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OPENING BRIEF OF PACIFIC GAS AND ELECTRIC COMPANY ON PHASE I ISSUES IN THE ORDER INSTITUTING RULEMAKING INTO IMPLEMENTATION OF PUBLIC UTILITIES CODE § 390





	Pursuant to Rule 75 of the California Public Utilities Commission’s (“CPUC” or “Commission”) Rules of Practice and Procedure and the procedural schedule adopted by the assigned Commissioner,�/  Pacific Gas and Electric Company (“PG&E”) respectfully submits its concurrent opening brief on the Phase I issues that were the subject of hearings held April 3-11, 2000 and May 11-12, 2000 in the above-captioned rulemaking involving implementation of Section 390 of the California Public Utilities Code (“PUC”).�/  Those issues are as follows:





the criteria for determining whether the California Power Exchange (“PX”) market is functioning properly for purposes of determining a short-run avoided cost of energy (“SRAC”) based on the market-clearing price;�


a methodology for determining the PX-based SRAC price;�


a determination of any capacity value embedded in the PX-based SRAC consistent with the statutory methodology set by Section 390(d);�


an identification of situations that would lead to a reconsideration of the adopted PX-based SRAC price;�


a clarification of regulatory procedures surrounding the payment of a PX-based SRAC price;�


�
a review of recommended modifications to the pricing methodology of as-available capacity payments; and�


whether the current methodology for adjusting SRAC energy payments to qualifying facilities (“QFs”) to account for system line losses should be replaced, and if so, by what methodology.





	In the sections that follow:





  PG&E proposes three criteria for determining whether the market is “functioning properly” for the purposes of establishing a market-based SRAC.  Although parties have proposed various additional criteria for making this determination, no party disputes that the criteria set forth by PG&E are relevant to a determination that the market is functioning properly for purposes of setting SRAC;


   PG&E recommends that, once the Commission determines that the market is functioning properly as provided in Section 390(c), the Commission adopt the California Power Exchange (“PX”) hourly day-ahead price by zone in which the QF is located as the PX-based SRAC methodology for QF energy payments under Section 390(c).  PG&E urges the Commission to reject the “QFs-In/QFs-Out” methodology proposed by the Independent Energy Producers Association and other QF parties;


	3.   PG&E concludes that the methodology set forth in PUC Section 390(d), as adjusted in the Commission’s discretion to accommodate current or future protocols adopted by the PX, specifies the value of any capacity that must not be paid to QFs who also receive capacity payments under either a firm capacity payment schedule or a forecasted shortage-cost schedule.


	4. PG&E specifies the circumstances that would require the Commission to reconsider the adopted PX-based SRAC;�	5.  PG&E urges the Commission to continue to authorize recovery of all payments, costs and expenses associated with its rulings in this proceeding;�  	6.  PG&E recommends that the administratively determined as-delivered capacity payment be eliminated for all three investor-owned utilities; and��
 	7.  PG&E recommends that the Commission replace the utilities’ existing QF transmission line loss factors with the generator meter multipliers (“GMMs”) which are calculated and used by the California Independent System Operator (“ISO”). 


 


PG&E discusses its recommendations in the sections below.�


Criteria for Determining Whether the Market is Functioning Properly


	�	Public Utilities Code Section 390(c) provides that:


	The short-run avoided cost energy payments paid to nonutility power generators by electrical corporations shall be based on the clearing price paid by the independent Power Exchange if (1) the commission has issued an order determining that the independent Power Exchange is functioning properly for the purposes of determining the short-run avoided cost energy payments to be made to nonutility power generators...


	Based on this statutory language, PG&E interprets the “functioning properly” requirement to mean that, while the market need not be functioning perfectly for all purposes, the PX’s market-clearing price must accurately reflect the competitive price for energy in the new marketplace before the PX may appropriately be used as the proxy for the QFs’ contractually-specified energy pricing.


	In its testimony in this proceeding, PG&E identifies the following criteria which it believes the Commission should use in making the “functioning properly” assessment:�/  





market prices must result from a transparent process;	





markets must be liquid with prices reflecting competitive supply and demand conditions; and





market prices must be based on available demand and supply bids.





These criteria are relatively simple and straightforward and have been generally echoed by most parties to this proceeding.  Accordingly, PG&E urges the Commission to adopt the foregoing criteria for use in determining whether the market is “functioning properly” pursuant to Section 390(c).


