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A. INTRODUCTION

Independent Energy Producers Association (IEP) and the California Cogeneration Council (CCC) respectfully submit these comments in response to the Assigned Commissioner and Administrative Law Judge’s Ruling Regarding Review of QF Contract Restructurings and Modifications dated February 6, 1998 (Ruling).  The Ruling requests briefs on five issues.  The first issue involves a matter of process, namely a jointly proposed Qualifying Facility Restructuring Reasonableness Letter (QFRRL) process; the second, third and fourth issues address disputed matters of substantive policy;  and the fifth issue invites submission of other critical issues that may facilitate QF contract restructuring
 and Commission review thereof.

B. SUMMARY 

As discussed more fully below, IEP/CCC enthusiastically support the QFRRL process, and respectfully request the Commission to adopt the process as soon as possible.  

In response to the Commission’s presentation of three disputed matters of substantive policy, IEP/CCC offer definitive recommendations in Section C below.  Each of these recommendations is premised on the belief that the contract restructuring process will be facilitated if simplified wherever practicable.  Toward this end, IEP/CCC strongly urge the Commission to state in no uncertain terms that there shall be only one overriding requirement for Commission approval of any contract restructuring.  No matter the shape or the form, any contract restructuring freely negotiated between a utility and a QF that yields “ratepayer benefit under a range of reasonable economic and operating assumptions” should be approved.  

So, too, IEP/CCC urge the Commission to recognize that ratepayer benefit is served only when competition is promoted, not restrained.  Contract restructuring can be an effective tool for serving the Commission’s ultimate policy goal of promoting competition in California’s electric industry.  To ensure that this ultimate goal is served, utilities should be clearly instructed that consideration of their own competitive position (or that of their affiliates) is not appropriate in negotiation of any contract restructuring. 

Finally,  IEP/CCC also recommend that the Commission continue this proceeding and expand its scope beyond  QF contract restructuring per se to consider other mechanisms (particularly marked-based mechanisms) that, like voluntary contract restructurings, ultimately will promote competition and better include QF resources in the emerging markets.

C. DISCUSSION

1.
The Commission Should Approve the QFRRL.

In joint comments filed concurrently with these comments, IEP/CCC, the Office of Ratepayer Advocates (ORA), Southern California Edison Company (Edison), Pacific Gas and Electric Company, and San Diego Gas & Electric Company (SDG&E) propose that the QFRRL process (Ruling, Attachment A) be approved.  IEP/CCC incorporate those comments by reference here.

2. 
The Commission’s Standard of Reasonableness for Approving a QF Contract Restructuring Should Be Based Solely on a Determination of Ratepayer Benefits Under a Range of Reasonable Economic and Operating Assumptions.

In its only previous decision pertinent to the question of QF contract restructuring involving the alteration or acceleration of QF contract payments, the Commission determined that any such restructuring is reasonable and should be pursued provided that ratepayers are at least financially indifferent to the outcome:

It seems obvious, at least to us, that a modification that left ratepayers economically indifferent but offered other identifiable but hard-to-quantify benefits would meet the minimum level of acceptability.

This determination was and remains appropriate.  Payments made under QF contracts are by Commission determination (D. 82-01-103) and as a matter of law (P.U. Code Section 2821(b)) just and reasonable.  In any contract buyout, if payments under the restructured contract do not exceed payments under the original contract, the restructured contract must therefore also be just and reasonable.  In sum, once the determination is made that ratepayer benefits do arise from the contract restructuring, the Commission’s standard of reasonableness should be deemed to be satisfied.

While the Commission’s standard of reasonableness should be ratepayer benefits resulting from the restructuring, the determination of such benefits should be considered under a range of reasonable economic and operating assumptions, which involves, among other issues, (a) an evaluation of project viability, and (b) a measurement of payments above replacement cost (PARCs).

In contract restructurings involving the buying-out of capacity, for example, PARCs is primarily associated with the opportunity to replace that capacity at lower cost, or not to replace it at all.  For QFs that are operating under and being paid short-run avoided cost (SRAC), which ultimately will define the market price for energy, and in the absence of information to the contrary, it is reasonable to presume continued project operation for the contract term, and PARCs is easily measured as the present value of the capacity payments.  In other cases, the “range of reasonable economic and operating assumptions” to be taken into account may be more complex.  In any case, however, once the determination is made that ratepayer benefits do arise from the restructuring, the Commission’s standard should be deemed to be met.  Confirmation by the Commission that this simple standard of reasonableness applies to all contract restructurings will send a signal to utilities and QFs alike that, as long as ratepayer benefits under a range of reasonable economic and operating assumptions are present, freely negotiated contract restructurings, whatever their form, will “pass the Commission’s test”.  

The utilities and ORA sometimes suggest that the Commission’s standard of reasonableness should qualify “ratepayer benefits” with vague and subjective qualifiers such as “commensurate”, “significant”, or “robust”.  IEP/CCC’s view is that the inclusion of vague qualifiers will confuse, rather than facilitate, successful contract restructurings.  If asked what “commensurate” means, one will almost certainly get five different answers from five different people.  For the Commission to attempt to enforce such a standard will be difficult, confusing and contentious, and may invite second-guessing of the delicate balance struck by the utility and the QF in what are inevitably long and hard-fought negotiations.  When a freely negotiated contract restructuring is submitted for Commission approval, the Commission’s role should be simply to confirm that the negotiated result yields ratepayer benefits under a range of reasonable economic and operating assumptions.  Either the contract restructuring yields ratepayer benefit, or it doesn’t.  Any contract restructuring should stand or fall on that basis alone.

