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RESPONSE Of The Office Of Ratepayer Advocates

TO PACIFIC GAS AND ELECTRIC COMPANY’S MOTION 

FOR PRELIMINARY RULING ON THE REVIEWABILITY 

OF ITS PROCUREMENT PRACTICES

I. INTRODUCTION

This Response Brief is filed in compliance with Rule 45(f) of the Rules of Practice and Procedure.  Pacific Gas and Electric Company’s (“PG&E”) request that the Commission provide rubber-stamp approval of PG&E’s entire procurement portfolio for the 2001 Annual Transition Cost Proceeding (“ATCP”) record period should be denied.  

II. THE COMMISSION RETAINS THE ABILITY TO, AND SHOULD, REVIEW PG&E’S PROCUREMENT PORTFOLIO FOR REASONABLENESS 

PG&E’s Motion entirely rests on out-of-date decisions having little bearing on the Commission’s present-day regulatory posture.  A more thorough examination of the Commission’s evolving position with respect to the reasonableness of PG&E’s procurement activities in the changing context of AB 1890’s rate freeze reveals a starkly divergent picture than that painted by the utility.

In its Motion, PG&E points to certain statements the Commission made regarding the reasonableness of PG&E’s participation in the PX and ISO short-term and block-forward markets.  For example, in Resolution E-3658, the Commission declared that “[d]uring the transition period all purchases through the PX are presumed reasonable.”  (March 16, 2000.)  What PG&E neglects to highlight, though, is the Commission’s careful use of the word “presumed.”  The presumption of reasonableness was just that: a presumption that could be revised or overcome were circumstances to change.  It would not have made sense, for example, for the Commission to authorize additional procurement strategies for PG&E, such as hedging-related block-forward PX power purchases, in order to decrease costs and then conclusively and permanently decide that it would be per-se reasonable even if PG&E never availed itself of the option.

Importantly, the presumption of reasonableness was articulated in the context of the then-existing rate freeze.  The rate freeze no longer carries the same meaning and implications as it did in March 2000, and it is that paradigm shift which now motivates the Commission to revisit and revise its own presumption.

A. The Rate Freeze as Originally Designed

The retail rate freeze activated by the passage of AB 1890 (Cal. Pub. Util. Code § 368(a)) had three fundamental intended effects.  First, it was designed to provide California utilities with a reasonable opportunity to recover their uneconomic generation-related costs through use of the “headroom” differential created (in theory) between artificially high frozen rates and projected utility operating costs.  

Second, the rate freeze provided protection to the utilities’ retail ratepayers by burdening only the utilities with the risk of higher operating costs, including higher FERC-approved wholesale power costs.  If operating costs were to rise, the utilities would see a proportional offsetting decrease in the recovery of uneconomic costs.  

Third, because the utilities would be solely responsible for uneconomic cost recovery, the retail rate freeze provided incentives for utilities, as buyers of electricity, to keep their power procurement costs as low as possible.  This was a critical protection for ratepayers as well, since utilities are also sellers of electricity from their retained generation units.  

It was in this retail rate freeze context, replete with ratepayer protection features, that the Commission made its initial declarations regarding the presumption of reasonableness that would attach to PG&E’s purchases of wholesale power through the PX and the ISO.  A poignant glimpse of the Commission’s initial optimism is found in Resolution E-3658, supra, in which the Commission noted that “[w]e are not concerned that [PX block] forward contracting would allow the utility to assume unnecessary risks on the part of ratepayers.  During the period of stranded cost recovery the utilities have an incentive to achieve the lowest possible energy prices for customers.”

B. The Rate Freeze as an Illusory Mechanism, and the Commission’s Shift in Attitude

Of course, the paradigm of deregulation in general, and its rate freeze component in particular, was deeply flawed and has sharply deviated from its original bearing.  Clear examples of the trend away from strict observation of the rate freeze are found in the Commission decisions of January 2 and March 27, 2001, increasing retail rates for PG&E by one cent and three cents per kilowatt-hour, respectively, despite the continued existence of the rate freeze.  (D.01-01-018; D.01-03-082.)  The “incentive” to minimize power purchase costs relied upon by the Commission in Resolution E-3658 no longer exists in the same sense, because the rate freeze is no longer an inviolate standard.

Moreover, as PG&E is undoubtedly aware, statements made by the Commission in previous decisions are not binding precedent.  Under California Public Utilities Code Section 1708, the Commission may, “at any time . . . rescind, alter, or amend any order or decision made by it.”  (See also Decision No. 90-08-046, 1990 Cal.P.U.C. LEXIS 727, **14-15 (1990).)  The Commission’s past statements regarding the reasonableness of PG&E’s procurement practices are subservient to the Commission’s contemporary views.  

Those views began to manifest a changing attitude toward the presumption of reasonableness in the late summer of 2000, when the Commission issued Decision No. 00-08-023.  In D.00-08-023, the Commission authorized PG&E to enter into near- and short-term bilateral contracts as hedging mechanisms in the face of a deepening energy crisis.  The Commission expressly retained its commitment to reasonableness reviews, however, stating that its “authorization recognizes that it may be prudent to enter into near-term and mid-term bilateral contracts . . . .” (Conclusion of Law No. 1, emphasis added.)   It vowed to “continue to oversee procurement practices” (Conclusion of Law No. 2), and promised that “[t]o the extent that reasonableness reviews based on the standards adopted herein reveal imprudent procurement activities, rates will be subject to refund.”  (Conclusion of Law No. 3.)  

