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The Office of Ratepayer Advocates (ORA) submits this amended protest in accordance with ALJ Careaga’s March 9 Ruling, as amended by his oral ruling of March 30 extending the filing date to April 5. In his March 9 Ruling, Judge Careaga provided parties the opportunity to submit Responses to SDG&E’s Supplementary Testimony distributed February 26, or submit Motions Requesting Evidentiary Hearings. For reasons described below, ORA sought to file an Amended Protest instead, providing essentially the same information. Counsel for ORA inquired of ALJ Careaga on March 30 whether such a filing would be consistent with his Ruling, and he stated that it would be.

	ORA had previously submitted a timely Protest on February 4, 1998 which stated that SDG&E’s 16 pages of testimony submitted with its application in December was so admittedly incomplete that SDG&E should be required to file an amended application when it submitted its promised supplementary testimony. The March 9 ALJ Ruling does not address ORA’s recommendation, instead apparently accepting SDG&E’s supplementary testimony in lieu of an amended application. Since ORA does not have a protest filed which describes the substantive issues which it contests, we have chosen to file an Amended Protest at this time to create a clearer record.

Summary

In its Supplemental Testimony, SDG&E provides the first (insufficient) details regarding its proposed auction. It also identifies for the first time that it plans to sell its interest in the retired San Onofre Nuclear Generating Station (SONGS) Unit 1.�  SDG&E also requests for the first time to have certain fixed Administrative and General (A&G) expenses characterized as distribution, rather than generation costs. 

A.	At this Time, ORA Opposes the Granting of SDG&E’s Requests Other than Authorization to Sell its Fossil Power Plants at Auction

SDG&E is asking for four types of relief: 

approval of the sale of its fossil power plants, 

approval of sale of its Qualifying Facilities (QF) and other purchased power contracts, 

approval of the sale of its share of SONGS 1, 2, and 3, and 

reassignment of fixed administrative and general expenses (A&G) from generation to distribution. 

Regarding the sale of the fossil power plants, the only issue ORA raises at this time concerns the cost of environmental remediation work at these plants. SDG&E has stated it will supplement its application on this issue in the future and we will review this issue at that time. ORA agrees with the applicant that most of the generic policy issues associated with this sale have already been resolved in the PG&E and Edison divestiture applications. However, ORA is generally aware that the City of Carlsbad and perhaps other members of the public have numerous local issues associated with the sale of these plants. Since ORA has not had an opportunity to review those concerns, it is premature for us to take a position on the merits of those issues pending review of the protests filed by other parties.

At this time, ORA opposes the sale of assignments to SDG&E’s QF and other purchased power contracts. SDG&E has provided no evidence that such a sale is in the ratepayers’ interest. For reasons described in this protest such a sale of QF and other purchased power contracts is radically different than the sale of power plant and has a high probability of being worse than the status quo for ratepayers.

At this time, ORA also opposes the sale of SDG&E’s share of SONGS 1, the retired unit. From a ratemaking perspective, this unit bears no resemblance to the functioning power plants that have previously been authorized for sale. What SDG&E proposes to auction off is not an operating plant (nor a plant that is likely to operate again), but instead a huge decommissioning liability and a large decommissioning trust asset which has been paid for by ratepayers. This unit does not, and never will have, a direct impact on the competitive electric market in California. The only reason to sell it is if that would be a least cost alternative to management of the decommissioning costs. However, SDG&E has presented no evidence that such would be the case. Indeed SDG&E’s proposed bundling of Unit 1 with the sale of Units 2 and 3 would make impossible the determination of any costs savings from the sale of Unit 1.

At this time, ORA also opposes the sale of SONGS Units 2 and 3, although for entirely different reasons. SDG&E is only a minority owner of these units, and Edison is the majority owner and operator. Under contract with SDG&E, Edison and two municipal utilities each have the right of first refusal regarding any sale of SDG&E’s share of SONGS, and may take up to six months after notice to determine whether to exercise that right. In addition, the sale of these units would have to be approved by the Nuclear Regulatory Commission (NRC) which is estimated by the applicant to need three years to evaluate the sale. These roadblocks to an open auction suggest that Edison may be the only effective purchaser of SDG&E’s share, resulting in a market failure. This, plus the longer  transition period ratemaking for nuclear plants compared to fossil plants, cause ORA to conclude that the sale of these Units should be considered on a slower schedule than the sale of the fossil plants, and is unlikely to be in the ratepayers’ interest.

Finally, ORA opposes SDG&E’s request to include nearly $17 million per year of fixed generation-related A&G costs in its distribution revenue requirement. However, as explained below, ORA and SDG&E have agreed that this issue is far better considered in SDG&E’s PBR proceeding (A.98-01-014) and we have jointly moved that the Commission transfer this issue to that proceeding.

B.	ORA and the Applicant Propose a Modified Schedule that Would Allow Intervenors and the Commission Adequate Time to Address QF and Nuclear Issues

ORA negotiated with the applicant a proposed schedule different than the one contained in SDG&E’s supplemental testimony. This schedule was sent to ALJ Careaga and distributed widely by SDG&E on March 24. ORA and SDG&E subsequently filed a motion to have the Commission adopt this schedule. This proposed  schedule was designed to let the sale of the power plants proceed expeditiously, yet give the Commission time to review the sale of QF contracts and the nuclear plants. Please note that this schedule represents a change in SDG&E’s position expressed in the supplemental testimony that the auction of the power plants, the QF contracts, and the nuclear plants should proceed simultaneously.

The proposed sale of QF and purchased power contracts raises novel, major policy and analytical questions. Accordingly, the Commission should allow parties adequate time to evaluate this proposal. The proposed sale of its 20% share of SONGS Units 1, 2 and 3 appears infeasible, raises numerous new policy issues and complexities, and should be separated from the sale of the fossil plants.

C.	ORA Requests Evidentiary Hearings

In accordance with ALJ Careaga’s March 9 Ruling, ORA hereby requests evidentiary hearings in this case. ORA has summarized in each of the sections below the type of factual information which it would seek to put on the record in hearings either through direct testimony or cross-examination. 

