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1 Introduction

[Bracewell-Patterson]

2 Summary of response

In its recent filing to the Federal Energy Regulatory Commission (“FERC”) the California Municipal Utilities Association (“CMUA”) asserts that
: 

· markets in California are not “workably competitive”; 

· a planned approach to correct market problems does not exist and would take a lengthy period of time to implement; and 

· therefore, FERC should reinstate cost-of-service ratemaking. 

These statements, as well as the resulting conclusions, are profoundly flawed. The “re-regulation” approach proposed by the CMUA is both simplistic, in that it fails to recognize the true underlying problems in the California power market, and unworkable, in terms of the implications for FERC and the electricity industry in California. The CMUA’s recommendations ignore the range of policy options that have been identified – many of which can be implemented in a timely and low-cost manner – by many commentators, including Enron. Finally, a return to strictly regulated outcomes in the California market sends a profoundly disturbing message to investors and financial institutions alike – that the California energy market is beset by regulatory and political risks. The implication is a further reduction in the incentive to invest and, consequently, higher costs to customers over time. 

 The operations of the California energy market are currently riddled with structural problems, most of them with origins in state legislative and regulatory policies. However, the high and volatile price outcomes of this past summer result from the interplay of a number of complex factors. CMUA’s complaint has shown no appreciation of the complexity of the market’s operations, nor of the economic alternatives available for improvement. Therefore, the cursory analysis suggesting that a return to cost-based pricing will address a complex policy problem should be rejected by FERC. In fact, such a move will exacerbate market problems, represent a completely unworkable administrative burden to FERC, and will most likely end up being litigated in federal courts. CMUA’s assertion that the many factors contributing to recent market outcomes are not being addressed is wrong. A number of stakeholders and commentators, including Enron, have proposed structural measures that will contribute to immediate and substantial improvement in the functioning of the California energy market, and the FERC has itself committed its efforts to defining the policy changes necessary to make the market fully functional. Finally, it should be noted that , significant moves are also underway to address the structural shortcomings of the California energy sector, and to increase short and medium-term supply to the market. 

3 What is wrong with the California power market?

The CMUA requests that FERC withdraw its authorization for market-based pricing in the California energy markets. The evidence that is presented to show that these markets are not workably competitive appears to be primarily based on the observation that prices in the California wholesale market were higher during the summer of 2000 than in previous years, even in hours where demand was no higher. This logic chooses to ignore the basic economic fact that conditions of supply were very different than in previous years. High prices in the California energy markets were the outcome of a complex series of interactions. The conclusion that the markets are simply “not workably competitive” ignores these complexities, and correspondingly simplistic remedies do not address real concerns about the operations of the market. 

The following brief review of additional factors that have led to the high price outcomes observed in the California market in recent months highlights two key conclusions: 

· high prices and market turbulence resulted from interactions of a number of unrelated structural and market design factors; and

· rather than being the cause of volatile market conditions, incentives for trading by market participants to take advantage of high prices largely arose as a result of these market conditions and increasing attempts at regulatory intervention. 

3.1 The demand-supply balance hit an unprecedented low

High demand growth within California, exceptionally high demand in the entire Western system and a sustained lack of investment in generation capacity represent one reason for higher than historical prices in the California energy market. As a matter of principle, high prices are a natural and legitimate outcome of tight supply-demand balances in a functioning market. 

Where conditions in the summer of this year are concerned, the California Independent System Operator’s (“California ISO’s”) Department of Market Analysis (“DMA”) has highlighted ‘high peak demand growth’ and noted that “Average peak loads grew by 13% in May and 15% in June compared to the same months of 1999”.
 By any standard, these are substantial year-on-year growth rates. However, load growth was not just high in the California energy market. Demand in the wider interconnected western system was also unusually high. Moreover, high demand in the western states of the US coincided with that in California, so that reserves could not be shared across the systems, as has historically been the case. The California Power Exchange (“PX”) noted that “The entire Western US was unusually hot at the same time, and that higher than normal heat pattern persisted. The summer of 2000 was one of the ten hottest on record. Typically, heat variations throughout the West allow for reserve margins to be supported in one area where high temperatures occur by accessing resources from other regions. During the event period, all subregions of the WSCC were faced with unusually high temperatures.”
 For California, the effect was to reduce the quantity and increase the costs of import to meet demand in California and to increase the opportunity cost to generators of supplying power to meet loads in California. 

