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PREAMBLE

We, the undersigned, an ad-hoc group of professionals with experience in regulatory and energy economics, share a desire to help end the current crises, and to do so by using public policy solutions that enhance consumer welfare and economic well-being.

We have convened under the auspices of the Institute of Management, Innovation and Organization at the University of California, Berkeley, and embrace faculty from other universities, former public officials, and consultants.  We put forward our own ideas.  We do not pretend to be “representative;” nevertheless we cut across a wide range of backgrounds and expertise.  Our common goal is to see California solve its current energy crisis and develop a well-performing electricity sector.

We have come together quickly because we are alarmed.  A financial crisis caused by extremely high wholesale prices compounded by concerns about ability to pay has exacerbated already tight supplies and led inevitably to rolling blackouts.  Rolling blackouts impose tremendous social and economic costs on California society and threaten to wreck its economy.  The situation is very serious and endangers the livelihoods of many citizens in and out of state.  The situation does not appear to be well understood.

Electricity has now become a political commodity, not an economic one.  As a consequence, we no longer have just an electricity crisis; we have a serious financial crisis as well.  If not managed astutely, the collateral damage to other industries and states could well be quantitatively more significant than the direct damages to California electricity consumers and distributors.

This manifesto endeavors to provide a clear, fair and effective way out of the current financial-energy crisis.  

SUMMARY


California is confronting an unprecedented electricity crisis which threatens to wreck its economy and cause collateral damage throughout the West.  Problems stemming in part from fundamental scarcity issues are now compounded by the potential financial insolvency of the investor-owned utilities.  The financial crisis must be solved immediately.  Accomplished properly, there will then be the opportunity to address the electricity mess.


The crisis had its origins in mistakes and miscalculations at the time the electricity sector restructured.  Two key shortcomings stand out.  First, utilities were strongly encouraged to divest a substantial portion of their generation, while being blocked from entering stable long-term contracts.  Put differently, the utilities were forced to procure their unmet needs on the spot market where price volatility is to be expected.  Second, California froze retail rates at low levels and banked on low wholesale prices to support a profit margin high enough to enable the utilities to pay off historical, uneconomic investments.


This arrangement appeared to work for a while but when wholesale market prices soared, due in part to rising demand and higher gas prices, fixed retail prices blocked conservation efforts by insulating consumers from market realities.  By not using the price mechanism to curtail demand, the state is forced to resort to rolling blackouts. 

Meanwhile, the investor-owned utilities are losing money on the electricity they buy for resale to their customers.  The inversion of the typical wholesale-retail price relationship has brought these utilities to the brink of bankruptcy.  Perceived risk of nonpayment has in turn caused generators to be reluctant suppliers, even at dramatically elevated wholesale prices.  

The resulting financial crisis has shattered all vestiges of a normal market.  As a consequence, California now has both a financial crisis and an electricity crisis.  These two crises are analytically separable, though interrelated.  

The first crisis must be dealt with immediately before it gets further out of hand.  If the credit worthiness of the investor-owned utilities can be restored, California can then look to proper long-term solutions to its electricity problems.

Solving the financial crisis will require sharing the pain amongst the various stakeholders.  But an essential element of the solution is to raise retail prices on at least the volume of electricity which the investor-owned utilities do not self supply.  Raising rates at the margin would have the salutary effect of both causing some reduction in demand (which would itself help reduce wholesale prices) while simultaneously restoring financial viability to the utilities, thereby eliminating a risk premium in the current wholesale supply price of electricity.  Restoring the credit worthiness of buyers would in turn reassure investors in new generation facilities.  A virtuous circle of this kind could settle down the wholesale market quickly.  Unfortunately, there is no other way out.  Either retail prices go up, or the frequency of rolling blackouts will accelerate, absent even more costly and draconian governmental measures.  

The long-run solution requires creating an environment in which the market can work.  Three key elements must be an integral part of that solution:  freedom to engage in long-term contracts, retail price flexibility, and competition at both the wholesale and retail levels.  Some of this will take time, but experience in other jurisdictions in the US and abroad indicates that benefits from deregulation are indeed achievable.