We note that at this point, much of the information needed to evaluate these applications has not been included with SDG&E’s supplemental testimony. This is particularly a problem with respect to the sale of QF contracts and SDG&E’s share of SONGS. SDG&E’s testimony consists almost entirely of conclusory assertions that sale of SDG&E’s nuclear plants and QF contracts is in the ratepayers’ interests. Notwithstanding the relevance of specific facts to evaluation of that claim, SDG&E has not included them. Discovery and discussions regarding the sale of both the QF and nuclear assets is underway and far from complete. 

We also note that some language in ALJ Careaga’s March 9 Ruling may be construed as setting a new, inappropriate standard limiting parties’ rights to evidentiary hearings, and a new and inappropriate standard for qualification of witnesses. Adoption of any such new standard would raise serious due process issues, and this application, which is complicated enough already, is not the forum in which such new standards should be considered. Both of these issues are discussed in more detail in the body of the Protest.

II.	Procedural Issues

A.	ORA Requests Evidentiary Hearings

In accordance with ALJ Careaga’s March 9 Ruling, ORA hereby requests evidentiary hearings in this case. ORA has described, to the extent feasible at this time, factual testimony it plans to introduce at hearings. Because the issues and facts surrounding SDG&E’s proposed sale of QF contracts, other purchased power contracts, and its share of the SONGS Units are complex, ORA has listed the testimony it is currently aware needs to be presented in evidentiary hearings as part of the discussions of these particular assets. Further discovery may uncover additional issues.

B.	ALJ Careaga’s March 9 Ruling Should Not Be Construed as Setting a New, and Inappropriate Standard Limiting Parties’ Rights to Evidentiary Hearings

Rule 44.2 requires parties to state in their protests “the facts constituting the grounds for the protest” and if the party requests evidentiary hearings, “the facts the protestant would present at an evidentiary hearing to support its request.” In his March 9 Ruling, ALJ Careaga appear to narrow further the grounds which justify the holding of evidentiary hearings. The Ruling states that parties:

Shall set forth, with particularity, factual statements contained in SDG&E’s testimony that are disputed, and shall describe the evidence that the party intends to offer in opposition (e.g., the testimony of H. Burns, P.E., Ph.D, who is an expert in electrical system reliability analysis, whose expert opinion will be delivered that the sale and assignment of SDG&E’s power supply contracts with Portland General Electric, Public Service of New Mexico, and Yuma Cogeneration Associations will degrade system reliability because the power demand previously met by such contracts cannot be fulfilled through the acquisition of power in the newly competitive market, in contradiction to the Direct Testimony at 4, lines 20-24. (emphasis added)

There is nothing in Rule 44.2 which limits the proposed evidence intervenors can offer to rebuttal of facts or assertions which the applicant has chosen to include in its testimony. Intervenors are free, and should be encouraged, to offer any evidence which they can demonstrate is relevant and material, regardless of whether the applicant chose to include facts or assertions on that issue.

The Ruling also suggests that parties must offer their own witnesses. If the intent of this directive is to deny the right to evidentiary hearings to those parties which do not propose to offer their own witness, then  the Ruling  (and its accompanying example) imposes on intervenors an unnecessary, unreasonable, inappropriate, and unfair burden. If such a policy were enforced by the Commission, it would deny protestants their fundamental rights to challenge SDG&E’s application through cross-examination with or without witnesses. In Pacific Gas and Electric Company 16 CPUC 2d 89, 110-11 (1984), the Commission found:

[I]t is clear that we cannot force TURN to sponsor witnesses or otherwise dictate its affirmative showing. TURN has chosen the tactical approach of making its case by cross-examination and argument. This is a difficult tactical approach. Nonetheless, as long as the arguments it advances in its briefs are premised on facts in he record, or otherwise officially noticed, the utility is adequately protected. (emphasis added)

A new standard requiring each party to present its own witnesses would be particularly burdensome in the current proceeding due to the extreme generality of SDG&E’s supplementary testimony, and the lack of detailed information about these specific QF and nuclear contracts that is in the public domain. Parties cannot identify specific SDG&E factual statements they will rebut if SDG&E does not provide such factual statements in its application or testimony, but instead couches its testimony solely in general assertions and conclusions, for example, SDG&E assertion (at 3) “In light of these strong [market power] concerns expressed by the Commission, SDG&E believes all of its proposed divestitures are in the public interest.” 

The desirability to ratepayers of selling assignments to the QF contracts depends on facts specific to each of those contracts (e.g. the historic operating performance of each QF, and evaluation of its future viability). These facts are similar to those used by the Commission to evaluate QF buy-outs and restructuring applications. Yet, SDG&E includes none of these facts in its supplemental testimony.  Further, SDG&E provides no factual testimony to demonstrate that its proposed sale is better than status quo for the ratepayers. 

C.	ALJ Careaga’s Ruling Should Not Be Interpreted as Setting a New, and Inappropriate Standard Regarding Qualification of Staff and Intervenor Witnesses

In the March 9 Ruling, ALJ Careaga gives an example of what should be contained in parties’ Responses to SDG&E’s supplemental testimony. In the example, he describes the proposed testimony of “H. Burns, P.E., Ph.D”. Electrical engineers with Ph.Ds are a rare breed indeed. ORA senses that there is an assumption on the part of ALJ Careaga that testimony at CPUC evidentiary hearings must be presented by an eyewitness, a Ph.D., or a private sector industry analyst.� This pinhole screening of who is qualified to present testimony threatens to disenfranchise intervenors who either have no access to outside consultants (e.g. ORA) or cannot afford them. The Commission has historically recognized experience working at the CPUC, Energy Commission, and other non-private sector jobs as providing staff with expertise of value to the Commission. The relative experience of staff witnesses, intervenor witnesses and utility witnesses has been evaluated by ALJs and the Commission in determining the weight to afford their testimony, but it has only rarely been used to disqualify witnesses, as appears to be the ALJ’s intent here. Any new efforts in this proceeding to bar ORA staff from testifying on issues related to their work here at the Commission must be rejected.

D.	ORA Reserves the Right to Request Evidentiary Hearings Regarding Additional Factual Information which SDG&E Has Not Yet Submitted Regarding the Cost of Environmental Remediation

SDG&E proposed to conduct environmental remediation at the fossil plant sites associated with the sale of those sites. Because it is still investigating the extent of remediation needed, SDG&E did not provide detailed cost estimates with its Supplementary Testimony. Instead, it intends to provide such detailed information on or before August 1. A similar issue arose with respect to PG&E’s environmental remediation costs. ORA contested PG&E’s initial proposal and ultimately resolved this issue when PG&E revised its cost estimates down sharply. Until SDG&E provides this information, ORA is not in a position to evaluate the reasonableness of SDG&E proposal. ORA cannot be made to make its rebuttal showing on this issue prior to the applicant making its showing. Accordingly, ORA reserves the right to request evidentiary hearings on this issue subsequent to the time SDG&E submits its detailed costs estimates this summer. SDG&E has expressed no opposition to ORA’s position on this matter (see SDG&E’s March 24 letter).