Rapidly increasing demand by California customers had to be met by generation capacity that - in the absence of investment in new power stations in California – has remained unchanged for many years, and which had moreover been reduced for a variety of other reasons. Thus the DMA noted that “Despite robust economic growth, there has been little new investment in generation and transmission in California during the past 15 years.”
 This fundamental feature of the California energy market highlights what should be one of the key objectives for FERC and state policy makers – to ensure that political and regulatory intervention do not further reduce the incentive to invest. During the summer of 2000, a shortage of new generation in California was compounded by the following factors:

· Scheduled maintenance and forced outages. The California ISO reports that the May and June price spikes in the California market coincided with an unusually high rate of forced outages within the ISO system and other control areas.

· Low hydro reserves. Lack of water reserves for California’s hydro stations has limited available generation capacity.

· Environmental constraints. The PX Compliance Unit points to binding environmental constraints and the high costs of NOx credits. “This dynamic contributed to supply uncertainty and amplified price premiums to assure certainty of supply during a protracted period of high stress.”

· High gas prices. Natural gas prices almost doubled from $2.50/MMBTU in June of 1999 to $5.00/MMBTU in June of 2000.

3.2 Market design/operational flaws

Enron’s recent submission to FERC (“the White Paper”) centered on market design/operational flaws in the California energy market and on the steps that FERC could take to address these problems.
 Key policy issues identified in the White Paper were:

· the lack of significant forward contracting and the strongly pro-competitive and efficiency effects of strong contract markets;

· the importance of promoting accurate price signals in the market, specifically for encouraging greater demand side participation; and 

· the lack of participant information and market transparency, which is undermining the convergence of sequential markets. 

In addition, the California ISO itself has raised the following issues as playing a key role in terms of explaining the recent market performance and price spikes:
 

· California ISO’s replacement reserve procurement policy. The ISO now considers that its policy of purchasing large volumes of replacement reserve capacity may have contributed to the development and/or perpetuation of a spiral of price spikes and under-scheduling. 

· Reliance on Supplemental Energy from other control areas. The California ISO notes that Supplemental Energy bids from neighboring control areas have decreased significantly, particularly to meet projected peak demand during afternoon hours. 

3.3 What was going on in the California energy markets?

The list of factors determining recent outcomes in the California energy markets is clearly extensive. From an economic perspective, however, it is possible to identify some clear trends. 

Supply scarcity

First and foremost, the combination of high demand growth rates and a shortage of generation capacity constitutes a circumstance where strong price signals would be expected in a functioning market. Prices rise over time as additional and more costly sources of generation supply need to be utilized. Where real capacity shortages arise, the value of a unit of output is not just what it costs to produce it, but the social cost that would be incurred if that unit were not produced. “In these instances, prices in the market should be set by the willingness of consumers to forego purchases of electricity, rather than by the bids of generators.”
 This is the concept of a scarcity rent, and it forms an integral and legitimate part of short-run marginal costs. Scarcity rents represent the key mechanism via which investors in high fixed-cost technologies – such as power stations – expect to recoup their costs in a competitive market over time. These are market forces at work, and capacity shortages should be reflected in high prices to encourage new entry and investment. 

Opportunity costs

The integrated nature of the high voltage grid and associated regional power markets has implications not just for prices in the California wholesale market, but also across the entire Western US. That is, even price-taking generators will compare (expected) price outcomes across a variety of markets, including the sequential California energy markets, but also those markets outside California to sell their energy at the highest prevailing price. The PX highlights the importance of opportunity costs to explain market dynamics. “Less supply was offered in the CalPX Day-ahead market during the summer of 2000 than during 1999. During the event period, prices were often more attractive in markets outside California as well as the ISO Real-time and Ancillary Services markets. This in turn had the effect of pulling supply out of the Day-ahead market and forcing demand to follow supply into these more attractive markets.”

Market power

The CMUA’s filing before FERC would suggest that high price market outcomes in the California energy markets are a first and foremost the result of market power. This simplistic conclusion ignores the many complex factors listed above. It is also not supported by rigorous analysis or consistent findings. 

For instance, the PX has commented that “Analysis of which types of participants were setting prices in CalPX markets show no consistent pattern by individual participant or participant category. In other words, there is no single entity or category of participant that can be singled out as the force driving prices during the event period.”
 The California ISO itself recently stated that “The performance of the ISO markets over the past two years has shown that workable competition has existed for most hours of the year (i.e. for all but about 1 to 2% of total annual hours).”
 Where the California ISO does detect instances of market power, its analysis is flawed because it fails to take into account the existence of high prices – and hence high generator opportunity costs – in other markets. In fact, separate analyses undertaken by the PX and by the California ISO show that prices in the California markets during May and June of this year were consistent with prices in related markets. Figure 1 and Figure 2 demonstrate that during May and June 2000, prices in the California energy markets reflected wider trends and capacity shortages across the Western US.
,
 The PX’s statistical analysis of the Day-ahead market from April 1998 to March 2000 concluded that trends in prices were largely accounted for by “fundamental” factors.

