


Did all bidders have access to the same information?

Were all cost factors (e.g. imputed debt, transmission costs) treated in an
equitable and consistent manner?

Did PG&E consistently apply the requirements, procedures and criteria of the
evaluation process as identified in the RFP documents to different bids and types
of projects?

Was the evaluation and selection process based on complete information about
each proposal and a thorough investigation by PG&E'’s project team?

B. Description of IE Methodology Used to Evaluate Administration of PG&E’s
LCBF Process

PG&E provided the IE access to the models used in the evaluation as well as the outputs
used for selection of the shortlist. The IE conducted a review and assessment of both the
quantitative and qualitative aspects of the proposal evaluation and selection. With respect
to the quantitative analysis, the IE:

» Reviewed the pricing formulas and methodologies proposed by each bidder
and developed a general ranking of proposals based on the pricing ranges
proposed. The results of the rankings generated by the IE are included in the
Confidential Appendix.

Conducted a levelized cost analysis for a large portion of the bids received.

Conducted a comparison of the rankings of selected bids by PG&E in
comparison to the rankings determined by the IE

Reviewed the output generated by PG&E and reviewed the results of the
evaluation with PG&E's quantitative analyst.

Reviewed PG&E’s transmission cost evaluation, including spreadsheets and
backup information.

Tested the reasonableness of the results for several cost items including debt
equivalence and transmission cost adders.

For qualitative factors, the IE independently scored most of the bids evaluated by PG&E
(including the great majority of high ranking bids) and raised any issues we had with
regard to PG& E’s non-price evaluation prior to completion of the initial short-list. The
IE had several differences with PG&E’s rankings and had the opportunity to raise any
concerns to PG&E qualitative team. Overall, we viewed the scoring and ranking by
PG&E as being reasonable and consistent.
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We conclude that PG&E reasonably followed the criteria outlined in the Detailed
Protocols. In addition, the evaluation was consistent and equitable across different types
of bids and reflected the totality of costs and benefits identified in the Protocol."”

In addition, based on our assessment of the evaluation process relative to the above
criteria, it is our opinion that all bidders were treated fairly and consistently and all had
access to the same amount and quality of information. PG&E maintained a website
dedicated to the solicitation and posted all documents and Questions and Answers on the
website. As previously noted, the Bidders Workshop held by PG&E provided detailed
information to all bidders with regard to the evaluation methodology and the
requirements for bidders to provide the information requested. We also observed no
difference in the treatment of bidders regarding clarification questions for bidders,
correspondence and communications with bidders, and follow-up contacts.

During the evaluation, PG&E developed separate evaluation teams for quantitative and
qualitative factors, ensuring that bias did not inherently exist in the evaluation process.
Furthermore, PG&E generally implemented the evaluation criteria and methodologies as
outlined in the Solicitation Protocol.

C. Did the IOU Fairly Identify Nonconforming Bids and Reasonably Quantify the
Cost or Value of Those Deviations?

PG&E viewed as nonconforming bids that failed to offer any Project Development
Security or any Delivery Term Security. Bidders that offered to provide Project
Development Security and some amount of Delivery Term Security were considered to
have conforming bids (if the bids were conforming in other respects). Credit scores were
awarded on a sliding scale based on the percentage of the requested Delivery Term
Security that the Bidder proposed to provide.

On the whole, our assessment is that PG&E reasonably identified non-conforming bids
and took actions to take into consideration the impact of the non-conformities in its bid
evaluation or to give bidders the opportunity to rectify the non-conformities.

D. Were the Parameters and Inputs to the Evaluation Criteria Reasonably
Determined? What Controls Were in Place?

The parameters and inputs for the quantitative evaluation were largely developed
internally and were locked down prior to submission of the bids. For example, the
forward prices, underlying volatilities and inflation forecasts were developed by the Risk
Group within PG&E. All the forward curves were locked down as of May 4 and would
therefore not be influenced by any offer. Other inputs such a TOD factors, transmission
adders, etc. were identified in the Solicitation Protocol and were consistently applied in
the evaluation. Furthermore, the quantitative methodology was consistently applied to all

'” However, the credit evaluation as outlined in the Detailed Protocol was not consistent with that
summarized in the Solicitation Protocol, a matter addressed in Section I1.C.vii of this report.
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bidders, with the overall methodology (except for the inputs) changing only slightly from
the previous solicitation.

From the qualitative perspective, all qualitative factors and the scoring and ranking
criteria were clearly outlined in the Detailed Protocol. Slight revisions were made after
receipt of offers to account for comments made by the IE.