E.	ORA Requests that Future Service of Rulings Be Done by E-Mail

	We note that there appear to have been problems with the service of the March 9 Ruling which has resulted in the extended time to file these Responses. When it was issued on March 9, the Ruling was served on parties only by regular mail. ORA (in this case the CPUC Legal Division) did not receive a copy of this protest until March 18, nine days after it was mailed. Our survey of other parties revealed that neither the California Independent Energy Producers Association nor the California Cogeneration Council ever received this Ruling, despite the fact that both parties are listed on the service list of this proceeding. This experience further demonstrates the need for the Commission to move faster toward electronic distribution of Rulings, preferably through e-mail. We now are in a hazardous purgatory where some Rulings get distributed by e-mail leading to a reasonable, if dangerous, assumption on the part of parties that all Rulings are so distributed.

In order to ensure that ORA receives future rulings in a timely fashion, we request that rulings be served on ORA by e-mail as well. 

III.	ORA Recommends the Commission Adopt the Modified Schedule Proposed by SDG&E and ORA

A.	This Schedule Will Allow for the Speedy Sale of SDG&E’s Fossil Power Plants

ORA supports the expeditious sale of these two power plants. The proposed schedule will allow that auction to proceed prior to resolution of what promise to be thorny issues surrounding the proposed sale of the purchased power contracts and nuclear assets.

B.	The Proposed Schedule Allows Parties and the Commission Time to Consider the Novel, Major Policy and Analytical Questions Surrounding the Sale of QF and Other Purchased Power Contracts and Nuclear Assets

SDG&E proposed to auction assignments to its nine QF Contracts and its two long-term purchase power contracts. This would be the first sale of an assignment of a QF contract by a utility in California. SDG&E also proposes to sell its share of SONGS. This would be the first sale of nuclear assets by a CPUC-regulated utility. Further complicating the sale is the fact that SDG&E is a minority owner in the nuclear facilities, and the majority owner, Edison, has special rights regarding the sale of SDG&E’s share. These issues are explored further in later sections of this protest. Here it is only necessary to point out the advantage of the ORA/SDG&E proposed schedule in that it would give the Commission time to consider these QF and nuclear issues more carefully.

IV.	Sale of SDG&E’s Fossil Plants

Based on preliminary review of SDG&E’s updated filing ORA agrees that the auction of SDG&E’s two main fossil plants (Encina and South Bay) and the 17 additional combustion turbines can be handled expeditiously. SDG&E’s application is consistent with what the Commission adopted for PG&E and SCE, and at this time, ORA has no factual issues which would require hearings on the auction of the fossil units. 

 However, ORA is generally aware that the City of Carlsbad and perhaps other members of the public have numerous local issues associated with the sale of these plants. Since ORA has not had an opportunity to review those concerns, it is premature for us to take a position on the merits of those issues pending review of the protests filed by other parties.

V.	The Sale of Assignments of QF and Non-QF Purchased Power Contracts is So Different That Previous Auctions of IOU Powerplants Are Not Useful Precedents

QF and other power contracts have a combined statewide annual ratepayer costs of about four billion dollars. The amount of transition costs associated with such contracts being so large, the Commission should proceed very carefully.

SDG&E’s application starts from the premise that one generating asset is generally like another. The applicant asserts that if Edison and PG&E’s auctions of their IOU-owned fossil powerplants could reduce CTC costs, then it follows that sale of SDG&E’s purchased power contracts would have the same impact on CTC costs. However, there are striking differences between the sale of all rights to IOU-owned fossil powerplants and the sale of assignments to IOU obligations under purchased power agreements, and these differences result in the auction of purchase power contracts not being likely to reduce CTC costs.

This section will discuss issues common to the sale of assignments to both QF and non-QF purchased power contracts. For example, the most striking difference is, as SDG&E admits, that a bidder for a power purchase contract will demand payment from SDG&E to take the contract, rather than pay SDG&E for the asset. The following sections of the brief deal with issues specific to (1) QF contracts, and (2) purchased power contracts with other utilities respectively.

A.	The Stranded Cost Associated with these Purchased Power Contracts Is Fundamentally Different than the Stranded Cost Associated with IOU Power Plants

In the case of the IOU’s fossil powerplants, all parties have generally agreed that the utility’s stranded cost is difference between the present market value of the powerplant and its site and the remaining shareholder investment in that powerplant (the net book value). Put another way, the stranded cost is the instantaneous difference between two capital costs. This comparison is appropriate since under AB 1890, ratepayers are not responsible for paying for any O&M or future capital additions at the plant after March 1998. 

In contrast, in the case of purchased power contracts, there is no shareholder investment to recover. The utility’s “stranded” costs consist of the future differences between the monthly costs of minimum required purchases under the contracts and the PX price for an equivalent amount of power. This stranded cost consists of differences in two cost streams stretching out 15 years or more into the future (actual costs under the contracts v. actual PX prices). At this point, neither SDG&E, nor the Commission, nor any potential bidders know what either of these cost streams is likely to be. Although one can calculate the maximum costs of a QF contract, there is a substantial probability that those maximum costs will not actually be incurred. One could also forecast future market prices for electrical power, but it becomes highly speculative, to try to forecast the more specific PX prices.

B.	The Rate Freeze and 2001 Termination of Some CTC Charges Provided an Incentive to IOUs to Maximize the Sales Price of their Fossil Units, But Fail to Provide the Same Incentive with Respect to the Purchased Power Contracts

Under AB 1890, the utilities have only until the end of 2001 to collect any stranded investment associated with their fossil plants through the CTC.� This provided utilities with an incentive to lower those CTC costs by maximizing the sale price of the units. However, under AB 1890, the utilities can continue collecting CTC for the above-market portion of purchased power contracts for the duration of the purchased power contract. Some of these contracts extend 10 years or more beyond 2002. If they manage the contracts prudently, the utilities are entitled to 100 percent recovery of the above-market portion of  their purchased power costs until the end of the contract, no matter what those costs are.

