UNITED STATES OF AMERICA


BEFORE THE


FEDERAL ENERGY REGULATORY COMMISSION


__________________________________________	 


							)


San Diego Gas & Electric Company		 	)


                                                Complainant               	)


v.					)	Docket No.  EL00-95-000      


					)		          


Sellers of Energy and Ancillary Services Into	)			


Markets Operated by the California Independent	)


System Operator and the California Power 		)


Exchange.						)


				Respondents		)


__________________________________________)


							)


Investigation of Practices of the California		)


Independent System Operator and the		)	Docket No.  EL00-98-000


California Power Exchange				)


__________________________________________)


							)


Public Meeting in San Diego, California		)	Docket No.  EL00-107-000


__________________________________________)


							)


California Independent System Operator Corp.	) 	Docket No.  ER00-3673-000


__________________________________________)


)


California Power Exchange Corp.			)	Docket No.  ER00-3461-000


__________________________________________)			








COMMENTS OF THE WESTERN POWER TRADING FORUM IN SUPPORT OF


THE COMMISSION’S ORDER PROPOSING REMEDIES FOR


CALIFORNIA  WHOLESALE ELECTRIC MARKETS














Daniel W. Douglass


Arter & Hadden LLP


5959 Topanga Canyon Blvd.  Suite 244


Woodland Hills, CA 91367


Telephone (818) 596-2201


Facsimile   (818) 346-6502





November 22, 2000 


�
 TABLE OF CONTENTS








.Begin Table C.


I.  The Order’s Recommendations Should be Adopted, With Some Modifications	2


A.  The Requirement to Sell Into and Buy from the PX	2


B.  The Underscheduling of Loads and Resources	4


C.  Governance of the PX and ISO	4


D.  Price Mitigation and the “Soft” Cap	6


1.  Price Caps Are Generally Ineffective In Achieving Lower Average Energy Prices	7


2.  Price Caps Deter Needed Investment in New California Generation	8


3.  The $150 Soft Cap Puts Power Marketers at Risk.	9


4.  How Can the $150/MWh “Soft” Cap be Made More Palatable?	10


    a.	The Sunset Date Must Be Observed	11


    b.	The Soft Cap Should Begin at a Price Higher Than $150/MWh	11


    c.	The Soft Cap Should Be Escalated	12


E.  Refund Liability	12


F.  What Were The Real Causes of The Recent Price Increases?	14


1.  The Staff Report Identifies the Well Known Factors	14


However, There Were Other Factors That Also Contributed Significantly to the Higher                                          Prices Experienced in California.	16


The Failure to Fully Use Existing Forward Contracting Authority…………...………..16


The Importance of Risk Premiums………………………………………………………18


II.  WPTF’s Responses to Specific Questions Raised by the Commission	19


III.  Electric Restructuring Has Been Better for Californians Than Cost-Based Regulation	22


A.  Existing Frozen Rates Included Approximately a 6.7 cent/kWh Generation Rate	23


B.  Power Can Still be Purchased for Less Than the Approximately 6.7 Cent                          Generation Rate Embedded in Frozen Rates.	24


C.  A Return to Cost-Based Rates Will Not Benefit California Consumers	25


D.  Cost Based Rates - - A Return to Regulatory Luddism	26


Summary and Conclusion	27


APPENDIX


.End Table C.


�
UNITED STATES OF AMERICA


BEFORE THE


FEDERAL ENERGY REGULATORY COMMISSION





__________________________________________	 


							)


San Diego Gas & Electric Company		 	)


                                                Complainant               	)


v.					)	Docket No.  EL00-95-000      


					)		          


Sellers of Energy and Ancillary Services Into	)			


Markets Operated by the California Independent	)


System Operator and the California Power 		)


Exchange.						)


				Respondents		)


__________________________________________)


							)


Investigation of Practices of the California		)


Independent System Operator and the		)	Docket No.  EL00-98-000


California Power Exchange				)


__________________________________________)


							)


Public Meeting in San Diego, California		)	Docket No.  EL00-107-000


__________________________________________)


							)


California Independent System Operator		) 	Docket No.  ER00-3673-000


Corporation						)


__________________________________________)


)


California Power Exchange Corporation		)	Docket No.  ER00-3461-000


__________________________________________)			








COMMENTS OF THE WESTERN POWER TRADING FORUM IN SUPPORT OF


THE COMMISSION’S ORDER PROPOSING REMEDIES FOR


CALIFORNIA  WHOLESALE ELECTRIC MARKETS





�



The Western Power Trading Forum (“WPTF”) hereby files its comments with regard to the Commission’s November 1, 2000 Order Proposing Remedies for California Wholesale Electric Markets (“November 1 Order”). WPTF commends this Commission for taking bold steps to address both structural problems in the California market and political influence problems in the deliberations of the Independent System Operator (ISO).  WPTF agrees, with limited reservations, that the Commission has correctly identified the primary causes of the recent high prices in the California electricity market and offered positive suggestions for ameliorating the most significant problems in the California market structure. 


WPTF is a California non-profit, mutual benefit corporation.  It is a broadly based membership organization dedicated to enhancing competition in Western electric markets in order to reduce the cost of electricity to consumers throughout the region while maintaining the current high level of system reliability.  WPTF actions are focused on supporting development of competitive electricity markets throughout the region and developing uniform operating rules to facilitate transactions among market participants.  


The WPTF provides a voice through which members can influence the development of market structures throughout the region.  The membership of WPTF includes energy service providers, scheduling coordinators, generators and power exchanges, all of which are active participants in the restructured California electricity market.  WPTF has a vital interest in the development of a competitive electric market and in the reduction of barriers that may exist in the very structure of new markets.  Therefore, WPTF has a significant interest in the issues discussed in the Commission’s November 1 Order.


WPTF is encouraged by the Commission’s November 1 Order for several reasons.  It allows for transactions to be made through bilateral markets, encourages the state’s utilities to be active in forward markets, removes much of the current uncertainty regarding the possibility of retroactive refunds and will restore the independence of board governance for the California Independent System Operator (“ISO”) and the California Power Exchange (“PX”).  However, the Order also imposes a $150/MWh “soft” price cap which contains several problematical elements.  WPTF believes that certain of these measures need to be clarified or refined and therefore offers suggestion herein with regard to those issues.





I.  The Order’s Recommendations Should be Adopted, With Some Modifications


A.  The Requirement to Sell Into and Buy from the PX


The November 1 Order eliminates, effective 60 days from the date of the Order, the requirement that California utilities buy and sell exclusively from the PX.  WPTF has considered this issue in the past and in fact argued for the maintenance of this requirement.  However, the experiences of the past summer and the arguments put forth in the November 1 Order convince us that the Commission is correct to eliminate this requirement.  In making this statement, however, WPTF wishes to make very clear its belief that the California Power Exchange has run an effective, fair and efficient market.  The pricing fluctuations of the past summer cannot be fairly laid at their doorstep.


WPTF accepts and endorses the viewpoint in the November 1 Order that almost exclusive reliance on the PX day-ahead and hour-ahead spot markets contributed to short-term cost exposure and exacerbated the impact on consumers from price spikes.  Once again, this is not the fault of the PX, which created forward products that the state’s utilities failed to purchase to the full extent possible, to the detriment of both their customers and their shareholders.    In an era of short supply, it is clear that reliance solely on spot supplies is unwise and ill-advised.  However, the Commission should understand that the combination of the elimination of the mandatory must-buy/must-sell along with the $150 price cap will put the California Power Exchange in a position where it could realize massive financial revenue shortfalls should the utilities begin netting their generation against their load and become more aggressive in the bilateral markets.