Quick action must be taken to manage the crisis.  It is also important to avoid actions which will make matters worse, or simply push the problems onto taxpayers.  In particular, a state takeover of the business would make matters worse, as would turning the State into a permanent electricity purchasing authority.  It would also be unfortunate if the State were itself to commit to long-term contracts for a large portion of California’s electricity needs.  The State’s credentials as an astute player in the electricity market aren’t impressive, and there is no reason to expect major improvement in the future.  Accordingly, emergency state contracts should be avoided if at all possible.  Nor would the State buying up existing generation assets add to supply.  In the end, new power plants are needed, and the State should focus on creating a supportive environment for necessary new private investment.  State ownership is not a solution at all – merely a guarantee that the taxpayers will be saddled with additional obligations for decades to come.  

California has a crisis which has been deepened by inaction, and by political tradeoffs trumping good public policy analysis.  Time is running out.  Electricity should not be a political commodity. The laws of supply and demand cannot be ignored except at great peril.

THE DIMENSIONS OF THE CURRENT CRISIS

Electricity supply has not kept up with demand; and this supply-demand imbalance has now been dramatically amplified by a financial crisis caused by threats to the solvency of the investor-owned distribution utilities that serve most of California.  Fundamental scarcity issues and the associated financial crises must be solved immediately.  Skyrocketing prices and shortage-induced blackouts in the middle of Winter are undeniable proof of a system that is broken.  

In restructuring the electricity industry, California sought the benefits of deregulation that others have achieved in electricity and other industries.  Unhappily, several mistakes and miscalculations caused the restructuring efforts to fail.  Two stand out as critical.  First, California required utilities to make nearly all their electricity purchases on a volatile spot basis and to divest a substantial portion of their generation, but without allowing them to enter into long-term contracts to ensure reasonable and stable prices during the transition period that followed deregulation.  Transition contracts are found in every successful electricity market (as well as in other unregulated commodity markets) and are particularly important where the utilities divest generation but have obligations to serve remaining customers.  Second, California set a low, fixed retail price for that electricity while banking on an assumed positive differential between retail and wholesale spot prices to pay off historical, uneconomic utility investments.  

Unexpectedly, California began to experience rapid economic growth.  Demand for electricity grew at a rapid clip, eating up the excess capacity present in the system.  When excess capacity evaporated, wholesale market prices soared.  However, the fixed retail price discouraged final users from undertaking normal market responses: to conserve and/or to choose an alternative supplier.  Those responses would have helped to restrain prices. 

Soaring prices made historical utility generating plants more valuable, eventually eliminating stranded costs.  Unfortunately, the utilities have already divested much of their generation plants without being allowed to secure contracts that would have ensured their right to buy back the power at some fixed backstop price.  These divestitures, encouraged and sanctioned by the CPUC, have exposed the utilities to the financial costs associated with high wholesale (purchase) prices and low fixed retail (sale) prices.  The inversion of the traditional wholesale-retail price relationship has now almost exhausted all of the utilities’ cash.  With the utilities’ credit quality destroyed, suppliers fearful of not being paid have become reluctant to sell into the California market, and utilities and their state government overseers are now resorting to desperate measures to keep the lights on – with only limited success.  The resulting financial crisis has shattered all vestiges of a normal market, as exceptionally high offered prices (especially for the slack winter months) go untaken by power suppliers because they are skeptical about payment.    

What must be done first is to solve the immediate financial crisis by restoring the credit-worthiness of the utilities.  This will, in turn, stabilize the wholesale market.  It is critical to understand that the financial crisis now has a life of its own that is causing fundamental damage that must be halted, irrespective of how regulatory and market rules are ultimately reformed.  Financial crises of this kind do not self-correct over time; rather, they worsen and become more costly and disruptive the longer they remain untreated. 

Once financial stability returns, California can look to long-term solutions to capture the clear benefits of replacing a command-and-control system with a market approach to electricity.  The basics of that approach are already evident, favoring freedom for long-term contracting by electricity suppliers and purchasers; giving customers more competitive choices of all kinds; and designing workable market rules. 