C.	The Proposed Assignments Would Not Shorten the Transition Period, They Would Lengthen It

Currently, the IOU’s collection of CTC associated with these contracts continues only so long as the generator (the QF or utility) continues to perform under the contract and the contracting parties have not agreed to a buyout or a restructuring of the contract. So the contract period represents the worst case scenario for length of CTC payments.

There is substantial opportunity under the current IOU ownership of the contract for the CTC period to be shortened. The QF or utility can and should renegotiate the contract for a buy-out or restructuring. Or, unilaterally, the QF may cease meeting FERC’s QF efficiency criteria, thereby reducing or eliminating the utility’s obligation to keep paying the contract costs.

However, under SDG&E’s proposed assignments, the cost of the assignment set in the auction would be amortized over the life of the purchased power contract. Once the assignment had been sold, any early termination of the purchased power contract or restructuring would not benefit ratepayers either in reducing the amount of the CTC or the duration of the CTC surcharge. The sale itself would guarantee that the CTC surcharge persisted until the end of the contract term, even if there no longer was a contract with the QF or other utility! 

D.	In the Case of the Sale of Purchased Power Contracts, Ratepayer and Shareholder Interests Are Not Aligned, as They Are with Respect to the Sale of Fossil Power Plants.

	The alignment of shareholder and ratepayer interests in acquiring the maximum price for the sale of fossil power plants was far from perfect, but it was substantial. Both shareholders and ratepayers had incentives to maximize the sales price of the fossil power plants. For shareholders a higher sales price means a higher probability that all of the utility’s stranded costs will be recovered during the transition period. For ratepayers, a higher sales price holds out the hope that the rate freeze will end before 2002. 

	The same alignment of shareholder and ratepayer interests does not occur with respect to QF contracts. From the shareholders’ perspective QF contracts are unlikely to ever have a positive value. In the meantime, the utility earns no return on them while incurring the risk that the Commission might find the utility unreasonable in its management of these contracts. If it manages the contracts prudently, then shareholders are guaranteed recovery of 100 percent of those contract costs for the duration of the purchased power contract, even if that extends years beyond the end of the transition period. Since shareholder money would not be involved in any sale of a QF contract, shareholders favor the sale of these obligations, but are indifferent about the sales price! This is reflected in SDG&E’s application in the absence of any discussion about minimum bids.

	In contrast, ratepayers have a much stronger interest in purchased power contracts. Shareholders have invested no money in purchased power contracts. Since ratepayers are committed to paying 100 percent of the costs of these contracts, the purchased power contracts should be considered ratepayer assets, not shareholder assets. SDG&E’s proposal amounts to the utility selling a ratepayer asset. This may or may not be a good deal, depending upon whether or not the auction will in fact reduce ratepayers’ costs. But SDG&E never asks, let alone answers, that question in its testimony.

	Now consider the situation where the utility has sold a QF contract. Assume for the moment that the contract is sold for a payment by SDG&E for $X million, a price that reflects a reasonable forecast of future capacity and energy costs. It is unlikely that a bidder would agree to accept the assignment for less than $X million, particularly given the inflexibility of the contract. At this point, ratepayers should be indifferent to whether the contract was sold or not. However, they would not be indifferent, and would clearly be better off if the contract were retained. Ratepayers are likely to get no savings, and be locked into a long-term amortization of this sales price. 

E.	The Sale of an Assignment to Any Purchased Power Contract Should Not Be Approved Unless It Reduces CTC Costs More Than Restructuring or a Buy-Out

This is a fundamental principal that we would have hoped SDG&E would have adopted. However, SDG&E’s shareholders stand to benefit from the sale of these obligations irrespective of whether such sale reduces or increases the CTC charges that ratepayers will eventually pay. It is critical that the Commission remember that an auction and the status quo are not the only two options available. The utilities have renegotiated QF contracts with resulting savings and the Commission has given them incentives to continue to do so. Put bluntly, there are other options which are much more likely to reduce CTC costs that must be considered in evaluating SDG&E’s proposal.

F.	The Proposed Assignments Would Commit Ratepayers to the Same Kind of Long-Term Forecasts that the Utilities Have So Vigorously Sought to Avoid

A major impact of the proposed sale is that it would capitalize a forecast of the above-market portion of QF contracts. Currently the above-market costs of QF contracts are determined monthly and treated for transition-cost ratemaking as current expenses. The amount of expense each month will vary with the PX price.

SDG&E’s proposal would lock ratepayers into a long-term forecast of the market price for energy and capacity. This is exactly the error that the Commission committed initially that created the over-market QF costs—the Commission relied too heavily on a long-term forecast of energy and capacity costs.

G.	The Mere Holding of an Auction Does Not Guarantee that CTC Costs Will Be Reduced

The utilities have argued in their applications that the Commission can, and should, find in advance that the mere process of an auction, if conducted reasonably, will result in the greatest feasible reduction in CTC costs. ORA agrees that an auction is likely to generate the highest price for SDG&E’s fossil plants. However, purchase power contracts are different for all the reasons explained in this protest. The Commission should not find that any result from an auction is in the ratepayers’ interests. 

1.	An Auction Price Will Reduce CTC Costs Only If The Bidder’s Forecast of Market Prices is Above the PX Price

The Commission must remember that the ratepayers’ current CTC obligation is limited to the difference between the actual purchased power contract costs and the market price, which is defined as the Power Exchange (PX) price. However, the buyer of an assignment to a purchased power contract can sell in other markets or to a direct access customer. The price in these other markets may well be slightly lower than the PX price because generator can lock in a longer-term purchaser, rather than risk the spot market. If this is the bidder’s strategy, he will be willing to pay less (or require more dollars to assume the contract) than the most likely CTC cost to the ratepayers. Such a likely scenario results in an increase in CTC costs.�

2.	An Auction Are Unlikely to Attract Creative Entrepreneurs Due to The Inflexibility of Underlying Purchased Power Contracts

In contrast to the sale of a power plant, a bidder for assignment of a  purchase power contract will itself be locked into a forecast of long-term energy and capacity costs since the assignee will have no more discretion than the generator to modify the terms of the contract, the contract prices, or the operation of the generator.� Given the great uncertainty about future market prices for energy and capacity, and the inflexibility of the QF contracts in particular, bidders are likely to be very conservative in their assumptions, resulting in bids that will approach or exceed the worst-case scenario.�

3.	ORA Is Not Opposed to Auctions Per Se, ORA Just Insists that there be Ratepayer Benefits 

ORA urges the utilities to be creative with how they might reduce their above-market power-purchase costs. The utilities should be free to try auctions, but they must be required to file applications for approval of each buy-out, restructuring, or assignment as a new application. For reasons explained in more detail later, we doubt that auctions of assignments are likely to be productive, compared to restructuring of the contracts themselves, but the utility should be free to try them. Our concern is that with respect to purchased power contracts that there be no presumption that the result of an auction is in the ratepayers’ interest. 