In addition, the migration of large numbers of the PX market participants to other markets that have no price caps may compromise the robust nature of the California PX and reduce the liquidity in all of its products.  WPTF has long held the opinion that the market needs a vibrant retail market as well as a strong wholesale market to bring out the products which will increase the physical and financial efficiencies of the western U.S. electric market.  If the PX markets become financially threatened and lose their liquidity, the retail markets and the customers will have no transparent market signals to create retail products and come to agreement on fair market prices for those products.


The Power Exchange provided the utilities with the products they needed to fully hedge their portfolios and move through the multiple CPUC decisions in the spring of 2000.  This was done by allowing the utilities to purchase up to their net short position for any given quarter exactly as asked for by Edison and PG&E in their advice letters identified in the staff report.  The CPUC then went further and allowed the utilities to buy forward approximately 1600 MW for ancillary services plus another 1000 MW in the balance of the month markets to protect against contingencies.  Now the elimination of the must-buy/must-sell provision seeks to give the utilities even more opportunities for portfolio management at the risk of the California PX and the loss of significant liquidity and transparency to retail market participants.  WPTF requests the FERC monitor closely the health of the PX and the California retail market subsequent to this final order.


B.	The Underscheduling of Loads and Resources


WPTF further agrees with the November 1 Order when it notes there has been a “chronic pattern of underscheduling load and generation in the PX’s Day-Ahead and Day-of market.” �  The resulting need for the ISO to acquire significant blocks of load in real time, at often quite high prices, has contributed mightily to the summer’s disruptions and compromised the state’s reserve capacity.  The ISO was not created to be an active participant in the State’s energy market.  As noted in the November 1 Order at page 26, “[t]he PX Day-Ahead and Day-of Markets were designed as spot market exchanges; the ISO’s real time market was not intended to provide this function.”


In response to this dilemma, the Order correctly acts to (a) limit the ISO to perform only the functions needed to reliably operate the transmission system, rather than running an energy market; and (b) establish penalty charges for deviations in excess of five percent of an entity’s hourly load requirements.  WPTF supports these actions and believes they will significantly contribute to mitigation of price increases due to chronic underscheduling.  The Commission has correctly focused on creating meaningful incentives for market participants to schedule accurately and on having the costs of underscheduling borne by those participants (i.e., the large load-serving market participants) who over-rely on real-time. 


In addition, WPTF recommends that the Commission amend the five percent deviation band to be the greater of five percent or five Megawatts.  Such an amendment would recognize that a deviation band calculated solely as a percentage of load would be unduly burdensome to smaller wholesale entities.  Because of the minimal impact that smaller retail energy providers have on the ISO’s overall under-scheduling problem, such an amendment should have little or no impact on reliability.


C.  Governance of the PX and ISO


The November 1 Order painstakingly notes the deference which the Commission has given to the views of California and its restructuring legislation.  In WPTF’s opinion, that deference has been excessive, and it should end right now.  The governance of the ISO in particular has been replete with incidents of political influence, oppressive pressure being placed on board members and a virtual cacophony of different voices, all clamoring to be heard while simultaneously failing to listen.  The Commission is correct to conclude that, “the existing California ISO stakeholder board is ineffective and must be modified.” �


The November 1 Order provides that the current stakeholder boards shall be replaced by non-stakeholder boards effective ninety days from the date of the Order.  The Order also requires that each new independent non-stakeholder board consist of seven voting members with the President (or CEO) as a voting member.  WPTF questions why even this large a board is required and notes that this Commission (and the California Public Utilities Commission) do quite well with only five members.  The new governing boards of the ISO and PX need be no larger.


The Order also provides that the new voting members will be selected by the current boards of the ISO and the PX, from a separate slate of candidates for each entity prepared by an independent consultant and selected by the CEOs of the ISO and PX.  Although the Order emphasizes that the sole responsibility of the existing boards in the selection process is to pick from the slate of qualified candidates identified by the independent consultant, WPTF suggests that the Commission should further clarify their responsibility in this process.  


First, the existing governing board must be required to select the new board only from the slate of candidates offered to them.  They should not be permitted to reject all, or so many, that there are not remaining candidates sufficient to fill the newly created positions.  Second, the existing voting rules of the boards are to be disregarded and their successors should be chosen by a simple plurality vote of those present and voting, with no weight to be attributed to abstentions or absent board members.  Third, as a final backstop in case either of the incumbent Boards are unable to fulfill the duty to which they have been assigned by this Commission, then, in such extraordinary circumstances, the CEO of each respective Board shall reserve the right to make the final selection subject to the approval of this Commission.  These simple precautions, if clarified by the Commission, will ensure that no mischief is done to delay the process of identifying and installing the new governing boards.


�
D.  Price Mitigation and the “Soft” Cap


The November 1 Order offers a temporary modification to the single price auctions of the PX and the ISO.  Effective 60 days from the date of the Order, single price auctions will be used only for all sale offers at or below $150 for all short-term markets operated by the PX and the ISO.  Bids above $150/MWh will no longer be used to set the market clearing price paid to all bidders at or below that price.  However, successful bids above $150 will be paid as bid, subject to certain reporting requirements which will be implemented.  That data is principally comprised of the seller’s marginal cost of generation and related data.  A seller may supply opportunity cost data if it deems it to be relevant.  


The Commission suggests that this will allow generators whose costs exceed $150 to participate in the market and continue to receive their as-bid price.  The PX and the ISO will be required to provide confidential monthly reports to the Commission on all bids above $150, including the name of the seller, the price and amount of MWs covered by the offer, the hour(s) covered by the offer, the bid sufficiency in the market, and the load at the time of the offer.


WPTF does not support price caps of any kind.  As we have repeatedly stated in many other filings before the Commission, price caps are inimical to the interests of California consumers, lead to generally higher, rather than lower prices, and discourage investment in dearly-needed new generation.  The Commission has itself noted that a, “price cap is not an ideal approach to operating a competitive market, and we do not expect it to remain in place on a long-term basis.” AES Redondo Beach, L.L.C. et al., 87 FERC ¶ 61,208, at 61,818 (May 26, 1999).   The November 1 Order also states that, “the most crucial task ahead is to ensure that a robust supply enters this market, both now and in response to any future price signals.”  �


WPTF commends the Commission for its recognition of these realities and for its rejection of the ISO’s Amendment No. 31, the ISO Board’s adoption of load-differentiated price caps, and the PX’s Amendment No. 19.  WPTF recommends that the Commission should also clarify the November 1 Order to specify that the Commission is denying the relief requested in the various price cap complaints filed by such entities as Pacific Gas & Electric Company, Southern California Edison Company and The Utility Reform Network, (docket numbers EL00-95, et al.); the Electricity Oversight Board (docket number EL00-104); the California Municipal Utilities Association (docket number EL01-1); and Californians for Renewable Energy, Inc. (docket number EL01-2).  In clearly rejecting all of these filings, the Commission should reiterate exactly why price caps are so deleterious to the development of markets and harmful to consumers:


1.  Price Caps Are Generally Ineffective In Achieving Lower Average Energy Prices





WPTF notes that on September 8, 2000, the Public Utilities Commission of the State of California (“CPUC”) held a quasi-legislative hearing regarding the recent high prices observed in the California wholesale market.  A witness on behalf of the ISO was Ms. Anjali Sheffrin, its Director of Market Analysis.  As evidenced by the testimony of Ms. Sheffrin, the imposition of lower price caps by ISO has had the unintended result of causing total energy costs to increase.  Ms. Sheffrin’s charts indicated that the total energy cost in July, when ISO purchase price caps were set at $500/MWh, was $117.77/MWh.  However, in August, when the ISO’s reduced purchase price cap of $250/MWh went into effect, the total cost per MWh increased by 52.9%, to $180.07.  