IEP/CCC also note that the utilities and ORA have sometimes suggested that contract restructurings should involve consideration of the QF contract holder’s projected future financial position (e.g., expected net operating income under the existing contract) and consideration of the QF’s hypothetical future business opportunities (e.g., direct access sales).  IEP/CCC strongly believe that these considerations are irrelevant to the ratepayers’ position and benefit and are highly (if not completely) speculative, may be invasive of proprietary and competitive business information, and are necessarily contentious.  These considerations will complicate and, ultimately, discourage the contract restructuring process, contrary to the Commission’s stated intentions, and should not play a role in the Commission’s standard of approval for contract restructurings.  

3. 
Contract Restructuring Negotiations Are and Must be Voluntary in Nature; But That is Unrelated to the Question Whether Utilities Should be Insulated from the Ordinary Regulatory Purview of the Commission.

IEP/CCC are adamant, and are unaware of any suggestion to the contrary by any source, that QF contracts are entitled to and will be upheld and honored; and like any other such bilateral agreement, may be modified only by the parties and only by their mutual agreement.  The Commission has specifically confirmed its agreement with this principle in its Preferred Policy Decision, D.95-12-063, as modified by D.96-01-009, among others.  
IEP/CCC fail to see, however, how this undisputed principle implicates the utilities’ position with regard to reasonableness review generally.  Whether a utility management decision with regard to a QF contract restructuring opportunity should be subject to reasonableness review seems to us to be tautological.  If, by hypothesis, the utility has made a decision that by virtue of ratepayer detriment or otherwise is not reasonable, then it is within the purview of this Commission to review that decision.  Indeed, the Commission may be without discretion to cede such authority.

4.
The Shareholder Incentive Mechanism.

IEP/CCC always have been suspicious of the view that contract restructuring negotiations are or were inhibited by the absence of a shareholder incentive.  Other factors, including the absence of an adequate approval process which the QFRRL hopes to resolve, are far more important.  Nonetheless, if the Commission, as it has in its Preferred Policy Decision, determines that such an incentive will enhance the process, then it should be implemented in a way that adds certainty and simplicity, rather than uncertainty and complication, to the process.  

5.
The Commission Should Consider Other Critical Issues to Facilitate Contract Restructurings. 

(a)  An important objective of contract restructuring is to increase opportunities for competition in California’s newly competitive electric market.  This, in turn, will provide long-term benefits to ratepayers.  To ensure that competition is increased, and not restricted, IEP/CCC request that the Commission clearly instruct utilities that consideration of the utility’s own competitive position (or the competitive position of its affiliates) is an inappropriate consideration in any restructuring.  

(b)  IEP/CCC also encourage the Commission to consider that the restructuring of QF contracts, whether through capacity buy-downs or otherwise, is the “means” and not the “end”.  There are other opportunities for integrating QF resources into the emerging market.  At least two other market-based programs come to mind which IEP/CCC urge the Commission to incorporate into this proceeding and set for discussion among the parties.

First, proposals are beginning to emerge for effectively “divesting” the utilities of some or all QF resources.  IEP/CCC are aware, for example, that SDG&E has made such a proposal in connection with its generation divestiture application.  Edison has sometimes expressed interest in the idea of transferring contract administration to a third party.  IEP/CCC understand that Enron has a competing proposal as well.  Other proposals no doubt exist and may emerge if an appropriate forum is created to consider such programs.  As these proposals may provide additional opportunities (and, in fact, possibly more fruitful opportunities) for integrating large numbers of QF resources into the emerging market and/or otherwise contributing to the development of a competitive marketplace, IEP/CCC encourage the Commission to commence a process in this proceeding for the consolidated consideration of these or similar mechanisms.

Second, it may be possible to develop mechanisms that will allow QFs to schedule their own power into the Power Exchange, rather than being submitted as “must-take” resources as is currently the case.  Two such mechanisms were submitted to the Commission on February 16, 1996, in I.89-07-004, as part of a settlement agreement among Edison, IEP and CCC.
  These proposals yield various benefits, including increasing competition in the market, minimizing market distortions from must-take generation, and mitigating potential over-generation scenarios. These proposals were never addressed by the Commission, and IEP/CCC urge the Commission to call for proceedings on the development of such mechanisms here as well.

D. CONCLUSION

For the reasons set forth above, IEP/CCC respectfully request that the Commission adopt IEP/CCC’s proposals as set forth herein.  
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�	As used in these Comments, “contract restructuring” is intended to include a variety of voluntary modifications to existing QF contracts.  Such modifications may include, but are not limited to, contract terminations, buyouts, repricing of energy and/or capacity payments, voluntary adjustments to capacity and/or energy commitments, utilization 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.  “Contract restructuring,” within the meaning of these proposed guidelines, shall not include modifications which are necessary or indicated to respond to changed regulatory circumstances, such as any change in short-run avoided cost methodology.  Such necessary modifications should not trigger a requirement for the provision of reciprocal ratepayer benefits.


� 	D.94-05-018.


�	See Part 5 of the settlement agreement for further details about these “QF bidding options”.
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