While some parties have advocated more stringent "functioning properly" criteria, PG&E cautions against adopting criteria that would unduly delay a Section 390(c) "functioning properly" finding and mandatory switch by all QFs to PX-based pricing.  Delaying the mandatory switch only benefits QFs who have the unilateral option to get paid the higher of transition formula SRAC or PX-based SRAC (presumably without a true-up after Phase I is concluded) through exercise of the Section 390(c) one-time election. Even with the true up in effect, PG&E notes that, following hearings in this proceeding, 11 QFs, representing 428 MWs, notified PG&E that they were exercising their Section 390(c) one-time option to switch to PX-based pricing.  While the motivation of these QFs is not known, PG&E believes it would be unfair to prolong the period during which only QFs have the right to determine whether the market is functioning well enough to receive PX-based prices. 


Methodology for SRAC Prices Based on the PX Market Clearing Prices


Once The Commission Has Determined That The Market Is “Functioning Properly” Under Section 390(c), The Commission Should Set SRAC At The Zonal PX Day-Ahead Hourly Price.


	Once the market is determined to be “functioning properly”, Section 390(c) provides that “the short-run avoided cost energy payments paid to nonutility power generators by electrical corporations shall be based on the clearing price paid by the independent Power Exchange [emphasis added].”  This statutory language acknowledges that any methodology the Commission adopts for energy payments to QFs based on the market clearing price must comply with the avoided cost principles set forth in the Public Utilities Regulatory Policies Act (PURPA) and the Federal Energy Regulatory Commission’s (FERC) implementing regulations.�/ 


	Although PG&E recognizes that the Commission has considerable latitude in setting avoided costs, PG&E urges the Commission to adopt a methodology that appears to be a fair and reasonable representation of a PX-based SRAC and also enjoys the benefit of being relatively simple to administer.  


	Accordingly, PG&E proposes that, once the market is determined to be functioning properly under Section 390(c), the Commission convert the QFs’ current SRAC energy price to the PX s day-ahead market-clearing price, where the market-clearing price means the hourly day-ahead price by zone applicable to the location of the QF, as published by the PX.  


	Since April 1, 1998, PG&E has purchased all of its electric requirements through the PX and there is no dispute that the investor-owned utilities currently purchase the overwhelming majority of their energy demand through the PX day-ahead market.�/   To the extent this market is deemed by the Commission to be functioning properly, PG&E believes that the day-ahead market provides a fair approximation of utility avoided costs at least until the utilities’ buy/sell obligations expire.  Further, since day-ahead hourly prices are published by the PX, QF energy pricing will be transparent and administratively straightforward to implement.  


	Upon a Commission determination that the PX is functioning properly as required under Section 390(c), PG&E urges the Commission to adopt the zonal day-ahead hourly price, as published by the PX, to replace the current SRAC formula for QF energy payments.





The Commission Should Reject the Proposals By The Independent Energy Producers Association And Other QF Groups To Implement A PX-Based SRAC Using A QFs-In/Out Methodology 





	The Independent Energy Producers Association (“IEP”) and a coalition of QF cogenerator groups�/ urge this Commission to set a PX-based SRAC by performing a calculation that removes either some�/ or all QF power supply from the market and then “readjusts” the market clearing price.  The Commission should reject this approach for several reasons.  


First, the QFs-In/Out methodology will result in payments to QFs in excess of utility avoided costs, in violation of federal law. The FERC’s regulations implementing PURPA provide that “[n]othing in this subpart requires any electric utility to pay more than the avoided costs for purchases.” (18 CFR § 292.304(a)(2).)  The FERC has held that state regulatory orders “...are preempted to the extent that they require rates to QFs in excess of the purchasing utilities’ avoided costs...”  (Midwest Power Systems, Inc., 78 FERC ¶ 61,067 at 61,296 (1997).)  To the extent a QFs-In/Out methodology could formally be rationalized as representative of utility avoided costs under the prior vertically integrated utility structure, with the advent of the current competitive market structure, this rationale no longer exists.  Under the current market structure, the PX market-clearing price represents the appropriate approximation of the short-run avoided cost of energy and capacity.  As both IEP and CAC/EPUC readily concede, for the period from December 1998 through November 1999, application of the QFs-In/Out methodology would have resulted, in PG&E’s case, in prices demonstrably higher than those that would have obtained under either PG&E’s current SRAC transition formula or under PX market-clearing prices.�/   The Commission should therefore reject use of a QFs-In/Out methodology as inconsistent with PURPA avoided cost principles given the new realities of the restructured marketplace.