This phenomena was also noted in the Commission staff report appended to the November 1 Order, where it is stated that, “Supply curves bid into the PX show higher bids, on average, when the price caps are lower.  However, the increases are not correlated with particular classes of bidders, suggesting that the pattern may reflect increased costs for most participants rather than a pattern of individual bidders or classes of bidders attempting to raise prices intentionally.” � 


The deleterious effect of price caps was also highlighted in Commissioner Hébert’s concurring opinion at page 3, where he notes:





 In a report dated September 6, 2000, the Market Surveillance Committee of the California ISO concluded that price caps have little ability to constrain prices.  Specifically, it noted that monthly average energy prices in California during June of this year, when the price cap was $750/MWh, were lower than monthly average energy prices during August of this year, when the price cap was $250/MWh — even though energy consumption was virtually the same in both months.





The simple fact is that price caps don’t work.  In particular, wholesale price caps fail to provide the needed protection to retail consumers — the primary stimulus for this investigation in the first place.  Moreover, those who see price caps as their salvation to current high prices ignore fundamental economic realities and, as a result, are likely to be “hoisted by their own petard.”  Instead of price caps, if the California Public Utilities Commission began to focus on the state’s retail consumers, it could provide meaningful relief -- at the retail level -- where it counts.


WPTF believes that price caps are totally unnecessary to correct the California market if the pre-schedule of load and supply in the forward markets is done correctly.  Adequate pre-scheduling leaves a small amount of energy to be cleared in the spot market.  The greater portion of load and supply is settled at a bilateral contract price which does not rise as spot prices rise.  The imposition of both a mandated pre-scheduling target of 95%, and price caps, is overkill.  WPTF believes that the pre-scheduling rule is adequate as proposed, and that the price-cap rule is unnecessary.


2.  Price Caps Deter Needed Investment in New California Generation





Like rent control, price caps tend to be at best a short term palliative, with long term negative repercussions.  Rent control discourages the construction of new housing stock.  Price caps discourage the investment in and construction of new generation assets.  In each case, the long-term ramification is negative and counterintuitive to the policy goals of the regulators who seek to impose them.  Moreover, whether price caps are set on an interregional, inter-market, or inter-temporal basis, they cause unintended negative effects in other areas and motivate market participants to engage in elaborate exercises to avoid the caps.  This may result in higher overall energy costs (as observed by the ISO when it reduced its buyer’s price caps) or it may encourage developers of generation to migrate to other markets with either no or higher caps and much more regulatory certainty.  After all, certainty breeds efficient markets.


The imposition of price caps, even “soft” caps as directed in the November 1 Order, have a direct chilling effect on the development of new generation.  In fact, immediately subsequent to the issuance of the November 1 Order, the trade press reported that both Enron and Calpine were canceling new peaking generation projects in California, with a combined total capacity of almost 400 megawatts.  The reality is that the continued presence of price caps, excessive regulatory uncertainty and the threat of refunds will deter new generation from being built.  If the Commission wishes to see new generation capacity in California, it needs to refrain from imposing price caps.


3.  The $150 Soft Cap Puts Power Marketers at Risk.





The $150 soft cap construct creates particular concerns for power marketers.�  While power marketers are sellers in the spot market, they do not own generation or have a “generation marginal cost.”  Rather than operate generation, a power marketer may, for example, contractually purchase a quantity of energy on a forward basis. That energy may be sold bilaterally, through the spot market or both. 


If, in January, a power marketer bought 100 MWs per hour of energy for delivery in California each hour of June at a price of $100 per MWh, what is that power marketer’s “generation marginal cost” under the order?  The power marketer owns a contract that requires delivery in all hours of the month--both on-peak and off-peak.  The transaction is entered into in January when the actual supply and demand conditions for June cannot be known.  Clearly, the forward monthly transaction reflects a smoothing of price over all hours such that the disparate forward value of the various hours of the month are not reflected in the price.  Equally true is that the real time value of the MWhs is not reflected in the price as the parties cannot know what such value will be on the delivery day.


When the month of June arrives, the power marketer may already have sold all of its 100 MWhs forward at a profit or a loss.  Based upon its market-based rate authority, there is currently no issue or risk of liability or refunds from such a transaction.  It has taken a forward position together with the associated risk, and made or lost money.  However, with the issuance of the Commission’s Order, if the power marketer sells its energy into the  spot market it has become subject to a potentially different outcome. 


The $150 soft cap puts the power marketer at risk of various negative findings that: (a) its transaction is “unjust and unreasonable;” (b) it must make refunds; (c) its market-based rate authority may be revoked; and, (d) it may suffer reputational damage by being labeled as a “California profiteer” by this Commission.  The reason it appears these results could occur is that, while the power marketer possesses a contract right to a relatively small amount of energy, the Commission’s current order implies that such marketer (if its contractually purchased energy for an hour was bid above $150 and accepted in the spot market for any hour) could be determined to have exercised “market power” (a bid above marginal cost) and ordered to make refunds.  In this case, “marginal cost” might be deemed to be $100 per MWh. � 


Such a determination of “marginal cost” would be unreasonable and, we hope, not intended by the Commission.  The original $100 per MWh purchase price is a monthly price determined and settled in the forward market well in advance of the delivery day.  The power marketer bears all of the risk of price movement in the interim and must attempt to assemble a portfolio of forward and spot positions to mitigate risk and be profitable.  If the power marketer retains all or some of this position to sell into the spot market, the value of the energy at the time of sale will be determined by the market.  At that point, the $100 per MWh price it agreed to months earlier is largely irrelevant.  Further, clearly, it is not the “marginal cost of generation” for such marketer for any particular hour or day or set of hours or days.  Thus, under these circumstances, bids by power marketers should be considered conclusively just and reasonable absent a definitive finding that the power marketer has engaged in market manipulation or abuse. 


Accordingly, to the degree it retains its “soft cap” for generators (and their affiliates), the Commission should clarify its reporting and refund requirements to reflect the circumstances of non-generation-owning power marketers.  Such reporting and refund requirements should apply only where they or their affiliates own material amounts of uncommitted in-state generation or have obtained contractual control (including dispatch rights) of material amounts of such generation.  


4.  How Can the $150/MWh “Soft” Cap be Made More Palatable?





The Commission is poised as a high-wire walker, wishing to step carefully from the platform of current market conditions, across the high wire, to the far platform of free market competition. �  It is confronted with political realities which have motivated it to try to find a path which mitigates short-term prices, while not sacrificing the goal of achieving full market competition.  For all of the reasons expressed above, WPTF believes that the delicate balancing act represented by the soft cap will not work well and that it will deter construction of new generation.  However, if the Commission is committed to going forwarded with this proposal, WPTF suggests that it can be modified in ways to make it more palatable and more likely to allow the Commission’s high wire act to reach the other side. 


a.	The Sunset Date Must Be Observed





The Commission must be absolutely firm and unyielding in its commitment to cause the soft cap to be eliminated as of December 31, 2002, and that the Commission is fully committed to that schedule.


b.	The Soft Cap Should Begin at a Price Higher Than $150/MWh





Commissioner Hébert’s concern that the soft cap is too low is shared by WPTF.  Market fundamentals since the draft order was released show why rates which are clearly just and reasonable, will continue to exceed the $ 150/mWh price cap.  For example, trading at Palo Verde for Monday November 20th started with Q3 for 2001 being priced at $160/MWh for all “on peak” hours.  That same day December 2000 “off peak” power traded for $150/MWh for delivery at Mid Columbia in the Pacific Northwest.  Later in the same day a press release was issued confirming that 2,000 MW of generation owned by AES would be shutdown until June, 2001 by order of the South Coast Air Quality Management District, so that AES may install new emissions control technology on its ten units.


