes or that meet Commission-specified standards and criteria. If IOU-
owned and IOU-turnkey projects are allowed to participate in procurement within
the IOU’s service territory, and those projects are assured an essentially risk-free
return of and return on investment, then the utility’s rate of return should be
reduced accordingly. For IOU projects freed from the risk of recovery of

investment costs, the ratepayers should see some concomitant benefits.

Penalties for non-compliance with the RPS program should be enforced.
The RPS program is a potentially effective driver for new generation
infrastructure in California. The experience with the RPS to date is not

encouraging, however, as the three large IOUs express doubt about their abilities
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to meet 2010 RPS goals, and projects are selected through a bid evaluation
process that apparently overlooks the costs of interconnection and transmission
upgrades. Unless they face real financial penalties, however, entities subject to
the RPS requirements will have no compelling need (or desire) to achieve
compliance in a timely manner. The Commission must follow through on its

determination to impose penalties for non-compliance with the RPS requirements.

e C(Costs associated with debt equivalence should be treated as a cost of capital
matter, rather than a procurement matter. The Commission has recognized
that certain credit rating firms employ a debt equivalence factor to evaluate the
effect of contracts on the utility’s financial structure. Compensating for this debt
equivalence is a proper function of the Commission’s cost of capital review. Debt
equivalence should not, however, be employed in the procurement process to give
an automatic advantage to utility-sponsored projects over long-term contracts
with independent power producers. The Commission’s decision in D.04-12-048
to consider debt equivalence in the procurement process has resulted in a process
that has a built-in bias toward utility-owned projects with no corresponding
recognition of the risks ratepayers assume with utility-owned projects. The
Commission indicated in D.04-12-048 that it would reconsider the debt
equivalence issue as it gained experience.'” The experience to date, as described
throughout this proposal, has not stimulated new generation and long-term
contracts with entities other than utilities and utility affiliates. It is time for the

Commission to reconsider its treatment of debt equivalence.

¢ Replacement Power and Collateral Requirements Must Be Reasonable. The
current replacement power collateral requirements demanded by utilities are a
significant barrier to the development of new generation and long-term contracts.
The replacement power provisions have greatly increased in recent years, and the
use of “mark to market” pricing means that less expensive projects have the
greatest replacement power requirements. These disproportionate collateral

requirements can only be meet at a high cost to the IPP developer, and these high

'D.04-12-048, p. 145.
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costs will ultimately be reflected in prices to consumers.

¢ Credit and Collateral Requirements Must Be Comparable. If collateral to
cover the cost of replacement power for the life of the contract is a requirement
imposed on IPP developers, then the same requirement should be imposed on
IOU development interests as well (rather than imposing it on ratepayers as, is
currently done under the cost-of-service model to support IOUs’ investment in

new generation).*’

As the preceding discussion has demonstrated, the current set of incentives has
not and will not create an environment that will result in new generation in California. If the
Commission wants utilities to develop balanced portfolios with a mix of contracts terms,
technologies, and cost-recovery mechanisms in a timely and cost-effective manner, it must alter
the incentives to which utilities respond. Otherwise, the status quo, as characterized by
inadequate generation and T&D infrastructure investment, will persist.

V. CORRECT INCENTIVES LEAD TO CORRECT COST ALLOCATION

As noted above, cost-allocation issues are important, but they are not the sole
impediment to new generation investment in California. Certainly from the perspective of IPPs,
a narrow focus on cost-allocation issues in this first phase of the Commission’s long-term
procurement proceeding will miss a critical opportunity (a) to send the proper signals to the

investment community regarding new generation in California, and (b) to send the proper signals

20 In a recent RPS RFO conducted by SCE, credit collateral was limited to $50/MWh. In
addition, SCE in its 2005 RFP requested a large credit facility to guarantee replacement power
payments. IEP estimates that a 20 MW geothermal plant producing 170,000,000 kWh/yr has an
$8.5 million annual liability if it completely fails to operate. Without some limitation, over a 20-
year PPA term, providing collateral to cover the cost of replacement power could amount to a
$170M liability — almost three times the capital cost of the project. Tying up capital for this
length of time and to this extent increases the cost of constructing a new generation plant for
IPPs, but not for I[OUs under current ratemaking practices. This type of credit requirement not
only is an impediment to construction to new generation, it also clearly skews competition
between IOUs and IPPs in favor of the IOUs.
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to ratepayers regarding the Commission’s interest in shifting construction and operation risk to
plant operators and developers rather than consumers.

