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Introduction





	The Commission has expressed its desire, both in its Preferred Policy Decision (D.95-12-063 as modified by D.96-01-009) and in its Roadmap 2 Decision (D.96-12-088), for a method to encourage Qualifying Facility (QF) contract restructuring.  Through QF contract restructuring, it is possible to reduce total transition costs.  This would benefit both shareholders and ratepayers.  In practice, QFs would share in this benefit through compensation, to some degree, for services that would have been rendered.  In addition, as QFs are relieved of their contract obligations, they would have the opportunity to more fully participate in the restructured electricity market.  In its Roadmap 2 decision, the Commission stated that:  


“We are interested in establishing a generic and possibly expedited process by which we can assess the reasonableness of contract restructuring in a manner which respects the principles outlined in our Preferred Policy Decision.  Accordingly, we seek proposals from the respondents and interested parties to this proceeding which would establish a generic method to review contract modifications, possibly including standard measures of reasonableness.  We encourage parties to prepare joint proposals.  Such proposals must be filed and served on the master service list in the electric restructuring docket by February 10, 1997.”  (D.96-12-088, p.38)





	In February 1997, six sets of proposals were filed with the Commission, in accordance with the Roadmap 2 Decision.  See Attachment 6.  The three utilities filed jointly Pacific Gas and Electric Company (PG&E), San Diego Gas & Electric Company (SDG&E), and Southern California Edison Company (Edison); the two QF associations filed jointly, Independent Energy Producers and California Cogeneration Council (IEP/CCC); the Office of Ratepayer Advocates (ORA)filed on its own; and two QFs filed separately (Watson Cogeneration Company and Foresight Energy), and one alliance of biomass QFs, the California Biomass Energy Alliance (CBEA).  In the proposals, parties set forth their own ideas of what the Commission should do to encourage QF contract restructuring.  





On April 30, 1997, Administrative Law Judge (ALJ) Econome issued an “Administrative Law Judge’s Ruling Regarding Review of Qualifying Facility (QF) Contract Modifications” (April 30th Ruling) in the Electric Restructuring Rulemaking and Investigation (R.94-04-031/I.94-04-032).  This ruling (Attachment 9) ordered the Energy Division to convene workshops to discuss this issue.  The ruling set forth the purpose of the workshop:  





The purpose of the workshop is for the parties to discuss their, and the other proposals in light of the issues set forth below [see the six questions set forth in this ruling], as well as to provide a forum to facilitate consensus on some or all issues.  Ideally, the discussions at the workshop would result in further consensus, and a possible joint proposal from a broader cross-section of  parties, including but not limited to groups representing utilities, QFs and ratepayers.  If not, the workshop process might facilitate modified proposals on which the parties could then comment.  





In order to focus the workshop discussion, the April 30th Ruling set forth six (6) questions for the active parties.  Seven sets of responses were filed, some were joint filings.  See Attachment 10.  All the parties that filed in February (except Foresight Energy) filed in May, along with Calpine Corporation, and Venture Pacific, Inc. (VPI) and SeaWest filed jointly.  Written responses by the parties to these six questions were served on the parties who filed February proposals, and on the Energy Division.  A QF workshop was held by the Energy Division on May 27th and 28th, 1997 at the Commission in San Francisco.  (See Attachments 3 and 4 for the Workshop Agendas and the Pre-Workshop Issues Matrix).  Approximately 45 people participated in the two-day workshop.  A list of workshop participants and their affiliations is included in Attachment 5.  The workshop was conducted by Wade McCartney, Steve Layman, and James Loewen of the Energy Division.  





This report is part of the evidentiary record in the Electric Restructuring Rulemaking and  Investigation (R.94-04-031/I.94-04-032).  As directed by the April 30th Ruling, parties may file comments on this report within 15 days, which would be by July 14, 1997 in R.94-04-031/I.94-04-032..  In addition, the April 30th Ruling specified that the Energy Division, at its discretion, may include the parties’ responses to the questions posed in the April 30th Ruling in this workshop report.  Those responses are attached as part of this report.  See Attachment 10.  





	The Energy Division would like to thank the workshop participants for their cooperation, with respect to the workshop.  The goals of the workshop have at least been met in part.  A consensus document, with the basic administrative procedure for an expedited process, was developed by PG&E, Edison, SDG&E, IEP, CCC, and ORA.  This consensus document was generally supported by the remaining parties.  In addition, many difficult issues were discussed and debated.  The workshop helped to clarify the positions of the various parties, which will help the Commission in its effort to effectively formulate, adopt, and implement policy that will facilitate QF contract restructuring.  





Positions of the Parties


CONSENSUS





Edison, PG&E, SDG&E, IEP, CCC, and ORA drafted and agreed to the administrative procedures of an Expedited Process, as set forth in Attachments 1 and 2 of this report.�  When the details of this expedited process were presented to the remaining parties at the workshop on Day 2, no one objected.  There were no objections, even though Watson (QF) had presented its own proposal for an expedited procedure, and even though the Biomass Alliance and Foresight Energy did not propose an expedited process in their written filings.  





The parties agree that the Commission should make the following ruling:  multi-year payments to QFs are not debt for the purposes of Public Utilities Code Section 818.  Since this issue was unopposed by any party at the workshop, there is no further discussion of it in this report.  For more information, however, see the attachments to the April 30th Ruling which is Attachment 9 of this report.  





The parties contend that the current QF contract modification review processes at the Commission are too slow, whether by separate application or reasonableness review.  There is no defined timeline for conducting a proceeding, nor is there accountability.  The alleged slow processing time at the Commission is identified as an impediment QF contract restructuring.  