WPTF found the November 9 testimony of Mr. James Pope, Chairman of the Transmission Agency of Northern California, to be quite insightful.  We strongly agreed with his portrayal of the five clouds the western electric markets are living under: lack of generation production, electrical transmission, natural gas production, natural gas storage, and natural gas transportation and distribution.  His remarks are being proven to be quite prescient. 


For example, natural gas traded on NYMEX on November 21 at $6.51/MMBtu for December, $6.49 for January, and $6.08 for February. These are all all-time record highs.  Spot market gas at the California burner tip is currently being traded at $14.00-15.00/MMBtu, making even $250 questionable as a reasonable price cap.  Western power prices are moving up to new all-time levels throughout the western U.S.  On peak power at Palo Verde traded at $170/MWh for the entire month of December. The bid-ask spread for COB (N-S) for December was at $195 / $220 per MWh.  The on-peak energy for January into Mid Columbia traded at $165/MWh.


The Staff Report indicates (at 6-12) that the existing ISO cap of $250, “already appears to be too low, and that it comes close to the variable costs (fuel and emissions) of a combustion turbine.”  The Commissioner notes that the Staff Report states that, “a price cap at the existing level is unlikely to be high enough to attract new investment.”  WPTF agrees. All of the foregoing data illustrate why it is so dangerous for regulators to choose a price cap number. The laws of unintended consequences can be swift and painful or slow and agonizing but rarely are they beneficial.


c.	The Soft Cap Should Be Escalated





The Commission should adopt the approach suggested by Commissioner Hébert at page 6 of his concurring opinion.  During the two year transitional period, the soft cap figure should be escalated by specific amounts, such as $250 or $500, at specific intervals, such as every six months, that are known in advance.  WPTF agrees with Commissioner Hébert that such a price cap escalator would serve as an incentive to market players to adopt new and badly needed market design remedial measures. Given current gas prices and the need to encourage peaking capacity for California, $350 would be a minimum reasonable starting point for Commissioner Hebert’s formula, assuming a pay-back period for peakers of 20 years or more. A more realistic pay-back of 5 to 10 years leads one to conclude that a $600 price cap is necessary. Obviously, the judgment required to set price caps is evident, as is the criticality of their level given the rapidly-changing wholesale electricity and natural gas markets.


E.  Refund Liability


The Commission notes that it has specific authority under Section 206 to order refunds, if it deems them appropriate, for a period fifteen months following the refund effective date.  The Order sets October 2, 2000 as the earliest effective refund date permitted under Section 206.  WPTF agrees with the Commission’s decision to not order any refunds at this time.  Importantly, the Commission notes that, “Therefore, if the Commission finds that the wholesale markets in California are unable to produce competitive, just and reasonable prices, or that market power or other individual seller conduct is exercised to produce an unjust and unreasonable rate, we may require refunds for sales made during the refund effective period.”  What is important to note is that the November 1 Order provides that the Commission will act to impose refunds, “if” the markets are unable to produce just and reasonable rates.  


However, it does not find that the rates experienced to date have actually been either unjust or unreasonable due to specific exercises of market power.  Given the rhetoric we have heard on the topic of “just and reasonable rates” and the meaning of the Commission’s November 1 Order, WPTF urges the Commission to clarify this point in its final Order.


Even so, WPTF believes that the potential, largely prospective, refund liability described in the Order creates significant uncertainty for sellers in the market.  To minimize this uncertainty, the Commission should clarify the Order to reduce this uncertainty.  WPTF recommends the following clarifications:


The Commission should specifically find and conclude that the facts do not support a claim for refunds with respect to Summer 2000 rates. �  


When a market clears at or below the soft cap, there should be no refund liability for any seller unless that seller is shown to have manipulated the market, abused market power, or colluded.


When suppliers bid and are paid at rates above the soft cap, the definitions of marginal and opportunity costs must be clarified to recognize how units are dispatched throughout a year, that a contribution to a generator’s actual fixed costs must be incorporated into the equation for marginal costs, that forward contracts contribute to the “marginal costs” of a sale, and that opportunity costs include broad market forces such as prices in competing markets. 


The Commission should specifically recognize that the ability to sell above marginal cost is not evidence of market power or market abuse.


Since the November 1 Order does not provide that the refund potential on any specific transaction will be closed within any set period of time, a process should be developed to ensure that transactions above the soft cap are deemed closed and no longer subject to refund within a reasonable time, such as one to two months.  


Finally, WPTF agrees with Commissioner Hébert’s concern that the Commission is attempting to do indirectly what it is prohibited from doing directly.  The potential refund liability period of 27 months which is specified in the November 1 Order extends beyond the 15-month potential refund period permitted by the Federal Power Act and should be shortened to conform with the requirements of the Act.  





F.	What Were The Real Causes of The Recent Price Increases?


	1.  The Staff Report Identifies the Well Known Factors


The Commission has not found evidence of specific exercises of market power which would justify the imposition of refunds.  What then were the primary causes of the recent price increases?  WPTF agrees with the Commission and the Staff that high prices were primarily caused by the following factors:


Overall demand across the WSCC increased significantly driven by hot weather and load increases that were heat sensitive and that were also driven by increased economic activity.  Average summer loads were 11 percent higher in May and 13 percent higher in June from the previous year.  Energy consumption also increased across the WSCC by 5 percent in May and approximately 10 percent in June from the previous year.  


Exports increased significantly, with little overall change in the level of imports.  As a result, net imports decreased by approximately 3,000 megawatts (MW) from May through August.  The ability to increase imports was limited by hydro conditions in the Northwest, which actually declined in July and August, and tight load conditions in other Western subregions.  Weather conditions led to increased exports in July and August, corresponding to the decreases in the ISO price cap from $750 to $500 in July and then to $250 in August.


Outages increased significantly compared with 1999.  This was especially true with regard to unplanned outages.


Increased quantities of demand and supply were left unscheduled in day ahead and hour ahead markets.  When loads increased above 35,000 MW in June and at lower levels in July and August, the ISO was forced to buy substantial amounts of power in the form of replacement reserves or out of market purchases.  


Non-hydro generation resources throughout the West were more heavily utilized in 2000 over 1999.  Generation from non-hydro resources in 2000 increased by 15.1 percent in May and 24.9 percent in July over 1999 levels.  As a result, little additional capacity appears to have been available at peak times throughout the WSCC.


Cost for fuel and environmental compliance (NOx credits) increased significantly in July and August.  Gas prices rose from approximately $2 per MMBtu early in the year to approximately $5 per MMBtu in August and, as these comments are being written, prices at the California border have reached $10.00/MMBtu! 


Credits to comply with NOx standards rose from $6 per pound in May to $35 in August and $45 in September. Generators that operated at higher levels throughout the summer have used up NOx credits and must buy more, at these high prices, in order to continue to operate.


Lower caps in July and August reduced the ceiling for market prices while these fuel and environmental costs raised the “floor.”  As a result, prices traded over a narrow range.


