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COMMENTS OF THE WESTERN POWER TRADING FORUM

CONCERNING WEST-WIDE PRICE MITIGATION FOR THE WINTER SEASON 

On June 19, 2001, the Federal Energy Regulatory Commission (“Commission”) issued an Order on Rehearing of Monitoring and Mitigation Plan for the California Wholesale Electric Markets, Establishing West-Wide Mitigation, and Establishing Settlement Conference (June 19th Order).  In that Order, the Commission modified its April 26th Order,
 putting into place a market monitoring and mitigation plan to replace the $150/MWh “breakpoint” for real-time energy markets adopted in the December 15th Order. 

On Monday, October 29, 2001, the Commission held a technical conference with regard to the June 19th Order.  The technical conference addressed possible modifications to the current West-wide price mitigation methodology for the winter season.  The October 12, 2001 Notice concerning the technical conference invited parties to submit written comments on matters addressed at the conference.  The Commission required these comments to be submitted on or before November 9, 2001, in the above-captioned proceedings.  The Western Power Trading Forum (“WPTF”) hereby files its comments in response to that invitation.

A.  The Identity of WPTF and Its Interest in This Proceeding.

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, federal and state power agencies, municipal utilities, an energy software developer, energy consultants, and a power exchange, 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. 
B. Summary of Comments.

The October 12 Notice issued concerning the technical conference suggested that possible modifications to the current price mitigation methodology might include such options as:  (1) elimination of the 10 percent adder for sales into California; and (2) requiring the California Independent System Operator not only to recalculate the price for spot market transactions when there is a Stage 1 reserve deficiency, but also recalculate the price when the average of the three gas indices increase by 10 percent above the level last used for calculating the mitigated price.   WPTF does not comment herein on either of these proposals.

However, WPTF reiterates that it is fundamentally opposed to price caps, whether they operate under the guise of, “market mitigation measures” or some other nomenclature.  As WPTF has noted in numerous prior filings, price caps discourage the investment in and construction of new generation assets.  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 or it may encourage sellers to migrate to other markets with higher caps or no caps at all.  

Furthermore, as noted below in greater detail, the use of the California marginal unit for setting west-wide mitigation prices has the serious potential to cause anomalous results in areas outside of California.  WPTF therefore recommends that the Commission temporarily lift the price mitigation for the winter months and in its place institute circuit breaker rules set at regionally appropriate levels that reflect the opportunity cost of hydroelectric power, the critical resource of the region. 
C.  The June 19th Order Can Cause Anomalous Results Outside California.
WPTF comments favorably herein on the prepared testimony of Dr. Richard D. Tabors, who testified on behalf of the Transaction Finality Group (“TFG”), a group of market participants in the Pacific Northwest.  Dr. Tabors noted that the Western power grid was designed to be strongly integrated both physically and as a market.  However, California is not, nor has it ever been, the only market in the West.  Dr. Tabors concludes that the Commission’s focus on California and its earlier market disruptions has led it to put in place certain price mitigation mechanisms that are not justified by current events.  For example, the Commission needs to recognize that prices in the Western forward markets have dropped to levels that are extremely reasonable.  Prices below $40/MWh has enabled power marketers and consumers alike to lock in highly favorable prices for their projected winter demand.  This fact alone raises questions as to the necessity for the Commission to continue its current price mitigation mechanism.  It in fact supports the adoption of a less intrusive and simpler to implement mechanism, such as a “circuit breaker” approach.

The Commission’s mechanism appears premised on the assumption that the Western Interconnection is an interdependent market for which there it is desirable for there to be a single market price.  This premise ignores the existence of seasonal variations in supply/demand profiles in different geographic regions.  Moreover, it leads to such incongruities as setting prices in the winter peaking Northwest based on prices set in the summer peaking California market.  This is simply not economically justifiable.  

In its comments filed sixty days after the Commission’s June 19th Order,
 WPTF noted that it is logical to use the California marginal unit to set the price during the summer.  The use of California data on a year round basis, however, presents the Commission with a dilemma.  Information is captured in California that makes it relatively easy to determine the identity of the marginal unit.  Information is less available in other regions.  Nevertheless, the Commission should examine other options, as described in the following section, for determining how it could implement the use of the WSCC-wide marginal unit, regardless of the season, to set prices for the entire WSCC.

The existing mechanism has the clear potential for producing anomalous results in other WSCC regions outside of California.  As noted above, the Northwest is a winter peaking area.  It is highly unlikely that the marginal unit in the WSCC during the winter will be located in California.  It should, logically, be located in the Northwest where demand is peaking.  However, the June 19th Order overlooks this fact.  We therefore have the potential that, as winter approaches, the mitigation methodology could contribute to the occurrence of shortages in the Northwest.
WPTF also notes that the decline in forward prices has caused load-serving entities in California and the Northwest to have sufficient supplies under contract to meet their projected winter peaking requirements.  Despite the entire furor in the past over price disruptions in California, markets in the rest of the West have remained workably competitive.  As noted by Dr. Tabors, “Based on these realities of the Western market there is little justification for maintaining a price cap for this winter and no justification for basing a cap on summer conditions in California.” [Emphasis added.]

D.  The Commission Should Institute Regionally Based “Circuit Breaker” Rules.

As noted above, there are inherent risks associated with maintaining the use of a price cap based on summer conditions in California.  WPTF urges the Commission to instead focus on the opportunity cost of hydroelectric power, the critical resource of the region.  Hydropower plays the critical resource role in Western markets.  Hydroelectric resources are extremely robust and their variability is admirably suited to responding to peak demand needs.  As a result, the West can expect that peak thermal generation will play a far less important role than in the recent past.  As noted by Dr. Tabors, “Years may pass when peakers are not called to generate a single kWh.  Then will come the summers of 2000 and 2001 when they will be called upon constantly.” 

If the Commission feels the need for a continued price mitigation measure, then it should seek to promote two goals: regional accuracy and ease of implementation.  The current system, based on California thermal peakers accomplishes neither.  As noted in the previous section, it has the alarming potential for causing anomalous results in Northwest markets and the system is certainly neither easy to understand nor to implement. As the Commission is well aware, there have been disputes by market participants and the California ISO regarding the definition of a stage one alert (i.e., full hour or less), as well as other implementation issues.

It would be far more logical, should the Commission choose to continue to require some form of price mitigation device, to institute circuit breaker rules set at regionally appropriate levels that reflect the opportunity cost of hydro, the critical resource of the region.  Such a step would also bring with it the virtue of simplicity, as it would be far easier to determine this number than under the current methodology. 
E.  Conclusion

The Commission should be wary of continuing with the current price mitigation methodology.  In the unlikely event there is a severe cold period in the Pacific Northwest, market disruptions and dislocations of fuel and electricity could lead to regional shortages and possible blackouts.  The Commission can ill afford another dead cat at its doorstep.  If there is no severe weather and we sail through the winter relatively unscathed, tweaks to the existing price cap mechanism will not be worth the effort.  But should a severe and prolonged cold snap occur, with accompanying outages, the existing price cap mechanism could be calamitous.  Rather than risk the outcome of a small probability event, the Commission would be wiser to temporarily lift the price cap for the winter months, and establish a reasonable circuit breaker price in its place.
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