Uncleared Draft; January 11, 2001

Interim Report of the Working Group on

Long-term Contracts

[Remove brackets once this report is cleared] [This report represents the consensus views of the participants other than the California Public Utilities Commission (CPUC) and the facilitators in the recent dialogue facilitated by the Departments of the Treasury and Energy and the National Economic Council.  Participants included the investor-owned utilities, a selection of generators, marketers, qualifying facility owners, Federal regulatory authorities, and a representative of the CPUC.]  

A. Objective

The primary objective of this Working Group (WG) is to design a process through which the State can determine whether – and if so, how – the State can acquire electricity to cover the net short position of the investor-owned utilities at an average price of 5.5 cents per kWh or less. A secondary objective is to accomplish this design as quickly as possible.  In line with the interest in promoting speed, another secondary objective is to limit the need for new legislation.

B. Key assumptions

In line with the guidance from the principals, the WG maintained the following key assumptions:

· That the process by which the State will acquire electricity will feature an RFP process in which the weighted average price target is 5.5 cents (or less), and other terms are determined through competitive bidding.


· That the State will be the buyer in the RFP process, either in fact or in effect, so that the full faith and credit of the State of California stands behind the long-term contracts that result from this process. 


· That the Department of Water Resources acts as the implementing State agency, drawing on whatever assistance may be necessary to assist in issuing RFPs and reviewing responses.  DWR is encouraged to engage an outside consultant to assist in the process.

In addition, the participants stress that the conclusions reached in this document are predicated on the satisfactory resolution of other outstanding issues (even beyond the purview of this working group), so that the actions contemplated here become part of a comprehensive plan for restoring the financial health of the IOUs and for otherwise stabilizing California electricity markets.

C. Process

The WG assumes that the State, through DWR, will issue a Request for Offers (RFO).  Importantly, the RFO will include an exhibit displaying separate estimates of the net short position of each of the investor-owned utilities at each of the major delivery points in the State over the next 12 months, escalated to show representative monthly figures through 2015.  [A preliminary version of these estimates has already been provided by the IOUs.]  The RFO will have attached to it a contract to be used by each bidder.

Further discussion of key aspects of the RFO is provided at Tab A.

D. Contract design 

The WG has drafted a standardized contract for use in this context.  The WG worked from the Edison Electric Institute Master Power Purchase and Sale Agreement, and made certain modifications which are described at Tab B.  [The draft contract is provided at Tab C.] [Expected completion time: Friday, COB]

E. Product definition

The RFP process will involve four types of electricity service – 7(24, 6(16, dispatchable capacity, and ancillary services.  Each of these products may be bid for delivery to any specified point within each of the investor-owned utility service territories. In addition, each bid may specify that the bid is either firm or not firm.  

[A more extensive discussion of issues related to product definition is provided at Tab D.]

F. Auction design

The WG considered the following three approaches to structuring the procurement of long-term contracts:

1. The State specifies four prices – one for each product – that are expected to yield a blended price of no more than 5.5 cents.  (For purposes of our discussions, we are assuming that the schedule of prices will be the same for all three locations.)  Separate bidding takes place for each product and for each point of delivery, and bids are allowed to differ on term, volume, and degree of firmness.  Using these bids, the auction manager attempts to meet the net shortfall position in the most economically attractive terms, and certainly at a rate equal to or less than 5.5 cents.



2. The State specifies the same price (i.e. 5.5 cents or less) for each location on a blended product combining 7(24, 6(16, dispatchable capacity, and ancillary services in the proportions specified by the IOUs.  Bids are for the location-specific blended product only, and are allowed to differ on term, volume, and as otherwise indicated in the offer. 


3. The State specifies no prices.  Separate bidding would be allowed for any product and for any location, and bids are allowed to differ on price, term, volume, degree of firmness, and as otherwise indicated in the offer. Using these bids, the auction manager attempts to meet the net shortfall position in the most economically attractive terms with a goal of achieving a weighted-average price of 5.5 cents or less.

Given the time constraints under which the WG has been operating, most of its members believe that the first approach is not likely to achieve a successful outcome in the short run. In addition, a number of the members of the WG believe that the second approach listed above sets too great a challenge, in that it requires every individual bidder to meet the demand profile (across the blend of four products) of the IOU to which the power is being delivered.  Accordingly, the WG believes that, at least over the short run, the third approach to the RFP process is most likely to result in a successful outcome.

G. Proposed timeline
1. Jan. 12 – provide package (inc. RFP and process outline) to principals

2. Jan. 13 – decision to proceed; DWR contact identified; RFP documents and standard contract provided to DWR

3. Jan. 16 – RFP pre-notice issued (certification of credit to be provided with RFP response; bids to be binding for 3 days unless otherwise specified; Nox credits)

4. Jan. 18 – RFP issued

5. Jan. 22 – Responses due

6. Jan. 25 – Consultant analysis due; follow-up negotiations begin

7. Jan. 31 – Final contracts executed; results announced

8. Feb. 1 – Power flows

H. Feasibility assessment

The WG believes that it is realistic to believe that, with maximum cooperation from all involved, the RFP process contemplated here could be set up and conducted sufficiently quickly to allow electricity to flow under these contracts by February 1.

Inevitably, at present, there is considerable uncertainty as to whether the bids in this process will allow the State to meet its objective of filling the whole of the IOUs’ net short position at an average cost of 5.5 cents or less.  This uncertainty can only be resolved by conducting the process itself, because only in that case will firms be entering bids that could be legally binding.

[If it proves impossible to fill the whole of the net short position of the IOUs at an average cost of 5.5 cents per kWh or less, it might be that bids are submitted to supply some fraction of the net short position of the IOUs at the target cost.  Alternatively, the State could design the contracts only to cover the less expensive products – for example by omitting [dispatchable capacity?, the most expensive component by far] – thus increasing the likelihood that the price target can be met on the blend of the remaining products, which could be termed “normal demand.”] [to be replaced]

I. Key outstanding issues

The members of the WG identified the following as the key unresolved issues related to the conduct of these auctions:

· A number of participants believe that it will be crucial to have appropriate FERC and CPUC approval before the first RFP process is conducted.  For example, these participants believe that the CPUC would need to provide adequate assurances that the costs incurred under these contracts may be passed through in full to ratepayers.  (In the absence of such assurances, it could be that these contracts leave the IOU financially worse off, either in the short term or the long term.)  [In addition, FERC must find that the rates, terms, and conditions under which the services solely provided to the State agency for the IOUs are not unjust, unreasonable, unduly discriminatory, or preferential.]


· Several of the WG participants believe that relevant authorities should consider relaxing current NOX requirements as one way of bringing down the cost of generating electricity. 


· The State may need to use emergency powers to address contracting protocols and hire necessary consulting services.


· The State will have to determine any necessary changes to DWR Charter, as well as other required legislative changes.


· The State will have to define the legal relationship under these contracts between the utilities and the DWR.  We assumed that the definition would be accomplished by January 18 and implementing agreements completed by January 31.


· The State will have to require participation of municipalities at reasonable prices to ensure resource and pricing goals.

Attachments:

Tab A:
Draft RFO

Tab B:
Draft contract

Tab C: 
Issues related to product definition

� Normally, a contract that is less “firm” can be purchased at lower cost.