All the parties agreed that an expedited process should facilitate those QF contract restructurings that have the largest ratepayer benefit.  An expedited process should not just maximize the number of QF contracts that are restructured, or bought-out.  While IEP/CCC had advanced the position of essentially ratepayer indifference (i.e. a dollar of benefit for the ratepayer should be enough), IEP/CCC agree that an expedited process should facilitate those QF contract restructurings that have the largest ratepayer benefit.  





JOINT POSITIONS


(See Attachment 7, Position Table on Requested Policies)





PG&E, Edison, and SDG&E agree that the existing guidelines for QF contract restructuring are sufficient. 





Enron, the QFs (IEP/CCC, Watson, Calpine and Venture Pacific), and ORA agree that the Commission should issue additional guidelines. 





Edison and three QFs (Watson, Calpine and Venture Pacific) are in favor of new standard measures of reasonableness, which are essentially allocation methods.  However, these parties have differing proposals. 





PG&E, SDG&E, IEP/CCC, and ORA are opposed to new standard measures of reasonableness.  





PG&E, SDG&E, ORA, IEP, CCC and two of the QFs (Calpine, and VPI/Seawest) agree that the Commission should not prescribe a threshold or minimum amount of ratepayer benefit to allow for a contract modification.  Edison and Watson, however, have advanced their own minimum ratepayer benefit proposals.  








NON CONSENSUS  (UNRESOLVED QUESTIONS)


Guidelines or Reasonableness Standards


What should the Approval Criteria be for an expedited process?  


Are the existing guidelines on QF contract modifications sufficient?  These primarily include QF contract administration guidelines (D.88-10-032), and the Year 11 decisions (D.93-01-048 and D.94-05-018).  What is enough for ratepayers?  Even if there is ratepayer benefit, it is not necessarily commensurate ratepayer benefit.  How is the reasonableness review standard of Ratepayer Benefit defined, currently?  Should it be defined in a different manner?  


Commensurate Ratepayer Benefit.  


Ratepayer Benefit.  


Is Ratepayer Indifference the standard?  How does this differ from the above?


Why isn’t a dollar of benefit appropriate for the ratepayer?  (Question from the QF associations).  


IEP/CCC want the Commission to elaborate on Ratepayer Benefit as standard, then the QFs/utilities will negotiate amongst themselves and know the “test” the IOU will fact at the Commission in a reasonableness


Are additional principles or guidelines needed?





Allocation Method


Should the Commission endorse a specific allocation method?  Allocation method refers to a specific manner in which contract termination benefits are allocated to the ratepayer and QF project.  For a given contract modification, how should the benefits be split among the IOU, the QF, and the ratepayers?  Should the Commission rule on this allocation issue, or should it be left to the parties to negotiate on a case-by-case basis?  (Edison, Watson, Calpine, VPI/SeaWest).  


Should there be a minimum ratepayer benefit for any contract restructuring?  (Edison and Watson).  





Shareholder Incentive


Should the 10% Shareholder incentive be changed or eliminated?  Should it be based upon actual savings or forecasted savings?  





Voluntary


Definition of “voluntary” and potential for reasonableness review on contract restructuring proposals.  This issue raises the following question.  Will the utilities be subject to prudency review for rejecting a buyout offer from a QF or a power broker?  Both the utilities and the QFs want to be able to enter into or withdraw from a deal at any point.  Neither party would like to be in a position of having to accept a deal, even if they did not like it.  Neither party wants a standardized buy-out where one side might have to “just take the deal.”  The QFs contend that if a deal has ratepayer benefit, the utility should have to take it.  It is at this point that the definition of voluntary breaks down between the QFs and the utilities.  It should be noted that the genesis for Edison’s Net Operating Income (NOI) method is to show the Commission that it would be maximizing the benefit in a particular deal.  





Competitive Advantage Issues


Are there competitive advantage issues?  This issue is linked to “voluntary” above.





Eligibility


Should only certain Restructurings be allowed, i.e., what is eligible for an Expedited Qualifying Facility Restructuring Docket (EQFRD), as set forth in Attachment 1 of this report?


Should certain contract restructurings be precluded from the EQFRD process?


Should expedited review be allowed for Restructurings with utility Affiliate projects?





Viability


Are the presumptions regarding viability (economic, operational) appropriate?  


Future QF production based on historical production


Treatment of liquidated damages





Capacity Repayment


How should the replacement cost of capacity be valued in the contract restructuring evaluation?





Shifting Costs Out of The Rate Freeze Period


How should costs deferred from the rate freeze period to later periods be valued?


Should the expedited contract review be available for contract Restructurings that shift costs from the freeze period to subsequent years?





Independent Contract Evaluator


What role should an Independent Contract Evaluator (ICE) have, if any, in contract restructuring?  Should an ICE be used solely to establish viability, or should the ICE be used in a comprehensive fashion?  


Should the ICE’s decisions be binding on the PUC?


Should the ICE be used in any standard form?





QF Contracts that are Candidates for Contract Restructuring


This subsection of the report discusses pre-workshop discussions, and it essentially addresses question #1 of the April 30th ruling:  


1.   Define with particularity the contracts your proposal applies to.  





Prior to the workshop, the Energy Division communicated via telephone with all of the active parties (those that filed in February and May).  Generally, the purpose of the communication was (1) to notify parties that the Energy Division was available by telephone prior to the workshop to answer questions or to hear comments and concerns, (2) to determine generally what expectations each of the parties had for the workshop, (3) to ask that parties be prepared to discuss and clarify desired Commission actions at the workshop, and (4) to request that the utilities provide more information on the QF contracts at issue than had been previously provided  





The Energy Division opened the workshop with a statement of purpose.  The following quotes from the April 30th Ruling were read from the Day 1 agenda (Attachment 3):  The purpose of the workshop was:  


To discuss the establishment of a generic method to review Qualifying Facility (QF) contract modifications, possibly including standard measures of reasonableness, and possibly involving an expedited process, per Decision (D.) 96-12-088 and D.95-12-063, as modified by D.96-01-009.  