In that same case, the Commission set up a specific reasonableness review process that involved PG&E submitting data to both the Energy Division and ORA regarding the specific source of prices underlying offers for bilateral energy contracts.  In its instant Motion, however, PG&E does not mention that the Energy Division and ORA never agreed to the pricing data supplied by PG&E.  A reasonableness review of bilateral contracts is therefore long overdue.  The Commission went so far as to identify the ATCP as an appropriate venue for just such a review:  “If a reasonableness review is indicated, such review should be conducted as part of PG&E's ATCP.”  (D.00-08-023.)

Several months after Decision 00-08-023, the concept of the rate freeze and its concomitant assumptions about utility incentives to keep power costs low eroded even further.  In Decision No. 00-12-067 (December 21, 2000), the Commission addressed financial difficulties experienced by PG&E as a result of turmoil in the wholesale energy markets.  In proposing hearings to determine whether rate increases would be necessary for PG&E, the Commission stated that “we do not assume that all of the utilities' incurred costs -- or the way they managed those costs - were necessarily reasonable.”  (D.00-12-067, p.5, n.5.)  Moreover, the Commission required independent auditors to evaluate PG&E’s accrued costs and revenues over the entire rate freeze period.  (Id. at p. 6.)  Any presumption of reasonableness for PX and ISO purchases was left by the roadside.

The stance taken by the Commission in its litigation against Southern California Edison Company (“SCE”) in SCE v. Loretta M. Lynch, et al. (CV-00-12056-RSWL, U.S. Dist. Ct., Central Dist. Cal.) is dispositive evidence of its reversal of position on the reasonableness of utility procurement practices.  It its Opposition to Plaintiff’s Motion for Order Specifying Material Facts Alleged to be Without Substantial Controversy (Jan. 29, 2001), the Commission articulated, in no uncertain terms, its commitment to reasonableness reviews of utility procurement practices despite earlier pronouncements about per-se reasonableness.  The Commission’s Brief is attached as Exhibit 1, and ORA requests that judicial notice be taken of it in accord with California Evidence Code Section 452(c) and (d) and Rule 73 of the Commission’s Rules of Practice and Procedure.  
Finally, stubborn maintenance of a per-se standard of reasonableness for a utility’s procurement practices during an unprecedented power crisis would in fact be illegal.  The Commission has an overriding statutory duty to ensure that utilities’ retail rates are “just and reasonable.”  (Cal. Pub. Util. Code § 451.)  An unrebuttable presumption of reasonableness would eviscerate the ability of the Commission to impose its own measure of what rates, based on power purchases, are “reasonable.”  

III. A REASONABLENESS REVIEW OF PG&E’S PROCUREMENT PRACTICES HAS WEIGHTY IMPLICATIONS

Should the Commission agree with ORA and confirm Administrative Law Judge Barnett’s Ruling of December 19, 2001 that PG&E must present evidence substantiating its procurement practices during the record period, it needs to understand the consequences.  

Reviewing PG&E’s procurement practices from July 2000 through June 2001 will be a gargantuan undertaking.  A true reasonableness review may require scrutiny of procurement decisions on almost an hour-by-hour basis, and would have to consider market sales as well as purchases.  The closest analogy would be San Diego Gas and Electric Company’s (“SDG&E’s) procurement review in the 2000 ATCP.  While an Administrative Law Judge’s Ruling adding an issue to the scope of a proceeding cannot be appealed, ORA intends to file a motion to bifurcate PG&E’s 2001 ATCP into two parts, one of which would address solely procurement practices.

Conducting meaningful analysis of the utility’s purchasing decisions will require a level of expertise and staffing not currently allocated to the ATCP by ORA.  While TURN may address some issues tangentially related to PG&E’s procurement practices, ORA is not preparing testimony on the reasonableness of demand bidding, the reasonableness of PX block-forward purchases, prudent load bidding in the California market, or the reasonableness of generation bidding, scheduling, or dispatch.  Addressing such issues would transform the ATCP into a proceeding reminiscent of the energy cost adjustment clause (“ECAC”) proceedings, but with the additional burden of sorting out the reasonableness of purchasing decisions and risk management during an exceptionally turbulent period for California energy markets when the bulk of procurement transactions occurred in an hourly spot market.  

The ATCP may not even be the proper proceeding in which to address the massive question of PG&E’s procurement practices.  The cost of buying energy is generally not a transition (or “stranded”) cost.  Transition costs are those costs “that were being collected in commission-approved rates on December 20, 1995, and that may have become uneconomic as a result of a competitive generation market . . . .”  (Cal. Pub. Util. Code § 367.)  The PX and ISO did not even exist in 1995, so it is hard to image how the cost of buying energy from those markets could be labeled a “transition cost.”  PG&E’s procurement practices thus fall outside the intended scope of the ATCP.  

Even if purchased energy expenses were loosely deemed transition costs for purposes of review, it would not matter in a practical sense since “[n]o utility may carry over costs incurred during the rate freeze period to the post-rate freeze period, notwithstanding the status of the TRA, relevant Commission proceedings, or PX billings.  After the rate freeze, the utilities may not recover costs incurred during the rate freeze.”  (D.99-10-057, October 21, 1999.)  The rate freeze will statutorily end for PG&E on March 31, 2002.  (Cal. Pub. Util. Code § 368(a).)  Since a decision on reasonableness will not issue before that date, and costs incurred during the record period may not be recovered after that date, whether they are reasonable costs or not seems little more than an academic question.
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IV. CONCLUSION

The Commission currently requires reasonableness reviews of utility procurement practices.  PG&E should not be permitted to pass under the radar and receive rubber-stamp approval of what is undoubtedly an enormous sum spent on purchased energy during the record period.  The utility’s Motion should be denied.
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� This ignores, of course, potential outcomes of the ongoing litigation between PG&E and the Commission in federal court on the topic of the Filed Rate Doctrine.
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