The methodology utilized for calculating the PG&E transmission adder is reasonable and
PG&E provided examples of utilizing both TRCR adders and alternative commercial
arrangements. PG&E reasonably assigned off-system wheeling costs and the cost of
large inter-regional transmission upgrades in the bid evaluation process. Wheeling costs
to bring off-system power to the CAISO grid were based on the published tariffs of the
pertinent transmission providers. Overall, we found the assignment of costs reasonable
and in accord with the Solicitation Protocol.

E. For Work That Was Outsourced, What Information Was Communicated to the
Third Party and What Controls Did PG&E Exercise Over the Quality of the Work?

PG&E obtained technical advice on an Offer for the purchase of a site from a reputable
engineering consulting firm with expertise in renewable energy technologies. PG&E
sought the consulting firm’s professional judgment regarding the suitability of a potential
geothermal site from a resource standpoint. (PG&E also discussed with the consultant
the technological feasibility of a fuel cell proposal.) PG&E'’s personnel were ultimately
responsible for the resource risk and technological feasibility aspects of the project
viability evaluation. They reviewed the consultant’s assessment regarding the suitability
of the geothermal site and found the consultant’s analysis to be reasonable, and we
concurred.

F. Did the Utility Follow Its Transmission Analysis Procedures and Reasonably
Include Appropriate Transmission Information

PG&E followed its transmission analysis methodology and procedures in bid evaluatmn,
with a few exceptions that were either corrected or were not material to the evaluation.'®

G. Beyond Any Quantitative Analysis, Describe Any Areas in Which PG&E
Exercised Judgment in Creating Its Short List?

There were several areas where PG&E exercised judgment in creating the shortlist. These
areas include:

1. PG&E applied a preference for not including muitiple bids from the same bidder
on the shortlist if a bidder offered several different proposals.

'® For additional information, see the IE Shortlist Report at 33-34.
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. The Company exercised judgment that a few offers were not viable, at least at this
time (e.g., one offer that was dependent on the successful completion of a PG&E
project).

. PG&E included two proposals that were bid into and were shortlisted in the 2006
solicitation and agreed to be rolled over into the 2007 solicitation.

. One bidder offered a very large amount of capacity but the bidder’s Offers were
not deemed viable by PG&E. Similar Offers from the same bidder were
characterized as not viable in the 2006 solicitation as well after PG&E completed
its due diligence review after shortlisting the Offers.

. PG&E exercised judgment in developing the parameters for the partial ordering
process, as previously discussed.

. The Steering Committee exercised judgment in encouraging the Project Lead to
include several lower ranked offers because they were deemed to be more viable
and backed by strong market participants.

While the IE had some questions about the reasonableness of adding some of the projects
deemed relatively more viable to the shortlist, other offers were not eliminated from the
shortlist as a result. The result was a larger and more robust shortlist. In our Shortlist
Report, we indicated that PG&E would need to exercise judgment in the contract

negotiation process to prioritize negotiations based on a variety of factors, including
pricing, a matter we address in subsequent sections of this Report. With regard to
PG&E’s exercise of judgment on the other matters summarized above, our view is that
the exercise of judgment was reasonable.

H. Was PG&E’s Evaluation of the Bids and Short Listing Decisions Fair and
Reasonable?

Our assessment is that PG&E’s evaluation of the bids and its decisions on short listing
were fair, reasonable and consistent in approach. PG&E exhibited considerable care and
diligence in the evaluation process. The great majority of its decisions regarding short
listing were dictated by both the economic and non-economic evaluation based on the
evaluation criteria. As described above, several additional projects were added to the
short list that had lower market valuations than the other short listed projects but were
evaluated highly for project viability. In this regard, PG&E also gave due weight to
suggestions from the PRG and the IE."” While we might not have agreed with every
individual judgment, PG&E sought to err on the side of inclusiveness, which we found to
be reasonable at this stage of the RFO process.

1% At our recommendation, only one phase of a large multi-phased project was shortlisted and a smaller,
equivalently ranked project was incorporated in the shortlist. Another project was incorporated in the
shortlist at the recommendation of a PRG member.
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V.  Fairness of Contract Negotiations Process

The contract negotiation phase of the assignment has been ongoing since the
August/September 2007 timeframe. During that period, Merrimack Energy has monitored
PG&E’s negotiation process by listening in to a number of negotiation sessions with
bidders, following the email traffic between PG&E and the bidders, reviewing various
drafts of the contract and participating in regularly scheduled conference calls with
PG&E to discuss project status.”® Internally, the two consultants involved in the project
on behalf of Merrimack Energy have each followed a select list of projects and discussed
their specific proposals on a regular basis to ensure consistency.

We also encouraged the Company to develop a strategy for prioritizing the negotiation
process given the large number of projects on the short list. In addition, we recommended
that PG&E maintain an Issues Matrix that identifies the outstanding contracts issues, the
positions of both the Company and Bidder, and the status of the issue. The Issues Matrix
is a valuable tool to track the status of the resolution of issues during the negotiation
process.

