
BEFORE THE PUBLIC UTILITIES COMMISSION


OF THE STATE OF CALIFORNIA

Order Instituting Rulemaking on the Commission's
)

Proposed Policies Governing Restructuring

)

California Electric Services Industry and 


)
R.94-04-031

Reforming Regulation




)

_________________________________________

)

Order Instituting Investigation on the Commission's
)

Proposed Policies Governing Restructuring

)

California's Electric Services Industry and


)
I.94-04-032

Reforming Regulation




)

_________________________________________

)


COMMENTS OF 


ENRON CAPITAL AND TRADE RESOURCES CORP.









Michael B. Day









Jeanne M. Bennett









GOODIN, MACBRIDE, SQUERI,









SCHLOTZ & RITCHIE, LLP









505 Sansome Street









Suite 900









San Francisco, CA 94111









Telephone: (415) 392-7900









Facsimile: (415) 398-4321

March 25, 1998


BEFORE THE PUBLIC UTILITIES COMMISSION


OF THE STATE OF CALIFORNIA

Order Instituting Rulemaking on the Commission's

)

Proposed Policies Governing Restructuring


)
R.94-04-031

California Electric Services Industry and 



)


Reforming Regulation





)

_________________________________________


)

Order Instituting Investigation on the Commission's

)

Proposed Policies Governing Restructuring


)
I.94-04-032

California's Electric Services Industry and 


)

Reforming Regulation





)

__________________________________________

)


COMMENTS OF 


ENRON CAPITAL AND TRADE RESOURCES CORP.



Pursuant to the February 6, 1998 Ruling of the Assigned Commissioner and Administrative Law Judge, Enron Capital and Trade Resources ("Enron") comments on the issues pertaining to the restructuring of qualifying facility ("QF") contracts presented therein.  The intent of the February 6 Order is to have parties discuss four key issues, the resolution of which the Commission has identified as necessary to further facilitate the restructuring or modification of such contracts.



While Enron applauds the Commission in its efforts to advance the restructuring of QF contracts, Enron is concerned that the issues presented by the Commission for comment are too narrowly focused.  At this juncture, while it is important to pin down the procedures for  Commission approval of restructured contracts, it is equally, if not more important, to break through what is the real sticking point in QF contract restructuring -- the inability of the utilities and the QFs to reach agreement on restructuring proposals.  Accordingly, in addition to directly responding to the Commission's issues, Enron will advance what it views as a viable option to undo the virtual gridlock which encases QF contract restructurings.


DISCUSSION OF ISSUES


1.
Enron does not object to the Qualifying Facility Restructuring Reasonableness Letter ("QFRRL") process advanced by six parties to this proceeding.  Enron agrees that it is an efficient, streamlined procedure for the review of restructured QF contracts.  Enron would merely note that the adoption of the QFRRL proceeding merely serves to expedite the restructuring process once the "QF and the utility have prepared a written agreement to restructure a QF contract that they have executed or are prepared to execute."  The procedure does nothing to ameliorate what has been the sticking point in the whole process -- the utilities' inability to reach agreement with QFs to execute commercial agreements to restructure QF contracts.


2.
The standard against which the Commission should measure a QF contract restructuring/modification is whether it produces "ratepayer benefit".  If the ratepayer will experience reduced costs as a result of the modification/restructuring, then it should be approved; the profitability of the restructured deal for the QF should not be on the table.  Attempting to make it an issue not only skews the Commission's role in approving QF contract restructurings, but, as Enron and others have experienced, the often complex financial arrangements of QFs frequently lead to erroneous assessments or misunderstandings by the utility, the Commission, and/or its staff.  The result is that the negotiation process dissolves into an unproductive argument over financial data, which ultimately fails completely. 



The Commission should not place itself in the position of assessing the restructuring's impact on the QF's continued ability to profit under the arrangement; nor should the utility undertake such a responsibility.  The purpose of QF contract restructuring is to save the ratepayers money, not to ensure that the QF loses money.  The fact is that no QF with a positive cash flow under the terms of its QF contract has any incentive to restructure the contract if the ultimate result is a net loss compared to the contract revenues.


3.
Enron submits that, consistent with the previous dictates of the Commission, the negotiations between QFs and utilities with respect to QF contract restructurings should be voluntary.  However, if a QF approaches the utility with an offer, then, at that juncture, the utility has the duty, pursuant to Commission dictates, to negotiate in good faith.
  The utility's willingness to engage in voluntary negotiations may, however, be affected by regulatory incentives, as discussed below.    