�
Finally, WPTF endorses Staff’s finding that, “Examination of bid patterns in the PX and ISO replacement reserve markets and a review of ISO out of market purchase activity does not suggest substantial or sustained attempts to manipulate prices in these markets.  Supply curves bid into the PX show higher bids, on average, when the price caps are lower.   However, the increases are not correlated with particular classes of bidders, suggesting that the pattern may reflect increased costs for most participants rather than a pattern of individual bidders or classes of bidders attempting to raise prices intentionally.” �


WPTF also notes that the Commission’s conclusions largely concur with those of the PX’s internal compliance unit, as expressed in its preliminary report on September 29, 2000 entitled “Price Movements in California Energy Markets: Analysis of May-July 2000 Price Activity.”  These conclusions were further supported in an additional PX report, “Price Movements in California Power Exchange Markets,” which was filed with the Commission on November 1, 2000.


2.  However, There Were Other Factors That Also Contributed Significantly to the Higher Prices Experienced in California.





Public debate has focused either on the well-known factors highlighted above, or on unfounded and undocumented claims of collusion and price “gouging.”  WPTF suggests that the California utilities, particularly those who have not completed the recovery of their stranded costs, bear a significant responsibility for the high prices. 


	a.  The Failure to Fully Use Existing Forward Contracting Authority


First, as noted above, their chronic underscheduling caused the ISO to purchase substantial quantities of energy in real time, driving up costs substantially.  Second, as also noted in the November 1 Order, the utilities failed to utilize fully the forward contracting authority which the CPUC granted them.  The Commission notes, in fact, that, “In simplest terms, if California IOUs had the option to use forward markets last summer and had chosen to exercise those options to purchase most of their needs, the high spot market prices experienced this summer would have affected only a small portion of the wholesale power costs.” �  The Commission is too kind.  In fact, both Pacific Gas & Electric Company (“PG&E”) and Southern California Edison Company (“Edison”) had authority to purchase forward in the PX BFM and Ancillary Services markets, as well as the Balance of Month contracts, which they did not fully utilize. �  


The following table shows the total PX Block Forward Market activity, including but not limited to purchases by PG&E and Edison, for the months of July through September 2000.  Both utilities had been granted authority to forward purchase their “net short position,” (5,200 MW for Edison, and a comparable though unspecified level for PG&E).  The table clearly demonstrates that both utilities chose not to take full advantage of their forward purchasing authority. The NP15 location is entirely within PG&E’s service territory while SP15 includes PG&E, Edison and SDG&E.


Table 1.  BFM Activity


�
Delivery period (total MW delivered in peak hours — “6x16”)�
�
Location�
July 2000�
August 2000�
September 2000�
�
NP15�
1,700�
1,675�
1,675�
�
SP15�
3,975�
3,600�
3,500�
�
Total�
5,675�
5,275�
5,175�
�



Moreover, it is evident that the utilities simply gambled recklessly that prices in the summer of 2000 would behave much as they had during the previous two years.  They essentially bet that spot prices would be lower than the forward prices that were available at the time.  When they discovered that they had bet on a losing hand, their response was to deny their responsibility and allege that the game was somehow fixed.  It is critical to understand, moreover, that these decisions may well have been made deliberately, from an overall corporate risk management perspective.  To understand this issue more fully, it is necessary to recall the pricing conditions that have existed during the first few years of electric restructuring.  


As noted above, the early years of restructuring in fact produced prices which were far below the embedded generation rates which made up the utilities’ frozen rates.  Edison and PG&E had decided to divest all their fossil-fueled generation, rather than merely the half recommended by the California Public Utilities Commission’s Preferred Policy Decision as a means to mitigate the utilities’ vertical market power. �  They saw clear incentives for doing so, since other utility divestitures across the country were achieving extremely high prices relative to book value and electricity prices in California seemed to be quite low when compared with those in other parts of the country.


Moreover, as their divestitures were accomplished, PG&E and Edison had every reason to believe their strategic risk management decisions were correct.  Through the winter of 1998-99 prices remained low and the summer of 1999 was cooler than average with above-average hydroelectric resources, which maintained the low relative power prices. As Table 3 below shows, the cumulative average PX price through 1999 was below $30/MWh.  


These prices may well have convinced the utilities’ risk managers that prices in 2000 would be equally low.  The proceeds from their power plant divestitures then provided the utilities’ holding companies with the capital opportunity to make investments in Midwestern and East Coast power plants and utilities, as well as international acquisitions, where prices seemed to be higher than the California market.  The utilities effectively went long on generation in the Midwest and East Coast, while shorting most of their demand portfolio in California, leaving it unhedged and subject to spot market prices.  From a corporate-wide risk management perspective, this was a geographically diverse and balanced portfolio.  The utilities basically bet that prices would once again be high in the Midwest and low in California.  To their everlasting chagrin, the reverse occurred.  


The utilities have done an excellent public relations job in raising suspicions about “collusion” and “price gouging.”  They have been naturally more reticent to take their own proper share of the responsibility for the events of the past summer.  Nevertheless, it is critical that the Commission understand and appreciate the history described above, as it assesses the root causes of the high prices in California.  WPTF believes that the November 1 Order does not adequately identify the utility’s contribution to the past summer’s market disruptions. �


	b.  The Importance of Risk Premiums


It is highly important for the Commission to understand that risk premiums have been completely left out of its discussion as to what constitutes just and reasonable prices.  Prudent market participants must deal with very real costs in order to operate in a market where the electrical fundamentals can destroy portfolios in a matter of weeks or months.  Until the generation shortfall is eliminated, all parties (at least those who cannot pass the costs to their ratepayers) must insure against risks they are unable to tolerate.  The liquidity of the market and its health demands that some market participants step in and provide the risk transfer products others prudently need.  


Until the existing tight supply condition is relieved through development of new generation, risk transfer products provide the only relief for prudent market participants.  Therefore, the Commission must consider the real cost of a risk premium in its evaluation of what constitutes just and reasonable prices.  The Appendix illustrates the magnitude of the cost if risk premiums are not used. 








II.  WPTF’s Responses to Specific Questions Raised by the Commission





Chairman Hoecker has posed certain post�hearing questions for panelists at the November 1, 2000 hearing.   The Chairman asks the parties listed in parentheses to respond, and indicated that others may comment at their discretion.  WPTF herein responds to each of the Chairman’s questions:  





A number of suppliers argue that prices were not unjust and unreasonable when the actual costs of production, opportunity costs in the West, and plant factors of peaking units are taken into account.  But these broad claims are anecdotal and not supported by data for the periods in question.  Please supply data that supports these claims.  (AES, Calpine, Duke Energy, Dynegy, Enron, Independent Energy Producers, Reliant Energy, Western Power Trading Forum, Williams Energy)





		WPTF does not have access to data or other information concerning costs of production, opportunity costs in the West, and plant factors of peaking units.  Other respondents to this question may be better situated to respond to this request.





How do you explain the levels of earnings presented in the chart supplied to the Commission by the San Diego County Board of Supervisors?  What portion is attributable to California operations?  Do you think these earning levels are the result of just and reasonable rates and, if so, why? (AES, Calpine, Duke Energy, Dynegy, Enron, Independent Energy Producers, Reliant Energy, Western Power Trading Forum, Williams Energy)





		WPTF does not have access to data or other information concerning the level of earnings of California generators and is unable to respond to this question.  Other respondents to this question may be better situated to respond to this request.  