A. Principles Identified to Evaluate Negotiations

As an initial step in this stage of the process, Merrimack Energy identified guiding
principles on which to evaluate the negotiation process. These principles should be
generally consistent with the principles identified for evaluating the other aspects of the
solicitation process. These include:

Were all bidders treated fairly, consistently, and equitably during the negotiation
process? That is, if one bidder was allowed to include a specific provision in its
contract, were all similar bidders afforded the same opportunity?

Was the negotiation process flexible enough to adjust to changing market
conditions?

Did the negotiation process generally maintain the same or similar risk provisions
as contained in the original contract in the RFO?

Did all bidders have access to the same or similar information?
Were the transactors consistent in their negotiations with different bidders. In

sum, was the process well organized such that all transactors were on the same
page regarding acceptable provisions in other contract negotiations?

% Initially, Merrimack Energy participated in PG&E'’s Steering Committee calls every two weeks. In
addition, in the early phases of the negotiation process there were a number of contract negotiation sessions
that dealt with a large number of issues, which led us to participate in more calls in this stage of the
negotiations to ensure we were familiar with the issues. Within the past several months, we have initiated
weekly calls with PG&E RFO staff and transactors for the various proposals.

Merrimack Energy Group, Inc.




B. Fairness of the Project Specific Negotiation Process

Overall, Merrimack Energy believes that PG&E conducted a fair, equitable and
consistent negotiation process. The negotiation process was affected by changes and
uncertainties in the industry that influenced the length of negotiations and specific
contract provisions requested by bidders.”) However, in our view PG&E treated all
bidders consistently with regard to the implications of these uncertainties. In addition, the
negotiation process was transparent. PG&E clearly informed bidders of their status and
suggested that some bidders would have to reduce their price to become competitive.

The overall objective of PG&E was to hold to as many of the provisions of the proforma
contracts as reasonably possible. In cases where a bidder negotiated modifications to
specific provisions the Company would generally allow other bidders the opportunity to
entertain similar provisions in their contract only if the bidder identified the same or
similar issue and demonstrated it required such a modification to remain viable.
However, PG&E would not specifically identify to bidders during negotiations that it had
agreed to a certain provision with another bidder. It was therefore the responsibility of the
bidder to identify such contract requirements before PG&E would consider such
modifications. In this way, PG&E attempted to maintain the risk allocation included in
the proforma contracts unless bidders specifically identified a strong reason for revising
contract provisions.

In addition, PG&E exhibited flexibility in the negotiation process designed to balance the
interests and requirements of the bidders with the requirement to meet RPS objectives. In
particular, PG&E clearly recognized the market uncertainties and worked with bidders to
add value to the project without shifting undue risk to the consumer. In cases where
PG&E exhibited flexibility to bidders in one area of the negotiation process, the
Company attempted to extract concessions from bidders in another area to ensure the
totality of contract revisions still led to a balanced contract structure. These specific
trade-offs will be discussed in the Confidential Appendix to the Advice Letters which
describes specific aspects of each contract.

PG&E was sensitive to providing the same information to all bidders, particularly during
the early stages of negotiations. The Company provided bidders a description of the
negotiation process, the regulatory process for contract approval, the expected timing for
completing and filing contracts,”” the key contract provisions, and the general position of
the bidder on the short list (i.c. Primary or Secondary). In some cases, depending on the

* In our view, the length of the negotiation process was influenced primarily by the significant changes and
uncertainties occurring in the energy industry, such as generalized increases in construction costs and the
inability of Congress to extend the production tax credit and investment tax credit beyond 2008, as well as
the size of the shortlist and therefore the number of projects subject to negotiation. On a secondary level,
the turnover of PG&E transactors may have contributed somewhat to the time required to complete
negotiations as new transactors had to get up to speed on contract negotiations and other transactors had to
assume additional duties.

% PG&E originally informed bidders that its objective was to complete the contracts by the end of 2007 and
submit the contracts to the Commission at that time.
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bidders’ price, PG&E informed bidders that they would have to lower their price to be
competitive. It is also our view that no bidder or technology was favored during this
process. All bidders were generally treated the same during this process.

With regard to the role and responsibilities of the transactors, it is our view that all
transactors were on the same page and conducted the negotiations consistently with
company policy. For example, it was typical that all transactors were involved in weekly
discussions between the IE and the Company. This ensured that all transactors were well
aware of the issues and the questions of concern to the IEs. The only issue we had was
the fairly significant turnover of transactors during this process, which required some
additional time for the new transactors to get up to speed with the negotiation process.