REESTABLISHING MARKET STABILITY AND CREDIBILITY

Planning long term, whether for business or government, is difficult where financial obligations aren’t honored.  The shock of higher wholesale electricity prices has produced a growing pattern of deferring or defaulting on payments.  Without the possibility of a cash-and-carry market, suppliers face the risks that they may not get paid for the electricity they provide to California utilities.  This concern results in lower output, higher prices and rolling blackouts.  

Contracting, whether for the short or the long-term, depends at its core on the performance of both buyer and seller.  It is more likely to produce reliable supply at lower prices if parties honor agreements. After the emergency, investigations can identify illegitimate transactions that require refunds, such as through the possible abuse of market power; but the immediate need is for California, through the Governor and the regulators, to commit to arrangements that will enable the utilities to meet their financial obligations.

To contain the crisis, new arrangements are needed amongst four key stakeholders:  (1) generators – who so far have benefited from the crisis by receiving very high scarcity-induced prices; (2) industrial, commercial, and residential users – who are being hurt by blackouts but have also benefited by purchasing electricity from the UDCs at retail rates well below the high wholesale prices; (3) the State government which must ensure the stability and growth of the California economy, and (4) the Federal Government for which California is too significant to ignore.  

In crafting new arrangements to solve the short-term problems, two fundamental points must be recognized.  First, putting questions of bankruptcy law to one side, there must be a firm commitment to pay all legitimate power bills, those so far incurred as well as those to be incurred in the future. Such arrangements will require some sharing of the pain amongst the various stakeholders.  Second, there must be a firm commitment to raise the retail price at least for incremental energy usage to a level sufficient to cover the bills and provide an incentive for conservation and demand-side responses.

We see no escape from the harsh reality that the California Public Utilities Commission must raise customer prices at least for incremental electricity usage.  For now, the major utilities can maintain existing rates for the volume of electricity that they generate themselves or already have under lower-cost long-term contracts.  But the retail prices for any usage above some base level must be raised to the market price.  This approach should preserve the commitment to maintain rates for some portion of the electricity production over which California has control.  It would also promote conservation, including voluntary demand reductions and self-supply efforts – which, in turn, will help reduce wholesale prices by taking some pressure off the market.  Time-of-use rates would be even better, where metering is available.  But quick action is required to ensure that retail prices reflect fundamental scarcity.  Each additional day under the current unsustainable price caps adds to the problem and makes the crisis more difficult to resolve.  

Immediate commitments to meet obligations and raise the retail prices on all power not under California’s control would improve conditions for longer-term contracts, and reassure investors in new California power plants.  Without these commitments, rational suppliers will continue to demand high spot prices. Anticipation that future spot prices will be high, will cause long-term contract prices to be high.  Furthermore, the chance that some obligations might not be met will also keep prices high.  But if the market going forward can include reduced demand, required spot and contract prices should fall.  

There is no other way out.  Either retail prices must go up, or blackouts will continue with the consequent high costs to the California economy.  Facing the pain now should reduce the ultimate price increase.  We must put the horse before the cart.  We must raise the retail price for electricity usage for at least those volumes that cannot be secured at existing rates.  Only then should we seek contracts to help stabilize prices for the two- or three-year transition until more permanent solutions can be put in place, specially as new power plants already approved (totaling some 6,000MW) come on line over the next two years. 

Contracts between customers and suppliers are a big part of the answer to California’s electricity crisis.  In the long run, additional power plants and greater efficiency of electricity use will be essential.  While these initiatives are developing, short-term price stabilization contracts can help reduce volatility and provide greater security of supply. But successful contracts require that we first pay our bills and commit to pay them in the future. Unfortunately, but necessarily, raising retail prices for incremental electricity usage is a prerequisite for solving the crisis.

LOOKING TO THE LONG RUN

The long-run solution to this crisis requires creating an environment in which the market can work.  California’s flawed efforts at deregulation have not yet allowed this to occur.  For the price mechanism to allocate resources effectively, supply and demand pressures must be allowed expression, and not be impeded by unnecessary rules and regulations.  Competition must exist to discipline pricing.  Absent these elements, market solutions simply won’t produce satisfactory results.  Experience in other jurisdictions in the U.S. and abroad indicates that effective deregulation works – and works well – where adequate care is taken in restructuring rules and market design.    

