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I.  SUMMARY

The Office of Ratepayer Advocates (ORA) does not support ending the rate freeze authorized by AB 1890 at this time.  ORA agrees with and supports the proposal made by The Utility Reform Network (TURN) in A. 00-10-028, which would reinstate the original rate freeze accounting process proposed by the utilities and implemented by the Commission, and allow undercollections in the transition revenue account (TRA) to be transferred into the transition cost balancing account (TCBA).  By offsetting billions of dollars of TRA undercollections with the overcollections contained in other accounts, this approach will greatly reduce the magnitude of the problems faced by the utilities.

Under that approach, ORA believes that the AB 1890-authorized rate freeze would likely continue until the last day allowed, March 31, 2002.   This would result in PG&E and Edison continuing to bear the high costs of procuring electricity for their customers, a risk which the utilities recognized and agreed to accept years ago.  

The rate freeze was meant to give Edison and PG&E a limited opportunity to recover over $10 billion apiece in generation-related costs, without an increase in customers’ rates.  At the outset, the utilities recognized that high wholesale costs of electricity would reduce their recovery of these costs, potentially costing the utilities billions of dollars.  Utility assertions that the rate freeze should end now, even going so far as to say the rate freeze should be terminated retroactively many months ago, are merely attempts to shift these costs from themselves to their customers.   Even with the undercollections resulting from the unreasonably high costs of wholesale electricity in recent months, the utilities have still been able to collect the vast majority of their “stranded” generation costs.  
However, ORA recognizes that the current unreasonably high prices in the wholesale electric market and lack of effective action by FERC may force the Commission to consider lifting the rate freeze, in order to protect utilities against future losses and financial chaos.  If the Commission approves a rate increase to protect utilities and shift future costs onto consumers, it must not confiscate the benefits afforded ratepayers under AB 1890.  The Commission must continue to hold the utilities responsible for the wholesale costs incurred to date, as current Commission policies require.  Any rate increase should not go into effect until the successful resolution of the utilities’ Federal lawsuits against the Commission (whether by a court decision or by the utilities withdrawing the lawsuits), and assurances that ratepayers will not be required to both protect the utilities going forward and absorb the costs that appropriately have been borne by the utilities to date.
If the Commission is compelled to allow a rate increase for PG&E and Edison, the increases should be no more than 1cent/kWh, approximately 10% of the average utility rate.  Unlike SDG&E, Edison and PG&E control enough resources to supply the majority of their energy needs.  The costs for these retained assets are lower than and less volatile than wholesale market prices.  If remaining energy needs can be acquired near the FERC benchmark price of 7.4 cents/kWh, there is little need for a rate increase at all.  In addition, ORA recommends that the Commission institute balancing accounts so that any undercollections or overcollections are eventually flowed through to ratepayers.  This will virtually eliminate the potential for additional utility losses in the future.
Elimination of the rate freeze and any rate increase must be accompanied by a number of consumer protections.  As addressed above, utilities must remain responsible for the generation procurement costs incurred to date.  In addition, any increase must reflect an equal cents/kWh commodity cost increase for all customers, rather than an increase in all rate components such as proposed by Edison.  Edison’s approach would increase the distribution cost component for small customers, even though those costs have not increased.  Edison’s approach would unfairly require that distribution customers pay much more than their share to cover the high commodity cost of electricity.
Additional means of protecting consumers include: approving a 30% discount for low-income customers; placing all the cost increase in non-baseline rates for residential customers to reward demand reductions and protect low income consumers; and, ensuring that the benefits of the rate reduction bonds continue to flow solely to those customers who pay the costs of those bonds.
In addition, it is essential that the generation assets currently controlled by the utilities be retained within the regulated utility.  ORA has argued for retention of these resources in numerous proceedings before the Commission.  Given the unreasonably high cost and volatility of wholesale electricity, it is essential that these resources be retained under cost-of-service ratemaking to reduce ratepayer costs and provide rate stability and reliable service.
II.
RESPONSE TO QUESTIONS

On December 21, the Commission determined that hearings should be held on December 27 and 28, addressing six specific questions.  On December 22, President Lynch issued a ruling and scoping memo that restated these questions and indicated that these questions reflected the primary issues to address in the hearings.  ORA provides below its response to the six questions posed in the December 22 scoping memo and ruling.
1.  To what extent can the Commission find that the rate freeze has ended in order to ensure that safe and reliable service is provided at just and reasonable rates, as is required under Pub. Util. Code Sections 451 and 761?