Figure 1: CalPX and bilateral market indices
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Figure 2: Comparison of regional energy market prices
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4 Cost-based pricing will not fix California’s problems

Section 3 highlighted that, in contrast to the CMUA’s assertion, price outcomes in the California energy markets are the result of many complex factors. Simplistic solutions will therefore not work. In particular, the return to cost-based pricing advocated by the CMUA does nothing to address California’s power problems. Attempts to re-regulate a restructured and divested wholesale power industry raise fundamental conceptual and practical difficulties, are likely to place FERC in an impossible and highly contentious position and will undermine investment incentives in the California power industry. 

4.1 California cannot avoid the cost of high-cost power imports 

California relies to a significant extent on imports to meet load during peak hours. During the summer 2000, average imports amounted to around 8,000MW of capacity when ISO loads exceeded 40,000MW.
 Given California’s reliance on markets in the western US and similar price trends in these markets as in California, it is clear that the state cannot avoid paying the same high prices for out-of-state peak power that it is paying at present. Moreover, re-regulation and attempts to impose cost-based pricing on Californian generating units will undermine reliability, if it reduces the incentive for imports into California (since higher prices can be earned elsewhere) and will increase the incentive for Californian generators to export to other markets to take advantage of such higher prices. 

4.2 Re-regulation in a market environment poses fundamental problems

CMUA’s call for the reintroduction of “cost-based” rates fundamentally ignores the practical and theoretical difficulties that arise in attempting to re-regulate assets – such as power plants– that earn market revenues and are traded at market prices. In a market environment, accounting valuations of expenditures or what was originally paid for an asset is irrelevant in determining its worth today. Instead, an asset’s market value is determined by expected future revenue streams only. Attempts to define “costs” of generating assets – specifically infrastructure and capital costs with different operating profiles, of different vintages and technologies and a variety of owners – on the basis of outdated historical valuations amount to confiscatorial policies that will end up being resolved in the federal courts. These issues are complicated further, if power station’s contractual positions in the market are considered, as will need to be the case. Marketers and loads have entered into binding forward agreements with generating units, and attempts by regulatory authority to force an industry-wide return to cost-of-service pricing will undermine the settled expectations of parties entering into commercial contracts. 
4.3 Re-regulation places FERC’s in an untenable position

A return to cost-based pricing will place FERC in a position that is fundamentally changed and ultimately unsustainable. The CMUA asserts that cost-based rates are easy to administer, familiar to FERC and not arbitrary. However, FERC’s experience with cost-base rates for many independent producers and suppliers – not all neatly tied up in a few large utilities – suggests just the opposite. The US experience with gas regulation provides valuable lessons.

Following a 1954 supreme court decision the Federal Power Commission attempted regulate a gas industry characterized by many owners and widely different cost structures on a cost-of-service basis.
 Given the diversity of the industry, this form of detailed regulation soon proved unworkable and was replaced by “area wide pricing”, in effect regional price caps. Case-by-case regulation had proved logistically impossible and area wide pricing attempted to find a common cost base, which – as is the case for the electricity industry – did not exist.
 This regulatory approach eliminated incentives for new investment and eventually resulted in the serious supply shortages of the 1970s.
 The parallels with the California electricity industry are striking. California has around 900 individual generating units, 150 of which have a capacity greater than 50MW. The diversity in ownership of these units contrasts with the pre-regulation structure of the industry where regulation only involved three vertically integrated utilities. 

Cost-based rates do not represent an easy way to solve California’s problems. Instead, they represent a step-up, in terms of administrative complexity and intrusiveness. FERC risks becoming involved in the details of performance-based regulation, as applied to individual power stations. Attempts to regulate and industry with many different owners and a variety of plants of different technologies, in different locations is a task of monumental proportions and exposes FERC to accusations of arbitrariness. FERC would have to specify what constitutes efficient costs for differing individual generating units – including an appropriate return on (somehow defined) capital, fuel costs and operating & maintenance costs. The operations of individual units in the California market would have to be regulated to prevent power from being exported out of the California market, resulting in regulatory intervention in much of the day-to-day running of units. Contrary to what has been asserted by the CMUA, FERC has no experience with this level of intrusive regulation, nor is it desirable that it should move to establish this type of a regulatory framework. 

4.4 Regulatory risk undermines future investment incentives 

Re-regulation of the California power industry and, in particular, the intrusive and arbitrary return to cost-based rates proposed by the CMUA has serious implications for efficiency incentives and investment. The CMUA assert that cost-based rates “… can be tailored to provide incentives and to stimulate investment in new generation in California and elsewhere”.
 The CMUA does not go into the detail of such a proposal, and with good reason. It represents an untenable position.