To provide a forum to facilitate consensus on some or all issues. 


To facilitate the development of a Joint proposal from a broader cross-section of parties, including but not limited to groups representing utilities, QFs and ratepayers.  If not, the workshop process might facilitate modified proposals on which the parties could then comment.  





After this, each person stated their name and affiliation.  The issuance date of the workshop report was discussed, as well as the 15-day comment period on the report.  Next, parties were called on to make their presentations.  In order for the Commission to consider the development of a generic process to assess the reasonableness of contract restructuring, it must generally know which group of QF contracts should be restructured.  It is clear, for example, that many QF contracts have little or no restructuring value.�  The utilities were asked to address the following questions:  


How many existing QF contracts?  Energy, Capacity, and Dollar Value? (utilities)


Number of contracts that are NOT worth modifying, i.e. no over-payments?  


Number of contracts which have over-payments?  


Of these, which have Restructuring Value? � 


Which have No Restructuring Value?  





Edison, PG&E/SDG&E, IEP/CCC, ORA, Watson, Calpine, and the Biomass Alliance gave opening presentations at the workshop, which are discussed below.  For all three utilities, there are a total of 854 QF contracts:  Edison has 403, PG&E has 351, and SDG&E has 100.  


Edison


Edison gave a detailed opening presentation (see Attachment 8) at the workshop.  The presentation included a general Overview of Edison’s proposal to date, Edison’s QF Contract Obligation, Edison’s Recommended Approach on QF contract restructuring, a Summary of Edison QF Contracts with Payments Above Replacement Costs (PARCs) and Restructuring Value (for the 1998 to 2025 time period), an Estimate of Restructuring Value (for the 1998 to 2025 time period), Edison’s Recommended Approach [termed] “Sharing of Restructuring Value,” and Requested Commission Actions.  





Edison is currently targeting 41 QF contracts that, in its opinion, represent nearly 80% its potential contract restructuring value.  These 41 contracts have an estimated restructuring value of $1.1 Billion.  As can be seen from Attachment 8, p.6, Edison is in various stages of negotiations over these 41 contracts.  Edison currently has 403 Standard Offer contracts with QFs, some of these contracts extend out to the year 2025.  See Attachment 8, p.5.  Of the 403 active contracts, Edison has determined that 216 of the contracts are economic.  These 216 contracts will not have above market costs, or Payments Above Replacement Costs (PARCs), during the 1998 to 2025 period on a Net Present Value (NPV) basis.  While 216 of the 403 contracts are economic, 187 of the 403 contracts are uneconomic, i.e. the 187 have PARCs.  However, of the 187 contracts, only 92 contracts have restructuring value, whereas the remaining 95 (of the 187) do not have restructuring value.  


PG&E


PG&E gave an overview of their current proposal (See Attachment 11 which was distributed at the workshop), and provided answers to the five questions listed above.  In its overview, PG&E stressed its preference for an expedited process and for a favorable ruling from the Commission on the Section 818 issue.  In addition, PG&E noted that an Independent Contract Evaluator (ICE) process might prove valuable to the process, however, there might be less potential for consensus on that issue among the parties at this time.  Consequently, PG&E expressed a preference for having the Commission consider issues in succession, with the least controversial issues first.  





Currently, PG&E has 351 QF contracts, and over 80% of the restructuring value is contained in just 40 contracts of those contracts.  Some of these contracts extend to the year 2028.  All of the contracts currently have payments above market prices.  Only the new Uniform Standard Offer 1 (USO1) contracts� will not have PARCs because they will rely entirely on the Power Exchange's clearing price for energy and capacity payments.  While all contracts have expected PARCs, many contracts have little or no restructuring value.  PG&E defines restructuring value in the same way as Edison.  


SDG&E


SDG&E currently has 100 Standard Offer contracts with QFs with a total nameplate capacity of 100 MW.  All of these contracts currently have above market costs.  However, only eight (8) of these contracts have significant restructuring value with an estimated total PARCs of $400 million on a net present value basis as of January 1, 1998.  Some of these contracts extend to the year 2025.  





QFs and ORA Opening Comments


IEP/CCC


	IEP stated that its two most important issue were viability and the calculation of PARCs.  IEP stated that economic viability should be presumed if a QF has operated at SRAC, or prices similar to SRAC, unless material facts indicate otherwise.  IEP stated that operational viability should be presumed, unless material facts indicate otherwise.  (See page A-1 of its February proposal).  IEP noted that it would all be very simple after January 1, 1998.  QF contracts currently at Short Run Avoided Cost (SRAC) would be priced at the Power Exchange (PX) price.  Valuation of capacity is currently zero, given that California has excess capacity.  





CCC disagreed with Edison’s approach that involves calculating the PARCs with a lower bound of the QFs Net Operating Income (NOI).  CCC contended that the main focus should be on ratepayer benefit.  IEP noted that there is disagreement over whether the reward associated with the shareholder incentive mechanism should be strictly on a forecast basis, or whether there should be periodic true-ups over time.  In other words, should the utility get a definitive reward up front, while the ratepayers wait for a future reward that may or may not materialize over time.  





With regard to the Year-11 decisions (D.93-01-048 and D.94-05-018), IEP stated its preference for the Commission to affirm the basic principles of these decision and provide some comments and guidance in light of the passage of AB 1890 and the issue of the Commission’s Preferred Policy Decision (D.95-12-063 as modified by D.96-01-009) and the Roadmap 2 Decision (D.96-12-088).  IEP stated that the Commission should presume viability of QFs for the purposes of contract restructuring negotiations.  In addition, the Commission should approve deals that are shown to have ratepayer benefit.  