	Implementation of a QFs-In/Out methodology would also have the deleterious effect of returning the Commission to the pre-Section 390(b) SRAC transition formula days of litigated QF pricing as parties argue over QFs-In/Out assumptions and other inherent deficiencies.�/   By enacting Section 390, the California legislature made clear its expectation that QF pricing move away from the old regime of administratively determined pricing and towards market-based pricing.  The proposed QFs-In/Out methodology fails to meet this important policy goal and should be rejected. 	 





Methodology for Determining the Value of Capacity in the PX Market-Clearing Price Under Section 390 (d)





	Section 390(d) provides that any capacity value in the PX market-clearing price not be paid to QFs already receiving capacity payments under a firm capacity payment schedule or a forecasted shortage cost schedule:


If a nonutility power generator is being paid short-run avoided costs energy payments by an electrical corporation by a firm capacity contract, a forecast as-available capacity contract, or a forecast as-delivered capacity contract on the basis of the clearing price paid by the independent Power Exchange as described in subdivision (c) above, the value of capacity in the clearing price, if any, shall not be paid to the nonutility power generator.


	Section 390(d) also provides a formula for determining any value in the market clearing price:


The value of capacity in the clearing price, if any, equals the difference between the market clearing customer demand bid at the level of generation dispatched by the independent Power Exchange and the highest supplier bid dispatched.


	


	There has been considerable disagreement over what the legislature intended by these provisions. (See, e.g., Exh. 50, SCE-Stern/Ballance/McCarthy, pp. 24-33; Exh. 4, IEP-Branchcomb, pp. 12-13.)  As PG&E has noted,�/ in the absence of any documented legislative history that might inform how the Commission should interpret these provisions, PG&E believes the Commission could, and reasonably should, look to the provisions of the 1996 Joint Proposal on Short Run Avoided Cost Reform entered into by PG&E, IEP, CAC and CCC/Watson for guidance in implementing Section 390(d).�/   In particular, the Commission should note that paragraph 5 of the Joint Proposal, which was virtually incorporated verbatim into Section 390(d), provides:


The Parties agree that at times there may be a capacity value in the CP.  In such case the firm capacity PPAs (Standard Offer No. 2 (“SO2”), ISO4 and SO2/ISO4-like PPAs) and forecast as-delivered capacity PPAs (ISO4, Capacity Payment Option 2) should not also receive the capacity value from the CP since QFs with such PPAs will continue to receive capacity payments as specified in their PPAs.  The value of capacity in the CP, if any, is the difference between the market clearing customer demand bid at the level of generation dispatched by the PX and the highest supplier bid dispatched.  This is graphically depicted in Attachment 2.  Administrative procedures necessary to implement this methodology will need to be developed and work in concert with the PX protocols that are being developed.�/ 


	In light of the above provisions, the Commission should determine whether and to what extent the evolution of the PX since its April 1, 1998 inception can now be rationalized with the language of Section 390(d).  As part of that inquiry, the Commission should examine the new programs, products and services being offered by the PX for any relevance in determining capacity value under Section 390(d).





The Commission Should Revisit its adopted PX-based SRAC Methodology as Market Conditions Warrant


	In the post-restructuring world, it appears that the only permanent feature is change. Although it is impossible to predict how the market will change, particularly after termination of the utilities’ mandatory buy/sell requirement, PG&E urges the Commission to acknowledge in any order adopting a PX-based SRAC that the adopted SRAC methodology will continue to be appropriate only as long as the market continues to function properly and the methodology reasonably represents utility short-run avoided costs.  In the event either condition no longer exists, Commission reexamination of its PX-based SRAC pricing methodology would be warranted.


The Commission has substantial control over its determination of SRAC-based prices paid to QFs.  Any order issued in this proceeding should also expressly recognize the Commission’s continuing jurisdiction over SRAC pricing issues in order to address any necessary or appropriate changes to this pricing scheme.





The Commission Should Authorize Recovery of all Costs, Expenses and Payments Associated with its Ruling in this Proceeding


	PG&E believes (and no party disputes) that the Commission should continue to endorse procedures that allow the purchasing utility to recover fully, in rates from customers, all QF payments and the costs and expenses associated with its rulings in this proceeding, pursuant to PURPA, PUC Section 367 or its successor, and all other related California electric restructuring and retail ratemaking statutes and decisions.  The Commission should also adopt the principle that, notwithstanding the relationship between payments authorized pursuant to its decision in this proceeding and payments which would have been made under the current administrative formula, no subsequent ruling or order shall be used to impose retroactive reasonableness review with respect to the recovery of QF costs paid pursuant to its decision here.