Issues of cost allocation arise when the utilities incur costs for products that are no
longer needed to serve ratepayers. The example that is more often cited arises if the utility enters
into a long-term contract to serve bundled ratepayers, but some of those customers later depart
bundled service for direct access or community choice aggregation, leaving the remaining utility
ratepayers to absorb the costs of capacity that is no longer needed to serve bundled customers.
Similarly, if IOUs procure reliability services (e.g., capacity or ancillary necessary to support
local grid reliability) on behalf of other beneficiaries, then the costs to secure these services
should be properly allocated to the beneficiaries. 1EP repeats, however, that these services have
historically been procured by the IOUs and continue to be procured today (in the form of IOU-
owned new generation projects), and the question of cost-allocation has not been raised in these
instances.

A related set of cost allocation issues arise for stranded costs—costs that are
above the level that are supported by market price signals. Clear cost-allocation procedures are
necessary, because if the investment that is required of the utilities is priced at a level higher than
the market price signals support, and the utilities will seek regulatory assurance that the
investment—which by market standards is already stranded—can be recovered.

Once the market is designed correctly and the correct procurement incentives are
in place and correctly implemented, much of the concern about stranded cost and cost allocation
will disappear. For example, if the utilities’ portfolios contain a mix of contract terms for
products and services that are hedged through wholesale market transactions, the utilities will be

better able to adjust to changes in load. In addition, if a market for tradable capacity products
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exists, excess capacity can be sold in the market (or additional capacity can be purchased). This
ability to fine tune capacity purchases to fit needs will greatly reduce the potential for stranded
Ccosts.

Similarly, if the procurement incentives encourage procurement of renewable
generation and a system of tradable renewable energy credits (“RECs”) exits, utilities with ample
renewable resources can efficiently help meet the RPS requirements for other utilities. Tradable
RECs will also facilitate the participation of renewable projects in all-source solicitations, as
renewable developers can offer the output from their facilities in direct competition with other
generation technologies, and recover the value of their renewable attributes through the sale of
tradable RECs. Tradable RECs can also avoid unnecessary transmission upgrades that are not
required to meet local load, but only to allow the delivery of renewable power from one area to
another.

VI. SUMMARY OF RECOMMENDED POLICIES AND ACTIONS

IEP has gone on at some length to explain why existing procurement policies and
practices have not resulted in new investment in generation and long-term contracts that might
support new generation. IEP’s recommendations can be summarized as follows:

e Reaffirm that all-source solicitations are the preferred mode of procurement, and

stop allowing exceptions to overcome the rule.

¢ Improve the RFO and evaluation process to ensure that [PPs and IOUs are treated

equally and fairly:
» Add transparency to the resource planning process.

» Ensure that the timing of RFOs and bid response dates does not unfairly favor

utility or affiliate projects.

» Ensure that the bid evaluation process does not explicitly or implicitly favor

utility or affiliate projects.
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» Revisit and eliminate the role of debt equivalence in the procurement process.

» Ensure that collateral and replacement power provisions in contracts are

reasonable.
» Equalize the credit requirements imposed on IPP and IOU projects.
¢ Exert the Commission’s authority to improve market design:
» Establish an efficient capacity market.
» Develop tradable RECs.
» Link real-time and forward markets.
» Enforce and verify compliance with RPS requirements.

e Take advantage of the private capital markets’ willingness to finance new
generation if the current obstacles are removed, and free up utility capital for

investment in transmission and distribution upgrades and expansions.

¢ Reduce the rate of return on utility investments in generation to reflect the

decreased risk of cost recovery after the enactment of AB 57.

¢ Review and tighten the affiliate transaction rules for procurement-related

transactions.

VII. RESPONSE TO THE QUESTIONS POSED IN THE RULING

The Ruling posed a series of questions and asked parties to respond to the
questions as part of their proposals. IEP offers its response in the following paragraphs.

(1) Is there a need for the State to adopt additional policies to support the
development of new generation and long-term contracts in California? If so,
describe a policy proposal that serves that goal, such as the consideration of a
transitional and/or permanent cost allocation or alternative mechanisms that
would serve the same goal. Proposals should include detailed information about
how costs and benefits of new generation contracts will be allocated and shared,
how the policy will be implemented, over what timeframe, and with what
safeguards.

IEP’s response to this question has been presented in detail in the earlier sections

of this document.
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(2) Is there a need for the Commission to act on the proposal urgently? What are the
relevant timelines that will be affected by the Commission’s action on this
proposal? Are there new generation projects or solicitations that will be delayed if
this proposal is not acted upon?