	CCC commented that IEP and CCC are definitely opposed to Edison’s NOI model.  Edison followed with a few comments about the merits of NOI.  CCC responded to the Energy Division by saying that this is an area of fundamental disagreement between Edison and IEP/CCC, i.e. how to measure the PARCs or overpayments, and how much ratepayer benefit is enough; what is too little benefit?  





Watson Cogeneration


	Watson Cogeneration owns and operates a single 400 MW cogeneration plant in Carson, California.  In Watson’s opening remarks, it stressed the voluntary nature of negotiations between utilities and QFs, especially if an ICE would be utilized in the future.  If an ICE were used for either a viability determination (Watson’s preference), or in a more comprehensive manner, the QF should determine the type and level of access the ICE had to any QF information.  In Watson’s February filing, it set forth the two aspects of its proposal:  recommended guidelines and streamlined procedures.  The core of Watson’s procedural proposals revolves around “Commission approval of the basic assumptions needed for restructuring transactions”  (Watson February Proposal, p.7).  The remaining parties at the workshop were not in favor of this approach which would include Commission approval of base, high, and low natural gas price forecasts.  Workshop participants expressed reluctance at the possible adoption and use of forecasts that would be used for “all restructuring transactions,” instead of those that might be developed and used on a case-by-case basis.  





Calpine


	The Calpine proposal is discussed in detail in section XIII of this workshop report.  Workshop participants expressed concern with the Calpine approach noting that reliance on long-term forecasts is responsible for the current and expected future overpayments for QF power and capacity.  More long-term forecasts used on an aggregate basis to remedy this problem may not be the best approach.  





Office of Ratepayer Advocates (ORA)


	In its opening comments, ORA stated that it is advocating policies that will maximize ratepayer benefit.  ORA supports an expedited approval process, provided that there is sufficient time to review the merits of the deal.  ORA is uncertain about the use and role of an ICE.  Will ORA get to see the data, or will the ICE replace the review process and produce a result that must be accepted by the Commission?  Will an ICE be used for viability determinations only, or will it be use in a more comprehensive manner?  How binding will an ICE determination be on the parties or the Commission.  With regard to the Shareholder Incentive Mechanism, ORA filed a protest on February 14, 1997 in R.94-04-031/I.94-04-032 on this aspect of the Preferred Policy Decision.  The Commission has not yet ruled on that protest.  See Attachment 14 of this report.  





California Biomass Energy Alliance (CBEA)


	The Biomass Alliance gave an opening presentation at the workshop.  It noted Public Utility Code Section 389 that applies to biomass plants, along with the forthcoming study by the California Environmental Protection Agency, states:  


389.  The Secretary of the California Environmental Protection Agency, in consultation with interested stakeholders including relevant state and federal agencies, boards, and commissions, shall evaluate and recommend to the Legislature public policy strategies that address the feasibility of shifting costs from electric utility ratepayers, in whole or in part, to other classes of beneficiaries. This evaluation also shall address the quantification of benefits attributable to the solid-fuel biomass industry and implementation requirements, including statutory amendments and transition period issues that may be relevant, to bring about equitable and effective allocation of solid-fuel biomass electricity costs that ensure the retention of the economic and environmental benefits of the biomass industry while promoting measurable reduction in real costs to ratepayers.  This evaluation shall be in coordination with the California Energy Resources Conservation and Development Commission's efforts pursuant to subdivision (b) of Section 383, addressing renewable policy implementation issues. The secretary shall submit a final report to the Legislature, using existing agency resources, prior to March 31, 1997.  (emphasis added)





	The Biomass Alliance represents 40 plants, 26 are operating and 13 have been are inactive (some have been bought out by the utilities).  The Biomass Alliance does not like the ICE procedure.  Rather, it would utilize a QF’s accounting firm to attest to the QFs operational viability.  








Illustrative Example of a Potential “Win-Win-Win” Deal





	Prior to the workshop, the Energy Division discussed a cents per kilowatt-hour (cents/kwh) illustrative example with Edison via telephone.  The purpose of the discussion was to help the Energy Division better understand the basic structure of a potential deal in clear cents/kwh terms, in addition to certain other aspects of Edison’s proposal.  Several illustrative examples were discussed at the workshop at various points.  However, a clear and complete example was not put forward by any one party at the workshop.  After the workshop, the Energy Division drafted a cents/kwh example and asked PG&E, via e-mail, to check it for accuracy and expand on it, if necessary.  PG&E refined the example, sent it back to the Energy Division via e-mail, and sent e-mail copies to both Edison and SDG&E.  The Energy Division requested specific minor refinements from PG&E.  Edison proposed its own revisions, which the Energy Division did not incorporate here because they too closely mirrored Edison’s May filing.  





This one-year buy-out example is set forth below.  The concept of using a QFs Net Operating Income (NOI) to determine the restructuring value of the contract is a concept that was advanced by Edison in its May filing, and is not supported by IEP/CCC.  ORA does not support any standard measures of reasonableness, including those proposed by Edison (i.e. the NOI approach).  For now, it can be viewed as a proxy for a key component in determining the restructuring value of the QF contract.  See Attachment 13 for a graphical representation of this example and further explanation.  