H.	There Is No Statutory or Commission Requirement to Sell These Contracts

In the Preferred Policy Decision, the Commission provided incentives on the utilities to divest up to 50 percent of their fossil generation. More recently, the sale of the Encina and South Bay power plants was made a condition for approval of the merger between SDG&E and SoCalGas. The concentration of market power in utility-owned fossil power plants has repeatedly been an issue in various proceedings. However, the Commission has never expressed a policy calling for the divestiture of either QF contracts or other purchased power contracts.

I.	The Auction Would Add Significant Transaction Costs, Increasing CTC 

The most obvious new cost that would be created by SDG&E’s proposed auction is the cost of the auction itself. It will cost SDG&E to hold the auction and evaluate all the bids. But if the actual costs of the purchased power contracts is not lowered, these auction costs just become a further burden on ratepayers.

ORA understands that the assignment contracts themselves have numerous clauses which might trigger their termination under many, foreseeable circumstances. It is our understanding that the Independent Energy Producers Association (IEP) intends to address this point in its protest. We raise it to note that SDG&E may have incurred the costs of an auction, only to have one or more of the assignments terminate soon thereafter, leaving ratepayers in the same position as before. 

J.	Residual Liability Under the Assignments and Bonding Bidders

The strange characteristics of SDG&E’s proposed auction create new risks of residual liability that are not adequately addressed in SDG&E’s testimony. This contrasts with the much simpler sale of the fossil plants. In the case of the fossil plants, the new owner assumed all the liability for costs at the plant except for narrowly defined environmental costs. The sale of the fossil plant relieved the IOU from liability for future above-market costs at the plant.

SDG&E is endeavoring to deal with its future above-market liabilities one time through this auction. However, because it selling only assignments to these contracts rather than the contracts themselves, SDG&E will continue to retain a residual liability for the entire cost obligation of the assigned contract. Should the new buyer default, SDG&E would be contractually liable to pay the QF or utility generator. In such a case, SDG&E would be paying the above-market power for this power twice! To protect itself in such a circumstance, SDG&E would need to require that the bidders for these contracts be bonded. Yet this bonding requirement adds a cost to the auction that did not exist if SDG&E continued to manage the contracts itself.  

K.	The Strange World of Self-Bidding

No one is going to be in a better position to gauge the market value of any of these contracts than the QF or utility generator itself. They are most familiar with the operating costs of the generator and future capital costs. They know the unique facts surrounding their QF status (efficiency, thermal host, fuel supply). They would have the most information to submit a bid.

Is this a bad thing? Probably. If the QF or utility generator has proprietary information that it faces financial or operational difficulties ahead, it could mask those problems, then bid slightly under the worst case scenario, obtain a windfall, and shut the plant down. The mere possibility of such a serendipitous outcome would provide the QF or utility generator a disincentive to enter into any tough negotiations with SDG&E where its financial or operational vulnerabilities would be revealed.

The QF or utility generator bidding on its own project would not necessarily be easy to catch. It may be able to bid through an agent or willing third party. 

VI.	Sale of Assignments to QF Contracts

A.	The Recent Auctions of PG&E’s and Edison’s Power Plants Are Not Relevant to the Sale of an Assignment of a QF Contract 

Some of the more important differences between utility power plants and QF contracts are set forth in the following Table 1. 

�Table 1. Comparison of Regulatory Treatment, Incentives, and Impacts of the Sale v. the Status Quo for a Fossil Power Plant and a QF Contract.

Feature:�Power Plant�QF Contract��Utility has title to physical asset and land that it can sell?�Yes�No��Is the utility required to sell this asset?�Yes, per DOJ consent decree in the merger�No��Does the utility currently earn a return on asset?�Yes�No��How do plant outages affect ratepayer costs (after 3/31/98) assuming IOU retains asset?�No direct impact�Outages can reduce QF costs��How would plant outages or costs greater than forecast increase or decrease ratepayer costs (after 3/31/98) assuming IOU sells the asset?�No direct impact�No effect��Utility currently has flexibility to dispatch the plant at its discretion?�Yes�No��New owner would have flexibility to dispatch the plant at its discretion?�Yes�No��Would the new owner have to accept every kWh generated from the plant at a fixed price�No�Yes��New owner would be able to close plant down and repower it or otherwise modify it?�Yes�No��New owner would have unilateral discretion to modify any other operational feature of plant?�Yes�No��Asset must be sold or otherwise market-valued by 2001?�Yes�No��Does the new owner have an incentive to reduce the QF’s generating costs to make plant more competitive?�Yes�No, the new owner would hope QF’s costs gets so high QF defaults on contract.��Is the plant dependent on a site-specific fuel supply or thermal host, without which the plant would fail to fail to perform under its contract?�No�Yes

(except for the QF owner)��In formulating bid, bidder would have access to detailed information regarding the financial viability of the QF?�Yes�No

(except for the QF owner)��In formulating bid, bidder would have access to detailed information regarding the operational history of plant in order to evaluate the plant’s operational viability?�Yes�No

(except for the QF owner)��End of ratepayer liability for above-market costs?�2001�Life of QF contract��Current ratemaking treatment of above-market portion of asset?�Net sales price credited to TCBA as adjustment to capital asset�Above-market costs determined monthly and paid as current costs��IOU shareholder investment that needs to be recovered?�Yes�No��Are the bid prices likely to yield proceeds to SDG&E or require payments by SDG&E?�Will yield proceeds,  based on PG&E and SCE experience�Require  payments by SDG&E to get out of QF obligation��Will the plant continue to generate electricity in the market even if it cannot do so at a competitive price?�No�Yes��FEATURE:�POWER PLANT�QF

CONTRACT��Is there an established Commission procedure to evaluate restructuring costs of individual assets?�Not for fossil plants �Yes, QF contract buyouts and restructuring��Will the relationship between the new owner and the plant operator be a contract voluntarily entered into?�Yes�No (contract is not with QF owner)��

The above list is intended to be illustrative, rather than exhaustive. For the following discussion we will focus on just a few of these differences which make the auction of a QF contact problematic.