It is clear that current wholesale prices are unreasonably high.  If the Commission is convinced that it is in the public interest to end the rate freeze, the Commission likely has enough flexibility under the terms of AB 1890 to determine that the rate freeze may now end.  


AB 1890 specified that the Commission had the authority to determine the costs to be recovered during the rate freeze and the method for determining how those costs would be recovered.  The Commission may reasonably determine that under present market conditions it is unlikely that the existing freeze is needed to recover uneconomic generating costs.  Nor is it likely that continuing the freeze is going to result in additional recovery of uneconomic generating costs for utilities.


While the Commission may find it necessary to expeditiously end the rate freeze, the Commission should not at the same time rush to adopt all the ratemaking mechanics for the transition to the post-freeze period.  The Commissions regulations for transition period ratemaking are complex, involving numerous accounts and decisions, many of which do not contemplate the premature end of the rate freeze.  If the Commission does end the rate freeze quickly, it must allow for a full evidentiary process for thorough consideration of all the ratemaking issues that are entailed in going from the current freeze to a post-freeze environment, such as the role of Schedule PX, recovery of Section 376 costs, and the allocation of the future value of Edison’s gas price hedging instruments.  These are just a few examples of ratemaking issues that are impacted by an immediate end to the rate freeze.  

2.  If the current balances of PG&E’s and Edison’s generation memorandum accounts (GMA) are credited to their respective TCBAs as of December 31, 2000, what is the effect on the rate freeze?

Consideration of the GMA alone is unlikely to be sufficient to determine the outcome of the rate freeze.  While GMA balances can be credited to the TCBAs and various computations made, accounts other than the GMAs need to be considered as well.  For example, Edison has in excess of 50 different memorandum accounts.  Some of these are not GMAs, but appear to be recoverable as competition transition charges.  These include the Independent System Operator revenue account, the Power Exchange revenue account, the Section 376 CTC displacement account, the Risk Management Tools account, the Renewable Program Tracking account, and so on.

The short time for preparation of this proceeding precluded a thorough review of all the various accounting provisions.  However, as an example, the Renewable Program Tracking account involves issues related to Section 381, and involves tens of millions of dollars.  Recovery of such costs is tied to the rate freeze period.

ORA reviewed Edison’s response to the Initial Scoping Memo regarding GMAs sent out at 8:30 on Tuesday, December 26.  Edison’s accounting for GMAs includes the ISO and PX accounts, but no accounting for the Section 376 CTC displacement account, the Risk Management Tools account, or the Renewable Program Tracking account.  Thus, at best, the Commission will apparently have to rely upon partial information for the current hearings.   

3.  If the Commission finds that the rate freeze has ended, consistent with the law, at what level should rates be set, and under what conditions?


Unlike SDG&E, Edison and PG&E still retain enough resources to provide the majority of the energy needed to serve their native loads, including nuclear, coal, and hydroelectric plants as well as contracts to purchase thousands of MWs from qualifying facilities (QFs).  These resources have relatively low, fixed costs, which reduce Edison’s and PG&E’s exposure to volatile wholesale market prices.   ORA anticipates that the remainder of the utilities’ energy needs can be obtained at price levels near or below the 7.4 cent/kWh benchmark specified by FERC.  If contracts for a significant portion of the utilities’ remaining needs are bought at those prices, there may not be a need to increase the current energy cost component rates at all.


However, it is uncertain what will happen to wholesale prices in the future.  The Commission may find it necessary to approve a rate increase to cover the potential costs incurred by the utilities to procure the portion of energy needs not provided by their own resources.  If the Commission is going to approve an immediate rate increase, ORA recommends that it be no more than one cent/kWh, roughly the equivalent of a 10% overall increase in average rates.  As discussed below, ORA strongly opposes a blanket increase in all rate components.  Any rate increase should be reflected solely in the commodity portion of costs, and result in all customers paying similar generation costs.