Ratepayer Perspective	Assumptions


Ratepayer pays QF for energy and capacity; Contract Revenue to QF		$0.12 / kWh


Replacement Cost of Power 								- 0.02 / kWh


Payments Above Replacement Cost							$0.10 / kWh





QF Perspective


Contract Revenue to QF; Utility pays QF for energy and capacity			$0.12 / kWh





QF’s Operating Costs	-0.04 / kWh





QF’s Net Operating Income								$0.08 / kWh





Restructuring Value


Payments Above Replacement Cost							$0.10 / kWh





QF NOI										-$0.08 / kWh





Restructuring Value (PARCs minus QF NOI)					$0.02 / kWh





Restructuring “Win-Win” Outcome





If the QF is paid its NOI plus a share of the Restructuring Value and the ratepayers pay less than the overpayments they would have paid if the QF continued to operate plus a share of the Restructuring Value, this results in a win-win situation.  In reality, the QF and the utility would have to negotiate a fair allocation of the Restructuring Value between the parties.





For this example, assume the QF receives 30% of the Restructuring Value and the Ratepayers get 70%.  The utility’s shareholders receive 10% of the 70% of ratepayer benefits.





QF (30% of $0.02/kWh)								$0.006 / kWh


Ratepayer Benefits (70% of $0.02/kWh)						$0.0140 / kWh


Total Restructuring Value								$0.0200 / kWh


											==========


Utility Shareholder Incentive (10% of Ratepayer Benefit)				$0.0014 / kWh





It should be noted that this simple example does not consider all facets of a negotiation, such as QF and utility termination costs, viability over the longer term and the change to risk profile that results from a buyout.








The Contract Restructuring Process:  Present and Proposed





During the workshop, there was substantial discussion about the slow pace at which the current contract restructuring process has proceeded over the last several years, whether by separate application or through Energy Cost Adjustment Clause (ECAC) reasonableness review.  While a number of factors were discussed, it appeared that no single factor, including staff or ORA, could be identified as the primary reason for a delay.  In addition, the utilities, QFs, and ORA noted the familiarity of the participants, as each had seen the other in various meetings and negotiations over the past two years during attempts to break the slow advance.  





Workshop participants contend that there are no defined timelines for issuance of a decision, nor is there accountability.  Some contend that the slow processing time at the Commission is an impediment to significant amounts and numbers of QF contract restructuring.  VPI, SeaWest, and Calpine contend that the utilities have not been successful in renegotiating a meaningful number of QF contracts.  (Attachment 7, p.2, respectively).  Calpine in its comments (p.2) stated that, “there have been very few restructurings due to the utilities’ reluctance to take on more risk in the absence of clear and definitive guidance from the Commission.”  Calpine further notes that, “[w]ith 800 QF contracts in California, the major utilities have only succeeded in restructuring at most two dozen contracts” (p.2).  





As can be seen in Attachment 12, “Summary of Edison’s QF Contract Modifications” and “Processing Time at the CPUC,” the current process time can vary.  Of the 10 Edison contract modification proceedings that have been approved, the fastest was 3 ¼ months while the slowest is 25 ½ months.  





The average time for the Commission to render a decision in these 13 Edison proceedings has been 8 ¾ months.  See Attachment 12.  When two cases which took the longest are removed (Dixie Valley and Biogen Power), the average drops to 6 ¼ months.  Edison currently has one contract restructuring pending in its 1996 ECAC, and two pending applications:  Mammoth (filed 5 months ago) and Toyon/Penrose (filed 10 ½ months ago).  Under the proposed expedited process as shown in Attachment 2, the parties would have the Commission reduce this decision time to a minimum of about 1 month to a maximum of 3 ½ months, assuming it is not converted to a conventional application.  





Processing time for QF contract modifications in PG&E’s ECAC take more time, probably because the Commission considers many issues in an ECAC.  The average wait is 15 months.  Currently, the 1995, 1996, and 1997 ECACs are all outstanding with waiting times of 27 ¼, 15, and 3 months, respectively, and counting.  PG&E still has seven (7) contract restructurings pending in its 1995 (1994 Record Year) ECAC proceeding, nine (9) in its 1996 ECAC, and another nine (9) in its 1997 ECAC.  





	It should be noted that PG&E and SDG&E have, for the most part, opted to take different approaches toward QF contract modifications at the Commission.  PG&E (22 out of 23 times) and SDG&E have opted for the ECAC approach to file QF modifications with the Commission.  The results of such deals were incorporated in to each utility’s annual ECAC filing for reasonableness review purposes.  Edison, on the other hand, has opted (12 out of 13 times) to file separate applications for approval of contract modifications.  





Eligibility of Contract Modifications for Expedited Review


This subsection discusses the eligibility issue, and it essentially addresses question #3 of the April 30th ruling:  


Are there certain criteria that make a QF contract modification more appropriate 


for expedited review? 





	According to the discussion at the workshop and the filings to date, there are certain criteria that make a QF contract modification more appropriate for expedited review.  The consensus document (Attachment 1) states that:  





	The Expedited QF Restructuring Docket procedure for streamlined review of bilaterally negotiated contract restructurings is restricted to applications by utilities for approval of contract restructurings between QFs and utilities to the extent that the benefits and costs of such modifications are readily quantifiable and demonstrable.  (Attachment 1, p.1)





Eligible “contract restructurings” are intended to include any voluntary QF contract modification or renegotiation that results in expected [commensurate] ratepayer benefits [including… No Consensus Reached]  (Attachment 1, p.1)


	


	QF contract restructurings involving substantially similar restructuring terms and common ownership may be considered in EQFRD as a group under a single application. (Attachment 1, p.1)





The main criterion is that the parties generally agree on the deal, and because it is voluntary, both sides must be willing.  At the workshop, the QFs and ORA noted that the utilities are primarily interested in contract buy-outs.  There are, however, many types of contract restructurings that can be done.  Consider the following list by IEP/CCC in its February filing:  





[Contract modifications] may include contract terminations buyouts, re-pricing of energy and/or capacity payments, voluntary adjustments to capacity and/or energy commitments, utilizations of replacement power from the bulk power market, elimination of the requirement that a project be a QF, shortening of contract term, increasing operating and/or dispatch flexibility, and allowing for the purchase and/ or sale of ancillary services.  (IEP/CCC, February14, 1997, p.B-1).  