One dramatic impact of selling a QF contract would be that ratepayers would no longer see savings associated with non-performance of QFs. If a QF went bankrupt and ceased operation the day after its sale to a bidder, ratepayers would continue to pay the owner of that assignment the full bid price for the duration of the QF’s contract, even though that contract may have terminated.  In contrast, under the status quo, ratepayers stand to achieve savings when a QF is unable to meet its performance criteria. Under the status quo, if a QF can no longer meet its contract obligations, then ratepayers are relieved of any further payments to the QF.

During the auction process, it is not clear what information the potential bidders would have access to. There are likely to be substantial problems regarding disclosure of historic operational data for each QF to bidders that are likely to be competitors in the market with the QF. Again this is a consideration that does not apply in the case of the sale of utility powerplants

B.	Bidders (other than the QF Itself) Would Have Virtually No Information About the QF Contract They Are Bidding On

It appears from SDG&E’s Supplementary Testimony that bidders would have very little information about the QF whose contract they are bidding on. Bidders will presumably not be allowed to make site visits to the QF’s plant. They certainly will not have access to the QF’s financial or operational records. They will not be allowed to evaluate independently the QF’s thermal host (cogeneration) or landfill gas supply. This is proprietary information which SDG&E itself does not possess. Neither SDG&E nor the Commission have the authority to require the QF to make such proprietary information available. In contrast to the case of a restructuring or buy-out where the QF is an eager supporter of the deal; here the QF will have an assignee imposed on it by SDG&E.

The bidders cannot even rely on proxies (such as gas price indices) to forecast the viability of QFs as bidders could in evaluating power plants at auction. These QFs have either site-specific fuel supplies in the case of the landfill QFs or special contracts with thermal hosts in the case of cogenerators. General prices for natural gas or steam are of little use as proxies since the QF cannot avail themselves of those alternatives without losing their QF status. 

Thus, the only potential bidder with fairly complete information is the QF itself. This can lead to very undesirable results. With knowledge of its own operational and financial viability, a QF could bid to buy itself out at slightly under the worst-case scenario costs, even though in a negotiated restructuring, the QF would be willing to settle for less.

C.	ORA and the Commission Have Far More Information When Evaluating the Benefits of a Buy-Out or Restructuring than the Bidders Will Have in this Auction

In its current evaluation of buy out and restructuring contracts, the Commission has the major advantage of access to confidential proprietary information about the QF. This is because the QF is a willing partner regarding the proposed buy-out or restructuring application, and thus is willing to provide its information to the Commission. In contrast, in this application, the QF is not a willing partner and there is no reason to believe the QF will provide any information to bidders.

The type of information available to staff in a typical QF buyout application is compared to the information available to bidders in SDG&E’s proposed auction in Table 2.

Table 2. Information available to staff in a typical QF buyout application compared to the information available to bidders in SDG&E’s proposed auction



Information�CPUC Staff in 

Buy-Out or Restructuring App.�Bidder In Proposed SDG&E Auction��Operational Viability���� -History of compliance with performance requirements & efficiency monitoring data�Yes�No��- Assessment of the condition of the facility�Yes�No��- Assessment of the fuel supply, including viability of landfill�Yes�No��- Assessment of viability of thermal host (cogenerator)�Yes�No��Financial Viability���� - Historic QF revenues�Yes�No�� - Review of any pending reasonableness reviews which bear upon ratepayer costs�Yes�No��ORA then uses the above information regarding the QF to perform the following analyses regarding the proposed contract restructuring:

projections of future operations of the QF as compared to historical operations,

comparison of projected contract revenues with projected replacement costs,

application of a discount factor to forecast contract costs to reflect QF-specific operational and financial viability, 

projections of revenues under restructured contract, and

likelihood of the QF incurring a capacity repayment obligation,

This informed analysis can demonstrate to the Commission whether a proposed buy-out is in the ratepayer interest.	

D.	Because of the Lack of Information Regarding the QF Contracts, the Commission and Ratepayers Cannot Protect Themselves with a Minimum Bid Requirement 

ORA recognizes that the Commission decided not to establish minimum bids for the sale of PG&E's and Edison’s power plants, and ORA is not recommending the Commission establish a minimum bid level for the sale of SDG&E’s fossil plants, or for the purchased power contracts. 

A minimum bid may seem to be a way to cure the problems with the auction. However, without conducting the kind of review the Commission conducts in evaluating restructuring and buy-out applications, it would be very difficult or impossible to determine an appropriate minimum bid(s). 

E.	Proposed Evidentiary Showing 

In evidentiary hearings, ORA would present Theresa Hortinela or Meri Levy or another staff witness to testify regarding:

The Commission’s procedures, policies and experience regarding evaluation of QF contracts in contract restructuring and buyout applications,

Facts regarding the history of QF viability, i.e. what has been the experience of QFs failing to meet the performance criteria of their contracts prior to the termination date of the contract.

The pricing structure of SDG&E’s QF contracts and in particular the impact of levelized pricing in the standard offers on the viability of these QFs. 

The sensitivity of QF cost estimates to changes in the expected date when the QF energy price will be set to equal the PX price.

The sensitivity of QF cost estimates to changes in capacity price forecasts.

The factual experience of SDG&E’s risk of disallowance associated with management of its QF contracts.

Description and evaluation of the risks to ratepayers if the purchaser of a QF contract defaults in performing the contract, and the QF seeks payment from SDG&E, the party with whom the QF still has a contract.

VII.	Sale of Non-QF Purchased Power Contracts

ORA opposes the auction of SDG&E’s other purchase power contracts, although for different reasons than in the case of the QF contracts. Here, several QF-specific issues are absent: financial viability of the generator, PURPA efficiency standards, and operational viability of the generator. However, there is no apparent gain to ratepayers from the auction of these contracts, and a significant potential to make ratepayers worse off. 