The Administratively-Determined As-Available Capacity Payment Should Be Eliminated


	As-available (or as-delivered) capacity payments are administratively determined payments for the capacity component for non-firm energy delivered under PG&E’s SO1 and SO3 PPAs.  Certain ISO4 QFs also receive administratively determined as-delivered capacity payments for deliveries above their firm capacity commitment.  With the restructuring of the energy market, generators in the competitive spot market do not get separate payments for as-available capacity.  Instead, generators receive a single payment equal to the market-clearing price for each kWh of energy delivered.  In keeping with the new market structure, PG&E believes that, whenever a QF with a SO1, SO3 or ISO4, Energy Payment Option 1 PPA switches to the new SRAC price based on the PX market-clearing price, that price should be the QF’s entire compensation for energy and capacity and administratively determined as-delivered capacity payments should be eliminated.  To PG&E’s knowledge, no party opposes this recommendation for PG&E’s QFs.�/ 


	PG&E recommends that the Commission adopt the as-delivered pricing methodology proposed above uniformly for Edison and SDG&E as well as for PG&E.  The proposal by the CCC/Watson to set a different as-delivered pricing scheme for Edison and SDG&E, which results in higher as-delivered capacity payments for those utilities, has not, and cannot, be justified and should be rejected.�/ 


PG&E Supports Adoption of the GMM Methodology developed by the ISO for Determining QF Line Losses


	PG&E currently has a transmission line loss factor of 1.0 and will therefore not be disadvantaged should the Commission retain the status quo transmission line loss factors.  However, PG&E believes that a reasonable and rational approach for determining line losses incurred or avoided by the presence of QFs is through adoption of the ISO-determined scaled GMMs.  As the Energy Decision notes in its Final Report on Line Losses Workshop, the GMM methodology offers several advantages:


First, it has been developed and is calculated by an independent agency which has little interest in whether QF payments be higher or lower.  Second, GMMs are specific to individual QFs.  Third, GMMs reflect the time of use, and vary from hour to hour.  Fourth, GMMs are constantly updated and recalculated, reflecting changing characteristics of generation, load, and transmission.


	


Energy Division Final Report on Line Losses Workshop, pp. 23-24.


	The Commission should reject CCC/Watson’s proposal to use unscaled GMMs to determine line losses.  CCC/Watson has failed to justify why QFs should be treated different than any other generator within the ISO grid, nor has it justified its proposed use of currently unavailable information (unscaled data) over readily available and accessible scaled GMMs as published by the ISO.�/ 	 


Conclusion


	


	For the reasons set forth above, PG&E respectfully requests that the Commission:





   Adopt PG&E’s proposed three criteria for determining whether the market is “functioning properly” for the purposes of establishing a market based SRAC;


   Adopt the PX hourly day-ahead price by zone in which the QF is located as the PX-based SRAC methodology for QF energy payments under Section 390(c) upon a Commission determination that the market is “functioning properly” pursuant to the provisions of Section 390(c);


	3.   Conclude that the methodology set forth in PUC Section 390(d), as adjusted in the Commission’s discretion to accommodate current or future protocols adopted by the PX, specifies the value of any capacity that must not be paid to QFs who also receive capacity payments under either a firm capacity payment schedule or a forecasted shortage-cost schedule;


  4.   Rule that the adopted PX-based SRAC methodology may be revisited in the event the market is no longer functioning properly or the adopted methodology no longer represents a reasonable approximation of utility short-run avoided costs;�	5.   Continue to authorize recovery of all payments, costs and expenses associated with its rulings in this proceeding;�	6.   Rule that the administratively determined as-delivered capacity payments be eliminated for all three investor-owned utilities; and


�
7.   Adopt the ISO’s scaled generator meter multipliers (“GMMs”) to account for QF line losses at the transmission level.   
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Administrative Decisions


Midwest Power Systems, Inc., 78 FERC ¶ 61,067  (1997)	6


Codes and Statutes


California Public Utilities Code, Section 390 et al.	passim


Code of Federal Regulations


18 CFR § 292.101(b)(6).	4


18 CFR § 292.304(a)(2)	6


�



� /	On May 24, 2000 Administrative Law Judge Angela Minkin extended the time to file opening briefs in this proceeding to June 1, 2000.


