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SUMMARY

· Expect Federal Energy Regulatory Commission (FERC) decision today (Monday) on whether to widen price caps in western United States

· Price caps are not the answer; we believe they only worsen power shortages by creating imbalances between supply and demand

· The FERC's proposal has an uncertain, and perhaps relatively small, earnings impact on Power Producers and Energy Merchants, but...

· If it is approved, it increases the chance of further re-regulation.  We think it is unrealistic to think that controls can be stopped mid-way or easily kept to a short time period.  Controls breed controls, and they tend to last longer than originally planned.

· Our group of Power Producers & Energy Merchants have traded off  5.9% since news of this proposal emerged on Wednesday; we think if FERC approves this action, there could be additional weakness.


CONTROLS BREED MORE CONTROLS; WE ARE CONCERNED

We are concerned about reports that FERC is considering a large-scale extension of the price controls it imposed several months ago in California.  Our concern stems less from the likely earnings impact of these controls (which is uncertain, but may be small), but rather from the increased risk it represents of further controls being imposed.   In other words, we are concerned because controls tend to breed more controls.

Existing controls already in place are relatively limited in scope and reach.  They kick in only during “Stage 3” emergencies, which is when power is in shortest supply.  We estimate this will happen no more than 5% of the time this summer in California and perhaps much less, given the rapid and significant declines we have recently seen in California wholesale power prices (discussed in our May 2 Power Curve 4 and May 31 Power Curve 5 reports).  The impact of these controls is further blunted because they are calculated based on a measure of operating costs of the least efficient power plant currently operating.  The costs of that plant, as determined by FERC, will set the maximum price that can be charged by anyone during the period of emergency.  We have stated that we think the economic effect of these controls is virtually nil.

The FERC proposal on Monday would massively extend the reach and scale of FERC’s price control mechanism.  Rather than only covering the state of California, it would extend reach to the region of the Western System Coordinating Council, which covers the entire United States west of the Rockies (California, Oregon, Washington, Idaho, Montana, Wyoming, Colorado, New Mexico, Arizona, Utah and Nevada).  Furthermore, instead of only kicking in during the relatively limited Stage 3 periods of tightest power supply, it covers all hours and all days -- 24/7.

Financially, the effect of this measure is uncertain, but may still be limited.  This is because of two reasons:  (1) it is based on the costs of operation of the least efficient plant at a particular time, thereby excluding most plants and most transactions from purview; and (2) it only applies to the spot market, or transactions for less than one day in duration.  We estimate that the spot market only represents approximately 10%-30% of the overall wholesale market.  The balance of transactions, those lasting longer than 1 day (from 1 day to 10 years or longer), are unaffected by the current proposed regulation.  Nevertheless, the precise financial affects are unclear.

Our concern is not necessarily the financial impact of this particular proposal, but in the increased probability it represents of further controls being imposed.  We first highlighted this risk in Power Curve 4 as the risk of “creeping re-regulation at the federal level.”  We think we are beginning to see that scenario play out.  We think that when controls reach a certain critical mass, it is difficult to stop at a certain point.  This is so for two reasons:  (1) Partial controls are often seen as half-measures.  Opponents of a free market would respond to the initial mild controls that if price controls are the answer, why only regulate about 5% of the market.  Why not regulate the whole thing?  We think this argument is now being raised by numerous advocates of regulation.  (2) Partial controls create further imbalances, which then stimulate demands for further controls.  For example, in California, one might properly argue that if prices are restricted in California, energy marketers will merely sell power into Nevada or Oregon, where these restrictions do not exist, thereby worsening California’s power crisis.  The surrounding regions need to be controlled; thus, the current proposal.

We also think it is unrealistic to think that controls will not be extended, even if they are initially designed to be of limited scope.  Our understanding is that the current proposal calls for ending the restriction by year-end 2002.  If it follows the pattern of other regulations, numerous lobbying groups will appear by that time pushing for renewal.  We note that New York City rent control regulations were a World War II era emergency rule.  They were supposed to expire two years after their originally been imposed.  Instead, the housing shortage remains, caused by those very same controls, which have remained in place for nearly 60 years.

Bottom line for investors:  Controls, even if they initially appear limited in scope and designed to recover costs, are unlikely to remain limited in scope or in duration.  We think that if FERC enacts the proposed price cap to cover the western United States, it will represent a massive widening of the relatively small controls already in place.  While the earnings impact may be small (this is unclear), the likelihood is heightened of still further controls down the road.  While we are maintaining our view that the industry will not fundamentally be re-regulated (i.e., that entrepreneurship can flourish largely free from government intervention), our confidence level in that conclusion will be reduced if FERC passes this order.  We think the stock prices have already discounted some of this risk (stocks down 5.9% since FERC proposal surfaced on Wednesday), but could see further weakness if the FERC action leads to further controls.

Final point:  Quick thoughts on markets.  “The best solution to high energy prices is high energy prices.”  We do not know who coined this phrase, but we think it is the best one-liner that explains an important and often misunderstood concept.  Free markets, if they remain free, contain a built-in mechanism that corrects supply/demand imbalances.  That mechanism is:  the price mechanism.  The above-mentioned phrase identifies the fact that in a tight supply/high demand situation, high prices accomplish two things:  (1) they dampen demand, as consumers buy less at the higher price; and (2) they increase supply, by attracting new suppliers seeking to profit from the higher prices.  Over time, prices decline as new supplies come on and consumers buy less.  We have seen this mechanism operate successfully in the very short history of the partially deregulated wholesale power market, which has only been open since 1996.  In June 1998, wholesale power prices spiked to $9,000/Mwh.  The market response was swift.  Two companies, and later a third (Enron-ENE#-1H, Dynegy-DYN#-1H and Duke Energy-DUK#-1M) responded by building peaking power plants.  Because siting/permitting rules were much looser in the Midwest than other regions, such as California, these plants were up and running in under a year, in time to provide power for the summer 1999 and summer 2000 periods.  Since then, we have seen no more high price spikes in the Midwest.  The electricity supply has been largely adequate and there have been no blackouts.  The same thing is occurring this summer in California.  The 30% increase in retail prices that hit customer bills this month has already dampened demand and thereby helped bring down wholesale power prices.  There is no doubt in our mind that if the price mechanism remained unfettered, coupled with a loosening of the plant development restrictions, the power crisis in California would quickly end.

In summary, the problem we see with price controls is that it stunts the natural self-correcting forces of the market.  It does not allow the initially high energy prices to bring into play the self-correcting processes of reduced demand and increased supply that will eventually bring prices down.  In every industry that was deregulated, there were fears that the lack of controls would raise prices, yet in all of them -- oil, natural gas, telecommunications, railroads and trucking -- prices in real terms were lower when measured 5 years and 10 years after deregulation.
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