3.	The Commission has proposed that the existing ISO stakeholder board, which includes members appointed by the Electricity Oversight Board, select the new independent board from a slate of qualified candidates identified by an independent search firm.  Should governmental authorities have a role in selecting the board?  What other selection processes should we consider and why? (California Public Utility Commission, California Electricity Oversight Board, other stakeholders)





		California governmental authorities, except those with voting ISO or PX Board members, should have no role in the selection of new independent board members for either the ISO or the PX.  WPTF does not suggest that the existing ISO stakeholder board members who were appointed by the Electricity Oversight Board should be disenfranchised.  Rather, all existing Board members should be permitted to vote on the slate of qualified candidates identified by the independent search firm provided their votes are not used solely to reject candidates suggested by the search firm.  However, this should be the limit of the involvement of California governmental authorities.  They should have absolutely no role in the consultant’s identification of the slate of candidates, their votes should carry no more weight than any other stakeholder board members and they should have no form of veto right of any kind.


		WPTF reminds the Commission that the November 1 Order notes that, “Events over the past two years increasingly have made clear that the ISO Governing Board has such difficulty reaching decisions on the complex and divisive issues confronting it that it has become ineffective.” �  The Order also notes that, “Members of the ISO Board, in particular, have come under undue pressure from various sources, notably regarding votes to change the purchase price cap level.” �  Given this history of Board pressure and manipulation, it would be most unwise to allow California governmental authorities to have any special role in the selection of the new Board, or we would run the risk that the same abuses noted in the November 1 Order might well continue to occur and expand.  In fact, the old adage about “choosing a fox to guard the hen house” comes to mind. 





If the Commission were to order refund of excessive rates as a matter of law or equity, how would we determine the excess in a market�based rate environment?  What would be the just and reasonable rate?  For what period would the determination of overcharges apply?  Who would be responsible for refunding overcharges? (All panelists)





WPTF does not understand how the Commission could logically determine excessive rates in a market-based rate environment.  The concept is essentially a contradiction in terms.  If rates are market-based, then they should be per se reasonable, unless evidence is offered and proved that the market was manipulated improperly by either a seller or buyer.  However, quite the contrary has occurred.  Indeed, as noted in the November 1 Order, “A preliminary report prepared by the PX dated September 29, 2000, found that price spikes were caused by flawed market structures and an insufficient supply of power, rather than gaming by market participants.  Although market conditions created the potential for abuses of market power, the PX Report indicated that no one group of participants was setting prices.  The ISO, similarly, reported that during certain operating conditions, suppliers can have significant market power, although the underlying causes of high prices were structural and operational in nature.” � [Emphasis added]  Moreover, the November 1 Order indicates that, “The Staff Report is generally consistent with the findings of the PX and ISO reports.”�  The Commission has also already noted that, “refunds may be an inferior remedy from a market perspective and not the fundamental solution to any problems occurring in the California markets.” �  


Therefore, we have the situation where the PX, the ISO and the Commission’s own Staff have indicated that the summer’s high prices were due structural and operational flaws in the market rather than and abuse of market power.  Further discussions with regard to how refunds might be implemented seem to be merely a response to the repeated, undocumented and unjustified claims by various California governmental authorities that prices were unjust and unreasonable, accompanied by shrill calls for refunds.  However, as no grounds for such a refund has been discovered after investigations by the PX, the ISO and Commission Staff, continuing to debate how such wholly theoretical and highly unlikely refunds might occur seems to be at best an academic exercise.





Some suppliers suggest that prices be monitored on a continual basis and flagged if they are subject to further review and potential refund.  Prices that are not flagged would be deemed final and not subject to refund.  How would this work? (AES, Calpine, Duke Energy, Dynegy, Enron, Independent Energy Producers, Reliant Energy, Western Power Trading Forum, Williams Energy)





WPTF discusses this concept in Section I. E., above.





Some suppliers point out that peaking units are used rarely and have very high costs. How do we structure market rules so that these generators can recover their costs, but prices of all generation are not inflated to the same level. (All panelists)





By facilitating forward contracting by all market participants, eliminating the single price auction and eliminating spot price caps, the Commission will provide the proper signal for load serving entities to enter into forward contracts with peaking generators to meet their peaking requirements.  By continuing to rely on artificially low price caps, these entities have no incentive to enter into such contracts.  Instead, measures like the ISO’s peaking RFB are required to provide the needed compensation for new peaking resources.  A properly functioning market does not require special regulatory fixes to handle peaking generation. Providing the price signals and ability for load serving entities to act in their long term interests will result in needed generation, peaking or otherwise, to be built and operated.








III.  Electric Restructuring Has Been Better for Californians Than Cost-Based Regulation





Finally, WPTF also utilizes these comments to demonstrate a fundamental point:  despite all the hand-wringing over recent high prices, electric restructuring and generation competition have resulted in lower prices than existed under the old system of cost-based regulation.  Moreover, it is competition that will bring to California much-needed investment in new generation, to the lasting benefit of all California consumers, whereas a return to cost-based rates will deter future investment, impair reliability and result in higher prices for these same consumers.  The record demonstrates that generation prices under restructuring have been far lower than the average prices which prevailed in California under cost-based regulation.  Therefore, the Commission should be reluctant to implement any market changes that would facilitate a reversion to the “bad old days” of cost based regulation.


�
A.	Existing Frozen Rates Included Approximately a 6.7 cent/kWh Generation Rate





In the presentations and submissions made to the Commission in this proceeding there has been a continual suggestion that electric restructuring in California has been a failure, or that it has harmed California ratepayers.  WPTF strongly rebuts that contention and notes that the price structure which has been imposed during the rate freeze period has largely caused consumers to be denied the benefit of low prices.


At the time restructuring began in 1998, rates were frozen for customers at the June10 1996 level, less a 10% discount for residential and small commercial customers. � On a statewide basis, those frozen rates included an average generation component of approximately 6.7 cents/kWh factor.  If the utilities were able to purchase power below that frozen rate component, the savings accrued not to the ratepayers, but rather to the utilities’ stranded cost recovery efforts.  Therefore, consumers have not benefited from the fact that the generation competition fostered by electric restructuring has resulted in lower prices for every month since the California Power Exchange began its operations up until June 2000.  Instead, the utility holding companies have been the exclusive and direct beneficiary of those savings. 


Table 2 below shows the rate components of the three California utilities at the time restructuring began in 1998.  It demonstrates that the statewide average cost of generation under cost-based rates was $67.45/MWh. 





Table 2.  System Average Unbundled Rates — 1998





Utility�
Transmission�
Distribution�
Other�
Generation�
Total�
�
PG&E�
$3.79�
$25.33�
$3.92�
$66.69�
$99.73�
�
SDG&E�
$7.61�
$31.47�
$4.92�
$50.29�
$94.30�
�
SCE�
$2.74�
$21.59�
$2.84�
$71.74�
$98.91�
�
Average�
$3.67�
$24.21�
$3.52�
$67.45�
$98.85�
�
Notes:  Other includes public purpose programs and nuclear decommissioning costs.  Average is volume weighted.  Values from CPUC unbundling decision (D.97-08-056).


�By contrast, the average price of generation during the months from April 1998 through April 2000 was $29.49/MWh and, as demonstrated by the following chart, the average price across all months since restructuring began has been $47.27/MWh, only 70% of the pre-restructuring price.


�EMBED Excel.Sheet.8���


Table 3.  Average PX Prices


B.  Power Can Still be Purchased for Less Than the Approximately 6.7 Cent Generation Rate Embedded in Frozen Rates.





The November 1 Order correctly notes at page 22 that, “Moving significant amounts of wholesale transactions into forward markets will (1) reduce reliance on spot markets, thereby directly reducing both the likelihood and the adverse economic consequences of pricing volatility; [footnote omitted] (2) eliminate the adverse reliability impacts that the ISO faces each day as its obligation to operate a real-time balance market has become transformed into operating the major commodity exchange at the last minute; (3) increase the likelihood of new generation entry because the uncertain revenue stream from spot markets will not attract the necessary capital investments; and (4) limit the ability of sellers to exercise market power in spot markets.”