Given the uncertain trajectory of wholesale prices, ORA recommends two other ratemaking mechanisms.  First, the rate levels should be revisited every six months, as was the Commission practice regarding generation cost prior to deregulation.  Second, and perhaps most important from the perspective of the utilities’ financial concerns, utilities should no longer be at risk for all undercollections in costs.  Instead, overcollections and undercollections should be subject to balancing accounts and ultimately flowed through to ratepayers.  This will eliminate the potential for utility losses going forward.

A disadvantage to the balancing account treatment is that utilities will no longer bear the impact of high market prices.  This may reduce the utilities’ interest in assuring that wholesale prices return to reasonable levels.  The Commission should investigate means of giving the utilities incentives to keep costs low, and have the utilities’ and ratepayers’ interests coincide.  

For example, one means of giving the utility an incentive to reduce wholesale costs is to provide no interest on undercollections in the proposed balancing account, while having interest acrue at the commercial paper rate for overcollections.  Thus, while a utility would be able to recover any undercollections that might occur due to high wholesale prices, the utility would not earn any interest on those balances and would lose the time value of money.

4.  How can residential and small business consumers be protected?  What issues need to be addressed to protect low-income consumers?  For example, should the CARE discount be increased?


Any rate increase must be accompanied by a number of consumer protections.  ORA suggests that at a minimum the Commission adopt the following:

a)  Require Equivalent Commodity Costs For All Customers


The area of costs that is driving the need for a rate increase is the wholesale cost of electric generation.  Other costs, such as metering, distribution plant etc., are not increasing.  It would be unfair to impose an across the board increase in all rate components, as Edison proposes, when the only cost that is really increasing is the generation-related cost.


If the Commission approves a rate increase, it is essential that rates be changed such that all customers pay a fair and comparable price for electric generation.  PG&E’s proposal for a rate increase reasonably assigns all customers a similar price for generation.  

On the other hand, Edison’s proposal to increase all existing rates by the same percentage is unfair and must be rejected.  Large customers and small customers have very different rates.  Significant portions of small customer’s rates are based on the costs of distribution equipment, in addition to the cost of generation.  Many large customers are not interconnected at the distribution level, and do not pay a distribution component.  Large customer’s rates are almost entirely composed of generation costs.  

Prior to the rate freeze, the Commission actively implemented a policy of moving rates toward costs for all customer classes.  Because marginal generation costs were less than embedded generation costs, rates for large customers decreased while rates for small customers increased.  That rate design was frozen in place by AB 1890.  However, now generation costs have escalated far above the marginal costs upon which the current rate design and cost allocation was based.  The same principal of cost based rates should apply now, and rates for large users should increase more than for small users.

If the Commission were to increase all rate components as Edison proposes, small customers would see a large increase in distribution rates, even though distribution costs have not gone up.  This increase in distribution rate components would actually go to pay high generation costs, not high distribution costs, and would result in small customers subsidizing the high energy costs of large customers.  Residential direct access customers would pay the increase in costs twice under Edison’s proposal.  Once through the increased generation cost from their generation supplier, and a second time through the increase in distribution and other rate components that Edison proposes.   The Commission must not approve this. 

ORA recommends a simple approach to fairly allocate a rate increase: increase all customers rates by one cent/kWh.  This will result in an overall rate increase for PG&E and Edison of approximately 10%.  However, residential and other small customer classes will see an increase that is less than 10%, while larger customers will generally see an increase that is over 10%.  

While this fairly allocates the rate increase, it does not attempt to fix any existing unfairness in the allocation of costs among customer classes.  ORA notes that under PG&E’s proposal, PG&E would require all customer classes to pay essentially the same commodity cost for generation, which would result in much greater increases in the existing rates for large customers, with relatively little increases in small customer rates.

b)  Require That Utilities Remain Accountable For All Losses Incurred To Date

As discussed above, under the Commission’s existing rules, utilities are at risk for the high costs of wholesale generation.  This risk was recognized and accepted by the utilities years ago when they proposed the accounting and ratemaking mechanisms adopted by the Commission to implement AB 1890. 

The Commission may now determine that the rate freeze must end to protect the financial condition of the utilities.  This will result in consumers rather than the utilities bearing the brunt of high wholesale costs in the future, and protect the utility from any further losses.  If the Commission is going to bail out the utilities a second time and protect the utilities from the consequences of the AB 1890 deal that they sought, it is imperative that the Commission protect ratepayers from the attempts of the utilities to retroactively shift prior losses to ratepayers.

