











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 TE.** 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.

22 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 Mafrix 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 ifs

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 reasonably consistent in their negotiations with different
bidders?

 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,
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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 reasonably consistently with regard to the implications of these uncertainties. In
addition, the negotiation process was reasonably transparent. PG&E informed bidders of
their status and suggested that some bidders would have to reduce their price to become
competitive,

While PG&E generally sought to hold to as many of the provisions of the proforma
contract as reasonably possible, PG&E also exhibited flexibility in the negotiation
process designed to balance the inferests and requirements of the bidders with the
requirement to meet RPS objectives. In many cases, PG&E exhibited flexibility to
bidders in one area of the negotiation process, but attempted to extract concessions from
bidders in another area in an effort to obtain balance in the contract structure. These
trade-offs are discussed in the Confidential Appendix to the Advice Letters which
describes specific aspects of each confract.

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.e. Primary or Secondary). In some cases, depending on the
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 comparably during this 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 (this became less of an issue when the
tax credits were extended for substantial time periods earlier this year).

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 length of the negotiation process was influenced by the significant changes and uncertainties
occuiring in the energy industry, such as generalized increases in construction costs during the 2007-08
timeframe and the inability of Congress to extend the production tax credit and investment tax credit until
early 2009, the relative immaturity of some of the shortlisted projects, and the size of the shortlist (and
therefore the number of projects subject to negotiation). The turnover of PG&E transactors also 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&L 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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e The timing and impacts associated with interconnection and transmission
upgrade requirements. ‘
e Credit/security requirements, particularly the level of operating security required

We believe that on an overall basis involving a variety of contract negotiations, PG&E
has acted reasonably in addressing these and other issues.

VI. Recommendation For Contract Approval
The contract subject to approval in this fifth Advice Letter represents the sixth contract
resulting from the 2007 RPS solicitation.® A brief summary of the Mt. Poso PPA
folows.

A. Contract Summary

Mt. Poso — Project and PPA

Mt. Poso Cogeneration Company, L.P. (“Mt. Poso™) owns an existing 49.5 MW
cogeneration facility in Bakersfield, California that has been fueled primarily with
petroleum coke and coal. In the 2007 PG&E RPS RFO, Mt, Poso submitted a bid (o
convert this generating facility to biomass-firing. On July 31, 2009, PG&E and Mt. Poso
executed a 15-year PPA, pursuant to which Mt. Poso would sell energy, green attributes
and other products from the project that would be converted to 100% biomass-firing.”’
The expected capacity of the converted plant is 44 MW and the expected average annual
output is 327,624 MWh.

While the price-related terms under the PPA are confidential, the price, according to
PG&E, is above the applicable MPR. A more detailed discussion of the pricing
provisions of the PPA and their relationship to the MPR is discussed in the Confidential
Appendix A.

In connection with the PPA negotiations arising out of this RFO, PG&E and Mt. Poso
negotiated a two-year “bridging” agreement starting the day after their existing qualifying
facility agreement expired on May 14, 2009. On July 3, 2009 PG&E filed Advice 3489-
E requesting approval of that agreement for the stated purpose of supporting the
conversion of the plant to 100% biomass-fired renewable generation. This was approved
by the Commission on August 7, 2009,

% The previous contracts are described at pp. 1-2 of this report.

TSubsequently, PG&E and Mt. Poso signed an amendment to the PPA to conform the contract language to
CPUC non-modifiable contract language.
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B. Fairness of the Negotiations Regarding the Vit. Poso Project

The contract negotiations with Mt Poso took into consideration (a) that the proposal was
not for the construction of a new plant, but was essentially for the modification of an
existing plant to allow it to burn a different fuel and (b) issues associated with the seller’s
use of biomass as the exclusive fuel for the plant. Since the proposal was substantively
very different from other shortlisted proposals, it was reasonable for PG&E to address a
variety of contract issues in a different manner than it did in other negotiations involving
proposals for new non-biomass projects. The details of the contract negotiations and the
PPA provisions resulting from those negotiations are addressed in the confidential
appendix to this report.

C. Does the Mt. Poso PPA Warrant Commission Approval?

The PPA with Mt. Poso has a number of positive attributes. From a public policy
standpoint, the proposed project would assist in meeting a number of objectives. By
replacing an existing fossil-fired generating unit with a biomass-fired unit, the project
would contribute to meeting PG&E’s RPS requirements and reduce greenhouse gas
emissions. It would also contribute to reaching the target established by Governor
Schwarzenegger in Executive Order S-06-06 of using biomass for meeting 20 percent of
the state’s goals for renewable generation in 2010 and 2020. New biomass-fired plants
are expensive to build, difficult to finance due to the high cost and problems associated
with managing the fuel availability and price risk, and are sometimes difficult to permit
due to local traffic and other concerns, A fuel conversion of an existing fossil fuel-fired
facility is a sensible way to add renewable, biomass-fired generation. The likelihood that
Mt. Poso will be able to successfully convert the project to 100% biomass-firing is high.
However, the 1E has reservations regarding certain provisions of the PPA that are
addressed in the confidential appendix.

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 Mt. Poso bid was
placed initially in the primary group and although its proposal changed over time from
the proposal initially shortlisted, it remained in the primary group during the course of
contract negotiations,

As described above, there a variety of strong public policy reasons supporting Mt. Poso’s
proposal to convert its existing fossil-fired plant to produce 100% biomass-fired
renewable generation. In addition, PG&E’s approach in negotiating a PPA with Mt. Poso
to take into consideration the differences associated with a conversion of an existing
project to biomass-firing compared to the construction of a new wind or solar project was
reasonable. However, the IE has reservations about certain provisions of the PPA that arc
addressed in the confidential appendix to this report.
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