4.
In its Preferred Policy Decision (D.95-12-063, as modified by D.96-01-009), the Commission stated:



We endorse an approach that involves both a monetary incentive to shareholders and conditions which foster voluntary negotiations.  We will allow shareholders to retain 10% of the net ratepayer benefits resulting from a renegotiation, which will be reflected by an adjustment to the transition cost total.  Modification of QF contracts will follow our existing principles that the modifications are voluntary on the part of the QF and should provide ratepayer benefits relative to the most probable stream of payments for that QF without the modification, and should benefit from the flexibility that non-standard arm's length negotiations have previously revealed.

D. 95-12-063, mimeo, pp. 131-32.



The Commission reaffirmed the 10% shareholder incentive mechanism in its Revised Roadmap Decision (D.96-12-088).  There, the Commission observed that it had previously:



proposed an incentive mechanism to encourage the restructuring of QF contracts so that the total transition cost might be reduced.  In the [Preferred Policy] decision, we endorsed an approach that would involve both monetary incentives to shareholders and conditions which would foster voluntary, nondiscriminatory negotiations.  This approach would allow shareholders to retain 10% of the net ratepayer benefits resulting from a renegotiation, which would be reflected by an adjustment to the transition cost total.

D.96-12-088, mimeo, at 39.



While the 10% shareholder incentive mechanism has been in place for almost three years, it has proven ineffective to date.  Relatively few QF contracts have been  restructured and the utilities continue in their reluctance to sign restructured deals despite proven ratepayer benefits.  This is particularly frustrating where the economics of a contract make a buyout uneconomic but a viable "buy-down" could save substantial savings for ratepayers.  The fact is that the 10% shareholder incentive is not enough to bring utilities to the table ready to execute a deal.



In this regard, Enron advances two modifications to the shareholder incentive mechanism.  First, it may be necessary to increase the shareholders' percentage of the savings, perhaps to as high as 50%.  This opportunity to share in a greater percentage of the savings, however, should not come without a corresponding "negative incentive" or risk of loss to the utility if it refuses to agree to reasonable and viable proposals for restructured QF contracts.  Accordingly, Enron proposes that the Commission institute procedures that would require a utility to reflect in rates the ratepayers savings contained in a bona fide offer for a QF contract restructuring submitted on behalf of a QF project.  A bona fide offer would be one which is voluntarily agreed to by the QF, and which meets the criteria of providing ratepayer benefits.  As an additional check on the validity of the offer, it must be reviewed by the Office of Ratepayer Advocates ("ORA").  If ORA certifies to the offer's validity and the legitimacy of ratepayer savings, as well as approves of the offer and all of its terms, then the Commission would direct the utility to impute the savings in its rates.  The utility would be required to do so regardless of whether it actually accepts and executes the restructured contract. 

Under the procedure envisioned by Enron, a utility, once directed to impute the rate savings, will be faced with three options.  First, it has the option of executing the restructured agreement.  Second it has the option of completing and executing its own contract modification that achieves an equal or greater level of ratepayers savings.  Enron submits that three months is an adequate period of time for the utility to complete and execute its own alternative contract modification.
  Third, if at the end of the three month period the utility has failed to execute the offered restructured contract or an alternative one, then it must proceed to impute the ratepayer savings in its rates.
  Enron submits that a procedure of this type is necessary to break the deadlock and to provide real incentives to utilities to restructure contracts with QFs so that ratepayers can at long last begin benefitting from restructurings.

 
5.
The Commission is seeking additional input on the facilitation of QF contract restructurings/modifications.  Enron believes that the mandatory imputation of rate savings regardless of whether the utility executes the restructured contract, as set forth above, is a step towards increasing the number of restructurings.  However, Enron submits that, if the Commission desires to truly cut through the deadlock that has encased QF restructurings, it must adopt a more comprehensive reform with respect to the disposition of QF contracts.



  In this regard, Enron suggests that the Commission look towards SDG&E's recent Application for Authority to Sell Electrical Generation Facilities and Power Contracts (A.97-12-039) wherein SDG&E proposes to auction all of its generation assets, including its qualifying facility power contracts, at the same time.  In essence, Enron proposes that the Commission require each utility to place all their QF contracts on the auction block for simultaneous sale.



The rationale behind SDG&E's "mass" auction of its generation assets is equally applicable to the bulk offering of all the utilities' QF contracts.  Thus, SDG&E states that "a concurrent auction will provide buyers with the maximum possible flexibility" and "will provide the best opportunity for generating widespread market interest in SDG&E's generation assets," as well "as avoiding duplicative costs."
   



The auction process could draw on the experience which Pacific Gas & Electric Company and Southern California Edison Company have gone through with the divestiture of their generation assets.  In this regard, these auctions generated strong interest, with the utilities receiving bids above market value.  Thus, this may be a good time to take advantage of the market's valuation of power related assets as, it stands to reason, that an auction of power contracts will be as well received as the auction of power facilities.