Development & Discussion of An Expedited Process





With regard to the written filings, of the eleven (11) parties who filed in February and May, eight (8) are specifically in favor of an expedited process, while three (3) did not comment on that issue.  Those in favor are Edison, PG&E, SDG&E, IEP, CCC, ORA, VPI, SeaWest, and Watson.  Those that did not comment on an expedited process are Foresight Energy, Calpine, and the Biomass Alliance.  While not all parties had either proposed or supported an expedited process in written form, the workshop participants generally agreed that an expedited process would be helpful.  At the end of Day 2 of the workshop, no party opposed the expedited process agreed to in Attachment 1 and 2 of this report.  





On Day 2 of the workshop, several parties convened a small group session for about 2 hours while the rest of the group took a lunch break.  The small group consisted of Edison, PG&E, SDG&E, IEP, CCC, and ORA.  The representative of CEERT observed the negotiations for a portion of that time.  The purpose of the small group session was to draft the administrative procedures for an expedited process.  The result of this meeting was a consensus document (Attachment 1 and subsequently Attachment 2) which was presented to the whole workshop in final draft form at about 3:00 p.m. on Day 2 of the workshop.  At that time, not all language had been agreed to and thus appeared in bracketed text.  





The parties elected to further refine this document after the workshop.  The Energy Division received a revised final version from Edison, who was coordinating among the small group parties, on June 9, 1997 via e-mail.  The Energy Division later requested that a summary table be submitted (Attachment 2).  This table was drafted by PG&E and circulated to the small group parties and then forwarded via e-mail to the Energy Division on June 18, 1997.  At the request of the Energy Division, Attachments 1 and 2 were sent by PG&E via facsimile to the eleven (11) parties that had filed in February and May.  No one has contacted the Energy Division to object or to propose changes to Attachments 1 and 2 of this report.  





After the administrative procedure of this expedited process had been agreed to, PG&E asked the Energy Division staff at the workshop whether the Commission might wait on approving an administrative process until some sort of guidelines or clarifying policy was developed.  The Energy Division staff noted that it was not sure of the Commission’s intentions on this point.  PG&E stated that its preference is that the Commission not wait for a package deal to develop.  Because agreement has been reached on an expedited process (and the Section 818 issue), PG&E believes the Commission should issue a decision approving these two items.  PG&E noted that it is not necessarily opposed to new guidelines in theory.  PG&E simply contends that the current guidelines are adequate.  PG&E did note that, should the Commission chose to issue new guidelines, it is PG&E’s preference that the Commission do so after an expedited process is approved, assuming that new guidelines or policy will take some further time to develop.  





PG&E noted that if an expedited process is set up and functioning, precedents will emerge as cases are decided.  ORA, however, pointed out that an expedited process that is expected to last only 1 to 3 ½ months is not necessarily the place to intentionally develop guiding precedents.  Rather, according to ORA, it is better to clarify policy prior to implementation of an expedited review process.  Enron supported this view, and Enron clearly expressed its preference that the Commission issue guidelines or a policy decision that guides the parties through some or all of the ambiguous issue areas.  The Energy Division staff asked Enron to specifically list which decisions the Commission might make to address the confusion among the parties.  Enron deferred to the parties existing proposals and responses to the April 30th Ruling.  





ORA and Enron stated that without clarifying principles or policy from the Commission, the expedited process by itself might not bring about the desired effect of encouraging and finalizing so-called “win-win-win” deals for the utilities, QFs, and the ratepayers.  If this were the case, the ten (10) Edison contract modifications that have been decided by the Commission over the last several years might have served to quicken the pace for future contract restructurings by establishing precedents that would serve as de-facto clarifying principles.  That does not, however, appear to have been the case.  Edison claimed that the relative long processing time at the Commission, an average of 6 ¼ to 8 ¾ months (see Attachment 12, p.3) has been an impediment to settlements among the parties.  PG&E concurred with this opinion.  








The Shareholder Incentive Mechanism


This subsection discusses the debate over the shareholder incentive mechanism at the workshop, and it essentially addresses questions #5, 5a, 5b, and 5c of the April 30th ruling:  


5.  How should the shareholder incentive mechanism adopted in the Commission’s Preferred Policy Decision be crafted to encourage the restructuring of QF contracts so that the total transition costs might be reduced (see Roadmap 2 Decision, slip at p. 39)?  


Describe your view of the shareholder incentive mechanism and how it should be calculated.  


Describe how the shareholder incentive mechanism should be tracked and recorded.  


Should the rate freeze affect the calculation of the incentive?





	There was not much discussion.  On February 14, 1997, ORA filed a protest with the Commission on the shareholder incentive mechanism.  For a copy of that protest, see Attachment 14 of this report.  At the workshop, ORA stated that it was still opposed to the shareholder incentive mechanism.  ORA is not in favor of up-front shareholder benefit payments based on a forecast of savings.  Rather, ORA prefers that the utilities receive any incentive payments over time with periodic true-ups, which is when the ratepayers would receive their benefits.  








Ratepayer Benefit:  How Much Is Appropriate?  


This subsection discusses the debate of the appropriate level of ratepayer benefit.  It essentially addresses questions #4, 4a, 4b, and 4c of the April 30th ruling:  


4.  How should ratepayer benefits be evaluated?


Are there some standard measures of reasonableness that are appropriate to assist in determining ratepayer benefits?  


