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COMMENTS OF THE CALIFORNIA INTEGRATED WASTE MANAGEMENT  BOARD REGARDING QUALIFYING FACILITY CONTRACT

RESTRUCTURINGS AND MODIFICATIONS
Introduction

The California Integrated Waste Management Board (hereinafter "Board") respectfully submits its comments in response to the Administrative Law Judge and Assigned Commissioner's request for comments on issues regarding qualifying facility (QF) contract restructurings and modifications.   The Board welcomes the opportunity to provide comments on this very important element of California's electric service market restructuring. 

The Board comments will be limited to the issues of whether or not the restructuring of QF contracts should be voluntary,  what is the standard of reasonableness for approval, and the Qualifying Facility Restructuring Reasonable Letter (QFRRL) process.   The Board will use the term restructuring to include modifications, amendments, assignments, revisions, "buyouts" and "buydowns."  The Board will not comment of the implementation of the shareholder incentive mechanism.  The basic tenet of these Comments is that the California Public Utilities Commission  ("Commission") must continue to honor existing qualifying facility contracts. 

The Board is charged under the Public Resources Code Section 40000 et seq with overseeing California's cities' and counties' solid waste planning and waste prevention activities, ensuring that cities and counties meet the landfill diversion mandates, developing markets for secondary materials, establishing of minimum standards for solid waste handling and disposal, cleaning up waste tires, and certifying local (solid waste) enforcement agencies.  The Board has provided project planning and construction financing to several municipal waste-to-energy and biomass power plants.  The Integrated Waste Management Act of 1989 mandated every city and county to divert, at least 50 percent of their solid waste from landfill disposal by the year 2000.  This can be accomplished through source-reduction, recycling, composting and conversion into energy. 

 Qualifying Facilities Provide Benefits Aside from Power Generation

The Commission's implementation of qualifying facility contracts over the last two decades has allowed for the development of numerous facilities that both manage solid wastes and provide electricity to California residents and businesses.  The three municipal waste-to-energy plants, the Modesto Energy tire facility, and the more than 60 biomass and landfill gas recovery facilities were able to arrange construction financing because of the certainty of revenues from the sale of electric power.   These plants reduce landfill disposal of more than 2 million tons of mixed and urban-wood wastes and 5 million tires each year.  The biomass plants also eliminate the need for landfill disposal or open-field burning of more than 5 million tons of agricultural and forestry residues.  The landfill gas recovery facilities significantly reduce methane gas emissions from landfills.

Electric Service Industry Restructuring Has Changed the Marketplace 
The electric power market has changed since development of QF contracts in the early 1980s.  Those contracts were developed in response to a federal mandate under the Public Utility Regulatory Policies Act and California law to promote non-utility electricity generation including renewable sources.  Under the regulated market prior to the Commission's Preferred Policy Decision (D.95-12-063) and Assembly Bill 1890 (1996) the utilities had a "fiduciary obligation" to the ratepayers' to control the ratepayers costs in the negotiation and administration of QF contracts. 

The Standard Offer contracts were defined by numerous Commission decisions to be "just and reasonable."  The utilities were guaranteed recovery of their costs through the rate base as long as the prices paid to QFs conformed to the published schedules.  The parties understood that the ratepayers might have to bear the costs of payments which were higher than avoided costs.  Contract costs that the Commission did not approve for cost recovery would be borne by the utility stockholders. 

Many of the QF contracts included long-term fixed capacity payments which were based on the avoidance or deferral of utility investment in generating capacity.   A number of these capacity payments do not expire before about the year 2020.      

In the regulated market, the QFs either had to either consume their generation on-site or sell to the local utility.   The restructured market creates many more options for QFs.  They can remain in their present relationship with the utilities as power generators with revenues set by contract, statute or Commission action, or they can compete directly in the "direct access" market or indirectly as merchant plants through  sales to registered electric service providers, other utilities, or  the power exchange. 

This change of roles for QFs creates an unavoidable conflict of interest for the utilities in contract negotiations.  As a representative of the ratepayers, the utilities' responsibility is to reduce ratepayer costs without reducing service to customers.  In contract negotiations with a potential competitor, such as a large biomass plant, the utilities may have an incentive to reduce ratepayer costs further and  demand additional concessions from the generator.  Let us state that at this time the Board does not have any evidence that the utilities have acted inappropriately in QF negotiations. 

Contract Restructuring Must Continue to be Voluntary on the 

Behalf of Qualifying Facilities

The Board believes that the negotiations with the utilities have to be voluntary on behalf of a QF.  Qualifying facilities who want to retain their existing contracts must be allowed to do so.  Whether contract restructuring should be totally voluntary on the part of the utilities is a more complex issue.  The utilities, in their "fiduciary" capacity, should be very interested in reducing ratepayers costs through contract restructurings.  The difficult question that the Commission has to answer is: when is the focus of the negotiations on ratepayer benefits, and when is the focus on market competition between the QF and the utility.  Being a tough negotiator is not improper.  Being an unfair negotiator is improper.     