Like the generation auctions, the impending QF contract auctions would be advertised, with basic information on the power contracts distributed to those who express interest.  Additional information could be provided through individual meetings with interested parties or an open invitation public conference.



Subsequent to the preliminary "marketing" of the auction, parties who desired to stay in the process would sign agreements governing auction protocols and the confidentiality of the process.  Such parties would receive more extensive information on the contracts to be auctioned and would submit first round, non-binding bids.  The first round bids would merely serve as a screening process, ensuring that the bidders are financially stable and will be able to satisfy relevant regulatory and contractual requirements.  Those selected for the second round bidding will be given additional time to conduct due diligence on the contracts prior to the time of the final auction.



The key difference between the asset auctions which the Commission has previously approved and what Enron is proffering here is that the auctions for the QF contracts would be "reverse" auctions -- the bids made would be the lowest price which the utility would have to pay the bidder to take the contracts specified in the bid off the utility's hands.  The payment which the utility would be required to make could be obtained from remaining rate reduction bond ("RRB") moneys approved by the legislature as part of AB 1890, with the possibility of additional RRB approval required by the legislature.  Alternatively, ongoing yearly payments proposed by the successful bidders could be recovered in rates, secured by the obligation of ratepayers to pay their utility bills.  Enron is willing to consider other alternatives by which the utilities could fund the payments, so long as payment is secured in some form.  This is necessary because the bidder who wins the QF portfolio will be accepting a great deal of risk.  The risk of payment by the utility should not be added as well.



For years the utilities have been concerned about their inability to compete in a deregulated market given the price obligations of the QF contracts into which they were ordered to enter.  The cost of power under the QF contracts has consistently been more than the utilities' avoided costs.  Given such a scenario, the utilities cannot expect to obtain a premium on these over-market price contracts.  There is too much risk for the "winning" bidder.   Such bidder will be taking the chance that it will be able to restructure the contracts in a manner which enable it to place all the power it will become obligated to buy. Indeed, in the near future, when the SRAC energy payment under the contract reverts to the Power Exchange ("PX") price, and the "fixed forecast cliff" occurs under Standard Offer No. 4 contracts, the over-market price of these contracts, mitigated by the value-added ideas of the purchasers, can generally be characterized by the net present value of the contract capacity payments.



Procedurally, Enron recommends that the Commission order the utilities to file applications for QF contract divestiture, setting forth their proposed procedures for the reverse auction. Parties would then have an opportunity to comment on the auction procedure.  At that juncture the Commission would establish the final rules and direct the utilities to go forward with their respective auctions.



Enron believes that the contracts sold via the auction would remain virtually unchanged at first.  The buyer would simply take over the utility's position, scheduling dispatch of the QF with the Independent System Operator ("ISO").  The ISO and the PX would agree to treat the contacts in their protocols exactly as if they had not been bought out.  In this way, the QF, if it so desired, could view the transactions with the buyer as if there was a new purchaser for its power under an unchanged contract.  A major, but external difference, however, would be that these contracts would no longer be overseen by the Commission.  They would be executory contracts between two parties operating in the environment between the ISO and PX.  

The reverse auction creates a win/win situation for both the utilities and their ratepayers.  The utilities would have the opportunity to eliminate the risk of what they have viewed as overpriced QF contracts.  The ratepayers will benefit from the fact that their RRB payment (or alternative form of payment) will be less than the current passthrough of the costs of these contracts.  The contracts, through the bidding process, will end up in the hands of entities which, through the value-added modifications they incorporated in their bids, will be able to remarket the power in a cost efficient manner.  Finally, under Enron's proposal, any QF which desires to (or must) continue to operate status quo may do so.


CONCLUSION


Accordingly, for the reasons set forth herein, Enron requests that the Commission issue an order to resolve the issues set forth in items numbers one through four in the manner elucidated above.  If the Commission, however, truly wants to breakthrough the gridlock of the QF contract restructuring process, then Enron submits that it must order the utilities to file applications for QF contract divestiture, following the procedures outlined above.  
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    �	See D.82-01-103, Order Instituting Rulemaking (January 21, 1985)("a utility found not to have bargained in good faith [with a QF] will stand in violation of this order and will be open to potential punitive action by this Commission").


    �	Most QF projects have been in negotiations with the utilities over a period of time.  The issues involved in restructuring their individual contracts are already known.  Therefore, three months is a reasonable period of time for the utility to offer an alternative restructured contract.   


    �	Imputation of the ratepayer savings in its rates would not foreclose the utility from later executing an alternative contract modification that achieved an equal or greater level of ratepayer savings.


  


    �	See 97-12-039, Application Overview, Testimony of Robert B. Anderson, pp. 10-11.