Should there be a threshold or minimum amount of ratepayer benefit to allow the contract modification?


Should some types of contract modifications be valued differently than other types?





At the workshop, the participants asked the following questions:  What is a reasonable QF buy-out price?  What if the QF and the utilities agree to a deal – will there be enough ratepayer benefit?  How much is enough?  All the parties agreed that an expedited process should be used to facilitate those QF contract restructurings that have the largest ratepayer benefit.  However, the parties did not agree on how to define ratepayer benefit.  Because the participants could not agree on how to define ratepayer benefit, they could not agree on how to evaluate it.  IEP/CCC maintained that $1.00 (one dollar) of benefit for the ratepayers on any given deal should be enough which, it should be noted appears essentially equivalent to ratepayer indifference.  





Edison stated that it will not do a deal with only a dollar of benefit because, even a slight change in the forecasted assumptions could yield negative benefits.  If that were the case, continued Edison, it is better to remain locked in to the existing QF contract that at least has certain costs associated with it, than to run the risk of paying even more than original contract.  Edison’s proposed approach (the Net Operating Income or NOI method) would involve some showing that ratepayer benefits from a buyout have been maximized, while still producing a buyout with the so-called “win-win” result.  ORA supported Edison’s statement on this point.  This was the fundamental disagreement between the QFs (as largely represented by workshop comments of IEP/CCC) and the utilities (the most vocal of which on this point was Edison).  





IEP/CCC appear essentially to be advocating the policy of ratepayer indifference when it proposed at the workshop that a dollar of benefit on a given deal should be enough for ratepayers.  There is a discussion of ratepayer indifference in one of the Year-11 decisions, D.94-05-018, Section 2.6 Ratepayer Indifference (54 CPUC 2d, p.388-389).  A proposal (e.g. a contract modification) has met a minimum threshold of ratepayer indifference if the “ratepayers are about as likely to incur greater costs as a result of the modifications as they are to benefit” (Id. at 389.)  However, “[b]ecause of this potential for added ratepayer costs, we [the Commission] expect the utilities to make intelligent use of sensitivity analyses to demonstrate that the modifications will continue to result in ratepayer indifference or benefits over a reasonable range of possible values for the critical variables”  (Id. at 389.)  


“We do not require the utility to guarantee that ratepayer savings will result from these modifications in all circumstances, but we expect the utilities to use good judgment and appropriate analyses to assure themselves (and eventually the Commission) that the prospect of ratepayer indifference or benefits is robust enough to survive when events vary from the forecasts, as they inevitably will.  (Id. at 389.)





In this Year-11 decision, the Commission stated that the benefits of contract modifications should be robust.  During the workshop, IEP/CCC did not clearly explain how the “dollar is enough” approach is consistent with the above cited Year-11 decision, or how a dollar of benefit is robust.  IEP/CCC did not demonstrate how the “dollar is enough” approach could provide a reliable benefit stream given the potential for forecast error.  





	ORA proposed a new guideline which would require that “significant, commensurate ratepayer benefits should be demonstrated under a wide range of economic and operational assumptions” (ORA’s May filing, p.1.  See Attachment 10).  Aside from the term “significant” this guideline appears to be existing policy.  See the Year-11 decision, D.94-05-018, Section 2.6 Ratepayer Indifference (54 CPUC 2d, p.388-389).  








Allocation of the Benefits Between the Parties





	Currently, the Commission has no policy that specifically prescribes the allocation of benefits in a contract restructuring deal.  There was much discussion over this point at the workshop.  In simple terms, IEP stated that the Commission has issued policy that has defined the “pie,” but the Commission has not told the parties specifically how to divide it.  IEP noted that it does not want the Commission to provide blanket guidance on this point.  Rather, IEP would prefer to leave the details of the allocation of the “pie” to the various parties on a case-by-case basis.  General reference was made to Decision 88-10-032, which approved Final Guidelines for Contract Administration of Standard Offers.  Conclusions of Law 13 and 14 essentially define the “pie”:  


The modifications and concessions obtained through negotiations should be valued with reference to the unamended contract and, where appropriate, the current and expected value of a QF's power.  Concessions sought by utilities in negotiating contract modifications should be commensurate in value with the degree of the change.  





The utilities consider the existing guidelines in this area adequate to proceed with further contract restructuring.  Watson, on the other hand, proposes in its February filing that the “benefits of restructuring should be allocated equitably between the QF and the utility’s ratepayers.” �  








The Rate Freeze and Contract Modifications


This subsection discusses question #2 of the April 30th ruling:  


2.  Would the rate freeze imposed by AB 1890 affect the evaluation of contract modification proposals?  If so, how?





	When this question was posed by the Energy Division at the workshop, there was generally no comment of note made by any party.  See Attachment 10 for the parties’ responses to this question.  





Consistency of the Proposals with Current Policy


This subsection discusses question #6 of the April 30th ruling:  


6.  Is the proposal advocated by each party consistent with the principles outlined in AB 1890 and the Commission’s Preferred Policy Decision and if so, how?