A.	There Is Little Reason to Believe that an Auction of an Assignment Will Lower Ratepayer Costs

Under AB 1890, ratepayers’ responsible for paying CTC is already limited to only the above-market portion of these purchased-power contracts. Unlike the case of the fossil plants, these contracts do not have major unique attractions (land in a certain location, permits, etc.), and the range of valuations of the contract will probably be very narrow. A bidder is not likely to pay over the market price for this power since it has other opportunities to acquire similar resources. Yet, unless the bidder is willing to pay above the PX price for the power, there is no benefit to ratepayers from the sale, and an almost certain increase in CTC costs. In fact, the sale would eliminate any ratepayer savings that might come from later contract restructurings.  

B.	The Two Purchased Power Contracts with Out-of-State Utilities Raise Novel Issues Regarding Treatment of Associated Transmission Capacity

SDG&E is proposing to auction off its purchased power contract with Portland General and Public Service of New Mexico. It appears that a bidder would acquire SDG&E’s contractual rights and obligations to accept delivery for this power at the Malin substation in Oregon or the Palo Verde substation in Arizona, and the bidder would be responsible for acquiring any transmission rights it needed to wheel that power to markets in San Diego or elsewhere. 

It is our understanding that SDG&E is currently transporting this power to San Diego for its UDC’s ratepayers over its own transmission capacity at costs below FERC tariff rates. The sale of the obligation to accept this power would appear to allow SDG&E to reuse this transmission capacity for other competitive purposes and receive higher FERC tariff revenues for wheeling on these lines. This issue has only recently come to our attention and we are continuing to investigate it.

VIII.	Sale of SDG&E’s Share of the San Onofre Nuclear Generating Stations

A.	Sale of SDG&E’s Interest in the Retired SONGS 1 Is NOT in the Public Interest

ORA and many other parties were surprised that SDG&E announced in its Supplementary Testimony that it intended to sell its interest in SONGS Unit 1. This Unit no longer generates any power, and is more similar to PG&E’s Humboldt reactor than to SONGS Units 2 and 3, or any of the other generating assets that PG&E and Edison have put up for sale at auction. Thus, SONGS 1 represents the odd element out in this proposed auction – it will never again contribute a single kilowatt hour to the California energy market. Then, what is it that a bidder for SONGS 1 would be buying? The answer is a huge responsibility for its participation in decommissioning the plant and the decommissioning trust fund funded entirely by ratepayers.  

There is no statutory or Commission requirement that SDG&E sell its share of SONGS 1. SDG&E’s continued ownership of that unit will have no impact on SDG&E’s market power in the energy market. Sale of this unit will do nothing to diversify the ownership of generating capacity in California. ORA is unaware of any significant interest in purchasing SONGS 1. 

B.	Treatment and Control of Decommissioning Trust Funds

SDG&E proposes giving hundreds of millions of dollars from the decommissioning trust funds to the winners of the bidding for SONGS.  It is unclear how or if the Commission can exercise control over the use of those funds if sold to an unregulated entity. 

The trust funds also appear to be over-collected. This is a factual issue of great importance. Any over-collection should be returned to ratepayers prior to giving the funds away to the winning bidders. There is no reason why any over-collections of ratepayer funds in the decommissioning trust fund should be contributed to offset CTC. That was not part of any deal embedded in AB 1890. 

C.	In No Case Is There Any Benefit to SDG&E’s Proposed Bundling of SONGS 1 with SONGS 2 & 3

SONGS Unit 1 was retired in 1992, and there are no plans to reopen the unit. It is physically and functionally separate from SONGS Units 2 and 3, so there is no need to sell it with the latter units for operational reasons.

ORA will present Robert Kinosian as a witness to testify on the following issues:

The physical separation of the control facilities between SONGS 1 and the other two units and the relevance of that separation to SDG&E’s need, or lack thereof, to bundle the sale of SONGS 1 with SONGS 2 and 3.

Edison’s current plans regarding the decommissioning of SONGS 1 and the impact of a sale of SDG&E’s share on those decommissioning plans.

The current value of the decommissioning trust fund.

The financial controls, or lack thereof, regarding how moneys in the decommissioning trust fund are spent. This would include discussion of the extent to which the Commission anticipated and relied on continuing Commission oversight of the owner of SONGS Unit 1 in the expenditure of these funds.

The continuing liability of SDG&E for decommissioning costs should the buyer of this unit fail to perform its obligations with respect to decommissioning. SDG&E proposes relying solely on NRC oversight to assure that decommissioning occurs with minimum threat to public health.� Mr. Kinosian will testify regarding the CPUC’s past policy on the adequacy of NRC oversight alone to adequately protect California citizens from financial risks associated with decommissioning. He will show that the Commission has found the NRC’s oversight to be an insufficient, inappropriate and a very lax standard compared to CPUC oversight.

The economic merits of SDG&E’s current reliance on access to monopoly tariff revenues versus any bonding requirement for a new owner as a means of reducing the overall decommissioning costs of SONGS 1.

The estimated cost of decommissioning SONGS 1 and how that cost varies depending upon when the decommissioning is forecast to occur.

The variety of decommissioning options available for SONGS 1 and their relative impact on the ratepayer interest in minimizing the cost of decommissioning while also minimizing public health risk.

The ratemaking history of ratepayer funding of the decommissioning trust fund and the liability of ratepayers to the extent that the actual costs of decommissioning are greater or less than the amounts in the trust fund.

The ratemaking treatment of SONGS 1 expenses during the transition period, and the impact of any sale on SDG&E’s rate freeze.

D.	Sale of SDG&E’s Interest in SONGS 2 & 3

1.	The Rights of First Refusal

SDG&E’s proposed sale of its interest in SONGS is dramatically complicated by Edison’s, Riverside’s and Anaheim’s contractual rights of first refusal regarding any sale of SDG&E’s share. Each of these utilities has a contractual right to wait up to 6 months after the determination of a “winning” bidder in any auction before deciding whether to exercise its option. The proposed auction is further complicated by the estimated three year process associated with any transfer of SDG&E’s Nuclear Regulatory Commission license for the unit(s). In addition, Edison and the two municipal utilities have an incentive to discourage bids, since if the bids are low, they could exercise their rights of first refusal at a bargain price. 