WPTF notes that forward power purchases are still available today at prices less than the 6.7 cent cost embedded in the frozen rates of PG&E and Edison.  Members of WPTF have in fact made both private and public offers of power at prices which would permit those utilities to purchase power which would permit continued stranded cost collection and prevent the accrual of significant purchased power undercollections.


C.  A Return to Cost-Based Rates Will Not Benefit California Consumers





A fundamental fact noted by the November 1 Order and the attached Staff Report is that California is capacity constrained.  Moreover, the state is not an electrical island.  Events like those which occurred last summer will continue to occur until mitigated by the construction of new generation and transmission in the state.  As noted at page 21 of the November 1 Order, “As indicated by the Staff Report and by reports prepared by California State agencies and others, this summer’s wholesale markets exhibited certain market fundamentals that would be expected to cause prices to rise.  Input costs increased as the cost of fuel, emission credits and O&M expenses increased. �  Sustained demand increased, requiring increased reliance on generating resources that would have been more expensive to operate even if input prices had not increased.�  Conditions in the Northwest decreased amounts of hydropower supply usually available to the market which, combined with a failure to bring new generation into service over the last decade, resulted in a true scarcity of generation. �   In circumstances like these, prices are expected to rise - - and indeed they must rise to induce the investment in new capacity that is needed to serve customers adequately.”


A return to cost based regulation will not ameliorate any of these conditions.  Rather, it will exacerbate it, as merchant developers will be motivated to withdraw plans for both current and future generation projects in the state.  If this occurs, California consumers will continue to confront the witches brew of increased demand and inadequate supply with no end in sight.  The only solution offered by cost based rates would be to return to utility construction, operation and ownership of California generation, which is hardly likely to be desired even by the utilities.  Moreover, it would almost certainly move the state into creating a whole new regime of stranded costs which future ratepayers would have to pay off. The very idea that a heavy-handed “cost-based” regulatory approach will ease California’s energy problems and build new generation cheaper and more quickly than merchant generators driven by potential profit, flies in the face of reality and represents a very misinformed case of wishful thinking. �


D.  Cost Based Rates - - A Return to Regulatory Luddism





The original Luddites were bands of skilled textile workers who had been laid-off after advances in technology replaced the need for them.  In reaction to being laid-off, they burned mills, terrorized the owners and then destroyed the steam and water-powered labor-saving devices that had cost them their jobs.  The uprisings took place mainly in the center of the wool region in England from 1811-16.  In other words, Luddites were casualties of the English Industrial Revolution. 


Ned Ludd was the movement’s mythical founder -- an apprentice who smashed his shearing frame with a hammer.  These wooden frames were a new technology which allowed heavy shears to be held in balance to trim a rough layer of threads from woven cloth.  Although Ned didn’t break the machine to make a political statement, he inadvertently became the first practitioner of Luddism.  Thirty years later in pursuit of a naive back-to-basics theme, Luddites organized and rioted against technological advances in the English textile industry.  The Luddites rioted in rejection of technology that was seen as threatening to their way of life and livelihood. 


Now, in California, we have regulatory Luddites. The few parties who fall in this old world camp once controlled the energy investments in California and now fear the advent of competition, bemoan its reduction (or elimination) of their previous regulatory overview and seek to smash restructuring as poor Ned smashed his machinery.  Their arguments are reactionary, their political tactics oppressive.  


By 1816, the English government put down the Luddites with hangings and transportation out of the region.  In the absence of such remedies today, WPTF simply urges the Commission to hold true to its course.  Competition will benefit consumers, while a return to the days of cost based ratemaking will most assuredly harm them.  As the Commission stated in its November 1 Order, “We believe it would be a mistake to revert to the kind of rate regulation that contributed to the decline in investment that clouds California’s energy future today.  On the other hand, the Commission recognizes that market-based rates will only achieve just and reasonable rates where competition works effectively and market rules are effective and fair.  The Commission can, and must, focus its efforts in this area.” �





IV.  Summary and Conclusion


WPTF commends the Commission for a clear and forceful decision that recognizes and appropriately addresses most of the major causes for the recent disruption in the California market.  The Commission is wise not to be stampeded by those California politicians who ignore the economic realities of the market and think they can rewrite the law of supply and demand.  It is also wise to remain committed to the principle that competitive markets will provide efficiencies and lower electricity prices to consumers, so long as the markets are properly designed and administered in an independent and non-discriminatory manner.


We support the Commission’s elimination of the buy-sell requirement, its actions to mitigate the chronic underscheduling of load and resources and its suggested revisions to the governance structure of the PX and ISO.  WPTF suggests certain minor modifications to the process by which new governing board members are to be selected, in order to ensure that this process occurs fairly and expeditiously.


WPTF differs with the proposed “soft” cap, believes the cap to be unnecessary, but recognizes that the Commission is acting in good faith to develop a creative mechanism which will satisfy the demands of those parties who insist that some sort of cap is required, while recognizing the economic realities that, given differing factual situations, generators may legitimately exceed that cap and offer prices which are both just and reasonable, without engaging in any form of impermissible behavior. However, WPTF urges the Commission to adopt the recommendations of Commissioner Hébert to escalate the soft cap during the two year transitional period by specific amounts, and at specific intervals.  Such an escalator would serve as an incentive to market players to adopt new and badly needed market design remedial measures. 


WPTF also notes that the Commission has not found evidence which might support findings of specific exercises of market power.  Thus, the Commission should clarify that the record does not support a claim for refunds with respect to the time period which the Commission examined.  Moreover, when a market clears at or below the soft cap, there should be no refund liability unless is demonstrated to have manipulated the market,, abused market power or colluded with other participants.  The Commission should specifically recognize that the ability to sell above marginal cost is not evidence of market power or market abuse and the potential refund liability period of 27 month which is specified in the November 1 Order should be shortened to conform with the requirements of the Federal Power Act.  


WPTF also notes that the causes of last summer’s high prices are many and varied.  The staff Report does an excellent and thorough job of describing the market conditions that combined to cause dramatic price increases.  WPTF notes that the utilities’ actions also contributed significantly to the past summer’s events.  Both their chronic underscheduling which caused the ISO to purchase substantial quantities of energy in real time and their reluctance to fully utilize their forward contracting ability were significant factors in driving up costs substantially.


In conclusion, WPTF thanks the Commission for its Order of November 1 and for having the intellectual and political courage to resist the entreaties of the California Luddites who would destroy the competitive market in a desperate effort to reinstate their prior regulatory authority.
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�
Appendix A - Analysis of Utility Hedging Practices





The California utilities (PG&E SDG&E and Edison) have been quick to blame independent generators for high spot market prices, without taking any responsibility themselves.  They have focused instead on short term marginal cost and other out-dated regulated utility constructs for assessing blame.  The utilities, and much of the discussion in this proceeding, fail to consider the new economic paradigm under which we are now operating in the wholesale electricity market.  In this trading environment, the importance of risk management strategies becomes very clear.  When the market is operating at the edge of supply sufficiency, as it currently is, it is absolutely vital that risk exposure be considered in any portfolio. 





This analysis will look at their hedging practices (or lack of them) of Edison and PG&E from a portfolio risk management perspective.  The results suggest that both PG&E and Edison have exhibited a portfolio risk tolerance which most responsible traders would find excessive.  