	There was discussion at the workshop on this point.  Calpine Corporation, which owns 400 MW of geothermal and gas-fired projects and has standard offer contracts with PG&E (Calpine, p.1-2), filed its proposal in response to the Roadmap 2 decision in May, instead of in February as required by the Roadmap 2 decision.�  Calpine’s May filing was also in response to the April 30th Ruling.  The VPI/Seawest filing followed the same track as Calpine’s.  It did not file in February, but opted to file in May.  However, the VPI/Seawest did not advance a specific proposal; instead, it noted its support for the February IEP/CCC filing.  The VPI/Seawest “proposal” did not, however, add a new proposal as such to the debate.  The Calpine proposal, on the other hand, did advocate a significantly different proposal from that of any other party, as is shown here:  





“Calpine proposes that the Commission set up a structure for QF contract administration, including all possible contract modifications, exactly like the structure the Commission has set up for other utility assets.  Namely, the Commission should decide up-front what amount of the QF contract CTC obligation it will pass on to the ratepayers over the remaining life of all QF contracts.  The shareholders will be at risk for the remaining portion, which they can collect, including substantial additional incentives, through creating savings by negotiating contract restructurings.  In other words, the Commission should devise a projection [long-term forecasts] of ratepayer costs associated with all existing QF contracts over the life of these contracts as they exist today (‘Pre-Restructuring QF CTC’).  The Commission should take a sizeable discount off the Pre-Restructuring QF CTC (‘Expected Ratepayer Savings’) corresponding to the likelihood of the benefits resulting from contract modifications to be realized by the ratepayers.  The Commission should allow the utilities to recover the difference between Pre-Restructuring QF CTC and the Commission determined Expected Ratepayer Savings plus 10% of the Expected Ratepayer Savings in rates.  (Calpine, p.3-4).  





	Calpine’s proposal relies on forecasting.  However, the Commission has stated a desire to avoid the risks associated with up-front long-term forecasting.  





	“We [the Commission] concur with most of the parties’ view that a market-based approach to calculating transition costs associated with utility assets will produce superior results to an administrative approach.  An administrative approach to valuing utility assets introduces forecasting error and necessarily relies on numerous assumptions that would likely be contested.  For example, this approach requires long-term forecasts of market prices and assumptions about existing and future QF obligations, discount rates, capacity factors, and other variables.  The estimates of overall transition costs presented by the utilities and other parties, using their versions of an administrative approach, ranged from negative $8 billion to $32 billion.�  To avoid the potential for forecast errors of this magnitude in the transition cost calculation, market-based, observational methods for quantifying transition costs for the uneconomic portion of the utility's generation assets should be employed as much as possible.  However, we will use an appropriate administrative approach as necessary to calculate the level of transition costs during the period prior to market valuation of the assets. (D.95-12-063 as modified by D.96-01-009, p.125-126).  (emphasis added)





While this point was not specifically noted at the workshop, and its is clear that all buyouts will require some forecasting, the Calpine proposal appears to pose greater forecast risk when compared with the other proposals.  Participants at the workshop did, however, specifically mention that this proposal was late-filed.  PG&E commented at the workshop that while Calpine did offer a creative proposal, it was (1) not filed until May, and (2) it would require very lengthy negotiations to agree on workable parameters.  








Procedural Schedule





There was some discussion of the expected procedural schedule on these issues.  For example, would the Commission issue a decision on the Section 818 issue because there was full consensus among the parties?  Would the Commission issue a decision approving an expedited process without additional guiding policy, or would it wait to issue an expedited process with clarifying policy?  What would happen after comments are submitted on the workshop report?  Participants preferred not to go through another round of comments on the comments to the workshop report.  It is their hope that the Commission can come to a decision on these issues, either at once or in stages.  








General Comments





Participants noted at the workshop that they have had difficulty in reaching consensus on the interpretation of existing guidelines.  They stated that negotiations over various QF contracts and general issues, between the three main parties (utilities, QFs, and ratepayers), have been on-going for about the last two years.  During the workshop, many of these areas of disagreement took on great subtleties.  This also occurred in the February proposals and the May responses.  These documents were sometimes confusing in that current Commission policy was mixed with new proposed guidelines, for example, without a clear distinction between the two.  Parties also advanced current Commission policy for approval or affirmation without explicitly noting the citation.  





In comments on this workshop report and in future filings before the Commission, the Energy Division would urge that the parties are much more precise and thorough with specific citations for past Commission decisions so that the full intent and line of reasoning may be clearly displayed for all to see.  This would help everyone more clearly understand and distinguish the new concepts advanced by the parties, and the parties’ interpretations of existing Commission policy.  
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� The procedures of the Expedited Process are set forth in Attachment 1 in normal text.  However, the text that is bracketed (i.e. […] ) denotes non-administrative language (e.g. approval criteria and eligibility language) that does not have consensus among the parties at this time.


�  Restructuring value is defined as the difference between the expected overpayments or PARCs and the expected Net Operating Income (NOI) of the QF.  NOI is the difference between a QF’s contract revenues and its operating costs.  Where PARCs exceeds NOI, there is the potential for a deal to be made between the utility, the QF, and the ratepayer.  Where expected PARCs do not exceed expected NOI, there is little or no incentive for a QF to enter into a deal and thus no restructuring value to the contract.  See Edison’s May filing for definitions and examples, and Attachment 13 of this report.  


�  See the previous footnote on restructuring value.  


�  USO1 contracts are standard offers that do not differ in specific terms by utility as had the original standard offer contracts.  The terms of these contracts were modified to accommodate for the restructured industry.  See D.96-10-036.  


�  Watson February filing, Executive Summary, p.1.  


�  “Accordingly, we [the Commission] seek proposals from the respondents and interested parties to this proceeding which would establish a generic method to review contract modifications, possibly including standard measures of reasonableness.  We encourage parties to prepare joint proposals.  Such proposals must be filed and served on the master service list in the electric restructuring docket by February 10, 1997.”  (Roadmap 2 decision, D.96-12-088, p.38)  


�  “We [the Commission] do not adopt or endorse any of these estimates, but this wide range of estimated costs illustrates our reservations about the administrative approach.  Estimates vary significantly due to assumptions used in the calculations.”  
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