The urgency of taking action to improve California’s energy situation increases
with every passing day, as load continues to grow, aging power plants move closer to retirement,
and new generation fails to materialize. Not all of IEP’s recommendations can be implemented
immediately, but beginning to act on these policies immediately will signal investors and
developers that California is serious about improving the investment climate in the state.

(3) Why is the existing regulatory authority insufficient to ensure that contracting for
new generation occurs?

As discussed above, the current incentives do not encourage utilities to contract
for new generation with independent power producers. Under existing incentives, utilities are
better off if they avoid contracting with IPPs and wait for plants that have been initiated without
contracts to be offered for sale at discounted prices. Moreover, adding generation assets to the
utility’s rate base produces earnings; contracting with IPPs does not.

(4) How will ratepayers be affected by adoption or rejection of the policies proposed?

Ratepayers will benefit in several ways. First, new investment in generation will
be stimulated. Second, ratepayers will benefit from improved reliability and continuity of
service. Third, competition among all varieties of generators will be encouraged, which will
benefit ratepayers by setting prices for power at competitive levels and spurring innovation and
greater efficiency. Fourth, contracts resulting from an open, competitive, and transparent
solicitation should shift generation risk from ratepayers to private capital markets.

(5) How much new generation would the new policies apply to? If the policies apply

to all contracts for new generation, on what date would application begin, and
until what date/event would it continue?

The recommended new policies would take effect as soon as they are adopted by

the Commission and would continue until modified or superseded by later Commission action.
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However, regulatory instability is one of the reasons for the lack of investment in the state’s
energy infrastructure, and the Commission should strive for stability in regulatory policies.

(6) How does the proposal apply to the need determinations made by the Commission
for Pacific Gas and Electric Company and Southern California Edison Company
in Ordering Paragraphs (OP) 4 and 5 in D.04-12-048? Does the proposal apply
only to the amount of new generation authorized in D.04-12-048? Does the

proposal apply to a larger amount of new generation? If so, how much and how is
that larger amount determined?

As noted earlier in this proposal, the policy of relying on all-source solicitations
as the primary vehicle for procurement is a good one, but the Commission has permitted
exceptions to overcome the rule. The authorizations in Ordering Paragraphs 4 and 5 of D.04-12-
048 need not change (at least until review of the new long-term procurement plans is completed
in this proceeding), but the Commission needs to reinforce its intention to promote open,
transparent, and competitive solicitations. IEP’s recommended policies can and should apply to
all solicitations after the date the Commission adopts the policies.

(7) How will the proposal affect the Commission’s ability to consider capacity

markets in a R.05-12-013? Are there steps the Commission can take to ensure
that new policies do not foreclose the possibility of capacity markets?

IEP encourages the Commission to assist in the creation of a tradable capacity
product as soon as possible. Defining a tradable product may allow some capacity transactions
to go forward. Development of a more complete market for capacity should continue to be
pursued expeditiously in R.05-12-013.

VIII. CONCLUSION

Despite the Commission’s call in D.04-12-048 for procurement to proceed
through open, transparent, and competitive all-source solicitations, actual utility procurement has
responded to the economic incentives inherent in the Commission’s ratemaking practices. To

avoid a revival of the utilities’ former monopoly on generation and the re-imposition of
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significant risks associated with utility-owned generation on ratepayers, the Commission must
make a number of policy decisions for immediate implementation. Retaining the status quo for
procurement will produce the same results—Ilittle new independent investment in California
generation, few long-term contracts that might support new generation, and a continuation of the
supply-related problems that have dogged California for several years. 1EP respectfully suggests
that it is time for the Commission to align its regulatory incentives to meet its goals, and IEP
urges the Commission to carefully consider its recommendations as it examines how to stimulate

new generation and long-term contracts.

Respectfully submitted this March 7, 2006 at San Francisco, California.

INDEPENDENT ENERGY GOODIN, MACBRIDE, SQUERI,
PRODUCERS ASSOCIATION RITCHIE & DAY, LLP

Steven Kelly, Policy Director Brian T. Cragg

1215 K Street, Suite 900 505 Sansome Street, Suite 900
Sacramento, California 95814 San Francisco, CA 94111
Telephone:  (916) 448-9499 Telephone:  (415) 392-7900
Facsimile: (916) 448-0182 Facsimile: (415) 398-4321

By /s/BrianT. Cragg
Brian T. Cragg

Attorneys for the Independent Energy
Producers Association
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