Southern California Edison





	It appears after evaluating the public data from the California PX Block Forwards� web page that SCE began taking advantage of the block forwards contracts upon their inception while PG&E did not. These contract specific transactional histories show that SCE purchased BFM contracts until prices reached the mid $ 70s and then abruptly ceased purchasing. It is interesting to note that the bundled generation component of their retail rate, as confirmed by Edison witness John Fielder at the November 9 Commission conference, is approximately $70/MWh.  Edison may have been concerned that the CPUC might not authorize recovery of costs above their bundled rate level. 
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Pacific Gas and Electric Company





PG&E, on the other hand, started late in using the PX block forward contracts and continued to purchase at prices above the generation component of their rate. While neither utility fully used the full hedge capability that was granted by the CPUC, PG&E appears to have been even less covered that SCE.  SDG&E never even petitioned the CPUC for increased BFM activity prior to July as the other utilities did. Instead the corporate choice was made to pass through any and all market prices and perform no portfolio or risk management services to its customers.
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Risk Analysis





Trading organizations depend on Value at Risk (VaR) analysis to limit their exposure to spot market risk.  VaR is determined using potentially complex models that consider the range of offsetting exposures that a trading organization may have.  It represents the potential financial loss that an organization might incur through its unhedged positions.  Most organizations involved in electricity trading will not allow their VaR exposure to exceed $10-$20 million.  Very generous analysis� of the position of Edison in the third quarter demonstrates that they were operating at risk levels totally unacceptable to any reasonably sophisticated trading operation.  The chart below shows the net value at risk at 2 different volatility levels. 
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The multi billion dollar shortfalls claimed by PG&E and Edison demonstrate the importance of VaR and suggest that both utilities did indeed operate at potentially lethal VaR levels.  





There appear to be three potential explanations for these utilities to accept this level of risk.  One possibility is that the UDC portfolio and risk managers could simply be incompetent and that they failed to account for the level of risk they were taking.  Since both PG&E and Edison are large companies with sophisticated, professional management teams, WPTF finds this possibility difficult to accept. 





The second possibility is that Edison and PG&E believed that if the market moved against, they would be able to pass the costs on to their retail customers.  Based on actions taken to date by both utilities, this may indeed be their perspective.  This would result in a free “ regulatory call option” owned by the utilities with no premium paid to their ratepayers.  This is the unfortunate result of applying a partial market paradigm to the regulated utility industry.


 


The last possibility is that this Value at Risk position was allowed because it was an offset to activities in other business units within the Edison International or Pacific Gas and Electric Corporation holding companies which may have been domestic or international.  Either company’s unregulated trading arm could have taken long positions to offset the UDC VaR, for example.





Whatever the reason or reasons for the lack of prudent risk management practices on the part of PG&E and Edison, it is clearly important that VaR analysis and risk management practices be considered in the future development of the California electricity market.  Continued reliance on outmoded regulatory models will not solve the underlying problem – the need to manage risk during periods of supply shortage.  The risk premium that market participants incur during these periods of high volatility must be taken into consideration when considering what constitutes just and reasonable prices.








	� Staff Report at 5-14 and 5-16.


	� November 1 Order at p. 30.


	� Id. at p. 46.


	� Appendix D, Staff Report to the Federal Energy Regulatory Commission on Western Markets and the Causes of the Summer 2000 Price Abnormalities Brief Overview of Conclusions (p. 1-4).





	� Power marketers are the participants in the marketplace that are willing to accept and manage the forward risk obligation of generation owners or load.  In its Order, the Commission concluded that forward markets and other hedging instruments are critical to the proper functioning of the spot markets in California.


�  The Commission’s Order did not address how power marketers should determine their marginal costs for sales over $150/MWh.


	� The November 1 Order notes at page 18 that, “At the Federal level, we remain convinced that competitive markets will provide efficiencies and lower electricity prices to consumers -- both retail and wholesale.  But such markets need to be properly designed and administered in an independent and non-discriminatory fashion, and they must recognize and accommodate the regional, interstate nature of electricity trade.”


� The Commission stated in its November 1 Order that, “the electric market structure and market rules for wholesale sales of electric energy in California are seriously flawed and that these structures and rules, in conjunction with an imbalance of supply and demand in California, have caused, and continue to have the potential to cause, unjust and unreasonable rates for short-term energy . . . under certain conditions.”  November 1 Order at 3.  However, the Commission then states that, “this record does not support findings of specific exercises of market power . . ..”  Id.  The Commission should therefore clarify that the record does not support a claim for refunds with respect to Summer 2000 rates.


	� Appendix D, Staff Report to the Federal Energy Regulatory Commission on Western Markets and the Causes of the Summer 2000 Price Abnormalities Brief Overview of Conclusions (pp. 1-2 to 1-4).


	� November 1 Order, at p. 22, footnote 44.


� On July 8, 1999, the CPUC initially authorized PG&E and Edison to make forward purchases in the PX block forward market for up to one-third of their minimum load (Resolution E-3618).  In Resolution E-3658, issued on March 16, 2000, the CPUC authorized PG&E and Edison to participate in any of the PX block forward markets for up to their “net short position.”  This is defined as, “the hourly amount of demand averaged over the quarter by which the utility’s bundled service exceeds the supply the utility provides in that hour, excluding previous block-forward purchases.” Edison’s net short position is set at 2,200 MW for January through June, 5,200 MW for July through September, and 3,000 MW for October through December.  PG&E’s net short position is not defined in the resolution or in its Advice Letter, but is probably less than Edison’s.


	� The November 1 Order incorrectly states at p. 18 that, “California decided to pursue a more market-oriented approach to the provision of retail electricity service -- ordering its three IOUs to divest ownership of their generation assets . . .”  In fact, D.95-12-063, as modified by D.96-01-009, provides at p. 95 that, “Therefore, we will require PG&E and SCE to file within 90 days of the effective date of this order a plan to voluntarily divest themselves through a spinoff or outright sale to a nonaffiliated entity of at least 50% of their fossil generating assets.”  Nevertheless, these utilities voluntarily decided to sell all of their fossil generation assets.  San Diego Gas & Electric Company (“SDG&E”) was not required to divest its fossil-fueled generation, although it elected to do so.





�  See Appendix A for a fuller discussion of this issue.


	� November 1 Order at p. 29.


	� Id. at p. 30.


	� Id. at pp. 11-12.


	� Id. at p. 13.


	� Id. at p. 42.


� California Public Utilities Code Sec. 368 (a).


� Staff Report at 3-20 - 3-22.


� Id. at 5-2, 5-3, and 5-6.


� Due to reduced water flows in the West, the output of hydropower generation was reduced.  For example, hydro output in June 1999 was 16,685 GWh and in June 2000 was 12,808 GWh, a reduction of 3,880 GWh.  Staff Report at 2-26.


� An excellent example of this is the recent request by the CPUC and California EOB that the ISO delay procurement of peaking capacity needed for summer 2001-2003 until the regulators have had a chance to determine what could be provided by regulated utilities.  The utility representatives on the ISO Board noted that they did not have the authority to build such generation, that a regulatory proceeding would need to be commenced to do so, and that it would be basically impossible for them to have new generation operating by this summer in any case.  Fortunately, the ISO Board chose to continue its market acquisition of the needed capacity.


	� November 1 Order at p. 44.





� We note that the BFM trade information does not specify the identity of the buyer.  For this analysis, we conservatively assume that all volume traded in SP15 was on Edison’s behalf and that all volume traded in NP15 was on PG&E’s behalf.  We also assume that each transaction represents a discrete scheduled quantity, that is that volumes were not re-traded within the BFM.


� The analysis assumes that short positions could be covered in 4 days, a very short period given a 1,500 MW short position.
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