2.	An Auction Will Not Obtain Fair Market Value of SONGS 2 and 3 for Ratepayers

SDG&E has indicated that an auction will not proved a fair value of a facility if there are not a sufficient number of bidders.� However, there is no reason to expect many bidders for SONGS. SDG&E indicates that bidding will be limited to entities which have sufficient capital to ensure that decommissioning and other costs can be met. The winning bidder must also pass scrutiny at the NRC. Further reducing the likelihood of attracting a number of bidders is the right of first refusal. The winner will be obtaining a minority ownership in a facility, for which it will have little say regarding the operation and costs of operating. The bidder also would face a serious risk that Edison may chose to retire these plants early, as it did in the case of SONGS 1. Finally, SDG&E’s Supplementary Testimony (at 17) indicates that not all information regarding the decommissioning and other factors of SONGS will be made public to potential bidders. A lack of knowledge regarding expected future costs of these capital-intensive facilities will further reduce the likelihood that an auction will result in the proposed auction generating a fair price for these units.

3.	Market Power Issues Associated with Edison’s Takeover of SDG&E’s Share of SONGS 2 and 3

The Commission may want to preclude SCE from acquiring the rest of SONGS for market power reasons. The Commission didn’t want any one company getting more than 40 percent of the fossil plants, and SONGS by itself produces more energy than 40 percent of Edison’s fossil plants.  So giving SCE 100 percent ownership of SONGS may result in the same market concentration problems the PUC was trying to avoid.

4.	Continuing Ratepayer Liability After Any Sale

We need to evaluate the potential for continuing ratepayer liability for toxic waste and decommissioning costs.  It is unclear from the Supplementary Testimony whether ratepayers would in fact be off the hook. Typically responsibility for environmental issues associated with decommissioning cannot be sold or transferred completely.  

5.	SDG&E’s Industrial Development Bonds

SDG&E may be unique among the three major electric utilities in its use of tax-free bond financing for construction of some of its facilities. SDG&E has itself argued in the past that shutting down the SONGS unit would jeopardize the tax-free status of millions of dollars in bonds associated with some of its transmission facilities. There is a possibility that the sale of SDG&E’s share of SONGS could alter power flows in a way that triggers a retroactive assessment of taxes. We have discussed this with SDG&E, but as of this time the tax consequences are unclear.

6.	Other Issues Associated With SONGS Units 2 and 3

There are several other issues that we have not yet had time to analyze in detail. There include:

elimination of the ICIP pricing mechanism; 

elimination of ratepayers’ share of post 2003 operating profits which is part of the existing ratemaking mechanism. 

IX.	SDG&E’s Request for Re-characterization of Fixed Generation A&G Costs Belongs in SDG&E’s PBR Docket, Not Here

In its Supplementary Testimony (at pages 25-32), SDG&E requests for the first time that its distribution revenue requirement be increased by $16.8 million per year to correct what SDG&E claims are errors in the Commission’s unbundling decisions. ORA disputes SDG&E’s rationale for including these specific expenses in its distribution revenue requirement. 

We note that this request, if granted, would result in an increase in SDG&E’s base revenue requirement. The result would be, at a minimum, an increase in the post-transition period base rates, and at a maximum, a significant extension of time during the transition period before the rate freeze is lifted. There has been no notice provided to SDG&E’s ratepayers regarding this rate impact since SDG&E’s initial application did not contain this request and did not affect SDG&E’s base rates. Were this request to remain in this docket, ORA asserts that the notice to ratepayers would be defective.

ORA also contests the merits of SDG&E’s proposal. 

ORA has met with SDG&E and reached an agreement that this issue should be transferred to SDG&E’s PBR docket (A.98-01-014). This agreement is explicitly reflected in SDG&E’s March 24 letter to ALJ Careaga and in a Joint Motion that ORA and SDG&E filed on April 2. In the SDG&E PBR docket, the Commission is considering SDG&E’s overall distribution revenue requirement and that is the appropriate place to review these specific expenses. 

Because we have reached an agreement with SDG&E regarding the transfer of this request to SDG&E’s PBR docket, ORA has not requested evidentiary hearings in this docket on SDG&E’s specific request. ORA fully intends to present evidentiary testimony in the SDG&E PBR regarding this request. Should the Commission determine that this request should remain in this docket, ORA requests the opportunity to make a proffer of evidence at that time.

X.	Conclusion

The Commission should move toward authorizing the sale of SDG&E’s fossil power plants at an early date. The Commission should also adopt the schedule proposed by SDG&E and ORA and set hearings regarding at least the QF and nuclear issues.



Respectfully submitted,

 

—————————————

James E. Scarff

Staff Counsel



Attorney for the Office of Ratepayer Advocates



California Public Utilities Commission

505 Van Ness Ave.

San Francisco, CA 94102

Phone: (415) 703- 1440

April 6, 1998	Fax: (415) 703- 2262

� ORA and other parties had assumed that SDG&E’s reference to the sale of its share of SONGS applied only to the operating Units 2 and 3. SDG&E’s initial testimony refers only to SONGS.

� In the March 12 Joint Assigned Commissioners’ Ruling in the PG&E Divestiture (A.98-10-008), another case before ALJ Careaga, several parties, including ORA, protested PG&E’s proposed 2% “break-up fee” to be awarded to losing bidders if the steam supplier exercised a right of first refusal. The Ruling found (at 4) that “Neither side has stated that it has testimony from investment bankers or similar experts to offer on the question of the necessity of the break-up fee…”

� ORA is aware that the transition period is likely to extend into the first three months of 2002 for  all CTC expenses and later or nuclear expenses, and refers to 12/31/2001 as the end of the transition period simply for convenience sake in this discussion.

� From SDG&E’s perspective, it sees the above-market costs associated with the QF contracts as the capacity charges. SDG&E considers the energy component of the QF contract to be at market prices when that price comes to be set at the PX level at some point in the future. However, a bidder for an assignment would not separate its overall bid price into energy and capacity components. It will not be clear from the bid, the extent to which the bidder is separately forecasting energy and capacity market prices and the viability of the QF continuing to meet its efficiency standards.

� There is some dispatchability in SDG&E’s non-QF purchase power contracts, but SDG&E has no ability to lower the operating costs of the generating utilities.

� This scenario merely assumes that the energy price converges with the PX price soon, and that the glut of overcapacity on the market persists for the duration of the QF contract.

� SDG&E Supplementary Testimony at 17.

� SDG&E Supplementary Testimony at 5.
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