The potential for regulatory interference and re-regulation of the California power industry – particularly if it entails a return to historical asset valuations – sends a profoundly negative signal to private investors and the capital markets. Such a policy decision has implications for the regulatory risks it brings to the forefront and will result in serious disincentives and increased costs to siting new generation in California. In particular, such a policy would highlight to investors that owners of power stations in California will carry all of the downside risk of a siting decisions in that state, but that increased revenues resulting from higher prices in times of scarcity – the upside risk to such a long-term investment decision – will be expropriated. The CMUA makes unfounded assertions that investment can be stimulated - following an ill-considered return to regulation of private businesses - by suitable encouragement to enter the market on the part of the State of California. This view will not be matched by corresponding optimism on the part of bankers and institutional investors. Regulatory appropriation in California sends a signal for a long time to come and investors will be keenly aware of the scope for investment in electric generation in other locations . In the longer term, such a policy only achieves one thing – higher costs for customers. 

5 Short- to medium term remedies can address high prices in California 

At the heart of the CMUA’s complaint to FERC lies an attempt to dismantle the reform process of the California energy markets. What is instead required in California is a willingness to tackle basic economic issues. The challenge for FERC is to focus on the longer-term efficiency objectives that should be the fundamental drivers of economic reform, rather than the short-term political objectives that have now come to dominate the debate. 

5.1 Enron has highlighted a number of market design initiatives 

The White Paper submitted to FERC by Enron lists a number of policy initiatives that can be implemented by FERC in the short- to medium-term. In combination, these will go a long way towards addressing the high prices and volatility that has been observed in the California market. In particular, FERC can play an important role by taking the following initiatives:

· Strengthening forward markets. A shift in emphasis from the spot market to forward contract markets will increase the competitiveness of all markets and reduce the risks to customers. 

· Requiring effective price signals and strengthening retail competition. The introduction of retail competition in California is central to achieving more price-elastic demand and removing market price distortions. 

· Information transparency. Greater openness in information flows is critical for efficiency and market transparency. 

These recommendations are echoed elsewhere. Both the California ISO and the PX firmly support requirements for forward contracting to address high pries and price volatility.
 Equally, both the California ISO and the PX highlight greater demand responsiveness as key reform initiatives.

5.2 Demand-supply balance issues are being addressed 

In addition to the market design issues referred to in the White Paper and briefly summarized above, the California ISO has begun to put in place a range of measures designed to increase preparedness for the summer of 2001: 
 

· Demand side management initiatives. The ISO has initiated a summer 2001 demand response program based on the experience with the summer 2000 trial program. The ISO is also contemplating additional initiatives, including an ancillary services participating load program, although this requires concessions on the part of the CPUC.

· Expedited short-term supply options. The California ISO is in the process of negotiation the procurement of approximately 2,000MW of peaking capacity for the summer months of 2001-2003. If the experience of the summer 2000 is anything to go buy, this additional capacity will not come cheaply. Nevertheless, it must be recognized that the high price of generation capacity in California reflects fundamental economic cost drivers, including the riskiness and high costs associated with obtaining siting and environmental permits, high fuel and emissions costs and, increasingly, heightened regulatory risks.

· Expedited transmission options. In cooperation with transmission owners, the California ISO is in the process of identifying and fast tracking a number of key transmission investment projects.

In turn, Assembly Bill 970 directs the California Energy Commission to establish a process to issue its final certification for any thermal power plant and related facilities within six months after filing. While it is unclear to what extent this expedited process will address hold-ups due to environmental concerns, the new law is intended to:

· establish a “fast track” six month process for power plants that present no significant environmental impact; 

· establish a four month siting process to provide a three year operating permit for simple cycle plants that provide no significant adverse environmental impact and are equipped with best available air emission control technology. 

6 Conclusions 

The CMUA’s filing to FERC maintains that the difficulties experienced in the California energy markets in recent months can be addressed through a return to industry regulation and cost-of-service pricing. The preceding discussion shows that this is not the case:

· Recent upheavals in the energy markets were primarily driven by market design flaws and underlying capacity shortages. 

· Enron and other stakeholders have recommended to FERC a list of market reform measures that will provide greater stability to the market in the immediate term and at minimal cost. 

· A range of measures are underway to address supply shortages that may arise in the summer of 2001. In contrast, re-regulation does nothing to increase reliability of electricity supply in the short term. 

· In the longer term, re-regulation removes incentives for private sector, market-driven investment in the California energy sector. FERC agreement to such a policy would be tantamount to a return to government provision of energy services. 
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