ORA recommends that as a condition of lifting the AB 1890-authorized rate freeze to protect the utilities, that the Commission require that utilities remain responsible for the generation procurement costs they have incurred to date.  One specific measure the Commission should take is to make the end of the rate freeze and any rate increase effective only upon the utilities’ full compliance with Commission orders.  This entails appropriate disposition of account balances as well as resolution in the ratepayer’s favor of the utilities’ Federal lawsuits, in which the utilities are attempting to shift those prior costs and the resulting TRA undercollections to consumers.  The Commission should not reward the utilities with rate increases while the utilities attempt to undermine the Commission’s authority to set reasonable rates in Federal court.

c)  Increase the CARE discount to 30%
Any increase in rates disproportionately impacts consumers with low incomes.  In order to protect such customers against the unreasonably high wholesale electric prices, ORA recommends that the Commission increase the size of the rate discount provided to such customers from the current 15% to 30%.  This is consistent with ORA’s testimony in Edison’s Post Transition Ratemaking application.

This discount would be from the total bill paid by CARE customers and would apply to all rate components.  The utility revenues lost from the 30% discount would be made up by all other customers (with the exception of streetlighting customers), just as is the current 15% discount.  Increasing the discount from 15% to 30% will add approximately $50 million to the revenue requirements for other customers.
d)  Place The Residential Increase Entirely In  Non-Baseline Rates
Another action to protect low-income customers, and to give customers more accurate price signals to promote reductions in demand, is to have the entirety of any rate increase applied to residential customers put into the non-baseline portion of rates.  Baseline rates, which cover an initial quantity of electric usage should remain unchanged.  Customers who use just enough electricity to cover basic needs, or who take aggressive conservation and efficiency measures, will not be significantly impacted by the rate increase.  Instead, the rate increase will predominantly be felt by customers that use a larger than average share of electricity, and would target the portion of demand that is most easily reduced through conservation and efficiency measures.

About 40% of PG&E’s and Edison’s residential sales are non-baseline quantities.  If the Commission places the entire one cent/kWh increase proposed by ORA into the second tier (non-baseline) rates, those rates will increase by approximately 2.5 cents/kWh.  The difference between baseline and second tier rates would increase from about 20% to 40%.  This will send a stronger message to residential customers to reduce demand, and result in second tier rates more accurately reflecting the actual cost of procuring incremental generation.  For PG&E and Edison, the baseline rates would remain at 11.6 and 12 cents/kWh, respectively, while non-baseline rates would increase from 13.3 cents/kWh to 15.8 cents/kWh for PG&E and from 14 cents/kWh to 16.5 cents/kWh for Edison.
e)  Ensure That Rate Reduction Bond Benefits Flow To Small Customers

At the outset of the rate freeze, utilities proposed and the Commission adopted a requirement that small customers pay all the costs of the rate reduction bonds.  These bonds were issued in order to provide the utilities with an initial immediate recovery of billions of dollars of generation related costs.  In exchange for small customers giving these proceeds to the utilities, small customers were entitled to a 10% rate reduction for the duration of the rate freeze period.  If the rate freeze ends early, their customers will continue to be owed money since the 10% discount will also end early.  


It is necessary for the Commission to ensure that small customers will receive all the repayment that they are due for having given the utilities billions of dollars up front.  This repayment may come in the form of a one-time refund to customers, or may be paid off over time.  

Of particular concern is that the utilities, in attempting to recover the current TRA undercollections, are seeking reimbursement from ratepayers which would offset the 10% rate reduction small customers were supposed to obtain in prior years.  As discussed above, ORA recommends that the Commission not allow utilities to charge ratepayers for any of the procurement costs incurred to date.  However, if the Commission allows some recovery of such prior costs, it must ensure that such recovery does not offset any of the cost reductions that small customers are entitled to from the rate reduction bonds.
f)  Direct Access Customers

Edison proposes to eliminate the PX credit for customers who obtain electric generation from a different electric service provider (ESP).  This would leave ESPs and direct access customers with no price signals with which to compare competitive suppliers.  ORA recommends that the Commission consider requiring Edison and PG&E to continue providing a direct access credit, at least for six months, similar to that recently proposed by SDG&E in Advice Letter 1264-E-A (December 6, 2000).  Applying SDG&E’s approach would treat direct access customers (below 100kW) exactly the same as the bundled customers of Edison and PG&E.  