The Board suggests that the Commission should consider an asymmetric approach where the QF could refuse to discuss contract restructuring, but that the utility must enter into "good faith" negotiations when requested by a QF who asserts that a ratepayer benefit will be provided by restructuring the contract. 

Another issue that the Commission should consider is that there are a number of QF projects which were financed by the issuance of long-term debt.  The original QF contract provided a reasonably certain revenue stream that allowed the QF to secure long-term (i.e, 15 to 25 year) financing for the construction of the facility.  It is possible that any change to the power purchase agreement could create a default condition on the bonds.  For QFs with long-term debt, approval by the bond holders or their trustee to modify the power purchase agreement would be required.

What is the Appropriate Standard for "Reasonableness?"

The Board appreciates the Commission's need to develop a standard to apply in evaluating contract restructurings.  The Board concurs in concept with the argument that if the net present value of the payments, for which the utility would receive cost recovery, after modification is less than the net present value of the existing contract, the Commission should approve the new contract as reasonable.  The ratepayers benefit any time there is a reduction in costs that can be awarded to them.      

For Standard Offer contracts, which only included avoided costs payments, any reduction in the present value of the contract is by definition a benefit to the ratepayers.  For QF contracts, which contain floor prices or other payments which are greater than short-run avoided cost or replacement costs, a simple reduction in the present value of the restructured contract does not guarantee a ratepayer benefit.

 The calculation of net present value is dependent on the assumptions of future energy prices, replacement costs, discount rates, availability factors, etc.  The valuation of any given assumption could be very contentious.  The Commission may want to establish values for  some of the parameters which QFs, the utilities, or Commission staff will use in determining  the financial value of the contracts and whether a reduction in present values has occurred. 

The Board believes that the Commission's long-term objective of reducing the number of QF contracts and associated ratepayer costs would be better served by not insisting  on significant cost reductions for any individual contract.  A number of QFs have indicated that the utilities have asked for such large reduction in payments and total contract value that there is no desire on the part of the QF to restructure the contract.  These QFs feel that the Commission staff's attempts to increase ratepayers benefits have created situations where agreement between the QF and the utility is unlikely.

 An Expedited QFRRL Process Appears To Be Reasonable and Should Be Tested

The Board agrees that an expedited QF contract restructuring review process would be of benefit to QFs, utilities, the Commission and its staff, and ratepayers.   The Board does not object to the Commission adopting the proposed Qualifying Facility Restructuring Reasonable Letter (QFRRL) process for use by QFs and utilities.  It is the Board's understanding that use of the QFRRL process is voluntary on behalf of the both QFs and utilities. 


The Board suggests that the Commission conditionally approve the QFRRL Process for up to 2 years.  This would provide the opportunity to determine how well it works, and more importantly, if the QFs who have not been part of the negotiations which led to the drafting of the QFRRL would use it.  Further, the Commission should consider requiring the listing of all QF contract restructurings on the Commission calendar, whether or not the parties choose to use the QFRRL process.

The Commission May Not Have To Resolve This Issue in 1998

The Commission should consider whether it is really possible or desirable to resolve the QF Contract restructuring issue in 1998.  Assembly Bill 1890 created a period for transition from the regulated to the competitive market.  Presently, there is a lot of uncertainty regarding the eventual structure of the market, the level of generation costs and retail prices, and consumer response to all of the potential service choices.  

This uncertainty will most likely cause a number of QFs to delay considering restructuring their contracts.  It is quite likely that much of the long-term financial impact of QF contracts, that the utilities are concerned about, will still remain at the end of the transition period.   The are a number of QFs who are still operating on the fixed price period of Interim Standard Offer No. 4.   As stated above, many QF contracts include long-term fixed capacity payments that do not expire before about the year 2020.  

The business objectives of qualifying facilities are extremely diverse.  There are a number of QFs who would like to terminate the existing contract but may not be able to reach  an acceptable agreement with the utility.  There are other QFs that need the utility contract to keep operating.   Finally, there are a number of QFs who believe that they would be viable in the competitive marketplace, but because of their financial structure or lack of direct access options, find the QF contract desirable to retain.  

The Commission in 1993, as part of Biennial Resource Plan Update proceeding (I.89-07-004), established a methodology for the restructuring of QF contracts.  A significant number of QF contracts (particularly Interim Standard Offer No. 4 contracts) were restructured through that procedure.  The fact that a large number of QFs choose not to participate or could not reach an agreement with the utilities, indicates that there are many QFs who want to retain the current contract.

Conclusion

The Integrated Waste Management Board appreciates the opportunity to provide these comments regarding the restructuring of qualifying facility contracts.  The Board respectfully urges the Commission to find that qualifying facility contract restructuring is completely voluntary for qualifying facilities.   Any other decision may impact the viability of those QFs that play a role in meeting California's waste diversion and environmental protection mandates.  The Commission should remind the utilities that their primary responsibility in QF contract administration and restructuring discussions is to protect the ratepayers.

Respectfully submitted,


Ralph E. Chandler

Executive Director

Neal A. Johnson

California Integrated Waste

Management Board
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