� /	All statutory references are to the Public Utilities Code unless otherwise noted.


� /	Exh. 52, PG&E-Pappas, pp. 2-4.


� /	Accordingly, the methodology ultimately adopted in Phase I of this proceeding to implement market-based SRAC must comply with the requirement that payments to QFs for energy and capacity not exceed the “incremental costs to an electric utility of electric energy or capacity or both which, but for the purchase from the qualifying facility of qualifying facilities, such utility would generate itself or purchase from another source.”  18 CFR § 292.101(b)(6).


� /	See Exh. 52, PG&E-Pappas, p.5; Exh. 50, Southern California Edison Company (“SCE” or “Edison”)-Stern, p.22.


� /	The coalition consists of Mid-Set Cogeneration Company, Coalinga Cogeneration Company, Cogeneration Association of California and Energy Producers and Users Coalition (collectively, “CAC/EPUC”).


� /	Unlike IEP, which proposes to perform the “QF-out” calculation by removing the entire block of QF power being bid as “must-take” generation (Exh. 4, IEP-Branchcomb, pp. 9-10) PG&E understands that under the CAC/EPUC proposal, only QFs with standard offer (“SO”) number 1 or SO3 power purchase agreements (“PPAs”) would be removed for the “QF-out” calculation. (Tr. 682:11-21, CAC/EPUC-Ross.)  


� /	See Exh. 18, IEP-Branchcomb and Exh.15, CAC/EPUC-Ross comparison pricing exhibits.  The adverse impact to ratepayers during the December 1998-November 1999 period associated with application of the QFs-In/Out methodology would have been further exacerbated by the undisputed fact that application of the formula in Section 390(d) would have yielded no value of capacity in the clearing price during this period.  See Exh. 71, PG&E-Pappas, p.1; Exh. 3, CCC/Watson-Beach, p.26; Tr. 513: 4-8, IEP-Branchcomb. 


� /	For example, PG&E believes that IEP significantly overstates the “QFs-Out” market clearing prices by erroneously assuming that there will occur no additional entry into the market by other entities once thousands of megawatts of QF energy supply are removed.  (Exh. 4, IEP-Branchcomb, p. 10, Figure 3.)


� /	Exh. 52, PG&E-Pappas, pp. 5-6.


� /	Exh. 52, PG&E-Pappas, Attachment contains a copy of the Joint Proposal.


� /	A similar provision was incorporated in paragraph 4 of a 1996 Joint Proposal between SCE, IEP and CCC/Watson:  


	The parties agree that at times there may be a capacity value in the Clearing Price.  In such case the firm capacity contracts and forecast as-available capacity contracts should not also receive the capacity value from the Clearing Price.  The value of capacity in the Clearing Price, if any, is the difference between the market clearing customer demand bid at the level of generation dispatched by the Power Exchange and the highest supplier bid dispatched.  This is graphically depicted in Attachment 1.  Administrative procedures necessary to implement this methodology (including mechanisms to prevent artificially raising or lowering capacity value and mechanisms to remove capacity value from the Clearing Price for firm capacity contracts and forecast as-available capacity contracts) will need to be developed and work in concert with the Power Exchange protocols that are being developed.


Exh. 3, CCC/Watson-Beach, Attachment RTB-6 contains a copy of the SCE Joint Proposal.





� /	In fact, this formulation is consistent with Paragraph 4 of the 1996 Joint Proposal between PG&E, IEP, CAC and CCC/Watson. (Exh. 52, PG&E-Pappas, pp. 8-9.)


� /	By CCC/Watson’s own admission, its divergent as-availability pricing proposals for Edison and SDG&E are not based on avoided cost principles, but are instead improperly based on whether the utility entered into, or is in CCC/Watson’s view complying with, the 1996 Joint Proposal. (Exh. 16, CCC/Watson-Beach, p.4.)


� /	The Commission should also reject CCC/Watson’s proposed special treatment for remote QFs serving local load.  (Exh. 17, CCC/Watson-Beach, pp. 17-18.)  As CCC/Watson acknowledges, this proposal is simply an invitation for ongoing Commission oversight into resolving the myriad issues associated with determining what load is actually being served by what “remote” QF.  (Tr.856:27 to 865:17, CCC/Watson-Beach)
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