5.  What is the most effective method to provide notice of rate increases, if any are adopted on January 4, 2000?


Section 454(a) of the Public Utilities Code, and the Commission’s General Order 96-A establishes procedures to be followed in providing notice to customers.  The adoption of rate increases on January 4, 2000 does not appear consistent with these notice requirements.  


Both the statutory intent and language provide that customers must have advance notice of a rate increase, the amount of the increase, and the ability of customers to contest the increase.  It does not appear feasible to provide customer notice in the form and manner provided for in 454(a) for a rate increase on January 4, 2000.  Attempting to raise rates by January 4, 2000 may raise legal challenges to the increase, given the notification problems.


Section 454(a) does provide an exception for rate changes via advice letter.  However, this exception is very limited and does not apply to present circumstances.  Article VI. of General Order 96-A addresses the procedure for filing increased rates.  In particular: “A formal application to increase rates shall be made in accordance with the Commission’s Rules of Procedures, except where the increases are minor in nature.”  The increases sought by the utilities in their proposals certainly cannot be characterized as minor.


The requirements of Section 454 are more than a matter of notice alone, but also address opportunity to be heard.  The current schedule deprives customers of this opportunity, because customers will have only received notice of the proposed increases after the Commission hearings on December 27th and 28th.


While recognizing the problems with the current process, ORA has the following suggestions about effective methods to notice rate increases.   Section 454(a) authorizes, but does not require, the utility corporation to include notice with the regular bill.  This process could be much faster if PG&E and Edison simply sent out notices in the proscribed form by regular mail.  Supplemental hearings could be scheduled in order to provide all customers with their opportunity to participate.  

6.  Is it in the public interest to allow PG&E and Edison to divest remaining generation assets?  If not, should the power produced from retained assets serve native load?  What ratemaking will this entail on an initial basis?


It is not in the public interest to divest remaining generation assets.  ORA has opposed PG&E’s application to divest its hydroelectric assets and supported Edison’s proposal to retain its hydroelectric assets.  ORA has opposed Edison’s and SDG&E’s applications to divest nuclear assets (SDG&E’s request has subsequently been withdrawn).  ORA has opposed Edison’s applications to sell coal assets.  ORA also opposes PG&E’s proposal to deregulate the Humboldt fossil facility.  


In its opposition to divestiture in those proceedings, ORA has demonstrated that divestiture of remaining utility controlled generation is not in the public interest.  Given the dysfunction of the wholesale power markets, and the high, volatile market prices, retention of these assets by the utilities is necessary to provide low cost, stable priced, reliable electricity to consumers.  Divestiture of these resources would exacerbate the already intolerable problems being experienced now.


In addition, ORA has demonstrated that retention of the hydroelectric facilities is in the public interest for environmental reasons and to protect the non-electric uses of the water flows through these facilities.  These hydroelectric facilities affect nearly every major river in California and are vital to State’s fisheries as well as the delivery of water for recreational, agricultural and other consumptive water uses.  Divestiture would reduce the State’s ability to protect the environment and ensure the ongoing provision of water for other purposes.


Retained generation assets should be used to serve native load first, and only used to serve outside load if there is excess above that required to serve native load.  This will ensure that the utilities’ customers obtain the economic benefits of these assets, including price stability and relatively low costs.


Retention of these assets and use for native load should not require new ratemaking mechanisms.  These assets already have Commission approved, cost-of-service based revenue requirements associated with them.  As discussed in ORA’s testimony on PG&E’s hydroelectric facilities, there may be a need to modify a small portion of the existing ratemaking treatment, specifically the use of market prices to determine the reasonableness and recovery of capital additions.  Otherwise, ratemaking changes are generally not immediately necessary.

b)  Diablo Canyon

One exception is for the Diablo Canyon nuclear power facility.  PG&E currently recovers its operating costs via a performance based mechanism which pays PG&E a preset price for every kWh generated.  This mechanism, referred to as the Incremental Cost Incentive Pricing (ICIP), currently pays PG&E 3.5 cents/kWh.  The ICIP expires when the AB 1890-authorized rate freeze ends.   The Commission has not yet addressed specific ratemaking for the facility post-freeze, other than, in 1997, indicating that ratepayers and PG&E would each receive 50% of the future operating profits from the facility, and that PG&E did not need to use this facility to serve native load.