While a number of issues emerged during the process, some of the key issues that were
dealt with during the negotiation process that affected several projects included:

Uncertainty over extension of the federal Production Tax Credit and Investment
Tax Credit and associated contract rights.
Extension of contractual guaranteed milestones, under specified circumstances.
Phasing-in of some larger projects.
Cost and availability of banking and shaping services for out-of-state projects.
The timing and impacts associated with interconnection and (ransmission
upgrade requirements.

o Credit/security requirements, particularly the level of operating security required

We believe that PG&E has acted reasonably in addressing these and other issues.

V1. Recommendation For Contract Approval

The contract subject to approval in this second Advice Letter represents the third contract
resulting from a proposal submitted in response to the 2007 RPS solicitation.” A brief
summary of the Topaz Solar Farms PPA follows.

A. Contract Summary

Topaz Solar Farms LLC - OptiSolar

The PPA for the Topaz Solar Farms LLC project was executed on July 1, 2008. The
contract is for a twenty year term once full phase-in is complete. Deliveries of up to 150
MW from the first phase of the Project are anticipated to begin on December 31, 2011. In

2 The first two contracts are the PPAs for the San Joaquin Solar 1 LLC and San Joaquin Solar 2 LLC
projects, which were executed in May 2008. Each contract is for a twenty year term for a total of
approximately 106 MW (53.4 MW for each contract) and annual expected generation of 700 GWh for both
projects. The contracts are for solar/biofuel hybrid power from two projects located near Coalinga,
California, The scheduled on-line date for the projects is June 30, 2011.
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the second phase, an aggregate minimum of 400 MW is expected by December 31, 2012.
The third and final phase for 550 MW in aggregate will be June 30, 2013. The average
annual deliveries from the project after full phase-in are estimated to be 1,096,000 Mwh
per year from a new 550 MW solar photovoltaic facility in Carrizo Plains, San Luis
Obispo County, California.

B. Fairness of the Negotiations Regarding the Topaz Solar Farms LLC Project

The contract negotiation process followed with OptiSolar (i.e. the bidder) was a fair and
equitable process which was also consistent with the principles identified for negotiations
in the previous section of this report. PG&E afforded the bidder some flexibility in the
contract structure to enhance project viability but was able to effectively negotiate other
provisions which served to maintain a reasonable balance in contract risk allocation.
Furthermore, the flexibility provisions negotiated with the bidder were consistent with the
Company’s contract negotiation strategy overall.

C. Does the Topaz Solar Farms LLC PPA Warrant Commission Approval?

An in-depth description of the contracts and specific issues associated with the contract
negotiation process is provided in the Confidential Appendix A to this Report.
Merrimack Energy concludes that there are no material deficiencies or issues associated
with this contract. We therefore recommend that the contract merits CPUC approval. We
believe the contracts offer a competitive price, proven solar technology and adequate
financial backing to allow the project to be successfully completed. The project sponsor
has consistently maintained a firm stated price throughout the process and has control
over the costs for the project since the sponsor will also manufacture the main
components for the project. While PG&E and the IE were somewhat concerned about the
risk that the sponsor will not be able to produce the required components in a timeframe
necessary to meet the proposed 550 MW capacity levels and in-service dates, the
contractual phasing provisions and other contractual terms and conditions. mitigate this
risk.

VII. Conclusions and Recommendations

For the reasons stated herein, Merrimack Energy concludes that the shortlisting decisions
by PG&E in the 2007 RPS RFO were reasonable and based on the requirements and
evaluation criteria set forth in the Solicitation Protocol. The selection of the shortlist was
very inclusive and erred on the side of including more offers in what was a very ample
shortlist relative to the procurement target. In the Shortlist Report, Merrimack Energy
recommended a number of changes to the RPS procurement process, several of which
were adopted by PG&E in the 2008 RPS RFO. Despite recommending certain changes,
our assessment is that the PG&E evaluation methodology was appropriate and that it was
administered fairly and reasonably.

Consistent with suggestions we had made in and after the Shortlist Report, PG&E
developed a negotiation prioritization strategy with shortlisted bidders that created an
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active group of negotiations based on price and viability factors. The Primary and
Secondary tier groups were not static throughout the negotiation process, with some
projects moving between groups based on their price or development status. The Topaz
Solar Farms project was consistently in the primary tier group throughout the process
based on price and viability.

The PPA submitted for the Topaz Solar Farms LLC Project that PG&E has submitted for
CPUC approval with its second Advice Letter was negotiated fairly and reasonably. The
Company exhibited a reasonable level of flexibility in the negotiation process but with a
proper balance regarding risk allocation consistent with the Company’s overall
negotiation strategy. The Company also conducted reasonable due diligence regarding
the ability of the project sponsor to manufacture the necessary equipment in time to meet
the proposed in service date. Merrimack Energy believes the PPA merits Commission
approval.
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