Three key elements compose the right long term approach:  freedom to engage in long-term contracts, retail competition and pricing flexibility, and a competitive environment.  It is critical that distribution companies be allowed to enter into long-term contracts.  Long-term contracts provide generators the confidence that they can recover their investments, while granting utilities and their customers protection against price spikes.  In the long run we expect to see participants in the industry adopt a judicious balance of long term, medium term, and short-term (spot) contracts.  The investment and permitting environment must also be such that additional power plants can be built.  Only by allowing new entry will rigorous competition characterize the marketplace, letting Californians enjoy supply reliability, efficient supply, and competitive prices.  As the long term contracting process takes hold, the influence of spot market prices on rates will drop dramatically.  While spot prices may remain high until the real electricity supply expands, Californians’ reliance on the spot market will be reduced. 

Second, California should not abandon its goal of fostering retail competition.  New competitors need the ample, stable and reliable electricity supplies that a reformed market system will promote.  Retail competition can bring new types of contracts and metering systems, and better awareness of environmental effects as entrants introduce “green” packages, and demand-side innovations.  This is another reason why consumers must pay the real cost of electricity, as retail competition cannot thrive in an environment in which supply companies lack retail pricing freedom.  As a consequence, companies involved in retail supply, including the California utilities, should be allowed to pass-through their energy costs in a competitive environment.

Finally, oversight of the electricity business will always be needed.  The cornerstones of electricity regulation must be oversight of the distribution function, and ensuring that anticompetitive behavior is circumscribed.   

CRITICAL MISTAKES CALIFORNIA MUST AVOID NOW
California must act quickly to manage the crisis, and we have outlined the essential elements of the solution.  The atmosphere is currently too politicized. We are fearful that a rush to seek easy solutions will make matters worse, and shackle the economy and consumers for many years to come.  Accordingly, we also offer advice on what not to do.  

1. Don’t solve today’s crisis by foreclosing tomorrow’s solutions.  

As explained earlier, we now face an immediate financial crisis in finding credit (and cash) to keep the lights on.  But this crisis is different than the longer-term answer to California’s energy woes.  We need to bridge the immediate financial gap without making quick – and ill-considered – irreversible commitments that will hamstring future solutions.  Solving the financial crisis will also calm the electricity markets and allow better long-run answers to be found.  

For example, the current crisis can be addressed without problematic steps such as trying to isolate California from the western electricity market, turning the State into the permanent electricity purchasing authority for consumers, or committing taxpayer funds to large energy-related projects.  Thoughtful long-run answers will be easier to recognize once the crisis is eliminated.    

2. Don’t over-commit to long-run electricity contracts.


Electricity prices are now high because of the credit risks of the utilities, high natural gas prices, generation and transmission capacity shortages throughout Western markets, and inflexible electricity demands by customers.  Prices will fall when the financial crisis is managed, and retail price increases and conservation help moderate customer demands.


Now is precisely the wrong time for the State to commit to long-term contracts for a large portion of California’s electricity needs, since below-market prices now can only come at the expense of above-market consumer prices in years to come – which would create new problems.  Emergency State contracts should last no more than two years, and should be kept small.  

3. Don’t nationalize California’s electricity system.


New government ownership of generation and distribution facilities won’t solve the crisis or deliver below-market power prices.  The State must pay full market value for any plants it acquires, even though record electricity prices also mean record purchase prices for energy facilities.  For consumers to obtain bargain electricity rates would then require permanent taxpayer subsidies – saddling the State budget in perpetuity.    


It is bad public policy to have taxpayers take up the risks of financing new generation plants in a volatile market.  The risks of electricity investments can be managed by the private sector, where profit and loss incentives will minimize electricity costs for California. 

IMPORTANT STEPS TO A PERMANENT SOLUTION


Public officials and leaders in the private sector must recognize that the electricity crisis has been dominated by two dimensions: electricity scarcity, and financial insolvency.  There are short- and medium-term issues that must be addressed now, as well as long-run issues that cannot be ignored.  We do not claim to have all the answers.  But we do believe that California has plenty of brainpower to solve the problems.  The crisis has been deepened by political concerns that have trumped good public policy analysis.  A “Blue Ribbon Panel” appointed by the Governor might well assist in refining thoughtful, long term answers for the benefit of all.
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