The Commission must modify the proposed treatment of Diablo Canyon specified in D. 97-05-088.  It is in the public interest for PG&E to use Diablo Canyon to serve its native load.   Given the unreasonably high wholesale prices of electricity, it is not reasonable to allow PG&E to keep 50% of operating profits from the facility.  Nor is it clear how such profits could be established if the power is sold directly to native load customers.  Instead, ORA recommends that PG&E be allowed to recover its future operating costs of Diablo Canyon on a cost of service basis rather than from market prices.  

The simplest means of implementing cost of service ratemaking would be to just continue the ICIP mechanism until such time as the Commission revisits Diablo Canyon ratemaking.  However, Diablo Canyon has been operating at a cost well below that reflected in the ICIP mechanism for a number of years.  It would be unreasonably expensive to ratepayers to continue the ICIP.  ORA recommends that the initial revenue requirement for Diablo Canyon be based on the average operating costs that PG&E has incurred over the last three years.

c)  PX Pricing Option For Qualifying Facilities


Another ratemaking change that is needed immediately for retained resources is for the Commission to modify its implementation of the PX-based pricing option for QFs.  AB 1890 required that the Commission implement a PX-based method for calculating short-run avoided costs (SRAC) which are paid to QFs.  This option would go into effect for setting SRAC prices once the Commission determined that the PX prices were suitable for such a purpose.  The Commission has not yet made such a finding.


However, AB 1890 included a loophole which allowed QFs to request a PX-based SRAC option even if the Commission has not found the PX price to be a reasonable proxy for SRAC:

“However, nonutility power producers subject to this section may, upon appropriate notice to the public utility electrical corporation, exercise a one-time option to elect to thereafter receive energy payments based upon the clearing prices from the Independent Power Exchange” (P.U. Code Section 390(c))

  The ability of QFs to obtain a PX-based price is problematic.  PX prices are clearly unreasonable at the current time.  In addition, the elimination of the requirement that utilities buy and sell energy through the PX means that the PX price may be even less suitable as a proxy for SRAC in the future.

Paying QFs a price based on PX prices greatly increases the potential costs and volatility of costs that will be borne by ratepayers.  The impact is particularly large since QFs provide over 20% of the energy used by Edison’s and PG&E’s native load.  To protect ratepayers, the Commission should at a minimum lengthen the notice period required to switch to a PX-based price to 180 days.  This extension of notice is needed to protect ratepayers and assure that costs paid to QFs are reasonable.  It will also allow the utilities ample time to determine the amount of generation that will be paid a PX-based price when performing their resource planning and hedging strategies.

QUALIFICATIONS OF ROBERT KINOSIAN

Q.1.
Please state your name and business address.

A.1.
My name is Robert Kinosian.  My business address is 505 Van Ness Avenue, San Francisco, California, 94102.

Q.2.
By whom are you employed and in what capacity?

A.2.
I am employed by the California Public Utilities Commission (CPUC) in its Office of Ratepayer Advocates as a Public Utilities Regulatory Analyst V.

Q.3.
Please state your educational background and experience.

A.3.
I received a B.S.  in Mechanical Engineering from the University of California at Berkeley in 1983, graduating with honors.  I am a licensed mechanical engineer in the state of California.  I joined the staff of the CPUC in May 1984.  I have testified in numerous proceedings before the CPUC, the State Legislature and the California Energy Commission.  A few of the issues I have addressed include:

· Funding of conservation programs;

· Penalties for favoritism and high costs regarding utility contracts with affiliated QFs;

· Penalties for overpayments regarding inter-utility power purchase contracts;

· Cost-effectiveness and ratemaking for the San Onofre, Palo Verde, Diablo Canyon and Humboldt nuclear power plants;

· Use and issuance of rate reduction bonds;

· Gain on sale of utility plant;

· Biases in favor of fossil fuels in resource procurement procedures;

· Calculation of transition costs;

· QF contract administration;

· Retirement of the SONGS 1 nuclear power plant.

Q.4.
What is the purpose of your testimony?

A.4.
I am presenting ORA’s testimony opposing the potential elimination of the current rate freeze and ratemaking issues if the existing freeze is terminated.
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